EXPLANATORY MEMORANDUM TO

THE VALUE ADDED TAX (AMENDMENT) REGULATIONS 2006

2006 No. 587

This explanatory memorandum has been prepared by HM Revenue & Customs and is
laid before the House of Commons by Command of Her Majesty.

Description

2.1

2.2

The instrument increases the maximum turnover limit for entry to, and
withdrawal from, the annual accounting scheme so that more businesses can
benefit from the scheme. It also removes the requirement that a business with
a turnover above £150,000 must have been registered for VAT for 12 months
before it can apply to use annual accounting.

It also creates new rules for returned goods relief from import VAT on
reimported goods.

Matters of special interest to the Select Committee on Statutory Instruments

3.1

4.

None.

Legislative Background

Annual accounting scheme

4.1

4.2

Section 25(1) of, and paragraph 2(1) and (11) of Schedule 11 to, the Value
Added Tax Act 1994 provide that a taxable person can account for and pay
VAT by reference to such periods, at such time and in such manner as may be
determined by or under regulations. The annual accounting scheme allows
small businesses to make quarterly or monthly interim payments to the
Commissioners. The taxable person has to provide an annual return together
with any balancing payment. The scheme is set out in Part VI of the Value
Added Tax Regulations 1995 (S.1. 1995/2518) (“the principal Regulations”).

The effect of this instrument is to amend the principal Regulations to increase
the maximum turnover limit for entry to the annual accounting scheme from
£660,000 to £1,350,000. It also makes corresponding increases to the limit
after which a person’s authorisation to use the scheme ceases or is terminated
from £825,000 to £1,600,000. This instrument removes the requirement that a
taxable person with a turnover above £150,000 must have been registered for
VAT for 12 months before he is eligible to apply for authorisation to use the
scheme.



Returned goods relief

4.3 VAT returned goods relief has until now been governed by wholly national
VAT measures in regulations 124 and 125 of the principal Regulations.

4.4 This instrument is made so that the rules for VAT returned goods relief will
correspond with those for returned goods relief from import duty provided for
by the Community Customs Code and its implementation Regulation (Council
Regulation (EEC) No 2913/92 (OJ L No 302, 19.10.92, p 1) and Commission
Regulation (EEC) No 2454/93 (OJ L No 253, 11.10.93, p 1)).

4.5 In doing so, the instrument implements Article 14.1(e) of Council Directive
77/388/EEC (the Sixth VAT Directive) (OJ No L 145, 13.6.77,p 1). A
transposition note is attached as an Annex.

S. Extent
5.1  This instrument applies to all of the United Kingdom.
6. European Convention on Human Rights

As the instrument is subject to the negative resolution procedure and does not amend
primary legislation, no statement is required.

7. Policy background

Annual accounting scheme

7.1

7.2

7.3

The purpose of the regulations is to increase the number of small businesses
that are eligible to use the annual accounting scheme and that can take
advantage of the benefits that the scheme offers by around 80,000.

Consultation and research have highlighted the importance of cash flow to
small businesses and the desire of many to even out their tax payments over
the year. In response, the Government made a commitment in the Pre Budget
Report (5 December 2005), to introduce a measure that would increase the
numbers of businesses that are eligible to join the annual accounting scheme.
The measure helps with cash flow because the scheme offers small businesses
the facility to make interim payments towards their annual VAT bill.
Businesses that use the scheme also benefit from a reduction in the costs of
complying with their VAT obligations by submitting only one return each
year, instead of the usual four. Removal of the £150,000 test will enable
around 12,000 new VAT businesses each year to join the scheme when they
register for VAT, rather than having to make a transition to the scheme after
one year.

The regulations form part of the Government’s wider strategy for
administrative simplification, encouraging enterprise and productivity for the
UK by removing administrative burdens and barriers to small business growth.



Returned goods relief

7.4

7.5

7.6

7.7

The policy objective of Article 14.1(e) of the Sixth VAT Directive is to allow
relief from import VAT on goods reimported in the same state by the person
who exported them where they would qualify for relief from import duty,
subject to preventing any abuse of the VAT system. This instrument fulfils that
by aligning the VAT relief rules with those for import duty and by including
anti-avoidance measures.

The instrument corrects previous areas of impracticality and inconsistency
with the corresponding import duty relief rules which were apparent in the
regulations revoked by this instrument following an internal review by HM
Revenue & Customs.

The level of public interest has been small following the consultation exercise
undertaken by HM Revenue & Customs aimed at trade bodies (for example
consultants, accountants and import agents) involved with, and users/claimants
of, returned goods relief. No concerns were raised with the proposals to change
the VAT regulations concerning returned goods relief, and there was
agreement that the impact of the change was minimal.

The change is not politically important.

Impact

Annual accounting scheme

8.1

8.2

A Regulatory Impact Assessment is attached to this memorandum.

The impact on the public sector is to provide administrative efficiencies in the
collection of tax payments and processing of VAT returns. This is because
businesses using the scheme make their interim payments electronically and
submit only one VAT return each year, instead of the usual four.

Returned goods relief

8.3 A Regulatory Impact Assessment has not been prepared for this instrument as
it has no impact on business, charities or voluntary bodies.

8.4 HM Revenue & Customs has though prepared a Tax Avoidance Impact
Assessment in respect of the instrument. A copy is attached and it can also be
found at www.hmrc.gov.uk .

8.5  The impact on the public sector is negligible.

Contact

Annual accounting scheme

John Brandwood at HM Revenue & Customs Tel: 0151 703 8661 or e-mail:
john.brandwood@hmrc.gsi.gov.uk can answer any queries regarding the annual
accounting scheme part of the instrument.
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Returned goods relief

Bruce Stewart at HM Revenue & Customs Tel: 01702 361946 or e-mail:
bruce.stewart@hmrc.gsi.gov.uk can answer any queries regarding the returned goods
relief part of the instrument.



Regulatory Impact Assessment: VAT: Changes to the Annual
Accounting Scheme (AAS)

1. Purpose and intended effect

(@)  The policy objective

The purpose of this measure is to increase the number of small businesses that are eligible
to use the AAS. It will take effect from 1 April 2006.

The measure increases the number of small businesses that can take advantage of the
scheme. It forms part of the Government’'s wider strategy for administrative simplification,
encouraging enterprise and productivity for the UK by removing administrative burdens and
barriers to small business growth.

(b) Background

The AAS is a voluntary simplification scheme administered by HM Revenue and Customs
(HMRC), which is available to over 1,000,000 small businesses. The scheme allows small
businesses to spread their VAT payments more evenly over the year, making it easier to
manage their cash flow. Businesses that use the scheme also benefit from a reduction in the
costs of complying with their VAT obligations. They have to submit only one return each
year, instead of the usual four, and get an extra month to submit the return and balancing
payment. The rules for the scheme are contained in the VAT Regulations 1995.

2. Consultation
(@) Within Government

Specialist small business units in Treasury and in HMRC have advised on the taxpayer
perspective. Those units have regular contact on small business issues with small
businesses and with the Department for Trade and Industry.

(b) Public consultation

This measure has taken into account results from the Budget 2005 consultation Working
towards a new relationship, and research into the impact of tax on small business cash flow
commissioned by HMRC.

The consultation and research have highlighted the importance of cash flow to small
businesses and the desire of many to even out their tax payments over the year. In
response, the Government made a commitment in the Pre Budget report (5 December
2005), to introduce a measure that would increase the numbers of businesses that can join
the AAS. The scheme helps relieve cash flow difficulties by allowing users the facility to
make interim payments towards their annual VAT bill. The current measure will increase the
number of businesses that can join the AAS.

3. Options

1. Do nothing. Leave the turnover threshold for entry to, and exit from, the scheme
unchanged.



2. Increase the higher turnover threshold for the scheme and remove the lower ceiling
for immediate entry to the scheme. This is the option recommended and comprises the
following changes:

o removal of the lower turnover limit of £150,000, above which a business cannot join
the scheme until it has been registered for one year.

e an increase, from £660,000 to £1,350,000, to the higher turnover limit below which
businesses can join the scheme.

e an increase, from £825,000 to £1,600,000, to the turnover limit above which
businesses must leave the scheme.

3. Make larger increases to the turnover threshold for the scheme. This has been ruled
out for the reasons set out in the Benefits section below.

4. Costs and benefits

(@) Sectors and groups affected

This measure involves changes to the turnover thresholds for entry to the scheme and
creates no fresh impact on different sectors or groups. There are no gender, regional, DPA
or human rights issues arising from the measure.

(b) Benefits

Option 1: Do nothing. There would be no increase in the number of businesses eligible for
the scheme and its associated benefits. And this option would provide no response to
business concerns about cash flow or compliance costs.

Option 2: Increase the higher turnover threshold and remove the lower ceiling for
immediate entry to the scheme. This is the option recommended. It will increase the
number of businesses that are eligible to join by around 80,000. As well as obtaining the
benefits of easier cash flow management, those who join the AAS will benefit from some
compliance cost reductions, as do existing users. We currently estimate that benefit of
making one return instead of four at £110 per business per year.

Removing the lower limit of £150,000 will simplify the rules for joining the scheme to the
benefit of all potential users. We also estimate that about 12,000 new VAT businesses each
year will be able to join the scheme when they register for VAT, rather than having to make a
transition to the scheme after one year. When the AAS was introduced in 1988, no business
could join until it had been registered for one year. This rule was relaxed in Budget 2002, and
since then smaller businesses with an annual taxable turnover up to £150,000 have been
allowed to join from registration. The rule was initially put in place to prevent any non-
compliant business joining the scheme and then going missing with VAT owed to HMRC.
HMRC have re-evaluated this risk and concluded that it is low.

Option 3. Make larger increases to the scheme threshold. In principle this would be
possible but has been rejected because:
e Larger increases to the turnover threshold for the AAS would not proportionately
increase the eligible population
e Customer research shows concern about managing payment to be greatest at the
businesses which are the target of this measure
e The threshold minimises the cost of any unforeseen avoidance or abuse of the
scheme



e Itis intended to align the thresholds with those for the cash accounting scheme. As
announced in the Pre Budget Report on 5 December 2005, the UK has applied for a
derogation which will allow the turnover threshold for that scheme to be increased to
£1.35m.

(c) Costs

Option 1. Do nothing. This option would present no additional costs or savings for
businesses or Government.

Option 2: Increase the higher turnover threshold and remove the lower ceiling for
immediate entry to the scheme. This is the option recommended. It will impose no new
compliance costs on existing users. Any business that wants to apply for the scheme will
have to fill in the current one-page form. Any cost associated with applying for the scheme
will be outweighed by the administrative benefit of filling in just one VAT return each year,
instead of the four required under standard VAT accounting. The estimated impacts of the
compliance cost saving are noted in the Benefits section above

The AAS spreads the cost of VAT by making the estimated liability payable in instalments.
This does not affect the total VAT payable and has negligible impacts on cash flow to
Government.

Option 3. Make larger increases to the scheme threshold. As this option was ruled out for
the reasons in the Benefits section above, no detailed costing has been performed.

5. Small firms impact test

This measure is an extension of an existing optional scheme that has a limited, but positive,
impact on those small firms who use it. The AAS is available to all small firms across all
sectors and the measure imposes no additional compliance costs.

6. Competition assessment

HMRC have carried out the competition filter. The AAS is available to businesses across all sectors and the
change will not have any detrimental effect on competition.

7. Enforcement, sanctions and monitoring

HMRC will assure correct use of the scheme through their risk and assurance programmes.
As the scheme simply offers an alternative way of accounting for VAT, there are no special
sanctions, other than withdrawal of the scheme, for AAS users. Any sanctions for non-
compliance will be those that apply to standard VAT accounting under the VAT Act 1994.

8. Implementation and delivery plan

The measure will be introduced by an amendment to the VAT Regulations 1995, coming into
effect on 1 April 2006, subject to completion of the parliamentary processes. Guidance on
the changes to the scheme will be published in a new version of Notice 732 VAT: Annual
Accounting Scheme. Amendments to HMRC’s website content, forms and computer
changes required for the measure, are targeted for 1 April 2006.



11.

The extent to which the scheme is used depends on awareness of the scheme and its
benefits. In the months after Budget 2006, HMRC will attempt to raise awareness of AAS by
improvements in their printed publicity and website and by direct mailing to eligible
businesses.

In due course HMRC will also undertake a review of the figures in this RIA in Standard Cost
Methodology terms.

9. Post implementation review
HMRC will deliver a post implementation review of this measure, including-

e Alterations to usage of the AAS will be monitored by interrogation of the VAT
mainframe. This is already done monthly and figures will continue to be collated.
Analysis of AAS users based on turnover and joining time since registration, will help
evaluate the removal of the lower level for joining the scheme.

e Perceptions and attitudes to the changes will be evaluated by surveying the business
population. Sampling of the VAT business population is done regularly and will be
repeated as part of the Post Implementation Review of this change. Combined with
information on usage, this will provide evidence as to the qualitative value of the
changes to businesses and the quantitative role they play in assisting businesses to
manage cash-flow and compliance costs.

10. Summary and recommendation

Option 2 is recommended as a well-targeted and proportionate measure for making the AAS
more attractive to UK small businesses. This would increase the number of businesses that
are eligible to join the AAS by around 80,000, enable existing members below the new exit
ceiling to continue using the scheme and allow all those under the new entry threshold to use
the scheme from the date of their VAT registration. This would mean that the benefits of
easier payments, cash flow management and reduced administrative costs would be
available to more small businesses.

Options 1 is not recommended, as it would not boost the number of businesses that are

eligible for the scheme. Option 3 is not recommended for the combination of reasons about
targeting the measure as described in the benefits section of paragraph 4 above.

Contact point

John Brandwood

HM Revenue and Customs

VAT Accounting, Schemes and Exports,
4™ Floor Queens Dock

Liverpool L74 4AA

Tel: 0151 703 8661
John.brandwood@hmrc.gsi.gov.uk



Declaration

I have read the regulatory impact assessment and | am satisfied that the benefits justify the costs.

Signed by the responsible Minister:

JOHN HEALEY MP:
Financial Secretary to the Treasury
Date: 28/02/06



HM REVENUE AND CUSTOMS TAX AVOIDANCE IMPACT ASSESSMENT (TAIA).

1. This is the Tax Avoidance Impact Assessment for the following legislation:

The Value Added Tax (Amendment) Regulations 2006.

2. Objective of the legislation.

This statutory instrument creates new rules for relief from import VAT on goods
returning after having been previously exported. It replaces the measures in
Regulations 124 and 125 of the Value Added Tax Regulations 1995 (S.1I.
1995/2518).

3. Provisions within this legislation have been introduced to combat tax avoidance
activity. This avoidance activity, or potential avoidance activity, includes the
following:

e  Where a trader seeks to abuse the normal VAT supply rules by using the returned goods
procedure, for example by temporarily exporting goods, selling them outside the UK to
another UK trader without payment of VAT, and handing the goods over to the new owner
after reimport; and

e  Where a person benefiting from VAT zero-rating under various personal retail export schemes
seeks to bring such goods back into the UK without payment of VAT.

4. The following measures are therefore included within the legislation to combat the
avoidance outlined in Section 3 of this TAIA:

Goods in the situations outlined are specifically excluded from import VAT relief when reimported, by
virtue of paragraphs (6) to (8) of new regulation 121D.

5. Any query relating to this Tax Avoidance Impact Assessment should be addressed
to:

Bruce Stewart, 6" Floor South, HM Revenue & Customs, Portcullis House, Victoria Avenue,
Southend, Essex SS2 6AL. Tel: 01702 361946 or e-mail: bruce.stewart@hmrc.gsi.gov.uk .

6. Date of Publication:

7 March 2006
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Annex

TRANSPOSITION NOTE relating to the Value Added Tax (Amendment)
Regulations 2006, amending S.I. 1995/2518
Directive

Council Directive 77/388/EEC of 17th May 1977 (the “Sixth VAT Directive”).

Relevant Article

Article 14.1(e).

Objective

The objective of the Article is to allow relief from import VAT on goods reimported in the same state
by the person who exported them, where they would qualify for relief from import duty under directly
applicable Community provisions, subject to preventing any abuse of the VAT system. The relevant
import duty relief conditions are in Articles 185-187 of the Community Customs Code (Council

Regulation (EEC) No 2913/92) and Articles 844-856 of its implementation Regulation (Commission
Regulation 2454/93).

Implementation

The United Kingdom has until now legislated for VAT returned goods relief in regulations 124 and 125
of the Value Added Tax Regulations 1995 (S.I. 1995/2518). An internal review of these provisions by
HM Revenue & Customs concluded that they did not fully reflect the import duty relief provisions.
The new regulations now replace regulations 124 and 125 and bring the rules for VAT returned goods
relief into line with those giving returned goods relief from import duty as provided for by the
Community Customs Code and its implementation Regulation (Council Regulation (EEC) No 2913/92
and Commission Regulation (EEC) 2454/93). They also contain provisions to prevent abuse of the
VAT system.

The new regulations therefore transpose Article 14.1(e) of the Sixth VAT Directive.

Responsibility

HM Revenue and Customs.
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