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Indirect tax

Introduction

o VAT is an indirect tax, which means that the consumer pays a tax levied on a good or service,
which the supplier then collects and pays this to HMRC. Income tax is a direct tax as it is
charged directly on an individual through their wages.

e VAT is charged by ‘taxable persons’; businesses that are or should be registered for VAT. It is
collected on behalf of HMRC by the registered businesses.

o Registered businesses charge VAT on sales of most goods or services: output tax

e VAT is also paid on most purchases: input tax. This can be claimed back by registered

businesses.
e The VAT is ultimately paid by the final consumer: non-taxable persons.
S
Example

A registered business has charged VAT of £3,500 on sales for the last quarter. The same business
has paid VAT of £1,800.

How much VAT should be payable to or due from HMRC for the quarter?
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Example

During the last quarter a registered business has charged output tax of £4,600. During the same
quarter input tax of £5,700 was also paid.

How much VAT is payable to or due from HMRC for this quarter?
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Different VAT schemes

There are a variety of VAT schemes that HMRC have designed. Some are to help specific trades, and
others to help with the administration burden.

Standard VAT scheme

e This is the scheme which is used by the majority of businesses. This was demonstrated in the
example above whereby businesses charge 20% VAT on their sales and can then reclaim

any VAT paid on their purchases. @f 22_0.1‘ l
o A VAT return is then completed quarterly and f|Ied electronicdlly. If the VAT charged on sales — €. 3
exceeds the VAT charged on purchases then there will be an amount due to HMRC. If the

amount charged on sales is less than the amount paid on purchases then there will be a
e 6 ~— refund due from HMRC. (v\ad\t
e The VAT return must be submitted to HMRC W|th|n one month and seven days after the end MPC
of the return period. e.g. Qrend 21 Jan 26013 5 H

e Payment for the period must be made electronically and clear HMRC’s bank account within MW(’; 0
the same period. Direct debit payments are taken three working days after this deadline and
would therefore be the latest possible payment date. l/ bg)

Annual accounting scheme |Oﬂ’\ Mﬂx(j‘/\

a e This scheme is aimed at smaller businesses and is designed to help reduce the

Ma administration burden to a business as only one annual VAT return is required to be
completed.

e Regular payments on account - VAT is paid throughout the year in nine monthly or three
quarterly installments. This can also help to smooth out the cash flow of a business. }
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How do HMRC decide how much VAT is due on the installments due?

The installments are based on last year's VAT liability or if you have been trading for less than a year
the VAT due would be based on an estimate of your VAT liability. } jf /\.U/D gus N0 -

Monthly pa ments—‘/\o 04 oot %0‘/3 Ualo\i k. el
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If at the end of the year you have underpaid on your VAT then a balancing payment is made to
HMRC. If you have overpaid then a refund would be due from HMRC.

Who can join the scheme?
The first criteria is that the business must be up to date with their VAT returns

e Traders with taxable turnover of up to 541550 Ooo

| £1600000 for tas [ e
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e Must leave the scheme mwb oo (.

e This scheme can also be used in conjunction with the CQ,S\/\ (M,C
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Disadvantages of the scheme

This scheme would not be suitable for businesses that would regularly reclaim VAT from HMRC as
they would only get one repayment at the end of the year.

A further downside to the scheme is that if your turnover is decreasing year on year, and the
installments are based on last year’s liability, then the payments may be higher than if the business
were to use the standard scheme.
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Cash Accounting Scheme

This scheme enables a business to account for VAT on the basis of payments made and received
rather than on the tax point of invoices received and issued.

If using this scheme the business will continue to issue tax invoices, but will also have to maintain:
e tax points for payments in cash

e cash book summarising payments made and received with a separate column outlining the
data required for the VAT return.

Who can join the scheme?
The first criteria is that the business must be up to date with their VAT returns
e Traders with taxable turnover of up to £\350 vou)

[ Loo OCo
e Must leave the scheme when Mw WO&A +D &C@d £
e This scheme can also be used in conjunction with the AYV\MQL QCCW SdMJMQ'

Advantages
e This scheme can help ease cash flow, as payments are not made to HMRC until they are
received from the customer. This can be extremely beneficial if your customers are slow to
pay.
e Automatic bad debt relief: the VAT is not paid to HMRC until received from the customer;
therefore it is not paid to HMRC if it is not received.

Disadvantages A QQCW vl (Cow ‘,\qf, Pd\\t\h 43 alﬂ.

e ltis not suitable for businesses with mainly cash sales or zero rated sales, as the VAT cannot
be recovered from HMRC until the supplier has been paid. This delays the recovery of input

VAT for these traders. NS Ogdik basis o
C/\It is not suitable for businesses with mainly zero rated sales— CA,\_ \/AT ak' O /0

e Input tax cannot be reclaimed until supplier has been paid — again delayinhg the recovery of

%ﬂ\(@@w input VAT,

VA

Example

Which of these businesses would benefit from joining the cash accounting scheme?

Business description

Lynne’s bakery makes cakes which it sells to j)@{ o
small shops on a cash basis — this is a zero rated W G\/m J T

activity.

Sara g high street shop which sells directly - EQ_CMVE— Caol .Mmg.dl P
il K)o 45 o

tot All sales are standards rated.

CP Ltd is a company which manufactures toys
and sells onto retail stores. Credit terms of 3

months are given. Last year CP Ltd had bad \/e 5
(d‘eBts of £6 \,650.\
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Flat rate scheme

e This scheme is designed for small businesses to help them reduce the amount of time they
spend accounting for VAT.

e Under this scheme, VAT is still charged and invoices issued at the appropriate rate of VAT,
for example standard rated goods are included at 20% on the invoice.

¢ Input tax would still be paid to suppliers in the normal way based on their invoice values.

o The business operating the flat rate scheme does not need to account for each output or input
tax transaction; the business simply pays a set percentage of their turnover directly to HMRC
as their VAT liability.

Example S Y ™\

The flat rate percentage for retailers of food and newspapeF is 3.5%,/and a shop makes total taxable
supplies of £47,000.

What would the VAT liability be? O/O h /\Z.QOLF{\O &'ng_
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3-8% X £56400= L1974 o AMEC

e Annual taxable turnover of

e Must leave the scheme when hMVLM" @CCQ,QO".) é&go ©o0

Who can join the scheme? [\j%mw U’@{\ AlSO OOO" \/Af( @CdMSWASUJ\Q

Advantages

o Simplified VAT return — records do not need to be kept on each individual sale/purchase.
Less chance of making a mistake calculating the VAT due.

¢ Reduced administration burden — do not need to make decisions about which input tax
can/cannot be reclaimed from HMRC.

e Easier budgeting — easier to determine amounts due to HMRC as a fixed % of turnover is
paid as VAT.

Disadvantages

e Repayment businesses would not benefit - as they would not receive any repayments
under this scheme only pay a % of all turnover over to HMRC.



Tax points — L&W\ e EW\S&&W‘ UD.\\\ ke VAT W |

How does a business determine which tax point to use?

The time of supply, often referred to as the tax point, is the date when a transaction takes place for
VAT purposes. This date is not necessarily the date the supply physically takes place. Once the tax
point is created, the date then dictates which VAT return the transaction is included within.

Basic tax point
For a business that provides goods, this is usually the date which:
e the supplier sends the goods to the customer or

e the customer collects the goods or

e the goods are made available for use by the supplier.

For a business that provides a service, the basic tax point is:

o the date on which the services are performed — this is normally taken as the date on which
services are completed.

Unless:

1. the cash is received earlier
2. the invoice is produced within 14 days of supply of the goods and services.

Actual tax point
The actual tax point can be created before or after the basic tax point.

Actual tax point — advance payments

If a customer pays a deposit for goods (for example, if a customer buys a sofa for £1,000 and £200 is
paid up front, and a tax invoice is issued by the supplier) then the actual tax point for the deposit
becomes the date the payment was received in advance of the goods being supplied. This is before
the basic tax point which is usually when the goods are provided.
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Actual tax point — 14 day rule
If a business issues a VAT invoice up to 14 days after the basic tax point the date of invoice becomes

the actual tax point.

Completing the sofa example started above; if the sofa is delivered and a tax invoice is issued 13
days after delivery then the date of the invoice would become the Actual tax point for the remaining

£800.

This rule can be varied (with written approval from HMRC)

Example

Delivery date

Show the actual tax point for the following transactions

Payment received Invoice issued

Tax point
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