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Charity Taxation: an introductory overview

A brief history of charity tax reliefs’

Governments have long recognised the importance of excluding charities from the general system of
taxation. Under Elizabeth | grave concern for the plight of the poor — and a recognition that philanthropy
could help — led to the Statute of Charitable Uses 1601. In the modern era charities have been exempted
from taxation as the taxes themselves have been devised, beginning with exemption from income tax
when it was introduced by the Income Tax Act 1799. In Victorian times, the subject of charities and tax was
debated both in Parliament and in the Courts. In Income Tax Special Purposes Commissioners v Pemsel
[1891] AC 531 their Lordships decided that charities of all persuasions should be entitled to exemption
from taxation, a view that echoed Disraeli's exhortation, some years earlier, that charities’ exemption from
taxation “is not a privilege — it is a right” .2 However, as the system of taxation has become more complex,
so too have the arrangements to secure appropriate reliefs and exemptions for charities. The level of
complexity has now reached a point where it is hard to reconcile those arrangements with the principle
enunciated by Disraeli in 1863.

Until it was withdrawn in 2000, tax relief on deeds of covenant had been the main tax-effective mechanism
for charitable giving: a mechanism that can be traced back to the Income Tax Act 1842. However, charitable
deeds of covenant were subjected to increasing restrictions; and in 1955 the Royal Commission on the
Taxation of Profits and Income? considered the case for replacing them with a US-style donor relief system.
In the event, the Commission rejected the proposal on grounds of practical and administrative complexity,
concerned that a change would produce a short-term drop in charities’ income and place extra
administrative burdens on the Inland Revenue.

The system then underwent minor modifications; but a major change came in 1980 when, in response to
a recommendation of the Goodman Committee on Charity Law in 1975, relief at higher rates was
reintroduced with an initial annual ceiling of £3,000: £18,800 at 2009 prices when adjusted against the RP!I.
The new relief, one of several measures in the Finance Act 1980 intended to help charities, was expected
to increase giving from higher-rate taxpayers and the ceiling was introduced to help manage the ‘cost’ of
the relief (so far as HM Treasury was concerned) and because other countries with donor reliefs had
similar ceilings. The ceiling was raised to £5,000 in 1983, to £10,000 in 1985 and abolished completely in
1986, though the minimum three-year duration for covenants was retained.

As well as abolishing the ceiling on higher rate relief for charitable covenants, the Finance Act 1986
introduced a new relief which allowed employees to have one-off or recurring gifts deducted directly
from their pay up to an annual limit of £100 (£218 at 2009 prices): “payroll giving”, launched in 1987 and
based on the US United Way model. It was designed to encourage people to make small, regular
donations, with payroll giving agencies approved by the Inland Revenue acting as intermediaries between
employers and charities. The rationale behind the use of payroll giving agencies was to ensure that
administrative burdens were not placed on employers and to reduce the need for the Inland Revenue to
check that donations went only to genuine charities. Payroll giving did not replace the deed of covenant;
but the cap was gradually increased until by 1996 it was £1,200 (£1,680 at 2009 prices).

The 1986 Finance Bill also included an abortive proposal for a new definition of a “private indirect charity”,
intended to protect against abuse of the uncapped relief by “donor-controlled charities”, a mechanism

' The material in this section draws in part on a paper prepared for the Gift Aid Forum by Jeremy Sherwood: Tax reliefs for
charitable donations — an overview.

2 Picarda, The Law and Practice Relating to Charities Third Edition (Butterworths, 1999), 733

3 Cmd 9474.
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CHARITY TAXATION: AN INTRODUCTORY OVERVIEW

for tax avoidance that had become of increasing concern to HM Treasury. It was feared that sham charities
were being set up by donors with trustees who were either close family members or who could be relied
upon to do as they were told and channel donations and the associated tax relief back to the donor by
circuitous routes. However, because there was concern that the “private indirect charity” definition might
impact adversely on genuine charities, the proposal was replaced by the current anti-avoidance rules in
Schedule 20 Income and Corporation Taxes Act 1988, which impose a tax charge on charities where they
carry out “non-qualifying expenditure” or make “non-qualifying loans or investments”.

Gift Aid was introduced in the 1990 Budget, with the aim of increasing the incentives for charitable giving
by supplementing existing incentives for regular donations through payroll giving and covenants with a
new relief for sizeable lump sum gifts. It was intended as a tax relief for one-off donations that would:

® provide an incentive to donors to give more;

® be acceptable to the bulk of charities;

® be workable at a reasonable administrative cost;

® be acceptable to HM Treasury in terms of tax revenue foregone; and

* so far as possible, minimise the scope for fraud or abuse.

The minimum Gift Aid threshold of £600 was introduced mainly to control the reduction in tax revenue
but partly because Gift Aid was not intended to replace payroll giving —which is why the Gift Aid minimum
was aligned with the payroll giving maximum. In the event, however, the minimum gift was reduced to
£400 in 1992, to £250 in 1993 and abolished altogether in 2000.

The mechanics of Gift Aid were modelled on the deed of covenant:

¢ the donor had to give a “certificate” to the charity in relation to each gift stating that the gift met the
rules for the relief and that s/he had paid as much basic-rate income tax as the charity could reclaim on
the gift;

o Gift Aid was restricted to gifts of money;

e the charity received credit for the basic-rate tax paid by the donor on an amount of income equivalent
to the gross gift; and

e if a donor who was not a taxpayer gave a gift under Gift Aid and the charity claimed back the income
tax, the donor would be assessed to tax on the gross amount of the gift.

The original rules disqualified any gift for which the donor received a benefit in return, because the relief
was aimed at stimulating donations rather than payments for services or benefits.

In 1997 the then Chancellor of the Exchequer launched a review of charity taxation which was consolidated
within a consultation document, Review of Charity Taxation, March 1999, published in the spring of 1999. Its
stated purposes were to encourage donations to charities both from individuals and from businesses and
to simplify the tax system for charities. At the time, charities were particularly concerned about the withdrawal
of their Advance Corporation Tax (ACT) relief and the scale of irrecoverable VAT that they suffered; but the
Government displayed no appetite to address either of those concerns. The review did not seek any radical
alteration to the system. Nor did it substantially extend the scope of the reliefs and exemptions® from rates
and taxes that charities already enjoyed. Furthermore, the review did not articulate a rationale for charitable
tax reliefs other than to underline the value that the Government attached to charities generally.

The 1999 pre-Budget report announced a package of measures, Getting Britain Giving, aimed at

modernising and simplifying the incentives for charitable giving, which had declined in the 1990s. The

package, implemented in Budget 2000 and amplified in the Inland Revenue’s note of November 2000,

Getting Britain Giving: Inland Revenue guidance note for charities, included:

e the abolition of the £250 minimum limit for Gift Aid donations;

* anew Gift Aid declaration process enabling donors to make Gift Aid donations by telephone or over
the internet;

4 For brevity, reliefs and exemptions from rates and taxes will henceforth be referred to simply as ‘reliefs’.
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CHARITY TAXATION: AN INTRODUCTORY OVERVIEW

¢ new benefit rules, in effect combining the existing rules for covenants and for Gift Aid;

e abolition of the £1,200 maximum limit for payroll giving;

* anew relief for gifts to charity of quoted shares and securities; and

* removal of existing barriers facing those who wished to settle assets to charities through trusts.

The package also relaxed the requirement for the donor to have paid as much basic rate income tax as
the charity would claim back on the gift: for the first time a claim could be covered by capital gains tax
and income tax paid at any rates.

Further reliefs were brought in by the 2002 Budget:

® an extension of the gift of shares relief to include gifts of qualifying interests in land;

¢ an election for a Gift Aid donation to be treated as if it had been made in the previous year, so as to
allow higher-rate donors immediate access to Gift Aid through the self-assessment return; and

e extending some of the charity tax reliefs, including Gift Aid on donations, to Community Amateur
Sports Clubs.

Other less radical changes have followed in subsequent years.

A rationale for charity tax reliefs: views from Government

As noted above, the Labour Government did not make any substantive statement in 1999 as to the
rationale for charity tax reliefs. However, a number of respondents to the consultation did attempt such a
rationale: in particular, The Government Review of Charity Taxation: Submission by the Charity Law
Association 1999 summarised the historical and sociological reasons why it was desirable for a society to
relieve charities from the burden of taxation that was otherwise to be applied fairly and universally to
individuals and businesses.

A clearer view from government emerged during the final years of the previous Administration. The
Policy Overview Paper published by HM Treasury in March 2010 made it apparent that the Government
had two principal objectives in mind when considering charity tax reliefs and exemptions. The first was to
encourage more people to give to charity — which was and remains uncontroversial. The second was to
support and encourage charitable causes through the system of reliefs and exemptions and ‘to improve
sustainability of’ the sector and ‘finance’ it through charitable tax reliefs.

The first, as noted above, was one of the main aims of the review of charity taxation in 1999. Though the
second objective might appear benign at first glance, it reveals the central tenet of the previous
Administration’s attitude to charity tax reliefs: that they constitute expenditure by the Treasury and
therefore represent an expression of the Government's (or at least of the taxpayer’s) generosity. In short,
the Government started from the position that charities — and gifts to charities — were in principle taxable
unless a case could be made as to why it made sense in wider policy terms not to tax them.

Whether or not the Coalition Government takes the same view as a matter of principle remains to be
seen. However, the overriding budgetary objective in the current economic climate is to reduce the
National Debt as evidenced by the recent Comprehensive Spending Review; and despite the Government's
ambitions for the ‘Big Society’ — which might indicate that more resources should be available to support
voluntary activity — the health and sustainability of the charitable sector is inevitably threatened by public
spending cuts and the sector is already losing out in the battle for available funding.

The ‘official’ view (at least under the previous administration) of charity tax reliefs as a form of Treasury
finance inevitably raises all manner of policy and political considerations. On that basis, reliefs can only
be justified politically if they conform to other policy objectives such as geographical redistribution of
wealth, favouring or not favouring particular demographic groupings, or supporting the work of ‘aligned’
organisations and ignoring those whose purposes (though charitable) are not so aligned.
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CHARITY TAXATION: AN INTRODUCTORY OVERVIEW

The counter-argument is that such concerns are simply irrelevant: an organisation established for purposes
recognised as charitable (ie for the benefit of the public) warrants exemption from tax without further
interrogation of the political value of those purposes. That ‘official’ view as to the proper basis for a
system of charity taxation and reliefs is far from being generally accepted.

A rationale for charity tax reliefs: the unity of public purposes

In 1999 the Charity Law Association expressed a fundamentally different rationale. In its view, the
overriding purpose of taxation is to raise funds from individuals and organisations within society in order
to meet the expenditure required to service the needs of that society, including (in today’s climate)
reducing the National Debt: in short, expenditure for the public benefit. Because paying taxes is
mandatory, their imposition carries with it a parallel obligation on the State to seek to achieve fairness,
effectiveness and efficiency if taxation is to have general support — as the recent debate about the
reduction in Child Benefit has illustrated.

Charities are by definition established to deliver benefits to the public. As well as setting out specific lists
of charitable purposes,® the Charities and Trustee Investment (Scotland) Act 2005 and the Charities Act
2006 that resulted from the reviews of charity law in the two jurisdictions made explicit for the first time
the long-standing precondition in both Scots and English common law that a purpose had to be for the
public benefit if it was to be recognised as charitable.® Further, they removed any presumption that any
particular purpose was inherently for that benefit.” While there is a current controversy? about the
application of the public benefit test in England and Wales,? the 2005 and 2006 Acts were undoubtedly
intended to reinforce the mandate of charities and to reassure the public and the voluntary sector alike
that the two Governments recognised the special value to society delivered by charities.

In the broadest of terms, charities exist to serve society in a way that is comparable with (or at least
complementary to) the way in which Government exists to serve society; the difference is that charities
are funded by donations and Government by taxes. Moreover, a fundamental feature of charities which
distinguishes their work from that of the State is the notion of voluntarism. Not only do people give their
time, skills and money expecting little or nothing in return, they can choose whether or not to give to
charities and, if they do so, which ones to support.

Furthermore, there are three respects in which charities may have an apparent advantage over public
sector agencies. First, though many charities could do more to improve their own efficiency (and should
be firmly encouraged to do so), public bodies are likely to have higher unit costs because they do not
usually benefit from the unpaid work of volunteers. Secondly, civil society has a flexibility which the public
sector sometimes lacks: when a gap becomes apparent in provision, assuming that resources are available
the charity sector can often move quickly and effectively to fill it. Thirdly, charities can often innovate
where Government cannot — or, at least, cannot do so easily. Public purposes funded directly by the State
need to carry general public support, whereas charitable purposes will attract voluntary support so long
as they appeal to individuals or organisations. One of the strengths of the legal meaning of ‘charity’ and
the way in which the concept has been and still is allowed to evolve is that it is largely immune from the
vagaries of political fashion or popular opinion and, by its ability to resist those forces, can accommodate
needs and aspirations as they evolve within society.

For all these reasons it is critical that charities are able to operate within a regulatory and tax regime that
is non-partisan and treats as equally worthy any purpose that falls within the legal concept of charity. For

5 5§ 7(2) Charities and Trustee Investment (Scotland) Act 2005, s 2(2) Charities Act 2006.

¢ S 7(1) (b) Charities and Trustee Investment (Scotland) Act 2005, s 2(1)(b) Charities Act 2006.

7 5 8(1) Charities and Trustee Investment (Scotland) Act 2005, s 3(2) Charities Act 2006.

8 Questions raised by the Independent Schools Council and H M Attorney General respectively about the Charity Commission’s
guidance are due shortly to be considered by the Upper Tribunal

? And the Northern Ireland Executive has recently concluded that the public benefit provisions of the Charities (Northern Ireland)
Act 2008 will have to be amended before the Act can be brought into operation.
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a Government to manipulate charitable tax reliefs to favour one charitable purpose over another would
damage innovation by charities and undermine the freedom of choice which encourages charitable
giving. Government is free, quite properly, to give grant-aid to particular types of charities where that is
considered to be an efficient and effective means of delivering policy objectives. But the converse — to
deny charitable reliefs except in favoured cases — has much more far-reaching and negative repercussions
for the sector as a whole.

Competition

It is frequently suggested that tax reliefs give charities an unfair competitive advantage over commercial
organisations. In reality, the situation is much more complex than that. Comparisons between for-profit
enterprises and charities are misplaced: the former exist to deliver a private profit to their owners while
the purpose of the latter is to deliver benefit to the public. Measures of ‘success’ in the two cases are
quite different; and any disparity in their tax treatment reflects the fact that it makes no sense to divert
assets already dedicated to the public in order to fund other public purposes. Moreover, charities that do
not charge for their services incur a major tax liability that is not suffered by commercial organisations or
local authorities: irrecoverable VAT.

Associated with this is the issue of state aid. It is sometimes argued that reliefs and exemptions from tax
can amount to a state-sponsored advantage that threatens to distort trade (and, to the extent that such
distortion could affect EU markets, might qualify as unlawful state aid). But European law recognises that
reliefs and exemptions that form part of the integral and logical features of a tax system will not amount
to state aid: see, for example, Portuguese Republic v Commission of the European Communities [2006]
ECJ (GC) C-88/03. The jurisprudence of the ECJ is at one with the view that it makes no sense -
economically or sociologically — to impose taxes on charitable assets. If the argument about distortion of
competition were to prevail, however, there could be a collision between charitable tax reliefs and EU
rules on state aid, with catastrophic consequences for charities individually and the sector in general.

EU tax harmonisation

Under section 30 and schedule 6 of the Finance Act 2010, charitable organisations established in other
EU member states, Norway and Iceland will be able to take advantage of UK charitable tax reliefs. The
price is a redefinition of charity for tax purposes which involves compliance with any applicable requirement
for registration (or the equivalent) and a subjective element: that the charity, whether based in the UK or
in one of the other favoured states, must be managed by 'fit and proper persons’, an expression which is
not further defined.

This is a direct response to the judgment in Hein Persche v Finanzamt Liidenscheid [2008] ECJ C-318/07
in which the ECJ ruled that for a member State to limit its charitable tax reliefs and exemptions only to
domestic organisations could amount to an unlawful restriction on the movement of capital throughout
the EU. Member states were therefore required to take steps to lift such restrictions.

The early effect of these new measures, as perceived by Government, is likely to be to increase the ‘cost’
to the Treasury since a greater number of organisations will stand to benefit from reliefs and exemptions
from UK tax. This will no doubt lead to concern that, overall, the Government will receive less ‘value for
money’ from its ‘contribution’ to the sector. However, this concern is not entirely well-founded since, as
other member states introduce equivalent measures, there will be a corresponding benefit to UK-based
charities which will be able to take advantage of overseas tax reliefs.

It was helpful that the Government did not immediately choose to harmonise its treatment of charities in

the UK and in the relevant states by means of a reduction in the level of relief, which many commentators
feared might be the ultimate outcome of Persche. It is perhaps fair to assume that the Government
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recognised the catastrophic impact of such a move across the sector. If this inference is correct it would
suggest a recognition of the value and importance of charitable tax reliefs.

Conclusions

More than a decade has passed since the 1999 review of charity taxation, during which there have been
significant developments in charity law and the way in which charities are recognised and regulated, with
the intention that charities should demonstrate that they deserve the advantages that they enjoy. The last
few years have also seen a significant decline in the world economy and, in particular, a major increase in
the UK National Debt, with the result that the perceived cost to the Treasury of reliefs and exemptions
from tax is more keenly felt by Government than before. There has also been a growing tendency to view
with greater favour those charities whose work directly relieves pressure on Government by delivering
services in line with the Government'’s priorities. Finally, a number of developments within the European
Union suggest that the historical treatment of charities and charity taxation within individual national tax
systems is changing.

Last year's general election has brought all these elements into sharper focus and made it appropriate to
look once again at the basis for the reliefs and exemptions from taxation afforded to UK charities. A
hopeful sign in current Government policy is the emphasis that is being placed on the contributions that
charities can make to the 'Big Society'. If it is the Government's intention to encourage voluntary effort
and the participation of more members of the public in improving the quality of life for the whole
community, there is every good and logical reason not only to ensure the proper regulation of charities
but also to promote their work and to encourage donations of money as well as of time and effort. Both
will be far more likely to be effective if supported by tax reliefs for charities and donors alike. The view
that, as a matter of general principle, charities and charitable giving should be exempted from tax is the
natural corollary of the Big Society — and it would be encouraging to see that view endorsed by the
current Administration.

At a time when many are suffering unexpected financial hardship and undergoing unforeseen changes in
their lives it is particularly important that there should be a thriving and confident charity sector which is
free to concentrate its resources on providing the necessary help — and charity tax reliefs are critical in
ensuring that the charity sector does indeed continue to thrive.

Thanks are due to Francesca Quint, Radcliffe Chambers, and Sam Macdonald, Farrer and Co, for their
contribution to this chapter.
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Introduction to the Charity Tax Map

The main objectives of the Charity Tax Map are to provide:

* An explanation of the provisions of the tax system with which charities have to comply and the applicable
reliefs [SECTION A]
¢ A study of the cost and impact of taxation on the sector. [SECTION B]

The Charity Tax Map sets out in some detail the 18 different taxes that can affect charities and the multiple
tax regimes and procedures with which charities have to comply in order to administer them. We are
confident that all the main taxes and reliefs are covered but some are covered in more depth than others
where the implications for charities warrant it. For example, the majority of the sections of the VAT Act
1994 affect charities in some way because there is no single part of the Act that specifically deals with
charities. Therefore, the VAT element of the Map is some 30 pages whereas import duties are covered in
just a couple of pages.

Methodology

CTG agreed with the sponsors — the Nuffield Foundation — the structure and parameters for the project.
CTG's Management Committee then agreed the scope of the taxes to be included in the Charity Tax Map
and several of CTG's professional members with specific knowledge of law and taxation wrote sections
which matched their areas of expertise.

31 charities were asked to complete a detailed questionnaire about their tax affairs, and the costs of
administering and complying with each of the taxes.

The work also incorporated responses from an earlier survey about irrecoverable VAT to which 87 charities
responded.

Having obtained this initial information, it is CTG's intention to repeat this exercise to enable more
detailed information to be gathered from a larger sample of charities.

Charity Tax Map Matrix

A list of the taxes covered and headings under each tax is set out in the table of contents. The Charity Tax
Map Matrix provides an indication of the taxes and reliefs that might be relevant for particular types of

activities. It is not intended to be a definitive analysis but, rather, a quick reference to areas covered within
the Charity Tax Map that might be of relevance.
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CHARITY TAX MAP MATRIX
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Taxation (Actual or potential)
VAT
Business vs Non-business (1) o e e o o ° ° °
CGS (3) o o o °
Exempt (2) e o o o o o °
Partial Exemption (2&3) e o o o o o °
Reverse Charge (6) ° °
Cross Border Reporting (6) ° °
Import duties (8) ° °
Income and Corporate Taxes (9)
Non-charitable ° ° ° o °
Miscellaneous Income ° ° ° °
Anti-avoidance
Overseas investment (10) °
Substantial donor (16) °
Non-qualifying investment (9) °
PAYE and NIC (14 & 15) ° ° ° °
Overseas taxes (18) ° o ° ° ° ° °
Business rates (13) °
CIL (19) ° °

Taxation Relief (subject to conditions)
VAT
Reduced Rates (5) o o o o ° °
Zero Rates (4) ° ° ° ° ° ° ° e o o
Import Duties (8) e o o ° o 3
Income and Corporation Taxes
Charitable purpose trade (9) ° ° ° o
Small Trade (9) °
CGT (10) ° e o 0 0 o
SDRT (12) o o
SDLT (11) e o o
Business Rates (13) ° ° o
PAYE and NIC (14 & 15) °
Gift Aid (16) °
IHT (16) °
Payroll giving (16) °
Gifts of assets (16) °
Climate Change Levy (17) °
Lottery Duty (17) °
Overseas Taxes (18) e o 0 0 o ° °
CIL (19) ° °

The matrix is intended to be an aid to identify where taxes and reliefs might apply to particular activities. It is not a definitive analysis.
Bracketed numbers are reference to chapters in the tax map.
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1.1

1.2

VAT: general principles

Overview of the operation of the tax

The main reason that there are so many differences between VAT and direct tax is because VAT is
a European tax and the UK has to comply with European law in respect of VAT. When VAT was
enshrined in UK law certain derogations were allowed by Brussels, the most important of which
for charities is the zero rate.

Generally, if a charity provides taxable goods or services in the UK for consideration in the course or
furtherance of a business it will be entitled or required to register for VAT. A requirement to register
will arise if the value of taxable turnover exceeds the VAT registration threshold (£70,000 with effect
from 1 April 2010). Taxable supplies are subject to VAT at either the standard rate, reduced rate (5
per cent) or zero rate. Taxable turnover includes zero rated supplies but not exempt supplies.
Exemption from registration is possible for a charity making largely zero rated supplies but the
charity still needs to notify Her Majesty’s Revenue and Customs (HMRC) of the liability to register.

Like other organisations, at the end of every month a charity, especially if it is close to the threshold,
needs to look back over the previous twelve months to check if it has reached the registration
threshold. Additionally, if there is an expectation that the threshold will be exceeded in the next
30 days alone, there is a liability to notify HMRC within 30 days of the expectation arising.

Interest and penalties can be payable in the event of late registration, as they can if VAT returns
are submitted late. From 1 April 2009 the time limit for correcting errors changed from three years
to four years — this applies both to the charity correcting errors and to VAT assessments from
visiting VAT officers.

Once registered, the charity will need to establish the extent to which the VAT it incurs relates to
its business activities and then the extent to which this VAT can be recovered as relating to taxable
supplies.

There are certain goods and services on which VAT is never recoverable: for example VAT incurred
for the purpose of business entertainment.

Business/non-business

Generally, if payment is made in return for goods and or services supplied in the course of business
(and is not exempt — see 2) it is subject to VAT.

"Business” is not specifically defined in either UK or EU law. It has a much wider application than
the direct tax meaning of “trading.” A charity can be carrying on a business for VAT purposes
even if it is only undertaking its primary-purpose activities on a not-for-profit basis. Activities on
which charities simply cover their costs or even make a loss can still be “business”.

Deciding whether an activity is “business” for VAT purposes is crucial for a charity because that
decision determines whether or not:

e there is a requirement or an opportunity to register for VAT,

¢ there is a liability to account for VAT;

e there is an entitlement to recover VAT incurred on expenditure.
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VAT: GENERAL PRINCIPLES

1.2.1

To be a supply for VAT purposes, the activity needs to be carried out in the course or furtherance
of business. “Supply” is not defined in the legislation. It includes all forms of supply, but not
anything done otherwise than for consideration.

Where taxable supplies are being made or are intended to be made, there is an entitlement to
recover VAT incurred on related expenditure. However, VAT incurred on expenditure that directly
or indirectly relates to non-business activities is not recoverable. VAT on expenditure relating to
“exempt supplies” (see 2) is also irrecoverable subject to de minimis thresholds.

Key cases

There is extensive case law on the business test, both in the UK and European courts. The following

indicators, as summarised by Ralph Gibson J in Customs and Excise Commissioners v Lord Fisher

[1981] STC 238 at 245 are regarded by HMRC as a guide as to whether or not an activity is business.

The absence of one indicator does not necessarily mean that the activity fails to qualify as business:

® isthe activity a "serious undertaking earnestly pursued” or a “serious occupation not necessarily
confined to commercial or profit making undertakings”?

* is the activity an occupation or function actively pursued with reasonable or recognisable
continuity?

e does the activity have a certain measure of substance as measured by the quarterly or annual
value of taxable supplies made?

® s the activity conducted in a regular manner and on sound and recognised business principles?

* s the activity predominantly concerned with the making of taxable supplies to consumers for
a consideration?

* are taxable supplies that are being made of a kind which, subject to differences of detail, are
commonly made by those who seek to profit from them?

In Customs and Excise Commissioners v Morrison’s Academy Boarding Houses Association [1978]
STC 1 a charge for accommodation was being made by a charity on the basis of cost recovery (ie
not with the intention of making either a surplus or a loss). The Inner House of the Court of
Session ruled that this constituted a business activity for VAT purposes. The court commented
that: “the natural meaning of the word ‘business’ does not require that what is done must be
done commercially....or with the object of making profits”.

In Wellcome Trust Ltd v Customs and Excise Commissioners [1996] ECJ C-155/94 (20 June 1996)
it was held that buying and selling investments is not of itself a business activity. The court found
that Wellcome was managing investments in the same way as a private investor as it was itself
prohibited from engaging in trading in investments.

Yarburgh Children’s Trust v Customs and Excise Commissioners [2002] STC 207 (29 November
2001) and St Paul’s Community Project Ltd v Customs and Excise Commissioners [2004] EWHC
2490 (Ch) (5 November 2004) both concerned whether the charity in question was carrying out
activities that were non-business for VAT purposes and therefore whether the construction services
they were purchasing could qualify for zero rating. HMRC contended that the charities were in
business because they were making a charge to users, albeit not at a commercial level but enough
to top up their charitable income. The High Court decided in both cases that this did not amount
to a business activity because the taxpayers were not predominantly concerned with the making
of taxable supplies to consumers for consideration. Therefore, the expenditure was for non-
business purposes ("“relevant charitable purpose”) and could qualify for zero rating.

Quarriers v HMRC [2008] UKVAT V20660 (25 April 2008) considered whether the charity could
qualify for zero rating on the purchase of construction services in order to build a new epilepsy
centre. The charity received approximately 93 per cent of its funding to carry out its primary-
purpose activity (ie assisting people with epilepsy) from local authority contracts and central
government funding and used its own charitable donation income to meet the deficit. HMRC
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1.2.2

1.2.3

1.2.4

1.2.5

held the view that Quarriers was carrying out a business activity because the services were
provided in return for the funding. The Tribunal concluded, however, that the services were
provided on the basis of need and that there was no link between the costs of providing the
service and payment of the funding.

Donations and grants

Donation and grant income is not consideration for a supply and is a non-business activity which
falls outside the scope of VAT. This is because this income is freely given with no strings attached
and is treated by the charity as a gift. A grant or donation can have certain conditions attached to
it as to what it can be used for; but that does not make it consideration for a supply because
nothing specific is being provided to the funder in return for the payments.

If the charity merely acknowledges the gift then that does not make it business income. However,
if the funder requires that specific deliverables be provided in return for the funding then that
generally constitutes a consideration for supply and therefore makes the payments subject to
VAT. Charities should always consider the substance of the arrangements and determine whether
or not there is a supply being made in the course of business. This can be a difficult question of
judgment, often involving a significant exposure to VAT; and it is likely that the use of professional
advice will be required in many cases.

VAT incurred on expenditure that relates to funds raised for restricted charitable non-business
purposes is not recoverable. However, where a charity which has non-business and business
activities incurs VAT on fundraising costs and the funds raised support various activities of the
charity, the VAT incurred will be recoverable to the extent that the funds raised support taxable
business supplies. In practice, this means that VAT incurred on fundraising costs must be subject
to a business/non-business apportionment to determine how much of the VAT incurred may be
treated as input tax. The input tax will then be recoverable subject to the partial exemption rules
and, if applicable, a further apportionment.

Grant-giving
A charity that makes a grant is not making a supply and grant-making is not a business activity.
Therefore, VAT incurred on related expenditure would not be recoverable.

Publicly-funded research

Grants provided by central government to fund research (as opposed to research commissioned
by government) are generally paid by the granting body to fulfil its statutory and public duties to
fund research rather than to secure a benefit for it or for any third parties. In those cases the grant
does not constitute consideration for a supply made in the course of business for VAT purposes
because the research is generally for the public good and the body funding it does not receive a
specific supply of goods or services in return for the funding.

Ifresearch is fundedin part by grants and in part by matched funding from commercial participators
there may be supplies in the course of business where benefits are provided to the commercial
funders in return for their payments. The status of the body providing the funding is not the issue;
the test that will determine whether or not a supply is being made in the course of business for
VAT purposes is “what, if anything, is required to be provided in return for the funding?” .

Investment

The acquisition or disposal of shares and other securities by a charity is not a business activity for
VAT purposes. Therefore, any VAT incurred in relation to that activity cannot be recovered. In
National Society for the Prevention of Cruelty to Children (NSPCC) [1992] (LON/92/602X) the
tribunal held that the charity’s investment activities, though substantial, did not amount to a
business activity because the charity was not predominantly concerned with those supplies. Also
see Wellcome Trust [1.2.1].
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1.2.6

1.2.7

Investment income is usually a non-business activity; but following the decision in Church of
England Children’s Society v Customs and Excise Commissioners [2005] EWHC 1692 (Ch) (29 July
2005) [see 3.7] HM Revenue & Customs announced that charities would be able to reclaim some
VAT on investment management fees to the extent that the income was used to support their
taxable business activities.

Welfare at below cost

The supply of welfare services by a charity is normally a business activity for VAT purposes and,
depending on the nature of the activity, would be exempt or subject to VAT at the standard rate.
However, by concession, charities that provide welfare services at significantly below cost to
"distressed” persons for the relief of their distress may treat those services as being non-business
(ie outside the scope of VAT).

The advantage of the welfare services being non-business rather that exempt from VAT is that the
charity can then take advantage of zero rating and reduced rate reliefs that rely on activities being
for a “relevant charitable purpose”. For example, if a new building is procured by a charity that
provides welfare services that fall within the above definition, the charity should be able to issue
a qualifying use certificate in order to receive the supply at the zero rate.

To qualify:

e the subsidy must be at least 15 per cent;

¢ the subsidy must be available to all distressed persons, ie both to those who can and cannot
afford to pay the full rate; and

¢ the services must be provided to the distressed individual and not, for example, to a local
authority.

Business / non-business apportionment

Charities will be able to recover the VAT charged on expenditure relating to business activity that
results in taxable supplies being made. They will not be able to recover the VAT relating to non-
business activities.

Ifthe VAT is used partly forbusiness activities and partly for non-business activities an apportionment
must be made and the proportion related to business activities recovered to the extent that it
relates to taxable activities.

There is no set method for apportioning the VAT to business use; but the method used must be
fair and reasonable. The object of the apportionment is to establish the extent to which the VAT
on the costs incurred is used for the purpose of the business. While a method based on income
(for example, establishing business income as a proportion of total income) might be a simple
calculation, there is no necessary correlation between costs and income and, therefore, this
may not provide a satisfactory result. Other methods might be based on, for example, expenditure,
time or transaction counts.

There is no obligation to seek approval for business / non-business methods, but not to do so will

leave a charity open to having its method contested. So usually a proposal will be put forward and

HMRC will consider:

* whether the indicator of non-business activity on which the method is based gives a fair and
reasonable reflection of the balance of the charity’s non-business activities;

® whether the result is fair and reasonable;

e whether the method will reflect changes in the activities and whether the indicator upon which
it is based is suitable for this; and

e whether the method is overcomplicated and prone to error and whether it can be easily
administered by the charity and monitored by HMRC.
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1.2.8

The charity should get a letter indicating the basis on which HMRC accepts the method. It will
also be required to incorporate an annual adjustment calculation.

Unlike with partial exemption (explained below) there is no statutory de minimis level in terms of
a monetary or percentage figure. HMRC may use its discretion to allow a waiver of apportionment
— it will make a judgment as to whether the benefit in terms of revenue is outweighed by the cost
to the organisation and to HMRC in carrying out and checking the apportionment. If a waiver is
allowed the concession only applies for as long as the existing rate of non-business activity
continues.

Lennartz

Following Hansgeorg Lennartz v Finanzamt Mdnchen Il [1991] ECJ C-97/90 (11 July 1991)
(“Lennartz”), the UK tax authorities had accepted that VAT to be used for both business and non-
business activities could be recovered in full in certain circumstances provided that the VAT was
then accounted for on the subsequent non-business use of the asset in question.

However, further to the decision in Vereniging Noordelijke Land- en Tuinbouw Organisatie v
Staatssecretaris van Financién [2009] ECJ C-515/07 (“VNLTO") this is no longer the case. Lennartz
principles will only apply where the goods are used in part for making taxable supplies and in part
for private purposes or, exceptionally, for other uses which are wholly outside the purposes of the
taxpayer's enterprise or undertaking. These other uses do not include non-business activities
which are part of the normal activities of the charity.
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Certain supplies by charities are exempt from VAT. This means that although they are business
supplies, no VAT is charged and VAT is not recoverable on the related costs (subject to de minimis
rules — see 3.2.3)

Some of the exemptions are public interest exemptions which were introduced because they deal
with items that benefit society and, therefore, successive governments have taken the view that
the person receiving the services should not have to suffer VAT. This, however, means that the
person delivering the service — including a charity — has to bear the VAT on its costs.

2.1 Welfare

The supply by a charity of “welfare services” and any goods supplied in connection with those
welfare services is exempt from VAT. Accommodation and/or catering which is ancillary to the
main supply of welfare care services is also exempt from VAT.

"Welfare services” means services directly connected with:

1. The provision of care, treatment or instruction designed to promote the physical or mental
welfare of elderly, sick, distressed or disabled persons. This can include domestic help
services such as cleaning, cooking and shopping where the recipient is in need of a high
level of care and is unable to provide even basic self-care or has major difficulties in safely
carrying out some key daily living tasks. HMRC regards care or treatment as including: “the
protection, control or guidance of an individual, when this is provided to meet medical,
physical, personal or domestic needs”.

2. The care or protection of children and young people. HMRC regards this as applying to
services directly connected with the care and protection of specific children, rather than of
childrenin general. For example, the exemption would include care provided in a children’s
home or the placement of a child with foster-carers by foster agencies.

3. The provision of spiritual welfare by a religious institution as part of a course of instruction
or a retreat, not being a course or a retreat designed primarily to provide recreation or a
holiday. This would include providing spiritual counselling to an individual, discussion,
meditation or prayer. It does not include conferences or retreats where the predominant
purpose is not spiritual welfare, nor does it include educational courses in theology where
the predominant purpose is to expand knowledge rather than provide spiritual welfare
services.

As referred to in 1.2.6, "welfare” is non-business rather than exempt where it is care for distressed
people and subsidised by at least 15 per cent.

2.2 Education

The exemption from charging VAT applies to the provision by an eligible body of:
e cducation;

e research, where supplied to an eligible body;

e vocational training; or

closely-related goods and services.
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2.3

2.4

2.5

2.6

2.7

Education is defined as a course, class or lesson of instruction or study in any subject, whether or
not normally taught in a school or university: eg lectures, seminars, workshops, conferences,
residential courses and distance learning. It does not include admission to plays, concerts,
exhibitions, and sporting events.

As well as registered schools, universities and colleges, eligible bodies include not-for-profit
bodies which reapply surpluses to the “continuance or improvement” of supplies of education.

Research

Research for these purposes is defined as original investigation to gain, advance or expand
knowledge or understanding. It does not include consultancy, market research/data collection
without also involving analysis, nor confirming existing knowledge. Both the supplier and customer
must be eligible bodies.

Note that in Commission of the European Communities v Federal Republic of Germany [2002]
ECJ Case C-287/00 (12 June 2002) the ECJ ruled that "research” was not close enough to
"education” for the exemption to apply. Nevertheless, the exemption still exists in UK VAT
legislation.

Vocational training

This covers training, retraining and work experience for paid and voluntary employment. It
includes lectures, workshops and seminars but not counselling, business advice and consultancy.
Closely-related supplies

These are goods and services which are for the direct use of the student and necessary for
delivering the education to that person. It can include accommodation, catering, transport and
school trips.

Cultural services

This exemption covers an eligible body’s supply of a right of admission to a museum, gallery, art
exhibition or zoo or to a theatrical, musical or choreographic performance.

An eligible bodyisthe same asin 2.2 except that, in addition, it must be managed and administered
on a voluntary basis by persons who have no direct or indirect financial interest in its activities. The
exemption does not include botanical gardens or cinemas.

The services must be provided by a non-profit-making organisation; and any profits made from
exempt admission fees must be applied to the continuance or improvement of the facilities made
available.

Fundraising events

If a charity fundraising event qualifies for exemption the charity or its trading subsidiary does not

have to charge VAT on things like entrance fees to the event. Equally, however, it cannot recover
the VAT on the related expenses.
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To qualify for the exemption the event must be organised by a charity or its trading subsidiary
primarily to raise money for the charity. It must not be continuous trading and no more than 15
events of the same kind can be held at a single location in any year. Once the 15 threshold is
breached none of the events qualify for exemption. The 15 limit does not apply to fundraising
events where the gross takings from all similar events, such as coffee mornings, are no more than
£1,000 per week.

The fundraising event must be organised by a charity or a trading subsidiary of a charity. HMRC
will not allow trading to be undertaken through a series of events, and accommodation must not
be provided for more than two nights. The event must be promoted as having a charitable
purpose.

The exemption applies to ticket sales, sponsorship connected to the event and sale of merchandise
at the event. Examples of types of events include dances, live performances, film, video or DVD
showings, fétes, fairs and festivals, horticultural shows, exhibitions, jumble and car boot sales,
games of skill, firework displays, dinners and auctions.

This is one of the few examples of where the VAT and direct tax rules are harmonised. Note that
the exemption is not optional; so if a charity does not want the exemption to apply — perhaps
because it can charge VAT on the sponsorship and thereby recover some of its input tax on
expenses — then it would need intentionally to break one of the requirements for exemption.
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3.1

3.2

3.2.1

3.2.2

3.2.3

3.2.4

3.2.5

VAT: partial exemption

Having established the extent to which VAT has been incurred for the purpose of the business (ie
the extent to which it is input tax) the charity must then consider the extent to which that input tax
can be attributed to taxable supplies (as opposed to VAT exempt supplies as described above).

The first part of this is direct attribution. Input tax used exclusively to make taxable supplies is
recoverable in full. Input tax used exclusively to make exempt supplies is not recoverable.

Apportionment

Unlike the apportionment for business activities, the apportionment between taxable and exempt
supplies is set down in the law. The regulations provide a “standard method” but also give HMRC
the power to approve “special methods”.

Standard and special methods

The standard method

The standard method provides for an apportionment based on the value of taxable supplies as a
proportion of total supplies. As with the income method commented on above for the business
apportionment, while this method has the benefit of relative simplicity, there is no necessary
correlation between the value of supplies and the extent to which goods or services are used to
make those supplies.

Special methods

Special methods must be approved in writing by HMRC and an application for a special method
must be accompanied by a declaration from the charity that the proposed method provides a fair
and reasonable result.

Special methods typically use apportionments based on such factors as the ratio of inputs or
input tax attributable to taxable supplies, the numbers of staff engaged in taxable activity as a
proportion of the total, the number of taxable transactions as a proportion of the total or the
floor-space used for taxable activity as a percentage of the total. In a more complex charity it may
be desirable to use different methods of apportionment for different parts of the charity’s
activities.

De Minimis

There are de minimis rules that allow VAT relating to exempt supplies to be recovered provided
it amounts to less than £625 per month and is less than 50 per cent of the input tax incurred in the
VAT accounting period.

Standard method override

A standard method override allows HMRC to impose a special method. It applies if the overhead
recovery rate gives a substantially different result from a "use-based” calculation. “Substantial”
means more than £50,000 (or more than 50 per cent of overhead input tax if over £25,000).

Annual adjustment
Input tax claimed in each VAT return is provisional and can be affected by seasonal variations.
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3.3

34

3.5

Therefore, an annual recalculation over the longer period is required and an adjustment for
underpaid or overpaid tax. At this point the de minimis calculation also has to be rechecked
where appropriate.

The capital goods scheme

The capital goods scheme is designed to recognise that certain items (“capital items”) have a

long life and that the extent to which those items are used to make taxable supplies may change

during their life. Capital items are defined as:

® a computer or an item of computer equipment acquired for not less than £50,000;

¢ land or buildings with a value of £250,000;

¢ a building altered or extended to give an increased floor area of 10 per cent or more at a cost
of not less than £250,000; or

® a building fitted out or refurbished at a cost of not less than £250,000.

Note: These values are net of VAT.

If a charity acquires a capital item as above, the initial VAT recovery will be based on the rules
described in 1.2 and 2. Assuming that VAT is recovered, the charity will then need to monitor the
extent to which the item is used to make taxable supplies in subsequent periods (which would
typically be done by reference to the partial exemption method adopted). If the extent to which
the item is used to make taxable supplies decreases, the charity will be required to make a
repayment to HMRC. Alternatively, if the extent to which the item is used to make taxable supplies
increases, the charity will be able to reclaim an additional amount from HMRC.

There is an adjustment period consisting of five intervals for computers (or leasehold properties
acquired with less than ten years to run) and ten intervals for land and buildings. The first interval
will usually be less than twelve months and usually starts when the asset is acquired and ends on
the day before the start of the next partial exemption tax year. The remaining intervals are normally
in line with the partial exemption tax year.

Clawback / payback

If input tax is deducted in full because the relevant goods and services are intended to be used
exclusively in making taxable supplies but, in the event, they are used either in whole or in partin
making supplies with no right to deduct, the law requires that the original attribution of the input
tax should be adjusted to take account of this fact (clawback).

The reverse can also apply where goods and services initially intended for exempt use are actually
used to make taxable supplies (payback).

Partial exemption simplification

In 2008 HMRC launched a consultation, Simplifying the Value Added Tax Partial Exemption and
Capital Goods Scheme Rules. Following this, the first two sets of simplification measures have
been introduced in 2009 and 2010:

2009:

e The option to calculate the in-year (provisional) recovery of input tax by reference to the
previous year's annual recovery percentage. This is the new default position and saves the
need to calculate separate quarterly recovery percentages, although an annual adjustment is
still required at year-end.

e The option to calculate the annual adjustment in the final VAT return of the tax year rather than
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waiting until the first return of the following tax year. This means that only four calculations are
needed rather than five. The default position continues to be the first return of the following
tax year.

® For new partly exempt charities there is an option of recovering input tax on the basis of use
for a set period of time without notifying HMRC, before reverting to the normal values based
calculation.

¢ |f the charity makes overseas supplies it must now include the value of most of these supplies
in the standard values based calculation.

2010:
De minimis rules: the de minimis limit remained the same but the changes have made it easier
and less time-consuming for businesses to confirm their de minimis status.

New simplified tests will save some charities the need to carry out a full partial exemption
calculation to confirm their de minimis status. The simplified tests may be applied to VAT periods
commencing on or after 1 April 2010. If, in a VAT period, a business passes Test 1 or Test 2 it may
treat itself as de minimis and provisionally recover input tax relating to its exempt supplies. The
charity is still required to review its de minimis status at year-end as before and account for any
under- or over-recovery of input tax as part of its adjustment.

Test 1: Total input tax incurred is no more than £625 per month on average and the value of
exempt supplies is no more than 50 per cent of the value of all supplies.

Test 2: Total input tax (excludes blocked input tax which is irrecoverable) incurred less input tax
directly attributable to taxable supplies is not more than £625 per month on average and the
value of exempt supplies is no more than 50 per cent of the value of all supplies.

A new annual test gives charities the option of applying the de minimis test once a year instead
of four or five times a year. It allows a business that was de minimis in its previous partial exemption
year to treat itself as de minimis in its current partial exemption year. This means that it can
provisionally recover input tax relating to exempt supplies in each VAT period, saving the need
for partial exemption calculations. Charities are still required to review their de minimis status at
year-end; and if they fail the de minimis test for the year they must repay the input tax relating to
exempt supplies that they provisionally recovered in-year. However, there is no need to carry out
in-year partial exemption calculations.

The main risk of using the annual test is that if a charity provisionally recovers input tax relating to
exempt supplies in-year but then fails the test at year-end it is required to repay this input tax to
HMRC. If a charity thinks that it is likely to fail the test at year-end and repaying the input tax would
cause it difficulties, then it would not be advisable for it to take up the option of the annual test.
Other areas are being reviewed by HMRC, including the Capital Goods Scheme rules and the
possibility of an option to combine the partial exemption and business / non-business calculations.
Tax mitigation

Charities should consider whether their current VAT recovery methods (ie both for the business
element and the partial exemption calculation) provide an appropriate level of VAT recovery.

Input tax recovery: Kretztechnik, Church of England Children’s Society and other cases

The decision of the ECJ in Kretztechnik AG v Finanzamt Linz [2005] ECJ C-465/03 (26 May 2005)
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was followed by the High Court deciding for the charity in Church of England Children’s Society
v Customs and Excise Commissioners [2005] EWHC 1692 (Ch) (29 July 2005) and provided an
opportunity for charities to obtain partial VAT recovery on fundraising costs.

This means that VAT incurred on costs of generating donation and investment income is not
necessarily directly attributable to non-business activities; instead, the charity can attribute the
cost to the activity that the donations and investment income will support. If these are generally
supporting the overall work of the charity this means the VAT incurred can be partially recoverable.
This will not apply where the donations or investment income are restricted for charitable non-
business use.

Similar opportunities for extending recovery for charities providing cultural services (eg theatrical
productions) were provided by the decisions in the cases of HM Revenue & Customs v Mayflower
Theatre Trust Ltd ([2006] EWCA Civ 116) and Garsington Opera Ltd v Revenue and Customs
[2009] UK FTT 77 (TC).

In Mayflower, the Court of Appeal found that there had been both taxable and exempt supplies
in the right to see the productions: through sponsorship (which was taxable) and ticket sales
(which were exempt). This resulted in partially recoverable input tax. Garsington Opera has a
month-long summer season funded by ticket sales, sponsorship and donations. The Tribunal
concluded that there was a direct and immediate link between the opera production costs and,
amongst other output items, the grants of sponsorship rights — again giving rise to the partial
recovery of input tax.
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Charity reliefs: zero rates

There is no general exemption from VAT for charities. However, there are a number of reliefs
available of which charities should be able to take advantage.

Books etc

There is relief from VAT by zero rating "books etc”, although the actual scope of zero rating extends
far beyond books and encompasses a range of printed material including brochures, pamphlets,
handbills and programmes. This relief is not specific to charities but is clearly valuable to them.

Package test

By concession, zero rating can apply to a package of standard rated and zero rated printed matter:

® where there are more zero rated than standard rated items; or

¢ where there are equal numbers of zero rated and standard rated items and the value of the
zero rated items is the greater.

Fundraising items

By a further concession, if printed matter used by charities in connection with collecting monetary
donations is zero rated under the separate concession for such materials (see 4.8.6) those items
are similarly treated as zero rated for the purpose of applying the package test. However, if any
item in the package is not printed on paper or card the package test cannot be applied.

Talking books for the blind

Talking books for the blind and handicapped and wireless sets for the blind are zero rated. This
relief is restricted to supplies to charities of equipment for the recording of speech, accessories
and materials and repair of such equipment and the provision to a charity of radio sets and tape
recorders for free loan to the blind.

Buildings and construction

The supply of certain buildings and the provision of certain construction services are zero rated.

New buildings

The construction of, or grant of a major interest (freehold sale or grant of a lease over 21 years) in,
a building intended for use solely for a relevant charitable purpose or a relevant residential

purpose is zero rated.

Buildings to be used for a relevant residential purpose include buildings such as children’s homes,
care homes and accommodation for schoolchildren.

Buildings to be used for a relevant charitable purpose are restricted to those that are to be used
by a charity for a non-business purpose or as a village hall or similar in providing social or recreational
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facilities for a local community. They do not include a charity headquarters used for both business
and non-business purposes.

These reliefs are particularly valuable for charities in the care or education sectors, such as hospices
or charitable schools, research, and for charities using a building for a non-business purpose or
providing local community facilities.

It should be noted that in Jeanfield Swifts Football Club v Revenue & Customs [2008] UKVAT
V20689 (22 May 2008) a VAT Tribunal was prepared to regard the activities of a community amateur
sports club as charitable for the purposes of zero rating the construction of its new pavilion even
though the club was not registered under the Charities and Trustee Investment (Scotland) Act
2005: "It is a regulatory Act dealing with the supervision of charities in Scotland and has nothing
to do with charitable status for the purposes of this question”.

Charitable annexes

Works to an existing building are normally standard rated. However, where those works result in
the creation of an annexe to the existing building and that annexe is to be used solely for a
relevant charitable purpose zero rating is possible.

Relevant charitable purpose / relevant residential purpose — change of use
HMRC interprets “solely” as at least 95 per cent use for charitable purposes. This interpretation
replaces a previous concession by HMRC relating to relevant charitable purpose, under which a
building was zero rated if it was used 90 per cent or more for a relevant charitable use according
to certain specified criteria based on time, floor space or employee numbers. The concession was
withdrawn subject to a 12 month transitional period starting on 1 July 2009.

Where a change of use relating to relevant charitable purpose or relevant residential purpose
occurs within ten years from completion of a zero rated building a change of use charge will apply.
The charity may, however, be able to deduct some or all of the charge as input VAT if the non-
relevant use of the building is taxable. Once a building has qualified for zero rating, users must
be careful when making even small changes to their use of the building that they do not trigger
a change of use charge which could result in a VAT bill.

Protected buildings

A "protected building” is a building that is to be used solely for a relevant residential purpose or
relevant charitable purpose and is either a listed building within the meaning of the Planning
(Listed Buildings and Conservation Areas) Act 1990 or a scheduled monument as defined in the
Ancient Monuments and Archaeological Areas Act 1979 (or within the terms of the equivalent
legislation in Scotland and Northern Ireland).

Zero rating applies to the sale of a protected building following a substantial reconstruction
and to approved alterations (where listed building consent has been given) to a protected building.

Listed places of worship

Under the Listed Places of Worship Grant Scheme, listed buildings used as places of worship
have benefited from a matching grant to refund VAT spent on approved repairs and refurbishment
for which listed building consent (or, in the case of the exempt denominations, the approval of the
appropriate ecclesiastical authority) has been obtained in advance. The present Scheme was due
to end on 31 March 2011; however, on 20 October 2010 it was announced that the Scheme would
be continued until 31 March 2015 in a more limited form than hitherto. Grants would no longer
be payable on the items added to the list of eligible works after the 2006 Budget (clocks, bells,
organs, pews and — crucially — professional fees). On the best information currently available, the
Scheme will continue with a capped total of just over £12 million in 2011-12 rising to just over £13
million in 2014-15.
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Land and buildings and the option to tax

It is common practice for owners of commercial property to “opt to tax” the property and charge
VAT on rents or sale of the property. Normally such activity would be exempt and mean that the
owner is likely to be unable to recover VAT on the related costs. This option to tax would allow the
owner to charge VAT and recover input tax on the relevant expenses. The option to tax is
disapplied when the property is leased or sold to a charity that is to use the building for a relevant
charitable purpose (as described above) but not as an office. In order to disapply an option to tax,
the charity would need to issue a certificate.

A charity can also make use of the option to tax where, for example, it is a landlord and wants to
recover associated input tax and increase its overall tax recovery levels.

Lifeboats and marine fuel

Lifeboats

In the UK, if a charity provides rescue or assistance at sea the following goods and services are
zero rated:

e any vessel for use as a lifeboat, and repair and maintenance;

e lifeboat launching and recovery equipment and repair and maintenance;

¢ the construction and modification of lifeboat slipways and repair and maintenance;

® spare parts and accessories for use with the above vessels, equipment and slipways; and

¢ equipment of a kind ordinarily installed, incorporated or used in a lifeboat.

A VAT Tribunal case, Royal National Lifeboat Institution v HM Revenue & Customs [2009] UKFTT
39 (TC) (07 April 2009) considered the scope of zero rating supplies to seagoing vessels. In
particular it looked at whether or not alterations or repair and maintenance services for lifeboat
stations and other equipment met the direct needs of lifeboats. The supplies concerned three
types of costs: alterations and improvements, repairs and maintenance, and other services such
as dredging of harbours and maintenance of cliff hoists. The law exempts the supply of services
to meet the “direct needs” of a variety of vessels. A number of services under this area of the law,
including the supply, repair and maintenance of vessels and equipment, are excluded. The
Tribunal noted that the needs of a lifeboat were different from those of other vessels because
they were intended to go to sea at short notice and in all weather. Notwithstanding this, the
Tribunal found that the majority of services did not meet those direct needs. Exceptions were the
maintenance, alterations and modifications of equipment in order to launch boats quickly (such
as doors and launching gear) and included alterations to the lifeboat station to house a boat.
Other services which also met the direct needs test included those that assist the boat to get to
sea quickly, such as dredging of channels and maintaining slipways.

Marine fuel

Marine diesel supplied to sea rescue charities for use in lifeboats is zero rated. This covers all fuels
supplied to charities providing rescue or assistance at sea for use in lifeboats.

The application of the zero rate on supplies to such charities is important because they are not
considered to be “in business” in carrying out their rescue activities and therefore have no
entitlement to recover the VAT that they incur in providing them.

Drugs, medicines and aids for the handicapped

Specified goods and services supplied both to individuals and to charities are zero rated. Conditions
for applying the relief are complex and a number of qualifications must be met. However, the relief
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canresultin the zero rating of a wide range of goods including drugs, medical or surgical appliances,
cars, lifts, chair lifts, hoists and alarm systems. Also potentially zero rated are the repair and
maintenance of qualifying items, adapting goods to suit the needs of the disabled, providing
ramps for access and widening doorways, and providing or adapting bathrooms.

Charity-specific zero rates

Donated goods

Some charities or their trading subsidiaries sell goods that have been donated to them. Subject
to certain conditions, sales of donated goods can be zero rated. The benefit of the zero rating
is that the charity or its trading subsidiary does not need to account for VAT on the sale but
can recover the VAT incurred on costs directly attributable to making that sale. This is valuable
both in terms of recovery of VAT on direct expenses and in improving the overall VAT recovery of
the charity.

The sale of donated goods by a charity or a trading subsidiary can be zero rated subject to the

following conditions:

e the goods have been donated to the charity or its trading subsidiary with the intention that
they will be sold or hired;

® the goods must be sold or hired in the condition that they are received — they may be cleaned
or repaired but the structure of the goods cannot be altered.

* the sale or hire takes place as a result of the goods having been made available for purchase
or hire (whether in a shop, at a charity auction or elsewhere) to the general public, to two or
more disabled people or to people receiving means-tested benefits.

e the charity has not used the goods for any other purpose apart from being available for sale or
hire by the charity — which means that if the charity uses the goods itself (for example, furniture
in its offices) and then decides subsequently to sell them, the sale would not be covered by the
zero rating of donated goods.

¢ the sale does not take place as a result of any arrangements relating to the goods entered into
by the parties to the sale before the goods were made available to the general public.

There is an extra-statutory concession whereby donated goods, which would normally be sold to
the public, are zero rated when sold to rag/scrap merchants, when the goods are unsuitable for
sale to the general public due to the poor quality.

The law also allows for zero rating of goods donated by businesses to charities for sale, hire or
export. Ordinarily, a business donor would have to account for VAT on such goods. Goods
donated for the charity’s own use do not qualify.

Where a trading subsidiary of the charity runs a shop it may zero rate sales or hire of donated
goods if the entity is registered for VAT and declares in writing that the profits will be transferred
to a charity or are otherwise payable to a charity. An entity under these arrangements is a “profits-
to-charity person”. However, the sale of trading goods bought by the charity is not covered by
zero rating and the VAT liability of such items will therefore follow the normal VAT rules.

Issues and case law

4.8.2.1 Land:

HMRC takes the view that the sale of bequeathed land or buildings by a charity does not qualify
for zero rating under this provision where the charity has not taken legal title. Its argument is that,
in most cases where dwellings or land are bequeathed to a charity, the property would not have
been abusiness asset of the deceased person or the charity. Any supply of the property is therefore
normally outside the scope of VAT and the charity is not able to recover VAT on expenses
connected with the sale.
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4.8.2.2 Animals:

Gablesfarm is a charity that rescues lost, unwanted and homeless cats and dogs, many of which
are subsequently sold to new owners. In Gablesfarm Dogs and Cats Home v Revenue & Customs
[2008] UKVAT V20519 (04 January 2008) a VAT Tribunal looked at whether the fact that the original
owner had not actually donated the animals to the charity (because many of them had simply
been abandoned) affected its ability to treat income from the subsequent sale of the animals as
zero rated income from the sale of donated goods. The Tribunal held that such sales were zero
rated regardless of whether the animals had been provided to the charity by the public, the
police or the local authority.

Raffles and auctions

This VAT relief does not apply to donated raffle prizes but it can be used in respect of donated
auction items subject to the rules as set out above (ie it does not cover donated services such as
holidays).

Export of goods

Charities (particularly those engaged in international relief) may sometimes export goods from
the UK, perhaps to a disaster area outside the EU. Although the supply of goods may be free of
charge, a VAT relief is available to charities allowing the export to be zero rated rather than to be
treated as a non-business activity. Commercial sales of goods to be exported would be zero rated
under the normal export rules; but this additional relief for charities means that even if no
consideration is received the zero rating can still apply.

These provisions enable a charity to recover VAT on goods which have been donated or purchased
by the charity for export. Because such activities are zero rated, charities are entitled to reclaim
VAT incurred on the goods themselves and on any handling, transport, storage or associated
overheads, subject to the normal rules.

Charities must be able to satisfy HMRC that the goods have been exported. They are required to
keep records of exports and should be able to provide a clear and ready link between those
records and the proof of export required. For example, the normal evidence of sea freight exports
is a copy of the bill of lading or sea waybill or equivalent.

A charity not ordinarily registered for VAT may register for VAT as a result of this VAT relief. This
means that if the charity exports aid free of charge it can choose to register for VAT and then
reclaim any VAT charged on obtaining and exporting the goods.

Charities should ensure that their systems allow for any costs relating to the export of goods to
be identified with the related VAT then treated as recoverable.

The effect that these supplies have on the partial exemption position should also be considered.
Since no consideration is received in respect of these supplies, charities operating the standard
(income based) method are unlikely to be affected. However, those using an inputs-based special
method may be able to increase recovery of VAT on overheads (depending on the specifics of the
method agreed with HMRC).

“Relevant goods” for medical care etc
This relief is designed to remove the VAT cost of certain medical goods or equipment purchased
for use mainly in medical or veterinary research, training, diagnosis or treatment.

Zero rating can apply to the supply of “relevant goods” (defined in detail in the relevant Customs

Notice) to any person or organisation when those goods are to be donated to a nominated
“eligible body” (provided that the criteria detailed below are met).
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In addition, the supply (including hire) of “relevant goods” directly to an “eligible body” may be
zero rated if that body pays for them with funds provided by a charity or from voluntary
contributions. Where the eligible body is not a charity, it must not have contributed, wholly or in
part, to the purchase (or hiring) of the goods.

Zero rating also applies to the supply of “relevant goods” to an "eligible body” which is itself a
charitable institution providing care or medical or surgical treatment for “handicapped” persons.
“Handicapped” in this context means “chronically sick or disabled”.

Where the "eligible body” is a charitable institution it is not regarded as providing care or medical

orsurgicaltreatmentforhandicappedpersonsunlessthe supplyismadeina “relevantestablishment”

and the majority of the recipients are “handicapped”. A “relevant establishment” is:

¢ aday centre other than a day centre which exists primarily as a place for activities that are social
or recreational or both; or

® an institution which is approved, licensed or registered under the relevant social legislation or
which is exempted from those obligations by that legislation.

A supply will qualify for zero rating where an “eligible body” provides medical care to handicapped
persons in their own homes, and the “relevant goods” are used in or in connection with the
provision of that care.

By concession, where “relevant goods” are supplied to a charity:

* whose sole purpose and function is to provide a range of care services to meet the needs
of handicapped people (of which transport might form part); or

e which provides transport services predominantly to handicapped people,

the supply of those goods will be zero rated, as will the repair and maintenance of those goods

and the supply of any further goods in connection with such repair or maintenance.

In order to demonstrate eligibility for this concession, a charity must be able to show that it meets
either of the principal conditions through its charitable aims and objectives, its publicity and advertising
material, its day-to-day operations, any documents which it has issued for the purpose of obtaining
funding from a third party such as a local authority and any other evidence that may be relevant.

The repair and maintenance of “relevant goods” are zero rated provided they are owned or
possessed by an “eligible body” and the services are paid for by a charity or from voluntary
contributions. It does not matter how the goods themselves were bought in the first place. Spare
parts etc supplied in connection with the repairs and maintenance are also relieved. If the owner
or hirer of the goods repaired or maintained is not a charity it must not have contributed, wholly
or in part, to the cost of the repairs or spares.

The goods and services can only be zero rated if the supplier is registered for VAT and is given a
declaration in a prescribed form that the goods are either being purchased by an “eligible body”
or are to be donated to an “eligible body".

“Relevant goods” include:

e medical equipment;

¢ scientific equipment;

® computer equipment;

* video equipment;

e sterilising equipment;

e laboratory or refrigeration equipment for use in medical or veterinary research, training,
diagnosis or treatment;

* ambulances;
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e parts or accessories for use in connection with the above;

e rescue equipment solely for the purpose of rescue or first aid services undertaken by a charity
providing such services;

¢ unadapted motor vehicles with between seven and 50 seats used by an “eligible body” that
provides care for blind, deaf, mentally handicapped or terminally ill people mainly for their
transportation; and

¢ vehicles designed or adapted for transporting the sick or handicapped, including minibuses
adapted for the carriage of handicapped persons in wheelchairs.

In the last case there are minimum statutory limits to the number of wheelchair spaces required in
such as vehicle based on its seating capacity: for example a 27 seat vehicle requires a minimum
of three spaces to attract the zero rating. The vehicle must be fitted with an electric or hydraulic
lift or, for vehicles with fewer than 17 seats, an access ramp can be used instead.

An "eligible body" includes all health authorities and NHS trusts in England and Wales and their
equivalents in Scotland and Northern Ireland. It also includes hospitals and research institutions
whose activities are not carried on for a profit and charitable institutions providing care, medical
or surgical treatment for handicapped persons, rescue or first-aid services.

HMRC may challenge the use of this relief in respect of items which are claimed to be parts or
accessories. “Parts” are integral components without which the relevant equipment is
incomplete while “accessories” are optional extras that are not necessary for the equipment to
operate but are used to improve or better enable the equipment to operate in particular
circumstances. Not included will be items which have an independent use (eg televisions), or
are accessories to accessories, or are generic bulk substances (eg liquids, powders, sheets,
pellets and granules).

Advertising and goods connected with collecting donations

Advertising

The placing of an advertisement by a charity in someone else’s media can usually qualify for zero
rating. Certain supplies are excluded from this relief, such as targeted advertising and supplies
made to a trading subsidiary of a charity.

Advertising covering any subject, including staff recruitment, in a third-party medium can qualify
for zero rating, including advertisements on television, cinema, billboards, buses, in newspapers,
programmes, annuals, leaflets and other publications, and on internet sites.

Marketing and advertising of items to targeted individuals or groups are excluded from zero
rate relief. HMRC states that this exclusion includes telesales and direct mail by post, fax or
email and marketing aimed at people in selected businesses or buildings. However, certain
items addressed to targeted individuals or groups may be zero rated because of the
concessionary relief granted to pre-printed fundraising appeals and by the general relief
available on certain items of printed matter. The zero rating includes services such as design
and preparation costs for artwork and typesetting that are closely linked to the production of a
qualifying advertisement.

The relief does not include a supply used to create or contribute to a website that is the charity’s
own because in that case the advertisement is placed in the charity’s own media rather than on
someone else’s. Where a charity supplies advertising services to another charity then these can
be zero rated. This relief does not extend to trading subsidiaries of charities.

To obtain zero rating, the charity will need to give the supplier a declaration in a suitable format.
This relief is available to charities whether or not they themselves are registered for VAT.
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A VAT refund can still be obtained by a charity in the event that the VAT relief had initially been
overlooked. It is generally possible to correct the position subsequently, subject to any applicable
capping provisions

Goods connected with collecting donations

Under an extra-statutory concession, certain items used in connection with collections of monetary
donations (such as lapel stickers, pre-printed letters appealing solely for money, pre-printed
collecting envelopes and lids for collecting buckets) can be zero rated when provided to a charity.

Medicinal products

Zero rating is available for the supply of certain medicinal products which are to be used by a
charity for providing care, treatment or engaging in research. This zero rates the supply of a
medicinal product to a charity providing care or medical or surgical treatment for human beings
or animals or engaging in medical or veterinary research where the supply is solely for use by the
charity in such care, treatment or research.

Medicinal products which qualify for relief are those capable of being consumed or otherwise
absorbed into the body. For example, a pill to be taken orally would fall within this description,
whereas a syringe would fall outside it.

HMRC states that “medicinal purpose” means:

e treating or preventing disease;

¢ diagnosing disease or ascertaining the existence or degree of a physiological condition;

¢ inducing anaesthesia; or

e preventing or interfering with the normal operation of a physiological function, whether
permanently or temporarily, and whether by terminating, reducing, postponing, increasing or
accelerating the operation of that function or in any other way.

HMRC also states that medical and veterinary research should be given its technical meaning: ie
it is restricted to activities which are directed towards opening up new areas of knowledge or
understanding or the initial development of new techniques, rather than towards mere quantitative
additions to human knowledge.

Medical or veterinary treatment includes the administration of medicines, physiotherapy and
surgery.

In order to qualify for the zero rating relief a charity must provide the supplier with the necessary
declaration confirming that the medicinal product will be used for a qualifying purpose.

Imports by charities of medicinal products can be zero rated provided the charity gives the
supplier a certified declaration that the goods are to be used for the specified purpose. The
appropriate declaration must be presented with the Customs entry form.

This relief is restricted to charities that will be using the products themselves; a charity which
donates these items to another charity cannot obtain relief. In addition, this reliefis only available
to registered charities; other not-for-profit bodies such as the NHS cannot generally obtain this
relief.

Substances used in medical research

Zero rating is available for the supply of certain substances which are to be used by a charity for
engaging in research. Zero rates apply to the supply to a charity of a substance directly used for
synthesis or testing in the course of medical or veterinary research. “Substance” means any
natural or artificial substance, whether in solid or liquid form or in the form of a gas or vapour. If
the substance is purchased in the form of gas, the rating will also apply to the cylinder rental.
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As with medicinal products above, HMRC's view is that research is restricted to activities which are
directed towards opening up new areas of knowledge or understanding, or initial development
of new techniques, rather than towards mere quantitative additions to human knowledge.

In order to qualify for the zero rating relief a charity must provide the supplier with the necessary
declaration confirming that the substance will be used by the charity in the course of medical or
veterinary research. Imports by charities of medicinal substances can be zero rated provided the
charity gives the supplier a certified declaration that the substance will be used by the charity in
the course of medical or veterinary research. The appropriate declaration must be presented with
the Customs entry form.

Again, this relief is restricted to charities that will be using the substances themselves; a charity
which donates these items to another charity cannot obtain relief. In addition, this relief is only
available to registered charities: other not-for-profit bodies, such as the NHS, cannot generally
obtain relief.
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5.2

5.3

5.4

VAT: charity reliefs: reduced rates

In addition to the reliefs above that provide full relief to charities in respect of the specified
supplies, charities can also receive certain supplies at the reduced VAT rate (currently 5 per cent).

Fuel and power

The supply of fuel, power, heat, refrigeration and ventilation are subject to VAT at 5 per cent when
provided for a “qualifying use”. A qualifying use includes use by a charity for non-business
activities and use in a “relevant residential building” (for example, a care home, hospice or
student accommodation). In addition, the provision of small quantities of fuel and power (for
example, no more than 1,000 kilowatt hours of electricity per month or no more than 150 therms
of piped gas per month) are treated as provided for domestic use and therefore also subject to
the 5 per cent rate.

If 60 per cent or more of the fuel or power is supplied to the charity for use in non-business
activities then a charity can pay the reduced rate of VAT on the whole supply.

If less than 60 per cent of the fuel or power is for non-business use VAT will be charged pro rata
—that s, at the reduced rate on that portion which is for non-business use and at the standard rate
on that portion which is for business use.

If a charity has a mix of business and non-business activities it will need to provide the supplier with a
certificate that declares what percentage of the fuel and power supplied is put to non-business use.

Energy saving materials

The supply and installation of “energy saving materials” (including items such as draught strips,
solar panels, central heating system controls, ground source heat pumps and wind turbines) to
dwellings or a “relevant residential purpose” building (see fuel and power 5.1) or “relevant
charitable purpose” building are subject to the 5 per cent VAT rate.

Grant-funded installations

The supply of heating equipment (for example, boilers and central heating systems) or security
equipment (for example, smoke alarms, locks and bolts) can be supplied at the reduced rate to
the extent that the provision is grant funded and provided to a person who is either over 60 or
receiving certain state benefits.

Residential conversions, renovations and alterations

Works that result in a change in the number of dwellings within a building (or part of a building)
can qualify for the 5 per cent rate. Hence, for example, converting an office into apartments or a
house into flats (or flats into a house) all qualify for the 5 per cent rate. The 5 per cent rate also
applies to works of renovation or alterations carried out on dwellings that have been empty for
two years or more at the time the works commence.

38 ¢ Charity Tax Group ® Charity Tax Map



6.1

6.2

6.2.1

6.2.2

6.3

6.4

6.4.1

6.4.2

VAT and cross-border transactions

Overview

Specific VAT rules apply to any charity that provides or receives cross-border supplies of goods or
services.

European trade: reporting requirements

European sales lists

VAT-registered charities that sell goods to customers registered for VAT in another Member State
must report those sales on periodic sales lists (“ESLs"). This requirement is waived if the value of
such sales is less than £11,000 in a twelve-month period. Since 1 January 2010 ESLs have applied
to services as well as to goods.

Intrastat

VAT registered charities must record the value of goods supplied to and acquired from other
Member States. If the annual value of these “dispatches” or "acquisitions” exceeds the threshold
(currently £250,000 and £600,000) the charity will need to start completing supplementary
declarations (“Intrastat returns”).

Place of supply

It is important to identify the “place of supply” for both goods and services in order to establish
where and how VAT should be accounted for. The rules are complex and will have limited relevance
to most charities — although their impact can be high when they are. The following comments
address situations where charities are likely to find themselves making or receiving cross-border
supplies.

Goods

Sales outside the EU

If goods are sold to customers from outside the EU the sale is regarded as made in the UK but
can be zero rated as an export. Exports are divided into “direct exports” (where the seller arranges
transport of the goods to the customer) and “indirect exports” (where the customer arranges the
transport of the goods). There is also a “retail export scheme” under which retailers can zero rate
sales to overseas visitors. In each case, retailers must comply with detailed rules.

Sales within the EU

Goods sold to business customers who belong to another Member State are supplied in the UK
but are not subject to UK VAT. The customer is required to account for “acquisition tax” in the
Member State of acquisition. This means that customers charges themselves VAT on the goods
sold and can recover this as input tax subject to the local rules.

Conversely, a business customer (including a VAT-registered charity) who receives goods VAT-free
from a supplier in another Member State is required to account for “acquisition tax” in the UK.
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6.4.3

6.4.4

6.4.5

6.5

6.5.1

6.5.2

Distance selling

If goods are sold by a UK entity to a customer who belongs in another Member State but is not
VAT-registered there (for example, private individuals, public bodies or charities) the place of
supply is the UK and UK VAT is due until the "distance selling threshold” is exceeded in a particular
Member State. Once the threshold is exceeded, the supplier will be required to register for VAT
in that Member State.

Hence, for example, a charity selling goods by mail order would be required to register for VAT in
Spain if the value of sales to Spanish customers exceeded €35,000.

Purchases outside the EU

VAT on imports of goods purchased from non-EU countries is normally charged at the same rate

as if the goods had been supplied in the UK; however, certain donated goods can be imported

free of VAT. The goods have to be either:

® basic necessities for the needy and vulnerable;

® goods to be used or sold at charity events for the benefit of the needy and vulnerable; or

* equipment and office materials to help run an organisation for the benefit of the needy and
vulnerable.

Purchases within the EU

A VAT-registered charity buying goods from other EU countries will not normally have to pay VAT
when bringing the goods into the UK. Instead, it will account for any VAT due on the next VAT
return, at the rate that would have applied if the charity had bought the goods in the UK.

Services

Provision of services

For determining the place of supply of services we need first to determine where the supplier and
customer have establishments and where they belong. Under previous legislation, the basic place
of supply of services was where the supplier belonged. From 1 January 2010 the basic place of
supply is where the customer belongs if the customer is a business customer.

Where the place of supply is determined by where the customer belongs, the customer is required
to account for VAT under the “reverse charge” procedure. This means that the supplier treats the
supply as if it were zero rated and the customers charge themselves VAT on the invoice value.

Receipt of services

Charities that are VAT-registered in the UK are required to account for VAT on certain services
received from non-UK suppliers. From 1 January 2010 this requirement covers all services (other
than VAT-exempt services) where the place of supply is determined by where the customer
belongs. Hence, for example, a UK charity that is VAT-registered would need to account for VAT
under the reverse charge if it received consultancy services from a supplier in the USA.

The reverse charge can also result in an unregistered charity having an obligation to register for
VAT because the value of supplies on which the reverse charge applies is taken into account when
determining the liability to register. Hence, for example, a charity with taxable supplies of £60,000
in a twelve-month period which receives services to a value of £12,000 from an overseas supplier
would be required to register for VAT because the combined total takes it over the current VAT
registration threshold of £70,000.

It should be noted that the changes effective from 1 January 2010 build on the decision in the
case of Kollektivavtalsstiftelsen TRR Trygghetsradet v Skatteverket [2009] ECJ Case C-291/07 (6
November 2008) (“TRR"). Whereas the UK previously only required the reverse charge to apply
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when a service was received for a business purpose, VAT-registered charities are now required to
apply the reverse charge irrespective of whether or not the service has been provided for a
business or non-business purpose. This means that, in order to raise the necessary self-supply
invoice and pay the output tax to HMRC, charities need to have a system in place for identifying
those invoices from overseas suppliers that do not show VAT and where the supply falls under the
rules above. Recovery of all or part the VAT as input tax will depend on the use of the services.

Charity Tax Group © Charity Tax Map * 41



7.1

7.2

Other VAT issues

Staff secondments

A supply of staff is in principle subject to VAT at the standard rate. By concession, where a member
of staff is seconded by a charity to another charity and that member of staff has been engaged
only in non-business activities of the seconding charity and will only be involved in the non-
business activities of the receiving charity, the income received by the seconding charity is not
subject to VAT provided it does not exceed “normal remuneration”.

There is a further concession which is not restricted to charities but can be used by them. If an
employer seconds a member of staff and the recipient exercises exclusive control over the staff
member and is responsible for paying the employee directly (and meeting all third party
obligations such as National Insurance Contributions (NICs) etc) such payments are disregarded
for VAT purposes. The concession will not apply if the employer derives any financial gain from:
¢ placing the employee with the recipient; or

® any other arrangements or understandings between the employer and the recipient.

Shared services

Increasingly, charities are working together to create efficiencies and add value. An impediment
to this is that VAT can get added to the cost as one charity charges another for services.

European law (but not UK law) provides an exemption for certain services supplied within cost-
sharing groups whose members carry out exempt or non-business activities. It is clear from
European case-law that the broad purpose of the exemption is to allow small and medium-sized
enterprises (SMEs) (including charities) with exempt or non-business activities to come together
to form cost-sharing groups whose members are not burdened with VAT on the shared services
necessary to perform those activities. This puts them on a par with larger organisations able to
benefit from vertical integration. The provision of the shared services would normally be by an
umbrella organisation formed for the purpose of procuring and/or undertaking those supplies to
be enjoyed by the members on a purely cost-sharing basis exempt from VAT.

In addition, nothing in the text of the exemption appears to rule out a situation where one or
more members themselves take on the mantle of being the service-provider to other members.
An example would be where a group of charities active in the same field (for example, rescue
services, children’s services or research) decides to come together to form a cost-sharing members’
group where one charity provides back-office services such as IT support, HR recruitment or
logistics to the other members. This kind of cost-sharing between charities would give efficiencies
and economies of scale in pursuing common charitable objectives in the field concerned.

The exemption only applies if the following conditions are fulfilled:

* the recipients of the services must be “members” of a cost-sharing association and their
activities must be exempt from or not subject to VAT,

¢ the services provided must be directly necessary for the exercise of the members’ activity;

e the supplier of the services must merely claim from the members exact reimbursement of their
share of the joint expenses; and

* the exemption is not likely to cause distortion of competition.
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7.3

7.4

7.5

Although this is a mandatory provision in the VAT Directive which most of the 27 Member States
have adopted, it has not been implemented in UK VAT law. In the March 2010 Budget the then
Government stated that it “recognises the efficiencies that can be achieved by organisations such
as charities sharing services and the potential VAT barrier that exists. The Government will work
with charities and other affected sectors to consider options for implementing the EU cost sharing
exemption”.

Sponsorship v donations

The key challenge for corporate sponsorship is to distinguish “sponsorship” (where the person or
organisation making the payment receives a significant benefit such as having their logo displayed
at an event, or being allowed free or preferential rate access to an event) from a “donation”
(where the payment is freely given and the donor receives nothing in return but may receive a
simple acknowledgement such as the donor’s name being included in a list of supporters in a
programme).

If a charity receives corporate sponsorship as above, VAT will be due unless the sponsorship is
part of a fundraising event (see 2.7). Charities should therefore ensure that any agreement allows
VAT to be charged in addition to the agreed payment. Where the sponsor is able to recover the
VAT charged that should not result in a cost to the sponsor and should be beneficial to the charity
because it increases the value of its taxable activities. However, if a sponsor has a restricted ability
to recover VAT — for example a bank or insurance company — a VAT cost will arise.

If the payment is a true “"donation” it will be outside the scope of VAT,

If a donation is given in addition to the sponsorship payment this may be excluded from the
taxable amount, provided that it is clear from any agreement that the donation is entirely separate
from the payment for sponsor’s rights.

Use of charity name and logo

This is the reverse of sponsorship — where companies typically give charities a percentage /
amount for every product sold. In return they are allowed to use the name and logo of the charity
to raise awareness of the relationship. HMRC regards this as a payment for services — being
allowed to use the charity name in a way that will benefit the company.

As with sponsorship, VAT will be due and charities need to ensure that any agreement allows VAT
to be charged in addition to the agreed payment.

Also, as before, if a donation is given in addition to the sponsorship payment this may be excluded
from the taxable amount, provided that it is clear from any agreement that the donation is entirely
separate from the sponsorship.

Barter transactions

Barter transactions are where no money changes hands but goods or services are swapped, which
can result in the charity needing to raise a VAT-only invoice in some cases. For example, a charity
receives radio airtime and in return gives the radio station some charity Christmas cards for it to
use. The supply of radio advertising to the charity is zero rated but the supply of Christmas cards
by the charity is standard rated and the charity would need to issue a VAT-only invoice charging
VAT on the value of the cards.
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7.6  Tour Operators’ Margin Scheme (TOMS) relating to challenge events

The Tour Operators’ Margin Scheme (commonly referred to as TOMS) applies not only to
conventional tour operators but also to any business that buys in supplies such as hotel
accommodation or passenger transport and provides those supplies to a “traveller” without
material alteration. The scheme could therefore apply to a charity that runs a challenge event where,
for example, accommodation is bought in for participants. A challenge event typically involves
participants in some kind of activity for which they raise sponsorship, for example, a trek overseas.

These types of events do not usually qualify for the charity fundraising event exemption because
they often include one or more of the following:

* apackage of both travel and accommodation;

® bought-in accommodation;

® more than two nights’ accommodation from a charity’s own resources.

If in running the event the charity acts as a principal or undisclosed agent it will need to operate
the Scheme. VAT will be due on the margin between what it has cost the charity (excluding
overheads) to provide a place on the event and what the charity insists on receiving as payment
before allowing the participant to take part. For events / packages that take place within the EU,
the margin will be taxable at the standard rate. For events / packages which take place outside
the EU the margin will be taxable at the zero rate.

Few charities fall within TOMS. It is a complex area and, given the importance of getting the
documentation absolutely right, we would suggest that those affected refer to the HMRC VAT
Notice 701/1 Charities, in particular to Update 2 issued in July 2008.

7.7  Affinity credit cards

A charity may receive payments from a bank, building society or other financial institution in
return for the charity endorsing that institution’s credit card and recommending its use to the
charity's members or supporters. Such cards are normally referred to as “affinity credit cards” and
bear the name of the charity.

If a charity acts as an intermediary in bringing together a credit card provider with its members,
any payment from the credit card provider to the charity is exempt from VAT.

In many cases, however, a charity does not act as an intermediary, but receives a payment from
the credit card provider for each new card taken out and then a small percentage of the ongoing
turnover from the credit card. HMRC allows the charity to treat part of the payment as a donation
and therefore outside the scope of VAT. The remainder is subject to VAT in the normal way.

To benefit from this treatment there must be two separate agreements:

e the first agreement, usually between the charity trading subsidiary and the card provider,
should provide for the supply of the necessary marketing and publicity services and access to
membership lists and other promotional activity for the card (marketing services) — these
supplies are subject to VAT.

¢ the second and separate agreement between the charity and the card provider should provide
for contributions to be made by the card provider in respect of the use only of the charity’s
name and/or logo — contributions made under this agreement can be treated as outside the
scope of VAT.

The concession states that at least 20 per cent of the initial payment should be treated as the
consideration for the standard-rated business supplies by the charity. The remaining 80 per cent
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7.9

(or less) of the initial payment, and all the payments based on turnover, will be outside the scope
of VAT. The arrangements work in the same way for the purposes of corporation tax.

This is a specific concession and does not apply to other joint promotions with financial
institutions.

Subscriptions

Charges for subscriptions to an organisation are normally standard rated. However, if little or
nothing is given in return for a subscription it can be classed as a donation.

Some supplies made to members by certain non-profit-making public interest bodies in return for

a subscription can be exempt from VAT. These are bodies with aims that are in the public domain

and are of a political, religious, patriotic, philosophical, philanthropic or civic nature. Supplies by

such bodies are exempt except those which include:

e any supplies that are not referable to the aims of the organisation as set out in its articles of
association;

¢ the right of admission to any premises, event or performance for which non-members have to
pay; or

® any supplies that are not available without payment other than a membership subscription,
that is, which are not provided automatically as part of the membership benefits and for which
an additional sum is charged.

There is also a special arrangement for the VAT treatment of membership subscriptions by
charities whether or not their supplies are exempt. Normally, there is one “principal benefit”
within a package of benefits to which all the other benefits are supplementary or incidental. In
such cases the package would be treated as a “single supply” for VAT purposes with the VAT
treatment of the additional benefits following that of the principal benefit.

For example, if the principal benefit offered by a theatre club is theatre seats and the other
benefits — such as the right to receive a theatre magazine (zero rated) — are incidental, the whole
supply would be treated as a supply of admission, which would be standard-rated or exempt
depending on whether or not the exemption for cultural activities applied. However, charities and
non-profit-making organisations can choose to treat packages of membership benefits as
"multiple supplies”. This means that they can apportion the VAT treatment of each benefit
individually. In the example above it means that they could benefit from being able to treat the
supply of the theatre magazine as zero rated

Sponsored Events — Marathon - Gold Bond

If a charity asks individuals to ‘pledge’ or ‘commit’ to raise a certain amount of sponsorship but
does not insist on any payment before allowing the individual to take part in the event, the total
amounts raised can be treated as donations and outside the scope of VAT. A charity can encourage
individuals to pass on sponsorship money as they receive it but cannot insist on receiving a
certain amount before allowing the individual to take part, as that would make the amount subject
to VAT.

Charities can choose to charge a registration fee of a fixed amount and then invite additional
sponsorship and include a suggested level for this. The fee is taxable at the standard rate whereas
the sponsorship is a donation outside of the scope of VAT. Where this occurs the charity will be
entitled to reclaim the VAT it incurs on related expenses (eg VAT on Gold Bond places for the
London Marathon.)
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7.10 The European perspective

VAT in the EU is set out in the EC Directive and the rules are brought into effect by domestic

legislation in each Member State. Some parts of the Directive have direct effect irrespective of

whether or not they have been introduced into UK legislation and taxpayers are entitled to rely

on this direct effect in the event of a dispute with the tax authorities. In two instances the UK

Government has not yet transposed the relevant part of European law into UK law for the benefit

of charities:

® in accordance with Annex H of the Sixth VAT Directive, corporate sponsorship income could
remain outside the scope of VAT where the only benefit which the charity gives the sponsor is
the passive use of its name and logo in publicity; and

¢ adoption of Article 132 1(f) of Directive 2006/112/EC of 28 November 2006 on the common
system of value added tax (formerly Article 13A.1(f) of the Sixth VAT Directive) could provide
exemption from VAT when charities act together and recoup expenses (see 7.2).
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8.3.2

Import duties

Those who import goods from outside the Customs Union of the EU will normally have to pay
import duty and VAT. However, some donated goods can be imported free of VAT if they are
imported by a charity or certain other types of qualifying organisation and providing that there is
no commercial intent by the donor.

Scientific instruments

Establishments such as universities, medical schools and research laboratories can obtain relief if
they are mainly involved in education or scientific research. Import reliefs apply to a range of
goods including scientific instruments and apparatus, spare parts and tools for maintaining
eligible instruments.

Approval must be sought from HMRC's National Import Reliefs Unit (NIRU). It will issue a certificate
and a copy, and the original must be presented at the port or airport when the goods are
imported.

Relief can be claimed on goods imported by post: the sender should write clearly on the package
and Customs declaration “SCIENTIFIC INSTRUMENTS: RELIEF CLAIMED".

Donated medical equipment

Relief is available to a hospital department or medical research institution on instruments and
apparatus intended for medical research, establishing medical diagnosis or carrying out medical
treatment, spare parts, components and accessories specifically for eligible instruments and
apparatus and tools for maintaining eligible instruments.

The goods must be donated by a charitable organisation or private individual or purchased with
funds provided by a charitable organisation or with voluntary contributions.

As with 8.1, approval must be sought from HMRC's NIRU.

Donated goods for the needy

Goods qualifying for relief under this section are basic necessities for needy people, goods to be
used or sold at charity events for the benefit of needy people, or equipment and office materials
to help run an organisation for the benefit of needy people.

Basic necessities for needy people
These are goods to be distributed free of charge to meet the immediate needs of needy people:
food, medicines, clothing, blankets, orthopaedic equipment and crutches.

Goods to be used or sold at charity events for the benefit of needy people

Most goods used or sold at charity events qualify for relief provided that:

¢ the charity events are run to raise funds for the benefit of needy people;

e the charity events are normally not held more than four times a year by any one organisation;
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e the goods were received free of charge from a person or organisation established outside the
EU Customs Union; and
¢ there was no commercial intent on the part of the donor.

8.3.3 Equipment and materials to help run an organisation to benefit needy people

8.4

8.5

Service industry machines, tools and equipment, office materials, and fixtures and fittings qualify

for relief provided they are received:

e free of charge from outside the EU;

® without any commercial intent on the part of the donor; and

¢ solely to help run the organisation and carry out charitable and philanthropic aims for the
benefit of needy people.

The following goods are not eligible for relief from VAT:

¢ alcoholic products, including alcohol-based perfume;

¢ tobacco and tobacco products;

o coffee and tea;

® motor vehicles other than ambulances; and

® items associated solely with worship such as statues and pulpits.

HMRC may limit the quantities or kinds of goods imported to avoid any abuse or distortion of
competition.

Goods to help with disasters in the EU

There are special procedures for dealing with the goods to help with disasters within the EU and
HMRC's National Advice Service can give full details. The concession does not include relief on
materials and equipment intended for rebuilding disaster areas.

As with 8.1, approval must be sought from HMRC's NIRU.

Goods specially designed for the education, scientific or cultural advancement of disabled
people

The following are included in the relief:

® any goods specially designed to be of educational, scientific or cultural help to people who are
blind or partially-sighted;

® any goods specially designed to give educational, employment or social help to people with
physical or mental disabilities; and

® spare parts, components, tools and accessories intended for such goods.

It does not include non-specialised goods imported for subsequent adaptation to make them
suitable for use by disabled people.

As with 8.1, approval must be sought from HMRC's NIRU.
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9.2

9.3

9.3.1

Income tax and corporation tax

Overview of income tax and corporation tax

UK charities constituted as charitable trusts are liable to income tax, whereas those constituted as
companies (or treated as companies for tax purposes) are liable to corporation tax. With the
enactment of the Corporation Tax Act 2010 and the Income Tax Act 2007 exemptions and
permitted investments are now broadly the same for both types of charitable entity.

Overview of charity reliefs

Charities are given exemption from the following:

¢ profits or gains arising in respect of rents or other receipts from an estate, interest or right in or
over any land (whether situated in the United Kingdom or elsewhere);

e distributions from Real Estate Investment Trusts;

¢ investment income (both UK and overseas income), including company distributions;

¢ non-trading gains on intangible fixed assets (including royalties);

® income from public revenue dividends on securities which are in the name of trustees, to the
extent that the dividends are applicable and applied only for the repair of —

(i) any cathedral, college, church or chapel, or

(i) any building used only for the purposes of divine worship;

e trading profits where the trade is exercised in the course of the actual carrying out of a primary
purpose of the charity or where the work in connection with the trade is mainly carried out by
beneficiaries of the charity;

¢ profits from a lottery, providing it is promoted and conducted with a lottery operating licence,

¢ income from fundraising events, and

¢ non-charitable trade profits and miscellaneous income which qualify to be treated as “small-scale”.

There are additional exemptions specific to each tax regime which are required to recognise
different income types peculiar to income tax or corporation tax. However, it is beyond the scope
of this document to include an exhaustive list of exemptions.

Non-charitable expenditure

Definition

A UK charity qualifies for a number of tax exemptions and reliefs on income and gains and on
profits for some activities. A charity can only claim these tax exemptions and reliefs if, in broad
terms, the charity uses the money it receives for its own charitable purposes or for general
charitable purposes. There is no requirement to apply the income to specific projects, neither is
there a fixed timescale over which the funds must be spent and it is quite permissible to use the
funds for general administrative purposes of the charity.

Non-charitable expenditure is expenditure incurred by a charity which is not incurred for exclusively
charitable purpose. If non-charitable expenditure is incurred there will be a potential tax liability

for the charity.

Expenditure not incurred exclusively for charitable purposes includes:
* any payments that are made to an overseas body where the charity trustees have not taken the
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9.3.3

necessary steps to ensure that the payments will ultimately be applied for charitable purposes;
® any investments or loans that are not regarded as qualifying investments and loans; and
e expenditure that is treated as non-charitable expenditure as a result of having been incurred
with a substantial donor.

Impact of non-charitable expenditure
Since 2006, if a charity is held to have incurred non-charitable expenditure it will lose its exemption
from tax on an equivalent amount of its relievable income or gains (meaning income or gains that
are eligible for the charity tax reliefs).

The non-charitable expenditure incurred by the charity in a particular chargeable period will, in
the first instance, be set against the income/gains of the charity arising in the same period which
would otherwise qualify for tax relief or exemption (such as profits arising from the renting out of
a building). For example, if the amount of non-qualifying expenditure is £100 and the amount of
relievable income/gains of the charity is £150, then the charity will become liable for tax on £100
of the otherwise relievable sum of £150. This means that for every £ of non-charitable expenditure,
a charity loses its tax exemption on an equivalent £ of income.

There may be certain situations where the non-charitable expenditure incurred is in excess of the
charity’s relievable income and gains for that year. If this is the case, the non-charitable expenditure
must be set against the charity’s total income and gains (including legacies and other gifts) and only
if there is still an excess of non-charitable expenditure has the excess to be carried back to the previous
accounting period, where it is treated as being non-charitable expenditure of the earlier period.

This process is repeated until there is no non-charitable expenditure left or the year to which the
expenditure is being carried back is more than four years before the end of the year in which the
non-charitable expenditure originally arose. HMRC guidance in this area as at December 2010
referred to a six-year carry-back but we understand that this is shortly to be updated.

Payments overseas

Where a charity makes a payment to an overseas body, the onus is on that charity to show that it
has taken steps that the Commissioners for HMRC consider are reasonable in the circumstances
to ensure that the payment will be applied for charitable purposes. If it has not done so, the
payment is deemed to be non-charitable expenditure.

"Applied for charitable purposes” means applied for purposes which are regarded as charitable
within Section 2 of the Charities Act 2006. It is not sufficient for the charity to establish that the
overseas entity is a charity under the domestic law of the host country.

HMRC's guidance states that a charity is expected to make adequate enquiries to find out such
information as is reasonably available about the overseas body and to establish what evidence is
to be provided by that overseas body to show that the payment will be or has been applied for
charitable purposes.

Charity trustees must be able to produce evidence to show that the steps that they took to ensure
that the payments were applied for charitable purposes were in fact taken. HMRC makes it clear
that the nature of the steps will depend upon the scale of operations and size of the sums involved.
For small one-off payments an exchange of correspondence between the charity and the overseas
body will normally be sufficient; but where the sums are large or part of an ongoing commitment
more thorough work is required. That might include independent verification and evidence from
earlier involvement with a project where applicable.

If the overseas body is not bound by its own domestic law to apply all of its income for charitable
purposes then the trustees should consider a legally-binding agreement to ensure that their
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payment is applied for charitable purposes and should have a means of establishing whether or
not that agreement has been complied with.

Where a charity makes a series of payments it is not necessary to make enquiries each time a
payment is made; but trustees need to demonstrate that they are making enquiries of a sufficiently
searching nature at regular intervals.

When HMRC reviews payments made it will require information about:

® to whom the payment has been given;

e for what charitable purpose it has been given;

¢ the nature of the guarantees that the payment will be applied for the purpose for which it was
given;

¢ the steps taken to ensure the payment will in fact be applied for charitable purposes; and

e the follow-up action taken by trustees to confirm that the payments have been properly
applied.

Investments and loans

Making investments is not generally regarded as expenditure. Consequently, investments will not
usually be caught as non-charitable expenditure nor, therefore, crystallise a tax charge. However,
if a charity makes a non-qualifying investment or loan it will be treated as non-charitable expenditure
for the purposes of the tax legislation and subject to the restrictions described above.

Qualifying investments comprise:

® investments in a range of securities but excluding securities that are neither listed on a
recognised stock exchange nor satisfy certain conditions;

® investments in a common investment fund or common deposit fund established under the
Charities Acts;

® an interest in land other than an interest held as security for a debt;

¢ investments issued by Her Majesty’s Government in the UK, being bills, Certificates of Tax
Deposit, Savings Certificates and Tax Reserve Certificates;

¢ Northern Ireland Treasury Bills;

® units in a unit trust scheme;

® bank deposits in respect of which interest is payable at a commercial rate;

e deposits with the National Savings Bank, a building society or a credit institution operating on
mutual principles;

e certificates of deposit;

e any loan or other investment as to which HMRC is satisfied, on a claim made to it in that behalf,
that it is for the benefit of the charitable trust and not for the avoidance of tax.

Qualifying loans (or in the case of charitable trusts approved charitable loans) are:

¢ |oans made to another charity for charitable purposes only;

¢ |oans to beneficiaries for charitable purposes;

* money placed on current account with a bank otherwise than as part of an arrangement under
which a loan is made by the authorised institution to some other person; and

e any other loan as to which HMRC is satisfied, on a claim made to it in that behalf, that the loan
is made for the benefit of the charity and not for the avoidance of tax.

The basic rule for loans and/or investments by charities (excluding such things as land and normal
stock exchange investments) is that in order to avoid a tax liability in the charity on the amount of
the loan/investment it must be for the benefit of the charity and not for the avoidance of tax
(whether by the charity or by any other person).

Itis not possible to apply to HMRC for advance clearance that any particular loan or investment
would satisfy the above conditions since HMRC will not give a ruling before the loan or
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investment has been made. Therefore, in the first instance, the charity must decide for itself
whether or not the particular loan or investment qualifies. Where a charity has been requested
to complete a tax return it must itself assess whether or not the investments and loans meet the
qualifying conditions. However, even if the loan/investment is included in the return as meeting
the necessary conditions HMRC may still enquire into the charity’s tax affairs generally, including
any loans or investments. All charities must have due regard to this legislation and are obliged
to self-assess their tax status annually and notify HMRC where non-qualifying investments and
loans have been made.

According to HMRC's published guidelines an investment or loan will normally be “for the benefit
of the charity” where it is “commercially sound...by reference to the circumstances prevailing at
the time it was made”.

There is no single test of commercial soundness; and each case must be viewed on its own facts.
However, where a loan or investment:

® carries a commercial rate of interest;

¢ is adequately secured; and

¢ is made under a formal written agreement which includes reasonable repayment terms,

it is anticipated that HMRC will normally accept that the investment or loan is for the benefit of
the charity. Where one or more of the three factors above is not present, HMRC may ask the
charity for full details of the investment or loan and for the reasons why it was considered to be
for the benefit of the charity. For example, a charity lending to its wholly-owned subsidiary may
not be able to obtain normal security. In that case, HMRC may ask to see the subsidiary’s business
plans, cash-flow forecasts and projections of future profits which informed the charity’s decision
to make the investment or loan.

Income from property

Charities are exempt from tax on profits or gains arising in respect of rents or other receipts from
land or property that they hold for charitable purposes and provided that the income is used for
charitable purposes only. This exemption includes, for example, profits from letting residential
property (whether or not furnished) and also commercial property (such as offices or shops). The
exemption does not extend to income derived from additional services such as catering or
conferencing activities.

The profits of a property business are also exempt provided that the property is held by the
charity for charitable purposes and the profits are applied to charitable purposes only.

These exemptions apply to income derived from both UK property businesses and overseas
property businesses. They do not apply to profits from trading in land or buildings or profits from
the development and sale of land or buildings unless this trading activity is in the course of the
actual carrying out of a primary purpose of the charity. A possible way of mitigating any potential
tax liability for the charity is to ensure that such non-primary-purpose trading activity is carried out
within a wholly-owned trading subsidiary of the charity, with any profits arising in such subsidiary
being donated to the charity through Gift Aid payments.

If a charity sells land/buildings and the sale includes a provision for the charity to share in future
profits from the development of that land any such profits received will potentially be chargeable
to tax (this was previously known as a “Section 776" charge but is now covered by s752 ITA 2007
for charitable trusts and s815 CTA 2010 for charitable companies.) This is explained further in
section 9.7.2.
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9.5.1

9.5.2

Trading
What is trading?

UK tax legislation defines trade as including “every trade, manufacture, adventure or concern in
the nature of trade”: The difficulty with this definition is that (as well as being somewhat circular)
it is very wide-ranging and extends to activities which may not ordinarily be thought to be trading
activities.

Charities often fail to appreciate that they are conducting a trading activity. There is a common
misconception that, because an activity is being conducted by a charity and any surpluses are
being applied for charitable causes, a trading activity does not exist. From a direct tax perspective,
however, it is the nature of the activity as opposed to the organisation carrying out the activity that
governs whether or not a trade exists. Many of the tax cases relating to the existence of a trading
activity have relied on the "badges of trade” principles. These principles provide indicators
against which it can be judged whether or not an activity amounts to a trading activity:

® a profit-seeking motive;

¢ the existence of similar trading transactions;

e the number and frequency of transactions;

® the method of finance;

¢ the interval between purchase and sale;

¢ the selling organisation;

¢ the method of acquisition;

¢ changes to the asset before sale; and

e the nature of the asset.

It is not necessary for all of the above factors to be present to determine that a trading activity
exists, but they do provide a general guide.

Primary-purpose trading

9.5.2.1 The public benefit test

For exemption from corporation tax on trading profits charities must ensure that the profits are

derived from a trade exercised in the course of the actual carrying out of a primary purpose of the

charity (or where the work in connection with the trade is mainly carried out by beneficiaries of the

charity — see 9.5.3). A charitable purpose in one which appears in the list below and is for the

public benefit:

e the prevention or relief of poverty;

e the advancement of education;

¢ the advancement of religion;

¢ the advancement of health or the savings of lives;

¢ the advancement of citizenship or community development;

e the advancement of the arts, culture, heritage or science;

¢ the advancement of amateur sport;

e the advancement of human rights, conflict resolution or reconciliation or the promotion of
religious or racial harmony or equality and diversity;

¢ the advancement of environmental protection or improvement;

¢ the relief of those in need by reason of youth, age, ill-health, disability, financial hardship or
other disadvantage;

® the advancement of animal welfare;

e the promotion of the efficiency of the armed forces of the Crown, or of the efficiency of the
police, fire and rescue services or ambulance services; and

e other purposes which are recognised as charitable under existing law or may reasonably be
regarded as analogous to any of the above.
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It should be noted that this is the list of charitable purposes in section 2(2) of the Charities Act
2006. For the purposes of tax reliefs, HMRC applies the tests in the 2006 Act even where the
charity is registered in Scotland or Northern Ireland.

Examples of primary-purpose trading are:

¢ provision of educational services by a charitable school or college in return for course fees;

¢ sale of goods manufactured by disabled people who are beneficiaries of a charity for the
disabled;

¢ a charitable art gallery or museum holding an art exhibition in return for admission fees;

® aresidential care charity providing residential accommodation in return for payment;

* sale of tickets for a theatrical production staged by a theatre charity; and

¢ sale of certain educational goods by a charitable art gallery or museum.

It is conceivable that HMRC will seek to charge tax on a trading activity which, while it might be
considered to be a charitable activity, is actually undertaken by a charity that does not have the
power to conduct such activities.

Ancillary primary-purpose activities are those which are so closely aligned to the main trade that
it is accepted that they are themselves of a primary purpose: for example, the sale of food and
drink in a restaurant or bar by a theatre charity to members of an audience.

9.5.2.2 Mixed primary and non-primary-purpose trading

The law provides that “where a trade is exercised partly in the course of the actual carrying out of
a primary purpose of the charitable company and partly otherwise, each part shall be treated as
a separate trade (for which purpose reasonable apportionment of expenses and receipts shall be
made)”.

Charities may find that they are carrying out trading activities which only meet the primary purpose
definition in part. In such circumstances, a charity must split the turnover from the trading activity
between the primary and non-primary components and it is also necessary to allocate the
expenses (both direct and indirect) to the two different activities. The legislation provides that
there should be a reasonable apportionment of expenses.

9.5.2.3 Consequences of non-primary-purpose trade

If a non-primary-purpose trade is profitable, the charity will have a corporation tax charge on the
taxable profits (as adjusted for any tax disallowable expenditure and relief available under the
capital allowances regime).

If a non-primary-purpose trade is loss-making, the loss will be regarded as being non-charitable
expenditure. This would normally mean that tax exemption is not available on that amount of the
charity’s income. However, if the non-primary-purpose trade has been carried out on a commercial
basis with a view to the realisation of a profit but has realised a loss in a particular period as a
result of adverse trading conditions, the trading loss can be set off against the income that is
brought into charge by the operation of the rules on non-charitable expenditure.

If, however, the charity cannot demonstrate that the non-primary-purpose trade was conducted
on a commercial basis the tax loss cannot be used to offset the income that has lost its exemption
— thereby leaving the charity with income on which corporation tax is chargeable.

9.5.2.4 Use of subsidiaries and Gift Aid

It is common practice for a charity to establish a trading subsidiary company to undertake an
activity which is not regarded as being a primary-purpose trading activity. By allowing a separate
company to undertake the activity the charity is able to avoid a charge to corporation tax on any
profits arising. However, it is not only non-primary-purpose trades that are conducted via a
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subsidiary company - for VAT reasons, other tax planning possibilities might provide a better
overall outcome if certain activities are ring-fenced in a subsidiary company. Additionally, the
Charity Commission requires the use of a trading subsidiary in any case where there would be a
significant risk to the assets of the charity if it were to carry on non-primary-purpose trading itself.

A trading subsidiary does not benefit from most of the charitable tax exemptions and is therefore
taxable on its profits under normal corporation tax principles. However, it is usual for the subsidiary
company to pay all of its profits to the parent charity as a Gift Aid donation, thereby eliminating
any corporation tax liability in the company. The receipt of the Gift Aid donation is not taxable in
the hands of the charity. Provided that the trading subsidiary is wholly owned by one or more
charitable organisations, it has up to nine months after the end of its accounting period to make
its Gift Aid payment to the owning charities, allowing plenty of time to calculate the level of
taxable profits in the company. Note that this only applies to subsidiaries wholly owned by a
charity or group of charities (see 16.2.7).

Charities need to be aware that the amount of taxable profit of the subsidiary may exceed the
accounting profits. This is due to the impact of disallowable expenses such as depreciation.
Consequently, charities may be faced with accepting that the subsidiary will encounter cash-flow
problems from time to time or incurring some tax liability in the subsidiary. This is because the Gift
Aid payment required to eliminate any tax liability may exceed the net cash generated from its
trading activity.

Gift Aid payments should be made as a payment of money from the company to the charity. The
company and charity should avoid sharing one bank account so that this transfer can be seen to
have taken place.

Trades carried out by beneficiaries

There is also an exemption from tax on trading activities where “the work in connection with the
trade is mainly carried out by beneficiaries”. It is not envisaged that charities would generally
have to rely on this narrow exemption, since a trading activity that falls under this provision would
also usually be a primary-purpose trading activity. However, the exemption does cater for the
possibility that where the work is mainly carried out by beneficiaries the activity need not be of a
primary-purpose nature.

The common examples of “beneficiary trades” include students at a catering college operating
a college restaurant or an agricultural college where the students might operate a farm shop. The
legislation also recognises that a charity’s beneficiaries may not be able to undertake a trading
activity in their own right and therefore the exemption will still apply provided it can be shown
that the greater part of the trade is carried out by the beneficiaries.

Small trade concession

Since 2000 charities have been able to undertake small-scale non-primary-purpose trading
activities within the charity without incurring a tax charge. This avoids the need to form a trading
subsidiary company for small levels of trading activity. The exemption applies where the turnover
from the non-exempt activities does not exceed the annual threshold or where there was a
reasonable expectation that the turnover limit would be breached.

The turnover limit is £5,000 or, in circumstances where the turnover from the non-primary-purpose
trade exceeds that figure, 25 per cent of the charity's incoming resources subject to a maximum
of £50,000. This limit applies to all non-primary-purpose trading activities in any one year.
“Incoming resources” for these purposes means the total receipts of the charity as shown in its
statement of financial activities including grants and donations, legacies, investment income and
income from trading activities.
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Once the turnover threshold has been breached the entire trading profits are subject to tax, so
that if a charity receives £60,000 of non-primary-purpose trading income the entire resultant
taxable profits from that trading activity will be subject to tax.

9.5.5 Cost allocation
Because charities are now required to consider whether any of their costs (both direct and indirect)
are to be allocated to non-primary-purpose trading activities or passed to their trading subsidiaries
the question of cost allocation is becoming increasingly important.

There are no formal requirements as to how a charity must allocate its costs other than that it must
be on a reasonable basis. Suitable bases could be an apportionment of costs based on floor area
where different trading activities occupy discrete floor areas or an allocation by reference to the
amount of time spent by staff in dealing with a particular activity.

Charities are expected to have sufficiently detailed accounting systems to be able to identify the
expenditure which has to be allocated between the various activities or entities.

9.5.6 Cost of goods and services provided at undervalue
Charities may find that within their trading activities they receive goods or services for either nil
cost or at undervalue. It is possible that suppliers will not charge full market value for goods
supplied to a charitable trading activity or that advisers are willing to work for no fee or at a
reduced level of fee.

When computing the profits of a trading activity a charity can deduct the notional costs of such
goods or services. The deductions should be calculated on a reasonable basis and should reflect
the market price at which the charity could have been expected to have been charged for the
goods or services.

The deduction of notional costs can be very beneficial where a charity has conducted a non-
primary-purpose trading activity via the charity and wishes to establish the level of taxable profits
in cases where the small trades threshold has been exceeded.

The ability to deduct notional costs does not extend to trading subsidiary companies.

9.5.7 Lotteries

Charities may carry on lotteries including raffles and tombolas whether as part of their fundraising
activities or as part of a charitable event or otherwise. Any profits arising to a charity from operating
such lotteries will potentially be liable to tax. However, the tax legislation provides that lotteries
which are lawful within the Gambling Act 2005 receive tax relief. Therefore, any profits accruing to
a charitable trust from a lottery are not subject to tax provided that the lottery is:

® an exempt lottery within the meaning of the Gambling Act 2005; and

¢ promoted in accordance with a lottery operating licence and provided that the profits arising

from such a lottery are applied solely to the purposes of the charity.

This exemption will not apply to lotteries which are carried on by non-charitable bodies (such as
a non-charitable subsidiary of a charity).

If the lottery tax exemption does not apply, then any profits in the hands of the charity will be
taxable if the lottery activity is carried on as a trade. Holding a lottery or a raffle may not necessarily
amount to a trade for tax purposes; and this issue will ultimately depend on the nature and
frequency of the lottery activity being carried on by the charity. In any event, profits arising from a
lottery which is carried on as part of or in conjunction with a charitable fundraising event may
qualify for tax relief as set out in section 2.7.

For lottery duty see 17.3.

56 ¢ Charity Tax Group ® Charity Tax Map



INCOME TAX AND CORPORATION TAX

9.6

9.6.1

9.6.2

9.6.3

9.7

9.7.1

9.7.2

Investment income

UK dividends

Many charities hold investments in the form of shares etc and receive income in the form of
dividends. This income is exempt from income / corporation tax provided that the income is
applied to charitable purposes.

Foreign dividends

There is an exemption for foreign dividends such that no UK tax arises on the receipt of income
from overseas securities providing the income is applied to charitable purposes. However, the UK
tax system, while not seeking to tax foreign dividend income, will not give relief for foreign
withholding taxes suffered by charities. Charities need to ensure that their investment advisers
are instructed to monitor the level of overseas withholding taxes and to apply for reduced rates
of withholding taxes offered under the terms of the double taxation treaties where applicable
(see 18.1).

Other investment income

Other forms of investment income received by charities such as interest income, income from
authorised unit trusts and income from non-trading gains on intangible fixed assets are also
exempt from tax provided that the income is applied to charitable purposes.

Non-exempt income

General

Prior to the rewrite of corporate tax legislation in 2009, miscellaneous income not specifically
exempted was within the scope of corporation tax. Such income was referred to by a generic title
“Schedule D VI”.

There is now a specific charging provision for most of the categories of income to which it may be
relevant (and for the most part these are of little relevance to charities). However, charities need
to bear in mind that any profit which is not specifically exempt from corporation tax is potentially
taxable. In particular, charities need to be aware of the possibility that they may be taxable on any
receipts, even on a one-off basis, if they are not capital receipts and within the scope of the capital
gains exemption.

One of the most common forms of such income for the charitable sector is underwriting
commission. This will give rise to a tax charge unless it is within the £50,000 maximum limit for
small scale trading activities.

Disposal of property

Charities can find themselves with particular problems where they dispose of property subject to
an overage clause. There is a charge to corporation tax or income tax in some circumstances
where gains of a capital nature are obtained from disposing of land.

The legislation is an anti-avoidance measure that was brought in to prevent profits from certain
land transactions which were in essence trading transactions from being taxed as though they
were capital gains tax transactions. The anti-avoidance legislation is widely drafted and charities
often find that they are caught if they participate in what is commonly referred to as a “slice of
the action” contract. Such contracts allow the charity (as landowner who holds the land or
property as an investment) to benefit from a share in the proceeds of any subsequent
development by the purchaser. Typically, the charity would receive a sum at the time of disposal
plus an agreed percentage of the sales proceeds for each building subsequently sold by the
developer.
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From the charity’s perspective, by entering into such a contract it is able to share in the proceeds
of the developer's trading activity. However, as the charity has not undertaken any trading activity
in its own right it cannot be assessed under the normal rules for trading profits and, therefore, the
share in the proceeds is a capital receipt derived from the disposal of an asset. The tax that is due
under these sections is not capital gains tax (which would ordinarily be covered by the charitable
exemption for this tax). Neither is the tax covered by other specific tax reliefs available — and it is
therefore taxable.

The tax liability is not simply the amount received multiplied by the appropriate tax rate. The
legislation provides for a restriction on the amount of the profit that can be assessed under
corporation / income tax and takes out of the charge so much of the gain as is attributable to the
period before the intention to develop the land was formed. In other words, part of income does
not arise solely as a result of the development activity and therefore remains within the charge to
capital gains tax (and thus probably within the exemption from capital gains).

It is therefore necessary to agree with the District Valuer the value of the land as at the date the
intention to develop first arose; however, it is not going to be possible to do this while the
transaction is in the planning stage. The result is that the charity in question is not going to have
any certainty about its expected tax liabilities until agreement has been reached with the District
Valuer and the total value of the contingent consideration is known.

Capital allowances

Tax relief in the form of capital allowances can be claimed on the cost of certain capital expenditure
and set against the taxable profits of a trade or business activity. The most common forms of
allowances are those given on items of plant and machinery, including motor vehicles.

For charities that engage only in primary-purpose trading activities or property investment
businesses there is no need to consider the capital allowances regime because the profits from
such trading activities are exempt from tax.

However, if capital expenditure is incurred by a trading subsidiary, the capital allowances regime
can be relevant because the accounting profits of the company will contain a charge for
depreciation which is not deductible for taxation purposes and must instead be replaced with a
claim for capital allowances. This will therefore need to be dealt with before the charity calculates
the profits for the purposes of the Gift Aid transfer to the parent charity.

Transfer pricing

Since 2004, UK tax legislation has required large groups of companies to recognise all transactions
between group companies on an arm’s length basis or to adjust the results of such activities for
UK taxation purposes. Before that date UK/UK transactions had been exempt from the transfer
pricing rules. A “large” group is one having more than 250 employees or turnover over €50 million
and gross assets of over €43 million. The rules allow exemption from the transfer pricing regulations
for small and medium-sized enterprises in most circumstances.

Transactions between charities and their trading subsidiaries (if falling within the definition of a
“large” group) could be affected. However, HMRC acknowledges that funding of trading
subsidiary companies and transactions between charities and trading subsidiaries are governed
by guidance issued from the Charity Commission and it is expected that charities will adhere to
this guidance.
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It is expected that charities providing loan finance to subsidiary companies will not advance
interest-free loans but will charge interest at a commercial rate. It is also expected that a charity
will charge its trading subsidiary for indirect expenses incurred on its behalf (for example, staff
time and other general overheads) but it is not expected that the charity should seek more than
reimbursement of its costs from the trading subsidiary. If the charity seeks a mark-up on its costs
it will be held to be carrying out a trading activity and these profits may not fall within the available
tax exemptions.

HMRC manuals state that charities may find themselves within the transfer pricing regulations if
they have entered into arrangements with their subsidiary companies that are not in accordance
with the Charity Commission guidelines or in instances of tax avoidance.

Worldwide debt cap

The worldwide debt cap rules introduced in Finance Act 2009 were part of a package of measures
brought in to reform the taxation of foreign profits. In broad terms, the new rules are designed to
limit the deduction for financing costs of a UK company such that they do not exceed a group’s
external financing costs on a worldwide basis. They came into force for periods of account
beginning on or after 1 January 2010. These rules only affect large groups of companies (defined
as groups having more than 250 employees; or turnover over €50 million and gross assets of over
€43 million).

HMRC introduced a "gateway test” for groups to determine whether or not they are affected by

these new rules. If a group passes the gateway test, it is not obliged to monitor the position any

further. The gateway test works as follows:

e if the net debt of all UK companies within a group exceeds 75 per cent of the worldwide gross
debt of the group, then further considerations of the detailed rules are required;

¢ if the UK debt is 75 per cent or less of the worldwide gross debt no further action is required.

The gateway test has to be applied each year and it is quite conceivable that a group could meet
the test in one year but not in a subsequent year.

For groups affected by the worldwide debt cap rules, the basic rule is that if the “tested expense
amount” (broadly the net financing costs of the UK companies) exceeds the “available amount”
(the gross financing costs of the worldwide group) the excess net UK financing costs are disallowed.

It is not uncommon for a charity to have a subsidiary trading company funded by interest-bearing
loans from the parent charity. Without the introduction of some special provisions the interest
costs borne by the trading company could potentially be disallowable, because the interest
income received by the parent charity is not regarded as financing income for the worldwide debt
cap rules (because the income is not subject to taxation) and is disregarded for all purposes of the
worldwide debt cap legislation.

However, there is a provision which allows the interest costs of a trading subsidiary to be
disregarded where the loan on which the interest is being charged was advanced by a charity. For
these purposes, a charity is defined as any body of persons or trust established for charitable
purposes only.
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Capital Gains Tax

Overview

Capital gains tax ("CGT") was introduced on 6 April 1965 and is levied on the chargeable gains
arising on disposals of chargeable assets made by individuals and trustees. Companies do not
pay CGT but are charged to corporation tax on their chargeable gains.

In its simplest form, the calculation of a chargeable gain is by reference to the difference between
the disposal proceeds and the acquisition cost.

Relief for charities

Charities will often hold assets such as land and property or investments which are chargeable
assets and which, when sold, may realise a capital gain or a capital loss.

Charities are exempt from CGT if the gain accrues to a charity and is applied for charitable
purposes. This includes use of funds for the general administrative purposes of the charity.

Loss of charitable status
Trustees can find themselves with a potential charge to CGT in certain circumstances where
property ceases to be subject to charitable trusts.

Temporary loss of charitable status

Specific tax problems can arise where land or buildings used for charitable purposes are held on
terms under which the property may revert to the donor. This again could result in a potential
charge to CGT, but there is a concession which allows for any CGT to be discharged or repaid
providing charitable status is re-established within six years of the original reversion date.

Capital payments to a UK-resident charity from an offshore trust

In 1998 HMRC clarified the tax position for charities in receipt of capital payments from offshore
trusts. HMRC now accepts that capital payments from an offshore trust can benefit from the
exemption provided the capital payment is applicable to and applied for charitable purposes.

Investment in overseas resident company

Subject to de minimis limits (a holding of less than 10 per cent), a participator (broadly, a
shareholder) in an overseas resident company which would be a close company (generally, a
company controlled by five or fewer participators) if it were resident in the UK is assessable on a
part of any chargeable gain made by the company provided that at the time the gain accrues the
person is resident or ordinarily resident in the UK. In summary, this means that gains accruing to
a non-resident close company are attributed to shareholders.

HMRC takes the view that a gain accruing to a charity does not qualify for the general CGT
exemption and therefore certain charities could find themselves with an unexpected tax charge
on a deemed gain from an overseas investment. The tax would become payable under the
deeming provisions even if no payment were received from the overseas investment.
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Investment in an overseas investment fund will further complicate matters because funds often
take the form of partnerships which invest in corporate vehicles rather than a company in their
own right. When considering the 10 per cent limit the participator must include all other UK-
resident partners so that if together they reach the 10 per cent limit they will all be subject to this
anti-avoidance legislation. In practice, this may prove impossible to monitor as the identity of the
other partners will not be known to the charity investor — let alone their tax residence status.
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11.2

Stamp Duty Land Tax

Overview

Stamp duty land tax (“SDLT") was introduced with effect from 1 December 2003. It is a tax on land
transactions that requires the taxpayer to self-assess the SDLT liability. The tax applies to any
transaction in land: defined as the acquisition of a chargeable interest in land. For the purposes
of SDLT, an acquisition encompasses a surrender, release, or variation, as well as the creation of a
chargeable interest. The term “chargeable interest” is widely defined, being "an estate, interest,
right or power in or over land in the UK; or the benefit of an obligation, restriction or condition
affecting the value of any such estate, interest, right or power”.

The rates of tax are shown below. They are based on a fixed percentage of chargeable consideration
and differ depending on whether the land is to be used solely for residential or for non-residential
or mixed purposes.

Residential Non-residential or mixed

Chargeable consideration ~ Percentage Chargeable consideration ~ Percentage
Not more than £125,000 0% Not more than £150,000 0%

More than £125,000 but 1% More than £150,000 but 1%

not more than £250,000 not more than £250,000

More than £250,000 but 3% More than £250,000 but 3%

not more than £500,000 not more than £500,000

More than £500,000 4% More than £500,000 4%

Certain transactions are exempt from SDLT; of particular relevance to the charitable sector these
include gifts where there is no chargeable consideration, such as a gift of property left under the
terms of a will.

There is also no SDLT liability in cases where a registered social landlord grants a lease either
containing an indefinite term or which is terminable by notice of one month or less to one or more
individuals provided the grant results from arrangements between the registered social landlord
and a housing authority where the authority nominates the tenants.

Charity relief

Charities are granted relief from SDLT. This relief extends to charitable trusts, defined as trusts
where all of the beneficiaries are charities or a unit trust scheme where all of the unit holders are
charities.

The relief is available provided two conditions are met:

¢ The land must be held for qualifying charitable purposes either being used:

(@) infurtherance of the charitable purposes of the purchaser or those of another charity; or

(b) as an investment with the profits derived from the land being applied to the charitable
purposes of the purchaser.

® The transaction was not entered into for the avoidance of tax by the charity or any other person.
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Problem areas

Charities need to be aware of the potential SDLT liabilities where the entire land / building is not
to be retained for charitable purposes. There is no partial exemption from SDLT: the transaction
is either fully exempt or fully chargeable. Therefore, the transaction will either qualify for the relief
or it will be liable to SDLT at the appropriate rate. However, where the charity intends to hold the
"greater part” of the land for qualifying purposes, the transaction will be exempt from SDLT. The
"greater part” is taken to mean that 51 per cent or more of the monetary value of the land is
being retained by the charity.

Trading subsidiary companies do not benefit from any exemption from SDLT and therefore,
wherever possible, land should be purchased by the charity. Transfers of property from a charitable
company to a trading subsidiary may qualify for SDLT group relief, meaning that no SDLT is
chargeable on the transfer, but careful structuring may be needed to achieve this successfully.

Withdrawal of relief

The SDLT relief is withdrawn if within three years of the date of the original transaction the

purchaser ceases to be established for charitable purposes or the subject matter of the transaction

is held for non-charitable purposes. SDLT will become chargeable:

® on the amount that would have been chargeable in respect of the original transaction were it
not for the application of the charity relief in the first instance; or

® on an appropriate portion of the SDLT if a derived interest is held.

There are also withdrawal provisions if the original exemption from SDLT was based on the
"greater part” of the transaction being retained for charitable purposes. In cases where full SDLT
relief was granted on the original acquisition but the charity subsequently disposes of part of the
property, SDLT relief will be withdrawn on the appropriate proportion. If a charity acquires a
building and intends to hold 90 per cent for ongoing charitable purposes, full SDLT relief will be
granted on the initial acquisition and subsequently, if a 10 per cent share is disposed of within
three years of the original acquisition, 10 per cent of the SDLT relief will be clawed back.
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Stamp Duty Reserve Tax

UK equities

Stamp Duty Reserve Tax (“SDRT") is paid on the purchase of shares and unit trusts. It is paid at a
flat rate of 0.5 per cent based on what was paid for the shares, not on what the shares are worth.

Charities and certain other charitable organisations are exempt from UK stamp taxes on the
purchase of chargeable securities. Where a stock transfer form or other transfer document (for
example, a Letter of Direction) is used, this must be submitted to HMRC together with a formal
claim for relief. Where a purchase is settled through CREST, then Flag “S"” should be used and the
HMRC Charities (formerly Inland Revenue FICO) or Charity Commission reference number should
be entered in the Charity ID field.

Overseas equities

Certain overseas jurisdictions apply transfer taxes similar to SDRT. These include Ireland (1 per
cent), Hong Kong (0.2 per cent), South Africa (0.25 per cent) and Greece (0.3 per cent). There is no
specific relief from stamp duties on purchase of Irish, Hong Kong or Greek shares by a charity.
Certain South African charities are exempt from stamp duty if they qualify as public benefit
organisations. Although the relevant law is not wholly clear, it is not anticipated that this exemption
is intended to be extended to foreign charities.

Common Investment Funds
Common Investment Funds (“CIFs"”) are open to investors which are charities in the UK

A CIF is treated as a charity in its own right; and therefore an in-specie contribution of UK
chargeable securities (that is to say, a contribution its actual form rather than first transferring it
into cash) to a CIF attracts no liability to SDRT. Nor will a cash contribution attract any SDRT
liability; and the corresponding issue of units in exchange for the cash will have no implications as
a result of an exemption from the Schedule 19 SDRT regime that is applicable to Open Ended
Investment Companies (“OEICs”) and certain unit trusts.

In-specie distributions of UK chargeable securities from a CIF to an investor will be exempt from
SDRT since the relevant "purchasing” investor would necessarily be a charity. As above, given
that CIFs are outside the scope of Schedule 19 SDRT, cash distributions have no UK SDRT
implications.
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Business and domestic rates

Business rates

Business rates apply to non-domestic property and are payable to the local authority or local
council by the occupier.

Property wholly or mainly used for charitable purposes

Charity ratepayers are granted a mandatory 80 per cent relief from non-domestic rates where the
property is wholly or mainly used for charitable purposes by that charity or by that charity and
other charities.

In order to benefit from the mandatory exemption from business rates it is important to
understand the meaning of “wholly or mainly used for charitable purposes”. Case law suggests
that “mainly” probably means “more than half”; but there is a certain amount of ambiguity
about this and the interpretation may vary from local authority to local authority. It is sometimes
argued that “mainly” in fact means more than 75 per cent. Charities may have to try to negotiate
this with their local authority.

A head office and property used for management and administration would be sufficient to
qualify, but not a property carrying on business to earn money for a charity.

A local authority can also give discretionary relief of up to the whole of the balance. This applies
to charities and other not-for-profit bodies whose main objects are either charitable or philanthropic
in another way, religious, or concerned with education, social welfare, science, literature or the
fine arts. The discretionary relief is also available where the property is wholly or mainly used for
recreation by a non-profit club or society. In practice, the extent of any relief varies from one local
authority to another. Where a discretionary relief has been granted and the billing authority
changes its mind, it must give notice to the occupier one year in advance. The revocation will
have effect at the end of a financial year.

Charities which own empty property are not liable to rates for that property so long as it appears
that the property will next be used for charitable purposes. Once factories and warehouses have
been empty for six months and other commercial property for three months full rates become
payable. However, where the ratepayer is a charity and it appears that when next in use the
property is likely to be used for charitable purposes, a mandatory relief of 90 per cent is
available.

There could be a problem of increased rates for a charity’s vacant investment property, as the next
use is likely to be occupation by a non-charitable tenant. Similarly, if a charity has vacated the
property to prepare for its sale, full rates are likely to become payable after 3 months.

Places of public religious worship

A property in England and Wales that is a “place of public religious worship” is exempt under

Schedule 5 of the Local Government Finance Act 1988, as amended. It qualifies if:

e it belongs to the Church of England or the Church in Wales; or

e itisregistered and certified as a place of worship under the Places of Worship Registration Act
1855; or

e itis a church hall, chapel hall or similar building used in connection with a place of worship.
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In Scotland, under section 22 of the Valuation and Rating (Scotland) Act 1956, as amended,
churches, church halls, and other places of worship are entered in the Valuation Roll for property
tax but are wholly exempt from payment.

"Worship” need not necessarily involve the worship of a Supreme Being; for example, Buddhist
temples qualify as places of worship.

A building will also be exempt to the extent that it is occupied by the organisation responsible for
the conduct of public religious worship and it is used to carry out administrative or other activities
in relation to the organisation or the conduct of public religious worship at such a place or it is
used as offices for the purposes of the organisation. The valuation officer and the local authority
can challenge the valuation on a claim for exemption: see, for example, Glenwright (VO) and
Durham City Council v St Nicholas PCC [1988] RA 1 Lands Trib.

There have been several cases about precisely what constitutes a “place of worship” for the
purposes of the exemption. In Ebury (VO) v Church Council of the Central Methodist Church [2009]
Upper Tribunal (Lands Chamber) 138 (LC) (17 July 2009), where two rooms within a church which
were used as a coffee shop and bookshop run by church volunteers it was held that they were
“usedin connectionwith” a place of publicworship and therefore attracted the statutory exemption.
On the other hand, in Registrar General (R v, ex parte Segerdal & Anor)[1970] 3WLR 479 an appeal
to require the Registrar General to register a chapel of the Church of Scientology under the Places
of Worship Registration Act 1855 was dismissed on the grounds, inter alia, that the ceremonies
conducted in the chapel could not “be properly described as constituting worship”.

In addition, in order to qualify for the exemption the building must be a place of public worship.
It has been held that Mormon temples do not qualify for the exemption because they are not
open to the public at large but only to Mormons in good standing: see Church of Jesus Christ of
Latter-Day Saints v Henning (VO) [1964] AC 420 and Gallagher (VO) v Church of Jesus Christ of
Latter-Day Saints [2008] UKHL 56 (30 July 2008).

Specific situations and cases

In National Trust v Hoare & Anor [1998] All ER (D) 451 it was held that two loss-making historic
homes could have a nil assessment for business rates purposes. The reason given for this was the
costs of maintenance and repair, which could deter a potential tenant.

If a charity shop is wholly or mainly used for the sale of goods donated to a charity and the
proceeds of sale of the goods are applied for the purposes of a charity, then the property will be
treated as wholly or mainly used for charitable purposes. Where the shops sell a mixture of
donated and bought goods, the charity would need to look at the proportion of donated goods
as against bought goods and keep on the right side of the “mainly used for the sale of goods
donated to the charity” test. Shops run by trading subsidiaries of charities are not eligible for
mandatory rate relief.

Charities are not entitled to relief for properties let on normal commercial terms. If the property
is let for a charitable purpose then the case is different. For example, where a charity for ex-
servicemen allows a disabled ex-serviceman to occupy one of its houses, that occupation is
treated as use for a charitable purpose. A more unusual example was a car park operated by a
charity whose objects were to provide employment for ex-servicemen. The car park was manned
by ex-servicemen and therefore eligible for the relief.

Service occupancies can be complex. As a general rule, property is “domestic” if it is used wholly
for the purposes of living accommodation and therefore is only eligible for relief if the persons
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living in it are eligible for relief themselves. If, however, it is essential to the performance of the
duties of the occupying employee that he should occupy a particular property, then where this is
a result of a contractual obligation the occupation for rating purposes is treated of that of the
employer and not the employee.

This is also the case where it is not essential for the employee to live in a particular property or
within a particular perimeter but doing so enables the employee better to perform his or her
duties. The key is that there should be an express term in the contract that that person shall live
there.

Where a property is used as a facility for training, housing or “keeping suitably occupied” persons
who are disabled or who have been suffering from an illness or for welfare services for disabled
persons, then the property can be exempt from non-domestic rates. This is not the case where a
workshop is attached to a disabled person’s home and used for the purposes of his business.
There are a number of limitations to this exemption and it is therefore important to look carefully
at the case law. A person is “disabled” if he is blind, deaf or dumb, suffers from mental disorders
of any description or is substantially permanently handicapped by illness, injury, congenital
deformity or any other disability.

Domestic rates

Domestic property is defined as property used wholly for the purposes of living accommodation
and includes the property itself and gardens, outhouses, and garages if they are used for domestic
purposes. It also includes almshouses, accommodation for the elderly or mentally ill and
accommodation for charity staff. People who live in domestic properties must pay council tax
unless they are eligible for some form of rebate. There is no longer a specific relief for charities.
The key is therefore to consider:

¢ who is liable for the tax (sometimes it might be the charity); and

e who lives in the property and what reliefs are available to them.

The tax will usually be paid by the resident of the property. If there is no resident, then the owner
will be liable. This can happen if a charity has been left a property under a will, or simply where a
charity owns rental properties as an investment or for the purposes set out above and these are
temporarily empty.

There are other situations where the charity would be liable for the tax:

® where the property is a residential care home, a nursing home or a hotel;

¢ a dwelling inhabited by a religious community whose principal occupation consists of prayer,
contemplation, education, the relief of suffering or a combination of those activities;

® a property occupied by a minister of religion from which he performs his duties; and

* a property occupied by employees for the purpose of their employment.

Certain people qualify for exemptions, including those who are in detention, the severely mentally
impaired, persons for whom child benefit is payable, students, student nurses, apprentices or
youth training trainees, people living in hostels or night shelters and patients in nursing homes or
other forms of residential care. Where a person’s sole residence is a hospital (whether operated
by the NHS or, military, air force or naval unit) or an establishment providing medical treatment
they will also be exempt. Certain staff will also be exempt including those living in care homes
provided they carry out 35 hours per week of care. Properties which are occupied entirely by
students or other exempt people will be exempt from council tax; but those exemptions do not
apply to the partners or spouses of such exempt people unless they qualify in their own right.
Therefore, if a non-qualifying spouse or partner lives on the premises with the qualifying person
liability for council tax will arise.

Charity Tax Group © Charity Tax Map ¢ 67



BUSINESS AND DOMESTIC RATES

There is also a provision for charitable residential properties and properties owned by a disabled
person which have been substantially adapted for special needs to transfer down one band below
the normal band for that property.

13.4 Possible opportunities for reducing the rating bill

If the charity is liable for rates the key question is whether the property could be classed as “non-
domestic property”, because a charity is entitled to some mandatory and discretionary reliefs on
non-domestic property. Non-domestic properties include offices which are occupied by a charity
but do not include properties such as residential nursing homes.

If a charity is liable for rates it is worth investigating the exemptions available to the residents to

ensure that rates are not being paid where they are not due. Given that this can change depending
on who is living in the property, the situation should be monitored regularly.
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PAYE — income tax
and national insurance

Overview of PAYE

PAYE (“Pay As You Earn”) is the system that HMRC uses to collect Income Tax and National
Insurance Contributions (“NICs"”) from employees’ pay as it is earned. If an employee earns above
a certain threshold, the charity as an employer must deduct income tax and NICs from the
employee's pay for each pay period and pay employer’s NICs. The charity must then pay over
these sums to HMRC. The charity has a legal obligation to operate PAYE on the payments that it
makes to an employee if his or her earnings reach the National Insurance Lower Earnings Limited
("LEL"). For the tax year 2010-11 this is £97 a week, £420 a month or £5,044 a year.

The charity should use the employee’s tax code and National Insurance category letter to work
out how much Income Tax and NICs to deduct from the employee’s pay and how much Employers
Class 1 NICs the charity owes on the employee’s earnings. HMRC must have received payment by
the 19th of each month (or the 22nd if payments are made electronically).

PAYE is applied to all payments that an employee receives as a result of working for the charity,

including:

e salary and wages;

e overtime and shift pay;

e tips — unless they are paid directly to the employee or they come from an independent tronc
(an arrangement for the pooling and distribution to employees of tips, gratuities and/or service
charges in the hotel and catering trade);

® bonuses and commission;

e certain expenses, allowances paid in cash;

e statutory sick pay;

e statutory maternity / paternity or adoption pay;

¢ lump sum and compensation payments — such as redundancy unless they are exempt from tax;
and

e some non-cash items such as cash vouchers and premium bonds.

As well as deducting Income Tax and NICs from the employees’ pay, for each period the charity
might use the PAYE system to deduct:

e student loan repayments;

e employees’ pension contributions;

® payments under an attachment of earnings order;

¢ repayment of a loan made by the charity to the employee; or

e payments under Give as You Earn if the charity is operating such a scheme.

The charity will need to provide the employee with a payslip at or before the date of payment.
This can be in either paper or electronic format but it must show certain items, including:

e the employee’s gross pay;

¢ all deductions and the purpose for which they are made; and

¢ the net (“take-home”) pay.

At the end of each tax year the charity must provide the employee with a summary of his income
tax, NICs and other deductions on Form P60. This must be in paper format.

A charity has to pay over income tax and NICs each month. However, if the charity’s average
monthly payments of income tax, the deductions from sub-contractors, student loan deductions
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and NICs for the current tax year are likely to average less than £1,500 a month, the charity can
choose to pay quarterly rather than monthly. The tax quarters end on 5th July, 5th October, 5th
January and 5th April, which means that cleared electronic payments are due on 22nd of the
month on which the quarter ends or on 1%th if paying by cheque.

There is a special arrangement for faith-groups agreed by HMRC under which a local religious
centre (for example a parish church) can report payments made if it does not operate a PAYE
scheme: see HMRC's PAYE Manual PAYE23030 — Employer records: employer types: local religious
centres (LRCS).

Employment v self-employment

Income tax and NICs only need to be accounted for on payments to employees and payments to
officers of companies. If payments are made for contracts for services (ie to those who are self-
employed) as opposed to contracts for service (ie to those who are in the charity’s employment)
then there is no need to account for income tax and NICs. Therefore, before making any payment
to an individual the charity needs to determine his or her employment status.

What are the factors for determining employment status?

In deciding whether a person is in business on his or her own account or working under the
control of another person as an employee, a variety of factors are relevant. The following is a list
of the main ones:

Factor Comment

The higher the degree of control that the charity exercises over
the individuals — what they do, where they do it, when they do it
and how they do it — the more likely they will be employees.

Control

If the individual can substitute another person to carry out his or
her work that is strong evidence of self-employment.

Personal service

An employee would not generally have to provide his or her own
equipment.

Equipment
Financial risk

Could the individual lose money from the arrangements? If so,
this is an indication of self-employment.

Employees are often paid a fixed wage or salary weekly or
monthly. Independent contractors are often paid a fixed sum for a
particular job.

Basis of payment

Mutuality of obligation

Holiday pay, sick pay and
pension rights

Part and parcel of the
organisation

Right to terminate a
contract

Opportunity to profit
from sound management
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If the engager is obliged to pay remuneration and the worker is
obliged to provide services, that is an indication of employment.

Unlikely to be paid to a self-employed contractor.

Is the individual treated on a day-to-day basis the same as the
charity’s employees? If so, he or she is more likely to be an
employee.

A power to terminate an engagement for a reason other than a
serious breach of contract by giving notice of a specified length
may be indicative of a contract of employment.

If speed and efficiency and the reduction of overheads can
benefit the worker, this may be an indication of self-employment.

continued on facing page
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Factor Comment

Personal factors If the worker provides services to lots of other charities or
businesses this would be an indication of self-employment.

Length of engagement The shorter the engagement the less likely the worker will be an
employee.

Intention of the parties Do the parties intend the worker to be an employee?

None of these factors are conclusive in their own right and whether or not someone is an employee
cannot be determined by running down a check-list or adding up the number of factors pointing
toward employment and comparing that result with the number pointing toward self-employment.
It is @ matter of evaluating the overall picture that emerges from a detailed review of all the facts
of the particular case. The HMRC website includes an Employment Status Indicator into which a
charity can input the relevant data to see whether or not a particular individual is likely to be
regarded as an employee. However, it should be noted this merely gives HMRC's opinion, which
is not necessarily the correct legal position.

Directors and any other office holders are regarded as employees and therefore subject to PAYE
on any payments received. For example, PAYE will apply to fees or an honorarium paid to a
chairman of a grant committee unless the committee is a short-term structure established for a
specific purpose after which it will be disbanded and the office or post ceases to exist.

If the charity pays an individual’s company it would not generally have to deduct income tax and
NICs. The charity in this case needs to ensure that the contract for services is also with the
company. It should be noted that in some circumstances the individual's company will have to
account for income tax and NICs under the IR 35 regulations; but this is an issue for the service
company not for the charity. However if the company is engaged as a corporate director or other
office holder and the individual performs that role it is likely that the individual will be considered
to be a shadow director or office holder and therefore income tax and NICs will have to be
deducted by the charity.

Where a charity pays an agency to provide workers it is important to understand the nature of the
agency agreement. An agency contract is one where a worker contracts to undertake work with a
third party (which may, but need not be, a traditional employment agency) to undertake work for
a client (ie the charity) of the agency. There is no contract between the charity and the worker, so
the worker cannot be an employee of the charity. Similarly, the contract between the agency and
the worker will usually be on terms to ensure that it is not a contract of employment. In these
circumstances specific legislation can apply which means that the services of the worker are, for
income tax purposes, treated as if they were duties of an employment held by the worker. As
such, it is treated as employment income and the payer (ie the agency) is required to deduct
income tax.

Similar legislation applies in connection with NICs. Where this applies the worker is treated as an
employed earner for class 1 NICs purposes. The agency also has to account for Employer’s NICs.

Educational charities

It is considered likely that a part-time teacher or lecturer whose engagement covers a complete
academic term or longer will have similar terms and conditions to a full-time teacher or lecturer.
Such part-time teachers or lecturers are likely to be employees and income tax will need to be
deducted. A visiting teacher or lecturer who gives an occasional talk or a short series of talks
which are not part of the core curriculum will normally be self-employed.
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Situations in between the two extremes need to be considered case by case on the basis of the
general principles discussed above.

It should be noted that the NICs position is slightly different. There are regulations in place to
treat teachers and lecturers as employees for NICs purposes even if not treated otherwise as
employees. This applies where the teacher, lecturer, or instructor teaches in an “educational
establishment” if he or she teaches in the presence of the students (except in the case of the
Open University) and is paid by the education authority or by the person (for example, a charitable
school) who provides the education.

An "educational establishment” is defined as including:

* a place where instruction is given leading to a certificate, diploma, degree of professional
qualification; or

® a place where instruction is given which follows substantially the same type of syllabus
but which is not designed to lead to such a certificate, diploma, degree or professional
qualification.

The regulations apply to all teachers, lecturers and instructors providing instruction in an
educational establishment irrespective of the nature of the instruction given by the individual,
teacher or lecturer concerned.

Where the instruction is given in a place that is not a recognised educational establishment
the regulations still apply to those teachers, lecturers and instructors who are giving instruction
on courses which result in the attainment of a recognised qualification, licence or skill which
provides access to a particular job or the authority to conduct a particular activity in the
workplace.

Teachers, lecturers and instructors are, however, excepted from the regulations if;

* the time the person spends teaching or lecturing is minimal in terms of the working time
available or the instruction is given only occasionally: in practical terms this means not more
than three days in three consecutive months; or

e the instruction is given as public lectures, regarded as one which any member of the public can
attend without prior notice: that is, it is not part of a course or confined to a particular group or
society.

Arts and culture charities

Actors, ballet-dancers, opera-singers, musicians and other performance artists may be employees
or self-employed.

Most artists are engaged to perform particular parts, the performer having a whole series of
separate engagements in different media making up his or her performing life. Currently these
engagements are separated by periods of “resting”. As such, HMRC generally accepts performing
artists to be self-employed and income tax is not required to be deducted.

There are, however, exceptions and income tax may need to be deducted where the artist is
engaged.

e for aregular salary to perform in a series of productions over a period; or

® in such roles as may be from time to time stipulated by the engager, with a minimum period
before termination of the contract.

This would apply, for example, to members of some orchestras or opera, ballet or theatre
companies.
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There are special NICs regulations applying to “entertainers”. An entertainer means a person
who is engaged as an actor, singer or musician or in a similar performing capacity. One needs to
determine whether or not the person receives a “salary”. It is a salary if the payment:

® is made for services rendered;

¢ is paid under a contract for services;

¢ where there is more than one payment, is payable at a specified period or interval; and

¢ is computed by reference to the amount of time for which work has been performed.

Artists engaged for just one or two days including "key talent” artists are, however, generally
excluded as they are usually contracted to appear in productions for which the remuneration is
not directly calculated according to the period for which they are assigned to the production. If
the regulations apply then Class | NICs needs to be accounted for on the payments.

Designers, directors and choreographers could also be employees or self-employed. HMRC will

accept that they are self-employed where they are engaged for a specific production and:

® the engagement is for a limited period which normally ends soon after the opening of the
production; and

¢ they are paid both a fee and a royalty (often dependent on box office receipts).

14.6 Foreign entertainers

14.7

Tax at the basic rate may need to be withheld on performance fees and expenses paid to non-UK-
resident performers (entertainers and sportsmen or sportswomen) for appearances including at
charity fundraising events.

Tax need not be deducted if total payments made to the performer or an associate of the
performer do not exceed £1,000 in any tax year.

Tax may be deducted at a rate less than the basic rate if the charity and the performer make a
written agreement with HMRC to account for tax on an amount equal to the performer’s actual
liability, ie after allowing for deductible expenses. Such an agreement must be made at least 30
days before the payment is made. Tax accounted for in this way is not processed through the
PAYE system but dealt with separately with HMRC's specialist unit

Benefits in kind

If the charity provides anything other than pay to employees or officers that may count as an expense
or benefit. Common examples of expenses and benefits include the provision of accommodation,
company cars, health insurance, travel and entertainment expenses and childcare.

The charity’s tax, NICs and reporting obligations differ depending on the specific expenses and
benefits that it provides to its employees. In general, one of the following five requirements will
apply in each instance:

e at the end of the tax year it should report the items on the employee’s form P9D or P11D and
—where a P11D is completed — pay Class 1A NICs on it;

o the charity treats the expense or benefit as if it were normal earnings, adding its value to the
employee’s other earnings when working out income tax and Class 1 NICs using usual payroll
procedures;

e the charity adds the item’s value to the employee’s earnings for Class 1 NICs purposes only (not
for income tax) through the payroll, then at the end of the tax year the charity should report it
on the employee’s form P9D or P11D;

¢ the charity has no tax or NICs to pay but at the end of the tax year it should report the item on
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the employee’s form P9D or P11D; or
e the charity has no reporting requirements and no tax or NICs to pay.

The type of expense or benefit that the charity provides is not the only thing that affects the tax,
NICs and reporting requirements. The way in which the charity provides a benefit can do so as
well. For example:

e if the charity arranges and pays for medical insurance for an employee, the charity should
report it on form P11D and pay Class 1A NICs at the end of the tax year;

e if the employee arranges the medical insurance but the charity pays the insurer directly for it,
then Class 1 NICs will be due (through the payroll) and the charity should report it on P9D or
P11D;

¢ if employees arrange and pay for their medical insurance but the charity reimburses them, then
that payment counts as additional earnings and the charity will have to deduct and pay both
income tax and Class 1 NICs using its usual payroll procedures.

There are a number of different forms that a charity may need to use to tell HMRC about expenses

and benefits that they have provided to their employees. The following list provides an

overview:

e P11D - in general the charity should complete this at the end of the tax year for company
directors and for employees earning at a rate of £8,500 or more: file by 6 July.

e P9D - a simpler equivalent of form P11D, generally used for employees earning less than
£8,500. No Class 1A NICs are due on items reported on form P9D: file by 6 July.

* P11D (b) - use this to declare the charity’s total Class 1A NICs liability to the end of the tax year.
This total is calculated using the P11Ds that it has completed: file by 6 July.

e P46 (Car) — for telling HMRC when provision of car benefit to an employee begins or changes:
file at the end of the quarter in which the change takes place.

* P11 - expenses or benefits that go through the charity’s payroll should be recorded on form
P11 in the usual way. The charity does not need to file this form with HMRC but it will need the
figures from it when filing forms P14 and P35 at the end of the tax year.

The benefits-in-kind legislation generally applies to all directors and to all “higher paid”
employees. The definition of “higher paid” is, however, very old and covers anyone who earns
more than £8,500 a year. Thus, a person who works full-time on the statutory minimum wage of
£5.93 an hour is likely to be “higher paid” for these purposes. In calculating whether the employee
has breached the limit the value of the benefit itself must be included.

Directors are generally always subject to the benefit rules even if they receive less than £8,500 a
year. This, however, is not the case for directors of charitable companies. They will only be subject
to the rules if they earn £8,500 or more a year.

Some benefits are taxable even for lower-paid employees (including directors of charitable
companies). These include:

* some relocation expenses;

e cash payments made to third parties on the employee’s behalf;

e gifts in kind on which there is a second-hand value;

* any benefits that could be turned into cash;

e vouchers and credit cards; and

¢ provision of accommodation.

Dispensation

The charity can apply for a dispensation — a notice from HMRC that removes the requirement to
report expenses and benefits on forms P11D or P9D. Also, if an item is covered by a dispensation
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it means that the charity does not have any tax or NICs to pay on it. The charity can apply to
HMRC for a dispensation — using form P11DX - to cover expenses or benefits for which the
employee is entitled to a full tax deduction. This includes many routine business expenses and
benefits.

Settlement agreements

The charity may be able to pay tax on behalf of an employee by entering into a PAYE Settlement
Agreement ("PSA"). This is a scheme available to make a one-off payment to HMRC for income
tax and NICs due on three categories of expense and benefit:

® minor items;

e irregular items; and

e items on which it is impractical to operate PAYE or to value for P9D/P11D purposes.

The crucial point with a PSA is that, effectively, the employer meets the tax cost as opposed to the
employee — who would otherwise have to meet the tax through the P9D/P11D system. As the
employer is meeting the tax on behalf of the employee the amount has to be grossed up for
income tax (ie the expense is treated as a net amount after tax), with the result that more tax is
payable to HMRC than if the employee met the cost himself. Class 1B National Insurance is also
payable. A PSA is therefore not tax-efficient; but it is convenient for employees and is therefore
often used by employers.

The amounts to be included in a PSA must be agreed with HMRC before:

¢ In the case of items that would otherwise be included on forms P9D/P11D: 6 July following the
end of the tax year to which it relates;

¢ In the case of items on which income tax and Class 1 NICs would be payable: in the tax year of
the PSA and before the employers stop deducting income tax and NICs.

The tax and Class 1B National Insurance is payable by 19 October (or 22 October in the case of
some electronic payments) following the tax year to which the PSA relates.

Provision of accommodation

A person is potentially liable to tax if he or she is provided with accommodation by reason of
employment. The charity may simply pay a contribution to living accommodation, in which case
it would normally be treated as salary, subject to income tax or NICs.

If, instead, the charity owns or leases the property in its own name and provides the accommodation,

a benefit arises on three basic elements:

® the rental value;

¢ an additional charge where the cost or value of the accommodation exceeds £75,000; and

e a further charge with respect to repairs, heat and light and other similar expenses connected
with the property or with the provision of furniture for the property.

The potential annual value of a UK property is normally the gross rateable value or, if greater, any
rent actually paid — in spite of the fact that domestic rates were abolished in Scotland from 1989
and England and Wales from 1990. The benefit is reduced to the extent that the employee makes
good by making a contribution. HMRC's current definitions are set out in EIM11434: Living
Accommodation: Meaning of Annual Value for United Kingdom Properties.

A potential additional charge will arise on any additional benefits relating to the property such as
council tax, water rates, cleaning and telephone being met by the employer.
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No taxable benefit will apply in a number of cases:

e dwellings that are not the main home of the people living there;

e residential care homes, nursing homes, mental health nursing homes and hostels;

e dwellings in which domestic servants live and which are not also occasionally occupied by their
employers;

¢ dwellings occupied by a number of people who do not form a single household;

e buildings occupied by a religious community devoted to prayer, contemplation, education or
the relief of suffering; or

* most dwellings occupied by a minister of religion where the church owns the property and pays
the council tax in its own name.

The exemption to accommodation being taxable applies where it is provided because:

e itis necessary for the proper performance of duties;

e itis customary for such an employment and it enables better performance of duties; or
e itis to deal with a special security threat.

If the accommodation falls within one of the above exemptions there is a cap placed on any other

related taxable benefits:

¢ heating, lighting and cleaning of premises;

* repairs, decoration and maintenance; and

e the provision of furniture, equipment or other items to the extent that they are for normal
domestic occupation.

The cap is 10 per cent of the net earnings of the employment.

Furniture

The employee will normally be taxed each year on the provision of furniture by the employer on

a sum equal to the greater of:

® 20 per cent of the market value of the asset at the time when first applied (for the first five
years); or

e the annual rental or lease charge.

Any additional costs of providing the furniture must be added to the taxable benefit.

Telephone costs

The provision of a telephone will normally be fully taxable though the cost of genuine business
calls (but not of rental) could be deducted from the taxable benefit. There is, however, an
exemption for where the employer is a subscriber (but not the reimbursement of the employee’s
telephone costs) when:

e there is a clear business need for the employer to provide the employee with a telephone, for
instance if making or receiving telephone calls from the home are vital and a central part of the
employee’s duties; and

¢ the employer has procedures to monitor, control and minimise the cost to him or her of private
use; and

¢ the employer has no intention of rewarding the employee.

HMRC gives examples as to when this exemption may apply:

* ministers of religion, where there is a need for contact with the parishioners and congregations
24 hours a day;

¢ teleworkers, where a telephone line at home is provided for remote computer working or
telephone business;
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e employees such as live-in care workers of residential homes for the elderly or disabled or
hospices whose daily duties may require contact with the emergency services or the relatives
of the residents they care for.

Volunteers

A person who does voluntary unpaid work for a charity will not normally be engaged under a
contract of employment. The reimbursement of any expenses incurred by voluntary workers in
doing the work of the organisation will not give rise to liability to tax. This includes the expenses
of travel between home and the place where the work is done and meal costs that would not have
been incurred had they not volunteered.

If expenses are paid that do more than reimburse the costs incurred or are at a scale rate that
cannot reasonably be regarded as merely a reimbursement of what they spend, the voluntary
workers may be receiving remuneration for their services. In that case the payments will be taxable
as employment income.
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Working overseas

Many charities have staff working overseas. It needs to be determined if the individual is or will be
UK-domiciled, UK-resident or UK ordinarily resident.

UK-resident or ordinarily resident

The main rule of residence is the 183-day rule which provides that an individual is a UK tax resident
for any tax year (6 April = 5 April) in which he spends 183 days or more in the UK. A person is in
the UK for a day if they are present at midnight. The exception is where an individual is a passenger
in transit through the UK between two places outside the UK. Where this is the case, a day
travelling through the UK in transit does not count as a day spent in the UK.

An individual is ordinarily resident in the jurisdiction in which he usually resides. According to
HMRC, it is possible for an individual to be ordinarily resident in the UK even in a year in which he
or she is not resident (for example, in the case of someone who usually lives in the UK but has
gone abroad for a long holiday and does not set foot in the UK during that year).

Where an individual leaves the UK to take up full-time employment abroad under a contract of
employment which covers at least one full tax year, under HMRC's practice he or she is treated as
non-UK-resident from the date of departure.

A non-UK-resident needs to ensure that any visits made to the UK are:
e less than 183 days in a tax year; and
e average less than 91 days a tax year.

Days spent in the UK through exceptional circumstances (for example, illness) are normally
ignored in determining whether or not the 91-day test has been triggered.

No duties of the employment (other than incidental duties) should be performed in the UK.
“Incidental duties” will include short visits to receive instructions or training. However, any
mainstream employee duties should be avoided. For example, even the sending of a single work
e-mail from the UK creates the risk of UK residency.

Where an individual leaves the UK under the full-time employment abroad route explained above,
he or she is treated as non-resident from the day after the date of departure. Where an individual
leaves the UK either permanently or for a period of not less than three years, then again that
person is treated as non-resident from the day after the date of departure from the UK, provided
that on departure that person is not ordinarily resident in the UK.

UK domicile

Every individual has a domicile. Legitimate children at birth acquire their father's domicile as their
domicile of origin, provided that the parents are married and the father is alive at the date of
birth. Where these conditions are not satisfied the children acquire their mother’s domicile as
their domicile of origin.

Individuals over the age of 16 may change their domicile. To change his or her domicile, an
individual must both physically reside in the new jurisdiction and also intend to reside there
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permanently or indefinitely. Where individuals abandon their domicile of choice, their domicile of
origin reverts until such time as they acquire a new domicile of choice.

A married woman's domicile is determined as for any other adult individual. Prior to the Domicile
and Matrimonial Proceedings Act 1973, a married woman'’s domicile followed that of her husband
as a domicile of dependence. Following the passing of that Act, a woman who married before 1
January 1974 continues to retain her husband's domicile as a domicile of choice until she acquires
a new domicile of choice.

Tax planning

The charity and employee need to ensure that:
e the employment contract is for more than one tax year; and
e the employee’s interim visits to the UK are less frequent than as detailed above.

If employees continue to be UK-resident or ordinarily resident they will continue to be subject to
UK income tax on all their earnings (even if those earnings are for overseas duties) unless they are
not UK domiciled. In that case, they would still be taxed on UK earnings but could elect to be
taxed only on “chargeable overseas earnings” to the extent that they are remitted into the UK.
Chargeable overseas earnings are earnings from a foreign employer for duties performed outside
the UK. However, the remittance basis is a very complex area of tax law and specific advice should
be sought as it will only be beneficial in some circumstances.

Where individuals cease to be UK-resident or ordinarily resident in the UK they will have no liability

for their overseas duties but will still be liable for UK tax on their UK duties. However, incidental

UK duties can be disregarded for UK tax. Incidental duties include:

e visits to the UK to report to the employer or to receive fresh instructions; and

¢ trainingin the UK by an overseas employee so long as the total time spent in the UK for training
is not more than 91 days in a year and no productive work is done in the UK in that time.

Examples of duties not regarded as incidental include attendance at directors’ meetings in the UK.

It is likely that if working abroad the employee will be subject to overseas tax. Specific advice will
need to be sought. If the earnings are also subject to UK tax, a tax treaty may provide that the
individual will only be taxed in one jurisdiction. Otherwise, any foreign tax can be deducted from
any UK tax payable — but this can not lead to a refund of UK tax.

On leaving the UK the employee should complete Form 85. The charity should continue to deduct
tax in the normal way through the PAYE system. However, HMRC may well then issue an “NT”
PAYE code which effectively means that no income tax will need to be deducted.

National Insurance

The treatment depends on the country in which the employee is working. Countries can be
divided into three groups:

A.Working in the EEA area (Austria, Belgium, Denmark, Finland, France, Germany, Gibraltar,
Greece, Iceland, Italy, Liechtenstein, Luxemburg, The Netherlands, Norway, Portugal, Republic of
Ireland, Spain, Sweden, Cyprus, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta,
Poland, Slovakia, Slovenia, Romania, Bulgaria and Switzerland).

The employee pays social contributions in the jurisdiction where he or she works. However, if
the work is expected to last for less than 24 months, the employee would normally continue
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to pay UK NICs instead. The charity should apply for this treatment before the employee
leaves.

B. Working in Social Security Agreement countries (Barbados, Bermuda, Canada, Israel, Jamaica,
Japan, Jersey and Guernsey, Isle of Man, Republic of Korea, Mauritius, Philippines, Turkey, United
States of America, the former republics of Yugoslavia).

The employee pays social security in the jurisdiction where he or she works. However, UK NICs
continue to be paid instead if:

e the individual is employed in the UK; and

* is posted to the Reciprocal Agreement country to work; and

¢ the posting is for no more than the posting period permitted by the relevant country.

C. Not working in any of the countries listed in A and B above:

e the employer has a place of business in the UK;

¢ the employee remains ordinarily resident in the UK for NICs purposes; and

¢ the individual immediately before starting the employment abroad was resident in the UK.

Otherwise no NICs will be due. It should be noted that there is no exemption from foreign social
security.

An employee is ordinarily resident in the UK for NICs purposes if he or she:
e normally lives here, apart from temporary or occasional absences; and
¢ has a settled and regular mode of life here.

An employee may be ordinarily resident in:
® aplace from which he or she is temporarily absent; or
e (in some circumstances) two places at once.

The employee could choose to continue to pay NICs voluntarily, even if not due, in order to
protect entitlement to UK benefits such as the state pension.

15.5 Travel expenses for overseas employment

Where certain conditions are met, employees can claim tax relief for travelling to their overseas
employments. Equally, if the charity reimburses the expenses no taxable benefit will arise on the
benefit if the same conditions are met.

The relief is available for the cost of travelling to take up the overseas engagement and for the
cost of returning to the UK at the end of that engagement. Where travel is partly for business
purposes and partly for private purposes, an apportionment has to be made. To qualify for this
relief, all the following conditions must be met:

e the duties of the employment must be performed wholly outside the UK;

* the employee must be resident and ordinarily resident in the UK; and

e the employee must be domiciled in the UK if the employer is a foreign employer.

Duties performed in the UK are treated as performed abroad if the performance of those duties
is merely incidental to the performance of overseas duties.

Relief can also be due for travelling between employments abroad provided the following
conditions are met:

¢ the employee is obliged to incur and pay travel expenses;

¢ the travel is for the purpose of performing employment duties at the destination;

e the employee has performed duties of another employment at the place of departure;
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¢ the place of departure, or the destination, or both, are outside the UK;

e the duties of at least one of the employments are performed wholly or partly outside the UK;
¢ the employee is resident and ordinarily resident in the UK; and

¢ if the employer is a foreign employer the employee is domiciled in the UK.

In such cases, relief is given for the cost of travel between the different places where the duties
are performed, so long as at least one of those places is outside the UK. Again, an apportionment
is made where the purposes of the travel are mixed.

Tax relief for UK employees can be claimed by an employee who is UK-resident and ordinarily
resident. The cost, however, must be reimbursed by or on behalf of the employer. There are
various cases set out by HMRC but a key factor is that the absence abroad must be wholly and
exclusively for the purpose of performing the overseas duties

Where an individual is working abroad for a continuous period of at least 60 days, tax relief may be due
in respect of family travel costs. The relief is only available where the cost is paid or reimbursed by the
employer. Tax relief is available for up to two return journeys each tax year for the employee's spouse
or civil partner and any child under 18. This relief is for travel costs only. No deduction is available for
board and lodging (including hotel costs) or other subsistence costs for the family members.

There is a concession to exempt from tax as a benefit in kind the costs of a spouse or civil partner
accompanying the employee for reasons of the employee’s ill-health. The concession applies
where such an employee goes abroad for business purposes and “although fit to carry out his
duties at his normal place of work, takes his wife with him because his health is so precarious that
he cannot undertake foreign travel unaccompanied”.

Accommodation and subsistence costs

The special rules relating to overseas travel extend the availability of tax relief on board and
lodging and other subsistence costs for certain individuals whose duties are performed wholly
abroad. There are no special rules for those who work only partly abroad though such expenses
can also be relieved if incurred wholly, exclusively and necessarily for the employment.

All the following conditions must be met:

¢ the employee must be resident and ordinarily resident in the UK;

¢ he or she must hold an employment the duties of which are performed wholly outside the UK;

e the cost must be reimbursed by or on behalf of the employer;

¢ the board and lodging must be provided to enable the employee to perform the duties of the
employment; and

¢ the employee must be domiciled in the UK if the employer is a foreign employer.

Scale rates

Employers may use the benchmark rates published by the Foreign and Commonwealth Office
when paying accommodation and subsistence expenses to employees whose duties require them
to travel abroad without the need for the employees to produce expenses receipts. The rates can
be found in the HMRC internet library at /www.hmrc.gov.uk/employers/emp-income-scale-rates.
htm. Accommodation and subsistence payments at or below the published rates will not be liable
for income tax or NICs. Therefore, employers may reimburse subsistence costs using these scale
rates if they so choose or may instead reimburse actual costs if preferred. Employees reimbursed
at less than the scale rates may only claim additional relief based on actual expenses incurred.

In all cases, these amounts are in addition to incidental overnight costs.
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Donations

Overview of tax relief for charitable donations

Under current UK tax rules, donors are afforded a variety of differing tax reliefs for charitable
donations. The rules offer donors tax relief on charitable donations for income tax, capital gains
tax and inheritance tax.

Gift Aid

Background

Under the Gift Aid scheme, charities may reclaim basic-rate tax from monetary donations received
from UK tax payers. The current Gift Aid scheme was introduced in 2000 and it means that
donations of whatever value fall within the scheme and qualify for tax relief.

Suppose a donor makes a charitable donation of £100. The charity will receive the donation of
£100 and because the donation is deemed to have been paid under the deduction of basic-rate
income tax, the charity can reclaim £25 from HMRC (being £100 /80 x 20).

For a three-year period from 6 April 2008 to 5 April 2011 charities have also been entitled to a
further three pence for every pound donated. This “transitional relief” was introduced to adjust
for the fall in basic-rate tax (from 22 per cent to 20 per cent). This means that for every £100
donated under Gift Aid, a charity will receive £28.20, so the total value of the donation is £128.20.
Claims for transitional relief must be made within two years of the end of the charity’s accounting
period / tax year. A separate claim is not required as HMRC will automatically calculate the
transitional relief when making a Gift Aid repayment. It works like this: the donor gives, say, £100,
the charity claims basic-rate tax on the gross gift from HMRC (20 per cent of £125, ie £25); the
transitional relief is £3.20 and the charity receives £128.20 in total.

The donor is treated as having made a grossed-up donation payment of £125 which can be
deducted from his or her taxable income. If the donor is a basic-rate taxpayer there is no further
tax relief due to the donor but if the donor is 40 per cent taxpayer, then additional tax relief of 20
per cent (being the difference between the current higher rate of income tax of 40 per cent and
the current basic rate of tax of 20 per cent) can be claimed.

Donors taxable at 50 per cent will get relief on the difference between the basic rate and their
highest rate on the gross gift. If a donor gives £100 cash, the gross gift is £125. The higher-rate
relief on this is 30 per cent, or £37.50.

Economically, it therefore costs a 50 per cent donor £62.50 to make a gift worth £125 to the
charity. Or more simply, it costs the donor £50 to make a gift worth £100 to charity.

If the gift is large enough to reduce taxable income to below the 50 per cent threshold some of
the gift attracts relief at 30 per cent and some at 20 per cent.

The abolition of the personal allowance for incomes above £100,000 from 6 April 2010 has led to
some taxpayers having a higher marginal rate of tax than in previous years and therefore Gift Aid
donations will give tax relief at the individual’s highest marginal rate of tax.
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Conditions

For a Gift Aid payment to be valid certain conditions have to be fulfilled:

¢ it should be payment of a sum of money;

e it should not be subject to any repayment conditions;

e it cannot be made under the payroll giving scheme;

e it cannot be deductible from the donor’s income;

¢ it cannot be conditional on the charity acquiring property from the donor or anyone associated
with the donor; and

® any benefits associated with the gift must be within specific permitted parameters.

Declarations

The donor must make a Gift Aid declaration to the charity relating to the gift. The declaration can
be given in writing or orally, by means including electronic communications such as the internet,
e-mail, mobile telephone and text message. The declaration can be given at the time when the
donation is made, in advance of making the donation or within four years of having made the gift.
The declaration must provide the following:

¢ full name (initial and surname are acceptable);

full home address (house number or name and postcode are acceptable)

the name of the charity that the donor wishes to support;

details of the gifts that are to be covered by the declaration; and

e confirmation that the donor wishes to treat the gift(s) as Gift Aid donations.

Donors need to understand that they must pay at least as much UK Income Tax and/or Capital
Gains Tax (in the year in which they donate) as the amount that will be claimed by the charity. So
this should also be stated clearly on the Gift Aid declaration.

There is no requirement for a Gift Aid declaration to be signed, nor does it have to be dated
except where a donor makes reference to donations made from a specific date.

It is permissible for spouses and persons living together to make a joint declaration on the same
form providing that full details of both parties are given.

The donor must make a payment by cash, cheque, direct debit, credit or debit card, postal order or
standing order. Gift Aid Donations can be made in sterling or any foreign currency. When calculating
claims the charity must convert foreign currency into sterling at the rate on the date when the donation
was made. Gift Aid cannot apply to a transfer of assets, a donation in kind or to a loan write-off.

Donor benefits

Certain benefits can be provided to a donor by a charity. So long as the value of the benefits does

not exceed the permitted limits, the gift can still qualify as a Gift Aid donation. The rules relating

to the provision of benefits extend not only to benefits to the individual donor but also to anyone

who is connected with the donor. For these purposes, a donor is connected to:

e the donor's husband, wife, civil partner or linear relative (for example son, daughter, parent,
grandparent, or grandchild);

¢ any linear relative of the donor's wife, husband or civil partner; or

® a company under the control of the donor or under the control of any of the above.

A benefit is defined as an item or a service that is provided by the charity or a third party to the
donor (or anyone connected to the donor) in consequence of making the donation. A donation
cannot qualify for Gift Aid if the value of the benefits exceeds the following limits:

EITHER Donation Permitted benefits value
Up to £100 25% of the donation
£101 - £1,000 £25
Over £1,000 5% of the donation
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OR the value of the benefits plus the value of any benefits received from earlier donations made
to the same charity within the same tax year exceeds £500 (for donations after 6 April 2007).

Where a benefit to a donor would be available to a member of the public at a specified price, the
benefit value will generally be the price to the public (less any reduced price payable by the
donor). In situations where there is no comparable open market price, the charity must work out
how much someone would be prepared to pay for the item or services, for example by looking at
similar commercial transactions. Where a benefit is attendance at an event that is not open to the
public (so that there is no ticket price), that benefit should be valued by dividing the cost to the
charity of staging the event by the number of people at the event.

Where a benefit is given in return for a life membership subscription, the benefit is derived by
estimating the value of all the benefits that will be received over the first ten years of the
membership. Where the benefit is a discount on goods or services of which an individual donor
may or may not take advantage, the valuation can be based on the average take-up of the benefit
by the donors of the charity.

Gift Aid claims by charities

Following the Finance Act 2010, in order to take advantage of tax reliefs including Gift Aid charities
will need to meet the definitions of a charity in the law of England and Wales and be established
for charitable purposes as set out in the Charities Act 2006. Under Schedule 6 Finance Act 2010
they must also be managed by “fit and proper persons”.

Once recognised by HMRC as a charity for tax purposes, HMRC will allocate a charity tax reference
number for use on all correspondence and claims. The charity will need to nominate someone to
be an authorised official and/or someone to be a nominee. This means that they can sign
repayment claim forms and/or receive money on behalf of the charity.

The R68 Gift Aid schedule should be used for Gift Aid claims and the information from it will be
used to fill in the R68 claim form. This will show the total repayment due to the charity. Both these
forms are soon to be replaced by R68(i) which has been described by HMRC as an “intelligent”
form that automatically works out the period of claim and the amounts claimed as the figures are
entered.

HMRC audit
HMRC only makes limited checks before paying Gift Aid claims to avoid delays, so HMRC officials
test the accuracy and validity of a proportion of claims in more detail by auditing them. Charities

may therefore be selected for audit and details of how this works are given in the detailed Gift Aid
Guidance on the HMRC website.

Auditors will check records supporting a tax repayment claim including donation records, Gift Aid
declarations and banking / cash records. This will usually involve reviewing the charity’s accounting
records, systems and procedures. During the course of an audit they may also identify other
potential tax risks — such as non-charitable expenditure, employer compliance and VAT issues.

On the day the audit ends, the auditor will go through what has been reviewed and the results of
the review. The same information will be included in a letter to the charity summarising the audit
findings and what action the charity may need to consider. If the auditors find that less tax has
been claimed than was due they will help the charity to make a further repayment claim.

If the auditors cannot substantiate a tax repayment claim and too much has been paid to the
charity, they will explain the problem and the formal process to recover the tax. A summary of
the amounts of tax recoverable for all relevant years and a computation of interest due will be
provided together with, where appropriate, the basis for any penalties that the auditors believe
are due.
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Corporate Gift Aid

Companies are entitled to tax relief for qualifying charitable donations made to charities. The
donations are paid gross without the deduction of income tax. The donations are deductible from
the company’s total profits in the year in which the donations are made. The amount of the
deduction is limited to the amount that reduces the company’s total taxable profits to nil: the
payment of a charitable donation cannot create or augment a company'’s loss for tax purposes.

There is no additional tax to reclaim from HMRC for charities in respect of company donations.

The rules on benefits offered to corporate donors are the same as the benefit limits for individuals
described above.

In the case of a company owned wholly by a charity or a group of charities, the company is able
to claim a tax deduction for Gift Aid payments made within nine months of the year end. This
avoids the need for a trading subsidiary company having to estimate its level of taxable profits
and pay the required level of charitable donations before the year end.

Guidance

Detailed guidance notes explaining the Gift Aid scheme are available on HMRC's website and
HMRC has recently updated its CD-ROM Gift Aid toolkit. Charities can request a copy directly
from HMRC by telephoning 08453 02 02 03.

The position of deeds of covenant

Prior to 1990 tax relief for charitable donations was only available via a formal deed of covenant
which had to be capable of exceeding three years. Payments by individuals and companies under
a deed of covenant were paid after the deduction of basic-rate tax. The charity was able to
reclaim the basic-rate tax from HMRC. Strictly, a deed of covenant was an outright gift. In practice,
in the case of membership charities HMRC accepted that the provision of membership benefits
of up to 25 per cent of the payment (maximum £100) did not prejudice the tax position.

Since 6 April 2000 there is no longer a separate tax relief for individuals or companies for payments
made under a deed of covenant. All payments from that date fall under the Gift Aid scheme. As
a transitional measure, charities were not required to obtain a signed Gift Aid declaration form for
donors who had entered into a deed of covenant prior to 6 April 2000.

For any deeds of covenant executed after 6 April 2000 a charity must also ensure that the donor
has signed a valid Gift Aid declaration form. It is possible to incorporate the requirements of both
a deed of covenant (providing some degree of certainty as to future levels of income) and a Gift
Aid declaration form into the same document.

Particular situations

Charity auctions

HMRC accepts that at a charity auction individuals may be willing to pay substantially more than
an item is worth in order to support the charity concerned. The basic requirements of Gift Aid still
apply, including the benefit rules.

For items that are freely available and have a retail price, the benefit for Gift Aid purposes is the
retail price. If an auction item is not openly available, its value for Gift Aid purposes is the price
paid for it at the auction. Examples of items not being generally available include attributes such
as having been owned by a celebrity, in which case the benefit for Gift Aid purposes is taken to
be the price paid for it at the auction.
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If the value of the item exceeds the permitted benefit limits for Gift Aid, the donor can treat the
auction payment as being payment for the item and any excess can be treated as a donation.
However, the excess payment can only be treated as a donation if the item is capable of being
purchased separately and if the donor is aware of the value of the benefit at the time of the
auction.

Sponsored events

It is possible for individual sponsors to elect for their sponsorship monies to be treated as Gift Aid
donations. It is usual for charities to a design a sponsorship form (containing the standard Gift Aid
declaration wording prominently on each page) which contains a column that can be ticked by
the sponsors to indicate that they wish their sponsorship amount to be treated as a Gift Aid
donation. The form must also contain the information mentioned in 16.2.3 on Gift Aid
declarations.

Membership subscriptions

It is possible in certain circumstances for membership subscriptions to be paid under Gift Aid.
HMRC will accept that the membership subscription payment may qualify as a Gift Aid donation
providing the payment does not:

e secure more than membership of the charity; and

e secure any right to the personal use of any facilities or services provided by the charity.

In terms of valuing the benefits for Gift Aid purposes, newsletters or magazines distributed by
charities to provide their members with a regular update about the charity's work can be
excluded.

Allowing access to view charity property

The right of admission is disregarded as being a benefit for the purposes of the Gift Aid rules

providing certain conditions are fulfilled, in particular:

¢ the donation must be at least 10 per cent more than the general public cost of admission; or

¢ the donation made must allow the donor or the donor and his family access for a 12-month
period.

Gift Aid on donated goods

As Gift Aid only applies to gifts of money, donations of goods for sale do not qualify for Gift Aid.
However, a charity can offer to act as an agent for supporters and sell goods on their behalf. If the
supporter then donates the sale proceeds, that can qualify for Gift Aid.

There are a number of detailed requirements and implications set out in the detailed guidance
on Gift Aid on the HMRC website. Some commercial organisations have developed software to
deal with the scheme. HMRC recommends that charities contact it to discuss their plans before
implementation.

Gifts of shares and property

Individual donors have been able to obtain income tax relief on gifts of shares and securities since
6 April 2000. The tax relief was extended in 2002 to cover a gift of land. Corporate donors are
similarly able to enjoy tax reliefs on gifts of shares, securities and land.

The tax relief is available where a donor gives or sells a qualifying investment to a UK charity at
less than market value. The donor must give or sell his or her entire interest in the investment.

Qualifying investment
For the purposes of the tax relief, a “qualifying investment” is any of the following:
e shares or securities listed on a stock exchange;
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e shares or securities dealt on any designated market in the UK - currently the Alternative
Investment Market (AIM) or PLUS-quoted market;

® units in an authorised unit trust;

¢ shares in an open-ended investment company;

¢ holdings in certain foreign collective investment schemes; or

¢ a qualifying interest in land — subject to specific rules.

Considerations for the donor

Gifts of shares or property qualify for the general capital gains exemption on disposals to charity.
(A loss on disposal to a charity will not be an allowable loss for the donor). In addition income tax
/ corporation tax relief may be available.

The amount of the income tax / corporation tax relief to be claimed by the donor is calculated as
the net benefit to the charity plus any incidental costs incurred by the donor in making the gift,
less any consideration or other benefit received in consequence of giving or selling the investment.
The net benefit to the charity is generally taken to mean the market value of the investment.
There are differing detailed statutory tax rules for determining market value, and these vary
according to the type of investment.

If the charity is subject to an obligation to any person such that:

® itis reasonable to suppose that the disposal of the qualifying investment would not have been
made in the absence of the obligation; or

¢ the obligation is connected to the charity receiving the qualifying investment or a related
investment, the market value of the qualifying investment will be reduced by the aggregate of
the related liabilities of the charity resulting from the exercising of the obligation.

Individual donors are able to claim a deduction against their income assessable to income tax via their
self assessment tax return, enabling them to claim tax relief at their highest marginal rate. Corporate
donors claim the tax deduction as a charge on income against the company’s taxable profits.

For individual donors the tax implications of making a gift of shares or property or, alternatively,
selling the assets and then making a Gift Aid donation are very different. Under a gift of shares or
property the entire tax relief is enjoyed by the donor, whereas if the assets are sold and then a Gift
Aid donation is made only the higher-rate tax relief will be enjoyed by the donor. However, the
latter route may be advantageous where the asset stands at a loss, since the donor would be able
to realise an allowable capital loss if the asset were sold and the proceeds applied by way of a Gift
Aid donation.

For corporate donors there is no distinction in tax terms between a gift of assets and a Gift Aid
donation.

Considerations for the charity

Gifts of shares and property do not fall within the Gift Aid scheme. The tax relief is designed to
incentivise donors to give assets to charities and there is no further tax that can be reclaimed from
HMRC. Once a charity has received a gift of shares or property it is up to the charity to decide
whether to retain the asset or to dispose of it.

It is important for charities to understand the tax positions of their donors in order to understand
whether a gift of shares or property is more appropriate than a Gift Aid donation.

A charity can ask a donor to sell the investment on its behalf —in these cases it is essential to retain
the evidence to demonstrate that the gift to the charity took place before the realisation of the
investment on its behalf, so as to show that the donor was acting as the nominee or agent of the
charity at the time of disposal.
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Inheritance tax

Inheritance tax (“IHT") was introduced in 1984 replacing Capital Transfer Tax, which having been
introduced in 1975 had imposed a tax charge on the gift of assets during the taxpayer’s lifetime.
The basic principle of IHT is that a tax charge arises on the reduction in the value of an individual’s
estate as a result of a transfer of an asset from the estate. Some transfers are referred to as
"potentially exempt transfers”, since no IHT charge will arise providing the donor survives for
seven years after making the gift.

There is a specific exemption from IHT where assets are given to charities. The legislation further
defines "given to charities” to mean assets that are given "if it becomes the property of charities
or is held on trust for charitable purposes only”. The IHT exemption applies equally to lifetime
gifts and gifts on death.

If an individual receives a legacy and chooses to pass this on to a charity it may be appropriate to
effect the transfer as a deed of variation within two years of the date of death. Under a deed of
variation the gift is treated as if it had been made by the deceased person and can therefore
benefit from the general charitable exemption.

Payroll giving

The payroll giving scheme was originally introduced in 1986. The scheme allows employees the
opportunity to make either regular or one-off donations to charities of their choice by a direct
deduction from their salary. This gives employees immediate tax relief at their marginal rate of
tax.

There is no upper limit to the level of donations that can be made through the payroll giving
scheme and individuals are not restricted in the UK charities that they can support.

A payroll giving scheme operates by an employee authorising the employer to deduct the
charitable payment from his gross pay. The donation is then passed by the employer to a Payroll
Giving Agency ("PGA"). The PGA has the responsibility to distribute the monies to the charities
nominated by the employees within sixty days of receiving the funds from the employer
organisation.

Any employer wishing to establish a payroll giving scheme for its employees should contact an
approved PGA. Details of the approved agency charities can be found on the HMRC website. The
precise details of the scheme and its practical operation will be agreed between the employer
and the PGA. (It is also possible for an employer to establish its own PGA to handle the charitable
donations of its employees.) Although various options are available, the most common
arrangement is where the employee agrees to give specified amounts to named charities out of
each wages or salary payment.

Charities that receive donations under a payroll giving scheme do not claim any additional tax
refund. This reduces the administrative burden because there is no additional paperwork to
complete. The donations are received directly from the PGA by the nominated charity and this
will usually give increased certainty over its income. Charities receive the same level of donation,
subject to the administration fee charged by the PGA, as if they had received a donation under
Gift Aid; but they do not have the responsibility of maintaining detailed records of their donors
and charitable gifts.

The main benefit to a donor making charitable donations via a payroll giving scheme is the
immediate tax relief at the time of making the donation. The donor, if a higher-rate tax payer,
does not need to complete a self-assessment tax return to claim his or her higher-rate tax relief.
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Substantial donors

Anti-avoidance legislation was introduced with effect from 22 March 2006 designed to restrict a
charity’s tax exemption where it entered into certain transactions with donors, allowing the
donor to extract value from the charity (in either cash or any other form). Any transactions caught
under this legislation will be regarded as being non-charitable expenditure in the hands of the
charity.

A person (whether individual or corporate) is a “substantial donor” if that person makes relievable
gifts of at least £25,000 in a 12-month period or £150,000 over a six-year period: the limit was
increased from £100,000 in April 2009. A relievable gift includes a payment under Gift Aid, a
payment made under payroll giving, a gift where capital gains tax relief has been sought and gifts
from a settlor interested trust. A relievable gift does not include any gifts where the donor’s only
tax relief is that of inheritance tax.

Once a person is identified as a substantial donor he or she remains a substantial donor for the
next five chargeable periods (usually the charity’s accounting period).

The legislation extends the definition of a “substantial donor” to include persons connected with
the donor (as defined under s1122 of CTA 2010): the donor’s spouse, civil partner or relative, the
spouse or civil partner of a relative or a relative of the donor's spouse or civil partner. See the
earlier explanation in the Gift Aid section for further details.

Gifts from one charitable organisation to another are excluded from the substantial donor
legislation, as are gifts from housing associations or Registered Social Landlords where they make
a donation to a connected charity. The legislation also specifically exempts wholly-owned trading
subsidiary companies of charities from being caught under these provisions — a necessary
exemption to allow the trading companies to pass all of their taxable profits to the parent charity
without potentially crystallising a charge to tax.

While it was anticipated that very few charities would have donors that met the definition of a
substantial donor (ie donors giving more than £25,000 in any one year or more than £100,000 over
a six-year period) charities nevertheless have an obligation to keep records of all of their donors
to ensure that they comply with the legislation. The time-period for monitoring transactions
between charity and donor can be best described by an example.

Suppose a donor makes a relievable gift of £30,000 to a charity on 1 March 2007 and this falls into
the charity’s chargeable period ended 31 March 2007. The donor will be regarded as a substantial
donor for the charity's chargeable period ending wholly or partly within six years before 1 March
2007 and also in respect of the chargeable periods falling partly or wholly within six years after 1
March 2007 and additionally for a further five chargeable periods. The charity must therefore
monitor all transactions with the donor between 22 March 2006 (being the commencement date)
and 31 March 2018.

The following transactions are specifically affected by the legislation:

e the sale or letting of property by a charity to a substantial donor;

¢ the sale or letting of property to a charity by a substantial donor;

¢ the provision of services by a charity to a substantial donor;

¢ the provision of services to a charity by a substantial donor;

¢ an exchange of property between a charity and a substantial donor;

e the provision of financial assistance by a charity to a substantial donor;

e the provision of financial assistance to a charity by a substantial donor;

® investment by a charity in the business of a substantial donor; and

® payment of remuneration (including non-cash benefits) to a substantial donor.
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“Financial assistance” means:

¢ the provision of a loan, guarantee or indemnity;

e sharia-compliant financial products, or "alternative finance arrangements” (as defined by
section 46 of FA 2005); and

e charitable grants to beneficiaries.

The charge to tax under the substantial donor legislation

In circumstances where one of the transactions listed above has occurred, the charity is treated as
having incurred non-charitable expenditure. The result is that exemption from tax on an amount
of income equal to the non-charitable expenditure is lost. In other words, the charity will have to
pay tax on an amount of income equal to the non-charitable expenditure incurred through the
transaction with the substantial donor.

The legislation does provide for certain instances where non-charitable expenditure does not
arise. Broadly speaking, this allows certain transactions to be undertaken where they are carried
out in the normal course of business either by the charity or by the donor and are on terms no less
favourable to the charity than on a third-party arm’s length basis.

Following consultation with the charity sector in 2008 it was announced that further informal
consultation would be taking place over summer 2009 to develop a replacement for the current
legislation. This encompasses a new test for substantial donations. Donations to charities that are
caught by the test will not be eligible for relief. It is expected that the new legislation when it
comes into effect will “deny tax relief on donations to charities where the donors is party to an
arrangement, the purpose or one of the main purposes of which is to extract value from the
charity”.

In the April 2010 Budget the previous Government had said that it remained committed to
replacing the substantial donor rules and “would continue to explore the details of the proposed
new purpose test with interested parties”. The new Government has followed this through.
Legislation will be included in the Finance Bill 2011 which will deny tax relief where the main
purpose, or one of the main purposes, of the donation is to extract from the charity, whether
directly or indirectly, an advantage for the donor or for a person connected with the donor.
Genuine donations of any amount will no longer be caught; but where donations are deemed to
be “tainted” tax relief will be denied and the donor will be the primary target of recovery action
on any tax relief already paid.

Other giving by businesses

Businesses can get tax relief on gifts of trading stock: items manufactured or sold in the course of
trade. When companies give away an article they usually include the market value of the gift as a
trading receipt when calculating profits for tax purposes. Where such articles are given to a charity
nothing is included as a trading receipt. In that way they get relief for the cost of the article in
calculating the taxable profits of the trade.

In the case of gifts of machinery or plant used in the course of trade they can claim capital
allowances by treating the gift as having been disposed of at nil value for capital allowances
purposes (rather than at market value as would otherwise be the case). The total capital allowances
given in respect of the article will be equal to its cost.

There is a relief for business from corporation tax for gifts of medical supplies and equipment
made for humanitarian purposes. This operates by giving a deduction from trading profits where
they would not otherwise be allowable as wholly and exclusively for the purposes of the company’s
trade. A deduction is also allowed for any costs of transportation, delivery or distribution incurred
by the company in making the gift.
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Other UK taxes

Climate Change Levy

Climate Change Levy (“CCL") is designed to encourage businesses to reduce energy consumption
or to use energy from renewable sources. It applies to supplies of electricity, natural gas supplied
by a gas utility, petroleum and hydrocarbon gas in a liquid state and solid fuels.

Users of energy from these sources must pay the tax. The levy is imposed at the time of supply,
and is included in energy bills. Suppliers of the services collect the tax. The levy is applied as a
specific rate per nominal unit of energy and increases broadly in line with inflation each April. The
rates for 2010-11 are as follows:

Commodity Normal rate

Electricity 0.470 pence per kilowatt hour (kWh)

Gas supplied by a gas utility or any gas supplied in a 0.164 pence per kWh
gaseous state that is of a kind supplied by a gas utility

Any petroleum gas or other gaseous hydrocarbon 1.050 pence per kilogram
supplied in a liquid state

Any other taxable commodity, eg coal 1.281 pence per kilogram

There are various exemptions and a reduced rate in certain circumstances. Small quantities of fuel
and power (de minimis) can be treated as being for domestic use even when they are supplied to
a business and therefore not subject to the levy. The current de minimis levels as set out by HMRC
are as follows:

If the supply is of ... the de minimis amount is...

Coal or coke a supply of not more than one tonne held out for sale as domestic
fuel (that is, domestic grade fuel).

Piped gas a supply by the same supplier at a rate of not more than 4,397 kilowatt
hours per month of gas of a kind supplied by a utility or petroleum gas,
to one customer at any one of the customer’s premises. This
quantitative limit applies whether the bill is based on a meter reading
by either the supplier or the customer or on an estimate.

Metered electricity a metered supply to a person at any premises where the electricity
(together with any other electricity provided to him at the premises by
the same supplier) is provided at a rate not exceeding 1,000 kilowatt
hours per month. This quantitative limit applies whether the bill is based
on a meter reading by either the supplier or the customer or
on an estimate.

Unmetered an unmetered supply to a person where the electricity (together
electricity with any other electricity provided to him by the same supplier) is
provided at a rate not exceeding 1,000 kilowatt hours per month.

LPG in cylinders a supply containing any number of cylinders, each of which is less
than 50 kilograms net weight.
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If the supply is of ... the de minimis amount is...

LPG in bulk a supply of LPG not in cylinders to a customer at premises that have a
tank capacity of not more than two tonnes. Storage tanks are not filled
to the limit of their holding capacity for safety reasons. The capacity is
therefore to be calculated based on the maximum quantity that tanks
can safely hold, as certified by the tank provider.

Supplies to charity users for non-business purposes are excluded from CCL. The definition follows
that of VAT, so “non-business” will mean carrying out charitable objectives such as the relief of
poverty, sickness or infirmity or other activities beneficial to the community such as the
advancement of education, religion, nature conservation and the support of the arts.

For business activities, the levy is due unless the de minimis limits apply. This will therefore affect
activities such as:

e the sale of donated goods;

e the hiring of charity-run buildings (for example, village halls), and

¢ the provision of membership benefits by clubs, associations and similar bodies.

Where supplies are made to a charity whose premises are put partly to non-business charity use:

e if this is at least 60 per cent of the total use, the whole supply can be treated as such and not
subject to levy; or

e if less than 60 per cent of the total use, levy will need to be applied to that portion that does
not qualify for relief

Insurance Premium Tax

Insurance Premium Tax (“IPT"”) is a tax on general insurance premiums. There are two rates:

¢ astandard rate of 5 per cent; and

¢ ahigherrate of 17.5 per cent for travel insurance and some insurance for vehicles and domestic/
electrical appliances.

The following categories of insurance are exempt from IPT:

® reinsurance;

e life assurance, permanent health insurance and all other “long term” insurance except medical
insurance;

e commercial aircraft and some associated liabilities;

e commercial ships and some associated liabilities;

e lifeboats and lifeboat equipment;

e foreign or international railway rolling stock and some associated liabilities;

* export finance;

e commercial goods in international transit;

e the block insurance policy held by Motability which covers all disabled drivers who lease their
cars through the scheme;

¢ risks located outside the UK; and

e the Channel Tunnel.

For the purposes of the exemption, a lifeboat is a vessel used, or to be used, solely for rescue or
assistance at sea. “Lifeboat” includes conventional lifeboats and other vessels used solely in
connection with life-saving activities at sea. Lifeboat equipment is defined as anything used, or to
be used, solely in connection with a lifeboat and it includes carriage equipment, tractors, winches
and hauling equipment used solely for the launching and recovery of lifeboats. “Lifeboat
equipment” does not include boathouses and slipways.
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The exemption does not extend to policies covering rescue craft to be used on inland waterways,
lakes and reservoirs. Policies which relate to the construction of lifeboats are also not exempt
from IPT. The exemption does, however, extend to new, completed lifeboats not yet used but to
be used for rescue at sea and to policies relating to lifeboats used for training personnel in rescue
atsea (but not to vessels which are not lifeboats, even though they may be used to train personnel
in lifesaving skills).

Block insurance policies held by Motability, under which all those disabled drivers who lease their
vehicles under the Motability scheme are insured, are exempt. The exemption does not extend
to disabled drivers generally.

Lottery Duty

Lottery Duty is a charge on the taking of a chance or ticket in a lottery that is promoted in the UK.
At present, the National Lottery is the only lawful lottery paying duty in the UK because most
lotteries are exempt from the duty. The current rate of duty is 12 per cent of the price paid on
taking a ticket or chance in a lottery.

Exemption

Exemptions from Lottery Duty include the following:

® |otteries promoted by an exempt entertainment, for example a bazaar, féte, sporting or athletic
event or dinner, which covers lottery tickets sold at events such as football club annual dinners
and Brownie fundraising events. No more than £500 can be used from the proceeds of the
lottery to buy prizes, but the value of donated prizes has no limit. Tickets must only be sold at
the event. These types of lottery do not require the charity to register with their local authority.

¢ Private lotteries where the sale of tickets is confined to members of a society, people on the
society's premises, people who all work on the same premises, or people who all live on the
same premises. This would cover things like office sweepstakes and office party raffles. All the
proceeds must be either spent on prizes or the activities of the charity. These types of lottery
do not require the charity to register with their local authority.

e |otteries promoted by a charitable society supporting athletic sports or games, cultural
activities, or another purpose which is not for private gain or a commercial undertaking.

To qualify as a lawful lottery which is exempt from duty a lottery must comply with conditions set
out in the Gambling Act 2005. Members of the public can buy tickets and the lottery is widely
promoted to get the maximum possible number of participants. All lotteries have to be registered
with the Local Authority or the Gaming Board.

Landfill Tax

Landfill Tax is a tax on the disposal of waste. It aims to encourage waste producers to produce less
waste, to recover more value from waste (for example, through recycling or composting) and to
use more environmentally-friendly methods of waste disposal. Landfill Tax applies to all waste
disposed of by way of landfill at a licensed landfill site on or after 1 October 1996 unless the waste
is specifically exempt.

Under the Landfill Tax Credit Scheme landfill operators can claim a credit of up to 6.8 per cent of
their tax liability to HMRC if they make qualifying contributions to Environmental Bodies.

There is increasing recognition of the contribution that charity shops make in reducing the volume

of items that go to landfill; and a number of local authorities are now counting towards their
recycling targets the volume of textiles sent for reuse and recycling that can be measured. In
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return, these authorities support the charity by paying recycling credits for this volume. Without
the opportunity that charity shops provide for large-scale reuse and recycling, these unwanted
items would inevitably find their way into the waste stream to be treated by local authorities as
household waste. Based on 2007 landfill tax value at £24 per tonne, the annual value of textiles
reused or passed for recycling by charity shops in terms of savings in landfill tax is £6 million.
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Overseas taxes

Overseas withholding taxes for charities

When a payment is made to a party in another country, the laws of the payer's country may
require withholding tax to be applied to the payment. International withholding taxes may be
required for:

e financing, ie dividends or interest;

¢ the use of intellectual property, ie royalties and licence fees;

e consultancy fees and management fees; and

¢ rental of real estate, and other payments connected with real estate.

Withholding tax is the amount of tax withheld by a party making a payment to another and then
paid on to the taxation authorities. The amount the payer deducts may vary, depending on the
nature of the product or service being paid for. The purpose of withholding tax is to facilitate or
accelerate collection by collecting tax from payers rather than a much greater number of payees
and by collecting tax from payers within the jurisdiction rather than from payees who may be
outside the jurisdiction. It may also be used to counteract tax evasion and tax avoidance.

The payee is typically assessed to tax on the gross amount with the possibility of using that
withholding tax to offset part or all of the overall tax liability of the entity. Therefore, withholding
taxes can be particularly sensitive for tax-exempt entities such as charities which are typically
unable to use any withholding tax suffered to offset a UK tax liability (as they are unlikely to have
any such liability).

A double taxation treaty (see 18.2) may reduce the amount of withholding tax required from the
statutory rate to the treaty rate, depending upon the jurisdiction in which the recipient is resident
for tax purposes.

Recovery of withholding tax

In certain circumstances the charity will need to file a tax return or other claim form in the source
country in order to recover the tax overpaid. Procedures and time limits for refund claims vary
considerably.

At present there are a series of cases going through the domestic courts and the European courts
(for example, Fokus Bank ASA v The Norwegian State, represented by Skattedirektoratet [2004]
EFTA Court Case E-1/04 (23 November 2004)) as to whether withholding taxes have been illegally
imposed due to discriminatory treatment of tax authorities when a domestic and overseas entity
are compared. Charities may therefore wish to consider potential claims for overseas withholding
taxes suffered if no such tax would have been suffered on payments to a domestic charity.

Double Taxation Treaties
Double Taxation Treaties ("DTTs") are conventions between two countries that aim to eliminate
the double taxation of income or gains arising in one territory and paid to residents of the other.

They work by dividing the tax rights which each country claims by its domestic laws over the same
income and gains. The UK has one of the largest networks, with more than 100 DTTs.
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Despite attempts at harmonisation, very few DTTs are identical. However, they commonly include
some or all of the following provisions:

they define which taxes are covered and who is a resident and therefore eligible for benefits;
they reduce the amounts of tax withheld from interest, dividends, and royalties paid by a
resident of one country to a resident of the other country;

they limit the tax imposed by one country on the business income of a resident of the other
country to that on the income from a permanent establishment in the first country;

they define circumstances in which the income of individuals resident in one country will be
taxed in the other country, including salary, self-employment, pension and other income;

they provide for exemption of certain types of organisations or individuals; and

they provide procedural frameworks for enforcement and dispute resolution.

The stated goals for entering into a treaty often include reduction of double taxation, eliminating
tax evasion and encouraging cross-border trade efficiency.

Certain DTTs have charity-specific provisions but not all. In the case of charitable Common
Investment Funds ("CIFs"), they generally benefit from the extensive tax treaty network developed
by the UK and attain the same treaty rights as Open Ended Investment Companies ("OEICs”) and
authorised unit trusts. One notable exception is the US, where dividend income received by a
foreign private foundation is subject to a withholding tax rate of 4 per cent as compared to the
standard 15 per cent.
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19.2

19.3

Community infrastructure levy (CIL)

Background

CIL is a tax levied by a local authority on the carrying out of a “development” in England and
Wales. Its objective is to raise money from developers in order to fund expenditure on local
infrastructure. The detailed provisions are set out in the Planning Act 2008 and the Community
Infrastructure Levy Regulations 2010.

Introduction of CIL by the local authority

Although a local authority is able to charge CIL there is no requirement that it should do so. It is
therefore possible that CIL will never be imposed in some local authority areas, or at least not for
some time.

The local authority must publish a “charging schedule” containing certain information such as the
rate(s) of CIL, where the rate(s) will apply (the rate(s) will then be index-linked by reference to the
construction costs index published by the Royal Institute of Chartered Surveyors (RICS)) and when
the charging schedule will take effect. There may be differential rates of CIL by reference, for
example, to the intended use of the development but the rate(s) must aim to strike a balance
between raising CIL and the potential effects of CIL on the economic viability of development
across the local authority area (including, in the case of a London borough council, having regard
to the rate(s) of CIL rates set by the Mayor of London).

The Regulations set out a consultation procedure, aimed at transparency and public involvement,
governing the way in which a local authority may introduce a charging schedule. For example, the
local authority must consult various bodies, including voluntary bodies benefiting the local
authority area, and invite them to make representations.

What is a “development” for CIL?

A "development” for CIL purposes is “anything done by way of or for the purpose of the creation
of a new building” or "anything done in respect of an existing building”. A “building into which
people do not normally go” and a “building into which people go only intermittently for the purpose
of inspecting or maintaining fixed plant and machinery” is not a “development” for CIL purposes.

CIL is charged on the increase in gross internal area. There is no CIL on existing internal area
(when planning permission is granted) which is to be demolished.

Not included in the CIL calculation are buildings which do not comprise a “development” (see
above), or for which planning permission granted for a limited period. Also not included is a new
build or enlargement of less than 100 square metres (except where the development will comprise
one or more dwellings).

This means that CIL will not be levied if a building is replaced with a new one or where there is a
change in the use of a building and there is no overall increase in floor space. Similarly, there is no
CIL where the increase in total gross internal area of the building is less than 100 square metres
except, as mentioned above, where the development will comprise one or more dwellings.
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19.5

Liability to pay CIL

A liability to pay CIL can be assumed, and thereafter the assumption of liability may be withdrawn,
by anyone before development commences. If no one assumes the liability to pay CIL, the liability
is apportioned by the local authority between each “material interest” based on open market
values. A “material interest” means the freehold or a lease which has more than seven years to
run when planning permission first permits development.

The obligation to pay ClL is triggered on commencement of a development and ceases on death
before development commences. If the liability to pay CIL is assumed, the dates for payment of
CIL depend on the amount of CIL payable, for example if the CIL is £40,000 or more it is payable
in 4 equal instalments 60, 120, 180 and 240 days beginning with intended commencement date
of development.

If the liability to pay CIL is not assumed, CIL must be paid in full on the intended commencement
date of the development.

Payment of CIL can be made in cash or in kind (ie in the form of land payments if the CIL liability
is more than £50,000, and there are other conditions, and the local authority must agree).

Charitable exemption from CIL

There is amandatory exemption from ClL for a charity owning a material interest if the development
is to be used wholly or mainly for a charitable purpose of the charity in question or of that charity
and another charity (or charities). It is understood that the word “mainly” means more than 50 per
cent and that this has been derived from the business rates regime. If the development is
unoccupied, it is still eligible for this relief.

There is no mandatory exemption if that part of development to be used for charitable purposes
will not be occupied or under the control of a charity, or if the material interest is owned jointly by
a charity and a non-charity, or if the relief would be State Aid - see 19.9.

However, even if the above State Aid condition is not met, the local authority may on a discretionary
basis allow the exemption provided that the exemption does not constitute a State Aid that
needs to be notified to and approved by the European Commission.

There is also a discretionary relief from CIL where the charity owns a material interest, and the
“whole or greater part” will be held by a charity (or jointly with another charity or charities) as an
investment from which profits applied for any charitable purposes.

However, there is no discretionary charitable relief if:

e the charity intends to occupy part of the development for “ineligible trading activities”; or

e the material interest is owned jointly by a charity and a non-charity; or

e if relief would be a notifiable State Aid which must be approved by the European Commission.

“Ineligible trading activities” means trading activities other than the sale of donated goods where
profits applied for the charity’s charitable purposes.

The charitable exemption or relief must be claimed in a prescribed form and must be received by
the local authority before the development commences. The local authority must notify the
claimant in writing of its decision on the claim and the reasons for the decision as soon as
practicable. Note that the claim will lapse if the development is commenced before the local
authority has notified the charity of its decision on the claim and a commencement notice must
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19.8

19.9

be submitted before the development commences. Finally, the claim must be made before the
local authority withdraws discretionary charitable relief.

The Regulations also include a relief for social housing which is intended to cover certain types of
housing use by both charitable and non-charitable developers.

Clawback of charity relief

Charitable relief is withdrawn if:

e within 7 years from the commencement of the development the owner of the material interest
"ceases to be eligible” for charity relief; or

¢ the whole of the material interest is transferred to a person not eligible for charity relief; or

e the lease eligible for relief is terminated before the end of its term and the owner of reversion
is not eligible for charitable relief.

If charitable relief is withdrawn, the local authority must be informed of the disqualifying event
within 14 days and CIL is payable by the owner of the material interest immediately before the
disqualifying event in question.

CIL relief for exceptional circumstances

An "exceptional circumstances” discretionary relief allows the local authority to offer relief from

CIL where certain conditions are met. For example, relief may be granted where:

e there is an agreement under section 106 Town and Country Planning Act 1990 imposing a
planning obligation on the landowner in association with the granting of planning permission
for the development (a “Section 106 agreement”);

¢ the local authority considers that the cost of complying with the Section 106 agreement is
greater than the CIL liability of the development; and

e the local authority considers that to require payment of CIL would "have an unacceptable
impact on the economic viability” of the development.

The local authority must also be satisfied that to grant relief would not be notifiable State Aid
requiring approval of the European Commission.

How will CIL be spent?

CIL can only be spent by the local authority on “infrastructure”, which appears to be limited to
various categories such as roads, schools and recreational facilities.

State Aid

Legislation for new tax reliefs is being drafted with a condition that the relief will not be available
if it is State Aid. This first appeared in the CIL legislation; until then reference to State Aid was
merely to confirm that State Aid did not apply, as in the case of Research and Development
reliefs. As a matter of EU law, tax reliefs are illegal if they constitute a State Aid, so the inclusion
of this condition in UK tax relief legislation seems to be superfluous.

State Aid is the giving of financial advantage from a public body or a publicly-funded body to

certain undertakings which has the potential to distort trade between EU member states and to
distort competition. The State Aid regime is contained in various articles of the EC Treaty,
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regulations, guidelines and frameworks; and the European Commission has extensive powers to
monitor, to control and to prohibit forms of State Aid and must be notified of schemes that
involve State Aid. The concept of State Aid is very broad and can potentially include certain tax
exemptions or reliefs.

Smaller charities may be able to take advantage of the de minimis rule for State Aid, which allows
for aid of up to €200,000 in total to be provided over three fiscal years. There is a requirement to
inform the recipient (ie the charity) that the aid being given is de minimis and to keep records of
aid given for ten years.

November 2010 changes

In November 2010 the Coalition Government confirmed that the introduction of CIL would go
ahead because it would provide a fairer system of funding new infrastructure. It was stated that
the levy would give councils the option to raise funds from developers building new projects in
their area and provide a more certain and flexible system for house-builders, cutting the costs of
lengthy legal negotiations.

However, it was also stated that the levy would be reformed to ensure that neighbourhoods
would receive a proportion of the funds that councils raised from developers. It was also suggested
that the new system would be more transparent, with levy rates set in consultation with local
communities and developers.

The Government also confirmed that developments by charities and affordable and social housing
projects would be exempt from the levy.
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Before the Finance Act 2010 HMRC did not allow reliefs for any charitable organisations that were
established outside the UK even if such organisations were charitable according to the laws of the
UK. This approach was upheld in the English case of Dreyfus (Camille and Henry) Foundation v
IRC [1956] AC 39; [1955] 3 WLR. 451; [1955] 3 All ER 97.

Technically, this treatment was not correct where the charities were established in other EU
member states and the only reason why they were not eligible for relief was because they were
not established in the UK. The EU Treaties provide for the free movement of capital between
Member States and freedom of establishment; and it is a breach of those provisions for a Member
State to refuse tax deductions on gifts to charitable bodies within other Member States simply on
the basis that they are not established in the Member State in question.

In a number of recent cases the ECJ concluded that the UK's approach was contrary to European
law. In Centro di Musicologia Walter Stauffer v Finanzamt Miinchen flr Kérperschaften [2006] an
Italian foundation claimed tax relief in Germany on rental income arising from property which it
owned in Germany. The German tax authority refused to grant the tax exemption which would
have been available had the charity been a German charity because the charity was based abroad.
The ECJ declared this to be a breach of European law. In Hein Persche v Finanzamt Lidenscheid
[2008] a German donor claimed relief on a gift to a Portuguese charity. As in Stauffer, the German
tax authority refused to grant the tax relief which would have been available had the charity been
German because it was based abroad; and, again as in Stauffer, the ECJ declared this to be in
breach of European law. The burden is on the taxpayer to prove that the organisation would be
charitable in the UK but for its establishment elsewhere; and if the taxpayer can prove this the
authority must consider the evidence presented.

The rulings are slightly complicated in practice by the fact that they are not accepted by all
countries. In addition, just because a charity is recognised as a charity in one Member State, that
does not mean that it must be accepted as such in each Member State. It should be noted that
within the UK, in order to qualify for tax treatment as a charity by HMRC a charity must be charitable
for the purposes of English law, even though established and registered in Scotland or Northern
Ireland. The charity must be deemed charitable under the rules of the country in which the tax
relief is being sought; and the only element which is discounted is the actual establishment of the
charity in another EU state. This means that while the ECJ’s rulings have been a big step towards
creating fairness in the taxation of cross-border charitable gifts across Europe they have not
created a unified system.

On 10 July 2006, the European Commission issued a formal request to the United Kingdom to
end discrimination against foreign charities and threatened to refer the matter to the ECJ if the
UK did not reply “satisfactorily” to this.

The Finance Act 2010 extended UK charitable tax reliefs to certain organisations in the EU, Norway
and Iceland that are equivalent to UK charities. In order to qualify, those entities need to meet the
definitions of a charity in the law of England and Wales and must be established for charitable
purposes only as set out in the Charities Act 2006. They must also be registered with any charity
regulator in their home country with which the law requires them to register and be managed by
"fit and proper persons”.
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1.1

Analysis and Findings

Professor Cathy Pharoah, ESRC Centre for Charitable Giving and Philanthropy, Cass Business
School, advised CTG on the most appropriate ways to use and present the data and findings.

Provisions of the Tax System with which charities have to comply

The Charity Tax Map has set out in some detail the 18 different taxes that, we have established,
can affect charities and the consequent multiplicity of tax regimes and procedures which charities
have to follow in order to administer these taxes and claim reliefs. When considering the impact,
trustees need to consider:—

¢ Risk Management — the staffing, resources and ongoing effort required in order to comply with
the law. This includes assessing the skills required in view of the complexity and scope of some
of the requirements.

e Opportunities to reduce the tax liability and limit the reduction in funds available for charitable
purposes, while remaining within the law, in order to fulfil the Trustee responsibility of effective
stewardship.

e There are steps that charities need to take legally to minimise the tax burden. These might be
structural changes such as use of a trading subsidiary, or operational changes such as changing
the design or content of fundraising materials in order to benefit from VAT zero rates. The latter
can result in tension between limiting the amount of tax payable and implementing the most
effective campaign or appeal for the charity.

The number of taxes and the extent of their impact on any particular charity will depend on the
size, scope and activities carried out by that charity. The 30 pages devoted to VAT set out the
complexity and depth with which some charities will need to embrace the tax. The need for anti-
avoidance legislation has increased the complexity.

Simplification of the law would benefit both charities and government and reduce costs; but this
could in turn impact on the cost and / or value of reliefs available. An example of this is the current
review of Extra-statutory Concessions (ESCs) being carried out in the wake of the Wilkinson
judgment. ESCs have been a feature of the UK's tax system for many years — some affect charities
along with other organisations and others are specific to the sector. On one level, if some ESCs
can be dispensed with because they are within the scope of HMRC's administrative discretion that
could achieve simplicity. There could be cases, however, where a current, simply-drafted
concession needs to be replaced by more complex legislation.

The exercise of mapping the provisions of the tax system with which charities need to comply has
also highlighted the necessary yet burdensome effect of continual change. A number of changes
to the text of the document were required during the drafting stage because of changes in the
law, new interpretations and new guidance. Charity trustees must keep up to date with frequent
changes in order not to fall foul of the legislation and run the risk of incurring interest and, possibly,
penalties in addition to the burden of taxation itself.
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1.2 Aims and methods

This section reports the results of dedicated surveys of charities carried out as part of the mapping
exercise. Findings are based mainly on responses from 31 charities to a detailed questionnaire
which asked in depth about the general financial and compliance impact of dealing with the taxes
that affect them but are supplemented with data from the responses from 87 charities to a survey
about their irrecoverable VAT.

1.2.1  Aims of the research
The main purposes of the detailed survey of the financial and compliance impact of dealing with
taxes were to:
e establish the extent of different taxes affecting charities;
® estimate the total amount of tax paid;
® estimate the costs of compliance;
¢ identify and analyse patterns and key trends in charities’ tax burden; and
e identify any important messages and conclusions about charities’ tax liability.

1.2.2 Methods

A questionnaire was designed that asked for considerable detail on the taxes paid by charities
and the time spent on administration of and compliance with each tax. Given that it would not be
a quick or easy task to complete it and that it was breaking new ground in terms of the data being
gathered, it was felt that simply sending the questionnaire out to all CTG members would not
achieve an adequate quantity or quality of data. Therefore, members who were identified as
having sufficient resources to complete the questionnaire and who represented various sub-
sectors were contacted personally.

A final respondent sample of 31 charities was achieved on the detailed survey. The sample
represents both large and small organisations by income and a diversity of sector activity. It also
represents approximately 7% of the income of registered charities: a sufficiently robust sample
upon which to base some general conclusions on particular topics. However, although a
considerable amount of useful detail was collected, the patterns of tax paid were diverse across
the sample. While it is therefore appropriate to make extrapolations and to draw some general
conclusions in some of the most common areas of tax payment, it is not possible to do so at any
sub-sample or highly specific level because the number of charities in each individual category is
very small.

1.2.3  Notes on the approach
It should be noted that accounting conventions lead to some problems with matching up tax paid
with both income and expenditure for a given financial year. For income, the income reported
may not reflect gains in investments. For expenditure, the full amount of capital expenditure may
be apportioned over several financial years whereas any tax liability will have been paid in full up
front. While these differences could result in minor distortions to figures given, we do not believe
that they invalidate the findings.

The figures are presented exclusive of investment gains or losses.

Internal compliance costs: Compliance costs have never been quantified before because of the
difficulties in obtaining the necessary data. In order to establish a preliminary baseline, the survey
asked charities to estimate (where possible) the hours spent on compliance activities per tax/
relief. We have taken these self-reported time estimates and used a notional but reasonable
figure of £35 an hour (an estimate for suitably-skilled financial staff) to give an indicative and
comparative estimate of a charity’s internal compliance costs. We are aware that different
assumptions would yield different results.
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1.3.1

1.3.2

It should be noted that in some cases we were aware that compliance cost data was either missing
or incomplete, and where possible we have obtained further data. Any omissions in the data
would result in an underestimation of the compliance costs.

External compliance costs: The data on external compliance costs was derived from the actual
figures provided by charities where it was available.

One-off costs: We are also aware that the figures may have captured some one-off costs; however,
such occurrences will happen in any one year and so we have assumed that these average out
over the sample and that there was nothing particularly unusual about the year of the survey.

VAT figures: For some of the data the figures included either part of the period or all of the period
during which the Government had temporarily reduced the standard rate of VAT to 15% [1
December 2008 — 31 December 2009]. To ensure that there was a consistent approach for figures
covering part or all of that period, where appropriate the VAT figures have been re-based to the
standard rate of 17.5%.

Main findings
The main findings from the detailed survey of 31 charities are set out below.

Number of taxes paid

Charities in the sample paid 18 different types of tax, revealing the need for a high level of tax

expertise in the charity. Charities varied considerably in the number of taxes to which they were

subject. The average number of types of tax that the sample charities had to pay was 6 [range 3

to 9]. The average number of types of tax that charities had to comply with was 5 [range 1 to 14].

The discrepancy between the number of taxes paid and the number of taxes with compliance

costs has two explanations:

¢ a charity may spend money to comply with a tax in order to ensure that it pays no tax; and

e data on compliance time and costs is incomplete (while some charities have access to data
showing the amount of tax paid, they do not necessarily have corresponding data detailing
how long the process of compliance took or their compliance costs against each individual tax).

Amount of tax paid
A total amount of £147.3 million was paid in taxes across the 31 charities. Some key statistics are
set out below. They reveal the wide variation in the amount of tax paid by the sample charities.

Tax paid £m Sample income £m  Tax paid per £1 of income
Total 147.3 3,498.0
Minimum 0.08 2.6 £0.01
Maximum 52.8 862.5 £0.18
Average 4.75 112.8 £0.04
Median 1.6 22.0 £0.05

The relationship between tax paid and expenditure across the sample was examined. Results are
set out in figure 1.
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Figure 1: Total tax paid against total expenditure
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Figure 1 shows that across the sample, as might be expected, the amount of tax paid was found
to be broadly proportional to total expenditure. Overall, however, the results of the survey reveal
that tax costs are very unevenly spread across the charity sector and that some charities are
subject to a much higher burden of tax per pound of expenditure than others. This is partly
because, as noted, some are subject to multiple taxes: this is explored further below. The variations
in the tax burden will depend entirely on the nature of the charity: for example, a charity that
employs many staff is likely to have a very different tax burden compared to a grant-making
foundation.

A distinctive characteristic of charities (particularly grant-makers) that derive a large amount of

their income from investments is that the bulk of their taxation will be related to the investment
management charges on their income rather than on the expenditure (in the form of grants).
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1.3.3

Tax paid as a proportion of income and expenditure

Results showed that there was also a very wide range in the total amount of tax paid both as a
percentage of total income and of total expenditure. The range of tax paid as a percentage of
income was from 2% to 18% (the figure of 2% is likely to be an artificially low estimate as several

charities gave incomplete data). Figure 2 illustrates graphically tax as a percentage of total
expenditure by charity.

% of income % of expenditure
Average for the sample 6% 6%
Minimum 2% 1%
Maximum 18% 14%

Figure 2: Comparison of the ratio of percentage tax paid and expenditure (%),
ranked by expenditure
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Charities ranked in order of decreasing expenditure

Figure 2 shows the variation in the proportion of total expenditure devoted to tax. The chart
displays the charities ranked in order of decreasing total expenditure and demonstrates that
across the sample there is no direct or consistent relationship between the scale of total
expenditure and the proportion of expenditure paid in tax. A more plausible explanation is that
the proportion of expenditure spent on tax may be related to the activities performed.
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1.3.4  Distribution of total tax paid by type of tax
The survey examined the distribution of the total tax paid across different types of tax. The table
below sets out results, showing that:

Employer National Insurance Contributions (NICs) constituted the largest single category of
tax paid and affected all charities in the sample. Just over half the total tax cost [54%] relates to
NICs.

Irrecoverable VAT, also affecting all charities in the sample, represents just over one third
[37.5%] of the total tax cost for the 31 charities in the detailed survey.

Using figures from the larger survey of irrecoverable VAT which was carried out and which
obtained 87 charity respondents, we can estimate through extrapolation that it costs charities
approximately £1bn per annum. [Source: Irrecoverable VAT and its impact on charities — June
2010, Charity Tax Group, available from: http://www.ctrg.org.uk/files/?id=221]

Business rates accounted for 5.8% of the total.

The remainder of the tax burden is split between a wide range of other taxes which have a
differential impact on different charities.

Corporation tax, income tax, stamp duty land tax and capital gains tax can all lead to significant
compliance costs being incurred by a charity in order to minimise a tax bill or to take advantage
of an exemption/relief.

Air passenger duty and insurance premium tax incur virtually no compliance costs because
both taxes are collected by the supplier.

Tax Tax paid (£ 000s) Total tax (%) Compliance costs
(£ 000s)
Employer’s NICs 79,520 54.0 1,021
Irrecoverable VAT 55,262 37.5 1,624
Business rates 8,612 5.8 60
Domestic rates 1,706 1.2 15
Excise Duty 944 0.6 12
Insurance Premium Tax 591 0.4 <1
Air Passenger Duty 286 0.2 -
Climate Change Levy 182 0.1 1
Landfill Tax 53 <0.1 1
Income Tax (excl Gift Aid) 45 <0.1 25
Import Duty 40 <0.1
Congestion Charge 22 <0.1
Stamp Duty Land Tax 11 <0.1 12
Lottery Duty 4 <01 6
Corporation Tax 2.6 <0.1 73
Stamp Duty Reserve Tax - - 1
Capital Gains Tax - - 1
Aggregates Tax - - -
Totals 147,280 100 2,857
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Figure 3 shows that vast majority of tax is paid over in the form of irrecoverable VAT and employer’s
NICs. Although, proportionally, employer’s NICs raise more tax, the compliance costsforirrecoverable
VAT are higher. The other taxes may raise little in revenue for HMRC, but for individual charities
there may still be substantial compliance costs in order to qualify for an exemption or relief.

Figure 3: Comparison of the share of the total tax bill and the share of total
compliance costs
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1.3.5 Tax burden and compliance costs by charity
The tax profile of each charity varies according to its activities. Figure 4 shows some examples of
the variety of taxes paid and the proportion of a charity’s total tax burden that each tax forms.
Figure 5 shows the associated proportion of compliance costs spent on each tax.

Figure 4: Proportion of total tax burden (%)
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Figure 5: Proportional allocation of total tax compliance costs — per charity
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Figures 6 and 7 look in greater detail at the two largest taxes facing charities both in terms of total
tax burden and compliance costs: employer’s NICs and VAT.

Figure 6: VAT - share of total tax burden vs share of compliance costs
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Figure 7: Employer’s NICs — share of total tax burden vs share of compliance costs
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1.3.6 Tax reliefs and exemptions
It has not been possible to attempt to quantify the total value to the sector of all the tax reliefs
and exemptions available to charities. For example, a charity might not know what it would have
been required to pay if it had not been given relief from a tax or if some of its supplies had been
standard-rated instead of VAT exempt or zero- rated.

With income / corporation tax exemptions, were the existing reliefs not available charities might
choose to route more activities through trading subsidiaries so as not to pay tax.
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1.3.7  Gift Aid recovery

The total benefit in terms of tax reclaimed by the 31 charities through Gift Aid was £60.5 million,
6% of the total Gift Aid relief claimed by the sector. The associated compliance costs to recover
that amount of Gift Aid were estimated at £1.7 million, equal to 2.8% of the total Gift Aid received.
The compliance costs per pound of Gift Aid income across the sample varied widely from 1 penny
per pound to 70 pence per pound of Gift Aid income. As some of the compliance data was
incomplete, it is therefore likely that the lower end of the range is an underestimate of the true
cost of complying with Gift Aid requirements.

Figure 8: Gift Aid reclaimed against compliance costs
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Note

The National Trust has been excluded as its figure of £26 million reclaimed makes the
presentation of the data difficult.

Data for 9 charities at a similar level to those at the right hand end of the X-axis have been
excluded for the same reason.
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ANALYSIS AND FINDINGS

1.3.8

Figure 8

From information provided by the charities and from the relevant sets of accounts, it has been
possible to estimate that the take-up rate of donors using Gift Aid across the charities in the
sample was in the range of 50% — 75% (with an average of 65%).

It appears from the data that the compliance costs for Gift Aid may create a barrier to use of the
scheme for charities with low levels of eligible donations. Figure 8 shows a relatively consistent
level of compliance costs for administering a Gift Aid scheme.

Gift Aid tax Gift Aid compliance ~ Compliance cost per £
reclaimed (£ 000s) costs (£ 000s) Gift Aid tax reclaimed
Total for sample 60,475 1,682
Average 2,520 67 £0.28
Maximum 26,000 263 £0.70
Minimum 0.1 0.04 £0.01

Costs of compliance

Looking across the whole sample and all the taxes with which charities complied - but excluding
Gift Aid recovery — the total compliance cost bill was £2.9 million, of which 57% represented the
costs of compliance related to irrecoverable VAT. The results set out in Figures 3, 6, and 7, which
compare the proportion of compliance cost —ie the resources consumed — with the proportion of
tax paid, indicates that the preparation of many tax bills consumes a share of charities’ resources
which is disproportionate to their actual value to HMRC. For some charities the problem is much
greater than others; and the share of resources devoted to compliance with a particular tax is
much higher than for others. This is not related to charity size but to charity activity, indicating that
for small charities operating in particular service areas there is a particularly challenging
compliance regime.

Further research on compliance costs which seem disproportionate to ultimate liability and which
seem to be particularly disproportionate for smaller charities operating in certain areas would be
immensely valuable. Irrecoverable VAT is one clear candidate for further exploration.

The balance between internal and external compliance costs was also examined. Charities were
asked to state for each tax the internal cost [hours spent on compliance] and the external cost

[bought-in compliance and consultancy costs].

Data in the case studies shows the tax paid with the total compliance cost for each type of tax and
each charity, and the external costs as a percentage of total compliance costs.
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Figure 9: Compliance costs — internal or external
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Figure 9

While Figure 9 is only a snapshot of the financial period considered within the survey it demonstrates
the wide variability of the amount spent on internal and external tax compliance. Figure 9 ranks the
charities by expenditure but shows no link between expenditure and the split between spending
on internal and external compliance costs. This would also be worth further research as these costs,
particularly where they are external, may be something over which charities have little control.

It is important to note that the costs that we are considering cover not only the cost of meeting
legal requirements in a comprehensive and timely fashion but also the cost of taking full advantage
of tax reliefs available. This is important when considering the cost to the charity of dealing with
individual taxes. For example, a lot of the costs associated with business rates will relate to
applications for discretionary relief — and the more successful the charity in making applications,
the lower its total business rates bill will be.
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1.3.9

1.4

Impact on individual charities

We have highlighted the impact on individual charities in the case studies. Each case study sets
out the tax burden for the charity, the impact of compliance and, in some cases, the tax issues
peculiar to that charity. The evidence suggests that the impact of taxation can vary dramatically,
requiring different skills, experience and strategic and operational decisions in order to deal most
effectively with the tax burden on a particular charity in question.

Charity trustees and senior administrators must ensure that all aspects of tax compliance are dealt
with adequately. Even with highly-skilled internal or external tax practitioners, the breadth and
complexity of taxes and the areas covered mean that mistakes or differences in interpretation can
creep in —and that could result in not enough tax or too much tax being paid. The former could lead
to interest and penalties on top of the tax payable itself, while the latter will be an additional financial
burden on the charity — always depending on whether or not the error is spotted and rectified.

Simplification and targeted legislation, particularly in relation to anti-avoidance, would benefit
charities and government alike; but there is always a risk that this might result in extra costs or
hidden complications.

Summary of main findings and conclusions

The research has demonstrated that it is very difficult for charities to compile complete data on
the tax burden and the associated compliance costs.

The main findings, however, relate to the high proportion of the total compliance cost burden
related to irrecoverable VAT and the significant variation between charities in their tax and
compliance costs which, across the sample, appeared to bear little relationship to the scale of
their activities. A more likely explanation is that the variations relate to the charities’ particular
activities and the time involved in obtaining particular tax reliefs.

This pattern of variation in the tax burden is a cause for concern since it suggests that some
charities are having to devote a disproportionately high level of their resources to compliance:
resources which might be better devoted directly to their charitable activities.

We very much hope that the presentation of this data for the first time will lead to a better
understanding of the impact of the tax burden and to discussion on how to reduce the complexities
that appear to lead to disproportionately excessive compliance costs. The results give an
indication of where the compliance burden falls and where that burden might be disproportionate
to the tax revenues and therefore highlight where simplification is most needed.

The inevitable question is, what is the total tax burden for the charity sector? Given such a small
and diverse sample it is not possible to extrapolate accurately, however given our estimate that
irrecoverable VAT costs the sector £1 billion-£1.4 billion per year and our research which shows
irrecoverable VAT represents 37.5% of the total tax burden for our sample, then it would suggest
a total tax burden for the charitable sector in the range of £2.7 billion - £3.7 billion per year. As
mentioned previously, quantifying the reliefs available to charities in a survey was not feasible.
HMRC estimates that charity tax reliefs are worth £3 billion per year."! However, that includes £750
million in tax reliefs for individuals (for example: inheritance tax relief and Gift Aid higher-rate
relief) making the tax reliefs directly available to charities worth £2.4 billion.

We intend to develop and repeat the survey to gather more information and to identify trends in
the charitable sector.

" Source: HMRC website, Table 10.2 — cost of tax relief, available at: http://www.hmrc.gov.uk/stats/charities/menu.htm
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Case studies

Introduction

Twelve case studies were selected from our group of 31 charities with the aim of giving greater detail
about the impacts of the various taxes on a range of individual charities of different sizes and from
different sectors. Each case study sets out the tax burden for the charity, the impact of compliance and,
in some cases, the tax issues peculiar to that charity. The evidence suggests that the impact of taxation
can vary dramatically, requiring different skills, experience and strategic and operational decisions in
order to deal most effectively with the tax burden on a particular charity in question.

Data and methods

The data used was the same as for the analysis and based on our questionnaire. The methods and notes
relating to the questionnaire and analysis are equally valid for this section. The following notes apply to
all case studies:

® Annual Income and Expenditure figures are presented exclusive of any investment gains.

* Percentage of expenditure spent on tax: this is a minimum percentage based on figures provided by
the charity. The actual percentage could be higher.

e VAT figures: For some of the data the figures included either part of the period or all of the period
during which the Government had temporarily reduced the standard rate of VAT to 15% [1 December
2008 - 31 December 2009]. To ensure that there was a consistent approach for figures covering part or
all of that period, where appropriate the VAT figures have been re-based to the current standard rate
of 17.5%.

e External compliance costs: The data on external compliance costs was derived from the actual figures
provided by charities where it was available.

® Internal compliance costs: Compliance costs have never been quantified before because of the
difficulties in obtaining the necessary data. In order to establish a preliminary baseline, the survey asked
charities to estimate (where possible) the hours spent on compliance activities per tax/relief. We have
taken these self-reported time estimates and used a notional but reasonable figure of £35 an hour (an
estimate for suitably-skilled financial staff) to give an indicative and comparative estimate of a charity’s
internal compliance costs. We are aware that different assumptions would yield different results.

® Compliance costs: It should be noted that in some cases we were aware that compliance cost data was
either missing or incomplete, and where possible we have obtained further data. Any omissions in the
data would result in an underestimation of the compliance costs. Compliance data covers hours spent
on normal compliance as well as negotiations/queries.

* Reliefs: we have not been able to quantify all reliefs obtained by charities, for example: the 20% relief
on business rates, or the extent of reduced or zero vat rates on purchases.

* Matching expenditure and tax liabilities: It should be noted that accounting conventions lead to some
problems with matching up tax paid with both income and expenditure for a given financial year. For
income, the income reported may not reflect gains in investments. For expenditure, the full amount of
capital expenditure may be apportioned over several financial years whereas any tax liability will have
been paid in full up front. While these differences could result in minor distortions to figures given, we
do not believe that they invalidate the findings.

® One off expenditure: We are aware that the figures may have captured some one-off costs; however,
such occurrences will happen in any one year and so we have assumed that these average out over the
sample and that there was nothing particularly eccentric about the year of the survey.
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CASE STUDIES

2.1 Action for Blind People

Charitable purpose

Action for Blind People is one of the largest charities
in the UK providing free and confidential support for
blind and partially sighted people in all aspects of
their lives.

Annual Income and Expenditure
(Year Ending 31 March 2009)

Income: £17,782,000

e Expenditure: £20,500,000

Charitable expenditure: £15,860,000

¢ Percentage of total expenditure spent on tax: 7.8%

Significant tax burdens
e Total tax paid: £1,600,433

Top 5 taxes:

e Employer's NICs: £919,000

* |rrecoverable VAT: £633,333

e Business rates cost: £36,000

¢ |nsurance Premium tax: £5,000
e |ottery duty: £4,000

B Employer's NICs: 57.4%
Irrecoverable VAT: 39.6%

M Business rates: 2.2%

M Insurance Premium tax: 0.3%
Lottery duty: 0.2%

Compliance costs

A. Total costs (f) per tax, per annum:
Total tax compliance costs: £49,925

Significant compliance costs:

e Employer's NICs: £29,250
e VAT: £10,250
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Compliance costs continued

B. Total compliance time (hours) per tax:
Total hours: 1,055

800
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300
200
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Compliance time (hours)

Employer's VAT Business Domestic Other
NICs rates rates taxes
total

e Employer's NICs: 750
e VAT: 150

e Business rates: 50

e Domestic rates: 40

o Other taxes total: 65

Gift Aid
Gift Aid tax reclaimed: £1,359,000

Total Gift Aid compliance costs: £190,700
(14.0% of Gift Aid tax reclaimed)

Time spent on Gift Aid compliance: 5,020 hours
e Staff costs: £175,700
e Systems costs: £10,000
¢ Consultancy costs relating to Tax Effective Giving:
£5,000
Website

www.actionforblindpeople.org.uk

>

Action for blind people
[ Part of (RNIB) Group



CASE STUDIES

2.2 Amnesty International UK

Charitable purpose

Founded in London in 1961, Amnesty International
draws attention to human rights abuses and
campaigns for compliance with international laws and
standards. It works to mobilize public opinion to exert
pressure on governments that perpetrate abuses.
Amnesty International’s stated mission is “to conduct
research and generate action to prevent and end
grave abuses of human rights and to demand justice
for those whose rights have been violated.”

Annual Income and Expenditure
(Year Ending 31 March 2010)

® |ncome: £12,458,138

e Expenditure: £11,016,378

¢ Charitable expenditure: £8,360,000

e Percentage of total expenditure spent on tax: 4.2%
* The figures used in this case study come from
Amnesty International’s UK Section Charitable Trust

Significant tax burdens
e Total tax paid: £460,250

Top 5 taxes:

® |rrecoverable VAT: £299,250

e Employer's NICs: £108,000

® Business rates : £40,000

® Insurance premium tax : £10,000
e Air passenger duty: £3,000

Irrecoverable VAT: 39.6%

B Employer’s NICs: 23.5%

M Business rates: 8.7%

M Insurance Premium tax: 2.2%
Air Passenger Duty: 0.7%

Compliance costs

A. Total costs (£) per tax, per annum:
Total tax compliance costs: £11,725

Significant compliance costs:
e VAT: £8,500
e Employer's NICs: £2,875

Compliance costs continued

B. Total compliance time (hours) per tax:
Total hours: 135

100
80
60
40

20

Compliance time (hours)

Business

VAT Employer's
NICs rates

e VAT: 100
* Employer’s NICs: 25
e Business rates: 10
Gift Aid
Gift Aid tax reclaimed: £1,400,000

Total Gift Aid compliance costs: £38,500
(2.8% of Gift Aid tax reclaimed)

Time spent on Gift Aid compliance: 100 hours
e Staff costs: £3,500
e Systems costs: £25,000

¢ Consultancy costs relating to Tax Effective Giving:
£10,000

Website

www.amnesty.org.uk/index.asp

Amnesty
International
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CASE STUDIES

2.3 Asthma UK

Charitable purpose

Asthma UK is the charity dedicated to improving

the health and well-being of the 5.4 million people

in the UK whose lives are affected by asthma. Their
mission is to “improve the health and well-being of
people with asthma by building and sharing expertise
about asthma”.

Annual Income and Expenditure
(Year Ending 30 September 2009)

Income: £8,953,000

e Expenditure: £9,487,000

Charitable expenditure: £7,520,000

¢ Percentage of total expenditure spent on tax: 6.4%

Significant tax burdens
¢ Total tax paid: £607,619

Top Five Taxes:

e Employer's NICs: £315,274

* |rrecoverable VAT: £262,958

e Business Rates: £26,387

¢ |nsurance Premium Tax: £2,000
e Climate change levy: £1,000

B Employer’s NICs: 51.9%
Irrecoverable VAT: 43.3%

M Business rates: 4.3%

M Insurance Premium tax: 0.3%

M Climate Change Levy: 0.2%

Compliance Costs

A. Total costs (f) per tax, per annum:
Total tax compliance costs: £25,782

Significant compliance costs:
e Employer's NICs: £13,022
e VAT: £9,000

e Corporation Tax: £2,350

® Income Tax: £1,200
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Compliance costs continued

B. Total compliance time (hours) per tax:
Total hours: 286

200

150

100

a1
o

Compliance time (hours)

VAT Employer's Income  Corp- Business
NICs Tax oration  Rates
Tax

Significant time spent (hours):
e VAT: 200

* Employer's NICs : 50

¢ |ncome Tax: 20

e Corporation Tax: 10

e Business rates: 5

Gift Aid
Gift Aid tax reclaimed: £420,920

Total Gift Aid compliance costs:
£14,356 (3.4% of Gift Aid tax reclaimed)

Time spent on Gift Aid compliance: 240 hours

e Staff costs: £8,400
e Systems costs: £5,956

Website

www.asthma.org.uk/index.html



CASE STUDIES

2.4 British Red Cross

Charitable purpose

The British Red Cross Society was formed in 1870

to enable vulnerable people at home and overseas to
prepare for and respond to emergencies in their own
communities. The work of the Red Cross in the UK
focuses on emergency response, first aid training,
health and social care and issues surrounding
refugees and other vulnerable migrants.

Annual Income and Expenditure
(Year Ending 31 December 2009)

® |ncome: £182,051,000

® Expenditure: £180,962,000

¢ Charitable expenditure: £122,420,000

e Percentage of total expenditure spent on tax: 4.6%

Significant tax burdens
e Total tax paid: £8,374,646

Top Five Taxes:

e Employer’s NICs: £5,300,000

® |rrecoverable VAT: £2,100,000

e Business Rates: £650,000

e Excise Duty: £143,968

e |nsurance Premium Tax: £75,000

B Employer’s NICs: 63.3%
Irrecoverable VAT: 25.1%

M Business rates: 7.8%
Excise Duty: 1.7%

M Insurance Premium Tax: 0.9%

Compliance Costs

A. Total costs (£) per tax, per annum:
Total tax compliance costs: £90,300

Significant compliance costs:
e Employer’s NICs: £44,700
VAT: £39,065

® Business rates: £4,100

e Corporation Tax: £1,735
Climate Change Levy: £700

Compliance costs continued

B. Total compliance time (hours) per tax:
Total hours: 780
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NICs Rates  oration Tax
Tax

Significant time spent (hours):
* Employer's NICs: 420

e VAT: 259

® Business rates: 60

e Corporation Tax: 21

e Climate Change Levy: 20

Gift Aid

Gift Aid tax reclaimed: £9,172,000

Total Gift Aid compliance costs: £263,000
(2.9% of Gift Aid tax reclaimed)

Time spent on Gift Aid compliance: 800 hours
e Staff costs: £28,000
e Systems costs: £225,000
¢ Consultancy costs relating to Tax Effective Giving:
£10,000
Website

www.redcross.org.uk

BritishRedCross
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CASE STUDIES

2.5 Build Africa

Charitable purpose

Build Africa is a dynamic charity working in rural
Uganda and Kenya helping young people escape
poverty through education and income generation.
Build Africa pays special attention to ensuring that
communities understand their right to a good
education for their children and work hard to ensure
that girls access the education they are entitled to.

Annual Income and Expenditure
(Year ending 31 December 2009)

Income: £2,266,354

e Expenditure: £2,362,452

Charitable expenditure: £1,890,000

¢ Percentage of total expenditure spent on tax: 5.0%

Significant tax burdens
e Total tax paid: £117,635

Top Five Taxes:

* |rrecoverable VAT: £74,667
e Employer's NICs: £40,492

e Business Rates: £2,200

® Air Passenger Duty: £200

¢ Insurance Premium Tax: £76

Irrecoverable VAT: 63.5%
B Employer's NICs: 34.4%
M Business rates: 1.9%
Air Passenger Duty: 0.2%
M Insurance Premium tax: 0.1%

Compliance costs

A. Total costs (f) per tax, per annum:
Total tax compliance costs: £1,825

Significant compliance costs:
e Employer's NICs: £1,630

NB: Build Africa is not VAT registered so there are no
VAT compliance costs
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Compliance costs continued

B. Total compliance time (hours) per tax:
Total hours: 35

Significant time spent (hours):
e Employer's NICs: 30
e Corporation Tax: 5
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Employer's Corporation
NICs Tax
Gift Aid

Gift Aid tax reclaimed: £270,000

Total Gift Aid compliance costs:
£4,885 (1.8% of Gift Aid tax reclaimed)

Time spent on Gift Aid compliance: 111 hours
e Staff costs: £3,885
e Systems costs: £1,000
Observations
Build Africa is not VAT registered so there are no VAT
compliance costs.

Website

www.build-africa.org

AFRICA




CASE STUDIES

2.6 Great Ormond Street

Charitable purpose

Great Ormond Street Hospital Children’s Charity
raises money to enable Great Ormond Street
Hospital to provide world-class care for its young
patients and their families. It also supports pioneering
work in the search for new treatments and cures for
childhood illness.

Annual Income and Expenditure
(Year ending 31 March 2010)

® Income: £55,456,000

e Expenditure: £44,137,000

¢ Charitable expenditure: £30,000,000

e Percentage of total expenditure spent on tax: 4.2%

Significant tax burdens
e Total tax paid: £1,836,650

Top Five Taxes:

e Employer's NICs: £889,000
® |rrecoverable VAT: £787,500
e Business Rates: £90,000

® |ncome Tax: £45,000

e Domestic rates: £10,000

B Employer's NICs: 48.4%
Irrecoverable VAT: 42.9%

M Business rates: 4.9%

M Income Tax: 2.5%

M Other taxes total: 1.3%

Compliance Costs

A. Total costs (£) per tax, per annum:
Total tax compliance costs: £31,955

Significant compliance costs:
e VAT: £14,750

e Employer’s NICs: £14,150
® Income Tax: £1,400

Hospital Children’s Charity

Compliance costs continued

B. Total compliance time (hours) per tax:
Total hours: 373
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Compliance time (hours)

VAT Employer's Income Business Domestic

NICs Tax rates rates

Significant time spent (hours):
e VAT: 250

* Employer’s NICs: 50

¢ Income Tax: 40

e Business rates: 20

e Domestic rates: 10

Gift Aid

Gift Aid tax reclaimed: £1,900,000

Total Gift Aid compliance costs: £147,000
(7.7% of Gift Aid tax reclaimed)

Time spent on Gift Aid compliance: 4,200 hours
e Staff costs: £147,000

Observations
Great Ormond Street Hospital Children’s Charity
makes extensive use of the zero rating available for
purchases of medical equipment.

Website
www.gosh.org

Ormond
Street
Hospital
Charity
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CASE STUDIES

2.7 HF Trust Ltd (formerly the Home Farm Trust)

Charitable purpose

The Home Farm Trust provides a service for over 900
people in supported living, registered care homes,
advocacy, supported employment and day services.
The charity provides support for thousands of carers
of people with learning disabilities.

Annual Income and Expenditure
(Year ending 31 March 2010)

Income: £40,784,000

Expenditure: £38,167,000

Charitable expenditure: £35,313,000

Percentage of total expenditure spent on tax: 7.2%

Significant tax burdens
e Total tax paid: £2,760,878

Top Three Taxes*:

e Employer's NICs: £2,012,000

® |rrecoverable VAT: £742,500

e |nsurance Premium Tax: £6,378

* Only three taxes outlined in questionnaire response

B Employer's NICs: 72.9%
Irrecoverable VAT: 26.9%
M Insurance Premium Tax: 0.2%
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Compliance Costs*

A. Total costs (£) per tax, per annum:
Total tax compliance costs: £8,750

Significant compliance costs:
e VAT: £8,750

B. Total compliance time (hours) per tax:
Total hours: 250

Significant time spent (hours):
e VAT: 250
* Very few details given
Gift Aid
Gift Aid tax reclaimed: £78,000

Total Gift Aid compliance costs: £2,975
(3.8% of Gift Aid tax reclaimed)

Time spent on Gift Aid compliance: 85 hours
o Staff costs: £2,975

Website

www.hft.org.uk

Creative ideas
Fallilling lives



CASE STUDIES

2.8 Movement for Reform Judaism

Charitable purpose

Movement for Reform Judaism is the main
organizational body of the Jewish Reform community
in Great Britain. Its aim is to reach out to people and
meet them ‘where they are’ in the world of the 21st
century with ‘all its opportunities and ideas; violence
and moral cynicism’.

Annual Income and Expenditure
(Year ending 31 December 2009)

® |ncome: £3,283,395

e Expenditure: £3,314,432

¢ Charitable expenditure: £2,940,000

e Percentage of total expenditure spent on tax: 5.7%

Significant tax burdens
e Total tax paid: £188,500

Top Three Taxes:

e Employer's NICS: £100,000

® |rrecoverable VAT: £87,500

e Domestic rates: £1,000

* Only three taxes outlined in questionnaire response

M Employer’s NICs: 53.1%
Irrecoverable VAT: 46.4%
Domestic rates: 0.5%

Compliance Costs

A. Total costs (£) per tax, per annum:
Total tax compliance costs: £5,900

Significant compliance costs:
e Employer's NICs: £4,200

e Corporation Tax: £850

® Income Tax: £600

Compliance costs continued
B. Total compliance time (hours) per tax:
Total hours: 140
120
100
80
60
40

Compliance time (hours)

20

Income

Employer's
NICs Tax Tax

Corporation

Significant time spent (hours):
* Employer's NICs: 120

e Corporation Tax: 10

® Income Tax: 10

Gift Aid
Gift Aid tax reclaimed: £46,000

Total Gift Aid compliance costs: £3,850
(8.4% of Gift Aid tax reclaimed)

Time spent on Gift Aid compliance: 110 hours
e Staff costs: £3,850

Website

www.reformjudaism.org.uk
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2.9 Pallant House Gallery, Chichester

Charitable purpose

The Pallant House Gallery is a medium sized gallery
in Chichester, West Sussex, which showcases exciting
contemporary art works alongside an important
permanent collection and a packed programme of
workshops, talks, tours and live performances.

Annual Income and Expenditure
(Year ending 31 March 2010)

Income: £5,104,421

Expenditure: £1,221,542

Charitable expenditure: £1,220,000

¢ Percentage of total expenditure spent on tax: 6.4%

Significant tax burdens
e Total tax paid: £77,627

Top Four Taxes*:

e Employer’s NICs.: £50,265

* |rrecoverable VAT: £22,782

e |nsurance Premium Tax: £4,400
¢ Climate Change Levy: £180

* Only four taxes given

B Employer's NICs: 64.8%
Irrecoverable VAT: 29.3%

M Insurance Premium Tax: 5.7%

B Climate Change Levy: 0.2%

Compliance Costs

A. Total costs (f) per tax, per annum:
Total tax compliance costs: £9,275

Significant compliance costs:
e VAT: £6,800

e Employer's NICs: £1,200

¢ Business Rates: £850

e Corporation Tax: £425
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Compliance costs continued

B. Total compliance time (hours) per tax:
Total hours: 135

100
T
3
;8, 80
o
£ 60
8
& 40
o
§ 20
O
0
VAT Employer's  Business  Corporation
NICs rates tax

Significant time spent (hours):
e VAT: 100

e Employer's NICs: 20

e Business Rates: 10

e Corporation Tax: 5

Gift Aid
Gift Aid tax reclaimed: £14,100

Total Gift Aid compliance costs: £4,450
(31.6% of Gift Aid tax reclaimed)

Time spent on Gift Aid compliance: 90 hours
e Staff costs: £3,150

e System costs: £1,000

¢ Consultancy costs: £300

Website

www.pallant.org.uk/home

PALLANT
HOUSE
GALLERY
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2.10 RSPB

Charitable purpose

The RSPB is the largest wildlife conservation
organisation in Europe with over one million
members. It works for the conservation of wild birds,
other wildlife and the places in which they live.

Annual Income and Expenditure
(Year ending 31 March 2010)

® |ncome: £121,928,000

® Expenditure: £104,285,000

¢ Charitable expenditure: £76,630,000

e Percentage of total expenditure spent on tax: 3.5%

Significant tax burdens
e Total tax paid: £3,698,500

Top Five Taxes:

e Employer's NICs: £2,712,000
® |rrecoverable VAT: £562,500
e Excise duty: £230,000

e Business rates: £80,000

e Domestic rates: £45,000

B Employer’s NICs: 73.3%
Excise Duty: 6.2%
Irrecoverable VAT: 15.2%

M Business rates: 2.2%

B Domestic rates: 1.2%

Compliance Costs

A. Total costs (£) per tax, per annum:
Total tax compliance costs: £94,280

Significant compliance costs:
o VAT: £94,000

e Business rates: £2,000

e Domestic rates: £1,000

e Employer's NICs: £875

Compliance costs continued

B. Total compliance time (hours) per tax:
Total hours: 408

400
350
300
250
200
150
100
50
0

Compliance time (hours)

VAT Corporation
Tax

Significant time spent (hours):
e VAT: 400
e Corporation Tax: 8

Gift Aid
Gift Aid tax reclaimed: £6,141,000

Total Gift Aid compliance costs: £230,000
(3.7% of Gift Aid tax reclaimed)

No further data on compliance costs available.

Observations

With over 200 nature reserves in the UK covering
almost 143,000 hectares, and operations spanning
three national and nine regional offices, vehicle travel
is a necessary feature of the RSPB's work. As a
consequence, the charity incurs a significant fuel
excise duty cost. In the financial year ending March
2010, excise duty cost the RSPB approximately
£230,000, 0.3% of the charity’s total charitable
expenditure (£76.6 million).

Website

www.rspb.org.uk
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2.11 Scope

Charitable purpose

Scope is a disability organisation in England and
Wales whose focus is people with cerebral palsy. The
charity's aim is that disabled people achieve equality;
a society in which they are valued and have the same
human and civil rights as everyone else.

Annual Income and Expenditure
(Year ending 31 March 2009)

Income: £98,401,000

Expenditure: £98,299,000

Charitable expenditure: £66,710,000

¢ Percentage of total expenditure spent on tax: 6.1%

Significant tax burdens
e Total tax paid: £6,001,988

Top Five Taxes:

e Employer’s NICs: £4,503,241

® |rrecoverable VAT: £999,335

e Business rates: £393,941

e Domestic rates: £67,764

¢ |nsurance Premium Tax: £37,707

M Employer’s NICs: 75.0%
Excise Duty: 16.7%
Irrecoverable VAT: 6.6%

M Business rates: 1.1%

W Other taxes total: 0.6%

Compliance Costs

A. Total costs (f) per tax, per annum:
Total tax compliance costs: £247,582

Significant compliance costs:
e Employer's NICs: £207,622
e VAT: £28,200

® Business rates: £10,255
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Compliance costs continued

B. Total compliance time (hours) per tax:
Total hours: 206

600 -
500
400
300
200
100

Compliance time (hours)

VAT  Business Employer's Income Corpor-
rates NICs Tax ation
Tax

Significant time spent (hours):
e VAT: 520

e Business rates: 293

e Employer's NICs: 50

¢ |ncome Tax: 36

e Corporation Tax: 7

Gift Aid
Gift Aid tax reclaimed: £1,430,224

Total Gift Aid compliance costs: £8,190
(0.6% of Gift Aid tax reclaimed)

Time spent on Gift Aid compliance: 234 hours
o Staff costs: £8,190

NB: limited data on Gift Aid compliance was
available.

Website

www.scope.org.uk/home

scepe
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2.12 University of Oxford

Charitable purpose

The University of Oxford is one of the leading
universities in the world. Its overarching research
objectives are to “lead the international agenda”
across the University’s disciplinary spectrum and
through interdisciplinary initiatives and to make
significant contributions to society — regionally,
nationally and internationally — through the fruits
of its research.

Annual Income and Expenditure
(Year ending 31 July 2009)

¢ Income: £862,500,000

® Expenditure: £866,800,000

e Charitable expenditure: not known

e Percentage of total expenditure spent on tax: 6.1%

Significant tax burdens
e Total tax paid: £52,811,111

Top Three Taxes*:

e Employer’'s NICs: £29,700,000

e |rrecoverable VAT : £21,111,111

e Business rates: £2,000,000

* Only three taxes outlined in questionnaire response

M Employer’s NICs: 56.2%
Irrecoverable VAT: 40.0%
M Business rates: 3.8%

Compliance Costs

A. Total costs (£) per tax, per annum:
Total tax compliance costs: £590,800

10,000 -
8,000
6,000
4,000

2,000

Compliance time (hours)

0
VAT Corporation  Business Employer's

tax rates NICs

Significant compliance costs:
e VAT: £398,400

* Employer's NICs: £173,750
® Corporation Tax: £16,200
® Business rates: £2,450

B. Total compliance costs (hours) per tax:
Total hours: 8980

Significant time spent (hours):
e VAT: 8740
e Corporation Tax: 120
e Business rates: 70
* Employer’s NICs: 50
Gift Aid
Gift Aid tax reclaimed: £211,340

Total Gift Aid compliance costs: £67,200
(31.8% of Gift Aid tax reclaimed)

Time spent on Gift Aid compliance: 1,920 hours
o Staff costs: £67,200

Charity Tax Group © Charity Tax Map © 133



CASE STUDIES

Observations

1. VAT is extremely complex within the University

of Oxford. There are two full time employees who
spend their whole time on VAT. They both work
approximately 40 hours per week, 48 weeks per

year (40 hours per week x 48 weeks x 2 persons =
3840 hours). In addition, the University has 200
departments and each one is required to do 2 hours
of VAT checking per month (2 hours x 12 months x
200 departments = 4800 hours). This comes to a total
of 8,640 hours on VAT compliance, with an additional
100 hours spent on negotiations and questions.

2. The University of Oxford spends approximately

3 weeks preparing the corporation tax return which
equates to 120 hours. The time taken is due to the
complex accounting at Oxford and the detail needed
to present to HMRC.

3. Oxford is a collaborator in a long-term research
and policy-influencing project (running 2001-2017)
investigating child poverty. The overall budget for the
final phase is £16m with the average annual budget

at £2m. The project is considered a “non-business”
project for VAT purposes. All of the fieldwork is carried
out outside the EU, in the countries of study. As a
result, approximately 50% of the total project budget
(approximately £8m) is being spent by Oxford on
procuring a variety of types of service in these countries.

Prior to 1st Jan 2010, there was no requirement

to account for reverse charge VAT on any of these
services when the place of supply is deemed to

be the UK. Therefore, budgets were set with no
allowance for an additional VAT charge of 17.5%
(increasing to 20% on 4 January 2011) on these
services. The non-business status of this project also
prevents any of this additional reverse charge VAT
being recovered. The total potential increase in cost
to this project, due to the place of supply changes,
could reach around £1.4m, or £175,000 per annum.

Website

www.ox.ac.uk

OXFORD
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c/aarz'z‘y The Charity Ta.1x Group FC.TG) has over 400 members of all sizes represen.ting all
______________ types of charitable activity. It was set up in 1982 to make representations to
tax Government on charity taxation and it has since become the leading voice for
.............. the sector on this issue. CTG has persuaded successive Governments to
gro Z/IP introduce a range of tax reliefs and has also campaigned successfully to protect

existing concessions, saving charities a considerable amount of money in the
process. For further information about CTG please visit our website at www.charitytax.info

Nuffield The Nuffield Foundation is an endowed charitable trust that aims

Foundation toimprove social well-being in the widest sense. It funds research

and innovation in education and social policy and also works to

build capacity in education, science and social science research. The Nuffield Foundation

has funded this project, but the views expressed are those of the authors and not necessarily
those of the Foundation. More information is available at www.nuffieldfoundation.org
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