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Introduction

The 2008 Budget Report announced the withdrawal of the Staff Hire Concession (SHC) with effect from April 2009
.  This relatively unknown piece of VAT legislation has been benefiting a large section of the UK economy since its introduction in the late 1990s.  Its withdrawal will undoubtedly have a significant impact on many organisations in the voluntary sector, increasing the cost of employing temporary workers and possibly endangering service provision.
Background

In 1997 the Staff Hire Concession (SHC) was introduced as a temporary measure to level the playing field in the employment business sector by giving employment businesses a similar VAT treatment to that enjoyed by employment agents.  Essentially, the SHC allows employment bureaux to charge VAT only on their commission, rather than on the full value of the supply (the commission plus the wage element and associated costs).  This significantly reduces the amount of VAT input tax incurred by customers when employing temporary staff, making it an important budgetary consideration for many organisations which have difficulty recovering VAT.   Indeed, the voluntary sector, along with the financial services sector, private healthcare providers and some educational establishments, have benefited immensely from the introduction of the Concession as they have been charged much less VAT than they would have been liable for under the normal rules.

Originally designed as a temporary measure, the concession was extended in 1998 in anticipation of the introduction of the DTI Conduct of Employment Agencies and Employment Businesses Regulations in 2003 (Conduct Regulations).  The new regulations meant that any employment bureau supplying temporary workers should be acting as a principal for VAT purposes, effectively removing the original discrepancy in classification.  In 2006 HMRC announced a review of the SHC, claiming that the Conduct Regulations had levelled the playing field and thus removed the original driver for the Concession
.

The removal of the SHC will bring this particular area of VAT into line with the rest of general UK and EU VAT law and help combat various tax avoidance schemes currently costing the tax payer around £75 million a year
.  However, the withdrawal will also have a significant impact on organisations using temporary workers, particularly those in the voluntary sector who have difficulty recovering their VAT input tax.

General Impact

VAT is a notoriously complex area for voluntary organisations whose activities will often fall into several VAT categories.  Many charities provide services which are considered either non-business (outside the scope of VAT) or exempt from VAT.  This means that the VAT they pay to their suppliers in order to provide those services (input tax) is irrecoverable.  The Charity Tax Group (CTG) estimates that this irrecoverable VAT costs charities between £400 and £500 million every year
.  The withdrawal of the SHC will increase this bill substantially. 

Financial 

In broad terms HMRC expect to gain an extra £125 million in revenue a year, plus an extra £75m currently being lost to avoidance schemes
.  However, this figure has been questioned by the Recruitment and Employers Confederation (REC), which has put the total cost at closer to £400m
.  

The UK Voluntary Sector Workforce Almanac 2007 estimated the number of temporary staff in the voluntary sector at about 52,000, approximately 9% of the total workforce
.  This is a higher proportion than in both the public and private sectors.  Although, not all of these workers will be agency staff, their use is fairly common due to the flexible and unpredictable nature and funding of the sector.  This, along with the fact that many voluntary organisations will find it impossible to reclaim the extra VAT costs incurred, mean it is likely to be a substantial burden.

The Treasury expects that the withdrawal will cost the voluntary sector approximately £20m a year
.  A survey conducted by the Charity Finance Directors Group (CFDG) in 2006 found that the average cost of the withdrawal to its members would be £120,000, with one member facing an increase of £300,000 to its unrecoverable VAT bill
.  This is a huge amount to incur, especially at a time when organisations are already struggling with worsening economic conditions.  At best it will mean significant restructuring for affected organisations, and at worst significant cuts to service provision. 

Charities providing welfare services, social housing, care homes and hospices will be particularly affected because not only do the majority of their activities often fall into the VAT exempt category but the nature of their activities means they are also some of the biggest employers of temporary staff.  HMRC has estimated that there are approximately 17,500 care and nursing homes which have their input tax recovery restricted
.  The subsequent impact on service delivery will be significant in several cases.  In its summary of responses document HMRC reported that three charities operating care homes claimed that the withdrawal would have a negative impact on their levels of activity and one said that it would ‘impact severely on their ability to offer excellence to their disabled clients’
.

The government’s pre-Budget report (25/11/08) announced a reduction in the main rate of VAT from 17.5% to 15%.  This measure will be in place until the end of 2009 and is expected to cost the Treasury around £12.5bn in lost revenue.  The measure will reduce the cost of the withdrawal and help to cushion its impact but it is unlikely that this alone will have a significant effect on the likely reduction in levels of agency staff employed, and the services provided.

Restructuring/Administrative costs

The rise in VAT expenses will prompt many organisations to restructure themselves in order to limit the damage to their finances and operations.  Although, this may be possible for some, it is a costly procedure and may still result in lower service provision for beneficiaries.  It also ignores the knock on effect to remaining staff in terms of higher workloads and fewer resources.  It is likely to punish many of those charities which have been innovative in their organisational structure in order to increase their efficiency and operational reach and will undoubtedly reduce the amount of flexibility in the sector’s workforce.  

Contracts

The withdrawal will have an impact on existing contracts, as the increase in costs may mean some VSO’s will stand to make a loss unless they can successfully renegotiate their contracts.  This in itself will require staff resources and is likely to further impact on current operations.  It may also affect the ability of voluntary organisations to compete in future bids because the net effect is an increase in the already unfair irrecoverable VAT burden.
Economic Climate

The withdrawal will take effect from April next year, making temporary staffing more expensive at a time when organisations will already be facing economic constraints and a period of uncertainty.  For many temporary staff are a way of maintaining a wider level of service and flexibility while keeping costs down - and the Government’s move will reduce their adaptability when it is perhaps needed the most.
Individual Impact

Voluntary organisations employing temporary workers will undoubtedly incur higher VAT costs, but how much will depend on a number of factors.  Obviously, the number of temporary staff hired and how often will be crucial, but the other main factors are listed below
. 

1. The ability of suppliers to pass on extra VAT to their customers
The employment sector is competitive with no company holding more than an 8% market share
.  This may help to keep prices down but it will also depend on the ability of voluntary organisations to use their buying power to demand that at least some of the cost be absorbed by the agency. This is likely to be a problem for small/medium size organisations as they will simply not have the buying power to prevent the costs being passed on to them.  For some this rise may be prohibitive. 
2. The ability of customers to recover any additional VAT they have incurred

The financial impact on a particular organisation will depend on the partial exemption methodology employed and what section the temporary staff are employed in.  For example, organisations employing agency staff in an area undertaking business activities which are not exempt from VAT should be able to recover the full value of the input tax they incur.  However, temporary staff employed in non-business or exempt areas will not be able to recover those extra costs.  It should also be noted that VAT can only be recovered if the organisation is actually registered for VAT.  However, for many charities VAT categorisation is a very grey area and it is worth seeking expert advice when assessing how the changes will affect the organisation.

3. The ability of customers to pass on any extra irrecoverable VAT to customers in the form of higher prices.

This will again depend on the specific services/activities being provided but for most charities it is unlikely to be a real option as most provide their services at a subsidised rate or free of charge and will try to avoid passing on higher charges to their beneficiaries at all costs.  Indeed, this is another area in which the voluntary sector is likely to be adversely affected.  The financial services sector (excluding banks), for example, will be in a much better position to pass on the extra costs in one form or another.    

Level of Consultation

The main consultation conducted by HMRC was done through Business Brief 06/06, which asked for contributions from interested parties on the effect of any withdrawal.  A total of 51 responses were made, only two of which criticised the low publicity of the review
.  A number of umbrella bodies and trade associations were also consulted.  
It is unclear to what extent the voluntary sector was consulted.  It seems that the main contributor was the CFDG, which made its response in August 2006 after consulting with its members.  What is clear is that the responses were overwhelmingly against the withdrawal with strong evidence presented from several sources.  It is also evident from the summary of responses and HMRC counter arguments that the focus was heavily on the impact to the financial services sector.  There was little attempt to directly consider the impact on the voluntary sector.  In one section on the non/partial recovery sectors there was no explicit coverage of the impact on charitable organisations, with comment limited to small observations on certain areas.  

Possibility of a Challenge/Opt Out

The main opposition to the withdrawal is being led by the REC in cooperation with other trade bodies, including the CFDG.  The central argument is that regardless of the legitimacy of the concession, there has been a lack of consideration of the impact a withdrawal will have on the sectors involved.  The Confederation has been lobbying for the withdrawal to be postponed to allow for an assessment of alternative measures. However, any delay to the April 2009 deadline seems very unlikely
.  The recruitment sector, HMRC argues, is worth £25bn (2005/06) and it is talking about a measure which will cost £125m a year
.
REC is also considering the possibility of a legal challenge but the legal basis is not especially strong and it may not set the precedent needed even if successful.    

HMRC has made it clear that there is no possibility of an exemption because of ‘the nature of VAT and its general application
”.  However, the government has accepted that there will be a negative impact on the voluntary sector, which will potentially make an opt-out possible in so far as the fact of an adverse impact has been recognised.  So the most promising strategy might be to tie the SHC into the wider issue of charity tax reform and specifically the campaign to reimburse the irrecoverable VAT charities incur.  

There is a case to be made for the withdrawal having a disproportionate impact on voluntary sector organisations even with the long lead time allowed for adjustment and restructuring.  Voluntary organisations are generally working to lower margins with fewer resources and are unable to take advantage of restructuring options available to others e.g. off-shoring. 

Other Points to Consider

The Agency Workers Directive

If adopted in its current form the Directive will ensure that after 12 weeks temporary staff will gain the same pay and working conditions as permanent staff, potentially increasing the cost of employing temporary agency workers significantly.  

· Extra costs may include; training, pay increases, additional administrative expenses and maternity rights.

· The Directive was agreed by European Parliament in October 2008.  It still needs to be approved at EU and UK level, which is unlikely before 2010, but seems increasingly likely that it will pass.  

Budget Report 2008: Other Announcements

There were several other announcements in the 2008 Budget Report which may benefit voluntary organisations:

· VAT reclaims – Charities will be able to reclaim VAT overpayments, in some cases plus interest.  Submissions must be made before March 2009.

· Gift Aid reforms – the amount repaid will continue at the existing level until 2010/11 and there will be less severe penalties for audit errors.

· The VAT registration threshold was raised from £64,000 to £67,000. 

· There will be more relaxed thresholds for VAT accounting errors.

Further Information

If you have any questions about this change you can contact HMRC through the National Advice Service on 0845 010 9000 (8.00 am to 8.00 pm Monday to Friday).

Or you can call the Charities & CASCs Helpline on 0845 302 0203 (8.00 am to 5.00 pm, Monday to Friday).

Or email charities@hmrc.gov.uk.
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