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REPORT OF THE STRATEGIC DIRECTOR OF CUSTOMER AND SUPPORT SERVICES


TO THE BUDGET AND AUDIT SCRUTINY COMMITTEE

WEDNESDAY, 6TH APRIL, 2005 


TITLE : 
VAT - PARTIAL EXEMPTION

RECOMMENDATIONS : 
That members note the contents of this report.


EXECUTIVE SUMMARY :  

This report identifies the accounting requirements of local authorities in relation to their partial exemption from VAT and the actions taken to ensure that Salford does not exceed its partial exemption limit and avoid incurring a VAT liability.


BACKGROUND DOCUMENTS :  VAT partial exemption calculation records in the Finance (Available for public inspection) 
    Division.


ASSESSMENT OF RISK: 
Medium

	


SOURCE OF FUNDING: 
Revenue budget and capital programme

	


COMMENTS OF THE STRATEGIC DIRECTOR OF CUSTOMER AND SUPPORT SERVICES (or his representative):

1. LEGAL IMPLICATIONS :


Not applicable 

2. FINANCIAL IMPLICATIONS :


Provided by : 
Head of Finance

This report has been written by the Head of Finance and covers fully the financial implications.

3. PROPERTY : 




Not applicable 

4. HUMAN RESOURCES :



Not applicable

	


CONTACT OFFICER :   John Spink   Tel : 793 3230
E-mail : john.spink@salford.gov.uk 


WARD(S) TO WHICH REPORT RELATE(S): 
Potentially all


KEY COUNCIL POLICIES:

Budget strategy


DETAILS

1. PARTIAL EXEMPTION FROM VAT

1.1. A local authority is generally able to reclaim from HM Customs & Excise all the VAT incurred on goods and services it procures and is obliged to pay over to HM Customs & Excise all the VAT that is required to be charged on goods and services provided to third parties. Local authorities are generally a net claimer of VAT as the VAT incurred exceeds the VAT received. This is because many local authority services are not subject to VAT, either because they are exempt, classed as non-business or are zero-rated.

1.2. Where a local authority provides exempt services and incurs VAT on expenditure associated with an exempt service, it is still able to fully reclaim the VAT on expenditure incurred, but such VAT ranks against a limit of 5% of total VAT expenditure reclaimed. This is known as the partial exemption limit. If the 5% limit is breached, then all the VAT reclaimed on exempt activity in that financial year no longer becomes eligible for reclaim and must be borne by the local authority.

1.3. In Salford’s case, the gross VAT expenditure reclaimed is around £30m, and hence the 5% partial exemption limit is around £1.5m. In previous years, Salford has been comfortably inside this limit in terms of VAT reclaimed on exempt activity, with sufficient headroom not to attract the attention of HM Customs & Excise so no detailed audit of the partial exemption calculation has been necessary to verify this position.

1.4. However, in 2003/04, exempt VAT reclaimed started to increase to a position that, whilst it could be demonstrated that it was still comfortably within the 5% limit it would not require too much more exempt activity for it to become close enough for detailed scrutiny by HM Customs & Excise, and possibly exceed it. The 5% limit was £1.446m, whereas VAT reclaimed on exempt activity was £1.194m. HM Customs and Excise have signed off the partial exemption calculation as meeting their requirements that no breach has occurred.

1.5. For 2004/05, the headroom within the partial exemption limit has shown signs of being much closer because of the types of exempt activity expenditure has been incurred on, but even so it is anticipated that no issue should arise.

1.6. However, preliminary examination of the Capital Investment Strategy for 2005/06 to 2008/09 approved by Council last summer indicated the possibility that, if certain decisions were not taken with regard to the VAT treatment of exempt activities, the Council could possibly breach the 5% limit in 2005/06, and could face having to bear exempt VAT of approaching £2m.

1.7. The announcement by the Chancellor of the Exchequer in his March budget of a reclassification of children’s welfare services from exempt to non-business has subsequently relieved local authorities across the country of a potential burden for new Surestart schemes against the partial exemption limit, and has helped Salford considerably with its 2005/06 capital investment plans. 

2. VAT EXEMPT ACTIVITY

2.1. So what types of activity are treated as exempt from VAT and therefore score against the 5% partial exemption limit ?

2.2. Generally speaking, the types of transactions that can score heavily against the limit are :-



· Refurbishment works to property that is used for activities that generate exempt income or is subsequently sold or leased.  Much of this centres around the Council’s activities in regeneration areas, although there are other areas of the mainstream capital and maintenance programmes that are affected.










· Leisure, child care and community facilities.

2.3. There are a variety of other, lesser value, transactions of a revenue nature that score against the limit, but these amount to only around £0.3m in total, and have until recent years been the only consistent expenditure ranking against the limit.

2.4. The remainder of this report focuses on the issues around exempt activity and the decisions required to avoid or minimise the VAT ranking against the 5% limit.

3. ACTIONS ALREADY TAKEN TO MINIMISE VAT LIABILITY

3.1.  Actions taken so far in respect of matters requiring decisions on VAT treatment on key activities which could affect the partial exemption calculation are as follows :- 

[image: image1.wmf]Area

Site

Exempt/taxable activities

Action taken

Langworthy/Seedley

Tesco Supermarket site

School, church, car park

Opt to tax whole site

Langworthy/Seedley

Urban Splash development

Property refurbishment

Urban Splash to opt to tax

Langworthy/Seedley, 

Higher & Lower Broughton

Homeswaps

Property refurbishment

Identify properties where lower VAT 

rate of 5% can be charged by 

contractors

Higher Broughton

Community hub

Community facilities

Opt to tax whole area

New Deal

Salford Innovation Forum

Building lease

Opt to tax whole site

Urban Vision P'ship Ltd

Civic Centre &Highways depot

Building lease

Opt to tax whole site

Salford Community Leisure

Worsley Pool

Refurbished leisure facility

Opt to tax whole site


3.2. These decisions have been taken in consultation with the directorates concerned, eg with Development Services/Urban Vision on property based matters.

3.3. When options to tax are made, they are confirmed in writing by HM Customs and Excise. They have confirmed their acceptance of the options in respect of the Tesco site, Higher Broughton, Salford Innovation Forum, the Civic Centre and Highways depot.  The Worsley Pool option will be exercised before work commences which is now expected to be October 2005. 

3.4. The Urban Splash development requires the company themselves to apply to opt to tax. A decision from HM Customs and Excise is expected in the next 2 to 3 weeks.

4. IMPACT OF CHANCELLOR OF THE EXCHEQUER’S RECENT BUDGET ANNOUNCEMENT

4.1. As the capital programme for 2005/06 has been developed the VAT partial exemption calculation has been reviewed and updated. 

4.2. The latest version of the calculation based on the capital programme approved by Council on 2nd March and taking into account the effects of the Chancellor’s subsequent Budget announcement is attached.
4.3. The attached schedule shows that the Council is marginally under its 5% limit for 2004/05, but is showing increasing levels of comfort with its headroom in 2005/06 and later years. For example, in 2005/06 there is now sufficient headroom to permit VAT on a further £1.83m of capital expenditure to be ranked against the limit, whilst in 2006/07 the equivalent figure is VAT on £4.2m of capital expenditure.
4.4. However, prior to the Chancellor’s Budget announcement there was a real possibility that the partial exemption limit for 2005/06 would be breached. The main issues at that time concerned the construction of new Surestart facilities and the Higher Broughton Communuty Hub. The issues with these projects are detailed below.
4.5. Surestart

Prior to the Budget, children’s welfare services were exempt from VAT and scored against partial exemption limits. The construction of new Surestart facilities has been the subject of significant lobbying of Government across the country by local authorities and charitable organisations to class such facilities as non-business and so avoid them being scored. The VAT issue was widely viewed as being a real impediment to achieving Government objectives.

Salford has 5 Surestart schemes planned to start in 2005/06 at Little Hulton (via Spurgeons), Belvedere, Ordsall, North Swinton and Irlam, 4 of which are planned to be commissioned directly by the Council, the other via Spurgeons, a charitable organisation. The planned capital expenditure in 2005/06 is £3.8m.

Had this expenditure all ranked against the VAT partial exemption limit then it would have been exceeded by VAT on £1.97m of capital expenditure. The Budget announcement removed this requirement.

In changing the exempt status of Surestart schemes to non-business the Government has removed a significant issue for the 2005/06 partial exemption limit. If it had not, then we would have needed to adopt a number of alternative options, eg :-

· monitor and control contract payments to avoid breaching the limit ;

· seeking alternative means of procurement, where possible, such as via a charity that can reclaim VAT, or minimise the VAT burden falling in one year ; or

· seeking additional funding from the Surestart Unit.

The use of these options are now no longer required.

4.6. Higher Broughton Community Hub

Discussions have been in hand with the Higher Broughton Partnership as to the appropriate means of procuring the community hub. The hub is planned to contain a mix of leisure, youth and children’s facilities as well as office space, reception and community use. Prior to the Budget announcement the leisure, youth and children’s components would have ranked against the partial exemption limit.

One option that was being explored was procurement by means of a public, private partnership (PPP). This means of procurement would avoid substantial VAT being scored against the partial exemption limit in 2005/06 and 2006/07 as the asset would not be in the ownership of the Council under such an arrangement, although VAT on the user charge once built and occupied would count against the limit where exempt activity is provided from the building. 

However, through a combination of the Budget announcement and the Council opting to tax on the whole of the Higher Broughton redevelopment area, exempt VAT is now avoided.

This does impact upon the proposed means of procurement and now makes the traditional route of the Council directly funding the hub a more viable proposition when compared with a PPP procurement.

5. CONCLUSIONS

5.1. At the time of preparing the 2005/06 revenue budget and capital programme there was a real prospect that the VAT partial exemption limit would be breached and consequently the risk assessment of reserves contained provision for incurring VAT of £2m on exempt activity.

5.2. As a result of a combination of action taken on behalf of the Council to mitigate its VAT liability, eg through opting to tax on various sites, and the Chancellor’s Budget announcement on children’s facilities, the prospect of the Council breaching its partial exemption limit has much diminished, and no special course of action is now required to avoid a potential breach.

5.3. The revenue and capital plans of the Council are monitored regularly to ensure that there is no risk to the partial exemption limit.

5.4. Where new spending proposals arise the VAT implications are assessed to ensure that any possible partial exemption issues, in particular, are properly addressed.

5.5. Information about the implications of partial exemption have been regularly disseminated to all directorates and in March a 1-day seminar provided by PwC was arranged for representatives from all directorates.

6. RECOMMENDATION

6.1. Members are requested to note the contents of this report.

ALAN WESTWOOD

Strategic Director of Customer and Support Services
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		Area		Site		Exempt/taxable activities		Action taken

		Langworthy/Seedley		Tesco Supermarket site		School, church, car park		Opt to tax whole site

		Langworthy/Seedley		Urban Splash development		Property refurbishment		Urban Splash to opt to tax

		Langworthy/Seedley, Higher & Lower Broughton		Homeswaps		Property refurbishment		Identify properties where lower VAT rate of 5% can be charged by contractors

		Higher Broughton		Community hub		Community facilities		Opt to tax whole area

		New Deal		Salford Innovation Forum		Building lease		Opt to tax whole site

		Urban Vision P'ship Ltd		Civic Centre &Highways depot		Building lease		Opt to tax whole site

		Salford Community Leisure		Worsley Pool		Refurbished leisure facility		Opt to tax whole site






