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OUTSOURCING BY PUBLIC SECTOR BODIES TO CHARITIES: VAT ISSUES

Guidance from the Charity Tax Group

What is the purpose of this leaflet?

1. The purpose of this leaflet is to bring to the attention of charities and public-sector commissioners the main VAT considerations that arise when public bodies – including local authorities, Government departments and NHS bodies – outsource the provision of services to charities which are registered for VAT. (The leaflet refers to charities but its contents are, except where indicated, equally applicable to non-charitable voluntary and community organisations, mutual organisations and other independent “civil society” organisations.) 

2. This leaflet has been produced by the Charity Tax Group.

What are the background VAT issues?

3. VAT is charged on most “business” transactions in the UK where the supplier (ie the seller) is registered for VAT. A supplier who is not registered for VAT does not charge VAT. For VAT purposes a transaction is a business transaction if the buyer pays the supplier money, or gives the supplier some other benefit of value, in direct exchange for goods or services. Neither the buyer nor the supplier need be a business in the commercial sense for the transaction to count as a business transaction for VAT purposes. A transaction in which one charity buys goods from another charity, or a public body buys a service from a charity, is a business transaction for VAT purposes. 

4. A donation to a charity is not a business transaction for VAT purposes: 
a. if the charity does not give the donor any benefit of value in direct exchange for the donation; and 

b. if the charity does not give a third party any benefit of value in direct exchange for the donation; and  

c. provided the donation is not subject to any conditions other than conditions imposed to ensure that the use of the donation is properly accounted for. 

5. A grant to a charity is not a business transaction if it meets those criteria. When we refer to a “grant” in the rest of this leaflet we mean a grant which meets those criteria and is therefore not a business transaction for VAT purposes. 
6. VAT is a tax whose burden is, as a general rule, meant to fall on the final consumer of services. The final consumer pays VAT on the price of services which it buys and cannot recover the VAT it has paid. The organisation which sold the services to the final consumer, while it is liable for VAT on its costs attributable to preparing and delivering the services, is allowed to recover the VAT for which it was liable on those attributable costs, thus escaping the burden of the tax.
7. The main exception to this rule occurs where the services sold to the final consumer are exempt from VAT. In that case, the final consumer does not pay VAT on its purchase. The organisation which sold the exempt services to the final consumer is still liable for VAT on its attributable costs, but this time – because the services it has sold are exempt from VAT – it is not allowed to recover the VAT for which it is liable on its attributable costs. In this case the burden of the tax – by way of “irrecoverable VAT” - falls on the organisation supplying services to the final consumer, not as a direct charge to the final consumer (though it may be passed on indirectly in the price). 

8. Although the range of services which are exempt from VAT is limited, a number of exempt services – such as social welfare care and medical services, the care of children and the elderly, and education – are ones commonly provided by charities. In providing exempt services charities do not charge VAT but equally cannot recover the VAT for which they were liable on their attributable costs. The burden of the tax therefore falls on charities when they provide exempt services.
9. Public bodies, even when they provide the same exempt services as charities, are treated differently from charities for VAT purposes. Most services provided by public bodies are entirely outside the scope of VAT, which again means that they do not charge VAT to the final consumer of their services. But, unlike charities, public bodies have a right to recover the VAT for which they were liable on their attributable costs. Section 33 of the VAT Act 1994 gives that right to local authorities and to some other specified public bodies in respect of all their non-business activities. Section 41 of the same Act gives that right to Government departments and NHS bodies for a more limited range of contracted out services. These statutory rights of recovery are intended, among other things, to prevent VAT from acting as a disincentive to public bodies to outsource services.

What are the VAT implications of different funding methods?

10. When a public body outsources a service to a charity there are essentially two different funding methods available to the public body to finance the service: by grant-funding the charity or by procurement under a contract for service (ie by entering into an agreement with the charity, under which the public body pays the charity fees for providing a specified service). Grant-funding is not a business transaction for VAT purposes. Procurement is a business transaction for VAT purposes. 
11. The National Audit Office’s (NAO) Successful Commissioning Guide
 says that:

“The rules on when you can use grant and when you can use procurement mean there are many situations when a public body could use either. You need to decide which one is more suitable for your programme, service or intended outcome and is likely to provide the better value for money.”

12. The NAO’s Guide goes on to list four factors that commissioners should take into account when deciding whether to use grant-funding or procurement (or a mixture of the two): 
a. the state of the market; 

b. the desired future state of the market; 

c. capacity-building; and 

d. enforceability.

13. The NAO does not discuss the relative tax-efficiency of grant-funding or procurement beyond saying (in the section on Enforceability) that: 

“A payment under a contract is a fee not a grant, and is subject to VAT.”

14. That statement is correct where the service provided by the charity is a taxable supply, but is not correct where the service is an exempt supply (see para. 7 above). The VAT position, and the differences from a charity’s point of view in the VAT position as between grant-funding and procurement, are as follows. 

15. As mentioned above, a grant by a public body to a charity is not a business transaction for VAT purposes. That being so, the charity is not making any taxable supply to the public body and there is nothing on which VAT could be payable by the public body. The public body, therefore, does not have to budget for paying VAT on the amount of the grant. However, because the charity is not making any taxable supply to the public body, the charity is not entitled to recover any VAT for which it is liable on its attributable costs. The charity will have to bear the cost of the irrecoverable VAT and should take that into account when budgeting for its service and deciding how much grant money to apply for in the first place.

16. Procurement by a public body of a service from a charity is a business transaction for VAT purposes. Where the service is subject to VAT (ie is not an exempt supply) the public body will pay VAT on the purchase price of the service. It will normally then be able to recover the VAT under its statutory right of recovery (see para. 9 above). Equally, the charity will be able to recover the VAT for which it is liable on its costs attributable to the service. Where the service is an exempt supply, however, the public body will not pay VAT on the purchase cost of the service, but neither will the charity be able to recover any of the VAT for which it is liable on its attributable costs.

17. This table summarises the position just described.

	
	Grant-funding
	Procurement

	Taxable service
	There is no taxable supply because the grant is not a business transaction. The charity incurs irrecoverable VAT on its attributable costs.
	The public body pays VAT which it will usually be able to recover under its statutory right. The charity can recover VAT on its attributable costs.

	Exempt service
	There is no taxable supply because the grant is not a business transaction. The charity incurs irrecoverable VAT on its attributable costs.
	The public body pays no VAT. The charity incurs irrecoverable VAT on its attributable costs.


18. From a charity’s point of view, WHERE ALL OTHER THINGS ARE EQUAL a procurement arrangement leading to a contract for the provision of the service is more VAT-efficient than a grant arrangement where the charity is providing a service which is a  taxable supply. Where the supply is exempt there is no effective difference between grant and procurement - the VAT costs of the charity are equally irrecoverable, and there is no VAT for the public body to recover under the special recovery rules.

How should tax-efficiency affect the choice of funding method?

19. The choice of funding method will always depend on a range of factors including those listed by the NAO (see para 11 above) and those comprised in the Eight Principles of Good Commissioning developed by the Improvement and Development Agency (IDeA)
. Charities (as distinct from non-charitable organisations) should also take account of the Charity Commission’s guidance
 on public service delivery. Trustees of charities are under a general duty to act in the best interests of their charity. In this context, that does require charities to take into account the relative tax-efficiency of different funding arrangements available to them, but it does not require charities to opt always for the most tax-efficient arrangement, since other factors could outweigh tax-efficiency. 

20. In short, tax-efficiency should not be the determining or the main factor, but it should be one of the factors to be weighed in the balance. It would be irrational not to take into account the tax consequences of different funding methods since it might mean that charities were failing to make the most efficient use of their resources. 

Further help and guidance

HMRC’s VAT Guidance for Charities and Not-for-Profit Organisations:

http://www.hmrc.gov.uk/charities/vat/index.htm

The National Audit Office’s Successful Commissioning Guide:

http://www.nao.org.uk/sectors/third_sector/successful_commissioning/successful_commissioning/toolkit_home.aspx

Local Government Improvement and Development’s Eight Principles of Good Commissioning (developed as part of the National Programme for Third Sector Commissioning):

http://www.idea.gov.uk/idk/core/page.do?pageId=6583598

The Charity Commission’s guidance on charities and public service delivery:

http://www.charity-commission.gov.uk/library/guidance/cc37text.pdf
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The Charity Tax Group (CTG) has over 400 members of all sizes representing all types of charitable activity. 

It was set up in 1982 to make representations to Government on charity taxation and it has since become the leading voice for the sector on this issue. CTG has persuaded successive Governments to 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 go to: www.charitytax.info 
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Whilst all efforts are made by the Charity Tax Group to give assistance to its members, it is not qualified to give
 technical advice on fiscal matters and cannot therefore be liable in any way for any such advice given.
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