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DISCLAIMER

These notes are not intended to be comprehensive. Legislation is complex so proper professional advice should be taken. No responsibility for loss occasioned by any person’s action or refraining from action as a result of reliance upon any material can be accepted by the speaker or Watts Gregory LLP.

MANAGING CAPITAL PROGRAMMES

1.
INTRODUCTION
When planning capital expenditure VAT must be taken into consideration.  There are two questions that need to be addressed :

a) Should we be charged VAT?; and

b) If we should be how much can we recover?

      This needs to be sorted before funding is applied for.

Granting authorities will often ask for the applicant’s VAT status and assume that, if it is VAT registered, any VAT charged on the project can be recovered in full.  This is not always the case and the position will need to be clarified in any application.

2.
SHOULD WE BE CHARGED VAT?

Sadly with capital expenditure the answer to this question is usually affirmative but there are exceptions.  There are reliefs available for items such as life boats and medical equipment but the biggest problems come with property.  It is here where the rules get complicated and the sums get big.  
3.
PROPERTY AND CONSTRUCTION SERVICES - DOMESTIC

a) The construction or first purchase of dwellings, groups of dwellings or residential/nursing homes are zero rated under Items 1 & 2, Group 5, Schedule 8 Value Added Tax Act 1994.  When residential/nursing homes are involved the vendor or builder will require a certificate from the charity.
b) The purchase of previously owned dwellings, groups of dwellings or residential/nursing homes are exempt from VAT  under Items 1, Group 1, Schedule 9 Value Added Tax Act 1994.
c) The conversion of non domestic property to domestic is vatable at 5% - Group 7, Schedule 7, Value Added Tax Act 1994.
d) The changes to the number of dwelling units within a building is vatable at 5% - Group 6, Schedule 7, Value Added Tax Act 1994.
e) There are reliefs available for alterations to listed buildings but all other construction services will be vatable at 17.5%

4. 
PROPERTY AND CONSTRUCTION SERVICES – NON DOMESTIC
a) The purchase of a newly completed non domestic property can be zero rated providing that the building is “intended for use solely for a relevant residential or a relevant charitable purpose”.  Item 1, Group 5, Schedule 8 Value Added Tax Act 1994.  Otherwise vatable at 17.5%.
b) The construction of a new property from scratch, the law allows the builder to zero rate his or her services providing that the building is “intended for use solely for a relevant residential or a relevant charitable purpose”.  Item 2, Group 5, Schedule 8 Value Added Tax Act 1994.  Otherwise vatable at 17.5%.
c) If the charity is having an annex to an existing building then, providing that :
i.
The annex is capable of functioning independently from the existing building; and

ii.
The only access  is not via the existing building;

Then the law allows the builder to zero rate his or her services providing that the annex  is “intended for use solely for a relevant residential or a relevant charitable purpose”.  Note 17, Group 5, Schedule 8 Value Added Tax Act 1994.  Otherwise vatable at 17.5%.

d)  The purchase of an existing previously owned non domestic property that is less than three years old is treated as if it was new.  If it is older then the sale might be exempt from VAT.  In some instances however the vendor can elect to waive that exemption and charge VAT.   The VAT status of the property needs to be decided before any negotiations begin.  

Such an election to tax is disapplied, meaning that VAT cannot be charged to a charity, if it makes known that the premises are to be used for “a relevant charitable purpose” Paragraph 2(2)(b), Schedule 10,Value Added Tax Act 1994.  This may sound all well and good but the imposition of this rule could impact on a previous VAT claim by the vendor and force him or her to pull out of the deal.

e)  The purchase of bare land may or may not be vatable.  The relief for charities referred to in (D) is only available to social housing providers so it is vital that the VAT status be addressed.  If VAT is being charged, consider using a third party or associated company to buy the land, build the property and sell it to the end user.  That way the intermediary company can recover the VAT charged on the land and zero rate the sale of the building if it qualifies under any of the above reliefs.
5.
RELEVANT CHARITABLE PURPOSE
In all cases the charity would be required to supply a certificate to the builder/vendor stating that the property is going to be used  for “a relevant charitable purpose” .  It is an offence to issue a false certificate so its important that we know what is means.  According to Note 6, Group 5, Schedule 8 Value Added Tax Act 1994 it means use by a charity ‘otherwise than in the course or furtherance of a business’.

So what does ‘otherwise than in the course or furtherance of a business’ mean.  This definition has exercised the intellect of HMRC and many tax barristers over quite a few years and it is still in a state of flux.

Non-business activities/income are deemed to include :
· Donations/gifts/legacies/voluntary contributions and grants 

· Certain types of membership subscriptions 

· Investment income

· Transactions in securities

· Certain welfare services 

· Voluntary services.

A charity should not assume that, because its income could fall into one of the above, it is automatically non-business, nor should it assume that, because the income is not in the list, it is ‘business’.

Where a charity is funded purely by grants or donations, there are no business activities and so they would not have a problem fulfilling the required definition.  But as soon as anything is done for what can be interpreted as a payment, problems start. If there is any doubt over the nature of income received advice should be sought.  

There have been a number of cases that have addressed whether or not the charity was making or intended making supplies by way of business.  In  both Yarburgh Children's Trust ([2001] and St Paul's Community Project Ltd. [2005] nursery/playgroup facilities were being provided to the local community.  The children’s parents did pay for this facility but it was argued that the amounts received were so low that the organisations could not be seen as engaging in an economic activity.  In both these cases the courts accepted this position and zero rating on building work was allowed.

6.
THE 10% CONCESSION
HMRC have agreed that, providing that business use of a building does not exceed 10%, then its will still be deemed to be used for a charitable purpose.  The 10% can be calculated by reference to time, floor space or the number of people using the building.

Providing that the 10% is calculated in good faith at the time that the charity issued its certificate to the vendor/builder, any subsequent breach of that limit will not mean that repayments have to be made to HMRC.  HMRC Brief 29/2007 refers

7.
IF VAT HAS TO BE CHARGED HOW MUCH CAN BE RECOVERED?
The first point here is that in order to claim back VAT, an organisation must be VAT registered.  In order to be VAT registered it must be making some vatable supplies.  The amount of recovery would normally be based on a ratio of the value of those vatable supplies to all other income.  So, if the vatable supplies represented 10% of the charity’s income, then 10% of the VAT suffered could be claimed back.

PUBLIC SERVICE DELIVERY CONTRACTS

1.
THE BASICS

The VAT position needs to be addressed when the contract/SLA is negotiated and spoken to specifically in the documentation.  

The VAT position of the supply relies on its nature and not whether the recipient can recover VAT charged. Getting the position right is the responsibility of the providers of the service, so they should seek their own independent advice and not be influenced by the funder.

Whatever any payment is called, the recipient will need to establish whether it is a grant or a consideration for a service.

2)   
IS THE PAYMENT A GRANT OR A CONSIDERATION FOR A SERVICE?
5.10.1 Notice 701/1 asks the question “How does a charity decide whether funding is consideration for a supply?” and responds :
“To decide whether funding is consideration for a supply a charity must ask itself the following questions:
•
does the donor receive anything in return for the funding?

•
if the donor does not benefit, does a third party benefit instead? - and if so, is there a direct link between the money paid by the funder and the supply received by the third party? 

•
are any conditions attached to the funding, which go beyond the requirement to account for the funds (commonly referred to as ‘good housekeeping’)?

If the answer to one of the questions is ‘yes’ it indicates that the funding may not be freely given and may be consideration for a supply.”

This could simplified by asking what tangible benefits accrue to the funder.  If a local authority has a statutory duty to supply a service which it subcontracts to a charity then, although the actual recipient of that service might be an individual, the local authority directly benefits because it has been relieved of providing the service itself.  In this case the charity’s supply would be made by way of business.  The actual VAT liability will depend on the nature of the service.

Where however, the local authority merely funds a service because it is considered worthy rather than a statutory requirement things get more grey.  

Wolverhampton Citizens Advice Bureau (CAB) provided free legal, and other, advice. It received grant funding from, amongst others, the local authority. The local authority, as a condition of grant funding, required a service level agreement to be entered into by the CAB, detailing opening times, levels of service etc. The CAB viewed the funding to be consideration for a taxable supply of services to the local authority.

The VAT tribunal found that there was nothing in the service level agreement to support the CAB's view. Although strings were attached to the grant given by the local authority, that in itself did not create a supply. This was because the local authority did not derive any direct benefit from the advice given. Its only benefit was the indirect knowledge that it had helped fund a service that might be of benefit to its citizens. The strings attached to the grant funding were simply good housekeeping measures by the local authority.   

3)   WHY WOULD A CHARITY SEEK TO MAKE ITS SUPPLIES VATABLE?   

Because, if it is VAT registered, the more vatable income it receives the greater its input tax recovery.  Where a local authority is the customer, there is no damage as it can usually claim back whatever VAT is charged to it.

4)   OTHER PITFALLS

If the payment is a grant, the charity needs to be certain who the actual recipient is.  They may receive the money on behalf of an individual or other organisation in which case it may cease to be seen as grant income, but rather a consideration for a supply of services by the charity to the grantee.

Grant income may become a consideration for a supply when employing third parties to fulfill project requirements.  This means that the third parties may have to charge VAT that the grant recipient cannot recover.

IMPACT OF NON VATABLE INCOME ON VAT RECOVERY

The more vatable income an organisation receives the more input VAT it can recover.  Conversely, it would seem, that increased non vatable income would reduce input tax recovery.  This is not necessarily the case.

Since VAT is not recoverable on non business activities HMRC have, in the past,  linked these activities to income received.   They therefore saw donations as non business income and denied recovery of any associated input tax.  The Church of England Children's Society case changed this.  It was decided that, providing the monies raised were used as core funding, the input tax could be put into the general pot and attributed according to the activities of the organisation.

The usual method of attribution uses a ratio of vatable income to total income (including grants).   This formula also needs to be reviewed as certain grants can be excluded in all or in part thus increasing recovery.

Core funding grants -  part can be excluded depending on the ratio of business/non business activities undertaken

Project funding grants – where the project ultimately provides vatable or exempt income these should be excluded from the formula.

Project funding grants – where the project ultimately provides no other income these should be included in  the formula.

If VAT exempt income is generated, there may be a need for further adjustments.  This can be a complex area and advice should be sought.

VAT & TRADING

Is the trade vatable?  If it is not then we need proceed no further.  If it is the next question is :
Who is going to trade?   The charity or a subsidiary?
If it is the charity, it has to be established whether the trade will make it VAT registerable and, if so, how will that impact on other activities.

To establish whether the charity will become VAT registerable it will be necessary to examine all income streams and activities to see whether any are potentially vatable.  If there are any, the value of these supplies will have to be added to that of the trading activity to arrive at a turnover for registration purposes.  The current limit is £64,000.  This figure applies to any 12 month period not just a financial or calendar year so a running total needs to be kept.

If the bulk of the trading is zero rated e.g. books it is possible to ask for exemption from registration.

Registration will mean a beneficial increase in VAT recovery but might involve having to charge VAT that cannot be recovered by clients/customers.  It will also increase administration costs because of additional record keeping.

If a subsidiary is used and it is a share company will be seen as a normal business treated as such for VAT purposes.

If a non profit making company limited by guarantee is used, it could benefit from some of the zero rating available to charities.

If the subsidiary is VAT registered be careful about intra group charges.  For example, if the charity gets a grant to carry out a study and sub contracts that work to its subsidiary, the subsidiary would have to charge VAT on the value of its services.  The charity probably could not recover that tax.

If common staff are used the employer of those staff could be considered to be making a supply of their services to the other party.  Consider joint contracts of employment.
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