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About the Directory of Social
Change

The Directory of Social Change (DSC) has a vision of an independent voluntary
sector at the heart of social change. The activities of independent charities,
voluntary organisations and community groups are fundamental to achieve social
change. We exist to help these organisations and the people who support them to
achieve their goals.

We do this by:

e providing practical tools that organisations and activists need, including online
and printed publications, training courses, and conferences on a huge range of
topics;

e acting as a ‘concerned citizen’ in public policy debates, often on behalf of
smaller charities, voluntary organisations and community groups;

e leading campaigns and stimulating debate on key policy issues that affect those
groups;

e carrying out research and providing information to influence policymakers.

DSC is the leading provider of information and training for the voluntary sector
and publishes an extensive range of guides and handbooks covering subjects such
as fundraising, management, communication, finance and law. We have a range
of subscription-based websites containing a wealth of information on funding
from trusts, companies and government sources. We run more than 300 training
courses each year, including bespoke in-house training provided at the client’s
location. DSC conferences, many of which run on an annual basis, include the
Charity Management Conference, the Charity Accountants’ Conference and the
Charity Law Conference. DSC’s major annual event is Charityfair, which provides
low-cost training on a wide variety of subjects.

For details of all our activities, and to order publications and book courses, go to
www.dsc.org.uk, call 08450 777707 or email publications@dsc.org.uk.
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Preface

Value Added Tax (VAT) was introduced in the UK in 1973. It is a transaction
tax levied on sales of goods and services and operates throughout the European
Union, although the rules vary from state to state. It is particularly the
international aspects of VAT that have been changing in recent years as the EU
seeks to harmonise taxation across the member states. This volume also updates
earlier editions for all the case law and legislative changes that have been
introduced. The book covers the relevant law and known cases up to July 2015.

We have attempted to bring together all the relevant aspects of VAT law to help
charities and voluntary organisations as they grapple with this complex subject.
However, we have to make choices about the aspects to cover and we have
omitted some topics which are less commonly relevant to charities so that we can
focus on areas such as fundraising. Charities undertaking commercial activities
should remember to check the relevant law and VAT guidance before committing
themselves irrevocably.

You also need to consider the interaction of VAT with other taxes and reliefs
such as Gift Aid, business rates relief, corporation tax, stamp duty land tax and
income tax. Case law is littered with examples of organisations that thought they
had achieved a positive outcome for their VAT position only to discover that it
had negative consequences for other taxes.

At Sayer Vincent, we believe that it is right to pay the correct amount of tax. We
do not provide information to help people avoid paying the correct taxes.
However, charities should maximise the value of their assets and apply their
income for public benefit. And charities should not pay taxes unnecessarily. The
purpose of our guidance is to provide information so that good decisions can be
made to act both legally and in the best interests of the charity’s beneficiaries.

Kate Sayer, Sayer Vincent



Foreword

The publication is a timely reference work for charities that navigates the diverse
and often complex world of charity VAT.

Many people often mistakenly believe that charities do not pay VAT. They could
not be more wrong — in particular, charities bear huge amounts of ‘sticking’ VAT
on their essential expenditure, which have increased over the years as the
standard rate has doubled. As Chairman of the Charity Tax Group (CTG), I
spend countless hours navigating the legislation and guidance which appears to
grow by the year.

It is important to note that charities do benefit from some very generous reliefs
and these are laid out in great detail in the handbook. However, irrecoverable
VAT is now estimated to cost the sector up to £1.5 billion each year. So, what is
the solution? A full refund to charities of this irrecoverable VAT remains a long-
term goal, although we recognise that in times of fiscal austerity a more
incremental approach may be more successful. In recent times, the government
has demonstrated willingness to look at VAT refunds afresh, prompted in part by
confirmation by the European Commission that there is no European law
obstacle (having used this excuse for many years previously). In addition to
national museums and galleries, other charities including hospices, air ambulance
providers and search and rescue organisations can all now claim VAT refunds.

In the 2015 Autumn Statement, two announcements really stood out: 1) that the
government will be actively seeking a zero rate on sanitary products; and 2) that
the government will allow sixth form colleges to convert to academies to avoid
paying irrecoverable VAT. The former indicates that there may be room for
negotiation on new zero rates (including possibly charity zero rates) in the
ongoing European negotiations which presents both opportunities and threats.
The latter demonstrates the distortions caused by the VAT system for
organisations unable to recover their VAT and strengthens the case for VAT
refunds for charities providing essential public services in competition with
private and governmental suppliers. We will be pushing the government for
serious consideration of further VAT refunds for charities to try and tackle these
distortions and complexity.

In the meantime, core reference documents such as The Complete Charity VAT
Handbook and CTG’s forthcoming Charity Tax Map website are essential when it
comes to policymaking. Knowing the law and how it must be implemented is
crucial if we are to continue to prevent unintended consequences of VAT
legislation and to seek proactive change to simplify the tax system for charities.

John Hemming, Chairman, Charity Tax Group
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How to use this book

VAT REGISTRATION

For charities that are not registered for VAT, the need to be registered for VAT is
usually an important consideration, especially if you know you already make or
are about to make taxable sales. The need to register for VAT is explained in
Chapter 2 ‘Registration and deregistration’.

VAT TYPES OF TRANSACTION

For all charities (registered and unregistered) determining the VAT status of its
income streams can be challenging:

e The distinction between business and non-business income is covered in
Chapter 4 ‘Business and non-business activities’.

e The key VAT exemptions are covered in Chapter 5 ‘Exempt activities’ and
Chapter 8 ‘Property’ for the property-related exemptions.

o The key zero-ratings and reduced-ratings are covered in Chapter 6 “Zero and
reduced rates’ and Chapter 8 ‘Property’ for the property-related zero-rating
and reduced-rating reliefs.

ISSUES FOR VAT-REGISTERED ORGANISATIONS

For VAT-registered organisations there are some specific issues to deal with:

e Determining how much of the VAT incurred on purchases can be recovered.
This is covered in Chapter 3 ‘Recovering VAT’.

e Special schemes, such as the Capital Goods Scheme and the non-business VAT
refund schemes (for academy schools, hospices, etc.) are covered in Chapter 10
VAT special schemes’.

e Handling the VAT returns and payment practicalities. This is covered in
Chapter 12 ‘Operational aspects’.

FUNDRAISING ACTIVITIES

Chapter 7 ‘Fundraising’ provides guidance on the VAT treatment of over 20
common types of fundraising activity including sales of advertising, fundraising
events, corporate sponsorship, challenge events, charity shops, London Marathon
and similar, merchandising, gifts in kind from businesses, and renting property.



HOW TO USE THIS BOOK

CROSS-BORDER TRANSACTIONS

Chapter 9 ‘International aspects of VAT’ covers the special VAT rules that apply
if you sell goods or services to a foreign customer or purchase goods or services
from a foreign supplier.

TECHNICAL ISSUES

The catch-all Chapter 11 ‘Other topics’ deals with miscellaneous VAT issues
including: transfer of a business as a going concern, membership subscriptions,
single and multiple supplies, agency supplies, supplies of staff, supplies between
connected parties, and the scope of the registrable entity.

CONTACTING HMRC, SOURCES OF FURTHER INFORMATION,
ETC.

Chapter 14 ‘Further information’ provides HMRC contact details, other useful
links, how to check VAT numbers, territories of the EU, their VAT number
formats, etc.

Xiii
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1 Overview of VAT

This chapter provides an overview of how Value Added Tax (VAT) works and
the differences between non-business, exempt and taxable activities. It is divided
into the following sections:

e 1.1 How VAT works
e 1.2 VAT types of transaction
e 1.3 Zero-rated activities

1.1 HOW VAT WORKS

VAT is a tax charged on certain taxable supplies (defined in 1.2.2). It is
calculated as a percentage of the transaction price and added to the price charged
to the customer. The added VAT is called output VAT (or output tax).

The price before VAT is added is called the net price and the price after output
VAT is added is called the gross price. At the time of writing the standard rate of
VAT in the UK is 20%. Businesses do not get to keep the output VAT they
charge to their customers. It must be paid to HM Revenue & Customs (HMRC).

~

Example 1: Woodwork Ltd

Woodwork Ltd manufactures and sells chairs. It sells a chair for £100 plus
VAT. The price charged to the customer is:

Net selling price £100.00
Plus output VAT: 20% x £100 £20.00

Gross selling price £120.00

Woodwork Ltd must pay the £20.00 output VAT to HMRC.

Businesses also incur VAT on the purchases they make. This is called input
VAT (or input tax). Businesses are allowed to recover any input VAT they
incur on purchases that are used in making their taxable supplies. They do
this by deducting the input VAT incurred on the purchases from the output
\ VAT due on the sales and paying only the balance over to HMRC. /
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Example 2: Woodwork Ltd

To make a chair, Woodwork Ltd purchases goods for £60 net. The gross cost
to Woodwork Ltd is:

Net purchase price £60.00
Plus input VAT: £60 x 20% £12.00

Gross purchase price £72.00

Woodwork Ltd can recover this input VAT by deducting it from the output
VAT. It must pay to HMRC:

Output VAT £20.00
Less input VAT (£12.00)

VAT payable to HMRC £8.00

If the input VAT is more than the output VAT, the balance is paid to the
business by HMRC.

We can now see why the tax is called ‘value added’ tax. The amount of VAT
payable to HMRC is the tax due on the value added.

The value added to the goods purchased for a chair by Woodwork Ltd is:

Selling price (net) £100.00
Less purchase price (net) (£60.00)
Value added £40.00

VAT on value added: £40 x 20% £8.00

For Woodwork Ltd, VAT simply passes through the business. The VAT it incurs
on purchases can be recovered from HMRC, so it is not expenditure for
Woodwork Ltd. The VAT it charges must be paid to HMRGC, so it is not income
for Woodwork Ltd. Woodwork Ltd is simply collecting tax on the value it adds
and passing this to the government.

However, if the person purchasing the chair cannot recover the VAT they incur
on purchases, the VAT charged on the chair is a cost to them. Individuals acting
in a private capacity and businesses that are not registered for VAT with HMRC
cannot recover the VAT they incur on purchases.

The cost of each chair to a private individual is £120 whereas the effective cost to
a VAT-registered business is £100, if it can recover the £20 VAT charged by
Woodwork Ltd.
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1.2 VAT TYPES OF TRANSACTION

-

Transaction

N

|
| |
Non-business Business
or outside the or within the
scope of VAT scope of VAT
|
| |
Exempt Taxable
|
| | |
Zero Reduced Standard
rate rate rate

/

Fig. 1.1 VAT categories of transaction

1.2.1 Business and non-business

VAT is a tax that applies at the transaction level. However, not all transactions

are subject to VAT. For a transaction to be subject to output VAT:

1. The transaction must be a supply. Supply means the provision of goods
or services in return for consideration. Consideration is everything that is
paid to the supplier in return for making the supply of goods or services.

2. The supply of goods or of services must be a business supply. This
means that the supply is made in the course or furtherance of a business
of the supplier’s. Transactions for non-business purposes are outside the

scope of VAT.

A transaction which meets these conditions is said to be within the scope
of VAT or a business supply. A transaction which does not meet these
conditions is referred to as outside the scope of VAT or non-business.
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Examples of non-business transactions are:

e Grants and donations are not seen as consideration for a supply of goods or
services provided the recipient does not provide goods or services in return for
the grant or donation.

e Giving away goods for free or providing services for free is not normally seen
as a supply on the basis that there is no consideration (though giving away
goods or services for free can be deemed to be a supply, see 4.2 ‘Exceptions’).

e Supplies undertaken by individuals in a personal capacity are not business
supplies, for example an individual selling their home.

The distinction between business and non-business activities is considered in
more depth in Chapter 4 ‘Business and non-business activities’.

1.2.2 Exempt and taxable supplies
Exempt supplies

By default all business supplies are taxable and output VAT must be charged to
the customer at the appropriate rate of VAT. However, certain types of business
supply are specifically exempted from VAT. These are referred to as exempt
supplies and the activities that generate them as exempt activities.

Numerous activities of voluntary organisations are exempt and include business
supplies of:

e education and vocational training;

e health and welfare services;

e cultural services;

e sports facilities;

e sales in connection with a qualifying fundraising event.

VAT is not charged on exempt supplies and generally VAT incurred in making
exempt supplies cannot be recovered. In the UK, the exempt supplies are listed in
Schedule 9 VAT Act 1994.

Exempt supplies are considered in Chapter 5 ‘Exempt activities’. Selling or
renting real property (land, buildings and civil engineering works — see 8.6
‘Property terms’) is also normally an exempt supply though there are many
exceptions. The land-related exemptions are considered in Chapter 8 ‘Property’.
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Taxable supplies

If a business supply is not specifically exempted, then it is referred to as a taxable
supply. An activity that generates taxable supplies is referred to as a taxable
activity. If the total turnover from all taxable supplies exceeds a certain level (the
VAT Registration Threshold), then an organisation must register for VAT with
HMRC and start charging VAT on its taxable supplies. However, it can also
recover the VAT incurred on purchases used in making the taxable supplies.

Common taxable supplies in the voluntary sector include:

e sales of donated goods;

e sales of bought-in goods/merchandising;

e supplies of food and catering;

e consultancy services;

e sales of advertising, use of logos and intellectual property rights, royalties, etc.;
e management/administration charges to subsidiaries;

e vehicle and equipment hire;

e some property rentals.

The requirement to register for VAT is explained in Chapter 2 ‘Registration and
deregistration’. The rules for recovering VAT are explained in Chapter 3
‘Recovering VAT’.

1.2.3 Rates of VAT
Three different rates of VAT are currently used in the UK:

o the standard rate (currently 20%): the default rate for taxable supplies;

o the reduced rate (currently 5%): applies to certain specific types of supply
listed in schedule 7A VAT Act 1995;

e the zero rate (0%): applies to certain specific types of supply listed in schedule
8 VAT Act 1995.

The rate of VAT is multiplied by the net (VAT-exclusive) selling price to
determine the amount of VAT to charge.

Reduced-rated and zero-rated supplies are considered in Chapter 6 ‘Zero and
reduced rates’.
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Examples: calculating the VAT due and gross price
Net price | Rate of VAT | VAT chargeable Gross price
100.00 20% £100 x 20% = £20 £100 + £20 = £120
100.00 5% £100 x 5% = £5 £100 + £5 = £105
QO0.00 0% £100 x 0% = £0 £100 j
VAT fractions

The VAT fraction is the number you must multiply the gross price by to get the
amount of VAT included. There are different VAT fractions for different rates of
VAT.

4 )

Examples: VAT fractions

Rate of VAT Gross VAT included Net amount
VAT fraction | amount

20% 1/6 £120 £120 x (1/6) = £20 £120 — £20 = £100

\5% 1/21 £105 £1005 x (1/21) = £5 £105 — £5=£100 /

See 12.1 VAT fractions and VAT rounding for more.

1.24 Recovering VAT

If a VAT-registered organisation has a mix of non-business, exempt and taxable
activities, then all VAT incurred on purchases must be attributed to the different
types of activity (the types being taxable, exempt and non-business) to determine
if it is recoverable or not.

Attribution involves directly allocating VAT to one of the activity types
wherever possible, then apportioning the remaining VAT between the different
types of activity.

e Direct allocation: if a purchase is wholly used in (or for use in) a particular
type of activity, then the VAT on that purchase is directly allocated to that
activity type. For example, if a minibus is purchased wholly for hire (a taxable
business activity), the VAT on the minibus purchase and running costs is
allocated wholly to taxable activities.
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