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Changes for charities which are partly exempt from VAT

Charities that make exempt supplies such as financial services, insurance services,
care and welfare services, health services, cultural services, supplies of land and
buildings, fundraising for charities etc, may be benefit from new rules. Following the
consultation on ideas to simplify the partial exemption rules, HM Revenue & Customs
(HMRC) has announced four changes that are effective from 1 April 2009.

Three of the changes are optional:

in year provisional recovery rate
early annual adjustment
used based option for newly partly exempt business.

The final change is compulsory:
widening the scope of the standard method.
In year provisional recovery rate

For tax years commencing after 1 April a charity may use its previous year’s recovery
percentage to determine the provisional recovery of input tax in each VAT return
which will be followed by an annual adjustment. The new rules are not compulsory but
if adopted must be applied consistently.

This may benefit a charity which has seasonally variable percentage recovery rates
e.g. a charity that has high taxable sales of Christmas merchandise. It will also
simplify the accounting procedures as many software programmes do not cope
particularly well with partial exemption particularly when mixed with non charity
calculations. It could work against the charity which might be able to use the de
minimis rules for part of the year but does not qualify for the year as whole. For any
charity there is the risk of a surprise payment or repayment when the true figures for
the year are calculated.

Early annual adjustment

Some charities will have 30 April 2009 as their partial exemption year and will have
the possibility of making their partial exemption annual adjustment on the April return
which will be need to be submitted by 31 May.

This gives a potential cashflow benefit as it brings forward the benefit of any annual
adjustment in the taxpayer’'s favour. As it is optional the charity can leave the
adjustment until it would normally be made on the July VAT return. Charities with later
partial exemption years or with specially agreed year ends will also benefit in a similar
approach. It is a little harsh on those charities with a 31 March year end that could
potentially have made the adjustment on the return that does not need to be
submitted until 30 April.
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Changes for charities which are partly exempt from VAT

Used based option for newly partly exempt businesses

A partly exempt charity is now able to recover input tax on the basis of use in the
following situations for tax periods starting after 1 April 2009. The rules are not
compulsory.

In the period from VAT registration to the end of the first partial exemption
year (31 March, 30 April or 31 May unless other year end is agreed)

During the first complete tax year starting 1 April, 1 May or 1 June provided
that it did not incur input tax relating to exempt supplies during its ‘registration
period’

During any tax year provided it does not incur input tax to exempt supplies in
its previous year.

The method chosen must be fair and reasonable and there would also need to be an
annual adjustment at the year end but on the basis of use.

This sounds rather complicated but what HMRC is saying is that the charity is not
committed to the standard method (or agreeing a special method) until after it first
incurs exempt input VAT. In practice a charity is going to incur input VAT on exempt
supplies as soon as it is making exempt supplies as there will inevitably be VAT on
overheads.

Widening the scope of the standard method

The scope of the standard method for VAT returns is compulsory widened after 1 April
2009 to include virtually all supplies. This will affect those charities that:

make supplies to customers outside the UK
financial supplies such as shares and bonds.

However where supplies are made from overseas establishments the input tax
relating to such supplies is to be recovered on the basis of use. This will need to be
examined in the annual adjustment.

This will certainly simplify matters for charities involved in these types of supplies but
will not necessarily gain a benefit — this will depend on individual circumstances.

Our view

These changes have been brought into force very quickly given that the consultation
period is so recent. Charities should take advice because there are some potential
pitfalls. For example these rules only apply to those using the standard method which
is based on using the ratio of taxable supplies to taxable and exempt supplies as the
basis of recovering VAT on overheads. A charity which has established a mixed non
charity/partial exemption method will not qualify and may need to look at whether that
method is still best. There are clearly some potential cashflow benefits arising and
some overall savings but charities should take advice before changing tracks as they
will not be able to chop and change. They should also bear in mind that the rate of
VAT will revert back to 17.5% and factor this into their calculations.
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