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VAT and Capital Projects 

Introduction

VAT is important to Capital Projects

VAT is an important element of any Capital Project. It can often be the largest variable factor in the funding equation. A non-recoverable VAT burden can threaten the viability of the whole project, especially if it is unexpected.

Despite this, it is still very common for those involved in Capital projects to give VAT only superficial consideration at the early stages. This is a mistake on a number of levels and for a number of reasons.

Why overlooking VAT is ill-advised in the early stages

Hidden financial variable

It means that there is a significant variable element lying dormant in the funding forecasts and plans. Without a thorough review the VAT element often be assumed to be recoverable, creating risk to the viability of the project. Nor is it satisfactory in the very rare cases where the prudent approach is taken and the VAT assumed to be non-recoverable pending a specialist review. In such cases, forecasts may be unnecessarily pessimistic because there is insufficient expertise to be confident about VAT recovery.

Credibility

The failure to consider VAT thoroughly early on in the process robs the project of credibility and is an indication to potential funders as to way in which the project managers will approach financial matters. Conversely a thorough treatment of VAT in the early stages, with a realistic professional forecast, adds credibility and sends a strong message to potential funders.

Degrades quality of funding targets

Lack of clarity on VAT weakens the funding profile of the project and means that funding targets are unreliable.

Affects basis of application

Funders may agree to support a project on a false assumption about VAT. If for example the project has applied for funds on the basis that VAT will not be costs, funders will not normally respond well to a belated increase in the funding request, because of unforeseen VAT consequences. 

Conversely if an applicant wrongly overestimates the amount of VAT funding required this could unnecessarily inflate the amount being applied for. Depending on circumstances this can have the effect of forcing cutbacks in other areas of the project or placing the application outside of funding parameters.

Hinders pro-active planning

It is often the case that significant amounts of VAT can be saved, by making palatable changes to the detail of the plans for the structure of the project and the use of the completed building. Sometimes more structural, fundamental changes are required but are nevertheless desirable because of the significant amounts of VAT which can be saved. In either case it is always much more preferable for a Charity to consider these issues as early on in the planning process as possible. This is because in the early stages there is invariably a much greater degree of flexibility in the detailed proposals for the project. If VAT is not considered early enough, a Charity may miss the opportunity to make changes which would have been perfectly palatable to make, but which have come forward too late in the process to be acted upon. 

Business plans and funding applications

Some projects can be significantly affected by fine matters of interpretation and by HMRC’s perception on the detailed use of the building once completed. This being the case, negotiations tend to be more successful and more quickly concluded if the original plans and applications are on-message with the optimum VAT strategy for the project. If VAT is not considered until much later in the process, there is no opportunity to make sure this happens, and consequently the documents in questions can be a source of dispute and delay when the VAT status of the project comes to be considered.

Summary of Technical Issues

The Basic Assumption

Generally, VAT will be chargeable at the standard rate on the building work, materials and professional fees incurred on the project. Therefore the starting point for any project is to assume that VAT will be due on all the project’s costs excluding salaries.

Only 2 ways to gain relief

There are only 2 ways to gain relief from this potential VAT cost:

· Zero-rating: by avoiding being charged VAT – if it is possible to show that the costs qualify for zero-rating; or,

· VAT recovery: by reclaiming the VAT charged – if it is possible to show that the completed asset will be used to make taxable supplies. 

Zero-rating 

Zero-rating for building projects

Zero-rating for building projects is possible in the following areas:

· new charitable buildings

· parts of new charitable buildings

· annexes to charitable buildings

· parts of annexes to charitable buildings

· alteration work to listed charitable buildings

· certain types of work to aid access and facilities for the handicapped

· new residential buildings

Zero-rating for building projects – conditions 

Each of these reliefs carry a range of conditions however, so that it would be a serious mistake to assume that zero-rating can be relied on without a detailed understanding and application of the rules. For example, here a just a few of the factors which would come into play regarding the above reliefs:

New Building definition

A new building is restrictively defined – if the building is not completely new, that is if there are any parts of an existing building to be incorporated in the new, then the building may not qualify for zero-rating.

Charitable Building definition

Not all buildings occupied and used by charities qualify as charitable buildings for VAT purposes. In fact, most buildings occupied by Charities do not qualify. To qualify, HMRC are looking for the occupying charity to be using for wholly non-business purposes. In practise this often means that they may not qualify if they use the building to generate any trading (“business”) income at all. With regard to the definition of business, the view of HMRC will often be much more restrictive than that of the charity themselves. Any receipt of payment can be considered as business, even if for primary purpose activity which is heavily subsidised and loss-making. Also activities which are exempt from VAT are considered to be business for the purposes of the zero-rating and therefore work against the relief.

Annexe definition

There are a range of restrictions on the possibility of zero-rating an Annexe. For example, HMRC will want to consider whether the annexe is independent in design and function, and whether the existing building qualifies on the first place. (If the existing building does not qualify, HMRC are unlikely to agree zero-rating for the Annexe in any event).

Listed Building definition

With regard to listed buildings, works can only be zero-rated if there is an obligation for listed building consent. If consent is given without being imperative then this would be insufficient for VAT purposes.

Alteration work definition

Additionally even if consent is given, HMRC could still take the view that elements of the work which can be categorised as repair and maintenance rather than alteration would not qualify.

Scope of Zero-rating 

Even if Zero-rating is obtained it will normally not include professional fees, and sometimes not all of the building work, depending on the structure of the relationship with the contractors.

This is not an exhaustive list of the conditions which come into play when one attempts to Zero-rate a building project. However, it does give a flavour of the range of conditions which need to be considered.

Issue of Certificates 

Transfers legal responsibility

If an organisation comes to the conclusion that its building project will qualify for zero-rating, then it can issue a certificate to the builder. Effectively this certificate passes the legal responsibility for the VAT on the works, from the builder to the Charity. (Normally, in VAT, it is the supplier who is responsible for making sure that the transaction is treated correctly for VAT purposes. However when a charity issues a certificate to zero-rate a building project, the builder is no longer held responsible provided he is accepting the certificate in good faith.)

Civil penalties for the Charity

In practise this means that if HMRC later form the view that the certificate was wrongly issued, they would not assess the builder, but levy a civil penalty on the Charity, for the full amount of the VAT which should have been charged. Therefore officers of Charities should be careful about the issue of certificates, understanding firstly, that it is a legal declaration and, secondly, if HMRC should take a different view in the future, the Charity would face a significant and unexpected charge.

Builders reluctance

In many cases, however, even when a certificate is correctly issued, builders are reluctant to agree to zero-rate the work. In such cases, it is often helpful to commission a formal letter from a specialist, confirming his/her view that the zero-rating is correct, and outlining the transfer of responsibility inherent within the issue of the certificate. In other cases, the Charity might consider indemnifying the contractor for VAT which might be deemed to be due on the works. 

The 10 year rule 

Change of use within 10 years 

Even where zero-rating is correctly applied, it is still possible for clawback charges to apply, if there is a relevant change of use of the building at any time in the 10 years following first use. 

Business definition

This could occur if the building was used, even for a fraction of the time, for activities deemed by HMRC to be “business”.

Need to understand issues and monitor position going forward

It is necessary therefore for any Charity relying on Zero-rating, to have a clear understanding of the type of activities could create clawback charges and systems in place to monitor the position on an ongoing basis.

VAT Recovery

VAT registration

If zero-rating is not possible, then the other way to minimise VAT costs on the project is to reclaim VAT through the VAT return process. 

Never straightforward for Charities 

In the private sector this can be relatively straightforward, although even in the least contentious cases, there are important issues around cash flow, clawback and what is known as the Capital Goods Scheme. It is therefore worthwhile taking formal specialist advice at the outset, to gain assurance on, and understanding of, the issues.

In the Charity sector, VAT recovery on Capital Projects is never straightforward, because there are always issues of non-business and partial exemption to consider.

Basic principles of VAT recovery

Essentially VAT is only reclaimable on costs which are incurred in order to make taxable supplies (in this context taxable supplies include standard, zero and reduced rate supplied). In principle VAT is not reclaimable against activities which are non-business or exempt from VAT (although in fact in some cases there is provision for some recovery below certain minimal thresholds).

Or to summarise, VAT costs related to:

· taxable supplies

- recoverable

· exempt supplies

- non-recoverable

· non-business activities
- non-recoverable 

Use of building is critical 

With regard to Capital Projects this means that it is necessary to consider the actual use of the completed building in order to assess the prospects for recovery. Broadly, VAT recovery should be proportionate to the extent to which the building will be used for taxable, as opposed to exempt or non-business activities. 

If the building is to be used exclusively and permanently for making taxable supplies, and there is no exempt or non-business use, then all the VAT incurred on the project should be recoverable.

If the building is not to be used to make taxable supplies at all, then none of the VAT incurred on the project should be recoverable.

Mixed use – partly recoverable 

If the building is to be used for making taxable supplies, and there is also either exempt or non-business use, then the VAT incurred on the project will be partly recoverable. This is the most common scenario for Charities, which means that Charities are often facing at least partial restriction of VAT on the project. 

Need for methods and negotiation

The need for partial restriction brings with it the need to decide how much of the projects costs can be treated as recoverable as opposed to non-recoverable. This in turn means that it will be necessary to develop and negotiate methods of recovery with HMRC. 

Generally such methods fall into two categories:

· methods for determining how much VAT should be restricted in relation to non-business activities (known as “the non-business apportionment”)

· methods for determining how much VAT should be restricted in relation to exempt activities (known as “the partial exemption method”).

DETAILED ANALYSIS

Critical need for a detailed analysis at the outset

It is critical for a Charity to be able to correctly analyse its planned uses of the building, at the earliest stages of the project. This is for a number of reasons as follows.

Credible forecasts

At the early stages a Charity may only have provisional or general idea of how the building will be used. VAT recovery will depend ultimately on the actual use and on the detail. Therefore the Charity needs to be able to consider the full range of possibilities and be able to make assumptions about the detail. Only then will it be possible to make a reasonable VAT recovery forecast.

Range of options with numbers

Once the analysis has been completed, the Charity will have a realistic worst case VAT recovery position, which should provide the basis for the financial forecasting going forward. In addition to this however, the process should also reveal what strategic options are available for VAT purposes. That is, what changes could be made to improve the VAT recovery position. The detailed analysis should allow for a range of options to be provided, each with an estimate as to how much extra VAT it is likely to render recoverable. This allows the Charity to make informed strategic decisions, considering the VAT proposals from a practical point of view, weighing the non-VAT issues against the potential VAT saving. 

Greater structural and practical flexibility

Undertaking this exercise early in the project’s planning cycle increase the range of VAT-saving options, because this is the time when the Charity has most flexibility with regard to the legal structure and practical outcomes of the project. 

VAT-smart business plans and applications

The planning documents (such as the business plan, or the funding application) which are created in the early stages will have an impact on VAT recovery, because they will be viewed by VAT officers who will be seeking to determine the proposed use of the building. If these documents have been written before the VAT strategy has been formed, then they can create problems if for example they exaggerate the non-business or VAT exempt uses being planned. 

The credibility of the Charity is also clearly enhanced if these documents can demonstrate that the VAT issues are being dealt with properly.

Work depends on complexity

The amount of work necessary to carry out the detailed analysis can vary considerably from project to project. In this respect whilst the size of the project is a factor, it is the complexity which determines the level of work which is required. In practise therefore it is often advisable to undertake an immediate initial review, to consider the broader issues and to scope the detailed analysis. 

Detailed Analysis – main areas 

In undertaking the detailed analysis there are three main areas to consider:

· VAT treatment of proposed uses

· Relationship of proposed uses to building

· VAT status of Charity

VAT recovery will depend upon how these three elements interact with one another. The analysis is further complicated by the fact that each of the three elements are subject to variable considerations, as set out below. The analysis needs to assess all of these variables and the consequent impact of these variables on the interplay between the three elements themselves.

VAT treatment of proposed uses

The VAT treatment of the income and activity is a critical element of the analysis of the project. However this analysis is rarely straightforward: this is because Charities will often engage in activities which may qualify for Exemption or be treated as Non-business. Invariably where there is an exemption, there are conditions attaching to it, which means that in some case a supply might be exempt and in other it will remain taxable. Often this distinction can depend on seemingly incidental differences. Similar considerations arise when analysing whether activities are non-business, and if so what impact, if any, the activity should have on the right to recover.

In analysing proposed uses for VAT purposes, the following factors all need to be considered:

· HMRC policy - does HMRC have a declared policy on this type of supply? If so what are the precise conditions attaching to the treatment?

· VAT Law – notwithstanding HMRC policy, what is the relevant VAT law on the matter? Does the law allow us to consider the treatment in a different way, or to be less confident about our historic treatment of the activity?

· Historic practise – how has HMRC viewed this activity in the past? Do we agree with their treatment? Do we need to seek to change their view? What confidence can we have that they will maintain this view in the future? 

· Change in practise – what scope is there to modify practises to ensure more desirable types of VAT treatment? What new practises might emerge and how will they impact the VAT position?

Relationship of uses to building 

Having considered the range of possible VAT treatments applying to the proposed uses of the building, it is then necessary to consider the relationship between the different uses and the building itself. For example a Charity might have only 1 taxable supply and 25 exempt supplies, but if 95% of the building is to be used exclusively in relation to the taxable supply, then the prognosis for high VAT recovery would be very good. 

Alternatively, if the taxable supply was only related to 5% of the building, but that 5% constituted 95% of the building cost, then again one would expect to be able to achieve high rates of recovery.

The detailed analysis therefore needs to consider the occupational relationship between the proposed uses and the completed building, both in terms of floor area and cost. That is:

· How much floor area will each type of activity take up?

· What are the proportionate costs of the different areas to be occupied.

VAT status of Charity 

Historic practise

The detailed analysis also needs to consider the Charity’s basic VAT position, as this will have a direct impact on how HMRC will first view the VAT recovery entitlement. Effectively the historic VAT position is the initial default which will determine the VAT recovery rules unless overridden by HMRC or by pro-active action by the Charity. Therefore the historic VAT position of the Charity needs to be fully reviewed, with the following considerations arising.

The Project will trigger a Full Review by HMRC 

The Charity may be relying on favourable interpretations which have occurred in the past. The advent of a large Capital Project will cause HMRC to reconsider these interpretations and the amounts of money at stake will make them more likely to challenge and change previous views. This would not only impact the VAT recovery on the project, but also the ongoing VAT position of the Charity. This ongoing effect on VAT recovery would have to be factored into the Charity’s forecasts. 

Find the skeletons before they do

The Charity may be wrongly applying VAT in some areas of activity. In fact this is commonly the case. If the wrong application has been favourable, then the Capital Project will expose it to possible retrospective assessment. If it has been negative, then the practise will need to be amended, because otherwise it will unfairly create restriction of VAT recovery on the project.

Pursue benefits because they will now be worthwhile

It is commonly the case that the operational VAT status of a Charity could be improved, but has not been because the amounts at stake have not warranted the work. A Capital Project changes this, so that even small percentage changes in rates of recovery, can be converted to significant financial sums. 

Detailed Analysis – Outcomes

Recovery Forecast Range

By carrying out this type of review early on in the process, it is possible for a 
Charity to gain a realistic view of the range of recovery for VAT purposes. Typically one would have a range based on current proposals, ranging from realistic worst case to realistic best case. These forecasts cannot be guarantees but they can be prudent best guess estimates based on thorough analysis. 

The Charity should then adopt the lower end of the range as its provisional VAT recovery rate for forecasting purposes. So, for example if the range was 35-65%, it should adopt 35% as its provisional figure for forecasting and fundraising purposes. 

VAT strategic options 

The detailed analysis should also reveal a range of options available to the Charity if it wishes to work pro-actively to improve its VAT position. Typically these types of options fall into 5 categories:

· Liability options – seeking to change VAT liability by technical argument or practical changes

· VAT status options – seeking to change the way HMRC currently views the Charity for VAT purposes

· Activity options – changing proposed uses 

· Space options – reviewing the relationship of different VAT-relevant activities with the proposed occupation of the new building.

· Structural options – changing the legal structure 

In addition to identifying all the options available to the Charity, the detailed analysis should be able to estimate how much VAT each option is likely to save. 

CONSIDERATION AND FORMATION OF STRATEGY 

The next stage is to consider the Strategic VAT options and to form a refined VAT strategy. 

During this process the Charity needs to consider the non-VAT issues of any proposed changes and weigh them against the potential VAT benefits. As part of these considerations it is useful for the Charity to be able to assess how successful the various strategic options might be, or how impractical to implement. For example some options might not be attractive to a Charity unless the VAT savings are relatively secure and if they are relatively easy to implement and operate.

Generally the process of considering the strategy deal with the following types of issues:

· Proposed options with VAT savings estimates

· Practical issues

· Legal issues

· Likely response from HMRC

· Likelihood of success

· Implementation costs

· Timetable of actions 

The outcome of this process should be a clearly defined VAT strategy with a timetable for Implementation.

Managing the Process 

Due to the complexity of the issues involved at the sums of money at stake it is generally not advisable for a Charity to undertake a Capital Project without the guidance of a VAT specialist. 

Rulings from HMRC

When facing Capital Projects, organisations are often tempted to seek guidance and rulings from HMRC at an early stage. However this approach rarely gives a satisfactory result for a number of reasons.

Hypothetical reluctance

Firstly, HMRC are unwilling to give categorical rulings on what they view as hypothetical transactions and will often decline to answer on that basis, or else couch the reply in very general terms. 

Is your ruling written, unequivocal and based on the full facts?

Secondly, HMRC will only honour rulings which they have given in writing, if the rulings are “unequivocal” and are based on a full knowledge of the facts. Therefore if the ruling is conditional in any way, or if there are facts which have been omitted from the discussion, then HMRC will not consider themselves to be bound by the ruling. Verbal advice should not be relied upon at all.

Definitely provisional 

Thirdly, and probably most importantly, HMRC will only consider themselves bound by a ruling until it is superceded by a new ruling. If an approach is made to HMRC early on in the process, and they are put under pressure to provide a ruling based on the plans which are current at the time, they would still have the power to review their position later on, for example, once the building project has begun in earnest. 

In practise this means that Capital Building Projects can never have an absolute advance guarantee that HMRC will agree the VAT position. There are however varying degrees of confidence one can attain with regard to the VAT position, these depending of course on the precise circumstances and one’s position in the project cycle. 

In some cases it can also be counter-productive to approach HMRC too early on in the project cycle. If, for example, there are potential difficulties with VAT recovery, or Zero-rating, then it highly preferable to have a fully formed strategy before dealing directly with HMRC. The representation of the facts to HMRC has to be done carefully, because some facts will have a direct impact of the levels of VAT recovery which are possible. If these facts are not clearly presented, this may cause officers to come to the wrong conclusions about the VAT status of the project. If this happens early on in the process, then the process of negotiation becomes much more difficult, time consuming and likely to be ultimately less successful. One clear example of this is in the different strategies required for Zero-rating as opposed to VAT recovery. For zero-rating it is necessary to argue that the business use of the new building will be minimal. However for VAT recovery, precisely the opposite argument is required. If a project enters into discussions with HMRC without fully understanding which of these 2 approaches it wishes to take, it can often find itself arguing against its own interest.

To be clear: it is important to communicate the full facts to HMRC when asking for a ruling or entering into negotiations. However, it is also important to understand what the conclusions from these facts are likely to be, before making representations to HMRC. Otherwise one might inadvertently misrepresent those facts in a way which is detrimental to your own interest.

In summary therefore it is generally not wise to approach HMRC until you first have a clear understanding of the VAT issues facing the project and a fully formed strategy for maximising VAT relief. When and for what purpose to approach should be an integral part of the strategy.

The Model Process

1. Carry out an initial scoping VAT review as early on in the Project as possible.

2. If the issues are not complex or contentious the scoping review should confirm that fact. 

3. If necessary, commission a Detailed Analysis in order to refine the VAT forecast and to propose Strategic VAT options.

4. Consider the Strategic VAT options and form a refined VAT strategy.

5. Implement the VAT Strategy.
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