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Notes | Pitopito korero: This item updates and will eventually replace the Commissioner’s
2012 guidance on how income tax applies to repairs and maintenance expenditure

(IS 12/03). The 2012 statement is widely used and often referenced in other guidance.
Since depreciation is no longer allowed for buildings, it is now more important to correctly
characterise repairs and maintenance expenditure.

Although the Commissioner’s interpretation has not changed, the 2012 statement has
been revised to improve clarity and reflect a more modern format. The fundamental
principles remain the same but the structure, diagrams, and wording have been updated
to improve readability.

For those readers familiar with the 2012 statement, the key changes include:

=  General capital vs revenue tests: The discussion of these tests and their relationship
with the specific repairs and maintenance case law has been moved to earlier in the
document, before step 1 of applying the capital limitation, to provide a better
context for the tests.

= Step 1 of applying the capital limitation (identifying the relevant asset): Is now aligned
with the Commissioner’s publication about identifying an item of property for
depreciation purposes (IS 25/03) with the case law moved to an appendix for easier
referencing. Readers are invited to comment on whether this material remains
useful, given the publication of IS 25/03.
A new example (example 5) has been added to illustrate that, for repairs and
maintenance purposes, the relevant asset can change depending on the work carried
out and may not be an item of depreciable property.

= Step 2 of applying the capital limitation (nature and extent of the work) has been
reordered to improve readability and align more closely with the overall analytical
approach, primarily with the capital limitation.

= More recent court decisions: Updates the guidance for:
o Lawrence v CIR (HC) and TCRA Case 4/2025 (relevant to leaky buildings); and
o  The decisions in Case 2/2020 and Case 3/2025 (relevant to the issue of one capital project).

= Specific situations to consider under step 2 (previously “other considerations from the
repairs and maintenance cases”): Now includes comments on inherent defects—
especially relevant to “leaky buildings"—and clarifies the examples concerning
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weathertightness of buildings (ex 25 and 26). The discussion of dilapidated assets
has been updated for the Inland Revenue publication concerning repairs of recently
acquired capital assets (QB 25/17).

= New examples: New examples have been added concerning:
o ldentifying the asset being worked on (example 5, as mentioned above).

o The nature and extent of the work (example 13 involving a roof replacement and
examples 16 and 17 involving kitchen renovations)

= Existing examples: The existing examples have been revised to be more consistent
and, in some cases, the reasoning behind them has been expanded (with no change
in outcome). The examples concerning leaking buildings (examples 12 and 13) have
been moved and revised (now examples 25 and 26). Because of this and the new
examples, some of the existing examples have been renumbered:

o Examples 5to 11 are now examples 6 to 12.

o Examples 16 to 22 are now examples 18 to 24.

INTERPRETATION STATEMENT | PUTANGA WHAKAMAORI

Income tax - deductibility of repairs
and maintenance expenditure -
general principles

Issued | Tukuna: Issue date

IS 25/XX

This interpretation statement considers the general principles governing the income tax
treatment of expenditure taxpayers incur in carrying out work on tangible property they use
in a business or income-earning activity.

All legislative references are to the Income Tax Act 2007 unless otherwise stated.
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Summary | Whakarapopoto

1. This interpretation statement considers the general principles governing the income
tax treatment of expenditure taxpayers incur in carrying out work on tangible property
they use in a business or income-earning activity." The nature of this work may be
described using various terms, including repairs, maintenance, alterations or
improvements. Also, the terms repairs, maintenance or repairs and maintenance are
sometimes used to denote expenditure that is revenue in nature and deductible. In
this statement, the expenditure incurred for such work is called “repairs and
maintenance expenditure”. And, unless otherwise shown, this term is used as a
general, tax-neutral term (ie, it does not imply, confirm or deny the expenditure’s
deductibility).

2. Adeduction for repairs and maintenance expenditure is allowed if it meets the
requirements of the general permission in s DA 1(1) and is not excluded by any of the
general limitations in s DA 2. This statement focuses on the capital limitation in
s DA 2(1). Other general limitations, such as the private limitation, are not covered.
The statement also does not consider any specific deduction provisions in part D that
override the capital limitation for certain types of expenditure.

3. To qualify for a deduction under the general permission, the taxpayer must incur the
repairs and maintenance expenditure in deriving their assessable income, excluded
income or both. Alternatively, the taxpayer must incur the expenditure in the course of
carrying on a business for the purpose of deriving assessable income, excluded income
or both.

T Additional specific guidance exists regarding repairs and maintenance in the context of dairy farming
(1S0025), residential rental properties and healthy homes (QB 20/01) and the costs of removing
asbestos from buildings or land (QB XX/XX). See the References section of this statement at
page 70.
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4. The capital limitation in s DA 2(1) denies a deduction for repairs and maintenance
expenditure that satisfies the general permission but is capital in nature. Capital
expenditure is not deductible but can be depreciated under the depreciation rules in
subpart EE. If those rules are satisfied, a depreciation loss is available, based on the
amount of the capital expenditure.? This statement does not cover the depreciation
rules.

5.  The approach to decide whether an outgoing is of a capital or revenue nature is well
established by the courts and involves considering the full set of circumstances,
including what the expenditure is calculated to effect from a practical business point of
view. Several commonly cited factors to consider include:

. the need or occasion that calls for the expenditure;
. whether the expenditure is recurrent;
. whether the expenditure is a once and for all payment, producing assets or

advantages that are an enduring benefit;

" whether the expenditure is on the business structure or business process;

. whether the expenditure creates an identifiable asset;

. whether the source of the payment is from fixed or circulating capital; and

. how the expenditure is treated according to ordinary principles of commercial
accounting.

6.  When these factors are applied in the context of repairs and maintenance expenditure,
the courts use a two-step approach to decide whether the expenditure is capital or
revenue in nature:

. Identify the relevant asset that is being repaired or worked on.
. Consider the nature and extent of the work done to that asset.

7. However, the courts emphasise that each situation is unique, and the specific facts
must be carefully considered when applying case authorities to different
circumstances.

2 Note that since the 2024-25 income year, most buildings and any capital improvements have a 0%
depreciation rate.
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Step 1 - identify the relevant asset

8.

10.

11.

12.

13.

To decide whether the capital limitation applies to repairs and maintenance
expenditure, first identify the asset being worked on as the object or subject matter of
the expenditure incurred. This is necessary so an assessment can be made at the
second step to determine whether the nature and extent of work undertaken on the
asset means the expenditure is of a capital or revenue nature.

Identifying the relevant asset is always a question of fact, degree and impression. It
involves applying what is referred to as an “entirety test” to determine the relevant
totality or entirety of a physical thing that satisfies a particular notion.

A danger of distortion exists, however, if too large or too small a subject matter is
identified. This can lead to incorrectly characterising repairs and maintenance
expenditure when evaluating the nature and extent of the work undertaken on the
asset identified.

The courts have considered various relevant factors when applying this test. Firstly,
factors that might suggest the item under consideration is the relevant asset are where
the item:

. is physically distinct from a wider asset of which the item might be a part;
. is functionally complete (to some degree); or
. varies the function of another item.

Secondly, factors that might suggest the item under consideration is not the relevant
asset are where the item:

. has a physical connection with other items;
. is part of an integrated system; or
. is a necessary part to complete something else.

The principles for identifying assets for repairs and maintenance purposes are the same
as those for identifying an item of property for depreciation. This means, as a rule, the
tangible asset considered for repairs and maintenance purposes is the same as the
item of property for depreciation. In special cases, where the taxpayer does not wholly
own the object of the work, the asset for repairs and maintenance and the asset for
depreciation may not entirely match. For repairs and maintenance, the asset is the

Page 6 of 81



ﬂ Inland Revenue
Te Tari Taake IS XX/XX | Issue date

object of the work while the item of depreciable property may be the part that the
taxpayer owns (eg, an apartment in an apartment complex).?

Step 2 - consider the nature and extent of the work done

14.  Once the relevant asset is identified, the second step in deciding whether the capital
limitation applies to repairs and maintenance expenditure is to consider the nature and
extent of the work done to that asset.

15.  Two key questions arise when considering the nature and extent of the work done on
an asset, the answers to which are a matter of fact and degree:

. Has the work led to the asset’s reconstruction, replacement or renewal, either
entirely or substantially? If yes, the cost is considered capital expenditure.

. If the work does not involve an entire or substantial reconstruction, replacement
or renewal, has it gone beyond repairs and changed the asset’s character. If yes,
the cost is also considered capital in nature.

16.  When deciding whether the work done is capital in nature, consider the nature, extent
and scale of the work done to the asset. Deciding the scale of the work done includes
considering the significance of the work done to the asset. Changes to an asset’s
value, earning capacity, useful life, function or operating capacity, whether intended or
not, are relevant but cannot alone decide the nature of the work done to the asset.
The cost of the work may also be relevant.

17. The character of the expenditure depends on the nature and extent of the work
actually done to the asset. There is no deduction for notional or hypothetical amounts
that might have been spent on repairs, had the work been done differently.

18. Delaying repairs or taking a long time to complete them does not by itself change the
character of repairs and maintenance expenditure from being deductible revenue
expenditure to non-deductible capital expenditure.

19. Repairs and maintenance expenditure that is part of an overall capital project is
considered part of that project and capital in nature. If the work is done on an ad hoc
basis and not as part of one overall plan, the capital or revenue character of the
expenditure depends on the nature and effect that the work done has on the asset. It

3 In some instances, the Act deems the identity of the asset for depreciation and repairs and
maintenance purposes. See commercial fit outs and s DB 22B and distribution networks and
s DB 68. For more information on what is a commercial fit-out, see IS 22/04: Claiming depreciation
on buildings Tax Information Bulletin Vol 34, No 8 (September 2022): 9.
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is appropriate and possible, therefore, in some situations to apportion expenditure
between deductible repair costs and non-deductible capital works.

20. No deduction is allowed for the costs of work essential to bringing a recently acquired
asset up to a condition suitable for the taxpayer's long-term use. Such expenditure
forms part of the capital cost of acquiring the asset.”

21.  The character of repairs and maintenance expenditure remains the same whether the
repairs are due to a significant event such as a fire, flood or earthquake or for other
reasons.

22. If an asset is damaged because of an inherent defect, the cause of the work and the
removal of the defect are relevant, but not solely determinative. For leaky buildings,
fixing weathertightness issues usually requires removing the defect, which often
involves major parts of the building and substantial work. This work is likely to go
beyond a repair and change the character of the building from its original, defective,
condition. Unless the work is minor, the expenditure is likely to be capital in nature
and not deductible.

Introduction | Whakataki

Approach to deductibility of repairs and maintenance
expenditure

23. This statement sets out the Commissioner’s views on the general principles governing
the deductibility of repairs and maintenance expenditure. Usually, this type of
expenditure arises when some work is done to an item of tangible property that may
be depreciable property. As mentioned at [1], the term “repairs and maintenance
expenditure” is used in this statement as a general tax-neutral term.

24. The analysis is based on the general provisions in the Act, the well-established
distinction courts have made between capital and revenue, and those decisions where
the courts have specifically considered repairs and maintenance expenditure. It
explains the general principles, but some specific tax rules not covered in this
statement might apply in some situations (eg, expenditure on aircraft engine overhauls
that are required under Civil Aviation rules®).

4 See QB 25/17: Income tax: Can | claim a deduction for expenses | incur on repairing a recently
acquired capital asset? Tax Information Bulletin Vol 37, No 7 (August 2025): 61.

> Section DW 5.
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25.

26.

217.

28.

29.

The approach in this statement is that, before repairs and maintenance expenditure
can be deducted, it must be deductible under the general permission (s DA 1). Then,
the statement explains how to decide whether a deduction allowed under the general
permission is denied due to the capital limitation (s DA 2(1)). This requires identifying
the asset involved and applying principles derived from the case law to decide whether
the cost of the work done to that asset is capital or revenue in nature.

If the expenditure is capital in nature, a deduction for that expenditure is denied
(assuming no other specific provisions allow for a deduction). If the expenditure is
revenue in nature, a deduction for the expenditure is allowed, subject to any other
legislative requirements being satisfied.

When distinguishing between capital and revenue, the decision depends on the
specific facts and circumstances involved. It is crucial to carefully apply the principles
derived from case law and to take care when applying case authorities to different
situations.

The approach in this statement is concerned with applying only the capital limitation in
s DA 2(1). Other limitations to the general permission might deny a deduction for
repairs and maintenance expenditure, in whole or in part (eg, the private limitation in

s DA 2(2)). These other limitations are not considered in this statement.

Capital expenditure is not deductible but can be considered under the depreciation
rules in subpart EE. If those rules are satisfied, a deduction for a depreciation loss is
available instead. Special rules, however, apply for buildings.® The availability or
otherwise of a depreciation loss is outside the scope of this statement.

6 Depreciation was allowed for most buildings until 2011. For the 2012 to 2020 income years, the
depreciation rate for buildings with an estimated life of more than 50 years was set at 0%. For the
2021 to 2024 income years, non-residential buildings could be depreciated again. From the 2024-25
income year, the rate for these buildings returned to 0%.
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Flowchart - approach to analysis

30. The flowchart in Figure | Hoahoa 1 shows the analytical approach to determining the
income tax treatment of repairs and maintenance expenditure(cross-references to the
relevant portions of the statement appear in brackets).

Figure | Hoahoa 1: Summary of analytical approach

Is the expenditure deductible under the general permission (s DA 1)?

Does the expenditure have a sufficient relationship (nexus) with a business or
No income-earning activity? (from [31])
Yes
Does capital limitation apply to prevent a deduction (s DA 2(1))?
P Pplytop ( (1) Step 1: Identify the relevant asset
that is the object of the work
By i i o R L e What is the totality or entirety of a
physical thing that satisfies a
4 N\ 1 1 ?
P Does the work entirely or substantially reconstruct, replace or e e efsieny o) [E2)
1 Ves renew the asset? (from [90]) Step 2: Determine the nature and
~ N / extent of the work done to the
0" asset (from [83])
P Has the work gone beyond repairs and changed the asset’s Consider:
| Yes character? (from [100]) * the work that was actually
~ e ~ undertaken rather than
v hypothetical “notional repairs”
( N (from [88])
< = Was the work part of one overall capital project? (from [155]) « the nature, scale and extent of
~ J the work, including its
No P
v significance to the asset
e A o i ,
_ Was the work essential to make a recently acquired capital asset chan.ges I the. T va!ue,
 \ Yes suitable for its intended long-term use? (from [182]) earm.ng PRy, Lfseful I|fe,.
\ function or operating capacity
No and the cost of the work (these
v ¥ may be relevant but are not

solely determinative) (from
NO DEDUCTION DEDUCTION [128]).
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Is the expenditure deductible under the general
permission?

31. To decide whether repairs and maintenance expenditure is deductible, the first
consideration is whether the expenditure meets the general permission in s DA 1.

32. Section DA 1 provides:

DA 1 General permission
Nexus with income

(1) A person is allowed a deduction for an amount of expenditure or loss, including an amount
of depreciation loss, to the extent to which the expenditure or loss is—

(@) incurred by them in deriving—
(i) their assessable income; or
(i)  their excluded income; or
(iii) a combination of their assessable income and excluded income; or

(b) incurred by them in the course of carrying on a business for the purpose of deriving—
(i) their assessable income; or
(i)  their excluded income; or
(iii) a combination of their assessable income and excluded income.

General permission

(2) Subsection (1) is called the general permission.

Connection or nexus with income

33. Section DA 1(1)(a) provides for the deductibility of expenditure that is incurred in
deriving assessable income (or excluded income, or a combination of these).
Section DA 1(1)(b) provides for the deductibility of expenditure incurred in the course
of carrying on a business for the purpose of deriving assessable income (or excluded
income, or a combination of these).

34. Section DA 1(1) requires a connection between the taxpayer’s expenditure and either
deriving assessable income or carrying on a business for the purpose of deriving
assessable income. This connection is known as the statutory nexus.
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35.

36.

37.

38.

The leading cases on the statutory nexus are the Court of Appeal decisions in Banks,
Buckley & Young and NRS Media Holdings.” The decisions emphasise the need for a
sufficient nexus between the expenditure and the assessable income or business
activities for the expenditure to be deductible.

To decide whether a sufficient connection exists, it is necessary to consider the true
character of the expenditure and how it relates to the taxpayer’'s income-earning
activities. This should be based on the facts at the time the expenditure is incurred.
The expenditure must be connected to an ongoing income-earning process. The
ongoing nature of the process is determined as a matter of fact and degree.

The degree of nexus, or connection, required to satisfy each of the two limbs of
deductibility (s DA 1(1)(a) and s DA 1(1)(b)) is the same.® What differs is what the
relevant expenditure must have a sufficient connection with. Paragraph (b) of s DA 1,
which applies only to business taxpayers, allows a wider approach than para (a). Unlike
under para (a), expenditure under para (b) may still be deductible even where that
expenditure cannot be linked directly to earning income in some positive way.

Under the general permission, a deduction is allowed for expenditure “to the extent to
which” it meets the provision’s requirements. This means it is possible to apportion
expenditure if it can be divided into deductible and non-deductible portions.®

Key point on the general permission

39.

The key point about the general permission is that no deduction is available unless the
repairs and maintenance expenditure has a sufficient relationship or nexus with
carrying on a business or an income-earning activity.

Examples 1-2: nexus with income

40.

The nexus between expenditure and income is illustrated in Example | Tauira 1 and
Example | Tauira 2.

" CIR v Banks (1978) 3 NZTC 61,236 (CA), Buckley & Young Ltd v CIR (1978) 3 NZTC 61,271 (CA) and
NRS Media Holdings Ltd v CIR [2018] NZCA 472.

8 See NRS Media Holdings at [30].
9 See Banks at 61,241 and Buckley & Young at 61,274.
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Example | Tauira 1 - Nexus with income - temporary break in rental activity

Jack owns a rental property, and his tenant has just moved out. Despite advertising,
Jack cannot find a new tenant. He concludes that the property is too run down to
attract potential tenants so he decides to tidy up the property to make it more
attractive. The property is temporarily unavailable for rental while Jack arranges to
have the property repaired, cleaned and painted. Once this work is completed Jack will
look for a new tenant.

The repairs and maintenance expenditure Jack incurs has a sufficient nexus to his
deriving assessable income from his rental activity.

Example | Tauira 2 — Nexus with income - repairs after rental activity ended

Tina owned a residential rental property for several years but moved into it two years
ago, making it her home. This year she repaired and repainted the property, and she
wants to claim a deduction for the cost of the repairs on the basis they relate to
damage that occurred when it was rented out.

The repairs and maintenance expenditure is not deductible because the rental activity
has ended, and the house is no longer used to derive assessable income. At the time
the expenditure was incurred, it did not have the necessary nexus with Tina’s
assessable income.

Does the capital limitation deny deduction?

General principles for distinguishing capital or revenue

41.

42.

Once it is decided a deduction is available for repairs and maintenance expenditure
under the general permission, the next step is to decide whether the deduction is
denied by the capital limitation in s DA 2(1). The capital limitation denies a deduction
where an amount of expenditure is found to be capital in nature.

The New Zealand courts have a well-established approach to distinguishing between
capital or revenue. The Court of Appeal summarised it in Trustpower:"®

10 CIR v Trustpower Ltd [2015] NZCA 253.
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General principles

[51] The correct approach to the distinction between income and capital is well-
established by appellate authority in New Zealand, Australia and England. ... [W]e
are able to summarise it relatively briefly. ...

[52] The starting point is invariably the classic 1946 judgment of Dixon J in Hallstroms
Pty Ltd v Federal Commissioner of Taxation where he made two statements of
general principle that have been followed ever since. The first statement is:

... the contrast between the two forms of expenditure corresponds to the
distinction between the acquisition of the means of production and the use
of them; between establishing or extending a business organization and
carrying on the business; between the implements employed in work and
the regular performance of the work in which they are employed; between
an enterprise itself and the sustained effort of those engaged in it.

[53] The second statement, ... is:

What is an outgoing of capital and what is an outgoing on account of
revenue depends on what the expenditure is calculated to effect from a
practical and business point of view, rather than upon the juristic
classification of the legal rights, if any, secured, employed or exhausted in
the process.

43. The Court of Appeal considered Hallstroms was followed and adapted in other leading

cases, particularly in Nchanga Consolidated Copper Mines, where Viscount Radcliffe
stated:"’

Again courts have stressed the importance of observing a demarcation between the cost
of creating, acquiring or enlarging the permanent (which does not mean perpetual)
structure of which the income is to be the produce or fruit and the cost of earning that
income itself or performing the income earning operations. Probably this is as
illuminating a line of distinction as the law by itself is likely to achieve ...

44. The Court of Appeal in Trustpower then stated these general principles were adopted
in BP Australia'® where the Privy Council also relied on specific factors (or indicia)
identified by Dixon J in Sun Newspapers Ltd"® (known as the BP Australia factors,

" Hallstroms Pty Ltd v FCT (1946) 72 CLR 634 (HCA) and Commissioner of Taxes v Nchanga
Consolidated Copper Mines [1964] AC 948 (PC) at 960 as cited in Trustpower at [55].

2 BP Australia Ltd v FCT [1966] AC 224 (PC).
13 Sun Newspapers v FCT (1938) 61 CLR 337 (HCA).
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discussed next)." However the Court of Appeal noted that the BP Australia factors
may not always be needed:

[76] We pause at this point to emphasise:

(@)  The general principles stated by Dixon J in Hallstroms and Viscount
Radcliffe in Nchanga remain the best guide for distinguishing between
income and capital and may well be sufficient for that purpose without
resort to the BP Australia factors.

(b)  The BP Australia indicia are just that; as Lord Pearce recognised, they
are not necessarily determinative.

(c) In the end, as all the authorities indicate, the answer will depend on a
close examination of the facts of the particular case and the character of
the particular payment in order to ascertain the nature and purpose or effect
of the relevant expenditure.

(d) In essence there needs to be a sufficient relationship or connection between
the expenditure (or loss) and the income or capital, as the case may be. Itis
the object or effect of any given payment that will be determinative.
[Emphasis added]

45.  The Court of Appeal in McKenzies also noted the Privy Council decision in BP Australia
had been recognised in a New Zealand context in LD Nathan' and Buckley & Young.'®

46. From these leading cases, seven tests, factors or indicia have been identified to assist in
deciding whether expenditure is capital or revenue in nature (the BP Australia factors).
The courts have considered some of these tests to be more relevant than others. In
addition, the tests may point in different directions when applied. Also, Lord Nicholls
of Birkenhead noted in Auckland Gas (PC) that the tests should be applied in such a
way that the dominant features that guided the conclusion can be identified."’

47. The seven tests, which are discussed below are:

. the need or occasion for the expenditure;

4 Trustpower at [59].
5 CIR v LD Nathan and Co Ltd [1972] NZLR 209 (CA).
6 CIR v McKenzies New Zealand Ltd (1988) 10 NZTC 5,233 (CA) at 5,236. See also Christchurch Press

Co Ltd v CIR (1993) 15 NZTC 10,206 (HC) where Gallen J adopted the principles from BP Australia
and which Richardson J summarised in McKenzies.

7 Auckland Gas Co Ltd v CIR (2000) 19 NZTC 15,702 (PC) at 15,707.
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48.

49.

50.

51.

. whether the expenditure is recurrent;

. whether the expenditure is a once and for all payment producing assets or
advantages that are of an enduring benefit;

. whether the expenditure is on the business structure or the business process;
= whether the expenditure creates an identifiable asset;

. whether the source of the payment is from fixed or circulating capital; and

. how is the expenditure treated according to the ordinary principles of

commercial accounting.

The need or occasion for the expenditure test looks at the principal reason or need
for incurring the expenditure. The object of the expenditure is decided by looking at
the reason or need for making the expenditure and not at the actual thing achieved.
Using this test accurately is important because it often forms the basis for applying the
other capital or revenue tests. In the context of repairs and maintenance expenditure it
is an important test because it focuses on why the work was done in that manner.

Whether the expenditure is recurrent involves considering whether the expenditure
is recurrent or a once and for all payment. Recurring expenditure, which meets
ongoing demands, is usually considered part of the cost of ordinary business
operations and characterised as revenue outlays. One-time expenses are more likely to
be capital expenditure. In the context of repairs and maintenance expenditure, regular,
recurrent repairs and maintenance work is likely to be revenue expenditure. However,
the usefulness of the once and for all test is limited as a capital indicator in some
circumstances. This is because, repair work, by its nature, is often unplanned or the
result of unexpected damage, so may not be recurrent.

Under the test of whether the expenditure is a once and for all payment producing
assets or advantages that are of an enduring benefit, expenditure is regarded as
capital where it brings into existence an asset or advantage for the enduring benefit of
the business. This test is one of the more relevant and persuasive tests for deciding
whether expenditure is on capital or revenue account. However, applying this test to
repairs and maintenance expenditure can be difficult because almost every repair
provides some form of enduring benefit. The Commissioner considers a more relevant
question is the one developed by the courts in the repairs and maintenance context as
to whether the work done has changed the character of the asset being worked on.
Altering the character of an asset usually produces an advantage of an enduring
benefit. This “change of character” test is discussed in more detail later at [100].

The test of whether the expenditure is on the business structure or the business
process distinguishes between expenditure on the business structure set up to earn
profit and expenditure on the business process (ie, how the business operates to get
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52.

53.

54.

regular returns through regular outlays). This is one of the more relevant and
persuasive tests for deciding whether expenditure is capital or revenue. For repairs and
maintenance expenditure, the focus is on the asset being worked on that will form part
of the business structure. This test may be relevant in a repairs and maintenance
context, particularly where the asset is an integral part of the business and the loss or
enhancement of that asset would affect the business structure.

The test of whether the expenditure creates an identifiable asset shows that
expenditure is on capital account where an asset of a capital nature has been acquired
or where money is spent on improving an existing asset or making it more useful.
Work done to an existing asset sometimes results in a new identifiable asset. For
example, where the work done results in the reconstruction, replacement or renewal of
the whole or substantially the whole of the asset. Similarly, a new identifiable asset
may arise where the work done involves the alteration or extension of an asset.

The test of whether the source of the payment is from fixed or circulating capital
focuses on the source of funds to pay for the expenditure. Under this test,
expenditure made from circulating capital (that is, capital that returns to the business
as a result of the business’s trading operations) is more likely to be revenue in nature.
This test is not as useful as other tests. This is because taxpayers can easily choose
between financing expenditure from circulating capital or from fixed capital, despite
the nature of the expenditure financed. Also, this test has been questioned judicially.™
For repairs and maintenance expenditure, the test is less relevant because how work is
funded does not reliably indicate its nature.

The test of how the expenditure is treated according to the ordinary principles of
commercial accounting is helpful but is not usually decisive because tax and
accounting have different aims and their treatments can differ. This test often supports
conclusions from the other tests but is not conclusive by itself. The Commissioner
notes that the accounting and tax treatments for repairs and maintenance expenditure
can vary greatly for some businesses, making it even more difficult to solely rely on this
test."

18 See Milburn NZ Ltd v CIR (2001) 20 NZTC 17,017 (HC) at [48], CIR v Fullers Bay of Islands Ltd (2004)
21 NZTC 18,834 (HC) at [36] and Trustpower at [71]-[73].

9 See also Trustpower at [71] where the Court of Appeal noted this factor is “unlikely to be particularly
significant or determinative”.
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Applying the general principles in the context of repairs and
maintenance expenditure

55. As mentioned above, some of the general principles and tests derived from them are
more relevant than others in the context of repairs and maintenance expenditure. For
example, when considering the deductibility of costs to remediate weathertightness
issues in a residential rental property, Andrew J in Lawrence relied on the lack of
recurrence, fixed capital, enduring benefit and business structure tests to decide
whether the costs were capital or revenue in nature.?

56. However, in other cases where the courts considered the deductibility of repairs and
maintenance expenditure, it is hard to see how the courts applied the tests. More
often, concepts mentioned in those cases are unique to repairs and maintenance
expenditure.

57. Accordingly, while the application of the capital limitation to repairs and maintenance
expenditure is a question to be decided on the general principles and tests set out
above, the Commissioner considers the cases where repairs and maintenance
expenditure has been specifically considered often provide the best guidance on what
expenditure is deductible and what is not deductible.”’

58. Those cases show that the courts use a two-step approach when deciding whether
repairs and maintenance expenditure is capital or revenue in nature:

. Step 1: Identify the asset that has been worked on.

. Step 2: Consider the nature and extent of the work done to that asset.

59. The next sections discuss these two steps. However, some of the case law indicates
that specific fact situations can affect the conclusions drawn from applying these steps.
In particular, whether the expenditure is part of one overall project or related to a
newly acquired asset. These specific situations are considered from [147].

20 Lawrence v CIR [2024] NZHC 905 at [87] and [88].

21 Until the 1993-94 income year, s 108 of the Income Tax Act 1976 allowed deductions for repairs and
maintenance expenditure with a substantial amount of case law on its application, After that Act's
repeal, ss DA 1 and DA 2 apply, with the key difference that there is now no provision to allow
deductions on repairs or alterations that did not increase an asset's value, as was allowed under
s 108. Despite this difference, the Commissioner considers that cases decided under s 108 of the
Income Tax Act 1976 still provide relevant guidance for determining the character of repairs and
maintenance expenditure.
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Step 1: Identify the asset being worked on

Introduction

60. To decide whether expenditure on repairs or maintenance work is of a capital or
revenue nature the first step is to identify the asset being worked on. Lord Nicholls
stated this in Auckland Gas (PC):?

In order to decide whether work constitutes repair or replacement, the first step is to
identify the object to which the test of repair or replacement is being applied. Frequently
this is a straightforward exercise and the answer is obvious.

61. And, in the Court of Appeal in Poverty Bay Electric Power Board, Blanchard ) stated:*

Where a tax deduction is claimed for expenditure on property of the taxpayer it is
necessary, in order to classify it either as repairs or maintenance or an improvement of a
capital nature, first to determine what can fairly be said to have been the subject matter
of the work. [ltalics in original]

62. The courts have determined that identifying the asset being worked on is always a
question of fact, involving matters of degree and impression. For example, in:

. Auckland Trotting Club, the Court of Appeal agreed with the view in Phillips v
Whieldon Sanitary Potteries®* that “there is no one line of approach to the

problem that is exclusively correct”;*

. Auckland Trotting Club, the Court of Appeal also agreed with the view in
Margrett®® where the court stated the decision is “essentially a question of fact

and of degree”;?’

. Hawkes Bay Power, the High Court noted that determining what is the relevant
asset is “a matter of degree and of the right conclusion to be drawn from the
facts”; %® and

22 At 15,706.

23 poverty Bay Electric Power Board v CIR (1999) 19 NZTC 15,001 (CA) at 15,006.

%4 Phillips v Whieldon Sanitary Potteries Ltd (1952) TC 213 (Ch) per Donovan J at 219.
% Auckland Trotting Club (Inc) v CIR [1968] NZLR 967 (CA) at 975.

%6 Margrett v The Lowestoft Water & Gas Co (1935) 19 TC 481 (KB) per Finlay J at 488.
27 Auckland Trotting Club (CA) at 975 and 976.

28 Hawkes Bay Power Distribution Ltd v CIR (1998) 18 NZTC 13,685 (HC) at 13,701.
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63.

. Case N8, the Taxation Review Authority stated, “it is a question of fact, degree

and impression as to what is included or excluded in an entity”.?

Despite this, guidance on the test to apply at this step and the relevant factors to
consider can be derived from case law, as discussed next.

The “entirety test”

64.

65.

66.

As discussed below, the courts have variously described the approach to working out
what is the asset being worked on as involving:

. considering what is the relevant “entirety”;
. finding "a physical thing which satisfied a particular notion”; and

. identifying “the totality or entirety of the physical asset”.

In the High Court of Australia decision in Lindsay, * Kitto J considered a ship repairer's
slipway should be seen as an entirety by itself and not a subsidiary part of anything
else. The slipway was a physical thing that satisfied a “particular notion”, namely a
physical thing that is used for landing and relaunching boats and ships for repairs. In
reaching his conclusion, Kitto J stated:*'

But where the question is whether expenditure has been for repairs, and for the purpose
of deciding that question one asks what is the entirety which it is relevant to
consider, one is looking not for a profit-earning structure or entity, as such, but for a
physical thing which satisfies a particular notion. [Emphasis added]

Kitto J also stated it was necessary to consider whether the asset or property is an

“entirety by itself” or whether it is a “subsidiary part of anything else”:*

| am of opinion that the No. 1 slipway ought to be considered, for the purposes of the
question | have to decide, as an entirety by itself, and not as a subsidiary part of
anything else. It is separately identifiable as a principal, and indeed the principal,
item of capital equipment, so that in a discussion as to whether work done in relation
to it constitutes a repair or a renewal in the opposed senses abovementioned, the subject
matter in relation to which the choice of description is to be made is the slipway itself,

29 Case N8 (1991) 13 NZTC 3,052 (TRA) at 3,070.
30 Lindsay v FCT (1961) 106 CLR 377 (HCA) at 384.
3T At 384.

32 At 385.
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and not any larger thing or aggregation of things of which it may be suggested to
form part. [Emphasis added]

67. Kitto J considered it relevant to whether the slipway was “a physical thing which
satisfies a particular notion” that it was:

. an “entirety by itself” and not a “subsidiary part of something else”;

. separately identifiable as a principal item of capital equipment.

68. Richmond J adopted this “entirety test” in Auckland Trotting (CA). In this case, the
taxpayer claimed a deduction under s 113(1) of the Land and Income Tax Act 1954 for
expenditure on demolishing and replacing a trotting track on the same site as repairs

]

or alterations to the club’s “premises”. The taxpayer argued that the premises included
the entire complex of buildings and improvements, not just the track. The Court of
Appeal disagreed. Applying Kitto J's entirety test from Lindsay (HCA), it found the track

was the relevant premises for evaluating the repair work.

69. Although the court in Auckland Trotting (CA) was considering how the work by the club
applied to premises, it still had to decide what the entirety was before testing whether
the work carried out was repairs. Therefore, the court’s finding is still relevant in the
context of repairs and maintenance expenditure under the current legislation.

70. In the Court of Appeal decision in Auckland Gas (which the Privy Council upheld), the
court again adopted the entirety test.*® Blanchard J, adopting the Court of Appeal’s
words in Poverty Bay Electric Power Board (when applying Kitto J's approach in Lindsay
(HCA)), stated the correct way to identify the asset being worked on was “by inquiry
into the totality or entirety of the physical asset in question”.>* The court considered
the test does not focus on:

. a profit-earning structure or entity;*> or

. the operational significance or economic value of the item (including whether it
needs to be used with other things or systems to realise that value).*

71.  And, in the Auckland Gas Privy Council decision, it was accepted that the relevant asset
being worked on was the taxpayer’s “distribution system”. However, the Privy Council

33 Auckland Gas Co Ltd v CIR (1999) 19 NZTC 15,011 (CA) at 15,019. See also Hawkes Bay Power at
13,701.

34 At 15,019.
35 At 15,019.
36 At 15,026.
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72.

warned that this was not an abstract concept (ie, a means of distributing gas) that
could be considered a functional entity separate from its physical components.*’

However, in Poverty Bay Electric Power Board (CA) Blanchard J, pointed out there is a
danger of distortion if too large or too small a subject is identified as the object of the
expenditure. He stated:*®

There is always a danger of distortion if too large or too small a subject matter is
identified. If a subsidiary part of an asset is regarded as the subject matter and that part
has been replaced, there might be a tendency to classify what has occurred as a matter of
capital. That could lead to an absurd result, for example, treating the replacement of a
car tyre or a spark plug as a capital improvement when, if the subject matter is correctly
seen as the whole of the motor vehicle, the work is obviously a repair involving a
replacement of a mere component, even a vital component and even if an improved or
modified version of that component is substituted.

How the courts have applied the entirety test

73.

74.

The Commissioner considers the principles for identifying assets for repairs and
maintenance purposes are the same as those for identifying an item of property for
depreciation purposes. In a repairs and maintenance context, expenditure is usually
incurred for work done and the entirety test is applied to identify the object of that
work. In a depreciation context, the expenditure may also be for work done or may be
more in the nature of acquisition costs. In both situations, the analysis is dictated by
the expenditure and what it sought to achieve from a practical business perspective.

This means, generally, the tangible asset considered for repairs and maintenance
purposes is the same as the item of property being depreciated. Provided, that is, the
other conditions relating to when an asset is also an item of depreciable property are
met. One of those conditions is that the taxpayer owns the item of property. If the
taxpayer does not own the entire object of the work carried out, a deviation from the
general rule may arise where the asset for repairs and maintenance and the asset for
depreciation purposes is not the same. For example, a unit owner’s share of costs for
work carried out on the apartment block in which their unit is located may be
characterised on the basis that the block is the object of the work, whereas only the
taxpayer’s unit can be an item of depreciable property. If, however, the taxpayer

37 At 15,707.
38 At 15,006.
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75.

76.

77.

78.

renovated their unit, then the object of the work and the item of depreciable property
would align.*

The courts have considered several factors when considering what is the relevant asset
in other contexts to repairs and maintenance, primarily in relation to depreciation.*’

Firstly, factors that might suggest the item under consideration is the relevant asset are
where the item:

. is physically distinct from a wider asset of which the item might be a part;
. is functionally complete (to some degree); or
. varies the function of another item.

Secondly, factors that might suggest the item under consideration is not the relevant
asset are where the item:

. has a physical connection with other items;
. is part of an integrated system; or
. is a necessary part to complete something else.

The relationship between these factors is represented in Figure | Hoahoa 2.*'

39 Although the unit could be an item of depreciable property, it would attract depreciation at 0%.

40 The Commissioner has published guidance on the identification of the relevant item of property in
the context of the depreciation rules: IS 25/03: Income tax — identifying the relevant item of property
for depreciation purposes Tax Information Bulletin Vol 37, No 2 (March 2025): 8. These factors are
the same as those included in IS 25/03.

41 Reproduced from IS 25/03 (see n 40).
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Figure | Hoahoa 2: Factors to consider when identifying the relevant asset
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79. The courts’ consideration of the entirety test and these factors in the context of repairs
and maintenance expenditure is discussed in the Appendix. These cases highlight the
following key points about identifying the asset being worked on:

. It may be helpful to determine whether the item can be separately identified by
physical factors, such as its location or size (Lindsay (HCA), Hawkes Bay Power,
O'Grady,* Samuel Jones**and Margrett).

. An item that is physically divisible and distinct from other things might suggest it
is a single asset (Case F67,** O'Grady, Samuel Jones and Margrett).

. A physical connection between component parts is often relevant to finding a
single asset (Auckland Gas (CA)).

. Subsidiary parts of an integrated system should be considered part of that
system rather than assets in their own right (Poverty Bay Electric Power
Board (CA) and Hawkes Bay Power).

42 O’'Grady (HM Inspector of Taxes) v Bullcroft Main Collieries Ltd (1932) 17 TC 93 (KB).
43 Samuel Jones & Co (Devondale) Ltd v IRC (1951) 32 TC 513 (IH (1 Div)).
44 Case F67 (1983) 6 NZTC 59,897 (TRA).
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. Determining an item’s function may also be helpful when identifying the relevant
asset being worked on (Auckland Gas (CA), Poverty Bay Electric Power Board (CA),
Hawkes Bay Power and Case N8).

. A smaller item that is integral to a larger asset'’s ability to physically function is
not likely to be the relevant asset (Hawkes Bay Power). Conversely, an item that
can operate separately is more likely to be the relevant asset (Poverty Bay Electric
Power Board (CA) and Hawkes Bay Power).

80. Another factor, of particular relevance to repairs and maintenance expenditure for
buildings such as rental properties, will be the question of whether the object of the
work is the building proper or a separate item or chattel not forming part of the
building. Further guidance on this matter can be found in the Commissioner’s
publications QB 20/01, IS 10/01 and IS 22/04.%

Key points for identifying the asset being worked on

81. The key points for identifying the asset are:

. The first step in considering whether repairs and maintenance expenditure is
deductible is to identify the object to which the test of repair or replacement is
being applied. In other words, what is the relevant asset?

. It is always a question of fact, degree and impression as to what is included or
excluded in an entity or asset.

. Identifying the asset is about identifying a physical thing that satisfies a particular
notion (the entirety test).

. When considering whether something is a physical thing that satisfies a particular
notion, the courts are guided by whether the thing would be:

o an entirety by itself and not a part of an asset or aggregation of things
forming an asset; or

o separately identifiable as a principal item of capital equipment.

. Identifying the relevant asset is not about identifying a profit-earning structure or
entity.

4> QB 20/01: Can owners of existing residential rental properties claim deductions for costs incurred to
meet Healthy Homes standards? Tax Information Bulletin Vol 32, No 7 (August 2020): 126;
IS 10/01: Residential rental properties — depreciation of items of depreciable property, Tax
Information Bulletin Vol 22, No 4 (May 2010): 16 and IS 22/04: Claiming depreciation on buildings,
n 3.
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. The fact a physical thing realises its economic value only when used with other
things or business systems does not prevent it being regarded as a separate
asset.

" A single asset may consist of interdependent parts. A risk of distortion exists if

too large or too small a subject matter is identified. For example, if a subsidiary
part of an asset is regarded as the subject matter and that part is replaced, there
might be a tendency to classify what has occurred as a matter of capital.
Conversely, if the subject matter is too broad, then every replacement of a single
unit that forms part of the total subject matter could be seen as a repair to the
whole and a revenue matter.

. The asset for repairs and maintenance purposes is generally the same item as the
item of property for depreciation purposes.

Examples 3-5: identifying the asset being worked on

82. How to identify the asset being worked on is illustrated in Example | Tauira 3 to
Example | Tauira 5.

Example | Tauira 3 — Reconditioned car engine (subsidiary part of a larger asset)

Frank is an owner operator taxi driver. He has been driving the same taxi for 5 years.
Frank has had it serviced regularly, but his mechanic recently informed him that the
engine is now seriously worn and should be replaced with a reconditioned engine.

The asset in this case is the taxi and not the engine. The engine is a subsidiary part of
that asset and is physically and functionally connected to the taxi. The engine is
necessary to complete the taxi and is integral to its operation.

Example | Tauira 4 - Loan trailer (asset as entirety)

Hedgy Landscape Supplies owns trailers for making deliveries and for customers to
use. One trailer's deck needs repair.

The asset in this case is the trailer being repaired. It is the entirety of itself and not a
subsidiary part of something else. The trailer has all the necessary parts to function
and is a composite whole. While it is temporarily connected to other assets when in
use (eg, customers’ vehicles), the trailer varies the function of the other assets, rather
than being necessary to complete them.
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Example | Tauira 5 — Residential rental unit (part of a larger asset)

Jonas owns a residential rental unit that is part of a free-standing block of residential
units in a complex comprising several similar blocks of units. The block of units in
which Jonas owns his unit needs remediation work to resolve weathertightness issues
that the other similar blocks of units in the wider complex do not have. The body
corporate arranges for the work to be carried out, which is paid for by special levies
payable by each unit holder in the block. Each unit holder's levy is determined by
assessing how much of the total cost relates to each unit in the block.

Because of the disruption caused by the remediation work, Jonas arranges, at the same
time and independently of the work arranged by the body corporate, for additional
work to be carried out on the interior of his unit. This work involves the extensive
replacement and remodelling of his apartment’s interior, including the replacement of
the kitchen and bathroom fixtures and fittings and redecoration of the entire unit.

The asset in this case depends on what is the object of the work. There is no single
overall project of work but two independent projects meaning the object of the work
in each case could differ.

For the weathertightness work arranged by the body corporate, the block of units is
the object of the remediation work carried out. The work carried out was not confined
to any single unit in the block, but it was confined to that block as it did not affect the
other blocks in the complex. The block of units is physically and largely functionally
distinct from the other blocks in the complex.

Accordingly, the relevant asset is not the complex of apartment blocks even though
the blocks may be located on one legally defined area of land. Also, the separate legal
ownership of each apartment in the block does not necessarily mean that, in respect of
the remediation work, each apartment in the block is a separate object of the work.
There is a single project and a single object of that work, being the block of units.

As Jonas does not own the entire block of units, this is an example of the special case
where the object of the work and the item of depreciable property do not entirely
match.

For the work arranged and carried out by Jonas on the interior of his unit, the object of
the work is his unit. Unlike the weathertightness work, this work did not involve
carrying out work outside the unit's physical boundaries. While physically attached to
other units, the unit is separated by its own internal walls, allowing it to operate as a
residential rental unit.
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On balance, the unit can be considered sufficiently functionally distinct that it can, in
respect of this work, be considered the relevant entirety despite its physical connection
to other units. In this case, the object of the work and the item of depreciable property
are the same.

Step 2: Consider the nature and extent of the work done to
the asset

Introduction

83. Once the relevant asset is identified, the second step in deciding whether the capital
limitation applies to repairs and maintenance expenditure is to consider “the nature
and extent of the work carried out to the physical asset” as this is “"determinative of the
character of the work”.* If the nature and extent of the work done to the asset shows
the expenditure is capital in nature, the capital limitation in s DA 2(1) denies a
deduction for the expenditure.

Two key questions arise for consideration under step 2

84. The general approach to distinguishing between capital and revenue expenditure was
discussed from [41]. When courts apply this approach in the context of repairs and
maintenance expenditure, they consider two key questions about the nature and
extent of the work done to an asset:

= Has the work led to the asset’s reconstruction, replacement or renewal, either
entirely or substantially? If yes, the cost is considered capital expenditure.

. Has the work gone beyond repairs and changed the asset’s character, even
though it does not involve the asset’s entire or substantial reconstruction,
replacement or renewal? If yes, the cost is also considered capital in nature.

85. Therefore, step 2 focuses on two overlapping aspects of the work, being its extent and
nature:

. the extent of the work, primarily to help determine whether it has led to the
asset’s reconstruction, replacement or renewal, either entirely or substantially
(question 1 above); and

46 Per Lord Nicholls in Auckland Gas (PC) at 15,709.

Page 28 of 81



&

Inland Revenue
Te Tari Taake IS XX/XX | Issue date

. the nature of the work, primarily to help determine its likely effect on the asset
and whether it has gone beyond repairs and changed the asset’s character
(question 2 above).

86. The courts consider several factors are relevant to determining the answers to these
questions. These are discussed further from [104].

87. In addition to these two key questions, some specific situations involving repairs and
maintenance expenditure need to be kept in mind when applying step 2 because they
may have a bearing on any conclusions reached (eg, where there is one overall
project). These specific situations are discussed from [147].

Step 2 is applied to the work actually carried out

88. Itis important to note that the analysis of the nature and extent of the work carried out
under step 2 is applied to the expenditure that was, in fact, incurred. Repairs and
maintenance issues can be resolved in many ways, such as restoring an asset to its as
new condition, replacing substantial parts, or reconstructing it with new materials that
may be different from the original materials. For income tax purposes, the
expenditure’s deductibility depends on how the issues were resolved in practice. It
relies on the nature and extent of the work actually done to the asset.

89. This means no deduction is possible for a hypothetical notional amount not actually
incurred that might have been spent on repairs had the work been done differently (ie,
“notional repairs”). Blanchard J made this clear in Poverty Bay Electric Power Board
where he discussed the decision of the Court of Appeal in Auckland Trotting.
Blanchard J stated:*’

In Auckland Trotting Club (Inc) v C of IR [1968] NZLR 967 at p 980 Richmond J said
that no part of the money spent on constructing the new trotting track was, in fact,
spent on repairs and it was not possible to treat part of it as notionally spent on
repairs when that is not what happened. North P and Turner ) expressed their
agreement (p 977). The Court adopted the reasons of Finlay J in Margrett (HM Inspector
of Taxes) v Lowestoft Water and Gas Co (1935) 19 TC 481 at pp 488-489 and of Kitto J in
FC of T v Western Suburbs Cinemas Ltd (1952) 86 CLR 102 at pp 107-109. At p 107 Kitto J
said:

.. when a taxpayer has two courses open to him, one involving an expenditure
which will be an allowable deduction for income tax and the other involving an
expenditure which will not be an allowable deduction, and for his own reasons he
chooses the second course, he cannot have his income tax assessed as if he had

47 At 15,008.
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exercised his choice in the opposite way. Section 53 is concerned with expenditure
which was in fact incurred, not with expenditure which could have been incurred
but was not.

To similar effect is the judgment of this Court in Colonial Motor Co Ltd v C of IR (1994) 16
NZTC 11,361.

We agree that it is not possible to claim as expenditure on a repair a payment
which has not actually been expended for that purpose. [Emphasis added]

Work that entirely or substantially reconstructs, replaces or renews the
asset

90. Deciding whether repairs and maintenance expenditure is revenue or capital in nature,
requires considering the work done primarily in terms of its extent but also in terms of
its nature and whether it involves reconstructing, replacing or renewing the asset either
entirely or substantially. If so, the expenditure is capital in nature.

91. One of the earliest authorities supporting this view is Lurcott.*® In this case, the court
considered whether the tenant of a leased building was required to pay for the cost of
replacing a wall under the lease terms that obligated them to carry out “repairs”.
Although this case does not address the income tax distinction between capital and
revenue expenditure, the repair obligation can reasonably be considered as relating to
what would be revenue expenditure in an income tax context.

92. Lurcott, confirms that reconstructing, replacing or renewing an asset, either entirely or
substantially, does not involve repairs. Accordingly, it can be implied that such costs
are capital in nature. Lord Buckley commented on the difference between a repair and
a renewal:*

“Repair” and “renew"” are not words expressive of a clear contrast. Repair always involves

renewal; renewal of a part; of a subordinate part. A skylight leaks; repair is effected by

hacking out the putties, putting in new ones, and renewing the paint. A roof falls out of
repair; the necessary work is to replace the decayed timbers by sound wood; to substitute
sound tiles or slates for those which are cracked, broken, or missing; to make good the
flashings, and the like. Part of a garden wall tumbles down; repair is effected by building
it up again with new mortar, and, so far as necessary, new bricks or stone. Repair is
restoration by renewal or replacement of subsidiary parts of a whole. Renewal, as

48 Lurcott v Wakely and Wheeler [1911] 1 KB 905.
49 At 923-924.

Page 30 of 81



&

Inland Revenue
Te Tari Taake IS XX/XX | Issue date

93.

94.

95.

96.

97.

distinguished from repair, is reconstruction of the entirety, meaning by the entirety
not necessarily the whole but substantially the whole subject-matter under
discussion. [Emphasis added]

New Zealand courts have recognised the distinction between a repair and a renewal as
outlined in Lurcott in the context of income tax and repairs and maintenance
expenditure. For instance, in the Supreme Court decision in Auckland Trotting,

Moller J, having earlier referenced the passage from Lurcott, determined the cost of
constructing what was substantially a new trotting track in place of what was
substantially the old one, was not a repair, so was capital expenditure. *°

Lurcott is also referenced in a New Zealand income tax repairs and maintenance
context in the Taxation Review Authority decision of Case N8 and in the High Court
decision of Lawrence.”'

Goddard J also drew a distinction between repairing an asset and renewing it in
Hawkes Bay Power. She determined the work the taxpayer did to its urban residential
power distribution system, although completed incrementally over many years,
constituted a total reconstruction project. The project resulted in the creation of a new
asset and involved capital expenditure. She concluded:*

The result in the present case is that substantially the whole of the urban residential
distribution system has been placed underground. It follows therefore that the urban
residential system is a new and different distribution system; not a repaired system. Thus,
Hawkes Bay Power has acquired by its expenditure a “new” underground urban
residential distribution system.

As highlighted in Auckland Trotting and Hawkes Bay Power, capital expenditure is not
limited to where an asset is entirely reconstructed, replaced or renewed. It can also
arise when substantially the whole of the asset undergoes reconstruction, replacement
or renewal.

This point is further shown by the decision in Case J92, which involved repairs and
maintenance work on a farm homestead.** While some structural parts of the house
were retained, there was substantial replacement of the framework, linings, interior
joinery, plumbing and wiring, along with re-piling and extensive exterior recladding.

>0 Auckland Trotting Club v CIR [1968] NZLR 193 (SC) at 200 and 205. Moller J's decision was upheld in
the Court of Appeal (Auckland Trotting Club (Inc) v CIR [1968] NZLR 967).

>1 Case N8 at 3,067-3,068 and Lawrence at [63].
52 At 13,707.
3 Case J92 (1987) 9 NZTC 1,518 (TRA).
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98.

99.

The taxpayer argued the original homestead had not been completely replaced, as
much of the original structure remained. This distinguished it from the new track
constructed in Auckland Trotting (CA). However, Judge Barber found the work done
was so extensive it could not be regarded as repairs. The work involved the complete
reconstruction of the homestead. Barber J stated:**

After a careful analysis and consideration of the evidence | find the building work
undertaken by the objector on the homestead was so extensive that it cannot be
regarded as “repairs or alterations”. The work involved the complete reconstruction of
the homestead and, in my view, the expenditure was of a capital nature and was incurred
in the improvement of the premises from a capital point of view.

The work done to the asset must be considered in its entirety to decide whether it is so
substantial that the whole or substantially the whole of the asset is reconstructed,
replaced or renewed.>® This assessment includes work done over multiple income
years, as seen in Auckland Gas (CA), Poverty Bay Electric Power Board (CA) and Hawkes
Bay Power. In Auckland Gas (CA), Blanchard J noted:*®

The work done in a particular year is properly to be seen in its overall context, which was
of an ongoing programme to replace all the low-pressure system as a conveyor of gas.
The question is: what was being achieved? A taxpayer cannot by artificially treating as
separate works portions of an overall programme done in separate income years deny
the reality or minimise the extent of what is being effected.

Deciding whether the work done to the asset is so extensive that the whole or
substantially the whole of the asset is reconstructed, replaced or renewed is
challenging. However, this judgement is necessary, especially when components of an
asset are renewed rather than merely kept in a serviceable condition. Factors the
courts have considered in this context are discussed further from [104].

Work that goes beyond repairs and changes the asset’s character

100. In Auckland Gas (PC), Lord Nicholls explained that you cannot always assume the cost

of work done to an asset is deductible as “repairs” if it does not result in a

reconstruction, renewal or replacement of the whole or substantially the whole of the
asset. The cost of work done may be capital in nature where it changes the character
of the asset. Therefore, it may be necessary to also consider the work done, primarily

> At 1,522.
> See for example, Case N8.
6 At 15,024,
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in terms of its nature, but also in terms of its extent, to determine whether it changes
the asset’s character.

101. In Auckland Gas (PC)Lord Nicholls stated:®’

The nature of some objects and their component elements is such that replacement of
one or more components will not necessarily be regard as a repair of a larger object.
This is particularly so if the replaced element differs from the damaged original in
such a way as to change the character of the whole. ...

... [SJometimes repair may not be the appropriate description of work even though it falls
far short of being a replacement of substantially the whole of the relevant subject-matter.
The effect of the work on the character of the object is also an important
consideration.

This is explicit, or implicit, in several decided cases. In W Thomas & Co Pty Ltd v
Commissioner of Taxation of the Commonwealth of Australia (1965) 115 CLR 58 at p 72,
Windeyer ) observed that repair “involves a restoration of a thing to a condition it
formerly had without changing its character” (emphasis added). In Highland Railway
Co v Balderston (Surveyor of Taxes) (1889) 2 TC 485 parts of the main railway track were
re-laid, not after their existing fashion, but with steel rails and heavier chairs. The Court
of Session held this substitution was a material alteration and great improvement,
and contrasted this with taking away any worn rails and renewing them along the
line: that “would not alter the character of the line” (see the Lord President, Lord
Inglis, at p488). The Judicial Committee applied this dictum in Rhodesia Railways Ltd v
Collector of Income Tax, Bechuanaland Protectorate [1933] AC 368 where the cost of
relaying a railway line so as to restore it to its former condition was held to be a
legitimate charge against income. Consistently with this, in Mitchell v BW Noble Ltd
[1927] 1 KB 719 at p 729, Rowlatt J observed that replacement of a railing which
perpetually falls down or needs painting with a brick wall would be capital
expenditure. In FC of T v Western Suburbs Cinemas Ltd (1952) 86 CLR 102 a dangerous
ceiling in a cinema was replaced with a new and better ceiling. Kitto J regarded the
work as different in degree and kind from the type of repairs properly allowed for
in the working expenses of a theatre business. [Emphasis added]

102. Usually, an asset’s character is changed when the work done improves or enhances the
asset in some way or makes it more advantageous. However, an improvement to an
asset is not always determinative of capital expenditure. This is because almost any
repair work to an asset will result in some degree of improvement to that asset.® To

> At 15,706.
>8 See W Thomas & Co Pty Ltd v FCT (1965) 115 CLR 58 (HCA) at 72.
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103.

be capital in nature the work done must go beyond repairs and change the asset's
character.

Accordingly, if the work done to an asset changes its character, the cost is considered
capital expenditure. If the work does not change the asset’s character and is not a
reconstruction, replacement or renewal of the whole or substantially the whole of the
asset, the cost is considered revenue in nature and deductible.

Factors the courts have considered relevant under step 2

104.

The courts have considered some factors that are relevant when considering whether
the work has led to the asset's reconstruction, replacement or renewal, either entirely
or substantially or whether the work has changed the asset’s character. In some cases,
these factors are more relevant to the former than the latter or vice versa.

Scale of the work done

105.

106.

107.

Several repairs and maintenance cases refer not only to the “extent” of the work but
also the “scale” of the work (or the nature and scale of the work).

Extent refers to the degree, range or scope of something, often describing how far
something reaches. Scale refers to the relative size or level of something, especially in
comparison to something else. Hence, it is possible for work of a small scale to be
carried out to the full extent of an asset, while larger-scale work might be carried out
to a key portion or portions of an asset.

In Auckland Gas, the Privy Council noted that new pipes were inserted into 380 km of
the network'’s cast-iron mains representing 23% of the total mains network. In
addition, new pipes were inserted into 150 km or 32% of the steel services. The Privy
Council considered this was a significant portion of the gas distribution system,
stating:*

If a significant portion of this series of linked pipes is effectively abandoned and replaced
wholesale with new pipes, the work may readily go beyond what would normally be
regarded as repair of the existing system. This is especially so if the new pipes are made
of materials which perform differently from the old ones. The work may be of such a
nature and scale as to change the character of the existing system.

[Emphasis added]

9 At 15,707.
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108. Case L68 concerned work on two fishing boats, one of which was refitted.®® Judge

Keane considered the scale of the refit meant the expenditure was capital in nature.
He held:®

Whether expenditure is for “repairs or alterations”, or is more substantial and capital in
nature, appears to depend on the scale and significance of the work done, when related
to the asset to which it occurs. The larger and more significant the work, relative to
the whole, the more probable it is that capital expenditure is involved. ...

The refitting of the "S” seems much more to me than an accumulation of repairs. The
sheer scale of what was done tells against the possibility that it was routine. It was
an extraordinary event in the life of the vessel. There was nothing piecemeal about what
was done. The whole capital entity was affected. Entire aspects of the fabric were
replaced. The vessel was restored in the fullest sense, in some respects with more
modern materials, to a new and much extended life. The expenditure seems to me to
have been capital in nature. [Emphasis added]

109. In Lawrence, Andrew J noted the scale of the remediation works done to a building was
significant and the work affected nearly every part of the property.®> While the
significance of the work may relate to its scale, the scope of the work affecting nearly
every part of the building arguably relates to its extent. However, Andrew J referred to
the "nature and scale” of the remediation work on the building rather than its “nature
and extent”.%® Accordingly, the courts appear sometimes to use “extent” and “scale”
interchangeably.

110. Despite this, it seems that nature, extent and scale are distinct aspects of the work
done that need to be considered when determining whether work has gone beyond
repairs.

Significance of the work to the asset

111. An aspect of the scale of the work is the significance of the work in relation to the
asset. The more important or essential the part of the asset being worked on or
replaced compared with the whole of the asset, the more likely the expenditure is of a
capital nature.

60 Case L68 (1989) 11 NZTC 1,398 (TRA).
61 At 1,401.

62 At [113].

63 At [86].
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112. For example, in Western Suburbs Cinemas, Kitto J referred to the fact the ceiling was a
“major and important part of the structure of the theatre” when reaching his
conclusion that the expenditure was capital.®

113. In Case N8, regarding the deductibility of repairs and maintenance expenditure on a
cement manufacturing plant, Judge Bathgate found it significant in his analysis of the
work done to the plant that the mixer was replaced with a more modern one. The
mixer was the most significant item replaced and central to the operation of the
concrete-making process.

114. In relation to the mixer, Judge Bathgate drew an analogy with a motor car.®® He
considered replacing a spark plug in the car’s engine as likely to involve revenue
expenditure reasoning that the relevant asset is the car, not the individual spark plug.
In that context, a spark plug is not as significant as components like the gearbox or
engine, which—particularly in the case of the engine—might be more likely to involve
capital expenditure if replaced.®® Judge Bathgate considered the mixer to be more
analogous to the gearbox or engine in terms of its significance.

115. And Andrew J in Lawrence stated that:

[113] The more significant or integral the part of the asset being worked on or replaced
relative to the whole asset, the more likely the expenditure is to be capital.

Use of different materials

116. One factor that could mean the asset’s character is changed is if the work done uses
different materials to the original materials.

117. In Auckland Gas, the Privy Council relied on its decision in Highland Railway,®” which
was also applied in Rhodesia Railways.®® |n Highland Railway, the court decided
alterations made to the company’s main railway line changed its character, making the
expenditure incurred capital in nature. The court held:®

64 FCT v Western Suburbs Cinemas Ltd (1952) 86 CLR 102 (HCA) at 106.

65 At 3,063 and 3,073. See also the Appendix at [221] where the motor car analogy is raised at 3,070
of the decision in the context of identifying the relevant asset.

¢ See, however, examples 6 and 7 of this statement, where, by itself, on those facts a like-for-like
engine replacement is not considered to involve capital expenditure.

87 Highland Railway Co v Balderston (Surveyor of Taxes) (1889) 2 TC 485 (IH (1 Div)).

8 Rhodesia Railways Ltd v Collector of Income Tax, Bechuanaland Protectorate [1933] All ER Rep Ext
1,036 (PC).
69 At 488.
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Then when we come to the question of the alteration of the main line itself, it must be
kept in view that this is not a mere relaying of the line after the old fashion; it is not
taking away rails that are worn out or partially worn out, and renewing them in whole or
in part along with the whole line. That would not alter the character of the line; it
would not affect the nature of the heritable property possessed by the Company. But
what has been done is to substitute one kind of rail for another, steel rails for iron
rails. Now that is a material alteration and a very great improvement on the corpus of
the heritable estate belonging to the Company, and so stated is surely a charge against
capital. [Emphasis added]

118. In Rhodesia Railways, the Privy Council distinguished Highland Railway, concluding that
expenditure on repairs did not change the character of the railway line. Instead, the
expenditure was found to be an ordinary incident of railway administration. Lord
Macmillan stated:”

The periodical renewal by sections of the rails and sleepers of a railway line as they wear
out by use is in no sense a reconstruction of the whole railway and is an ordinary incident
of railway administration. The fact that the wear although continuous is not and cannot
be made good annually does not render the work of renewal when it comes to be
effected necessarily a capital charge. The expenditure here in question was incurred in
consequence of the rails having been worn out in earning the income of previous years
on which tax had been paid without deduction in respect of such wear, and represented
the cost of restoring them to a state in which they could continue to earn income. It did
not result in the creation of any new asset; it was incurred to maintain the appellants'
existing line in a state to earn revenue.

119. In Rhodesia Railways, Lord Macmillan commented on the differences between the two
cases:”’

The contrast between the cost of relaying the line so as to restore it to its original
condition and the cost of relaying the line so as to improve it is well brought out in the
passage just quoted [ie, from Highland Railway, including the passage quoted at
paragraph [117] of this statement], and while the former is recognised as a legitimate
charge against income the extra cost incurred in the latter case in the improvement of
the line is equally recognized as a proper charge against capital. In the present instance
the renewals effected constituted no improvement; they merely made good the line so as
to restore it to its original state.

120. As these two cases show, the materials used for repairs can have a bearing on
determining the nature of repairs and maintenance expenditure. In one case, iron rails

70 At 1,039.
T At 1,040.
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121.

122.

123.

124.

125.

were replaced with steel rails of a greater weight and cost, and in the other, there was a
like-for-like replacement of the rails.

This factor also arose in Western Suburbs Cinemas where work was carried out on a
theatre's ceiling that was in a dangerous condition. The ceiling material had become
dry, buckled and brittle with loose fixings. Replacement ceiling sheets were no longer
available, but two comparable products were. However, the architect considered them
to be unsatisfactory and believed repairing the ceiling was practically impossible. He
recommended replacing it with fibrous plaster attached to new battens and ceiling
joists. The plaster was harder, had a longer life and was better for moulding and
decorating. The company considered both options and chose to replace the entire
ceiling as the architect recommended. Kitto J concluded that the work done “did much
more than meet a need for restoration”. The new ceiling was "new and better”,
providing significant advantages over the old one. He found that “the new ceiling was
an improvement to a fixed capital asset”, so was capital expenditure.’

In Case F78, Judge Barber decided the replacement of a cracked fibrolite roof of a
rental property with a new type of tiled roof did not restore the asset to its original
character but altered it.”* The roof could have been repaired by replacing the
damaged sheets of fibrolite but instead the owners chose to replace the entire roof
with a "better” type of tiled roof. This meant the work was capital in nature.

In Auckland Gas (PC), Lord Nicholls also discussed using different materials in repairs
and maintenance work. He noted that the use of newer and better technology may
not in itself change the asset’s character. He stated:”

It often happens that, with improvements in technology, a replacement part is better
than the original and will last longer or function better. That does not, of itself, change
the character of the larger object or, hence, the appropriate description of the work.

However, Lord Nicholls also found that replacing a significant portion of the gas
network with new polyethylene pipes, which performed differently from the old pipes,
meant the work changed the gas system’s character.”

Accordingly, using more modern and different materials does not necessarily mean the
asset is improved, especially if the same or equivalent materials are no longer available

2 At 106.

73 Case F78 (1984) 6 NZTC 59,951 (TRA).
4 At 15,706.

75 At 15,708.
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or cannot be used because of changed legal or regulatory requirements (although see
[139] regarding unsought benefits).”®

126. However, where the materials used mean the asset is more useful or performs better,
this may show the asset’s character has changed. Choosing to use better materials
over the same or equivalent ones that are available can result in a change in the asset’s
character, meaning the cost of the work is capital expenditure.

127. Regardless of whether different or more modern materials are used, where they are
used extensively so the whole or substantially the whole of the asset is reconstructed,
replaced or renewed, the expenditure is capital in nature. For instance, while replacing
a single rotten wooden window in a building with a double-glazed aluminium one may
not change the character of the entire building, more extensive replacement of all
windows and doors may not only change its character but could also amount to a
substantial replacement.

Factors that are rarely determinative on their own

128. Sometimes the courts have been asked to consider other factors, particularly when
deciding whether the work done to an asset has changed its character. These include
the effect of the work done on the asset's value, income-earning capacity, useful life,
function or operating capacity. Other points to consider are the cost of the work and
that work done to an asset can sometimes result in unsought benefits.

129. The cases show that these factors are rarely determinative on their own. Instead, the
courts consider the overall effect of the work done on the asset to determine the
character of the expenditure.

Increase in value

130. Anincrease in the asset’s value by itself is not considered an essential element of
repairs and maintenance expenditure being capital in nature. In Poverty Bay Electric
Power Board (CA) Blanchard J commented:”’

It is worth observing also that it is hard to see the adding of value as an essential element
in capital expenditure when restoration or repair work usually adds value to the object
which is restored or repaired.

76 See also [177] regarding Case 3/2025 [2025] NZTCRA 3 at [69]-[71].
T At 15,008.
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Income-earning capacity

131.

The income-earning capacity of an asset also does not need to increase before the cost
of the work done to the asset can be capital in nature. In Highland Railway, changes to
the railway line were considered a “permanent improvement”.” This was so, even
though the company “derived no additional revenue from the outlay”.” Similarly, in
responding to the argument that the work carried out on a building did not result in
any increase in the rental income it generated, Judge Barber concluded in Case X26
that an increase in revenue is not a necessary result of a capital expense that improves
a capital asset.®?® Therefore, comparisons of the income-earning capacity of the asset
alone cannot always determine whether the work done involves capital expenditure.

Useful life, function and operating capacity

132.

133.

134.

135.

It might be suggested that if an asset’s useful life or operating capacity does not
increase, the cost of the work done is revenue expenditure on the basis that any
increases in life or capacity must be capital in nature.

However, in the Court of Appeal decision in Auckland Gas, Blanchard J stated:®’

If a taxpayer faced with costly maintenance bills elects to rebuild the asset in question in
a different way which results in a substantial change in its character, the cost cannot be
written off for tax purposes as if it were merely an expenditure on maintenance work
which was not actually done - even if what was spent may have been less than the cost of
the maintenance. Nor is it in point that the asset may give no greater performance
and that its potential life-span may be no greater if in truth a different and
substantially improved asset has been created by the expenditure. [Emphasis added]

As noted at [88], it is the nature and extent of the work actually done that matters. If
the work changes the asset’s character, the cost is considered capital in nature, even if
the asset's lifespan, operating function or capacity is no greater than had it simply
been repaired.

Similarly, in the Privy Council decision in Auckland Gas, Lord Nicholls also noted that
comparing an asset’s functional position before and after work is done is not, by itself,
a reliable guide to whether the cost of the work is capital or revenue in nature. He

78 At 488.

9 Per Lord Macmillan when referring to Highland Railways in Rhodesia Railways at 1,040.
80 Case X26 (2006) 22 NZTC 12,315 (TRA) at [45].

8 At 15,023.
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explained this was because a maintenance problem can be solved in more than one
way:®

The Court of Appeal held, and their Lordships agree, that Williams J [in the High Court]
reached a conclusion which did not reflect the reality of the work done. In particular, his
comparison of the functional position before and after was made at a level of abstraction
which paid insufficient regard to the nature and extent of the operation carried out by
Auckland Gas. A maintenance problem such as existed here may be capable of being
solved in more than one way. It may be solved by work which would be regarded as a
repair of the existing structure. Or it may be solved by scrapping all or much of the
existing structure and providing a new one. In overall functional terms the result may
be much the same in the two cases, but that is not by itself a reliable guide. If the
latter alternative is chosen, the expenditure may well be of a capital nature.

[Emphasis added]

Cost of the work done

136. In Case N8, Judge Bathgate considered the cost of the work done compared with the
asset's value can indicate the nature of the expenditure. Consistent with the general
capital or revenue principles, he suggested regular, small costs relative to the asset’s
value are more likely to be revenue in nature. In contrast, one-off substantial costs
relative to the asset’s value, are more likely to be capital in nature. He stated:®

The expenditure would generally be deductible also if the expense is for an amount that
is regularly incurred by reason of ordinary wear and tear, or the expense is small and
subordinate in nature in relation to the whole value of the asset involved. On the
other hand work resulting in a significant increase in value of the asset, a change in its
character or kind, of an amount not regularly incurred, or substantial in amount in
relation to the value of the asset prior to the work, may be more likely to be capital
expenditure of the nature not allowed as a deduction under sec 108(1).

[Emphasis added]

137. Judge Bathgate's decision shows how cost could be considered when assessing the
nature and extent of the work done, by comparing the cost to the value of the asset.
However, the Commissioner’s view is that the courts do not consistently provide
guidance on how to make such comparisons or their importance. Courts generally
focus more widely on the overall scale of the work done to the asset, with cost being

82 At 15,708.
83 At 3,073.
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only one factor. For instance, in Hawkes Bay Power, Goddard J noted in her summary
of why the cost of the work done was capital in nature:®

The scale and degree of the work involved in the total project and the money expended
on it leads to only one conclusion; that is, that the expenditure in question is capital in
nature. [Emphasis added]

138. Accordingly, in the Commissioner’s view cost alone is not a reliable indicator of the
nature of expenditure. Sometimes costs can be high due to expensive parts or difficult,
time-consuming work. But this alone does not necessarily change the nature of the
work from involving revenue expenditure to capital expenditure. In some cases,
replacing an asset might be cheaper than repairing it, but the fact the method chosen
to resolve a repair issue is the cheapest (or, for that matter, the most expensive) “is
neutral”.®> It does not change the character of the work done from being capital.
However, as a general proposition, the Commissioner considers that the more
significant the costs relative to the asset’s value, the more likely the expenditure is
capital in nature.?

Unsought benefits

139. In the Auckland Gas cases, inserting replacement gas pipes inside the old pipes meant
the new pipes, although smaller, could carry gas at a higher pressure than the old ones.
This increased the network’s overall capacity. Although increased capacity was not a
primary goal of the work because the system already had sufficient capacity for future
growth, it was considered an improvement brought about by the work done that
contributed to a change in the network’s character.

140. This suggests that, if a result of work done to an asset is an unsought benefit, the fact
this advantage was not the goal does not prevent a conclusion that the asset’s
character has changed.

Fine judgements are required

141. Analysing the nature and extent of the work done may call for careful judgement,
especially when it comes to determining whether an asset’s character has changed.
This is illustrated by comparing the cases of Western Suburbs Cinemas and Conn.®’

84 At 13,707.

8> See Auckland Gas (PC) at 15,709.

8 See Case N8 at 3,073.

87 Conn (HM Inspector of Taxes) v Robins Bros Ltd (1966) 43 TC 266 (Ch).
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142.

143.

144.

Both cases involved significant work done to repair buildings, but the court in each
case reached a different outcome.

The cost of replacing a theatre’s ceiling with different materials was considered capital
in nature in Western Suburbs Cinemas. In Conn, the court found the costs of extensive
repair work to a 400-year-old protected building were deductible. The work included
renewing roof timbers, replacing the slate roof with corrugated asbestos, removing
some lower floor walls and adding steel supports and replacing the rotten timber
ground floor with concrete. Buckley J considered the expenditure was deductible as it
was incurred to put the building into a state of repair so it could continue to be used.
He concluded:®

[TIhe result of this work was not to produce something new but to repair something
which had previously existed. Upon that basis it seems to me that there is no ground for
regarding this expenditure as a capital expenditure.

In Conn, the court found that, while the repairs improved the building, the work done
did not go beyond repairs. The taxpayer aimed to maintain the building's utility
without changing its size or location. The building was not completely reconstructed,
replaced or renewed, nor was substantially the whole of the building reconstructed,
replaced or renewed. In contrast, the ceiling work in Western Suburbs Cinemas went
beyond repairs and changed the building’s character.

Looked at together, the two cases illustrate the effect that the nature of the work done
has on the assessment of an asset’s character and whether it has changed. The cases
also demonstrate the relevance of the particular materials used to answer this enquiry.
The assessment of the work done is always a question of fact.

Key points on the nature and extent of the work done to the asset

145. The key points about the nature and extent of the work done are:

. When deciding whether the cost of the work done is capital in nature, consider
the nature and extent of the work done to the asset.

. If the work done results in the reconstruction, replacement or renewal of the
whole or substantially the whole of the asset, the cost of the work is capital
expenditure.

. If the work done goes beyond repairs and changes the asset's character, the cost
of the work is also capital expenditure.

88 At 274.
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. Determining the scale of the work includes consideration of the significance of
the work done to the asset.

" When different materials are used in the work, consider whether they make the
asset more useful or improve its performance or function. If so, this may show
the asset’s character has changed and the cost of the work done is capital
expenditure.

" Changes to an asset's value, earning capacity, useful life, function or operating
capacity, whether intended or not, cannot alone decide the nature of the work
done to the asset has changed its character. Instead, courts sometimes use these
factors to support an overall assessment of whether the asset’'s character has
changed.

Examples 6-17: nature and extent of the work done to the asset

146. How to determine the nature and extent of the work done to the asset is illustrated in
Example | Taurira 6 to Example | Taurira 17.

Example | Tauira 6- Taxi driver replaces engine (no substantial reconstruction,
replacement or renewal or change in character)

Frank is an owner-operator taxi driver and has been driving the same taxi for 5 years.
The taxi has been dependable, is serviced regularly and is in good overall condition.
However, Frank’'s mechanic recently told Frank the engine is now seriously worn and
should be replaced. Frank arranges for his mechanic to replace the engine with a
reconditioned engine that is comparable to the original engine.

The relevant asset is the taxi. The work does not result in a replacement,
reconstruction or renewal of the whole or substantially the whole taxi. Also, the work
done does not go beyond repairs to change the taxi's character.

The cost of the replacement engine and its installation is revenue in nature.

Example | Tauira 7 - Taxi driver upgrades engine (change in character)

Using the facts of Example | Tauira 6, instead of replacing the engine with a
comparable one, Frank decides to upgrade to a more powerful engine so the taxi can
tow a luggage trailer. The ability to carry extra luggage will expand his business.

The work upgrading to a more powerful engine goes beyond repairs and changes the
taxi's character.
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The cost of the replacement engine and its installation is capital expenditure.

Example | Tauira 8 — Refurbishment of item of manufacturing plant (substantial
reconstruction, replacement or renewal)

Best Processors Limited owns a large item of specialised plant that is central to its
business. Despite regular maintenance, the company notices a decline in product
quality due to wear and tear in various areas of the item. To maintain quality
standards, the company decides to refurbish the item.

Extensive work is undertaken replacing key components in the item, including drive
mechanisms, motors and the core processor unit.

As a result, production quality improves, although the plant’s operating capacity stays
nearly the same. The refurbishment cost is significant.

The relevant asset is the item of manufacturing plant. The refurbishment has replaced
key components of important and essential parts of the item.

Although the item’s function and operating capacity is largely unchanged overall, a
replacement, reconstruction or renewal of substantially the whole of the item has
occurred. The nature, extent and scale of the work done supports the conclusion that
the refurbishment costs Best Processors Limited incurred are capital in nature.

Example | Tauira 9 — Replacement of rotary platform in a dairy shed (substantial
reconstruction, replacement or renewal)

Loamsdown Farms needs to replace the rotary platform in its rotary dairy shed. The
new platform will have the same capacity as the old platform. The existing platform'’s
drive mechanism and motor will be kept.

The rotary platform and associated drive mechanism and motor is the relevant asset.
Replacing the platform involves replacing and renewing substantially the whole of the
asset. The platform is a significant and distinct part of the entire rotary platform
system in terms of its size and value.

An increase in the platform’s capacity is not necessary to show capital expenditure, if
the replacement is so significant it amounts to the replacement or renewal of
substantially the whole of the asset.
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The cost of replacing the rotary platform is capital expenditure. This example is based
on 1S0025: Dairy Farming — Deductibility of certain expenditure.®

Example | Tauira 10 - Insulation top-up (no substantial reconstruction,
replacement or renewal or change in character)

Pita and Aline own a residential rental property in Wellington. After a cold snap, their
tenants complain the insulation is no longer effective. An inspection of the insulation
confirms it has deteriorated and is no longer thermally efficient. Pita and Aline arrange
for new insulation of the same standard as the old to be inserted into the house (both
the old and new insulation meet the requirements of the Healthy Homes insulation
standards).

The relevant asset is the house. The cost of the insulation is revenue in nature on the
basis that it is a repair to the property and does not change the asset’s character. It
does not result in a replacement or renewal of substantially the whole of the house.
The work done only restores the property to its former condition.

See QB 20/01: Can owners of existing residential rental properties claim deductions for
costs incurred to meet Healthy Homes standards?®

Example | Tauira 11 - New insulation (change in character)

Ravi and Priya own a residential rental property that has never been insulated. Their
tenants have been asking for years for the walls and floors to be insulated, and the
Healthy Homes regulations have made a certain standard of insulation mandatory.
Ravi and Priya agree, and insulation is installed.

The relevant asset is the house, and the cost of this new insulation is capital
expenditure. It is not a repair to the rental property. The addition of insulation to the
house improves the house and changes its character (see QB 20/01).°"

891S0025: Dairy Farming — Deductibility of certain expenditure Tax Information Bulletin Vol 12, No 2
(February 2000):10.

% QB 20/01 n 45 at [43].
9 At [42].
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Example | Tauira 12 - Replacement of garage roof using different materials (no
substantial reconstruction, replacement or renewal or change in character)

Natalie and Albert own a large old residential rental property with a small attached
lean-to garage. The cement-based roofing sheets of the garage have recently cracked
and started leaking. The original roofing material is no longer available, so Natalie and
Albert must use different materials to replace the garage’s roof. They use a steel
roofing material but choose one that is pre-painted, so will require less maintenance.

The entire house, including the lean-to garage is the relevant asset. The work done
does not result in a reconstruction, replacement or renewal of the whole or
substantially the whole of the house. Also, the work done does not change the
property’s character. The use of the different material is not extensive and did not
improve the rental property beyond restoring the garage’s functionality. The cost of
replacing the garage roof is revenue in nature.

Example | Tauira 13 — Replacement of roof using superior materials (change in
character)

Natalie and Albert own another rental property in the same neighbourhood that is of a
similar age and size as that in the preceding example. This property has the same
cracked and leaking cement-based roofing sheets as the other property, except in this
case, it is over the entire roof of the house.

As in the previous example, Natalie and Albert must use different materials to replace
the home's roof. In this case, because of the need to replace the roof over all the key
living areas, they use a steel roofing material that is not only pre-painted but has a
superior and more durable and longer-lived composite metal coating more suitable to
the property’s coastal location.

The house is the relevant asset. The work done does not result in a reconstruction,
replacement or renewal of the whole or substantially the whole of the house.

However, unlike the previous example, the work done has gone beyond the simple use
of more modern equivalent materials to effect a repair. The materials used provided
significant advantages in terms of durability and maintenance. On balance, it is
considered that the work done changes the property’s character.

The cost of the work undertaken is capital in nature.
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Example | Tauira 14 - Major repairs to building (substantial reconstruction,
replacement or renewal)

Minh owns a stand-alone single-storey commercial building, leased to a small
manufacturing business. The building has severe leaks causing extensive damage to
the wall claddings and untreated timber framing. To fix this, Minh undertakes
extensive work on the building involving:

. removing and replacing all the exterior wall cladding;

. removing and relining portions of the interior walls;

. replacing large sections of the wall framing with treated timber;

. replacing damaged sections of the mezzanine office floor, including

replacing sections of the floor joists with treated timber; and

. installing new flashings around the windows.

The commercial building is the relevant asset. The cost of this work is capital
expenditure because the work done is so extensive it has resulted in the reconstruction
of substantially the whole of the building.

Example | Tauira 15 - Repair to land improvement (no substantial reconstruction,
replacement or renewal or change of character)

Andrea owns a rental property built on a steep slope supported by a 40-metre long
timber retaining wall. The wall is deteriorating at either end where it abuts adjoining
properties. Approximately 3 metres of each end is repaired by replacing some lengths
of the timber retaining. The relevant asset in this case is the retaining wall (a land
improvement). The work done is not extensive enough to amount to a reconstruction,
replacement or renewal of the whole or substantially the whole of the wall. The work
done does not change the wall’s character.

The expenditure on the work done to repair the retaining wall is revenue in nature.

Example | Tauira 16 - Kitchen renovations (no substantial reconstruction,
replacement or renewal or change of character)

Emily and Charlotte have owned a residential rental property for several decades. Over
the years the property has suffered tenant damage, particularly the kitchen which has
had a couple of water leaks and a minor flooding incident. Minimal repairs have been
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made after each incident but, during a vacant period between tenancies, they decide
to attend to this damage in a more comprehensive manner.

The kitchen bench and sink unit is removed to access and repair water damaged
flooring and a new unit, bench and sink of the same dimensions and specifications are
installed in the same location. The other joinery units are refurbished in situ by
replacing the cupboard doors and repainting the unit carcasses. The floor covering
that had been badly stained in the flooding incident, is replaced. The ceiling and walls
are repainted and the splashback replaced. The freestanding oven is replaced with a
modern equivalent. The layout of the kitchen is unchanged and where items or
materials have been replaced, they are generally replaced on a like-for-like basis.

In terms of the whole property, only a single room has been affected by the work, with
no structural changes made. The extent of the work does not amount to the
reconstruction, replacement, or renewal of the whole, or substantially the whole, of the
rental property.

The layout of the kitchen has not been altered or improved and the work undertaken
has not gone beyond restoring the original functionality of the kitchen. The nature
and extent of the work has not gone beyond repairs to change the character of the

property.

The cost of the work undertaken is revenue in nature.

Example | Tauira 17-Kitchen renovations (change in character)

Mat and Harry purchased a tenanted, partially renovated rental property six years ago.
With the long-term tenants now leaving, they see an opportunity to achieve premium
rents by completing the renovations. The original kitchen is dated and worn, so they
decide to fully renovate it.

The renovation involves partially removing a non-structural wall to create an open-plan
kitchen and dining area. The kitchen is gutted, underfloor heating installed, and both
rooms retiled. New kitchen joinery is fitted in a revised layout, requiring relocation of
plumbing, waste, and hobs, along with rangehood ventilation adjustments. A new sink
mixer, waste disposal, and filtered water system are added. The kitchen window is
enlarged and replaced with double glazing and the dining window is retrofitted.
Electrical upgrades include relocating oven supply, adding outlets, installing a high-
capacity circuit for induction hobs, and adding task lighting. Both rooms are
redecorated, and the property is re-let at a higher rent.
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The relevant asset is the rental property. In terms of the whole property, only two
rooms and a small portion of the roof have been affected by the work, with only a
minor structural change to part of one internal wall. However, while the nature and
extent of the work does not amount to a reconstruction, replacement, or renewal of
the whole or substantially the whole of the rental property, it goes beyond repairs. The
layout of key rooms has been enhanced, along with improvements to heating, thermal
efficiency, quality of finishes, and the range of fittings. These upgrades have resulted
in a change in the character of the asset, altering the nature and functionality of the
affected parts of the property.

The cost of the work is capital in nature. Apart from the costs of any chattels treated
separately for depreciation, the balance of the costs is added to the cost of the
building and depreciated at zero percent.

Specific situations to consider under step 2

147. The courts have reviewed the deductibility of repairs and maintenance expenditure in
various situations, and in doing so have highlighted specific situations that may affect
the analysis of the nature and extent of the work carried out. This statement now
considers whether the analysis or conclusions about the nature and extent of the work
change if the work is:

. deferred and then completed all at once or spread out over many years;
. part of one overall project;

. for a newly acquired asset;

. the result of a significant event; or

. remedying an inherent defect.

Deferred repairs and protracted repairs

148. The timing of repairs varies among businesses. Some carry out regular repairs and
maintenance, while others fix things only when necessary. Some may delay repairs and
do them infrequently when convenient, while others may carry out regular
maintenance with occasional major overhauls. Some repairs may be protracted and
spread out over many years.

149. When there are major overhauls or repairs are deferred and done all at once, the scale
of work done can become substantial. The question of whether the work is capital
expenditure due to its scale and irregular timing may arise.
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150.

151.

152.

153.

154.

Where the work done is the result of accumulated repairs, however, the expenditure
may be deductible. The Privy Council’s decision in Rhodesia Railways supports the view
that deferring repairs should not change the character of those repairs from revenue to
capital expenditure. Lord Macmillan stated:*

The periodical renewal by sections of the rails and sleepers of a railway line as they wear
out by use is in no sense a reconstruction of the whole railway and is an ordinary incident
of railway administration. The fact that the wear although continuous is not and
cannot be made good annually does not render the work of renewal when it comes
to be effected necessarily a capital charge. [Emphasis added]

The same reasoning appears in obiter comments Rowlatt J made in Ounsworth.* In
that case, a ship-building company incurred expenditure to regain access to the sea
after a shipping channel silted up due to neglect. Rowlatt J held the costs were capital
expenditure because the company had effectively abandoned its old means of access
to the sea and constructed a new access.

However, both parties drew Rowlatt J's attention to the general capital or revenue test
that suggests a once and for all payment is capital in contrast to expenditure that is
recurrent. In the context of that test, Rowlatt J agreed that dredging costs that would
be revenue expenditure if incurred annually, remain revenue in character if not incurred
for a year or two and only incurred when “seriously required to get rid of a mischief
which had been growing all the time”.** The real test was whether the expenditure was
to meet a continuous demand (in this case, the silting up of the shipping channel).

Some repairs may be such that they are spread out over many years and take a lengthy
period to complete. Again, the courts have held that this timing matter alone does not
decide whether the expenditure incurred is revenue or capital in nature. Lord Nicholls
stated in the Privy Council’s decision in Auckland Gas that: *®

The speed or slowness with which the work was carried out cannot affect its nature or,
hence, its proper characterisation.

If, however, deferred or protracted repairs become so extensive, that they amount to
the reconstruction, replacement or renewal of the whole or substantially the whole of
the asset or alter the asset’s character, the cost of that work is capital expenditure.

% At 1,039.

9 Ounsworth (Surveyor of Taxes) v Vickers Ltd [1915] 3 KB 267.
% At 273.

% At 15,708.
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Also, if these repairs are part of one overall project that is capital in nature, then those
repairs will take their character from the project.

Work that is part of one overall capital project

155. When repair work is part of one overall project, the courts have indicated that the
proper approach is to consider all the work carried out as a whole. It is not correct to
separate out parts of the project for separate consideration.

Colonial Motor Co Ltd v CIR (CA)

156. In the Colonial Motor case, the Court of Appeal considered whether work converting a
warehouse into an office building, including seismic strengthening, was a single project
or whether the seismic strengthening could be considered separately.”® The local city
council deemed the building an earthquake risk and, without the strengthening work, it
would need demolishing regardless of any other work that may have been undertaken
to convert its use.

157. The work done involved constructing new concrete walls, removing a mezzanine floor,
adding a penthouse, general refurbishment and seismic strengthening. The taxpayer
categorised the expenditure into three groups: revenue, seismic strengthening and
capital. The Commissioner and taxpayer agreed on the deductibility of the
expenditure, except for the seismic strengthening costs. The taxpayer argued these
costs were deductible as repairs and alterations that did not increase the capital value
of the building in terms of the proviso to s 108 of the Income Tax Act 1976.

158. The Court of Appeal considered that, if there was one overall project, it must be
assessed as a whole to decide whether it repaired or altered the asset. This was
despite the dispute involving only the seismic strengthening costs, not the other costs
already agreed on as either revenue (deductible) or capital (non-deductible). Looking
at the total work carried out and the size of the work involved, Richardson J found that
the work did not involve two independent, unrelated projects. It was a single project
that converted the eight-storey warehouse destined for demolition into a nine-storey
office block. Richardson J stated:*’

The statutory inquiry is whether what was done comes within the description of “repairs
or alterations of any such asset” ... That statutory inquiry relates to the work that was
actually done. If there was one overall construction project, it is the total work involved

9 Colonial Motor Co Ltd v CIR (1994) 16 NZTC 11,361 (CA).
97 At 11,366.
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in relation to the particular premises which has to constitute “repairs or alterations of any
such asset” so as to come within the proviso. In such a case it begs the question to say
that the taxpayer could have confined itself to certain specific parts of the work done in
which case that limited work would have constituted alterations. The allocation of the
total expenditure to different categories of work does not change the character of the
work that was done.

On the facts of this case it is essential to consider the total work carried out. It was
not and could not sensibly have been the subject of two independent unrelated
contractual projects, one for strengthening the building and the other for new and
repair work. It was a single project which converted the eight storey warehouse-type
structure otherwise destined for demolition into a nine storey office block with a 50 year
revenue earning life. ... The magnitude of the work involved is reflected in the total
expenditure of $5.7 million of which the great bulk was in new work ($3.47 million) and
the major part of the strengthening ($1.28m) was the construction of two new concrete
walls. That was an entirely new structural addition.

... While strengthening alone or capital and repairs alone might have added little if
anything to the value, it was their combined effect that was so significant.
[Emphasis added]

159. The Commissioner acknowledges that Colonial Motor addressed whether the work
done was “repairs or alterations” under s 108 of the Income Tax Act 1976. However, in
the Commissioner’s view, the principle set forward by Richardson J remains relevant
when deciding the capital or revenue nature of expenditure incurred on work carried
out as part of a larger project. Where repair work is part of one overall project to
reconstruct, renew or replace the whole or substantially the whole of an asset or to
change its character, the nature of the expenditure on the work is derived from the
character of the entire project. The repair work is not looked at in isolation.

Sherlaw v CIR (HC)

160. Whether there is a single overall project depends on the facts in each case. For
example, Colonial Motor can be compared with Sherlaw.*® In Sherlaw, a boat-shed
needed re-piling. The re-piling work caused the boat-shed’s roof and floor to be
substantially damaged. Consequently, the taxpayer replaced a large part of the roof
that was unable to be repaired. Additionally, due to changes in the roof, the floor was
raised slightly. The taxpayer used second-hand or salvaged materials from the original
boat-shed for the repairs.

% Sherlaw v CIR (1994) 16 NZTC 11,290 (HC).

Page 53 of 81



ﬂ Inland Revenue
Te Tari Taake IS XX/XX | Issue date

161. The Commissioner argued, based on Auckland Trotting (CA) and Colonial Motor, that
the work on the boat-shed in Sherlaw was a reconstruction of substantially the whole
of the boat-shed, making the costs capital in nature. Doogue J disagreed. He
distinguished Colonial Motor because the building in that case was completely
transformed and strengthened with a new layout and refurbishment. In contrast, the
boat-shed retained its original size and layout with substantial parts remaining
unchanged. There was no overall project to change the character of the boat-shed or
to reconstruct, renew or replace it, substantially or in whole. Although the work was
extensive, Doogue J attributed this to deferred maintenance rather than a decision by
the taxpayer to reconstruct most of the premises. Doogue J stated:*

In this case the taxpayer sought to repair the piles to the building. That was his objective.
That was what he tried to do. The consequences of those necessary repairs resulted in
other work being required to be done. Unlike the cases to which the Commissioner
referred me, this is not one overall construction project in the manner submitted
for the Commissioner. In this case once the essential work was commenced other work
became necessary. Upon the evidence it may indeed be doubtful whether the taxpayer
would necessarily have incurred all the work and expense that he ultimately was involved
in if he had known of the extent of it at the beginning. It is true that he undertook it all
once he was committed, because that was the practical way for him to deal with the
problems which faced him after he had been committed. This is not a case, however,
of the kind referred to me where there was one overall construction project
resulting in the complete reconstruction of the boat-shed or of a project for the
deliberate improvement of the boatshed. Here the taxpayer chose to repair the
boat-shed and, as a result of that decision, he was faced with consequential repair
work and upgrading becoming necessary. [Emphasis added]

162. In the Commissioner’s view, Sherlaw highlights a situation where initial repair work
leads to additional work. While, in total, the repairs might be extensive, they were not
undertaken as one overall plan to reconstruct, replace or renew the whole or
substantially the whole of an asset or to change its character.

163. Doogue J also noted that the Commissioner did not classify any additional work
beyond the original re-piling and floor work as capital work unless all the work was
treated as capital. He further stated that, if the Commissioner had argued that some
part of the works was capital in nature, there may have been some point to the
argument.’® This suggests, as the work was not part of one overall project, different

% At [22].
100 At [30].
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164.

165.

166.

aspects of it could have been classified as either capital or revenue in nature,
depending on their effect on the boat-shed.

Hawkes Bay Power Distribution Ltd v CIR (HC)

Goddard J considered Colonial Motor and Sherlaw in Hawkes Bay Power. In Hawkes
Bay Power, the taxpayer argued that it did not have a single overall goal of replacing
the overhead power system in its urban residential areas with an underground system.
Instead, each replacement was done on a job-by-job basis according to the particular
reason for the job. Goddard J disagreed, based on the documentary evidence and the
taxpayer’s acknowledged long-standing policy to convert those areas to an
underground system. She found the work done to replace overhead wires with
underground cables was part of an overall aim of replacing the entire overhead system
in urban residential areas. Given the scale and degree of the work and its cost, she

concluded the expenditure was capital in nature.’’

Relying on Sherlaw, the taxpayer in Hawkes Bay Power had classified the costs into
capital and non-capital items. For example, the cost of replacing worn-out overhead
wires with underground cables was treated as revenue, while the costs of replacing
distribution transformers was capitalised. On this point, Goddard J held:'*

In the context of the total project and the extent to which it has been achieved to date,
it is artificial to dissect the work into capital and revenue categories, or to further
dissect the “purported” revenue category into capital and non-capital items.

As Kitto J said in FC of T v Western Suburbs Cinemas Ltd (1952) 86 CLR 102 at p 108:

“... the capital or income character of expenditure actually incurred depends upon
the nature of the purpose for which it was incurred. If a total expenditure is of a
capital nature, so is every part of it; you cannot take a portion of the work done
such as the erection of a scaffolding and, closing your eyes to the purpose for
which it was in fact erected, attribute to the cost of that portion an income nature
for no better reason than that the same scaffolding, would have been erected in
order to serve a purpose which, if it had existed, would have made the total
expenditure an income charge.” [Emphasis added]

Hawkes Bay Power clarifies that when work is part of a single overall capital project, it is
artificial to dissect the work into capital or revenue categories. This is because all parts
of the work done aim to achieve the same goal from a practical business point of view.

101 At 13,707.
102 At 13,707.
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167.

168.

169.

170.

Case 2/2020 (TRA)

In Case 2/2020, the taxpayer owned several properties, including a bar and an
adjoining property used as the bar's parking lot.'®® In 2020, after the tenant vacated,
the taxpayer spent over $680,000 on repairs and improvements to relet the bar. They
claimed $408,000 as deductible repairs, but the Commissioner disallowed $332,000,
deeming it capital expenditure.

The bar premises were in urgent need of repairs to be relet and reopened. The work
including interior repainting and repairs to walls, floors and ceilings in the main room,
bar, kitchen, office and storage. The exterior was repainted and repairs were made to
the front sliding doors and rear roller doors. The bathroom floor and wall linings were
replaced and repairs were made to damaged light fixtures in the main room, office and
behind the bar. Repairs were made to the kitchen wall linings, shelving and floors and
to the gaming room carpets. Further repairs were made to door and window
hardware.

The taxpayer also constructed a new toilet block and function rooms, added a veranda
and fitted out a container. This work extended onto the adjacent property that had
been used for parking.

The taxpayer argued the work on the bar and the adjoining property were separate
projects. However, Sinclair J confirmed the Commissioner’s view that it was one overall
capital project. She considered the following:

. The physical object of the work was the existing building on the bar property that
included the external areas and amenities that extended onto the adjoining

property.

. It was clear from the evidence, including the engineer’s report and various plans
and drawings attached to the approved building consents, that the work
undertaken on the building and extension was substantial. This was also
reflected in the total expenditure incurred.

. The work was undertaken as one overall project:

o The taxpayer did not complete a repair of the bar property and then later
decide to extend the property onto the adjoining property. Rather, work
under the building consents was carried out on both properties and it was
clear on a review of the council’s inspection records that this work was
going on at the same time.

103 Case 2/2020 [2020] NZTRA 2
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171.

172.

173.

174.

o The expenditure on the work on each property was not accounted for
separately. Rather, the expenditure was recorded under the bar property in
the taxpayer's accounts.

"

o There was no "disjoint”" between the work done on the bar property due to
its past use for rental purposes and that done on the adjoining property to
increase the taxpayer’s rental revenue. The work done on the bar property
and on the adjoining property could not have been the subject of two
independent, unrelated projects. Rather it was a single project that
extensively refurbished and modernised the building and enclosed many of
the outdoor spaces.

o The character of the entire project of work was capital in nature. Therefore,
the character of the disputed expenditure was also capital in nature and
non-deductible for income tax purposes by the taxpayer.

Overall, the works extended and modernised the bar building. While the core building
remained, the extension built on the adjoining property increased the size of the
building to include the covered veranda and other spaces detailed in the building
consents. The works resulted in an increase in the building’s floor area, the creation of
new function rooms and an increase in the maximum occupancy thereby generating
the opportunity to increase the rental income the taxpayer could earn from the bar
building.

The work the taxpayer did went beyond repairs and replacement. The nature and
extent of the work done to the building clearly demonstrated that the works
undertaken renewed and/or substantially reconstructed and improved the original
premises, thereby changing the building’s character.

It followed that the cost of the total work could not be apportioned into deductible
revenue costs and capital costs that could be treated separately.

Case 3/2025 (TCRA)

In Case 3/2025, the costs of certain works concerning earthquake strengthening and
the glass facade of a commercial building could not be treated separately from other
works carried out on the building. This was despite the work being the subject of
separate contracts. The Taxation and Charities Review Authority did not consider the
contractual arrangements as important in characterising the work as repairs or capital

work. %4

104 At [60].
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176.

177.

178.

179.

The authority concluded that the costs of the disputed works were capital nature
because: "%

. they were an integral part of a major capital project; and

. if considered by themselves, they went beyond the scope of repair, altering the
character of the building.

The authority also considered the fact some improvements had been brought about by
the strengthening and reglazing because of the use of better materials (whether due to
regulatory standards or not) was not a factor affecting its analysis. The authority
considered that the reasons for work being carried out and the better function arising
did not appear to be particularly significant as it is the reality and extent of
improvement and the amount of the work required that is the issue.'®

Separate treatment of costs possible in some situations

When there is a single overall capital project it is important to define its scope. Some
work done at the same time may be outside the project’s scope. If it can be shown
that certain work done is not part of the project, it may be treated separately. The
nature of this work must be decided on its own facts. If it does not reconstruct, renew
or replace the whole or substantially the whole of an asset or change the asset’s
character, the expenditure on that work is likely to be revenue in nature and
deductible.

Accordingly, repair work done at the same time as a capital project is not automatically
part of the project just because of the timing of the work. Separate treatment may be
possible provided the work is truly repairs and can be distinguished from the project
work. This may be the case if the repair work was separately organised, contracted and
paid for.

In Poverty Bay Electric Power Board (CA), Blanchard J recognised that separate
treatment of costs is possible and appropriate in some, but not all, situations.
Blanchard J stated:'®’

In particular situations an apportionment of an amount of expenditure is possible and
appropriate — where a part of the money spent has been applied to work which is truly a
repair and at the same time some upgrading of a capital nature has been done. ltis
often possible to distinguish which is which. But this is not such a case. Completely new

105 At [73].
106 At [69]-[71].
107 At 15,008.
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sections of line were installed. There was no repairing of the old overground system or
re-use of existing materials. The old lines were simply removed and, presumably,
scrapped.

180. As Blanchard J's comments suggest, separate treatment may include the situation
where apportionment of amounts of expenditure is required. This may be necessary
where the same contractor undertakes both the maintenance and the capital project
(see Example | Tauira 22 at [204]).

181. To determine whether apportionment is appropriate, it is necessary to consider the
work done from a practical business point of view. For example, in the Commissioner’s
view, apportionment of expenditure between capital and revenue is appropriate where
the work done is a repair, but at the same time some upgrading of a capital nature can
be identified (Sherlaw). In contrast, where repairs and maintenance work forms part of
one overall project, where the objective of that project is to reconstruct, replace or
renew the whole or substantially the whole of the asset or to change the asset's
character, then apportionment is not appropriate and all expenditure incurred as part
of that project takes its nature from the overall project (Colonial Motor, Hawkes Bay
Power and Case X26).

Work that is essential to make a recently acquired capital asset suitable for its
intended long-term use

182. Sometimes, the cost of repairs may be considered part of the capital cost of acquiring
an asset (“initial repairs”). Initial repairs are repairs a taxpayer carries out on a capital
asset they have recently acquired where the expenditure is non-deductible capital
expenditure.

183. Broadly, initial repairs involve work on the capital asset essential to make it suitable for
the acquiring taxpayer’s intended long-term use. The expenditure is non-deductible
even though, given the nature and extent of the repair work, the expenditure would
have been of a revenue nature and a deductible expense if the previous owner of the
asset had incurred it (assuming the general permission was met).

184. For more information on initial repairs, including examples, refer to QB 25/17: Income
tax: Can | claim a deduction for expenses | incur on repairing a recently acquired capital
asset?'%®

198 QB 25/17: Income tax: Can | claim a deduction for expenses | incur on repairing a recently acquired
capital asset? Tax Information Bulletin Vol 37, No 7 (August 2025):61.
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Significant events

185.

186.

187.

188.

189.

190.

As mentioned at [47], the need or occasion for the expenditure is one of the factors
arising under the general capital or revenue tests and, in a repairs and maintenance
context, this requires focusing on why the work was done in a particular manner. In
that context, the courts tend to focus more on the effect of the work, rather than its
timing or cause.

The Commissioner considers that the nature of repairs and maintenance expenditure
remains the same, regardless of whether the damage to be repaired was caused by
regular wear and tear or a significant event such as an earthquake, fire or a storm.
Therefore, the same considerations set out in this statement apply to decide whether
the expenditure is capital or revenue expenditure.

In Case F67, a commercial building with two shops, was extensively damaged by fire.
The taxpayers claimed a deduction for the portion of the costs of making the building
good after the fire that the insurance payment did not cover as repairs. The
Commissioner disallowed the deduction on the basis it was capital expenditure. Judge
Barber identified the building, not the individual shops, as the relevant asset and
concluded that the work undertaken was so extensive it amounted to the replacement,
reconstruction or renewal of a substantial part of a capital asset that went beyond the
normal concept of repair. He concluded that as the taxpayers’ expenditure was not to
repair the building but to rebuild it, it was capital and not deductible. The fact the
cause of the work was a significant event did not alter the two-step approach to
applying the capital limitation.

In the Commissioner’s view, if work done due to a significant event leads to the
reconstruction, replacement or renewal of the whole or substantially the whole of the
asset or the asset’s character changes, the expenditure is capital in nature. However, if
the significant event leads to further necessary repair work, the additional costs, even if
substantial, may be deductible (see Sherlaw). This is always a question of fact and
degree.

As mentioned from [148], deferring repairs does not of itself change the character of
the expenditure on deductible repairs, even if the work is more extensive due to the
delay. This applies even if the deferred repairs are prompted by a significant event.

The Tax Court of Canada case of Martinello illustrates this."® In Martinello, the
taxpayer's residential rental property was significantly damaged by a storm, making it
uninhabitable. Other than painting and cleaning the property had received no

109 Martinello v R 2010 TCC 432.
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maintenance for eight years before the storm and dampness over the years had
weakened the floor structure, leading to much of the damage caused by the storm.
The property had other tenant wear and tear and damage that was repaired at the
same time as the storm damage was repaired.

191. The house was restored to its original rentable condition. The court found that all the
repairs were the result of tenant or storm damage and did not improve the house
beyond its original condition. The court described it as a “somewhat run-down looking
old house” before the work and “a patched up and somewhat run-down looking old
house” after the work that could not be rented out at any more than previously.'"

192. Although undertaken all at once, the costs were not capital in nature. The
Commissioner considers the court reached this conclusion because, while the work the
taxpayer undertook was extensive, the storm damage was largely due to deferred
repairs. Implicit in this is that the court in Martinello considered the work done by the
taxpayer did not reconstruct, replace or renew the house, or substantially the whole of
the house or change its character.

Inherent defects and leaky buildings

193. Inherent defects are faults in an asset's design, construction or manufacture that can
subsequently cause a need for work to be carried out on the asset. This may be
because the defect requires routine maintenance and repair work to be brought
forward or because it results in additional required work or both. In New Zealand, an
example of inherent defects in a repairs and maintenance context involves properties
that have been referred to as “leaky buildings” or “leaky homes"(see Leaky homes).""

194. As noted at [100]-[102], the courts have considered a “repair” involves the restoration
of a thing to a condition it formerly had without changing its character. In the case of
leaky buildings, this raises the question of what is the asset’s relevant former condition.
In the Commissioner’s view, this is likely to be the “as constructed” condition of the
building, including the inherent defects in that construction. Therefore, work to
remediate damage caused by the inherent defects that goes beyond restoring this
original condition may not involve repairs if the building is improved or enhanced by
removing the inherent defects. In that case, the nature of the work undertaken is more
likely to be considered an improvement, the costs of which involve capital expenditure.

110 At [15].

"1 Primarily involving houses and apartments built in New Zealand since the mid-1990s that have
weathertightness issues. See Leaky homes (webpage, New Zealand Government, last updated
28 September 2020), govt.nz/browse/housing-and-property/leaky-homes.
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195.

196.

197.

198.

199.

With leaky buildings an improvement is highly likely to occur. The removal of the
inherent defect is likely to be a legal requirement imposed on work done to remediate
damage in a leaky building, so it meets current building standards. It is also likely the
work required involves replacing original materials used in constructing significant and
integral parts of the building with superior materials.

While the presence and removal of an inherent defect is a relevant factor, it is not
solely determinative. Caution is needed when focusing on the original cause of the
work because it can “significantly distort the analysis of whether work is repair, or more
major focusing”."® As explained at [83], the second step in deciding whether the
capital limitation applies, involves considering the nature and extent of the work
carried out on the physical asset. And, as mentioned at [185], the courts tend to focus
more on the effect of the work, rather than its timing or cause.

However, resolving weathertightness issues in buildings often requires extensive
remediation work. As mentioned, it is also likely to involve work on significant and
integral parts of the building, meaning the extent of the work means the expenditure is
more likely to be capital in nature.” Even, if the extent of the work does not result in
the reconstruction, replacement or renewal of the whole or substantially the whole of
the asset, as mentioned at [194] the nature of the work is likely to change its character.
Especially, given the effect of making a building weathertight is usually a significant

change in its original condition and its functionality.'

In this regard, whether work is required because of regulatory requirements does not
determine whether it is on revenue or capital account.””® And, nor does the fact the
materials required to be used produce an unsought benefit (see [139]).

The income tax treatment of expenditure incurred to remediate weathertightness
issues with these types of properties has been considered by the High Court in
Lawrence and by the Taxation and Charities Review Authority in Case 4/2025."° In
both cases, the expenditure was found to be capital in nature.

12 Case 4/2025 [2025] NZTCRA 4 at [81].

13 See Lawrence at [113] referencing Western Suburbs Cinemas at 106 and Case L68 (1989) 11 NZTC
1,398 (TRA).

114 See also The Leaky Building Crisis — Understanding the Issues (Thomson Reuters, Wellington, 2011),
Chapter 12 Tax Law Issues at 12.2.2(2)(b) per Craig Elliffe.

11> See Case X26 at [48].
116 Case 4/2025, above n 112.
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200. In Lawrence, while faults in the roof design contributed to the damage, the court
determined the treatment of the expenditure based on the nature and scale of the
work carried out. Andrew J stated:

113. ... In this case, the scale of the remediation works was significant. The work done
affected nearly every part of the property. This included the roof, gutters,
cladding, windows, timber framing, decks, retaining and surrounding drainage. As
noted, the work also addressed design issues and replaced damaged materials.

201. In Case 4/2025, the authority considered work to remediate a leaky apartment was
substantial including in terms of its cost, its effect in improving a critical component of
the building (exterior cladding) and the restoration of structural framing.""” This is
despite the authority acknowledging the smaller scale of the work involved compared
with that involved in Lawrence."™®

202. In summary, the Commissioner’s view is that it is not the cause of the work (ie, an
inherent defect) or the fact of its removal that, of itself, means the asset’s character is
changed. Although this factor is relevant, it is not determinative of whether the work is
capital in nature. In the case of leaky buildings, however, the nature and extent of the
work that is likely to be needed to remediate weathertightness issues caused by
inherent defects are likely to mean those defects must be removed. And, in so doing,
significant and integral parts of the building may be affected in a manner that
inevitably requires substantial work. This work is likely to go beyond a repair and
change the character of the building (compared with its original defective character).
This means it is more likely than not that expenditure on remediating a leaky building
will involve capital expenditure, unless the nature and extent of the work is relatively
minor (see Example | Tauira 25 and Example | Tauira 26 at [204]).

Key points about the specific situations

203. The key points about the specific situations to consider under step 2 are:

. The timing of repairs and maintenance work is not a critical factor when deciding
whether the costs are deductible. Such work can be deferred or protracted and
completed as and when needed without the costs necessarily becoming capital
in nature. The deductibility of such costs is decided more by the nature of the
work carried out and its effect on the asset, rather than on when the work is
done.

17 At [86].
118 At [109].
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. Repairs and maintenance work that is part of a single overall capital project to
reconstruct, replace or renew the whole or substantially the whole of an asset or
to change that asset’s character takes its nature from that project.

. Where there is a single overall capital project, costs of repairs and maintenance
work that are not part of the project can be treated separately.

. Where repairs and maintenance expenditure is incurred on an ad hoc basis and
not as part of one overall plan, the expenditure should take its character from the
effect the work done has on the asset.

. Repair cost on a newly acquired asset to make it suitable for the taxpayer's
intended long-term use is a capital cost and forms part of the asset’s acquisition
cost. If the asset is used to earn income before the intended repairs are
completed, any additional repairs caused by this use may be deductible.

. Some causes of repair work may not be particularly influential in determining the
nature of the relevant expenditure. These include where an asset is damaged by
a significant event (eg, a fire, earthquake or storm). Whether repairs and
maintenance expenditure is deductible depends on the nature and extent of the
work undertaken, not on the event that caused the damage.

. Where an asset is damaged due to an inherent defect, the cause of the work and
the removal of the defect are relevant, but not solely determinative. In the case
of leaky buildings, the nature and extent of the work typically required to address
weathertightness issues often necessitates the defect’'s removal. This process
frequently affects significant and integral parts of the building, resulting in
substantial work. Such work is likely to go beyond a repair and change the
character of the building from its original, defective condition. Accordingly,
unless the work is minor, the expenditure is more likely to be characterised as
capital in nature and not deductible.

Examples 18-26: specific situations

204. Specific situations are illustrated in Example | Tauira 18 to Example | Tauria 26.

Example | Tauira 18 — Repairs to rental property (deferred repairs)

Hasan owns a rental property that has not been repaired in a long time. Recently, after
the tenants moved out, Hasan decided to restore the property to a good condition
before renting it out again. Hasan incurs significant expenditure on undertaking work
that includes:
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= extensive cleaning and repainting;

= fixing windows so they open and shut smoothly and replacing cracked panes;
= sanding and re-varnishing the floors;

= replacing the kitchen bench top;

= fitting a new hand basin to replace a cracked one; and

= having a plumber check and repair all the taps.

The rental property is the relevant asset. Hasan has not replaced, reconstructed or
renewed the whole or substantially the whole of the property. The work does not
change the property’s character. Even though Hasan has incurred significant costs,
they arose from repairs that had been allowed to accumulate.

The expenditure Hasan incurred is considered revenue in nature.

Example | Tauira 19 - Building refurbishment and strengthening project (one
overall project)

Lot Developments Limited has owned an old commercial building for 10 years. The
building looks rundown, and the local authority requires the company to have
earthquake-strengthening work carried out. The company decides to undertake work
to completely refurbish the building at the same time. This work includes:

= making structural changes to extend the floor plan;
= enhancing shared areas; and

= completing the required earthquake-strengthening.

The commercial building is the relevant asset. The work undertaken involves the
reconstruction of the building or a substantial part of it or otherwise alters the
character of the building. All the expenditure incurred is capital expenditure as it
forms part of one overall capital project. No deduction is allowed for the cost of any
repairs included in the project, the costs of which may otherwise have been deductible.
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Example | Tauira 20 - Repairs to building (no overall project)

Northern Roasters Limited decides to repair the wooden floor of its small factory that
had become worn and uneven. After removing some floorboards, it became apparent
that the floor's unevenness was due to ground subsidence. Repairing the effects of
this involved minor foundation work. Accessing the foundations involved removing
some of the floor's subframe that then needed to be replaced. However, this work, in
turn, caused cracks in several windows and walls, which then had to be repaired, re-
plastered and painted.

The factory premises are the relevant asset. Although the repairs were costly, they
were done on an ad hoc basis and not part of an overall plan to reconstruct, replace or
renew the whole or substantially the whole of the premises. The repairs did not
change the character of the premises.

The repairs and maintenance expenditure is considered revenue in nature.

Example | Tauira 21 - Double glazing (one overall project—no apportionment)

Mei owns an old villa used solely for her restaurant business. To cut heating costs and
reduce noise levels inside the restaurant from a busy road, she decides to install
double glazing throughout the entire villa. During installation, the builder finds two
instances of rotten window framing on the villa’s south side and repairs them to allow
for the double glazing.

The villa is the relevant asset. Mei's goal was to install double glazing, which has
changed the villa's character. The window repairs were part of this project. Therefore,
all the expenditure Mei incurred, including the cost of repairing the window framing, is
capital in nature. It is not a situation where apportionment arises.

Example | Tauira 22 - House painting and extension project (one overall
project—apportionment)

Jorge owns a rental property and decides to add two new bedrooms and another
bathroom to increase the rental returns. He hires a builder to build the new extension
and a painter to repaint the entire property and new extension.

The rental property is the relevant asset. Jorge's goal was to extend the house,
changing its character. The cost of the extension is of a capital nature. Painting the
new extension is part of this project and is also capital in nature.
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However, re-painting the rest of the house is maintenance work even though it is
undertaken at the same time as the capital improvements. It is possible to distinguish
it from the scope of the project to extend the building. Therefore, Jorge can treat the
portion of the painting expenditure that relates to painting the rest of the house as
revenue in nature.

Example | Tauira 23 - Repairs of rundown commercial building (significant event)

David and Angus own a commercial building that was superficially damaged in an
earthquake. They have owned the property for a long time. It was in excellent
condition when it was purchased but over time, in the absence of routine maintenance,
it has become rundown. The building’s poor condition means more repairs are needed
following the earthquake than would have otherwise been needed. David and Angus
spend money on the building:

. the interior walls are re-plastered and repainted;
. the stairwells are repaired;

. the roof is repaired;

. cracked and broken windows are replaced, and
. the exterior walls are repainted.

The commercial building is the relevant asset.

The work done restores the building’s functionality but does not reconstruct, replace
or renew the whole or substantially the whole of the building. The work also does not
change the building's character. The expenditure David and Angus incurred is for
accumulated repairs and is revenue in nature.

Example | Tauira 24 - Reconstruction of damaged rental property (significant
event)

Heni and Peter own a residential rental property that is significantly damaged in an
earthquake. To make it tenantable again, they:

= replace the severely damaged foundations;
=  reconstruct the floors;
=  rebuild three collapsed external walls;

= replace the severely damaged roof; and
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= demolish the partially collapsed chimney, which was a hazard.

The rental property is the relevant asset. The cost of this work is considered capital in
nature and is not deductible. This is because the work is so extensive that it results in
the reconstruction, replacement or renewal of the whole or substantially the whole of
the asset.

Example | Tauira 25 - Repairs to residential rental property (leaky building - no
substantial reconstruction, replacement or renewal or change in character)

Cath and Simon own a residential rental property. A few years ago, they added a
three-room extension to the property. Recently, they noticed a small part of the
extension’s southern wall has been leaking due to a poorly designed and installed
window flashing used in its construction. Some of the untreated timber framing under
the window is rotten and needs replacing with treated timber. To fix the wall, some of
the external cladding and the window must be removed and refitted. A redesigned
window flashing is correctly fitted when the window is reinstalled.

The relevant asset is the house. The extent of the work done to the house does not
amount to a reconstruction, replacement or renewal of the whole or substantially the
whole of the house. Also, it does not change the house’s character. This is true
despite the nature of the work involving removing an inherent defect in the extension’s
construction and the limited use of improved materials (ie, the treated timber framing
and redesigned window flashing). These aspects of the nature of the work alone do
not necessarily mean the character of the house has changed. Whether the work
carried out is sufficient or extensive enough as to change the house’s character is a
question of degree.

The limited extent and minor scale of the work carried out is such that the cost of the
work undertaken is not capital in nature and the expenditure is deductible.

Example | Tauira 26 — Repairs to residential rental property (leaky building -
change in character)

Cath and Simon (from Example | Tauira 25) recently discovered one of their other
rental properties has major weathertightness issues. The property has design features
and construction faults commonly associated with a “leaky building”. Investigations
show the repairs needed are extensive. The exterior cladding was directly fitted to the
untreated structural timber framing, as was the established building practice at the
time of the property’s construction. This design combined with inadequate sealing of
the cladding joins has allowed water to reach the timber framing in two of the most
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exposed external walls and in some ceilings abutting these walls, causing the framing
to rot. Water has also damaged the interior wall and ceiling linings in the affected
areas.

Remediating the weathertightness issues requires replacement of the rotten timber
framing with treated timber and replacing the cladding with a current code compliant
cladding that features an air gap to help prevent similar weathertightness issues
recurring. Relining of the interior wall and ceilings and repainting of the interior and
exterior are also necessary.

The rental property is the relevant asset.

The extent of the work done may not amount to a reconstruction, replacement or
renewal of the whole or substantially the whole of the house. However, it goes beyond
repairing it to its original condition. It requires substantial work and use of a superior
exterior cladding system and timber framing. Overall, the nature, scale and extent of
the work carried out, is sufficient to change the house's character.

The cost of the work undertaken is capital expenditure.

Draft items produced by the Tax Counsel Office represent the preliminary, though
considered, views of the Commissioner of Inland Revenue.

In draft form these items may not be relied on by taxation officers, taxpayers, or
practitioners. Only finalised items represent authoritative statements by Inland Revenue of
its stance on the particular issues covered.

Send feedback to | Tukuna mai nga whakahokinga korero ki
public.consultation@ird.govt.nz
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About this document | Mo ténei tuhinga

The Tax Counsel Office issues interpretation statements. They set out the Commissioner’s
views and guidance on how New Zealand's tax laws apply. They may address specific
situations we have been asked to provide guidance on, or they may be about how legislative
provisions apply more generally. While they set out the Commissioner’s considered views,
interpretation statements are not binding on the Commissioner. However, taxpayers can
generally rely on them in determining their tax affairs. See further Status of Commissioner’s
advice (Commissioner’s statement, Inland Revenue, December 2012). It is important to note
that a general similarity between a taxpayer’s circumstances and an example in an
interpretation statement will not necessarily lead to the same tax result. Each case must be
considered on its own facts.
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Appendix: Additional case law - step 1: identify
the asset being worked on

Lindsay v FCT (HCA, FCHCA)

205. As mentioned at [67], in Lindsay (HCA),"" Kitto J considered the enquiry into whether
something was “a physical thing which satisfies a particular notion” included
considering whether it was:

. an “entirety by itself” and not a “subsidiary part of something else”; and

. separately identifiable as a principal item of capital equipment.

206. The first factor suggests the slipway was whole or complete in itself, rather than being
a part of a larger aggregation of things forming an asset. The second factor, though
less clear, suggests the slipway was important enough to be considered an asset in its
own right. It could be distinguished from other items possibly because it was a
functioning unit in its own right or had unique physical characteristics, such as not
being physically attached to other items or having physical characteristics that differ
from those of other items. Lindsay was appealed to the Full High Court which agreed
with Kitto J's decision.'®

Auckland Gas Co Ltd v CIR (PC)

207. In Auckland Gas (PC) the taxpayer faced significant issues with its low-pressure gas-
distribution system due to leaking, corroded and fractured pipes.’®' By the 1980s, the
system was in poor condition and costly to maintain. To fix this, the taxpayer inserted
polyethylene piping into the old pipes, allowing for higher pressures and reduced
leaks. The old pipes acted only as a support for the new pipes.

208. The Privy Council identified the object to which the test of repair or replacement was to
be applied was the gas distribution system being “an assemblage of linked pipes

9 Lindsay v FCT (1961) 106 CLR 377 (HCA).
120 Lindsay v FCT (1961) 12 ATD 505 (FCHCA).

121 Auckland Gas Co Ltd v CIR (2000) 19 NZTC 15,702 (PC). Effective from 1 April 2008, a gas and
electricity network, like those involved in Auckland Gas, Poverty Bay Electric Power Board and Hawkes
Bay Power, are likely to be treated under the Act as a “utilities distribution network” made up of
“utilities distribution assets”. For tax purposes, the assets, not the entire network, are treated as the
relevant asset for depreciation (s EE 6(2B)) and for repairs and maintenance (s DB 68).
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whose function was to carry gas from one place to another”.'® This suggests having a
degree of physical connection between component parts is relevant to identifying the
relevant single asset. It is also essential to consider the asset’s function and the
components necessary to carry out that function.

Poverty Bay Electric Power Board v CIR (CA)

209. In the case of Poverty Bay Electric Power Board, the Court of Appeal reviewed the costs
of replacing overhead electricity lines with underground cables.'?®* The court agreed
with the High Court that the relevant asset was the Gisborne urban power reticulation
system, not the wider Poverty Bay system.' However, the Court of Appeal disagreed
with the High Court’s view that each separate section of the line could also be viewed
as a separate asset. This was because each section was part of an integrated system
and incapable of separate operation. This suggests that for the entirety test, it is
important to consider whether something can function on its own. That is, it includes
all the parts that are necessary for it to function. It is also relevant whether something
is a component part of an “integrated system” rather than a separate asset.

210. The Court of Appeal concluded that the relevant asset was the Gisborne urban system,
because it was clearly distinguishable in engineering terms from the rest of the Poverty
Bay system, in that “[i]t could be switched (or isolated by electrical means) from the

rest of the Poverty Bay network”.'?®

Hawkes Bay Power Distribution Ltd v CIR (HC)

211. In Hawkes Bay Power, the High Court reviewed the costs of replacing overhead
electricity lines with underground cables.’® Using the analysis from Lindsay (HCA),
Goddard J decided the urban residential distribution system was the relevant asset
because it was:'¥

. a physical thing that satisfied a particular notion;

. an entirety by itself and not a subsidiary part of anything else; and

122 At 15,707.

123 poverty Bay Electric Power Board v CIR (1999) 19 NZTC 15,001 (CA).
124 poverty Bay Electric Power Board v CIR (1998) 18 NZTC 13,779 (HC).
125 At 15,007.

126 Hawkes Bay Power Distribution Ltd v CIR (1998) 18 NZTC 13,685 (HC).
27 At 13,701.
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212.

213.

214.

215.

216.

217.

. a separately identified principal item of capital equipment.

The urban residential distribution system was the network of transformers and
distributors that supplied electricity to domestic consumers in a specific area. This
suggests the focus is on a physical thing (ie, the electricity network) that carries out a
particular function (ie, the supply of electricity). The urban residential distribution
system was found to be the relevant asset and not part of a larger distribution system
because it was physically capable of being separately and independently installed
underground without recourse to or an effect on the other areas the distribution
system satisfies.'®

This was so, despite the urban residential distribution system: '#°

. could not operate as an independent entity (if disconnected from the national
grid); and

. was not an entire profit-earning structure.

It is clear from this that in defining an asset it is not necessary that everything needed
to earn a profit from the asset is included.

Goddard J noted that the urban residential distribution system was identified
separately by customer type and area, with its separateness further highlighted by the
fact most of it was underground. The customer area and type distinguished “urban
residential” from “urban industrial” and “rural” customers. Goddard J seemed to focus
on physical factors, such as location, when deciding whether two items were separately
identifiable.

Goddard J considered the distribution system was a principal item of capital equipment
in itself due to the significant cost involved in putting the network underground, the
comparative cost with overhead lines, and the extent of the system that had been put
underground. This led “to the irrefutable conclusion” that the system was “a principal

item of capital equipment”.’*°

Goddard J also found that the distribution transformers replaced during the
undergrounding work were a part of the distribution system. This was because they
were an integral part of the distribution system necessary for it to perform its function
of supplying electricity. This suggests items that are integral to an asset's ability to
fulfil its physical function tend to be a subsidiary part of the asset.

128 At 13,701.
129 At 13,701.
130 At 13,701.
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Case F67 (TRA)

218.

In Case F67, Judge Barber considered a rental property divided into two shops was a
single item of property despite this division because the property functioned as one
set of premises in terms of title, ownership, insurance and administration of the
tenancies.”' The fact the building was internally partitioned did not change Judge
Barber's finding that the building as a whole was the relevant asset.

Case N8 (TRA)

219.

220.

221.

In Case N8, the taxpayer was a substantial manufacturer and supplier of ready-mixed
concrete.”®® The case concerned substantial works undertaken to a ready-mixed
concrete “batching plant”. The taxpayer argued the entire batching plant, including the
ground storage bins, conveyor, tower, water and electrical equipment, dispatch office,
control room and dispatch facilities, should be considered one entity. The taxpayer
claimed the relevant expenditure was for repairs or maintenance of this whole plant.
The batching plant was located on a large property with several buildings and facilities
including an office, laboratory, control and supervisor's office, yards, truck parking and
washing area, and storage yards.

The Commissioner disagreed, stating each part of the batching plant should be
separately considered to see whether there had been a repair, renewal or replacement.

After thoroughly reviewing the nature of the taxpayer’s business and the assorted
items of expenditure, Judge Bathgate considered which asset or entity should be used
to evaluate the nature of the expenditure, noting:'*

| find there were two entities involved in the work. The first and obvious is that which
stores, conveys, mixes and produces the materials making up and contained in the final
ready mixed concrete as supplied by the objector. That entity is physically attached or
joined, or so far as the materials are concerned, it is continuously involved in the one
process of manufacturing ready mixed concrete. To identify any one part and single it
out for separate treatment as an individual item would be unrealistic in this context. Itis
a composite whole. If a motor car has a new spark plug installed in the place of an
existing spark plug, so far as the motorist is concerned that is work undertaken in the
course of repair or maintenance of the motor car, and is not a renewal of the spark plug
as a capital item. It is a question of fact, degree and impression as to what is
included or excluded in an entity for present purposes. The entity in the example

131 Case F67 (1983) 6 NZTC 59,897 (TRA).
132 Case N8 (1991) 13 NZTC 3,052 (TRA).
133 At 3,070.
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given is the motor car. If the gearbox was replaced, that may be a repair, but if the
engine were replaced, that would seem more like a capital item.

| consider the supervisor’s office, the dispatch office and the control room, which
were all housed in a separate and detached building from the ground bins,
elevators and tower, to be a separate and distinct entity from the ground bins,
elevators and tower plus its contents. The only connection between the two were the
electrical wiring connections and the less tangible connections of electrical controls,
administration and supervision from one to the other. [Emphasis added]

222. Judge Bathgate identified two separate entities as being the relevant assets. The first
entity included the components attached to each other that stored, conveyed, mixed
and produced the materials for the ready-mixed concrete. The second entity consisted
of the separately housed control room and the dispatch and supervisor’s offices.
Despite being connected, Judge Bathgate emphasised that these two entities were
physically and functionally distinct from each other:'*

Different functions, although associated functions, were carried out in the two entities.
The first was the entity handling the raw materials that were manufactured into ready
mixed concrete. The second was more in the nature of an administrative office which
controlled and supervised the functions of the first entity.

O’Grady (HM Inspector of Taxes) v Bullcroft Main Collieries Ltd (KB)

223. In O’'Grady, the taxpayer built a replacement chimney stack to carry away smoke and
fumes from furnaces used to create steam power for the taxpayer's factory, just as the
old unsafe chimney had done.”® Rowlatt J found the chimney stack, not the factory,
to be the relevant asset. Therefore, the expenditure on the replacement chimney was
considered capital in nature. Rowlatt J (referring to Lurcott’™®) said:™’

As regards the chimney, | think it is really very clear. Of course every repair is a
replacement. You repair a roof by putting on new slates instead of old ones, which you
throw away. There is no doubt about that. But the critical matter is ... what is the
entirety? The slate is not the entirety in the roof. You are repairing the roof by putting
in new slates. What is the entirety? If you replace in entirety, it is having a new one and
it is not repairing an old one. | think it is very largely a question of degree. ... This
was a factory chimney to which the gases and fumes, and so on, were led by flues and

34 At 3,071.

135 O'Grady (HM Inspector of Taxes) v Bullcroft Main Collieries Ltd (1932) 17 TC 93 (KB).
136 Lurcott v Wakely and Wheeler [1911] 1 KB 905.

137 At 101-102.
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then went up the chimney. It was unsafe and would not do any more. What they did
was simply this: They built a new chimney at a little distance away in another place;
they put flues to that chimney and then, when it was finished, they switched the
gases from the old flues into the new flues and so up the new chimney. | do not
think it is possible to regard that as repairing a subsidiary part of the factory. |
think it is simply having a new one. And they had them both. Perhaps they pulled down
the old one; perhaps they kept it, because they thought it was an artistic thing to look at.
There is no accounting for tastes in manufacturing circles. Anyhow, they simply built a
new chimney and started to use that one instead of the old one. | think the chimney is
the entirety here and they simply renewed it. [Emphasis added]

224. Rowlatt J determined the chimney was not a subsidiary part of the factory. He noted
the chimney was built a little distance away at another location, which might suggest
that its physical separation from the rest of the factory influenced his decision.

Samuel Jones & Co (Devondale) Ltd v IRC (IH (1 Div))

225. The later decision of Samuel Jones also concerned the replacement of a chimney
stack.”™® The taxpayer used a steam plant (with a chimney) to power their paper-
processing factory. The chimney was in a dangerous condition and was replaced by a
new one. The new chimney was built near the old one, which was demolished once
the new chimney was operational. Both chimneys were part of the main factory block’s
structure.

226. The Court of Session held that the new chimney was an inseparable and necessary part
of a larger entity, the factory. Therefore, the factory rather than the chimney stack was
the relevant asset for determining the character of relevant expenditure. The court
considered the expenditure on the new chimney to be of a revenue nature. The court
noted it was influenced in its decision by the fact the expense incurred in taking down
the old chimney and building the substitute was only 2% of the value of the factory.
Lord President Cooper stated:'*

[Tlhe facts seem to me to demonstrate beyond a doubt that the chimney with which we
are concerned is physically, commercially and functionally an inseparable part of an
“entirety”, which is the factory. It is quite impossible to describe this chimney as being

in the words of Rowlatt, J, the “entirety” with which we are concerned. It is doubtless an
indispensable part of the factory, doubtless an integral part; but none the less a

138 Samuel Jones & Co (Devondale) Ltd v IRC (1951) 32 TC 513 (IH (1 Div)).
39 At 518.
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subsidiary part, and one of many subsidiary parts, of a single industrial profit-earning
undertaking. [Emphasis added]

227. The Commissioner considers the Lord President's reference to the chimney being
“commercially ... inseparable” does not suggest he considered an item must be an
entire profit-making structure to be the relevant asset. Instead, it refers to what a
businessperson would see as necessary for the factory to be complete. Even if his
Lordship were suggesting this, the New Zealand courts (eg, Auckland Trotting and
Hawkes Bay Power) have rejected using a profit-earning structure test to identify the
asset in a repairs and maintenance context.

228. The court's decision in Samuel Jones differs from that in O'Grady, where the chimney
was the relevant asset. In Samuel Jones, the Commissioners of Inland Revenue argued
that they could not distinguish the facts between the two cases.

Lord President Cooper, however, referred to Rowlatt J's comment in O'Grady that the
identifying the relevant entirety was “very largely a question of degree” (see [223]).
On the facts before him, his Lordship found the chimney was part of the factory. This
shows that identifying the relevant asset always depends on the specific facts of each
case.

229. Although not clearly stated by his Lordship, the key difference between the cases
seems to be that in Samuel Jones the chimney was physically connected to the main
factory building, while in O’Grady the chimney was built a little distance away at
another location and was not physically connected to any other structure.

Margrett (HM Inspector of Taxes) v Lowestoft Water & Gas Co (KB)

230. In Margrett, the asset’s physical characteristics also appear to have been a deciding
factor." The taxpayer company supplied water and gas to the surrounding district. It
owned an old reservoir that was too deteriorated to be worth repairing. The taxpayer
built a new, much larger and improved reservoir at a different location together with a
new water tower. The water tower increased the pressure of the water supply,
replacing a gas engine and pumps previously used for this purpose. The reservoir and
water tower formed a part of the taxpayer's physical infrastructure for distributing
water.

231. The court had to decide whether the expenditure on building the new reservoir was
capital expenditure or money “expended for repairs of premises occupied”. The court

140 Margrett (HM Inspector of Taxes) v Lowestoft Water & Gas Co (1935) 19 TC 481 (KB).
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looked to the physical nature and physical distinctiveness of the new reservoir to
decide whether it was a separate asset or part of a larger asset. Finlay J stated:™’

Now here the subject matter under discussion seems to me to be the reservoir, and |
cannot think that it is material, though it is undoubtedly the fact, that the reservoir is part
only of the Respondents’ whole physical undertaking. It is a part perfectly clearly
divisible from the rest, and it is the part with which we are dealing here. If authority
were needed for that | should find it in the decision of Mr. Justice Rowlatt, to which |
referred a moment ago, of O'Grady v. Bullcroft Main Collieries, Ltd, because the reservoir
here is more clearly a separate and distinct thing than was the chimney in O'Grady v.
Bullcroft Main Collieries, Ltd. [Emphasis added]

141 At 488.
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	 Step 1 of applying the capital limitation (identifying the relevant asset):  Is now aligned with the Commissioner’s publication about identifying an item of property for depreciation purposes (IS 25/03) with the case law moved to an appendix for easier referencing.  Readers are invited to comment on whether this material remains useful, given the publication of IS 25/03.  A new example (example 5) has been added to illustrate that, for repairs and maintenance purposes, the relevant asset can change depending on the work carried out and may not be an item of depreciable property.
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	Summary | Whakarāpopoto
	1. This interpretation statement considers the general principles governing the income tax treatment of expenditure taxpayers incur in carrying out work on tangible property they use in a business or income-earning activity.  The nature of this work may be described using various terms, including repairs, maintenance, alterations or improvements.  Also, the terms repairs, maintenance or repairs and maintenance are sometimes used to denote expenditure that is revenue in nature and deductible.  In this statement, the expenditure incurred for such work is called “repairs and maintenance expenditure”.  And, unless otherwise shown, this term is used as a general, tax-neutral term (ie, it does not imply, confirm or deny the expenditure’s deductibility).
	2. A deduction for repairs and maintenance expenditure is allowed if it meets the requirements of the general permission in s DA 1(1) and is not excluded by any of the general limitations in s DA 2.  This statement focuses on the capital limitation in s DA 2(1).  Other general limitations, such as the private limitation, are not covered.  The statement also does not consider any specific deduction provisions in part D that override the capital limitation for certain types of expenditure.
	3. To qualify for a deduction under the general permission, the taxpayer must incur the repairs and maintenance expenditure in deriving their assessable income, excluded income or both.  Alternatively, the taxpayer must incur the expenditure in the course of carrying on a business for the purpose of deriving assessable income, excluded income or both.
	4. The capital limitation in s DA 2(1) denies a deduction for repairs and maintenance expenditure that satisfies the general permission but is capital in nature.  Capital expenditure is not deductible but can be depreciated under the depreciation rules in subpart EE.  If those rules are satisfied, a depreciation loss is available, based on the amount of the capital expenditure.  This statement does not cover the depreciation rules.
	5. The approach to decide whether an outgoing is of a capital or revenue nature is well established by the courts and involves considering the full set of circumstances, including what the expenditure is calculated to effect from a practical business point of view.  Several commonly cited factors to consider include:
	 the need or occasion that calls for the expenditure;
	 whether the expenditure is recurrent;
	 whether the expenditure is a once and for all payment, producing assets or advantages that are an enduring benefit;
	 whether the expenditure is on the business structure or business process;
	 whether the expenditure creates an identifiable asset;
	 whether the source of the payment is from fixed or circulating capital; and
	 how the expenditure is treated according to ordinary principles of commercial accounting.
	6. When these factors are applied in the context of repairs and maintenance expenditure, the courts use a two-step approach to decide whether the expenditure is capital or revenue in nature:
	 Identify the relevant asset that is being repaired or worked on.
	 Consider the nature and extent of the work done to that asset.
	7. However, the courts emphasise that each situation is unique, and the specific facts must be carefully considered when applying case authorities to different circumstances.
	Step 1 – identify the relevant asset

	8. To decide whether the capital limitation applies to repairs and maintenance expenditure, first identify the asset being worked on as the object or subject matter of the expenditure incurred.  This is necessary so an assessment can be made at the second step to determine whether the nature and extent of work undertaken on the asset means the expenditure is of a capital or revenue nature.
	9. Identifying the relevant asset is always a question of fact, degree and impression.  It involves applying what is referred to as an “entirety test” to determine the relevant totality or entirety of a physical thing that satisfies a particular notion.
	10. A danger of distortion exists, however, if too large or too small a subject matter is identified.  This can lead to incorrectly characterising repairs and maintenance expenditure when evaluating the nature and extent of the work undertaken on the asset identified.
	11. The courts have considered various relevant factors when applying this test.  Firstly, factors that might suggest the item under consideration is the relevant asset are where the item:
	 is physically distinct from a wider asset of which the item might be a part;
	 is functionally complete (to some degree); or
	 varies the function of another item.
	12. Secondly, factors that might suggest the item under consideration is not the relevant asset are where the item:
	 has a physical connection with other items;
	 is part of an integrated system; or
	 is a necessary part to complete something else.
	13. The principles for identifying assets for repairs and maintenance purposes are the same as those for identifying an item of property for depreciation.  This means, as a rule, the tangible asset considered for repairs and maintenance purposes is the same as the item of property for depreciation.  In special cases, where the taxpayer does not wholly own the object of the work, the asset for repairs and maintenance and the asset for depreciation may not entirely match.  For repairs and maintenance, the asset is the object of the work while the item of depreciable property may be the part that the taxpayer owns (eg, an apartment in an apartment complex).
	Step 2 – consider the nature and extent of the work done

	14. Once the relevant asset is identified, the second step in deciding whether the capital limitation applies to repairs and maintenance expenditure is to consider the nature and extent of the work done to that asset.
	15. Two key questions arise when considering the nature and extent of the work done on an asset, the answers to which are a matter of fact and degree:
	 Has the work led to the asset’s reconstruction, replacement or renewal, either entirely or substantially?  If yes, the cost is considered capital expenditure.
	 If the work does not involve an entire or substantial reconstruction, replacement or renewal, has it gone beyond repairs and changed the asset’s character.  If yes, the cost is also considered capital in nature.
	16. When deciding whether the work done is capital in nature, consider the nature, extent and scale of the work done to the asset.  Deciding the scale of the work done includes considering the significance of the work done to the asset.  Changes to an asset’s value, earning capacity, useful life, function or operating capacity, whether intended or not, are relevant but cannot alone decide the nature of the work done to the asset.  The cost of the work may also be relevant.
	17. The character of the expenditure depends on the nature and extent of the work actually done to the asset.  There is no deduction for notional or hypothetical amounts that might have been spent on repairs, had the work been done differently.
	18. Delaying repairs or taking a long time to complete them does not by itself change the character of repairs and maintenance expenditure from being deductible revenue expenditure to non-deductible capital expenditure.
	19. Repairs and maintenance expenditure that is part of an overall capital project is considered part of that project and capital in nature.  If the work is done on an ad hoc basis and not as part of one overall plan, the capital or revenue character of the expenditure depends on the nature and effect that the work done has on the asset.  It is appropriate and possible, therefore, in some situations to apportion expenditure between deductible repair costs and non-deductible capital works.
	20. No deduction is allowed for the costs of work essential to bringing a recently acquired asset up to a condition suitable for the taxpayer’s long-term use.  Such expenditure forms part of the capital cost of acquiring the asset.
	21. The character of repairs and maintenance expenditure remains the same whether the repairs are due to a significant event such as a fire, flood or earthquake or for other reasons.
	22. If an asset is damaged because of an inherent defect, the cause of the work and the removal of the defect are relevant, but not solely determinative.  For leaky buildings, fixing weathertightness issues usually requires removing the defect, which often involves major parts of the building and substantial work.  This work is likely to go beyond a repair and change the character of the building from its original, defective, condition.  Unless the work is minor, the expenditure is likely to be capital in nature and not deductible.
	Introduction | Whakataki
	Approach to deductibility of repairs and maintenance expenditure

	23. This statement sets out the Commissioner’s views on the general principles governing the deductibility of repairs and maintenance expenditure.  Usually, this type of expenditure arises when some work is done to an item of tangible property that may be depreciable property.  As mentioned at [1], the term “repairs and maintenance expenditure” is used in this statement as a general tax-neutral term.
	24. The analysis is based on the general provisions in the Act, the well-established distinction courts have made between capital and revenue, and those decisions where the courts have specifically considered repairs and maintenance expenditure.  It explains the general principles, but some specific tax rules not covered in this statement might apply in some situations (eg, expenditure on aircraft engine overhauls that are required under Civil Aviation rules).
	25. The approach in this statement is that, before repairs and maintenance expenditure can be deducted, it must be deductible under the general permission (s DA 1).  Then, the statement explains how to decide whether a deduction allowed under the general permission is denied due to the capital limitation (s DA 2(1)).  This requires identifying the asset involved and applying principles derived from the case law to decide whether the cost of the work done to that asset is capital or revenue in nature.
	26. If the expenditure is capital in nature, a deduction for that expenditure is denied (assuming no other specific provisions allow for a deduction).  If the expenditure is revenue in nature, a deduction for the expenditure is allowed, subject to any other legislative requirements being satisfied.
	27. When distinguishing between capital and revenue, the decision depends on the specific facts and circumstances involved.  It is crucial to carefully apply the principles derived from case law and to take care when applying case authorities to different situations.
	28. The approach in this statement is concerned with applying only the capital limitation in s DA 2(1).  Other limitations to the general permission might deny a deduction for repairs and maintenance expenditure, in whole or in part (eg, the private limitation in s DA 2(2)).  These other limitations are not considered in this statement.
	29. Capital expenditure is not deductible but can be considered under the depreciation rules in subpart EE.  If those rules are satisfied, a deduction for a depreciation loss is available instead.  Special rules, however, apply for buildings.  The availability or otherwise of a depreciation loss is outside the scope of this statement.
	Flowchart – approach to analysis

	30. The flowchart in Figure | Hoahoa 1 shows the analytical approach to determining the income tax treatment of repairs and maintenance expenditure(cross-references to the relevant portions of the statement appear in brackets).
	Figure | Hoahoa 1: Summary of analytical approach
	/
	Is the expenditure deductible under the general permission?
	31. To decide whether repairs and maintenance expenditure is deductible, the first consideration is whether the expenditure meets the general permission in s DA 1.
	32. Section DA 1 provides:
	DA 1 General permission
	Nexus with income 
	(1) A person is allowed a deduction for an amount of expenditure or loss, including an amount of depreciation loss, to the extent to which the expenditure or loss is—
	(a) incurred by them in deriving—
	(i) their assessable income; or
	(ii) their excluded income; or
	(iii) a combination of their assessable income and excluded income; or
	(b) incurred by them in the course of carrying on a business for the purpose of deriving—
	(i) their assessable income; or
	(ii) their excluded income; or
	(iii) a combination of their assessable income and excluded income.
	General permission
	(2) Subsection (1) is called the general permission.
	Connection or nexus with income

	33. Section DA 1(1)(a) provides for the deductibility of expenditure that is incurred in deriving assessable income (or excluded income, or a combination of these).  Section DA 1(1)(b) provides for the deductibility of expenditure incurred in the course of carrying on a business for the purpose of deriving assessable income (or excluded income, or a combination of these).
	34. Section DA 1(1) requires a connection between the taxpayer’s expenditure and either deriving assessable income or carrying on a business for the purpose of deriving assessable income.  This connection is known as the statutory nexus.
	35. The leading cases on the statutory nexus are the Court of Appeal decisions in Banks, Buckley & Young and NRS Media Holdings.   The decisions emphasise the need for a sufficient nexus between the expenditure and the assessable income or business activities for the expenditure to be deductible.
	36. To decide whether a sufficient connection exists, it is necessary to consider the true character of the expenditure and how it relates to the taxpayer’s income-earning activities.  This should be based on the facts at the time the expenditure is incurred.  The expenditure must be connected to an ongoing income-earning process.  The ongoing nature of the process is determined as a matter of fact and degree.
	37. The degree of nexus, or connection, required to satisfy each of the two limbs of deductibility (s DA 1(1)(a) and s DA 1(1)(b)) is the same.  What differs is what the relevant expenditure must have a sufficient connection with.  Paragraph (b) of s DA 1, which applies only to business taxpayers, allows a wider approach than para (a).  Unlike under para (a), expenditure under para (b) may still be deductible even where that expenditure cannot be linked directly to earning income in some positive way. 
	38. Under the general permission, a deduction is allowed for expenditure “to the extent to which” it meets the provision’s requirements.  This means it is possible to apportion expenditure if it can be divided into deductible and non-deductible portions.
	Key point on the general permission

	39. The key point about the general permission is that no deduction is available unless the repairs and maintenance expenditure has a sufficient relationship or nexus with carrying on a business or an income-earning activity.
	Examples 1–2: nexus with income

	40. The nexus between expenditure and income is illustrated in Example | Tauira 1 and Example | Tauira 2.
	Does the capital limitation deny deduction?
	General principles for distinguishing capital or revenue

	41. Once it is decided a deduction is available for repairs and maintenance expenditure under the general permission, the next step is to decide whether the deduction is denied by the capital limitation in s DA 2(1).  The capital limitation denies a deduction where an amount of expenditure is found to be capital in nature.
	42. The New Zealand courts have a well-established approach to distinguishing between capital or revenue.  The Court of Appeal summarised it in Trustpower:
	General principles
	[51] The correct approach to the distinction between income and capital is well-established by appellate authority in New Zealand, Australia and England.  … [W]e are able to summarise it relatively briefly.  …
	[52] The starting point is invariably the classic 1946 judgment of Dixon J in Hallstroms Pty Ltd v Federal Commissioner of Taxation where he made two statements of general principle that have been followed ever since.  The first statement is:
	   … the contrast between the two forms of expenditure corresponds to the distinction between the acquisition of the means of production and the use of them; between establishing or extending a business organization and carrying on the business; between the implements employed in work and the regular performance of the work in which they are employed; between an enterprise itself and the sustained effort of those engaged in it.
	[53] The second statement, … is:
	What is an outgoing of capital and what is an outgoing on account of revenue depends on what the expenditure is calculated to effect from a practical and business point of view, rather than upon the juristic classification of the legal rights, if any, secured, employed or exhausted in the process.
	43. The Court of Appeal considered Hallstroms was followed and adapted in other leading cases, particularly in Nchanga Consolidated Copper Mines, where Viscount Radcliffe stated:
	Again courts have stressed the importance of observing a demarcation between the cost of creating, acquiring or enlarging the permanent (which does not mean perpetual) structure of which the income is to be the produce or fruit and the cost of earning that income itself or performing the income earning operations.  Probably this is as illuminating a line of distinction as the law by itself is likely to achieve …
	44. The Court of Appeal in Trustpower then stated these general principles were adopted in BP Australia where the Privy Council also relied on specific factors (or indicia) identified by Dixon J in Sun Newspapers Ltd (known as the BP Australia factors, discussed next).  However the Court of Appeal noted that the BP Australia factors may not always be needed:
	[76] We pause at this point to emphasise:
	(a) The general principles stated by Dixon J in Hallstroms and Viscount Radcliffe in Nchanga remain the best guide for distinguishing between income and capital and may well be sufficient for that purpose without resort to the BP Australia factors.
	(b) The BP Australia indicia are just that; as Lord Pearce recognised, they are not necessarily determinative.
	(c) In the end, as all the authorities indicate, the answer will depend on a close examination of the facts of the particular case and the character of the particular payment in order to ascertain the nature and purpose or effect of the relevant expenditure.
	(d) In essence there needs to be a sufficient relationship or connection between the expenditure (or loss) and the income or capital, as the case may be.  It is the object or effect of any given payment that will be determinative.  [Emphasis added]
	45. The Court of Appeal in McKenzies also noted the Privy Council decision in BP Australia had been recognised in a New Zealand context in LD Nathan and Buckley & Young.
	46. From these leading cases, seven tests, factors or indicia have been identified to assist in deciding whether expenditure is capital or revenue in nature (the BP Australia factors).  The courts have considered some of these tests to be more relevant than others.  In addition, the tests may point in different directions when applied.  Also, Lord Nicholls of Birkenhead noted in Auckland Gas (PC) that the tests should be applied in such a way that the dominant features that guided the conclusion can be identified.
	47. The seven tests, which are discussed below are:
	 the need or occasion for the expenditure;
	 whether the expenditure is recurrent;
	 whether the expenditure is a once and for all payment producing assets or advantages that are of an enduring benefit;
	 whether the expenditure is on the business structure or the business process; 
	 whether the expenditure creates an identifiable asset;
	 whether the source of the payment is from fixed or circulating capital; and
	 how is the expenditure treated according to the ordinary principles of commercial accounting.
	48. The need or occasion for the expenditure test looks at the principal reason or need for incurring the expenditure.  The object of the expenditure is decided by looking at the reason or need for making the expenditure and not at the actual thing achieved.  Using this test accurately is important because it often forms the basis for applying the other capital or revenue tests.  In the context of repairs and maintenance expenditure it is an important test because it focuses on why the work was done in that manner.
	49. Whether the expenditure is recurrent involves considering whether the expenditure is recurrent or a once and for all payment.  Recurring expenditure, which meets ongoing demands, is usually considered part of the cost of ordinary business operations and characterised as revenue outlays.  One-time expenses are more likely to be capital expenditure.  In the context of repairs and maintenance expenditure, regular, recurrent repairs and maintenance work is likely to be revenue expenditure.  However, the usefulness of the once and for all test is limited as a capital indicator in some circumstances.  This is because, repair work, by its nature, is often unplanned or the result of unexpected damage, so may not be recurrent.
	50. Under the test of whether the expenditure is a once and for all payment producing assets or advantages that are of an enduring benefit, expenditure is regarded as capital where it brings into existence an asset or advantage for the enduring benefit of the business.  This test is one of the more relevant and persuasive tests for deciding whether expenditure is on capital or revenue account.  However, applying this test to repairs and maintenance expenditure can be difficult because almost every repair provides some form of enduring benefit.  The Commissioner considers a more relevant question is the one developed by the courts in the repairs and maintenance context as to whether the work done has changed the character of the asset being worked on.  Altering the character of an asset usually produces an advantage of an enduring benefit.  This “change of character” test is discussed in more detail later at [100].
	51. The test of whether the expenditure is on the business structure or the business process distinguishes between expenditure on the business structure set up to earn profit and expenditure on the business process (ie, how the business operates to get regular returns through regular outlays).  This is one of the more relevant and persuasive tests for deciding whether expenditure is capital or revenue.  For repairs and maintenance expenditure, the focus is on the asset being worked on that will form part of the business structure.  This test may be relevant in a repairs and maintenance context, particularly where the asset is an integral part of the business and the loss or enhancement of that asset would affect the business structure.
	52. The test of whether the expenditure creates an identifiable asset shows that expenditure is on capital account where an asset of a capital nature has been acquired or where money is spent on improving an existing asset or making it more useful.  Work done to an existing asset sometimes results in a new identifiable asset.  For example, where the work done results in the reconstruction, replacement or renewal of the whole or substantially the whole of the asset.  Similarly, a new identifiable asset may arise where the work done involves the alteration or extension of an asset.
	53. The test of whether the source of the payment is from fixed or circulating capital focuses on the source of funds to pay for the expenditure.   Under this test, expenditure made from circulating capital (that is, capital that returns to the business as a result of the business’s trading operations) is more likely to be revenue in nature.  This test is not as useful as other tests.  This is because taxpayers can easily choose between financing expenditure from circulating capital or from fixed capital, despite the nature of the expenditure financed.  Also, this test has been questioned judicially.  For repairs and maintenance expenditure, the test is less relevant because how work is funded does not reliably indicate its nature.
	54. The test of how the expenditure is treated according to the ordinary principles of commercial accounting is helpful but is not usually decisive because tax and accounting have different aims and their treatments can differ.  This test often supports conclusions from the other tests but is not conclusive by itself.  The Commissioner notes that the accounting and tax treatments for repairs and maintenance expenditure can vary greatly for some businesses, making it even more difficult to solely rely on this test.
	Applying the general principles in the context of repairs and maintenance expenditure

	55. As mentioned above, some of the general principles and tests derived from them are more relevant than others in the context of repairs and maintenance expenditure.  For example, when considering the deductibility of costs to remediate weathertightness issues in a residential rental property, Andrew J in Lawrence relied on the lack of recurrence, fixed capital, enduring benefit and business structure tests to decide whether the costs were capital or revenue in nature.
	56. However, in other cases where the courts considered the deductibility of repairs and maintenance expenditure, it is hard to see how the courts applied the tests.  More often, concepts mentioned in those cases are unique to repairs and maintenance expenditure.
	57. Accordingly, while the application of the capital limitation to repairs and maintenance expenditure is a question to be decided on the general principles and tests set out above, the Commissioner considers the cases where repairs and maintenance expenditure has been specifically considered often provide the best guidance on what expenditure is deductible and what is not deductible.
	58. Those cases show that the courts use a two-step approach when deciding whether repairs and maintenance expenditure is capital or revenue in nature:
	 Step 1: Identify the asset that has been worked on.
	 Step 2: Consider the nature and extent of the work done to that asset.
	59. The next sections discuss these two steps.  However, some of the case law indicates that specific fact situations can affect the conclusions drawn from applying these steps.  In particular, whether the expenditure is part of one overall project or related to a newly acquired asset.  These specific situations are considered from [147].
	Step 1: Identify the asset being worked on
	Introduction


	60. To decide whether expenditure on repairs or maintenance work is of a capital or revenue nature the first step is to identify the asset being worked on.  Lord Nicholls stated this in Auckland Gas (PC):
	In order to decide whether work constitutes repair or replacement, the first step is to identify the object to which the test of repair or replacement is being applied.  Frequently this is a straightforward exercise and the answer is obvious.
	61. And, in the Court of Appeal in Poverty Bay Electric Power Board, Blanchard J stated:
	Where a tax deduction is claimed for expenditure on property of the taxpayer it is necessary, in order to classify it either as repairs or maintenance or an improvement of a capital nature, first to determine what can fairly be said to have been the subject matter of the work.  [Italics in original]
	62. The courts have determined that identifying the asset being worked on is always a question of fact, involving matters of degree and impression.  For example, in:
	 Auckland Trotting Club, the Court of Appeal agreed with the view in Phillips v Whieldon Sanitary Potteries that “there is no one line of approach to the problem that is exclusively correct”;
	 Auckland Trotting Club, the Court of Appeal also agreed with the view in Margrett where the court stated the decision is “essentially a question of fact and of degree”;
	 Hawkes Bay Power, the High Court noted that determining what is the relevant asset is “a matter of degree and of the right conclusion to be drawn from the facts”;  and
	 Case N8, the Taxation Review Authority stated, “it is a question of fact, degree and impression as to what is included or excluded in an entity”.
	63. Despite this, guidance on the test to apply at this step and the relevant factors to consider can be derived from case law, as discussed next.
	The “entirety test”

	64. As discussed below, the courts have variously described the approach to working out what is the asset being worked on as involving:
	 considering what is the relevant “entirety”;
	 finding “a physical thing which satisfied a particular notion”; and
	 identifying “the totality or entirety of the physical asset”.
	65. In the High Court of Australia decision in Lindsay,  Kitto J considered a ship repairer’s slipway should be seen as an entirety by itself and not a subsidiary part of anything else.  The slipway was a physical thing that satisfied a “particular notion”, namely a physical thing that is used for landing and relaunching boats and ships for repairs.  In reaching his conclusion, Kitto J stated:
	But where the question is whether expenditure has been for repairs, and for the purpose of deciding that question one asks what is the entirety which it is relevant to consider, one is looking not for a profit-earning structure or entity, as such, but for a physical thing which satisfies a particular notion.  [Emphasis added]
	66. Kitto J also stated it was necessary to consider whether the asset or property is an “entirety by itself” or whether it is a “subsidiary part of anything else”:
	I am of opinion that the No. 1 slipway ought to be considered, for the purposes of the question I have to decide, as an entirety by itself, and not as a subsidiary part of anything else.  It is separately identifiable as a principal, and indeed the principal, item of capital equipment, so that in a discussion as to whether work done in relation to it constitutes a repair or a renewal in the opposed senses abovementioned, the subject matter in relation to which the choice of description is to be made is the slipway itself, and not any larger thing or aggregation of things of which it may be suggested to form part.  [Emphasis added]
	67. Kitto J considered it relevant to whether the slipway was “a physical thing which satisfies a particular notion” that it was:
	 an “entirety by itself” and not a “subsidiary part of something else”;
	 separately identifiable as a principal item of capital equipment.
	68. Richmond J adopted this “entirety test” in Auckland Trotting (CA).  In this case, the taxpayer claimed a deduction under s 113(1) of the Land and Income Tax Act 1954 for expenditure on demolishing and replacing a trotting track on the same site as repairs or alterations to the club’s “premises”.  The taxpayer argued that the premises included the entire complex of buildings and improvements, not just the track.  The Court of Appeal disagreed.  Applying Kitto J’s entirety test from Lindsay (HCA), it found the track was the relevant premises for evaluating the repair work.
	69. Although the court in Auckland Trotting (CA) was considering how the work by the club applied to premises, it still had to decide what the entirety was before testing whether the work carried out was repairs.  Therefore, the court’s finding is still relevant in the context of repairs and maintenance expenditure under the current legislation.
	70. In the Court of Appeal decision in Auckland Gas (which the Privy Council upheld), the court again adopted the entirety test.  Blanchard J, adopting the Court of Appeal’s words in Poverty Bay Electric Power Board (when applying Kitto J’s approach in Lindsay (HCA)), stated the correct way to identify the asset being worked on was “by inquiry into the totality or entirety of the physical asset in question”.  The court considered the test does not focus on:
	 a profit-earning structure or entity; or
	 the operational significance or economic value of the item (including whether it needs to be used with other things or systems to realise that value).
	71. And, in the Auckland Gas Privy Council decision, it was accepted that the relevant asset being worked on was the taxpayer’s “distribution system”.  However, the Privy Council warned that this was not an abstract concept (ie, a means of distributing gas) that could be considered a functional entity separate from its physical components.
	72. However, in Poverty Bay Electric Power Board (CA) Blanchard J, pointed out there is a danger of distortion if too large or too small a subject is identified as the object of the expenditure.  He stated:
	There is always a danger of distortion if too large or too small a subject matter is identified.  If a subsidiary part of an asset is regarded as the subject matter and that part has been replaced, there might be a tendency to classify what has occurred as a matter of capital.  That could lead to an absurd result, for example, treating the replacement of a car tyre or a spark plug as a capital improvement when, if the subject matter is correctly seen as the whole of the motor vehicle, the work is obviously a repair involving a replacement of a mere component, even a vital component and even if an improved or modified version of that component is substituted.
	How the courts have applied the entirety test

	73. The Commissioner considers the principles for identifying assets for repairs and maintenance purposes are the same as those for identifying an item of property for depreciation purposes.  In a repairs and maintenance context, expenditure is usually incurred for work done and the entirety test is applied to identify the object of that work.  In a depreciation context, the expenditure may also be for work done or may be more in the nature of acquisition costs.  In both situations, the analysis is dictated by the expenditure and what it sought to achieve from a practical business perspective.
	74. This means, generally, the tangible asset considered for repairs and maintenance purposes is the same as the item of property being depreciated.  Provided, that is, the other conditions relating to when an asset is also an item of depreciable property are met.  One of those conditions is that the taxpayer owns the item of property.  If the taxpayer does not own the entire object of the work carried out, a deviation from the general rule may arise where the asset for repairs and maintenance and the asset for depreciation purposes is not the same.  For example, a unit owner’s share of costs for work carried out on the apartment block in which their unit is located may be characterised on the basis that the block is the object of the work, whereas only the taxpayer’s unit can be an item of depreciable property.  If, however, the taxpayer renovated their unit, then the object of the work and the item of depreciable property would align.
	75. The courts have considered several factors when considering what is the relevant asset in other contexts to repairs and maintenance, primarily in relation to depreciation.
	76. Firstly, factors that might suggest the item under consideration is the relevant asset are where the item:
	 is physically distinct from a wider asset of which the item might be a part;
	 is functionally complete (to some degree); or
	 varies the function of another item.
	77. Secondly, factors that might suggest the item under consideration is not the relevant asset are where the item:
	 has a physical connection with other items;
	 is part of an integrated system; or
	 is a necessary part to complete something else.
	78. The relationship between these factors is represented in Figure | Hoahoa 2.
	Figure | Hoahoa 2: Factors to consider when identifying the relevant asset
	/
	79. The courts’ consideration of the entirety test and these factors in the context of repairs and maintenance expenditure is discussed in the Appendix.  These cases highlight the following key points about identifying the asset being worked on:
	 It may be helpful to determine whether the item can be separately identified by physical factors, such as its location or size (Lindsay (HCA), Hawkes Bay Power, O’Grady, Samuel Jonesand Margrett).
	 An item that is physically divisible and distinct from other things might suggest it is a single asset (Case F67, O’Grady, Samuel Jones and Margrett).
	 A physical connection between component parts is often relevant to finding a single asset (Auckland Gas (CA)).
	 Subsidiary parts of an integrated system should be considered part of that system rather than assets in their own right (Poverty Bay Electric Power Board (CA) and Hawkes Bay Power).
	 Determining an item’s function may also be helpful when identifying the relevant asset being worked on (Auckland Gas (CA), Poverty Bay Electric Power Board (CA), Hawkes Bay Power and Case N8).
	 A smaller item that is integral to a larger asset’s ability to physically function is not likely to be the relevant asset (Hawkes Bay Power).  Conversely, an item that can operate separately is more likely to be the relevant asset (Poverty Bay Electric Power Board (CA) and Hawkes Bay Power).
	80. Another factor, of particular relevance to repairs and maintenance expenditure for buildings such as rental properties, will be the question of whether the object of the work is the building proper or a separate item or chattel not forming part of the building.  Further guidance on this matter can be found in the Commissioner’s publications QB 20/01, IS 10/01 and IS 22/04.
	Key points for identifying the asset being worked on

	81. The key points for identifying the asset are:
	 The first step in considering whether repairs and maintenance expenditure is deductible is to identify the object to which the test of repair or replacement is being applied.  In other words, what is the relevant asset?
	 It is always a question of fact, degree and impression as to what is included or excluded in an entity or asset.
	 Identifying the asset is about identifying a physical thing that satisfies a particular notion (the entirety test).
	 When considering whether something is a physical thing that satisfies a particular notion, the courts are guided by whether the thing would be:
	o an entirety by itself and not a part of an asset or aggregation of things forming an asset; or
	o separately identifiable as a principal item of capital equipment.
	 Identifying the relevant asset is not about identifying a profit-earning structure or entity.
	 The fact a physical thing realises its economic value only when used with other things or business systems does not prevent it being regarded as a separate asset.
	 A single asset may consist of interdependent parts.  A risk of distortion exists if too large or too small a subject matter is identified.  For example, if a subsidiary part of an asset is regarded as the subject matter and that part is replaced, there might be a tendency to classify what has occurred as a matter of capital.  Conversely, if the subject matter is too broad, then every replacement of a single unit that forms part of the total subject matter could be seen as a repair to the whole and a revenue matter.
	 The asset for repairs and maintenance purposes is generally the same item as the item of property for depreciation purposes.
	Examples 3–5: identifying the asset being worked on

	82. How to identify the asset being worked on is illustrated in Example | Tauira 3 to Example | Tauira 5.
	Step 2: Consider the nature and extent of the work done to the asset
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	83. Once the relevant asset is identified, the second step in deciding whether the capital limitation applies to repairs and maintenance expenditure is to consider “the nature and extent of the work carried out to the physical asset” as this is “determinative of the character of the work”.  If the nature and extent of the work done to the asset shows the expenditure is capital in nature, the capital limitation in s DA 2(1) denies a deduction for the expenditure.
	Two key questions arise for consideration under step 2

	84. The general approach to distinguishing between capital and revenue expenditure was discussed from [41].  When courts apply this approach in the context of repairs and maintenance expenditure, they consider two key questions about the nature and extent of the work done to an asset:
	 Has the work led to the asset’s reconstruction, replacement or renewal, either entirely or substantially?  If yes, the cost is considered capital expenditure.
	 Has the work gone beyond repairs and changed the asset’s character, even though it does not involve the asset’s entire or substantial reconstruction, replacement or renewal?  If yes, the cost is also considered capital in nature.
	85. Therefore, step 2 focuses on two overlapping aspects of the work, being its extent and nature:
	 the extent of the work, primarily to help determine whether it has led to the asset’s reconstruction, replacement or renewal, either entirely or substantially (question 1 above); and
	 the nature of the work, primarily to help determine its likely effect on the asset and whether it has gone beyond repairs and changed the asset’s character (question 2 above).
	86. The courts consider several factors are relevant to determining the answers to these questions.  These are discussed further from [104].
	87. In addition to these two key questions, some specific situations involving repairs and maintenance expenditure need to be kept in mind when applying step 2 because they may have a bearing on any conclusions reached (eg, where there is one overall project).  These specific situations are discussed from [147].
	Step 2 is applied to the work actually carried out

	88. It is important to note that the analysis of the nature and extent of the work carried out under step 2 is applied to the expenditure that was, in fact, incurred.  Repairs and maintenance issues can be resolved in many ways, such as restoring an asset to its as new condition, replacing substantial parts, or reconstructing it with new materials that may be different from the original materials.  For income tax purposes, the expenditure’s deductibility depends on how the issues were resolved in practice.  It relies on the nature and extent of the work actually done to the asset.
	89. This means no deduction is possible for a hypothetical notional amount not actually incurred that might have been spent on repairs had the work been done differently (ie, “notional repairs”).  Blanchard J made this clear in Poverty Bay Electric Power Board where he discussed the decision of the Court of Appeal in Auckland Trotting.  Blanchard J stated:
	In Auckland Trotting Club (Inc) v C of IR [1968] NZLR 967 at p 980 Richmond J said that no part of the money spent on constructing the new trotting track was, in fact, spent on repairs and it was not possible to treat part of it as notionally spent on repairs when that is not what happened.  North P and Turner J expressed their agreement (p 977).  The Court adopted the reasons of Finlay J in Margrett (HM Inspector of Taxes) v Lowestoft Water and Gas Co (1935) 19 TC 481 at pp 488–489 and of Kitto J in FC of T v Western Suburbs Cinemas Ltd (1952) 86 CLR 102 at pp 107–109.  At p 107 Kitto J said:
	... when a taxpayer has two courses open to him, one involving an expenditure which will be an allowable deduction for income tax and the other involving an expenditure which will not be an allowable deduction, and for his own reasons he chooses the second course, he cannot have his income tax assessed as if he had exercised his choice in the opposite way.  Section 53 is concerned with expenditure which was in fact incurred, not with expenditure which could have been incurred but was not.
	 …
	To similar effect is the judgment of this Court in Colonial Motor Co Ltd v C of IR (1994) 16 NZTC 11,361.
	We agree that it is not possible to claim as expenditure on a repair a payment which has not actually been expended for that purpose.  [Emphasis added]
	Work that entirely or substantially reconstructs, replaces or renews the asset

	90. Deciding whether repairs and maintenance expenditure is revenue or capital in nature, requires considering the work done primarily in terms of its extent but also in terms of its nature and whether it involves reconstructing, replacing or renewing the asset either entirely or substantially.  If so, the expenditure is capital in nature.
	91. One of the earliest authorities supporting this view is Lurcott.  In this case, the court considered whether the tenant of a leased building was required to pay for the cost of replacing a wall under the lease terms that obligated them to carry out “repairs”.  Although this case does not address the income tax distinction between capital and revenue expenditure, the repair obligation can reasonably be considered as relating to what would be revenue expenditure in an income tax context.
	92. Lurcott, confirms that reconstructing, replacing or renewing an asset, either entirely or substantially, does not involve repairs.  Accordingly, it can be implied that such costs are capital in nature.  Lord Buckley commented on the difference between a repair and a renewal:
	“Repair” and “renew” are not words expressive of a clear contrast.  Repair always involves renewal; renewal of a part; of a subordinate part.  A skylight leaks; repair is effected by hacking out the putties, putting in new ones, and renewing the paint.  A roof falls out of repair; the necessary work is to replace the decayed timbers by sound wood; to substitute sound tiles or slates for those which are cracked, broken, or missing; to make good the flashings, and the like.  Part of a garden wall tumbles down; repair is effected by building it up again with new mortar, and, so far as necessary, new bricks or stone.  Repair is restoration by renewal or replacement of subsidiary parts of a whole.  Renewal, as distinguished from repair, is reconstruction of the entirety, meaning by the entirety not necessarily the whole but substantially the whole subject-matter under discussion.  [Emphasis added]
	93. New Zealand courts have recognised the distinction between a repair and a renewal as outlined in Lurcott in the context of income tax and repairs and maintenance expenditure.  For instance, in the Supreme Court decision in Auckland Trotting, Moller J, having earlier referenced the passage from Lurcott, determined the cost of constructing what was substantially a new trotting track in place of what was substantially the old one, was not a repair, so was capital expenditure. 
	94. Lurcott is also referenced in a New Zealand income tax repairs and maintenance context in the Taxation Review Authority decision of Case N8 and in the High Court decision of Lawrence.
	95. Goddard J also drew a distinction between repairing an asset and renewing it in Hawkes Bay Power.  She determined the work the taxpayer did to its urban residential power distribution system, although completed incrementally over many years, constituted a total reconstruction project.  The project resulted in the creation of a new asset and involved capital expenditure.  She concluded:
	The result in the present case is that substantially the whole of the urban residential distribution system has been placed underground.  It follows therefore that the urban residential system is a new and different distribution system; not a repaired system.  Thus, Hawkes Bay Power has acquired by its expenditure a “new” underground urban residential distribution system.
	96. As highlighted in Auckland Trotting and Hawkes Bay Power, capital expenditure is not limited to where an asset is entirely reconstructed, replaced or renewed.  It can also arise when substantially the whole of the asset undergoes reconstruction, replacement or renewal.
	97. This point is further shown by the decision in Case J92, which involved repairs and maintenance work on a farm homestead.  While some structural parts of the house were retained, there was substantial replacement of the framework, linings, interior joinery, plumbing and wiring, along with re-piling and extensive exterior recladding.  The taxpayer argued the original homestead had not been completely replaced, as much of the original structure remained.  This distinguished it from the new track constructed in Auckland Trotting (CA).  However, Judge Barber found the work done was so extensive it could not be regarded as repairs.  The work involved the complete reconstruction of the homestead.  Barber J stated:
	After a careful analysis and consideration of the evidence I find the building work undertaken by the objector on the homestead was so extensive that it cannot be regarded as “repairs or alterations”.  The work involved the complete reconstruction of the homestead and, in my view, the expenditure was of a capital nature and was incurred in the improvement of the premises from a capital point of view.
	98. The work done to the asset must be considered in its entirety to decide whether it is so substantial that the whole or substantially the whole of the asset is reconstructed, replaced or renewed.  This assessment includes work done over multiple income years, as seen in Auckland Gas (CA), Poverty Bay Electric Power Board (CA) and Hawkes Bay Power.  In Auckland Gas (CA), Blanchard J noted:
	The work done in a particular year is properly to be seen in its overall context, which was of an ongoing programme to replace all the low-pressure system as a conveyor of gas.  The question is: what was being achieved?  A taxpayer cannot by artificially treating as separate works portions of an overall programme done in separate income years deny the reality or minimise the extent of what is being effected.
	99. Deciding whether the work done to the asset is so extensive that the whole or substantially the whole of the asset is reconstructed, replaced or renewed is challenging.  However, this judgement is necessary, especially when components of an asset are renewed rather than merely kept in a serviceable condition.  Factors the courts have considered in this context are discussed further from [104].
	Work that goes beyond repairs and changes the asset’s character

	100. In Auckland Gas (PC), Lord Nicholls explained that you cannot always assume the cost of work done to an asset is deductible as “repairs” if it does not result in a reconstruction, renewal or replacement of the whole or substantially the whole of the asset.  The cost of work done may be capital in nature where it changes the character of the asset.  Therefore, it may be necessary to also consider the work done, primarily in terms of its nature, but also in terms of its extent, to determine whether it changes the asset’s character.
	101. In Auckland Gas (PC)Lord Nicholls stated:
	The nature of some objects and their component elements is such that replacement of one or more components will not necessarily be regard as a repair of a larger object.  This is particularly so if the replaced element differs from the damaged original in such a way as to change the character of the whole.  …
	… [S]ometimes repair may not be the appropriate description of work even though it falls far short of being a replacement of substantially the whole of the relevant subject-matter.  The effect of the work on the character of the object is also an important consideration.
	This is explicit, or implicit, in several decided cases.  In W Thomas & Co Pty Ltd v Commissioner of Taxation of the Commonwealth of Australia (1965) 115 CLR 58 at p 72, Windeyer J observed that repair “involves a restoration of a thing to a condition it formerly had without changing its character” (emphasis added).  In Highland Railway Co v Balderston (Surveyor of Taxes) (1889) 2 TC 485 parts of the main railway track were re-laid, not after their existing fashion, but with steel rails and heavier chairs.  The Court of Session held this substitution was a material alteration and great improvement, and contrasted this with taking away any worn rails and renewing them along the line: that “would not alter the character of the line” (see the Lord President, Lord Inglis, at p488).  The Judicial Committee applied this dictum in Rhodesia Railways Ltd v Collector of Income Tax, Bechuanaland Protectorate [1933] AC 368 where the cost of relaying a railway line so as to restore it to its former condition was held to be a legitimate charge against income.  Consistently with this, in Mitchell v BW Noble Ltd [1927] 1 KB 719 at p 729, Rowlatt J observed that replacement of a railing which perpetually falls down or needs painting with a brick wall would be capital expenditure.  In FC of T v Western Suburbs Cinemas Ltd (1952) 86 CLR 102 a dangerous ceiling in a cinema was replaced with a new and better ceiling.  Kitto J regarded the work as different in degree and kind from the type of repairs properly allowed for in the working expenses of a theatre business.  [Emphasis added]
	102. Usually, an asset’s character is changed when the work done improves or enhances the asset in some way or makes it more advantageous.  However, an improvement to an asset is not always determinative of capital expenditure.  This is because almost any repair work to an asset will result in some degree of improvement to that asset.  To be capital in nature the work done must go beyond repairs and change the asset’s character.
	103. Accordingly, if the work done to an asset changes its character, the cost is considered capital expenditure.  If the work does not change the asset’s character and is not a reconstruction, replacement or renewal of the whole or substantially the whole of the asset, the cost is considered revenue in nature and deductible.
	Factors the courts have considered relevant under step 2

	104. The courts have considered some factors that are relevant when considering whether the work has led to the asset’s reconstruction, replacement or renewal, either entirely or substantially or whether the work has changed the asset’s character.  In some cases, these factors are more relevant to the former than the latter or vice versa.
	Scale of the work done

	105. Several repairs and maintenance cases refer not only to the “extent” of the work but also the “scale” of the work (or the nature and scale of the work).
	106. Extent refers to the degree, range or scope of something, often describing how far something reaches.  Scale refers to the relative size or level of something, especially in comparison to something else.  Hence, it is possible for work of a small scale to be carried out to the full extent of an asset, while larger-scale work might be carried out to a key portion or portions of an asset.
	107. In Auckland Gas, the Privy Council noted that new pipes were inserted into 380 km of the network’s cast-iron mains representing 23% of the total mains network.  In addition, new pipes were inserted into 150 km or 32% of the steel services.  The Privy Council considered this was a significant portion of the gas distribution system, stating:
	If a significant portion of this series of linked pipes is effectively abandoned and replaced wholesale with new pipes, the work may readily go beyond what would normally be regarded as repair of the existing system.  This is especially so if the new pipes are made of materials which perform differently from the old ones.  The work may be of such a nature and scale as to change the character of the existing system.  [Emphasis added]
	108. Case L68 concerned work on two fishing boats, one of which was refitted.  Judge Keane considered the scale of the refit meant the expenditure was capital in nature.  He held:
	Whether expenditure is for “repairs or alterations”, or is more substantial and capital in nature, appears to depend on the scale and significance of the work done, when related to the asset to which it occurs.  The larger and more significant the work, relative to the whole, the more probable it is that capital expenditure is involved.  …
	The refitting of the “S” seems much more to me than an accumulation of repairs.  The sheer scale of what was done tells against the possibility that it was routine.  It was an extraordinary event in the life of the vessel.  There was nothing piecemeal about what was done.  The whole capital entity was affected.  Entire aspects of the fabric were replaced.  The vessel was restored in the fullest sense, in some respects with more modern materials, to a new and much extended life.  The expenditure seems to me to have been capital in nature.  [Emphasis added]
	109. In Lawrence, Andrew J noted the scale of the remediation works done to a building was significant and the work affected nearly every part of the property.  While the significance of the work may relate to its scale, the scope of the work affecting nearly every part of the building arguably relates to its extent.  However, Andrew J referred to the “nature and scale” of the remediation work on the building rather than its “nature and extent”.  Accordingly, the courts appear sometimes to use “extent” and “scale” interchangeably.
	110. Despite this, it seems that nature, extent and scale are distinct aspects of the work done that need to be considered when determining whether work has gone beyond repairs.
	Significance of the work to the asset

	111. An aspect of the scale of the work is the significance of the work in relation to the asset.  The more important or essential the part of the asset being worked on or replaced compared with the whole of the asset, the more likely the expenditure is of a capital nature.
	112. For example, in Western Suburbs Cinemas, Kitto J referred to the fact the ceiling was a “major and important part of the structure of the theatre” when reaching his conclusion that the expenditure was capital.
	113. In Case N8, regarding the deductibility of repairs and maintenance expenditure on a cement manufacturing plant, Judge Bathgate found it significant in his analysis of the work done to the plant that the mixer was replaced with a more modern one.  The mixer was the most significant item replaced and central to the operation of the concrete-making process.
	114. In relation to the mixer, Judge Bathgate drew an analogy with a motor car.  He considered replacing a spark plug in the car’s engine as likely to involve revenue expenditure reasoning that the relevant asset is the car, not the individual spark plug.  In that context, a spark plug is not as significant as components like the gearbox or engine, which—particularly in the case of the engine—might be more likely to involve capital expenditure if replaced.  Judge Bathgate considered the mixer to be more analogous to the gearbox or engine in terms of its significance.
	115. And Andrew J in Lawrence stated that:
	[113] The more significant or integral the part of the asset being worked on or replaced relative to the whole asset, the more likely the expenditure is to be capital.
	Use of different materials

	116. One factor that could mean the asset’s character is changed is if the work done uses different materials to the original materials.
	117. In Auckland Gas, the Privy Council relied on its decision in Highland Railway, which was also applied in Rhodesia Railways.  In Highland Railway, the court decided alterations made to the company’s main railway line changed its character, making the expenditure incurred capital in nature.  The court held:
	Then when we come to the question of the alteration of the main line itself, it must be kept in view that this is not a mere relaying of the line after the old fashion; it is not taking away rails that are worn out or partially worn out, and renewing them in whole or in part along with the whole line.  That would not alter the character of the line; it would not affect the nature of the heritable property possessed by the Company.  But what has been done is to substitute one kind of rail for another, steel rails for iron rails.  Now that is a material alteration and a very great improvement on the corpus of the heritable estate belonging to the Company, and so stated is surely a charge against capital.  [Emphasis added]
	118. In Rhodesia Railways, the Privy Council distinguished Highland Railway, concluding that expenditure on repairs did not change the character of the railway line.  Instead, the expenditure was found to be an ordinary incident of railway administration.  Lord Macmillan stated:
	The periodical renewal by sections of the rails and sleepers of a railway line as they wear out by use is in no sense a reconstruction of the whole railway and is an ordinary incident of railway administration.  The fact that the wear although continuous is not and cannot be made good annually does not render the work of renewal when it comes to be effected necessarily a capital charge.  The expenditure here in question was incurred in consequence of the rails having been worn out in earning the income of previous years on which tax had been paid without deduction in respect of such wear, and represented the cost of restoring them to a state in which they could continue to earn income.  It did not result in the creation of any new asset; it was incurred to maintain the appellants' existing line in a state to earn revenue.
	119. In Rhodesia Railways, Lord Macmillan commented on the differences between the two cases:
	The contrast between the cost of relaying the line so as to restore it to its original condition and the cost of relaying the line so as to improve it is well brought out in the passage just quoted [ie, from Highland Railway, including the passage quoted at paragraph [117] of this statement], and while the former is recognised as a legitimate charge against income the extra cost incurred in the latter case in the improvement of the line is equally recognized as a proper charge against capital.  In the present instance the renewals effected constituted no improvement; they merely made good the line so as to restore it to its original state.
	120. As these two cases show, the materials used for repairs can have a bearing on determining the nature of repairs and maintenance expenditure.  In one case, iron rails were replaced with steel rails of a greater weight and cost, and in the other, there was a like-for-like replacement of the rails.
	121. This factor also arose in Western Suburbs Cinemas where work was carried out on a theatre’s ceiling that was in a dangerous condition.  The ceiling material had become dry, buckled and brittle with loose fixings.  Replacement ceiling sheets were no longer available, but two comparable products were.  However, the architect considered them to be unsatisfactory and believed repairing the ceiling was practically impossible.  He recommended replacing it with fibrous plaster attached to new battens and ceiling joists.  The plaster was harder, had a longer life and was better for moulding and decorating.  The company considered both options and chose to replace the entire ceiling as the architect recommended.  Kitto J concluded that the work done “did much more than meet a need for restoration”.  The new ceiling was “new and better”, providing significant advantages over the old one.  He found that “the new ceiling was an improvement to a fixed capital asset”, so was capital expenditure.
	122. In Case F78, Judge Barber decided the replacement of a cracked fibrolite roof of a rental property with a new type of tiled roof did not restore the asset to its original character but altered it.  The roof could have been repaired by replacing the damaged sheets of fibrolite but instead the owners chose to replace the entire roof with a “better” type of tiled roof.  This meant the work was capital in nature.
	123. In Auckland Gas (PC), Lord Nicholls also discussed using different materials in repairs and maintenance work.  He noted that the use of newer and better technology may not in itself change the asset’s character.  He stated:
	It often happens that, with improvements in technology, a replacement part is better than the original and will last longer or function better.  That does not, of itself, change the character of the larger object or, hence, the appropriate description of the work.
	124. However, Lord Nicholls also found that replacing a significant portion of the gas network with new polyethylene pipes, which performed differently from the old pipes, meant the work changed the gas system’s character.
	125. Accordingly, using more modern and different materials does not necessarily mean the asset is improved, especially if the same or equivalent materials are no longer available or cannot be used because of changed legal or regulatory requirements (although see [139] regarding unsought benefits).
	126. However, where the materials used mean the asset is more useful or performs better, this may show the asset’s character has changed.  Choosing to use better materials over the same or equivalent ones that are available can result in a change in the asset’s character, meaning the cost of the work is capital expenditure.
	127. Regardless of whether different or more modern materials are used, where they are used extensively so the whole or substantially the whole of the asset is reconstructed, replaced or renewed, the expenditure is capital in nature.  For instance, while replacing a single rotten wooden window in a building with a double-glazed aluminium one may not change the character of the entire building, more extensive replacement of all windows and doors may not only change its character but could also amount to a substantial replacement.
	Factors that are rarely determinative on their own

	128. Sometimes the courts have been asked to consider other factors, particularly when deciding whether the work done to an asset has changed its character.  These include the effect of the work done on the asset’s value, income-earning capacity, useful life, function or operating capacity.  Other points to consider are the cost of the work and that work done to an asset can sometimes result in unsought benefits.
	129. The cases show that these factors are rarely determinative on their own.  Instead, the courts consider the overall effect of the work done on the asset to determine the character of the expenditure.
	Increase in value

	130. An increase in the asset’s value by itself is not considered an essential element of repairs and maintenance expenditure being capital in nature.  In Poverty Bay Electric Power Board (CA) Blanchard J commented:
	It is worth observing also that it is hard to see the adding of value as an essential element in capital expenditure when restoration or repair work usually adds value to the object which is restored or repaired.
	Income-earning capacity

	131. The income-earning capacity of an asset also does not need to increase before the cost of the work done to the asset can be capital in nature.  In Highland Railway, changes to the railway line were considered a “permanent improvement”. This was so, even though the company “derived no additional revenue from the outlay”.  Similarly, in responding to the argument that the work carried out on a building did not result in any increase in the rental income it generated, Judge Barber concluded in Case X26 that an increase in revenue is not a necessary result of a capital expense that improves a capital asset.  Therefore, comparisons of the income-earning capacity of the asset alone cannot always determine whether the work done involves capital expenditure.
	Useful life, function and operating capacity

	132. It might be suggested that if an asset’s useful life or operating capacity does not increase, the cost of the work done is revenue expenditure on the basis that any increases in life or capacity must be capital in nature.
	133. However, in the Court of Appeal decision in Auckland Gas, Blanchard J stated:
	If a taxpayer faced with costly maintenance bills elects to rebuild the asset in question in a different way which results in a substantial change in its character, the cost cannot be written off for tax purposes as if it were merely an expenditure on maintenance work which was not actually done - even if what was spent may have been less than the cost of the maintenance.  Nor is it in point that the asset may give no greater performance and that its potential life-span may be no greater if in truth a different and substantially improved asset has been created by the expenditure.  [Emphasis added]
	134. As noted at [88], it is the nature and extent of the work actually done that matters.  If the work changes the asset’s character, the cost is considered capital in nature, even if the asset’s lifespan, operating function or capacity is no greater than had it simply been repaired.
	135. Similarly, in the Privy Council decision in Auckland Gas, Lord Nicholls also noted that comparing an asset’s functional position before and after work is done is not, by itself, a reliable guide to whether the cost of the work is capital or revenue in nature.  He explained this was because a maintenance problem can be solved in more than one way:
	The Court of Appeal held, and their Lordships agree, that Williams J [in the High Court] reached a conclusion which did not reflect the reality of the work done.  In particular, his comparison of the functional position before and after was made at a level of abstraction which paid insufficient regard to the nature and extent of the operation carried out by Auckland Gas.  A maintenance problem such as existed here may be capable of being solved in more than one way.  It may be solved by work which would be regarded as a repair of the existing structure.  Or it may be solved by scrapping all or much of the existing structure and providing a new one.  In overall functional terms the result may be much the same in the two cases, but that is not by itself a reliable guide.  If the latter alternative is chosen, the expenditure may well be of a capital nature.  [Emphasis added]
	Cost of the work done

	136. In Case N8, Judge Bathgate considered the cost of the work done compared with the asset’s value can indicate the nature of the expenditure.  Consistent with the general capital or revenue principles, he suggested regular, small costs relative to the asset’s value are more likely to be revenue in nature.  In contrast, one-off substantial costs relative to the asset’s value, are more likely to be capital in nature.  He stated:
	The expenditure would generally be deductible also if the expense is for an amount that is regularly incurred by reason of ordinary wear and tear, or the expense is small and subordinate in nature in relation to the whole value of the asset involved.  On the other hand work resulting in a significant increase in value of the asset, a change in its character or kind, of an amount not regularly incurred, or substantial in amount in relation to the value of the asset prior to the work, may be more likely to be capital expenditure of the nature not allowed as a deduction under sec 108(1).  [Emphasis added]
	137. Judge Bathgate’s decision shows how cost could be considered when assessing the nature and extent of the work done, by comparing the cost to the value of the asset.  However, the Commissioner’s view is that the courts do not consistently provide guidance on how to make such comparisons or their importance.  Courts generally focus more widely on the overall scale of the work done to the asset, with cost being only one factor.  For instance, in Hawkes Bay Power, Goddard J noted in her summary of why the cost of the work done was capital in nature: 
	The scale and degree of the work involved in the total project and the money expended on it leads to only one conclusion; that is, that the expenditure in question is capital in nature.  [Emphasis added]
	138. Accordingly, in the Commissioner’s view cost alone is not a reliable indicator of the nature of expenditure.  Sometimes costs can be high due to expensive parts or difficult, time-consuming work.  But this alone does not necessarily change the nature of the work from involving revenue expenditure to capital expenditure.  In some cases, replacing an asset might be cheaper than repairing it, but the fact the method chosen to resolve a repair issue is the cheapest (or, for that matter, the most expensive) “is neutral”.  It does not change the character of the work done from being capital.  However, as a general proposition, the Commissioner considers that the more significant the costs relative to the asset’s value, the more likely the expenditure is capital in nature.
	Unsought benefits

	139. In the Auckland Gas cases, inserting replacement gas pipes inside the old pipes meant the new pipes, although smaller, could carry gas at a higher pressure than the old ones.  This increased the network’s overall capacity.  Although increased capacity was not a primary goal of the work because the system already had sufficient capacity for future growth, it was considered an improvement brought about by the work done that contributed to a change in the network’s character.
	140. This suggests that, if a result of work done to an asset is an unsought benefit, the fact this advantage was not the goal does not prevent a conclusion that the asset’s character has changed.
	Fine judgements are required

	141. Analysing the nature and extent of the work done may call for careful judgement, especially when it comes to determining whether an asset’s character has changed.  This is illustrated by comparing the cases of Western Suburbs Cinemas and Conn.  Both cases involved significant work done to repair buildings, but the court in each case reached a different outcome.
	142. The cost of replacing a theatre’s ceiling with different materials was considered capital in nature in Western Suburbs Cinemas.  In Conn, the court found the costs of extensive repair work to a 400-year-old protected building were deductible.  The work included renewing roof timbers, replacing the slate roof with corrugated asbestos, removing some lower floor walls and adding steel supports and replacing the rotten timber ground floor with concrete.  Buckley J considered the expenditure was deductible as it was incurred to put the building into a state of repair so it could continue to be used.  He concluded:
	[T]he result of this work was not to produce something new but to repair something which had previously existed.  Upon that basis it seems to me that there is no ground for regarding this expenditure as a capital expenditure.
	143. In Conn, the court found that, while the repairs improved the building, the work done did not go beyond repairs.  The taxpayer aimed to maintain the building’s utility without changing its size or location.  The building was not completely reconstructed, replaced or renewed, nor was substantially the whole of the building reconstructed, replaced or renewed.  In contrast, the ceiling work in Western Suburbs Cinemas went beyond repairs and changed the building’s character.
	144. Looked at together, the two cases illustrate the effect that the nature of the work done has on the assessment of an asset’s character and whether it has changed.  The cases also demonstrate the relevance of the particular materials used to answer this enquiry.  The assessment of the work done is always a question of fact.
	Key points on the nature and extent of the work done to the asset

	145. The key points about the nature and extent of the work done are:
	 When deciding whether the cost of the work done is capital in nature, consider the nature and extent of the work done to the asset.
	 If the work done results in the reconstruction, replacement or renewal of the whole or substantially the whole of the asset, the cost of the work is capital expenditure.
	 If the work done goes beyond repairs and changes the asset’s character, the cost of the work is also capital expenditure.
	 Determining the scale of the work includes consideration of the significance of the work done to the asset.
	 When different materials are used in the work, consider whether they make the asset more useful or improve its performance or function.  If so, this may show the asset’s character has changed and the cost of the work done is capital expenditure.
	 Changes to an asset’s value, earning capacity, useful life, function or operating capacity, whether intended or not, cannot alone decide the nature of the work done to the asset has changed its character.  Instead, courts sometimes use these factors to support an overall assessment of whether the asset’s character has changed.
	Examples 6–17: nature and extent of the work done to the asset

	146. How to determine the nature and extent of the work done to the asset is illustrated in Example | Taurira 6 to Example | Taurira 17.
	 removing and replacing all the exterior wall cladding;
	 removing and relining portions of the interior walls;
	 replacing large sections of the wall framing with treated timber;
	 replacing damaged sections of the mezzanine office floor, including replacing sections of the floor joists with treated timber; and
	 installing new flashings around the windows.
	Specific situations to consider under step 2

	147. The courts have reviewed the deductibility of repairs and maintenance expenditure in various situations, and in doing so have highlighted specific situations that may affect the analysis of the nature and extent of the work carried out.  This statement now considers whether the analysis or conclusions about the nature and extent of the work change if the work is:
	 deferred and then completed all at once or spread out over many years;
	 part of one overall project;
	 for a newly acquired asset;
	 the result of a significant event; or
	 remedying an inherent defect.
	Deferred repairs and protracted repairs

	148. The timing of repairs varies among businesses.  Some carry out regular repairs and maintenance, while others fix things only when necessary.  Some may delay repairs and do them infrequently when convenient, while others may carry out regular maintenance with occasional major overhauls.  Some repairs may be protracted and spread out over many years.
	149. When there are major overhauls or repairs are deferred and done all at once, the scale of work done can become substantial.  The question of whether the work is capital expenditure due to its scale and irregular timing may arise.
	150. Where the work done is the result of accumulated repairs, however, the expenditure may be deductible.  The Privy Council’s decision in Rhodesia Railways supports the view that deferring repairs should not change the character of those repairs from revenue to capital expenditure.  Lord Macmillan stated:
	The periodical renewal by sections of the rails and sleepers of a railway line as they wear out by use is in no sense a reconstruction of the whole railway and is an ordinary incident of railway administration.  The fact that the wear although continuous is not and cannot be made good annually does not render the work of renewal when it comes to be effected necessarily a capital charge.  [Emphasis added]
	151. The same reasoning appears in obiter comments Rowlatt J made in Ounsworth.  In that case, a ship-building company incurred expenditure to regain access to the sea after a shipping channel silted up due to neglect.  Rowlatt J held the costs were capital expenditure because the company had effectively abandoned its old means of access to the sea and constructed a new access.
	152. However, both parties drew Rowlatt J’s attention to the general capital or revenue test that suggests a once and for all payment is capital in contrast to expenditure that is recurrent.  In the context of that test, Rowlatt J agreed that dredging costs that would be revenue expenditure if incurred annually, remain revenue in character if not incurred for a year or two and only incurred when “seriously required to get rid of a mischief which had been growing all the time”.  The real test was whether the expenditure was to meet a continuous demand (in this case, the silting up of the shipping channel).
	153. Some repairs may be such that they are spread out over many years and take a lengthy period to complete.  Again, the courts have held that this timing matter alone does not decide whether the expenditure incurred is revenue or capital in nature.  Lord Nicholls stated in the Privy Council’s decision in Auckland Gas that: 
	The speed or slowness with which the work was carried out cannot affect its nature or, hence, its proper characterisation.
	154. If, however, deferred or protracted repairs become so extensive, that they amount to the reconstruction, replacement or renewal of the whole or substantially the whole of the asset or alter the asset’s character, the cost of that work is capital expenditure.  Also, if these repairs are part of one overall project that is capital in nature, then those repairs will take their character from the project.
	Work that is part of one overall capital project

	155. When repair work is part of one overall project, the courts have indicated that the proper approach is to consider all the work carried out as a whole.  It is not correct to separate out parts of the project for separate consideration.
	Colonial Motor Co Ltd v CIR (CA)

	156. In the Colonial Motor case, the Court of Appeal considered whether work converting a warehouse into an office building, including seismic strengthening, was a single project or whether the seismic strengthening could be considered separately.  The local city council deemed the building an earthquake risk and, without the strengthening work, it would need demolishing regardless of any other work that may have been undertaken to convert its use.
	157. The work done involved constructing new concrete walls, removing a mezzanine floor, adding a penthouse, general refurbishment and seismic strengthening.  The taxpayer categorised the expenditure into three groups: revenue, seismic strengthening and capital.  The Commissioner and taxpayer agreed on the deductibility of the expenditure, except for the seismic strengthening costs.  The taxpayer argued these costs were deductible as repairs and alterations that did not increase the capital value of the building in terms of the proviso to s 108 of the Income Tax Act 1976.
	158. The Court of Appeal considered that, if there was one overall project, it must be assessed as a whole to decide whether it repaired or altered the asset.  This was despite the dispute involving only the seismic strengthening costs, not the other costs already agreed on as either revenue (deductible) or capital (non-deductible).  Looking at the total work carried out and the size of the work involved, Richardson J found that the work did not involve two independent, unrelated projects.  It was a single project that converted the eight-storey warehouse destined for demolition into a nine-storey office block.  Richardson J stated:
	The statutory inquiry is whether what was done comes within the description of “repairs or alterations of any such asset” ...  That statutory inquiry relates to the work that was actually done.  If there was one overall construction project, it is the total work involved in relation to the particular premises which has to constitute “repairs or alterations of any such asset” so as to come within the proviso.  In such a case it begs the question to say that the taxpayer could have confined itself to certain specific parts of the work done in which case that limited work would have constituted alterations.  The allocation of the total expenditure to different categories of work does not change the character of the work that was done.
	On the facts of this case it is essential to consider the total work carried out.  It was not and could not sensibly have been the subject of two independent unrelated contractual projects, one for strengthening the building and the other for new and repair work.  It was a single project which converted the eight storey warehouse-type structure otherwise destined for demolition into a nine storey office block with a 50 year revenue earning life.  …  The magnitude of the work involved is reflected in the total expenditure of $5.7 million of which the great bulk was in new work ($3.47 million) and the major part of the strengthening ($1.28m) was the construction of two new concrete walls.  That was an entirely new structural addition.
	…  While strengthening alone or capital and repairs alone might have added little if anything to the value, it was their combined effect that was so significant.  [Emphasis added]
	159. The Commissioner acknowledges that Colonial Motor addressed whether the work done was “repairs or alterations” under s 108 of the Income Tax Act 1976.  However, in the Commissioner’s view, the principle set forward by Richardson J remains relevant when deciding the capital or revenue nature of expenditure incurred on work carried out as part of a larger project.  Where repair work is part of one overall project to reconstruct, renew or replace the whole or substantially the whole of an asset or to change its character, the nature of the expenditure on the work is derived from the character of the entire project.  The repair work is not looked at in isolation.
	Sherlaw v CIR (HC)

	160. Whether there is a single overall project depends on the facts in each case.  For example, Colonial Motor can be compared with Sherlaw.  In Sherlaw, a boat-shed needed re-piling.  The re-piling work caused the boat-shed’s roof and floor to be substantially damaged.  Consequently, the taxpayer replaced a large part of the roof that was unable to be repaired.  Additionally, due to changes in the roof, the floor was raised slightly.  The taxpayer used second-hand or salvaged materials from the original boat-shed for the repairs.
	161. The Commissioner argued, based on Auckland Trotting (CA) and Colonial Motor, that the work on the boat-shed in Sherlaw was a reconstruction of substantially the whole of the boat-shed, making the costs capital in nature.  Doogue J disagreed.  He distinguished Colonial Motor because the building in that case was completely transformed and strengthened with a new layout and refurbishment.  In contrast, the boat-shed retained its original size and layout with substantial parts remaining unchanged.  There was no overall project to change the character of the boat-shed or to reconstruct, renew or replace it, substantially or in whole.  Although the work was extensive, Doogue J attributed this to deferred maintenance rather than a decision by the taxpayer to reconstruct most of the premises.  Doogue J stated:
	In this case the taxpayer sought to repair the piles to the building.  That was his objective.  That was what he tried to do.  The consequences of those necessary repairs resulted in other work being required to be done.  Unlike the cases to which the Commissioner referred me, this is not one overall construction project in the manner submitted for the Commissioner.  In this case once the essential work was commenced other work became necessary.  Upon the evidence it may indeed be doubtful whether the taxpayer would necessarily have incurred all the work and expense that he ultimately was involved in if he had known of the extent of it at the beginning.  It is true that he undertook it all once he was committed, because that was the practical way for him to deal with the problems which faced him after he had been committed.  This is not a case, however, of the kind referred to me where there was one overall construction project resulting in the complete reconstruction of the boat-shed or of a project for the deliberate improvement of the boatshed.  Here the taxpayer chose to repair the boat-shed and, as a result of that decision, he was faced with consequential repair work and upgrading becoming necessary.  [Emphasis added]
	162. In the Commissioner’s view, Sherlaw highlights a situation where initial repair work leads to additional work.  While, in total, the repairs might be extensive, they were not undertaken as one overall plan to reconstruct, replace or renew the whole or substantially the whole of an asset or to change its character.
	163. Doogue J also noted that the Commissioner did not classify any additional work beyond the original re-piling and floor work as capital work unless all the work was treated as capital.  He further stated that, if the Commissioner had argued that some part of the works was capital in nature, there may have been some point to the argument.  This suggests, as the work was not part of one overall project, different aspects of it could have been classified as either capital or revenue in nature, depending on their effect on the boat-shed.
	Hawkes Bay Power Distribution Ltd v CIR (HC)

	164. Goddard J considered Colonial Motor and Sherlaw in Hawkes Bay Power.  In Hawkes Bay Power, the taxpayer argued that it did not have a single overall goal of replacing the overhead power system in its urban residential areas with an underground system.  Instead, each replacement was done on a job-by-job basis according to the particular reason for the job.  Goddard J disagreed, based on the documentary evidence and the taxpayer’s acknowledged long-standing policy to convert those areas to an underground system.  She found the work done to replace overhead wires with underground cables was part of an overall aim of replacing the entire overhead system in urban residential areas.  Given the scale and degree of the work and its cost, she concluded the expenditure was capital in nature.
	165. Relying on Sherlaw, the taxpayer in Hawkes Bay Power had classified the costs into capital and non-capital items.  For example, the cost of replacing worn-out overhead wires with underground cables was treated as revenue, while the costs of replacing distribution transformers was capitalised.  On this point, Goddard J held:
	In the context of the total project and the extent to which it has been achieved to date, it is artificial to dissect the work into capital and revenue categories, or to further dissect the “purported” revenue category into capital and non-capital items.
	As Kitto J said in FC of T v Western Suburbs Cinemas Ltd (1952) 86 CLR 102 at p 108:
	“... the capital or income character of expenditure actually incurred depends upon the nature of the purpose for which it was incurred.  If a total expenditure is of a capital nature, so is every part of it; you cannot take a portion of the work done such as the erection of a scaffolding and, closing your eyes to the purpose for which it was in fact erected, attribute to the cost of that portion an income nature for no better reason than that the same scaffolding, would have been erected in order to serve a purpose which, if it had existed, would have made the total expenditure an income charge.”  [Emphasis added]
	166. Hawkes Bay Power clarifies that when work is part of a single overall capital project, it is artificial to dissect the work into capital or revenue categories.  This is because all parts of the work done aim to achieve the same goal from a practical business point of view.
	Case 2/2020 (TRA)

	167. In Case 2/2020, the taxpayer owned several properties, including a bar and an adjoining property used as the bar’s parking lot.  In 2020, after the tenant vacated, the taxpayer spent over $680,000 on repairs and improvements to relet the bar.  They claimed $408,000 as deductible repairs, but the Commissioner disallowed $332,000, deeming it capital expenditure.
	168. The bar premises were in urgent need of repairs to be relet and reopened.  The work including interior repainting and repairs to walls, floors and ceilings in the main room, bar, kitchen, office and storage.  The exterior was repainted and repairs were made to the front sliding doors and rear roller doors.  The bathroom floor and wall linings were replaced and repairs were made to damaged light fixtures in the main room, office and behind the bar.  Repairs were made to the kitchen wall linings, shelving and floors and to the gaming room carpets.  Further repairs were made to door and window hardware.
	169. The taxpayer also constructed a new toilet block and function rooms, added a veranda and fitted out a container.  This work extended onto the adjacent property that had been used for parking.
	170. The taxpayer argued the work on the bar and the adjoining property were separate projects.  However, Sinclair J confirmed the Commissioner’s view that it was one overall capital project.  She considered the following:
	 The physical object of the work was the existing building on the bar property that included the external areas and amenities that extended onto the adjoining property.
	 It was clear from the evidence, including the engineer’s report and various plans and drawings attached to the approved building consents, that the work undertaken on the building and extension was substantial.  This was also reflected in the total expenditure incurred.
	 The work was undertaken as one overall project:
	o The taxpayer did not complete a repair of the bar property and then later decide to extend the property onto the adjoining property.  Rather, work under the building consents was carried out on both properties and it was clear on a review of the council’s inspection records that this work was going on at the same time.
	o The expenditure on the work on each property was not accounted for separately.  Rather, the expenditure was recorded under the bar property in the taxpayer’s accounts.
	o There was no ”disjoint”’ between the work done on the bar property due to its past use for rental purposes and that done on the adjoining property to increase the taxpayer’s rental revenue.  The work done on the bar property and on the adjoining property could not have been the subject of two independent, unrelated projects.  Rather it was a single project that extensively refurbished and modernised the building and enclosed many of the outdoor spaces.
	o The character of the entire project of work was capital in nature.  Therefore, the character of the disputed expenditure was also capital in nature and non-deductible for income tax purposes by the taxpayer.
	171. Overall, the works extended and modernised the bar building.  While the core building remained, the extension built on the adjoining property increased the size of the building to include the covered veranda and other spaces detailed in the building consents.  The works resulted in an increase in the building’s floor area, the creation of new function rooms and an increase in the maximum occupancy thereby generating the opportunity to increase the rental income the taxpayer could earn from the bar building.
	172. The work the taxpayer did went beyond repairs and replacement.  The nature and extent of the work done to the building clearly demonstrated that the works undertaken renewed and/or substantially reconstructed and improved the original premises, thereby changing the building’s character.
	173. It followed that the cost of the total work could not be apportioned into deductible revenue costs and capital costs that could be treated separately.
	Case 3/2025 (TCRA)

	174. In Case 3/2025, the costs of certain works concerning earthquake strengthening and the glass façade of a commercial building could not be treated separately from other works carried out on the building.  This was despite the work being the subject of separate contracts.  The Taxation and Charities Review Authority did not consider the contractual arrangements as important in characterising the work as repairs or capital work. 
	175. The authority concluded that the costs of the disputed works were capital nature because: 
	 they were an integral part of a major capital project; and
	 if considered by themselves, they went beyond the scope of repair, altering the character of the building.
	176. The authority also considered the fact some improvements had been brought about by the strengthening and reglazing because of the use of better materials (whether due to regulatory standards or not) was not a factor affecting its analysis.  The authority considered that the reasons for work being carried out and the better function arising did not appear to be particularly significant as it is the reality and extent of improvement and the amount of the work required that is the issue.
	Separate treatment of costs possible in some situations

	177. When there is a single overall capital project it is important to define its scope.  Some work done at the same time may be outside the project’s scope.  If it can be shown that certain work done is not part of the project, it may be treated separately.  The nature of this work must be decided on its own facts.  If it does not reconstruct, renew or replace the whole or substantially the whole of an asset or change the asset’s character, the expenditure on that work is likely to be revenue in nature and deductible.
	178. Accordingly, repair work done at the same time as a capital project is not automatically part of the project just because of the timing of the work.  Separate treatment may be possible provided the work is truly repairs and can be distinguished from the project work.  This may be the case if the repair work was separately organised, contracted and paid for.
	179. In Poverty Bay Electric Power Board (CA), Blanchard J recognised that separate treatment of costs is possible and appropriate in some, but not all, situations.  Blanchard J stated:
	In particular situations an apportionment of an amount of expenditure is possible and appropriate — where a part of the money spent has been applied to work which is truly a repair and at the same time some upgrading of a capital nature has been done.  It is often possible to distinguish which is which.  But this is not such a case.  Completely new sections of line were installed.  There was no repairing of the old overground system or re-use of existing materials.  The old lines were simply removed and, presumably, scrapped.
	180. As Blanchard J’s comments suggest, separate treatment may include the situation where apportionment of amounts of expenditure is required.  This may be necessary where the same contractor undertakes both the maintenance and the capital project (see Example | Tauira 22 at [204]).
	181. To determine whether apportionment is appropriate, it is necessary to consider the work done from a practical business point of view.  For example, in the Commissioner’s view, apportionment of expenditure between capital and revenue is appropriate where the work done is a repair, but at the same time some upgrading of a capital nature can be identified (Sherlaw).  In contrast, where repairs and maintenance work forms part of one overall project, where the objective of that project is to reconstruct, replace or renew the whole or substantially the whole of the asset or to change the asset’s character, then apportionment is not appropriate and all expenditure incurred as part of that project takes its nature from the overall project (Colonial Motor, Hawkes Bay Power and Case X26).
	Work that is essential to make a recently acquired capital asset suitable for its intended long-term use

	182. Sometimes, the cost of repairs may be considered part of the capital cost of acquiring an asset (“initial repairs”).  Initial repairs are repairs a taxpayer carries out on a capital asset they have recently acquired where the expenditure is non-deductible capital expenditure.
	183. Broadly, initial repairs involve work on the capital asset essential to make it suitable for the acquiring taxpayer’s intended long-term use.  The expenditure is non-deductible even though, given the nature and extent of the repair work, the expenditure would have been of a revenue nature and a deductible expense if the previous owner of the asset had incurred it (assuming the general permission was met).
	184. For more information on initial repairs, including examples, refer to QB 25/17: Income tax: Can I claim a deduction for expenses I incur on repairing a recently acquired capital asset?
	Significant events

	185. As mentioned at [47], the need or occasion for the expenditure is one of the factors arising under the general capital or revenue tests and, in a repairs and maintenance context, this requires focusing on why the work was done in a particular manner.  In that context, the courts tend to focus more on the effect of the work, rather than its timing or cause.
	186. The Commissioner considers that the nature of repairs and maintenance expenditure remains the same, regardless of whether the damage to be repaired was caused by regular wear and tear or a significant event such as an earthquake, fire or a storm.  Therefore, the same considerations set out in this statement apply to decide whether the expenditure is capital or revenue expenditure.
	187. In Case F67, a commercial building with two shops, was extensively damaged by fire.  The taxpayers claimed a deduction for the portion of the costs of making the building good after the fire that the insurance payment did not cover as repairs.  The Commissioner disallowed the deduction on the basis it was capital expenditure.  Judge Barber identified the building, not the individual shops, as the relevant asset and concluded that the work undertaken was so extensive it amounted to the replacement, reconstruction or renewal of a substantial part of a capital asset that went beyond the normal concept of repair.  He concluded that as the taxpayers’ expenditure was not to repair the building but to rebuild it, it was capital and not deductible.  The fact the cause of the work was a significant event did not alter the two-step approach to applying the capital limitation.
	188. In the Commissioner’s view, if work done due to a significant event leads to the reconstruction, replacement or renewal of the whole or substantially the whole of the asset or the asset’s character changes, the expenditure is capital in nature.  However, if the significant event leads to further necessary repair work, the additional costs, even if substantial, may be deductible (see Sherlaw).  This is always a question of fact and degree.
	189. As mentioned from [148], deferring repairs does not of itself change the character of the expenditure on deductible repairs, even if the work is more extensive due to the delay.  This applies even if the deferred repairs are prompted by a significant event.
	190. The Tax Court of Canada case of Martinello illustrates this.  In Martinello, the taxpayer’s residential rental property was significantly damaged by a storm, making it uninhabitable.  Other than painting and cleaning the property had received no maintenance for eight years before the storm and dampness over the years had weakened the floor structure, leading to much of the damage caused by the storm.  The property had other tenant wear and tear and damage that was repaired at the same time as the storm damage was repaired.
	191. The house was restored to its original rentable condition.  The court found that all the repairs were the result of tenant or storm damage and did not improve the house beyond its original condition.  The court described it as a “somewhat run-down looking old house” before the work and “a patched up and somewhat run-down looking old house” after the work that could not be rented out at any more than previously.  
	192. Although undertaken all at once, the costs were not capital in nature.  The Commissioner considers the court reached this conclusion because, while the work the taxpayer undertook was extensive, the storm damage was largely due to deferred repairs.  Implicit in this is that the court in Martinello considered the work done by the taxpayer did not reconstruct, replace or renew the house, or substantially the whole of the house or change its character.
	Inherent defects and leaky buildings

	193. Inherent defects are faults in an asset’s design, construction or manufacture that can subsequently cause a need for work to be carried out on the asset.  This may be because the defect requires routine maintenance and repair work to be brought forward or because it results in additional required work or both.  In New Zealand, an example of inherent defects in a repairs and maintenance context involves properties that have been referred to as “leaky buildings” or “leaky homes”(see Leaky homes).
	194. As noted at [100]–[102], the courts have considered a “repair” involves the restoration of a thing to a condition it formerly had without changing its character.  In the case of leaky buildings, this raises the question of what is the asset’s relevant former condition.  In the Commissioner’s view, this is likely to be the “as constructed” condition of the building, including the inherent defects in that construction.  Therefore, work to remediate damage caused by the inherent defects that goes beyond restoring this original condition may not involve repairs if the building is improved or enhanced by removing the inherent defects.  In that case, the nature of the work undertaken is more likely to be considered an improvement, the costs of which involve capital expenditure.
	195. With leaky buildings an improvement is highly likely to occur.  The removal of the inherent defect is likely to be a legal requirement imposed on work done to remediate damage in a leaky building, so it meets current building standards.  It is also likely the work required involves replacing original materials used in constructing significant and integral parts of the building with superior materials.
	196. While the presence and removal of an inherent defect is a relevant factor, it is not solely determinative.  Caution is needed when focusing on the original cause of the work because it can “significantly distort the analysis of whether work is repair, or more major focusing”.  As explained at [83], the second step in deciding whether the capital limitation applies, involves considering the nature and extent of the work carried out on the physical asset.  And, as mentioned at [185], the courts tend to focus more on the effect of the work, rather than its timing or cause.
	197. However, resolving weathertightness issues in buildings often requires extensive remediation work.  As mentioned, it is also likely to involve work on significant and integral parts of the building, meaning the extent of the work means the expenditure is more likely to be capital in nature.  Even, if the extent of the work does not result in the reconstruction, replacement or renewal of the whole or substantially the whole of the asset, as mentioned at [194] the nature of the work is likely to change its character.  Especially, given the effect of making a building weathertight is usually a significant change in its original condition and its functionality.
	198. In this regard, whether work is required because of regulatory requirements does not determine whether it is on revenue or capital account.  And, nor does the fact the materials required to be used produce an unsought benefit (see [139]).
	199. The income tax treatment of expenditure incurred to remediate weathertightness issues with these types of properties has been considered by the High Court in Lawrence and by the Taxation and Charities Review Authority in Case 4/2025.  In both cases, the expenditure was found to be capital in nature.
	200. In Lawrence, while faults in the roof design contributed to the damage, the court determined the treatment of the expenditure based on the nature and scale of the work carried out.  Andrew J stated:
	113. …  In this case, the scale of the remediation works was significant.  The work done affected nearly every part of the property.  This included the roof, gutters, cladding, windows, timber framing, decks, retaining and surrounding drainage.  As noted, the work also addressed design issues and replaced damaged materials.
	201. In Case 4/2025, the authority considered work to remediate a leaky apartment was substantial including in terms of its cost, its effect in improving a critical component of the building (exterior cladding) and the restoration of structural framing.  This is despite the authority acknowledging the smaller scale of the work involved compared with that involved in Lawrence.
	202. In summary, the Commissioner’s view is that it is not the cause of the work (ie, an inherent defect) or the fact of its removal that, of itself, means the asset’s character is changed.  Although this factor is relevant, it is not determinative of whether the work is capital in nature.  In the case of leaky buildings, however, the nature and extent of the work that is likely to be needed to remediate weathertightness issues caused by inherent defects are likely to mean those defects must be removed.  And, in so doing, significant and integral parts of the building may be affected in a manner that inevitably requires substantial work.  This work is likely to go beyond a repair and change the character of the building (compared with its original defective character).  This means it is more likely than not that expenditure on remediating a leaky building will involve capital expenditure, unless the nature and extent of the work is relatively minor (see Example | Tauira 25 and Example | Tauira 26 at [204]).
	Key points about the specific situations

	203. The key points about the specific situations to consider under step 2 are:
	 The timing of repairs and maintenance work is not a critical factor when deciding whether the costs are deductible.  Such work can be deferred or protracted and completed as and when needed without the costs necessarily becoming capital in nature.  The deductibility of such costs is decided more by the nature of the work carried out and its effect on the asset, rather than on when the work is done.
	 Repairs and maintenance work that is part of a single overall capital project to reconstruct, replace or renew the whole or substantially the whole of an asset or to change that asset’s character takes its nature from that project.
	 Where there is a single overall capital project, costs of repairs and maintenance work that are not part of the project can be treated separately.
	 Where repairs and maintenance expenditure is incurred on an ad hoc basis and not as part of one overall plan, the expenditure should take its character from the effect the work done has on the asset.
	 Repair cost on a newly acquired asset to make it suitable for the taxpayer’s intended long-term use is a capital cost and forms part of the asset’s acquisition cost.  If the asset is used to earn income before the intended repairs are completed, any additional repairs caused by this use may be deductible.
	 Some causes of repair work may not be particularly influential in determining the nature of the relevant expenditure.  These include where an asset is damaged by a significant event (eg, a fire, earthquake or storm).  Whether repairs and maintenance expenditure is deductible depends on the nature and extent of the work undertaken, not on the event that caused the damage.
	 Where an asset is damaged due to an inherent defect, the cause of the work and the removal of the defect are relevant, but not solely determinative.  In the case of leaky buildings, the nature and extent of the work typically required to address weathertightness issues often necessitates the defect’s removal.  This process frequently affects significant and integral parts of the building, resulting in substantial work.  Such work is likely to go beyond a repair and change the character of the building from its original, defective condition.  Accordingly, unless the work is minor, the expenditure is more likely to be characterised as capital in nature and not deductible.
	Examples 18–26: specific situations

	204. Specific situations are illustrated in Example | Tauira 18 to Example | Tauria 26.
	 extensive cleaning and repainting;
	 fixing windows so they open and shut smoothly and replacing cracked panes;
	 sanding and re-varnishing the floors;
	 replacing the kitchen bench top;
	 fitting a new hand basin to replace a cracked one; and
	 having a plumber check and repair all the taps.
	 making structural changes to extend the floor plan;
	 enhancing shared areas; and
	 completing the required earthquake-strengthening.
	 the interior walls are re-plastered and repainted;
	 the stairwells are repaired;
	 the roof is repaired;
	 cracked and broken windows are replaced, and
	 the exterior walls are repainted.
	 replace the severely damaged foundations;
	 reconstruct the floors;
	 rebuild three collapsed external walls;
	 replace the severely damaged roof; and
	 demolish the partially collapsed chimney, which was a hazard.
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	About this document | Mō tēnei tuhinga
	The Tax Counsel Office issues interpretation statements.  They set out the Commissioner’s views and guidance on how New Zealand’s tax laws apply.  They may address specific situations we have been asked to provide guidance on, or they may be about how legislative provisions apply more generally.  While they set out the Commissioner’s considered views, interpretation statements are not binding on the Commissioner.  However, taxpayers can generally rely on them in determining their tax affairs.  See further Status of Commissioner’s advice (Commissioner’s statement, Inland Revenue, December 2012).  It is important to note that a general similarity between a taxpayer’s circumstances and an example in an interpretation statement will not necessarily lead to the same tax result.  Each case must be considered on its own facts.
	Appendix: Additional case law – step 1: identify the asset being worked on
	Lindsay v FCT (HCA, FCHCA)
	205. As mentioned at [67], in Lindsay (HCA), Kitto J considered the enquiry into whether something was “a physical thing which satisfies a particular notion” included considering whether it was:
	 an “entirety by itself” and not a “subsidiary part of something else”; and
	 separately identifiable as a principal item of capital equipment.
	206. The first factor suggests the slipway was whole or complete in itself, rather than being a part of a larger aggregation of things forming an asset.  The second factor, though less clear, suggests the slipway was important enough to be considered an asset in its own right.  It could be distinguished from other items possibly because it was a functioning unit in its own right or had unique physical characteristics, such as not being physically attached to other items or having physical characteristics that differ from those of other items.  Lindsay was appealed to the Full High Court which agreed with Kitto J’s decision.
	Auckland Gas Co Ltd v CIR (PC)
	207. In Auckland Gas (PC) the taxpayer faced significant issues with its low-pressure gas-distribution system due to leaking, corroded and fractured pipes.  By the 1980s, the system was in poor condition and costly to maintain.  To fix this, the taxpayer inserted polyethylene piping into the old pipes, allowing for higher pressures and reduced leaks.  The old pipes acted only as a support for the new pipes.
	208. The Privy Council identified the object to which the test of repair or replacement was to be applied was the gas distribution system being “an assemblage of linked pipes whose function was to carry gas from one place to another”.  This suggests having a degree of physical connection between component parts is relevant to identifying the relevant single asset.  It is also essential to consider the asset’s function and the components necessary to carry out that function.
	Poverty Bay Electric Power Board v CIR (CA)
	209. In the case of Poverty Bay Electric Power Board, the Court of Appeal reviewed the costs of replacing overhead electricity lines with underground cables.  The court agreed with the High Court that the relevant asset was the Gisborne urban power reticulation system, not the wider Poverty Bay system.  However, the Court of Appeal disagreed with the High Court’s view that each separate section of the line could also be viewed as a separate asset.  This was because each section was part of an integrated system and incapable of separate operation.  This suggests that for the entirety test, it is important to consider whether something can function on its own.  That is, it includes all the parts that are necessary for it to function.  It is also relevant whether something is a component part of an “integrated system” rather than a separate asset.
	210. The Court of Appeal concluded that the relevant asset was the Gisborne urban system, because it was clearly distinguishable in engineering terms from the rest of the Poverty Bay system, in that “[i]t could be switched (or isolated by electrical means) from the rest of the Poverty Bay network”.
	Hawkes Bay Power Distribution Ltd v CIR (HC)
	211. In Hawkes Bay Power, the High Court reviewed the costs of replacing overhead electricity lines with underground cables.   Using the analysis from Lindsay (HCA), Goddard J decided the urban residential distribution system was the relevant asset because it was:
	 a physical thing that satisfied a particular notion;
	 an entirety by itself and not a subsidiary part of anything else; and
	 a separately identified principal item of capital equipment.
	212. The urban residential distribution system was the network of transformers and distributors that supplied electricity to domestic consumers in a specific area.  This suggests the focus is on a physical thing (ie, the electricity network) that carries out a particular function (ie, the supply of electricity).  The urban residential distribution system was found to be the relevant asset and not part of a larger distribution system because it was physically capable of being separately and independently installed underground without recourse to or an effect on the other areas the distribution system satisfies.
	213. This was so, despite the urban residential distribution system: 
	 could not operate as an independent entity (if disconnected from the national grid); and
	  was not an entire profit-earning structure.
	214.  It is clear from this that in defining an asset it is not necessary that everything needed to earn a profit from the asset is included.
	215. Goddard J noted that the urban residential distribution system was identified separately by customer type and area, with its separateness further highlighted by the fact most of it was underground.  The customer area and type distinguished “urban residential” from “urban industrial” and “rural” customers.  Goddard J seemed to focus on physical factors, such as location, when deciding whether two items were separately identifiable.
	216. Goddard J considered the distribution system was a principal item of capital equipment in itself due to the significant cost involved in putting the network underground, the comparative cost with overhead lines, and the extent of the system that had been put underground.  This led “to the irrefutable conclusion” that the system was “a principal item of capital equipment”.
	217. Goddard J also found that the distribution transformers replaced during the undergrounding work were a part of the distribution system.  This was because they were an integral part of the distribution system necessary for it to perform its function of supplying electricity.  This suggests items that are integral to an asset’s ability to fulfil its physical function tend to be a subsidiary part of the asset.
	Case F67 (TRA)
	218. In Case F67, Judge Barber considered a rental property divided into two shops was a single item of property despite this division because the property functioned as one set of premises in terms of title, ownership, insurance and administration of the tenancies.   The fact the building was internally partitioned did not change Judge Barber’s finding that the building as a whole was the relevant asset.
	Case N8 (TRA)
	219. In Case N8, the taxpayer was a substantial manufacturer and supplier of ready-mixed concrete.  The case concerned substantial works undertaken to a ready-mixed concrete “batching plant”.  The taxpayer argued the entire batching plant, including the ground storage bins, conveyor, tower, water and electrical equipment, dispatch office, control room and dispatch facilities, should be considered one entity.  The taxpayer claimed the relevant expenditure was for repairs or maintenance of this whole plant.  The batching plant was located on a large property with several buildings and facilities including an office, laboratory, control and supervisor’s office, yards, truck parking and washing area, and storage yards.
	220. The Commissioner disagreed, stating each part of the batching plant should be separately considered to see whether there had been a repair, renewal or replacement.
	221. After thoroughly reviewing the nature of the taxpayer’s business and the assorted items of expenditure, Judge Bathgate considered which asset or entity should be used to evaluate the nature of the expenditure, noting:
	I find there were two entities involved in the work.  The first and obvious is that which stores, conveys, mixes and produces the materials making up and contained in the final ready mixed concrete as supplied by the objector.  That entity is physically attached or joined, or so far as the materials are concerned, it is continuously involved in the one process of manufacturing ready mixed concrete.  To identify any one part and single it out for separate treatment as an individual item would be unrealistic in this context.  It is a composite whole.  If a motor car has a new spark plug installed in the place of an existing spark plug, so far as the motorist is concerned that is work undertaken in the course of repair or maintenance of the motor car, and is not a renewal of the spark plug as a capital item.  It is a question of fact, degree and impression as to what is included or excluded in an entity for present purposes.  The entity in the example given is the motor car.  If the gearbox was replaced, that may be a repair, but if the engine were replaced, that would seem more like a capital item.
	I consider the supervisor’s office, the dispatch office and the control room, which were all housed in a separate and detached building from the ground bins, elevators and tower, to be a separate and distinct entity from the ground bins, elevators and tower plus its contents.  The only connection between the two were the electrical wiring connections and the less tangible connections of electrical controls, administration and supervision from one to the other.  [Emphasis added]
	222. Judge Bathgate identified two separate entities as being the relevant assets.  The first entity included the components attached to each other that stored, conveyed, mixed and produced the materials for the ready-mixed concrete.  The second entity consisted of the separately housed control room and the dispatch and supervisor’s offices.  Despite being connected, Judge Bathgate emphasised that these two entities were physically and functionally distinct from each other:
	Different functions, although associated functions, were carried out in the two entities.  The first was the entity handling the raw materials that were manufactured into ready mixed concrete.  The second was more in the nature of an administrative office which controlled and supervised the functions of the first entity.
	O’Grady (HM Inspector of Taxes) v Bullcroft Main Collieries Ltd (KB)
	223. In O’Grady, the taxpayer built a replacement chimney stack to carry away smoke and fumes from furnaces used to create steam power for the taxpayer’s factory, just as the old unsafe chimney had done.   Rowlatt J found the chimney stack, not the factory, to be the relevant asset.  Therefore, the expenditure on the replacement chimney was considered capital in nature.  Rowlatt J (referring to Lurcott) said:
	As regards the chimney, I think it is really very clear.  Of course every repair is a replacement.  You repair a roof by putting on new slates instead of old ones, which you throw away.  There is no doubt about that.  But the critical matter is … what is the entirety?  The slate is not the entirety in the roof.  You are repairing the roof by putting in new slates.  What is the entirety?  If you replace in entirety, it is having a new one and it is not repairing an old one.  I think it is very largely a question of degree.  …  This was a factory chimney to which the gases and fumes, and so on, were led by flues and then went up the chimney.  It was unsafe and would not do any more.  What they did was simply this:  They built a new chimney at a little distance away in another place; they put flues to that chimney and then, when it was finished, they switched the gases from the old flues into the new flues and so up the new chimney.  I do not think it is possible to regard that as repairing a subsidiary part of the factory.  I think it is simply having a new one.  And they had them both.  Perhaps they pulled down the old one; perhaps they kept it, because they thought it was an artistic thing to look at.  There is no accounting for tastes in manufacturing circles.  Anyhow, they simply built a new chimney and started to use that one instead of the old one.  I think the chimney is the entirety here and they simply renewed it.  [Emphasis added]
	224. Rowlatt J determined the chimney was not a subsidiary part of the factory.  He noted the chimney was built a little distance away at another location, which might suggest that its physical separation from the rest of the factory influenced his decision.
	Samuel Jones & Co (Devondale) Ltd v IRC (IH (1 Div))
	225. The later decision of Samuel Jones also concerned the replacement of a chimney stack.  The taxpayer used a steam plant (with a chimney) to power their paper-processing factory.  The chimney was in a dangerous condition and was replaced by a new one.  The new chimney was built near the old one, which was demolished once the new chimney was operational.  Both chimneys were part of the main factory block’s structure.
	226. The Court of Session held that the new chimney was an inseparable and necessary part of a larger entity, the factory.  Therefore, the factory rather than the chimney stack was the relevant asset for determining the character of relevant expenditure.  The court considered the expenditure on the new chimney to be of a revenue nature.  The court noted it was influenced in its decision by the fact the expense incurred in taking down the old chimney and building the substitute was only 2% of the value of the factory.  Lord President Cooper stated:
	[T]he facts seem to me to demonstrate beyond a doubt that the chimney with which we are concerned is physically, commercially and functionally an inseparable part of an “entirety”, which is the factory.  It is quite impossible to describe this chimney as being in the words of Rowlatt, J, the “entirety” with which we are concerned.  It is doubtless an indispensable part of the factory, doubtless an integral part; but none the less a subsidiary part, and one of many subsidiary parts, of a single industrial profit-earning undertaking.  [Emphasis added]
	227. The Commissioner considers the Lord President’s reference to the chimney being “commercially … inseparable” does not suggest he considered an item must be an entire profit-making structure to be the relevant asset.  Instead, it refers to what a businessperson would see as necessary for the factory to be complete.  Even if his Lordship were suggesting this, the New Zealand courts (eg, Auckland Trotting and Hawkes Bay Power) have rejected using a profit-earning structure test to identify the asset in a repairs and maintenance context.
	228. The court’s decision in Samuel Jones differs from that in O’Grady, where the chimney was the relevant asset.  In Samuel Jones, the Commissioners of Inland Revenue argued that they could not distinguish the facts between the two cases.  Lord President Cooper, however, referred to Rowlatt J’s comment in O’Grady that the identifying the relevant entirety was “very largely a question of degree” (see [223] ).  On the facts before him, his Lordship found the chimney was part of the factory.  This shows that identifying the relevant asset always depends on the specific facts of each case.
	229. Although not clearly stated by his Lordship, the key difference between the cases seems to be that in Samuel Jones the chimney was physically connected to the main factory building, while in O’Grady the chimney was built a little distance away at another location and was not physically connected to any other structure.
	Margrett (HM Inspector of Taxes) v Lowestoft Water & Gas Co (KB)
	230. In Margrett, the asset’s physical characteristics also appear to have been a deciding factor.  The taxpayer company supplied water and gas to the surrounding district.  It owned an old reservoir that was too deteriorated to be worth repairing.  The taxpayer built a new, much larger and improved reservoir at a different location together with a new water tower.  The water tower increased the pressure of the water supply, replacing a gas engine and pumps previously used for this purpose.  The reservoir and water tower formed a part of the taxpayer’s physical infrastructure for distributing water.
	231. The court had to decide whether the expenditure on building the new reservoir was capital expenditure or money “expended for repairs of premises occupied”.  The court looked to the physical nature and physical distinctiveness of the new reservoir to decide whether it was a separate asset or part of a larger asset.  Finlay J stated:
	Now here the subject matter under discussion seems to me to be the reservoir, and I cannot think that it is material, though it is undoubtedly the fact, that the reservoir is part only of the Respondents’ whole physical undertaking.  It is a part perfectly clearly divisible from the rest, and it is the part with which we are dealing here.  If authority were needed for that I should find it in the decision of Mr. Justice Rowlatt, to which I referred a moment ago, of O’Grady v. Bullcroft Main Collieries, Ltd, because the reservoir here is more clearly a separate and distinct thing than was the chimney in O’Grady v. Bullcroft Main Collieries, Ltd.  [Emphasis added]
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