Rural Practitioner

VAT Time Bomb for Farmers

Julie Butler warns that many farmers have submitted incorrect VAT Returns

have their VAT partial exemption calculations right.

indeed, many do not even realise that they are
partially exempt traders. Once upon a time, the farming VAT
Return was a simple affair. Agricultural outputs were zero-
rated, so there was virtually no output VAT and the maximum
input VAT could be claimed, subject to minor debates about
the private use of telephone and the dreaded 'scale charge' for
motor vehicles. The only other problem was ‘blocked’ input tax
on non-business activities,

How times have changed. The magjority of farmers have
moved away from the pure trade of farming and into the ‘land
and property’ sector. The implications inctude not only charg-
ing tax on standard-rated supplies but also restricting input tax
claims to take account of exempt supplies (the ‘partial exemp-
tion’ calculation), not to mention consideration of the ‘option to
tax'. Many farmers have not enjoyed a VAT inspection for some
time (in some cases, as fong as ten years) and there could be a
petential time bomb.

The first step must be for the farmer o fist all the supplies
made by the farm and note any which are standard-rated or
VAT-exempt. So what quatifies as standard-rated? Examples
are income from holiday cottages, caravan and camping pitches;
from parking and sporting facilities; and from seliing the right
to fell and remove standing timber. The farmer must then
ensure that VAT is charged and accounted for on all standard-
rated supplies. But more complex and serious problems are
likely to arise when the farm generates substantial VAT-exempt
ncome,

I Twould appear that very few farmers and landowners

VAT-exempt residential and commercial lets

As the farm workers have disappeared, their cottages have
been re-let. Likewise old agricuftural buildings, such as pig
sheds and dairies which are no longer needed, have been
converted and let out for residential use. Except in the case of
holiday lets, residential lets are an exempt supply for VAT,
Ofter the farm income has grown with the residential lets, but
the input VAT on the expenses of the whole enterprise has
been reclaimed. What of consideration for partial exemption?

It is quite normal for a 1,000 acre farm to have say ten
surpius cottages. Many farms have completed conversions of
old farm buildings which can resuit in a greater income from
lets than from farming. Often it is only the letting income which
ensures that the overall enterprise is profitable. Unless an
‘option to tax’ is made, commercial lets will also be an exempt
supply. .

Readers will be familiar with the mechanics of partial
exemption, so they will not be explained here, but the foilow-
ing points are worth emphasising:

Calculating the input tax restriction

Where a farm is making some exempt supplies, the farmer
must remember that the legisiation denies relief not only for
input tax directly attributable to the exempt supplies (for
example, input tax on the cost of repairs to a let residential
buiiding), but also for a proportion of the input tax suffered on

the ‘mixed costs’ of the farm - the 'overhead expenses’ which
relate to both taxable and exempt supplies. Under the ‘stand-
ard method’, input tax on the ‘mixed costs’ is allowed in the
ratio of taxabie sales (zero- and standard-rated) to totat sales.
Accordingly, where a high proportion of the farm income is
VAT-exempt, an equally high proportion of the input VAT on
‘mixed costs’ will be disallowed.

The key here will be a careful analysis of the input tax incur-
red and its allocation between taxable and exempt activities. In
exceptional circumstances, an application 10 use a ‘special
method' could be considered, but the benefit 1o be gained is
unlikely to be enocugh to make this worthwhile.

Easement for smaller businesses

However, many smaller farms wiil be able to benefit from
the easement which aliows a trader to abtain full VAT recovery
where the ‘exempt’ element is relatively smail. This is fully
explained in VAT Notice 706 Partial Exemption {December
2006), but in outline the farmer wili be treated as a fuily
taxable trader, able to recover all his input tax, if the farm’s
input tax attributable to exempt supplies (counting both the
VAT directly attributable to exempt supplies and the appro-
priate proportion of VAT on ‘mixed costs’} exceeds neither
£1,875 a quarter nor 50% of ali the input tax incurred. Note,
however, that the relief given will be clawed back if, over the
farmer’s VAT year as a whoie, the VAT atiributable to exempt
supplies exceeds either £7,500 (4 x £1,875) or 50% of all
the input tax incurred in the year.

Conversely, if the annual recalculation shows that the farmer’s
exempt input tax is within the de minimis limit taking the year
as a whole, the trader will be treated as fully taxable for the
whole year. Any input tax he did not claim on a VAT Return
during the year because he was above the de minimis limit for
that guarter {or month) may then be recovered.

This easement does not affect the treatment of “blocked’
input tax {for example, on cars and business entertainment},
which is always non-recoverabie,

Partiat exemption annual adjustments {which are correctly
carried cut and entered in the farmer’s VAT Account for the
correct period) are not errors and do not have to be notified to
the local VAT Business Centre under the voluntary disclosure
procedure, However, the farmer should remember that a trader
cannot use the annual adjustment to correct actual errors,
such as input tax incorrectly treated as exempt when in fact the
goods or services were used to make taxable supplies from the
outset, Errors such as these shouid be corrected in accerdance
with the guidance in Notice 700/45 How to correct VAT errors
and make adjustments or claims.

Using the option to tax

Where a farmer lets a mix of commercial and residential
property, the complexity of partial exernption can make opting
to tax the commercial buildings (as expiained in Notice 742A)
a very attractive alternative. This is because it may allow ali
the input tax, in respect of both standard-rated commerciai
and exempt residentiat property, to be reclaimed in full.
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‘Clawback’ and ‘payback’

In principle, input tax is allocated to taxable or exempt
supplies according to the use the trader intends to make of the
refevant purchase. However, paragraph 11.3 of Notice 706
emphasises the problem for the farmer. To quote: *The land
and property sector is an area where it can be particularly
difficult to establish what yeur intentions are when you receive
supplies. [For example] a supply that would otherwise be
exempt may become taxabie if an option to tax is made and
notified to HMRC ... " Accordingly, to avoid distortions, a
systemn of ‘clawback’ and ‘payback’ applies:

Input tax relief claimed will be clawed back where:

® The farmer has claimed input tax on goods or services
because he or she intended to use them in making
taxable supplies but in the event used them, or formed
an intention to use them, in making either exempt
supplies or both taxable and exempt supplies; or

* The farmer has claimed input tax on goods or services
because he or she intended to use them in making
both taxable and exempt supplies but in the event
used them, or formed an intention to use them, in
making exempt supplies only

- and in either case the change of intention occurs within
six years of the beginning of the period covered by the VAT
Return in which the original intention was formed.

i 'clawback' applies, the farmer will be required to recai-
culate the input tax he has claimed in the past tax periods and
repay any amount overclaimed. The farmer must do this on the
Returr for the tax period in which the use occurs or the revised
intention is formed. The farmer’s recalculation must be carried
out using the partial exemption method the farmer used when
making the original claim to input tax,

Conversely, ‘payback’ arises where:

¢ The farmer has not claimed inpuf tax on goods and
services because the intention was to use them in
making exempt supplies but in the event they were
used, or the farmer formed an intention to use them,
in making taxable supplies or both taxable and exempt
suppiies; or

* The farmer has not claimed input tax on goods or
services because he or she intended to use them in
making both taxable and exempt supplies but in the
event used them, or formed an intention to use them,
in making only taxable supplies

- and in either case the change of intention occurs within
six years of the beginning of the period covered by the VAT
Refurs in which the original intention was formed.

If ‘payback’ applies the farmer should write to the local VAT
Business Centre applying for a sum equat to the underciaimed
input tax to be repaid. When the local VAT Business Centre has
confirmed the amount to be repaid, the farmer can enter this in
his VAT Account as an underclaim and include it in his next

VAT Return. When the farmer calculates the amount under-
claimed, he must use the partial exemption method used
when making the original claim to input tax.

Proactive action for the farmer to take

So the farmer, having come to terms with the consideration
that ‘partial exemption’ might apply o his business, now has
to look at proactive action he can take.

Many farmers did not have a long-term plan {0 move into
the land and property VAT sector. Many have been aware of the
partial exemption rules but have been unaware of the possible
advantage of ‘payback’. By contrast many farmers have been
aware of the disaliowability of input VAT but find it all too
complicated and are just awaiting the next VAT inspection,
when the helpful official from the VAT Office will tell them how
much extra VAT they owe and advise them how to move
forward with partiai exemption calculations. There must be a
better way!

Cottages held outside the trading activity

Many farm cottages are held outside the trade of farming,
the rent being shown directly on the farmer’s Self-Assessment
Tax Return as income from land and properly. There are no
apparent VAT problems — but what of the loss of potential
inheritance tax relief? The case of Farmer’s Executors [1999]
STC (SCD} 321 comes to mind — in my article Farm Business
Tenancies, published in the May 2006 edition of Smali Busi-
ness & Finance, | expiained how a Special Commissioner held
that 22 let units (cottages and premises for small businesses}
were eligible for inheritance tax (JHT) business property relief
because they were part of the wider farming business —
included in the farm accounts, organised from the farm office,
etc. This is an example of a situation where perception can
become reality — because the let units ook like part of the farm
business, they may be treated as business property for [HT!

The Stamp Duty Land Tax (SDLT) implications of moving
property from a farming partnership to individual ownership,
or vice versa, should alsc be given fulf consideration.

The farmer’s long-term plan

It is essential to produce a full list of alt property included in
or linked to the VAT registration. A ‘property audit’ should be
cartied out, to consider not just VAT but also 1HT, capital gains
tax, income {ax, corporation tax, SDLT and National Insurance
contributions. Such an audit is necessary, not least because
many farmers are unclear as to who owns what and why.

This should be an opportunity to review not just partial
exemption but the ‘option to tax' and the full VAT position on
the interaction of land and property with the trading activity of
farming, With the VAT attack’ on shooting there is scope to
incorporate shooting rights and property teases. And a final
point: Have all righis, licenses and general casual letting been
checked for the correct docuimentation and VAT ireatment?
The rural world is changing.

Julie Butfer FCA is Managing Partner of Butler & Co, Bow-
land House, West Street, Alresford, Hampshire S024 SAT
(telephone 01862 735544, e-mail j.butler@butler-co.co.
uk). She is also the author of ‘Tax Planning for Farm and Land
Diversification’ ISBN 0754522180 (2nd edition) and ‘Equine
Tax Planning’ ISBN 0406966540. To order a copy call Totte!
Fublishing on 01444 416118.
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