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Additional information 

In your assessment you are provided with additional reference information. A copy of 
this is provided in this workbook. It is also available to download from the AAT 
website at www.aat.org.uk. 

In the assessment it can be accessed by clicking the appropriate heading on the right 
hand side of the screen. 

It is very important that you become familiar with the content of the material 
before you sit your assessment. 

Within this workbook we have highlighted the areas included in the reference 
material which are particularly useful with this icon. 

 

The content of these sections therefore does not need to be learnt, but you do need 
to be able to find the information in the reference material in the real assessment if 
needed. 
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REFERENCE INFORMATION 
The following information will be provided in the real assessment via a series of 
clickable links.  

This information is provided here for ease of reference as you progress through this 
workbook.  You should not take a printed copy into the exam. 
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Reference material for AAT assessment of Tax Processes for Businesses  

Introduction 
 

This document comprises data that you may need to consult during your tax processes for business 

computer-based assessment.  

 
The material can be consulted during the practice and live assessments by using the reference 

materials section at each task position. It’s made available here so you can familiarise yourself with the 

content before the assessment. 

 
Do not take a print of this document into the exam room with you*. 

 
This document may be changed to reflect periodical updates in the computer-based assessment, so 

please check you have the most recent version while studying. This version is based on Finance Act 

2021 and is for use in AAT assessments from February 2022. 

 

*Unless you need a printed version as part of reasonable adjustments for particular needs, in which 

case you must discuss this with your tutor at least six weeks before the assessment date. 
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1. Rates of VAT 
 

Taxable supplies: 
 

Standard rate 20% 

Reduced rate 5% 

Zero rate 0% 

 
 

  Non-taxable supplies have no VAT applied: 
 

• Exempt  

• Outside the scope of VAT 
 
 

 
 

2. Registration and deregistration for VAT 
 
Registration threshold £85,000 

Deregistration threshold £83,000 

 

• A business can register for VAT if it is making taxable supplies. 
 

• If at the end of any month taxable turnover for the previous 12 months is more than the current 
registration threshold, the business must register for VAT within 30 days. 
 
Registration without delay is required if, at any time, the value of taxable turnover in the next 30- 
day period alone is expected to be more than the registration threshold. 
 

• If taxable turnover for the previous 12 months is less than the deregistration threshold, or if it’s 
expected to fall below it in the next 12 months, a business can deregister. 
 

• A registration must be cancelled within 30 days if the business ceases to make taxable supplies. 
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3. Failure to register for VAT 

 

• This can result in a penalty for failure to notify. The penalty is a % of potential lost revenue (PLR): 

 

Type of behaviour Within 12 months of tax 

being due 

12 months or more after tax 

was due 

 unprompted prompted unprompted prompted 

Non-deliberate 0-30% 10-30% 10-30% 20-30% 

Deliberate 20-70%               35-70%     20-70%              35-70% 

Deliberate and concealed   30-100%              50-100%    30-100%           50-100% 

 

• Penalties will not be applied if there is a reasonable excuse.  

 

• HMRC will treat the business as though it had registered on time and will expect VAT to be 

accounted for as if it had been charged. The business has two choices: 

 
i. treat the invoices as VAT inclusive and absorb the VAT which should have been 

charged, or 

 
ii. account for VAT as an addition to the charges already invoiced and attempt to 

recover this VAT from its customers. 

 

4. Changes to the VAT registration 
 

HMRC must be notified of a change of: 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

5. Keeping business and VAT records 
 

 
 
 

 

 

 

  

Name, trading name or address Within 30 days 

Partnership members Within 30 days 

Agent’s details Within 30 days 

Bank account details 14 days in advance. 

Change in business activity Within 30 days 

Record retention period 6 years 

Penalty for failure to keep records £500 
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6. Contents of a VAT invoice 
 

The required content of VAT invoice depends on whether it is: 

• a full invoice  

• a simplified invoice – supplies of less than £250 

• a modified invoice – retail supplies of more than £250. 
 

 

 

 

Invoice information Full 
invoice 

Simplified 
invoice 

Modified 
invoice  

Unique invoice number that follows on from the last 
invoice 

Yes Yes Yes 

Supplier’s name and address Yes Yes Yes 

Supplier’s VAT number Yes Yes Yes 

Date Yes No Yes 

The tax point (if this is different from the invoice date) Yes Yes Yes 

Customer’s name or trading name, and address Yes No Yes 

Description of the goods or services Yes Yes Yes 

Total amount excluding VAT Yes No Yes 

Total amount of VAT Yes No Yes 

Price per item, excluding VAT Yes No Yes 

Quantity of each type of item Yes No Yes 

Rate of any discount per item Yes No Yes 

Rate of VAT charged per item - if an item is exempt 
or zero-rated make clear no VAT on these items 

Yes Yes  Yes 

Total amount including VAT No Yes  Yes 
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7. Partial exemption for VAT 
 

 

De minimis amount £625 per month 

Proportion of total input VAT <50% 

 
 

• Generally, a partially exempt business cannot reclaim the input tax paid on purchases that relate 
to exempt supplies. 

 

• If the amount of input tax incurred relating to exempt supplies is below a minimum de minimis 

amount, input tax can be reclaimed in full. 

 

• If the amount of input tax incurred relating to exempt supplies is above the de minimis amount, 

only the part of the input tax that related to non-exempt supplies can be reclaimed. 

 
 
 

8. International trade and VAT 
 

 

Export of goods Zero-rated 

Import of goods UK VAT applied at: 

• port of entry; or 

• postponed accounting. 

Export of services Apply UK VAT if place of supply is in the UK: 

• for supplies to business, place of supply is the 

location of the customer (no UK VAT) 

• for supplies to non-business customers, place of 

supply is the location of the supplier (charge UK 

VAT). 

Import of services Reverse charge applies 
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9. Tax points for VAT 

 
Basic tax point date Date of despatch of the goods/carrying out of the service 

Actual tax point date may be earlier If either: 

• payment is received earlier 

• invoice is issued earlier. 

Actual tax point becomes the earlier of these two dates. 

Actual tax point date may be later If: 

• invoice is issued within 14 days of despatch/service 
(and advance payment didn’t apply). 

 

• Deposits are treated separately to final payment and so may have a different tax point. 

• The tax point is always the date of payment if cash basis is being applied. 

• Where services are being supplied on a continuous basis over a period in excess of a 
month but invoices are being issued regularly throughout the period, a tax point is 
created every time an invoice is issued or a payment is made, whichever happens first.  

• Goods on sale or return will have a tax point date either on adoption (the customer 
indicates they will keep the goods) or 12 months after removal of the goods where this 
is earlier. 

 
 

 

10. Time limits for issuing a VAT invoice 
 

• Within 30 days of tax point which is either: 

• within 30 days of date of supply or 

• within 30 days of payment if payment was in advance. 
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11. Blocked expenses and VAT 

 
Input VAT cannot be recovered on blocked expenses. 

 
Business entertainment  

• The exception is that input tax can be reclaimed in respect of entertaining overseas 

customers, but not UK or Isle of Man customers. 

 

• When the entertainment is in respect of a mixed group of both employees and non-

employees (e.g. customers and/or suppliers), the business can only reclaim VAT on 

the proportion of the expenses that is for employees and on the proportion for 

overseas customers. 

 

Cars 

• Input VAT can only be recovered on cars if it is wholly for business (no private use). 

• 50% of input VAT can be recovered when cars are hired/leased. 

• VAT can be recovered on commercial vehicles such as vans/lorries. 

 

Assets with private use 

• The VAT recovery should be based only on the proportion related to business use.  

 
 

 
 

12. Fuel scale charge and VAT 
 

If the business pays for road fuel, it can deal with the VAT charged on the fuel in one of 
four ways: 

 
• reclaim all of the VAT. All of the fuel must be used only for business purposes 

 
• reclaim all of the VAT and pay the appropriate fuel scale charge (see below) - 

this is a way of accounting for output tax on fuel that the business buys but that 

is then used for private motoring 

 
• reclaim only the VAT that relates to fuel used for business mileage. Detailed 

records of business and private mileage must be kept 

 
• do not reclaim any VAT. This can be a useful option if mileage is low and also if 

fuel is used for both business and private motoring. If the business chooses this 

option it must apply it to all vehicles, including commercial vehicles 
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• The fuel scale charge is as follows: 

 

Description of vehicle: 
vehicle’s CO2 
emissions figure 

VAT inclusive consideration for 
a 12 month prescribed 
accounting period (£) 

VAT inclusive consideration 
for a 3 month prescribed 
accounting period (£) 

VAT inclusive consideration 
for a 1 month prescribed 
accounting period (£) 

120 or less 585 145 48 

125 875 219 72 

130 936 233 77 

135 992 247 82 

140 1,053 262 87 

145 1,109 277 91 

150 1,170 292 97 

155 1,226 306 102 

160 1,287 321 106 

165 1,343 336 111 

170 1,404 350 116 

175 1,460 364 121 

180 1,521 379 126 

185 1,577 394 130 

190 1,638 409 136 

195 1,694 423 141 

200 1,755 438 145 

205 1,811 453 150 

210 1,872 467 155 

215 1,928 481 160 

220 1,989 496 165 

225 or more 2,045 511 169 
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• Where the CO2 emission figure is not a multiple of 5, the figure is rounded down to 

the next multiple of 5 to determine the level of the charge. 
 

 
 

13. Bad debts and VAT 
 

VAT that has been paid to HMRC and which has not been received from the 

customer can be reclaimed as bad debt relief. The conditions are that: 

 
i. the debt is more than six months and less than four years and six 

months old 

 
ii. the debt has been written off in the VAT account and transferred to a 

separate bad debt account 

 
iii. the debt has not been sold or handed to a factoring company 

 
iv. the business did not charge more than the normal selling price for the 

items. 

 
Bad debt relief does not apply when the cash accounting scheme is used 

because the VAT is not paid to HMRC until after the customer has paid it to the 

supplier. 

 

 
 

 

 

14. Due dates for submitting the VAT return and 
paying electronically 

 

Deadline for submitting return and paying VAT 

–quarterly accounting 

1 months and 7 days after the end of the VAT 

period 

Deadline if being paid by direct debit HMRC will collect 3 working days after the 

submission deadline. 

• Please see alternative submission and payment deadlines for special accounting 
schemes. 
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15. Special accounting schemes for VAT 

 

15.1 Annual accounting scheme for VAT 
 

Joining the scheme Maximum (estimated) taxable 
turnover in next 12 months 

£1.35m 

Leaving the scheme Compulsory if taxable turnover at 
the end of the VAT accounting 
year exceeds the threshold 

£1.6m 

VAT returns One annual return 2 months after the end of the 
accounting period 

VAT payments (monthly) Nine monthly interim payments 
(10% of estimated VAT bill based 
on previous returns) 

At the end of months 4 to 12 
in the accounting period 
 

Balancing payment 2 months after the end of the 
accounting period 

VAT payments (quarterly) Three interim payments (25% of 
estimated VAT bill based on 
previous returns) 

At the end of months 4, 7 
and 10 in the accounting 
period 

Balancing payment 2 months after the end of the 
accounting period 

 

 
 

15.2 Cash accounting scheme for VAT 
 

Joining the scheme Maximum (estimated) taxable 
turnover in next 12 months 

£1.35m 

Leaving the scheme Compulsory if taxable turnover at 
the end of the VAT accounting year 
exceeds the threshold 

£1.6m 
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15.3 Flat Rate Scheme for VAT 
 

Joining the scheme Taxable turnover 
(excluding VAT) in the next 12 
months 

 

£150,000 

Leaving the scheme On the anniversary of joining, 
turnover in the last 12 months 
(including VAT) or expected 
turnover in next 12 months 

 

£230,000 

Discount In first year of being VAT-
registered 

1% 

Limited cost business Goods cost less than either: 
• 2% of turnover, or 
• £1,000 a year  

16.5% 

Capital expenditure Input tax can be recovered on 
individual large capital 
purchases 

£2,000 

 

• The appropriate flat rate % will be provided in the assessment. 
 
 

 
 

  



 

14  

16. Errors in previous VAT Returns 

 
• Adjustments can be made to correct errors that are: 

• below the reporting threshold 

• not deliberate 

• for an accounting period that ended less than 4 years ago. 

• The reporting threshold is; 

• £10,000 or less or 

• up to 1% (maximum £50,000) of total value of sales and all other outputs 
excluding any VAT  

• When the next VAT return is submitted, the net value is added to VAT due on sales 
and other outputs for tax due to HMRC, or to VAT reclaimed in the period on 
purchases and other inputs for tax due to you. 

 
• If the value of the net VAT error discovered is above the reporting threshold, it 

must be declared to HMRC separately, in writing. 
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17. Late filing and late payment of VAT 

A default is recorded if: 

• a VAT return is not filed by the deadline 
• full payment is not paid by the deadline. 

On the first default, a 12-month ‘surcharge period’ commences. If another default is 
made during this time: 

• the surcharge period is extended for a further 12 months 

• a surcharge may apply 

• The surcharge is a percentage of the VAT outstanding on the due date for the 
accounting period that is in default.  

 

Defaults within 
surcharge period 

Surcharge if annual turnover is 
less than £150,000 

Surcharge if annual turnover is 
£150,000 or more 

1st No surcharge 2% (no surcharge if this is less 
than £400) 

2nd 2% (no surcharge if this is less 
than £400) 

5% (no surcharge if this is less 
than £400) 

3rd 5% (no surcharge if this is less 
than £400) 

10% or £30 (whichever is more) 

4th 10% or £30 (whichever is more) 15% or £30 (whichever is more) 

5th or more 15% or £30 (whichever is more) 15% or £30 (whichever is more) 

 

18. Assessments of VAT 

If a VAT Return is not submitted on time, HMRC will issue a ‘VAT notice of assessment 
of tax’ which will state how much HMRC think is owed.  

If HMRC issue an assessment that is too low, a 30% penalty can be charged for not 
telling them it is incorrect within 30 days. 
 
There is a £400 if a paper VAT return is submitted, unless HMRC has given an 
exemption from online submission. 
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19. Penalties for inaccuracies in VAT return 

A penalty can be charged as a percentage of the potential lost revenue (PLR): 

Type of behaviour Unprompted 
disclosure 
% 

Prompted 
disclosure 
% 

Careless 0-30 15-30 

Deliberate 20-70 35-70 

Deliberate and concealed 30-100 50-100 

 
 

20. Interest charged on VAT 

Interest may be charged if: 

• less VAT is reported than is actually due 

• an assessment is paid which is lower than the actual VAT due 
• an error was made on a previous return resulting in an underpayment of VAT. 

Interest is charged at 2.6%. 
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21. Payroll record retention 
 
Retention period 3 years 

Penalty for failure to maintain records £3,000 

 
 
 
 

22. Types of payroll submission 
 
Full Payment submission (FPS) 

 
• File on or before employees pay day. 
• Include payments to and deductions for all employees. 

 
Employer payment summary (EPS) 

 
• File if no employees were paid in the month. 
• Send by the 19th of the following tax month. 

 

 
23. Payroll deadlines 

 

Registering for PAYE You must register before the first payday.   
You cannot register more than 2 months 
before you start paying people 

Month end date for PAYE 5th of each month 

Payment date for monthly payroll 22nd of each month if paid electronically. 
19th otherwise. 
If monthly amounts are <£1,500, 
quarterly payments can be made 

Provide employees with P60 31st May 

Filing deadline for Expenses & Benefits 
forms 

6th July 

PAYE and Class 1A NIC payment date 22nd July if paying electronically. 
19th July otherwise 

PAYE settlement agreement submission 
date 

31st July 

PAYE and Class 1B NIC payment date 22nd October if paying electronically. 
19 October otherwise 
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24. Penalties for late submission of payroll filings 
 

Penalties may apply if: 
- the FPS was late 
- the expected amount of FPSs was not filed 
- an EPS was not filed. 

 

Number of employees Monthly penalty 

1 to 9 £100 

10 to 49 £200 

50 to 249 £300 

250 or more £400 

 
Penalties may not apply if: 

 
• the FPS is late but all reported payments on the FPS are within three days of the 

employees’ payday (unless there is regular lateness) 

• a new employer is late but sends the first FPS within 30 days of paying an 
employee 

• it is a business’s first failure in the tax year to send a report on time.  
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25. Penalties for late payroll payment 
 

Late payment of monthly/quarterly payments 

• The first failure to pay in a tax year does not count as a default. 

• Late payment penalties apply to late payments and payments of less than is due. 

 

Number of defaults in a 
tax year 

Penalty percentage applied to the amount that is late in the 
relevant tax month  

1 to 3 1% 

4 to 6 2% 

7 to 9 3% 

10 or more 4% 

 

Additional penalties will apply if: 

A monthly or quarterly amount remains outstanding after 6 months 5% of unpaid tax 

A monthly or quarterly amount remains outstanding after 12 months A further 5% of 
unpaid tax 

These additional penalties apply even where only one payment in the tax year is late. 

 

Late payments of amounts due annually or occasionally 

30 days late 5% 

6 months late Additional 5% 

12 months late Additional 5% 
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26. Penalties for inaccuracies in payroll filings 
 

A penalty can be charged as a percentage of the potential lost revenue (PLR): 

Type of behaviour Unprompted 
disclosure 
% 

Prompted 
disclosure 
% 

Careless 0-30 15-30 

Deliberate 20-70 35-70 

Deliberate and concealed 30-100 50-100 
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As per the Level 3 Apprenticeship, you will need to demonstrate that you have the 
necessary Level 2 Maths & English Skills.   

The list below shows the relevant skills that you will have demonstrated whilst 
studying for this unit:  We have also shown which skills you are demonstrating on 
each example within the Integrated Workbook. 

For non-apprenticeship students, it is also useful to understand which Maths and 
English skills you are developing throughout this unit. 

MATHS 

Level 2 Using numbers and the number system - whole number, fractions, 
decimals and percentages 

M1 Read, write, order and compare positive and negative numbers of any 
size 

M2 Carry out calculations with numbers up to one million including strategies 
to check answers to include estimation and approximation 

M3 Evaluate expressions and make substitutions in given formulae in words 
and symbols 

M4 Identify and know the equivalence between fractions, decimals and 
percentages 

M5 Work out percentages of amounts and express one amount as a 
percentage of another 

 

Level 2 Measure, shape and space 

M13 Calculate amounts of money, compound interest, percentage increases, 
decreases and discounts including tax and simple budgeting 
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Level 2 M30: Solving mathematical problems and decision making 

Students at Level 2 are expected to be able to: 

 Read, understand, and use mathematical information and mathematical 
terms; 

 Address individual problems as described above; 

 Use knowledge and understanding to a required level of accuracy; 

 Identify suitable operations and calculations to generate results; 

 Analyse and interpret answers in the context of the original problem; 

 Check and sense and reasonableness of answers; and 

 Present and explain results clearly and accurately demonstrating reasoning to 
support the process and show consistency with the evidence presented. 

The context of individual problems at this level will require interpretation and 
analysis in order for the student to be able independently to identify and carry out 
an appropriate mathematical process of processes. 

ENGLISH 

Level 2 Speaking, Listening and Communicating 

Scope of study:  Includes extended narratives and information (information may 
be on technical, concrete or abstract topics), discussions, detailed explanations 
and presentations, all of varying lengths. 

E1 Identify relevant information from extended explanations or 
presentations 

E2 Follow narratives and lines of argument 

E3 Respond effectively to detailed or extended questions and feedback 

E7 Use language that is effective, accurate and appropriate to context and 
situation 
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Level 2 Reading 

Scope of study:  this should include a range of straightforward and complex texts 
on a range of topics and of varying lengths that instruct, describe, explain and 
persuade 

E11 Identify the different situations when the main points are sufficient and 
when it is important to have specific details. 

E12 Compare information, ideas and opinions in different texts, including how 
they are conveyed 

E13 Identify implicit and inferred meaning in texts 

E14 Understand the relationship between textual features and devices, and 
how they can be used to shape meaning for different audiences and 
purposes 

E15 Use a range of reference materials and appropriate resources (e.g. 
glossaries, legends/keys) for different purposes, including to find the 
meanings of words in straightforward and complex sources 

 

Level 2 Writing 

Scope of study:  this should include straightforward and complex texts as articles, 
narratives, explanations and reports of varying lengths  

Spelling, punctuation and grammar 

E20 Punctuate writing correctly using a wide range of punctuation markers 
(e.g. colons, commas, inverted commas, apostrophes and quotation 
marks) 

E21 Use correct grammar (e.g. subject-verb agreement, consistent use of a 
range of tenses, definite and indefinite articles) and modality devices 
(e.g. to express probability or desirability) 

E22 Spell words used in work, study and daily life, including a range of 
specialist words 
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Writing composition 

E23 Communicate information, ideas and opinions clearly, coherently and 
effectively 

E24 Write text of an appropriate level of detail and of appropriate length 
(including where this is specified) to meet the needs of purpose and 
audience 

E25 Organise writing for different purposes using appropriate format and 
structure (e.g. standard templates, paragraphs, bullet points, tables) 

E26 Convey clear meaning and establish cohesion using organisational 
markers effectively 

E27 Use different language and register (e.g. persuasive techniques, 
supporting evidence, specialist words), suited to audience and purpose. 

E28 Construct complex sentences consistently and accurately, using 
paragraphs where appropriate 
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By the end of this session you should be able to:  

 understand UK tax law principles relating to VAT  

 define taxable, standard-rated, reduced-rated, zero-rated and exempt supplies 
and supplies outside the scope of VAT 

 understand relevant sources of VAT information needed by a business 

 understand the powers of assessment that HMRC has in respect of failure to 
submit VAT returns 

 understand the difference between inputs and outputs, and between input tax 
and output tax 

 communicate information on VAT 

 maintain knowledge of legislation, regulation, guidance and codes of practice 

and answer questions relating to these areas. 

 

 

 

 

 

 

 

Chapter 1 
Introduction to VAT 

Outcome 

Knowledge, Skills and Behaviours: 

Knowledge: Business awareness, ethical standards and financial accounting 
and reporting 

Skills: Analysis, communication, produces quality and accurate information & 
problem solving 

Behaviours: Adding value, and ethics and integrity, 
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Direct tax = paid directly to HMRC by the taxpayer and charged on 
income or profits 

 

Indirect tax = a tax collected from the taxpayer by an intermediary 
like a shop 

 

1.1 What is VAT? 

VAT is:  

 an indirect tax on consumer spending 

 charged on most goods and services supplied within the UK 

 suffered by the final consumer, and 

 collected by businesses at each stage in the production and distribution process 
on behalf of HMRC. 

 

  

Definitions and nature of VAT 
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1.2 How does VAT work? 

Illustration (assuming the rate of VAT is 20% throughout): 

 

Accordingly, businesses do not suffer any tax. 

Only the final consumer and any businesses that are not VAT 
registered cannot recover input tax.  This is a real cost to them and 
therefore it is only these buyers who are said to suffer VAT. 

 

VAT = an indirect tax because:  

 it is paid indirectly to traders when you buy most goods and services 

 rather than being collected directly by HMRC from the taxpayer as a proportion 
of their income or gains 

 

  

Manufacturer Retailer 
Individual 

(you) 

Final consumer 
pays £378 

(£315 plus  
£63 VAT) 

Wholesaler 

Businesses pay to HMRC £63 

(£40 + £16 + £7) 

Charges 
£200 + VAT 

Charges 
£280 + VAT 

Charges 
£315 + VAT 

 £ £ £ 
Output VAT 40 Output VAT 56 Output VAT 63 
  Input VAT (40) Input VAT (56) 
 –––  –––  ––– 
 40  16  7 
 –––  –––  ––– 
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1.3 Who charges VAT? 

VAT is: 

 charged by taxable persons  

 when they make taxable supplies  

 in the course of their business 

Taxable person = a business which is, or should be, registered for VAT  

Taxable supplies = most sales or gifts made by a taxable person in the course of 
their business  

Output tax = VAT on taxable supplies and due to HMRC  

Input tax = VAT on purchases and most expenses reclaimable by 
registered persons  
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Example 1 [M1-2, M13, E1-3, E7, E11, E13]  
Alexis runs a VAT-registered business. For her latest VAT period she has 
sales (outputs) of £45,000 with output tax of £9,000. She has inputs of 
£30,000 with input tax of £6,000. 

What VAT must she pay to HMRC for this period? 

 £ 

Output tax 9,000 

Less: Input tax (6,000) 

 ––––––– 

Due to HMRC 3,000 

 ––––––– 

Who suffers the VAT? 

Alexis has to calculate her own VAT liability and pay over the correct amount. 
Hence VAT is a self-assessed tax. 

VAT is suffered by the final consumer. 
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Example 2 [M1-2, M13, E1-3, E7, E11, E13]  
Majid is a VAT-registered trader. He buys goods for £400 plus VAT of £80. He 
sells the goods to Omid, a member of the public, for £450 plus VAT of £90. 

Calculate Majid’s cash profit, how much appears in the statement of 
profit and loss account and state who suffers the VAT on the sale? 

 

Cash amounts 
received/paid 

 
VAT 

Net amounts 
recorded in 

statement of profit 
or loss 

 £ £ £ 

Sales 540 90 450 

Less: Purchases (480) (80) (400) 

 ––––  –––– 

Profit 60  50 

 –––– –––– –––– 

Paid to HMRC  10  

  ––––  

Majid makes an accounting gross profit of £50.  

He receives £60 more cash than he has to pay to his supplier but he must pay 
over £10 to HMRC.  

He does not suffer any VAT. 

As the final consumer Omid suffers all the VAT of £90 on the sale. 
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The VAT Act 1994 (along with supporting legislation) sets out which 
supplies fall into which category is laid down in the VAT Act 1994 and 
supporting legislation. Traders must follow the legal rules that have 
been developed when charging VAT. 

You will not be tested on which supplies are in which category, nor on 
supplies outside the scope of VAT.  

However, you do need to understand the consequences of a supply 
being exempt or taxable. 

Classification of supplies 

Taxable 

Zero-rated 
0% 

Examples 
  Most food 
  Clothes (kids) 
  Newspapers 

Exempt 

Standard- 
rated 20% 

Examples  
  Rent 
 Insurance 

Outside the 
scope 

Reduced-
rated 5% 

Examples 
 Wages 
  Dividends  

Types of supply 
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2.1 Effect of making taxable supplies 

 Can register for VAT.  

 Must charge VAT on outputs if registered.  

 Can reclaim input tax if registered.  

2.2 Differences between making zero-rated and exempt supplies 

 Zero-rated Exempt 

Can register for VAT? Yes No 

Charge VAT to customers? Yes – but at 0% No – must not charge VAT 

Can recover input tax Yes No 

 

 

Example 3 [E1-3, E7, E11-E15, E20-24]    

Are the following statements about VAT true or false? 

 True False 

Output VAT is charged on all sales made by 
a business. 

  

VAT is only charged by taxable persons.   

If input tax exceeds output tax, the balance 
is payable to HMRC. 

  

Arne is in business selling baby clothes, 
which is a zero-rated activity. He cannot 
register for VAT. 

  

Notes 

Output VAT is not charged on all sales made by a business as some sales 
may be exempt and therefore not subject to VAT. 

If input tax exceeds output tax there will be a repayment of tax rather than a 
payment.  

A trader making zero-rated supplies can register for VAT in order to be able to 
reclaim input VAT suffered. 
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 On VAT-exclusive amount (i.e. no VAT included) 

Amount × VAT rate % 

 On VAT-inclusive amount (i.e. VAT included in the amount)  

Amount × (VAT fraction) 

VAT fraction = [VAT rate/(100 + VAT rate)] 

Summary 

Rate of VAT 
% to apply to VAT-exclusive 
amounts to calculate VAT 

Fraction to apply to find VAT 
in VAT-inclusive amounts 

Standard 20% 20/120 or 1/6 

Reduced 5% 5/105 or 1/21 
 

 

 

 

Example 4 [M1-2, M5, M13, E1-3,E7, E11, E13]   
Calculate the output tax on the following VAT-exclusive sales (outputs) 
figures. 

State your answer rounded down to the nearest penny. 

Sales 
£ 

Rate of VAT 
% 

Output tax 
£ 

41,000 20 8,200.00 

156,458 5 7,822.90 

2,007,856 20 401,571.20 

Calculating VAT 
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Example 5 [M1-2, M5, M13, E1-3,E7, E11, E13]   
Calculate the input tax on the following VAT-inclusive purchases (inputs) 
figures. 

State your answer rounded down to the nearest penny. 

Purchases 
£ 

Rate of VAT 
% 

Input tax 
£ 

26,500 20 4,416.66 

275,826 5 13,134.57 

1,675,932 20 279,322.00 
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 Legislation – VAT Act 1994  

 HMRC website https://www.gov.uk/topic/business-tax/vat 

 VAT guide (VAT Notice 700) 

 VAT enquiries helpline (HMRC) 

When looking for information or help, HMRC expect taxpayers to: 

 search the website, then if they cannot find the answer, 

 call the helpline, then if they need to, 

 write to HMRC. 

 

  

Sources of information 
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VAT rules change due to: 

 Changes in the law.  

 Decisions in VAT cases.  

Changes usually take effect on a particular date. 

It is important to keep up-to-date:  

 Failure to apply the proper VAT rules can cost the business money. 

 It may lead to penalties for underpayments or incorrect returns. 

 Professional ethics dictates that members must be competent. 

 
 

5.1 Continuing professional development (CPD) 

AAT expects all full members and fellows to undertake CPD each year.  

Members need to be up-to-date and competent to do their work.  

For members working in VAT this would include being aware of new VAT rules and 
regulations. 

 

  

Keeping up-to-date with VAT 
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5.2 Ways of keeping up-to-date 

 The UK government website which has a VAT section (see above). 

 Circulars from accountancy firms  

– most firms issue a newsletter to clients that can often be accessed on their 
website. 

 Specialist tax journals. 

 CPD courses. 

 Networking meetings with fellow professionals. 

5.3 Impact of changes on business recording systems 

Additional costs likely to be incurred on staff training and changes to IT systems and 
software. New stationery may be required for price lists and orders. 

Further details on this issue are in Chapter 3. 

 

 

  

Example 6 [E1-3,E7, E11, E13]  

Dakotah is an indirect tax specialist working in a small firm of accountants. 
She attends a monthly webinar called ‘What’s new in VAT’. 

Explain why it is important that Dakotah keeps up to date with the latest 
developments in VAT. 

As Dakotah is an indirect tax specialist, she must keep up to date with the 
latest developments in VAT because: 

 failure to apply the proper VAT rules could cost her clients money due to 
penalties for underpayments or incorrect returns. 

 she is required to be able to perform her role competently under the code 
of professional ethics. 
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HMRC are the authority for VAT and other taxes in the UK. They use 
the VAT guide and supplementary notices to interpret VAT law. 

They administer VAT through network of local offices.  

Powers include: 

 Inspecting premises and records  

 Issuing assessments for underpaid tax and when VAT returns are not filed  

 Charging penalties for breaches of VAT.  

6.1 Visits by VAT officers 

 Can be made to check records and VAT calculations 

6.2 VAT assessments 

If a trader has not submitted its VAT return by the due date (see Chapter 5) HMRC 
can issue an assessment of VAT.  This states the amount of VAT that HMRC think is 
due for payment.  The trader must: 

 file the VAT return and pay the VAT payable immediately and 

 tell HMRC within 30 days if the amount of the assessment is too low. 

If the assessment is too high the trader does not have the right to bring an appeal but 
must file a correct VAT return. 

6.3 Disputes with HMRC 

If a taxpayer has a dispute with HMRC, they usually have a choice of two actions: 

 Ask for the case to be reviewed by another HMRC officer, or  

 Appeal to the tax tribunal.  

 

HMRC 
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We recommend the following additional questions for the topics covered in this 
chapter: 

Study Text (for teaching throughout the Chapter) 

 Introduction to VAT (Chapter 1): Test your understandings 1 to 8 

  

Additional tutor resources 



Chapter 1 

 

22 

 



23 

 

 

 

 

 

 

 

 

 

By the end of this session you should be able to:  

 explain the registration and deregistration thresholds for the normal VAT 
scheme and know when to apply them 

 understand and apply the historic turnover and future turnover methods for 
registration 

 explain when voluntary registration may be beneficial 

 explain when deregistration may be appropriate 

 understand what records must be kept and for how long 

and answer questions relating to these areas. 

  

Chapter 2 
VAT registration 

Outcome 

Knowledge, Skills and Behaviours: 

Knowledge: Business awareness, ethical standards and financial accounting and 
reporting 

Skills: Analysis, communication & produces quality and accurate information 

Behaviours: Ethics and integrity 
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 All businesses with taxable turnover over a certain threshold must 
register for VAT. 

 Currently the threshold = £85,000 per year.  

 This threshold applies to taxable supplies  

(i.e. standard, zero and reduced-rated supplies) excluding: 

– VAT  

– sales of capital assets, and  

– exempt supplies.  

1.1 Historic turnover method 

Must register if: 

 at the end of a month  

 cumulative taxable turnover exceeds the £85,000 threshold  

 over the last 12 months (or since starting in business if less).  

Notify HMRC: 

 within 30 days of the end of the month in which threshold exceeded 

 either online or by post.  

Business will be registered with effect from: 

 the first day of the second month after turnover exceeded the threshold, or 

 an agreed earlier date.  

 

  

Compulsory registration 
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30 June 30 July 1 August 

Exceed 
threshold 

Notify HMRC 
by this date 

Registered 

With effect 
from this date 

Example 1 [M1-2, M13, E1-3,E7, E11-E13, E20-24]  
Dexter starts a business on 1 April 2021. He makes standard-rated supplies of 
£6,000 per month and exempt supplies of £2,000 per month 

When should he notify HMRC? 

His taxable supplies in a 12-month period are only £72,000 (£12 × £6,000) so 
he does not need to register.  

Exempt supplies are not included when checking supplies for registration 
purposes. 
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Example 2 [M1-2, M13, E1-3,E7, E11-E13, E20-24]  

Andy owns a shop selling babies’ clothing (zero-rated) and prams (standard-
rated). 

In his first year of trading to 30 September 2020, his sales of babies’ clothing 
were £2,800 per month and of prams £2,500 per month. 

In his second year of trading these figures increased to £4,400 and £3,650 
respectively. 

State the following dates: 

(a) The date from which Andy is liable to register for VAT.  

Andy is therefore liable to register on 31 May 2021 (although he will 
have exceeded the limit during the month the historic test is only 
performed at the month end). 

(b) The date by which Andy needs to notify HMRC that he is liable to 
register for VAT. 

Andy must notify HMRC by 30 June 2021. 

(c) The date from which Andy will have to start charging VAT. 

Andy will be registered from 1 July 2021, or such earlier date as may 
jointly be agreed. VAT will be charged on sales made by Andy from this 
date. 

Both babies’ clothing and prams are taxable supplies so Andy must register 
when his sales for the previous 12 months exceed the registration threshold 
of £85,000. 

In his first year, sales are £5,300 per month so his turnover for the year ended 
30 September 2020 is £63,600. 

Thereafter his sales are £8,050 per month so each month he sells £2,750 
more than one year ago. 
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1.2 Future turnover method 

Must register, if: 

 at any time, there are reasonable grounds for believing that  

 taxable supplies in the next 30 days will exceed the £85,000 
registration threshold.  

Notify by: 

 the end of the 30 day period  

Registered with effect from: 

 the beginning of the 30 day period.  

 

 

Month end Cumulative turnover for the last 12 months 

31 October 2020 £66,350 

30 November 2020 £69,100 

31 December 2020 £71,850 

31 January 2021 £74,600 

29 February 2021 £77,350 

31 March 2021 £80,100 

30 April 2021 £82,850 

31 May 2021 £85,600 
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Example 3 [M1-2, M13, E1-3,E7, E11-E13, E20-24]  

For several years Pearson Ltd has been making sales of children’s toys 
(standard-rated) of around a constant £6,000 per month.  On 15 July 2021, it 
receives an order for £80,000 worth of goods to be delivered in the next 30 
days – this is in addition to its normal ongoing sales. 

State the following dates: 

(a) The date from which Pearson Ltd is liable to register for VAT. 

Pearson Ltd is liable to register because on 15 July 2021 there are 
grounds to believe that taxable supplies in the next 30 days alone will 
exceed the registration threshold of £85,000 (£80,000 + £6,000 = 
£86,000). 

(b) The date by which Pearson Ltd needs to notify HMRC that it is 
liable to register for VAT. 

The company must notify HMRC of its liability to register within 30 days 
of 15 July (inclusive) i.e. Pearson Ltd must notify HMRC by 13 August 
2021. 

(c) The date from which Pearson Ltd will have to start charging VAT. 

Pearson Ltd will be registered from 15 July 2021 and VAT must be 
charged on sales made by Pearson Ltd from this date (i.e. including on 
the new contract). 
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1.3 Number of registrations 

A person is registered for VAT. 

Person = individual, partnership or company. 

 Individual  

– Only one registration required covering all separate 
businesses carried on by an individual sole trader. We use 
the total taxable supplies of all the sole trader businesses to 
determine if registration is necessary.  

 Partnerships  

– Separate registration required for a partnership 

– Only one registration required covering all separate businesses carried on 
by the same partners  

 Companies 

– One registration required per company. A company is a separate legal 
person from its shareholders so even if a company has a single 
shareholder who is VAT-registered, the company must register in its own 
name if the registration threshold is exceeded.  

Take care when acquiring new businesses or when businesses merge. A completely 
new registration may be needed. If the acquiring business is unregistered, it may be 
possible for the acquiring business to take over the registration of the business 
purchased.  

 

  



VAT registration 

 

31 

 

1.4 Exemption from registration 

 If the business only makes zero-rated supplies: 

– can apply for an exemption from registration  

– (the disadvantage in doing so is that the business cannot recover input tax). 

 

  

Example 4 [E1-3,E7, E11-E13, E20-24]  
Bella runs two separate businesses as a sole trader. Each business has 
taxable turnover of £45,000. Bella is also a partner in a sports marketing 
business with a taxable turnover of £200,000. She also has the majority of 
shares in a company specialising in manufacturing cricket bats. This company 
has taxable turnover of £1 million. 

How many registrations are required? 

Three registrations are required here. 

One to cover Bella’s two sole trader businesses, as their combined turnover 
exceeds the registration threshold. 

Another registration is needed for the partnership and a third for the company. 
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Business receives a: 

 certificate of registration, which  

– proves business is registered, and  

– contains their registration number 

 VAT registration number, which  

– must be quoted on all invoices. 

2.1 Accounting for VAT 

 Must charge VAT on all taxable supplies. 

 Must issue tax invoices to other registered traders (see Chapter 3). 

 Must submit VAT returns (usually every quarter, and usually fits in with 
business’s accounting date). 

 Must keep records (see below). 

 Can recover input tax on most purchases and expenses. 

2.2 Registering for online services 

Virtually all VAT registered businesses are legally required to submit their returns and 
pay their VAT online.  

To register for online services a business will need: 

 its VAT Registration Number 

 the postcode of the principal place of business 

 the effective date of registration for VAT 

 the final month of the last VAT Return submitted  

 the ‘Box 5’ figure from the last VAT Return submitted (see chapter 6). 

The first three items can be found on the certificate of registration.  The final two are 
on the last VAT Return submitted.  

Consequences of registration 
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2.3 Changes to registration details 

Certain changes to business details must be notified to HMRC 
otherwise a penalty may be charged.  Changes must be notified within 
30 days unless specified otherwise. 

Notifiable changes include changes to: 

 business address 

 name of registered person or trading name 

 name of agent (where relevant) 

 main business activities (especially if the business will be changing the type of 
supply it makes). 

 bank account details (change to be notified 14 days in advance) 

2.4 Failure to register 

 Still have to account to HMRC for output tax due 

– from the date they should have registered.  

 Likely to prove expensive as business will have to pay output VAT to HMRC 
that it has not collected from customers. 

 Business may be liable for penalty = % of VAT unpaid (see VAT errors, 
penalties and overseas aspects chapter for detail).  

Traders have a choice when calculating the VAT they should have charged. They 
can either: 

 treat their sales as VAT inclusive and suffer the cost of the VAT themselves or 

 add VAT to the invoice costs and try to recover this from their customers. 
Unlikely as customers not obliged to pay. 
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Example 5 [M1-2, M13, E1-3,E7, E11-E13, E20-24]  
Anita has only just registered for VAT. She made £60,000 of standard-rated 
sales between the date she should have registered and the date on which 
she actually registered. 

How much VAT should she account for now? 

The normal method is to treat the sales as VAT inclusive.  

Therefore, VAT of £10,000 (£60,000 × 20/120) would be due on the sales. 

Use this method in the assessment unless told otherwise. 

The alternative would be to add VAT of £12,000 (£60,000 × 20%) and try to 
recover this from customers. 
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A business that is making taxable supplies but at a level below the 
registration threshold has the choice as to whether to register or not 

 Cannot register if only make exempt supplies. 

 Business will be registered from: 

– date of request, or  

– an agreed earlier date.  

Advantages Disadvantages 

Avoids possible penalty for late 
registration 

Administration may take up some 
valuable business time 

Can recover input VAT Must charge output VAT, making prices 
higher than for an unregistered business 

Disadvantage if selling to the general 
public who cannot recover VAT 

Can disguise small size of business  

 

  

Voluntary registration 
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Example 6 [E1-3,E7, E11-E13, E20-24]  
Freda is a member of the public who wants to hire a window cleaner for the 
next year. She has two quotes: 

Global Cleaners Ltd – a VAT-registered business which will charge £120 plus 
VAT (i.e. a total of £144). 

Bert’s Windows – not VAT-registered who will charge £120 with no VAT. 

(a) Which should Freda hire? 

It is cheaper for Freda to hire Bert’s Windows. 

(b) What if Bert’s Windows voluntarily registered for VAT? 

If Bert’s Windows registered voluntarily for VAT, Bert would have to 
decide whether to: 

 put his prices up to include VAT, or  

 leave his prices as they are and treat his sales as VAT-inclusive.  

This second option would reduce his profit, since VAT will be payable at 
20/120 of his turnover. 
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Deregistration 

 Cease to  

– charge output tax 

– reclaim input tax 

 May have to account for output VAT on the value of  

 – inventory, and  

 – assets 

 held at the date of deregistration 

Effects 

If cease to make any taxable 
supplies 

 must notify HMRC within 30 
days 

 registration is then cancelled  

– from date of cessation or  

– agreed later date 

Compulsory 

If taxable turnover in next 
12 months likely to be below 
deregistration threshold (£83,000) 

 can apply at any time 

 registration cancelled 

– from date of request, or 

– agreed later date 

Voluntary 

Deregistration 
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Example 7 [E1-3,E7, E11-E13, E20-24]  

The directors of Hood Ltd close down the business on 10 January. 

On 1 January the directors of Imp Ltd think that taxable turnover for the year 
will be £40,000. The directors immediately apply for deregistration. 

(a) When should the directors of Hood Ltd notify HMRC of its business 
cessation and when will the company be deregistered? 

If Hood Ltd closes down its business on 10 January, the company must 
notify HMRC on or before 8 February and is deregistered from 
10 January. 

(b) When will Imp Ltd be deregistered? 

If Imp Ltd thinks that taxable turnover for the year will be £40,000, and 
applies for deregistration on 1 January, the company can be 
deregistered with effect from 1 January or an agreed later date. 
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5.1 General rules 

A registered business must keep adequate business records that are 

 Complete and up-to-date. 

 Allow the correct amount of VAT owed to HMRC or by HMRC to 
be worked out. 

 Easily accessible when an HMRC visit takes place e.g. the figures 
used to fill in the VAT Return must be easy to find. 

HMRC can inspect records. 

 Must keep records for at least six years.  

 Failure to keep records can lead to a penalty (see penalties chapter).  

 Can be kept electronically.  

Typical records include: 

5.2 Business records 

 Annual accounts, including statements of profit or loss 

 Bank statements and paying in slips 

 Cash books and other account books 

 Orders and delivery notes 

 Purchases and sales day books 

 Records of daily takings such as till rolls 

 Relevant business correspondence. 

 

  

Record keeping 
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5.3 VAT records 

 Records of all the standard-rated, reduced-rated, zero-rated and exempt goods 
and services that are bought and sold 

 Copies of all sales invoices issued. However, businesses do not have to keep 
copies of any less detailed (simplified) VAT invoices for items under £250 
including VAT 

 All purchase invoices for items purchased for business purposes unless the 
gross value of the supply is £25 or less and the purchase was from a coin-
operated telephone or vending machine, or for car parking charges or tolls 

 All credit notes and debit notes received 

 Copies of all credit notes and debit notes issued 

 Records of any goods or services bought for which there is no VAT reclaim, 
such as business entertainment 

 Records of any goods exported 

 Any adjustment or corrections to the VAT account or VAT invoices 

 



VAT registration 

 

41 

 

 

  

Example 8 [E1-3, E7, E11-E13, E20-24]    

Are the following statements about VAT record keeping true or false? 

 True False 

A VAT registered trader must keep records 
of all goods and services received and 
supplied in the course of business. 

  

VAT records must be kept in the form 
specified by HMRC. 

  

VAT records must be retained for five years 
from the end of the return period. 

  

Evangeline lets out residential properties, 
which is an exempt activity. Her only other 
income is from her employment. She does 
not need to keep records for VAT purposes. 

  

Notes 

No particular form of records is required, but they must be sufficient to allow 
the VAT return to be completed and to allow HMRC to check the return. 

VAT records must be retained for six years. 
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We recommend the following additional questions for the topics covered in this 
chapter: 

Study Text (for teaching throughout the Chapter) 

 VAT Registration (Chapter 1): Test your understandings 1 to 10 

  

Additional tutor resources 
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By the end of this session you should be able to:  

 explain the significance of the correct tax point 

 determine the tax point for both goods and services 

 apply the time limits for issuing VAT invoices 

 explain the contents of a VAT invoice 

 calculate the impact on VAT of discounts, fuel scale charges and bad debts. 

 calculate the VAT payable/repayable from information such as sales and 
purchase invoices, credit notes, cash and petty cash transactions. 

 understand the effect that a change in VAT legislation has on a business 

and answer questions relating to these areas. 

 

 

 

 

 

 

 

 

Chapter 3 
VAT documentation 

Outcome 

Knowledge, Skills and Behaviours: 

Knowledge: Business awareness, IT systems and processes, ethical standards 
and financial accounting and reporting 

Skills: Analysis, produces quality and accurate information 

Behaviours: Ethics and integrity, personal accountability productivity 
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The tax point = the date of supply for VAT purposes 
It determines in which VAT period the supply is included 

 

 

 

 

 

 

 

 

 

  

Tax points 

Goods 

Date goods made 
available 

Services 

Date the services are 
performed/completed 

Basic tax point (BTP) 
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Yes No 

Decision made 

ATP=BTP 

Decision made 

ATP = invoice date 

Actual tax point (ATP) 

Step 2 

On or before the BTP has 

– a tax invoice been issued? or 

– a payment been received? 

Step 1 

Identify BTP (see above) 

Decision made 

Actual tax point = the earlier date 

COMPULSORY ruling 

Step 3 

Has a tax invoice been issued 
within 14 days of the BTP? 

No Yes 



VAT documentation  

 

49 

1.1 14-day rule 

 Can be varied (with HMRC approval) to fit in with invoicing routines  

– but in an assessment assume it applies, unless told otherwise 

 Invoices for wholly zero-rated supplies (e.g. most exports) are not tax invoices 

– accordingly, the 14-day rule is not applicable to them. 

 

 

 

Example 1 [E1-3, E7, E11-E13, E20-24]   
Your assistant, Farida, has asked you to explain why the tax point is important. 

 Are the following statements about tax points true or false? 

 True False 

The tax point determines when an invoice 
should be entered in the financial records. 

  

If the VAT rate changes the tax point 
determines which rate should be charged on 
a transaction. 

  

The tax point shows when the customer 
should pay. 

  

The VAT period in which a transaction falls 
is determined by the tax point. 
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1.2 Deposits 

 If a cash deposit or part payment is made in advance  

– a tax point created at this date but only for deposit. 

 If a refundable deposit is paid  

– no tax point is created. 

 

  

Example 2 [E1-3, E11-E13, E20-24]   
State the tax point for each of the following: 

Goods removed 2 September, invoice issued 
28 September, payment received 4 October 

2 September (basic tax 
point) 

Goods removed 18 April, invoice issued 24 April,  
payment received 16 April 

16 April (actual tax point, 
payment before basic tax 
point) 

Goods removed 6 December, invoice issued 
4 December, payment received 18 December 

4 December (actual tax 
point, invoice before basic 
tax point) 

Goods removed 15 March, invoice issued 
22 March, payment received 1 April 

22 March (actual tax 
point, invoice within 14 
days after basic tax point) 
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1.3 Sale or return 

 Special rule for goods sent out on approval 

 BTP occurs at the earlier of: 

– the date the goods are adopted 

– the date payment is received (except for refundable deposits) 

– 12 months from the date the goods were despatched. 

 

 

Example 3 [M1-2, M4, M13, E1-3, E7, E11-E13, E20-24]  
Broker Ltd received a deposit of £80 from a customer on 1 June. The deposit 
was in respect of goods costing £330 including VAT at 20%. The customer 
collected the goods on 8 July and paid the outstanding balance of £250 at that 
time. Broker Ltd issued an invoice on 12 July marked as paid in full. 

What amounts of VAT should be included in the VAT returns for the 
quarters ended 30 June and 30 September? 

State your answer rounded down to the nearest penny. 

Quarter ended 30 June 

The deposit of £80 creates a tax point on 1 June.  

The deposit is inclusive of VAT.  

VAT = (£80 × 1/6) = £13.33 

Quarter ended 30 September 

The collection of the goods and the payment of the balance due create a 
further tax point on 8 July.  

VAT = (£250 × 1/6) = £41.66 
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1.4 Continuous supplies 

 Special rules for services performed on a continuous basis (e.g. 
leasing). 

 Basic tax point occurs at earlier of date when: 

– VAT invoice is issued, or 

– a payment is received. 

 Payments made at regular intervals (e.g. by direct debit). 

– VAT invoice can be issued at the start of any period of up to one year to 
cover all the payments due in that period. 

 Seller accounts for tax on the earlier of: 

– payment date for each regular payment, or 

– date payment received.  

 The customer can reclaim input tax at the same time. 

  

Example 4 [E1-3, E7, E11-E13, E20-24]  
Rose runs a business selling memorabilia. She sends items to Lynne on a 
sale or return basis. The goods are sent on 14 July and must be purchased or 
returned by 30 September. 

Lynne agrees to have the goods on 22 August. 

Rose issues an invoice on 31 August. Lynne pays the invoice on 12 
September. 

What is the actual tax point? 

The basic tax point is 22 August as this is when the goods are adopted. 

Since an invoice is issued within 14 days, the actual tax point will be 31 August. 
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2.1 Requirements 

 Provide to purchaser 

– within 30 days of the earlier of  

– the supply, or  

– receipt of payment. 

 Not required if: 

– purchaser not VAT-registered  

 but unlikely to know this, so usually issue one anyway 

– if supply wholly zero-rated  

 but usually issue invoice with same details anyway  

 technically not a VAT invoice. 

2.2 E-invoicing 

 Invoices can be paper or electronic. 

 If electronic must be in secure format e.g. pdf. 

 

  

VAT invoices 
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2.3 Key features of a VAT invoice 

 An invoice number: 

– must be unique, and follow on from previous invoice 

– must keep spoiled/cancelled invoices. 

 Name and address of the supplier. 

 VAT registration number of the supplier. 

 Invoice date 

– in addition, the ‘time of supply’ or ‘tax point’, if different from invoice date. 

 Name and address of the customer 

 A description of the type of supply. 

For each different type of supply: 

 A description of the goods or services being supplied. 

 The quantity of goods or the extent of services. 

 The rate of VAT applicable to the supply. 

 The total amount payable, excluding VAT. 

 The rate of any discount. 

 The total amount of VAT charged. 

If zero-rated or exempt supplies included: 

 Show clearly no VAT payable on these supplies. 

 Show total value of those supplies separately. 

A VAT invoice does NOT have to include any other items such as: 

 customer’s order number  

 date of order  

 customer’s VAT registration number  

 method of delivery.  
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Illustration 1 – A VAT invoice  
 

From: Fowlers Musical Supplies (UK) Ltd 

Dymchurch 

 

VAT Reg No. 987 6543 21 

To: AN Other Ltd 

82 Dover Road, Rochester 

 

Invoice number 123321 

 Sale:  Time of supply 19/01/21 Date of issue:  21/01/21 

Invoice number: FMS1001 

Quantity Description and price Amount 
exclusive 

of VAT 
VAT 
rate 

VAT 
net 

  £ % £ 

6 Junior recorders (Treble) £15.20 91.20 

 

20 18.24 

4 Music stands       £15.00 60.00 

 

20 12.00 

2 Triangles       £12.25 24.50 

 

20 

 

4.90 

 

  

Delivery (Strictly net) 

175.70 

9.00 

 

20 

35.14 

1.80 

  184.70  36.14 

 VAT 36.14   

 Total 220.84   
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2.4 Rounding 

In practice, when calculating VAT on invoices this should be rounded down to the 
nearest penny (i.e. any fraction of a penny is ignored).  This rule only applies to 
invoice calculations; other calculations can be rounded mathematically. 

In the assessment where rounding is important you will be given instructions as to 
how to round which you should follow. 
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Example 5 [E1-3, E7, E11-E15, E20-24]  

Gravity Ltd is a new business.  

What items are missing from the company’s proposed new VAT invoice? 

You are not required to check the accuracy of the VAT calculation. 

  Invoice  

From: Gravity Ltd 
Nottingham 
NG2 5JF 

VAT Reg No. 987 6543 21 

 

 Sale:  Time of supply 19/07/21 Date of issue:  21/07/21 

Quantity Description and price Amount 
exclusive of 

VAT 

VAT 
Rate 

  £ % 

6 Angle brackets £150.20 901.20  

4 Widget grinders £15.00 60.00  

2 Lathe splicers £12.25 24.50  

  

Trade discount (5%) 

985.70 

(49.29) 

20 

 

  936.41  

 Delivery 9.00 20 

  945.41  

 TOTAL 1,134.49   

The contents of a VAT invoice are shown in your reference material. The items 
missing are: 

 The invoice number 

 The customer name and address 

 Total amount of VAT chargeable. 
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3.1 Trade discount and bulk buy discount  

These are discounts offered to a customer for purchasing a certain amount of goods 
or for purchasing from a certain supplier.  The supplier knows on issue of the invoice 
whether the discount will be taken. 

= These should be deducted before calculating VAT on the invoice  

 

 

Example 6 [M1-2, M5, M13, E1-3, E7, E11-E13, E20-24]  
Rafael is in business manufacturing tennis rackets which are a standard-rated 
supply.  

He sells these to large retail stores for 95% of their VAT-exclusive list price if 
they order over £500 (excluding VAT) of stock.  

He sells goods with a list price of £680 (excluding VAT) to Sporty World 
stores.  

What VAT should be charged on the invoice? 

State your answer rounded down to the nearest penny. 

 £ 

List price 680.00 

Less:  5% trade discount (£680 × 5%) (34.00) 

 –––––– 

Invoice price 646.00 

 –––––– 

VAT (£646.00 × 20%) 129.20 

 –––––– 

VAT is calculated based on the price the customer pays, including the trade 
discount. 

Discounts 
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3.2 Business offers to pay customer’s VAT 

A supplier may offer to agree the VAT for the customer 

= another form of discount 

Amount paid by customer = treated as the VAT-inclusive price. 

 

 

  

Example 7 [M1-2, M4-5, M13, E1-3, E7, E11-E13, E20-24]  
Azra sells furniture. She runs a promotional offer where she will pay the 
customer’s VAT. 

She sells sofas with a normal retail price of £500 plus VAT of £100 (i.e. £600). 

Maryam buys a sofa for £500. 

What VAT will Azra account for on this sale? 

State your answer rounded down to the nearest penny. 

The £500 is treated as VAT-inclusive so the VAT Azra must account for is:  

(£500 × 1/6) = £83.33 
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3.3 Prompt payment (cash) discounts 

Prompt payment discounts (also known as cash discounts or settlement discounts) 
are discounts offered if the customer pays the amount outstanding within a set 
period. 

VAT must be calculated on what customer pays 

 Problem – customer may or may not take discount  

Two possible solutions: 

 Invoice full amount – give credit note if customer takes discount. 

 Issue one invoice setting out full cost plus VAT with a note of discounted 
amount and related VAT. Must warn customers they can only claim VAT on 
actual amount paid. 
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Example 8 [M1-2, M4-5, M13, E1-3, E7, E11-E13, E20-24]  
Parker Ltd offers customers a 3% cash discount if payment is made within 30 
days. The company sells standard-rated goods with a full price of £575 
excluding VAT. 

(a) How much VAT should Parker Ltd account for if the customer takes 
the cash discount? 

(b) How much VAT should Parker Ltd account for if the company offers 
a trade discount of 5% and the customer takes the cash discount? 

State your answer rounded down to the nearest penny. 

 (a) (b) 

 £ £ 

List price 575.00 575.00 

Less: Trade discount Nil  

Less:  5% trade discount (5% × £575.00)  (28.75) 

 –––––– –––––– 

 575.00 546.25 

Less:  3% cash discount (3% × £575.00) (17.25)  

Less:  3% cash discount (3% × £546.25)  (16.39) 

 –––––– –––––– 

Price paid 557.75 529.86 

 –––––– –––––– 

VAT (20% × £557.75) 111.55  

VAT (20% × £529.86)  105.97 

 –––––– –––––– 

Alternatively, the VAT can be calculated as  

(a)  £111.55 (£575 × 97% × 20%) 

(b) £105.97 (£575 × 95% × 97% × 20%) 

VAT is calculated based on the price the customer pays, including the trade 
discount. 
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4.1 Simplified invoices 

 Businesses do not have to issue a tax invoice for every sale. 

 If a tax invoice is requested, it can issue a less detailed invoice for: 

– supplies ≤ £250 VAT-inclusive. 

 Simplified invoices only need to show: 

– unique invoice number 

– seller’s name and address 

– seller’s VAT registration number 

– time of supply (tax point) 

– description sufficient to identify goods and services 

– total amount payable (including VAT) for each rate of VAT  

– VAT rate applicable if items at different rates. 

 Retail businesses do not need to keep copies of less detailed invoices. 

 

  

Simplified invoices and modified 
invoices 
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Main differences compared to standard invoices: 

 no customer name and address 

 total includes VAT without VAT total being shown separately. 

If the business accepts credit cards: 

 can use the sales voucher given to the cardholder as a valid ‘less detailed 
invoice’ 

 provided it contains the information listed above. 

 

  

Illustration 2 – A simplified invoice  
 

Watt Electrical Stores 

15, The High Street 

Surbiton 

SY4 3RT 

VAT registration number : 123 45678 91 

15 May 2021 

3  Presto light bulbs £5.13 

6 Dynamic batteries £8.40 

   

 Total including VAT at 20% £13.53 
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4.2 Modified invoices 

A retailer can issue a modified invoice for retail supplies of more than 
£250.  These include all the information on a full invoice but also shows 
the VAT inclusive amount.  If VAT is charged at different rates on 
different products this must be shown separately for each. 

 



VAT documentation  

 

65 

 

 

 

Illustration 3 – A modified invoice  
 

  From: 

Watt Electrical Stores  

15, The High Street, Surbiton, SY4 3RT 

VAT registration number : 123 45678 91 

To: 

Rasheed Consulting  

2 Main Street, Little Village, LV1 2AA 

 

15 May 2021 

Invoice number: WT1003 

 

Qty Description Amt excl 
VAT 

VAT  
rate 

Amt inc 
VAT 

2  Laptops £260.00 20% £312.00 

2 Laptop stands £12.50 20% £15.00 

     

 Subtotal without VAT £272.50   

 VAT £54.50   

 TOTAL incl VAT £327.00   
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Example 9 [E1-3, E7, E11-E13, E20-24]     

Your client, Horatio, wants some help with his VAT invoices. 

Are the following statements about VAT invoices true or false? 

 True False 

All VAT invoices must show the rate of VAT 
on the supply. 

  

A VAT invoice should show the customer’s 
VAT registration number. 

  

All VAT registered businesses must always 
supply a full VAT invoice to their customers 
when requested. 

  

Where the value of a supply is more than 
£250, a business must always issue a 
detailed VAT invoice. 

  

Notes 

A VAT invoice should show the supplier’s VAT registration number. 

For supplies of £250 or less a supplier need only issue a less detailed invoice 
to UK customers. 

VAT invoices are not required if the supply is to a non-VAT registered 
customer. 
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4.3 Retention of invoices 

All businesses must keep records of: 

 all sales invoices issued 

except: 

 copies of the less detailed VAT invoices for items under £250 (including VAT)  

 all purchase invoices for items purchased for business purposes  

unless:  

– the gross value of the supply is £25 or less, and  

– the purchase was from:  

– a coin-operated telephone or vending machine, or  

– for car parking charges or tolls. 
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5.1 Credit notes 

 Must be: 

– clearly labelled as a credit note, and  

– have the number and date of the original tax invoice that it is crediting, and 

– similar information to that found on the original invoice. 

 Supplier – deducts VAT on credit note from output VAT payable.  

 Customer – deducts VAT on credit note from input tax recoverable.  

 If the supplier issues a credit note without making a VAT adjustment: 

– the credit note must say ‘This is not a credit note for VAT’.  

 Businesses cannot issue credit notes to recover VAT on irrecoverable (bad) 
debts. 

 Alternatively, a supplier can cancel the original invoice and reissue with the 
correct figures. 

 

  

Other documentation 
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5.2 Debit notes 

 If a customer returns goods to a supplier, they can: 

– wait for the supplier to issue a credit note, or 

– issue a debit note to the supplier. 

 However, cannot account for both a credit note and debit note for the same 
return! 

 Supplier – deducts VAT on debit note from output tax payable.  

 Customer – deducts VAT on debit note from input tax recoverable.  

5.3 Summary 

 SELLER 
(supplier) 

BUYER 
(customer) 

Seller issues credit note 
Deduct from  
output tax 

Deduct from  
input tax 

Buyer issues debit note 
Deduct from  
output tax 

Deduct from  
input tax 

Effect Reduce VAT payable Increase VAT payable 
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5.4 Pro forma invoices 

= an offer to supply goods or services and a request for payment before goods 
despatched  

 Not a VAT invoice. 

 It is replaced with a tax invoice once:  

– customer accepts the goods or services offered, and/or 

– payment received. 

 Must be marked with ‘This is not a VAT invoice’  

 The purchaser cannot use a pro forma invoice to recover input VAT. 

5.5 Orders, estimates, statements, delivery notes 

 No VAT consequences. 

5.6 ‘VAT-only’ invoices 

 Sometimes issued to correct VAT on an earlier tax invoice 

 These are valid VAT invoices. 
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Example 10 [E1-3, E7, E11-E15, E20-24]  

Wilfred is a VAT registered trader.  

What effect will the following events have on Wilfred’s VAT?  

 Output VAT Input VAT 

Wilfred receives a credit note 
from a supplier. 

No effect Decreases 

Wilfred receives a pro-forma 
invoice from a supplier. 

No effect No effect 

Wilfred issues a sales credit 
note to a customer. 

Decreases No effect 

Notes 

A credit note from a supplier is a purchase credit note in the hands of the 
customer. Purchase credit notes are deducted from purchases and hence 
input VAT decreases. 

A pro-forma invoice is not a valid VAT invoice.  

A sales credit note reduces output VAT. 
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Tax points = important to decide: 

 if a supply is before/after a change in the rate of VAT, or  

 reclassification of supplies from one VAT rate to another. 

 

 

  

Illustration 4  
Assume the rate of VAT changes from 20% to 25% on 1 June 2021. 

Changes in VAT legislation 

Tax point 

30 May 2021 

VAT at 20% 

1 June 2021 

Change in rate 
of VAT from 
20% to 25% 

Tax point 

5 June 2021 

VAT at 25% 
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Effect of rate change 

 Sales invoices – need correct rate.  

 Catalogues, price lists, website – must quote correct rate. 

 Retail business – prices to customers must be displayed correctly.  

 Input VAT – must be reclaimed at the rate shown on the invoice.  

Business may decide that when the VAT rate increases, they will: 

 not put prices up, but  

 absorb increase as a reduction in profit.  

If so, relevant staff must be informed. 

Here are some other examples of reasons why staff might need to be informed. 

Department Reason 

IT department  Ensure relevant changes made to computerised 
accounting system 

Sales ledger staff To raise/check sales invoices correctly 

Purchase ledger staff To check purchase invoices correctly 

Sales staff Ensure customers given correct prices 

Marketing department  Ensure new brochures/publicity is correct 

Staff generally Ensure expenses claims made correctly 
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Summary 

Changes in VAT 
legislation 

VAT documentation 

Tax points  Basic tax 
point 

Actual tax 
point 

VAT invoices 

Other 
documents Discounts 

Simplified and 
modified 
invoices 
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We recommend the following additional questions for the topics covered in this 
chapter: 

Study Text (for teaching throughout the Chapter) 

 VAT Documentation (Chapter 3): Test your understandings 1 to 14  

  

Additional tutor resources 
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By the end of this session you should be able to:  

 explain what is required for recovery of VAT input tax 

 explain the recovery of VAT on entertaining, cars and motor expenses 

 calculate VAT on the sales of capital assets 

 calculate the VAT adjustments required in respect of a fuel scale charge 

 understand how partial exemption works and how this affects the recovery of 
input VAT 

and answer questions relating to these areas. 

  

Chapter 4 
Input and output tax 

Outcome 

Knowledge, Skills and Behaviours: 

Knowledge: Business awareness, ethical standards and financial accounting 
and reporting 

Skills: Analysis, provides quality and accurate information & problem solving 

Behaviours: Adding value, ethics and integrity, personal accountability 
productivity 
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Overview 

Input VAT  Entertaining 
Cars and 

motor 
expenses 

Input and output tax 

Sales of 
capital 
assets 

Partial exemption 
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 VAT-registered traders can reclaim input tax 

– on goods and services for business use. 

 Usually need evidence (i.e. invoice). 

 Note there is no distinction between capital and revenue. 

 If an asset is purchased which has both business and non-business use 

– only the business use percentage can be recovered (subject to special 
rules that follow) 

 

  

Recovery of input tax 
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Blocked input VAT 

Business entertaining 

 Cannot recover VAT on any 
form of free or subsidised 
entertaining or hospitality 

except for 

– entertaining employees, 
and 

– overseas customers 

 If entertaining, employees and 
non-employees may also 
attend; can only recover VAT on 
proportion relating to: 

– employees, and 

– non-employees who are 
overseas customers 

Motor cars 

 Cannot recover input VAT on 
purchase of cars  

– unless used 100% for 
business 

 Examples of where VAT can 
be recovered on purchase of 
cars 

– taxi 

– driving school car 

– self-drive hire car 

 Can recover VAT on purchase 
of: 

– vans, lorries etc. 

 If pay for rent/hire of a car: 

– 50% of the input tax is 
recoverable as long as 
there is some business 
use 

Irrecoverable input 
VAT 
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Motor expenses 

Repairs etc. 

 Can recover all input VAT on: 

– running costs 

– except some fuel 

Fuel 

 Can recover all input tax if:  

– fuel used only for 
business 

 Special rules if: 

– private fuel supplied 

Car running costs 

Private fuel (car used both for business and 
private use and business pays all fuel costs) 

Scale charge 

 Can recover all input VAT on 
fuel BUT 

 Must account for fuel scale 
charge 

– add fuel scale charge 
(net of VAT) to outputs, 
and 

– add extra output tax to 
the total due to HMRC 

 The fuel scale charges are 
quoted VAT-inclusive 

– therefore, the output tax 
is calculated as 1/6 

Avoiding scale charge 

 Reclaim VAT on business fuel 
only  

– but detailed records of 
business and private 
mileage will need to be 
maintained 

 Not claim any VAT on fuel 

– but cannot claim VAT on 
fuel for any vehicles, 
even commercial 
vehicles such as vans 
and lorries 
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The VAT Act 1994 developed the idea of the fuel scale charge.  If 
traders wish to recover input tax on private fuel, they must apply these 
set rates. 

 The fuel scale charge is charged at a set amount and is based on  

– the carbon dioxide (CO2) emissions of the car 

– the length of the accounting period. 

 The figures provided in the reference material are the VAT-
inclusive amounts. To calculate the input tax you must multiply 
these by the VAT-fraction (20/120 or 1/6).  

 

 

 

Example 1 [M1-2, M4, M13, E1-3, E7, E11-E15, E20-24]  
Assertive Ltd is a VAT-registered company. The company provides a fully 
expensed car to Kira (an employee) for both business and private use. The 
car has CO2 emissions of 150g. 

For the quarter ending 31 May 2021, the company pays petrol costs of £560, 
which includes VAT of £93.33. Assertive Ltd will reclaim all of the input VAT. 

What is the effect on the VAT for the quarter? 

The VAT-inclusive scale charge for a car with this level of emissions is £292 
(see reference material), so the VAT included in this figure is £292 × 1/6 = 
£48.67. Therefore, the effect is to: 

Add to outputs on VAT return £243.33 (£292 – £48.67), and  

Add to output tax £48.67. 

Add to inputs on VAT return £466.67 (£560 – £93.33), and  

Add to input tax £93.33. 

Note that inputs and outputs on the VAT return are stated net and to nearest 
£. 
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Example 2 [M1-2, M4, M13, E1-3, E7, E11-E15, E20-24]  

Wendy is a VAT registered sole trader with two employees. She owns a car, 
which she uses 80% for business purposes, and a van, which is used by her 
two employees for business purposes only. All the costs of running the 
vehicles are paid for by the business. The annual running costs (VAT-
inclusive) for these vehicles are as follows: 

 Car 
£ 

Van 
£ 

Fuel 1,875 1,600 
Repairs and servicing 150 250 
Insurance and road tax 660 900 

Wendy has asked your manager the following questions: 

(a)  How much VAT input tax can I recover on the car and van running 
expenses? 

(b)  Will my private use of the car affect my VAT? 

You have done some research and discovered that fuel, repairs and servicing 
are all standard-rated whilst there is no VAT on insurance or road tax. 

Write briefing notes for your manager that answer Wendy’s questions. 

Provide any calculations rounded down to the nearest penny. 

(a) Running costs 

Input tax on vehicle running costs is recoverable in full provided there is 
some business use of the vehicle. 

 £ 

Fuel ((£1,875 + £1,600) × 20/120) 579.16 

Repairs and servicing ((£150 + £250) × 20/120) 66.66 

Insurance and road tax 0.00 

 ––––– 

Input VAT recoverable 645.82 

 ––––– 
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(b)  Private use of the car 

If Wendy reclaims the input tax on all of the fuel used in the car, including the 
fuel for private use, then an adjustment has to be made to output tax each 
quarter. An extra amount of output tax has to be paid over to HMRC based on 
the fuel scale charge that depends on the CO2 emissions of the car. 

This output tax represents a cost to the business. The customer pays output 
tax on sales but the business pays the output tax on the fuel scale charge. 

If Wendy does not want to pay the fuel scale charge then she has two options: 

 Keep detailed records of business and private mileage and claim back 
input VAT only on fuel for business use. 

 Claim no input VAT on fuel for the car and the van.  
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Output tax =  charged on all taxable sales by a VAT-registered trader  

 including most sales of capital assets.  

Sales of capital assets 

 

 

 

  

Charge VAT  

unless the asset = a car on which no input tax recovered  

Example 3 [M1-2, M4, M13, E11-E14]            
Damar owns a VAT-registered business manufacturing mobile phone 
accessories.  

He has made the following sales of capital assets. 

Calculate (to the nearest penny) the output tax at 20% chargeable on 
each sale. 

State your answer rounded down to the nearest penny. 

Item 
Input tax 

recovered 
Sale proceeds  

(excluding VAT) 
Output tax 

  £ £ 

Van Yes 14,000 2,800.00 

Car No 12,500 Nil 

Machinery Yes   6,500 1,300.00 

Output tax on sales of capital assets 
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5.1  Introduction 

We have seen so far that when dealing with: 

  a business making taxable supplies the input tax incurred can be recovered 
(subject to the rules discussed at the start of this chapter) 

  a business making exempt supplies the input tax incurred cannot be recovered.  

A partially exempt trader is one that makes both taxable and exempt supplies. 

For example: 

Estate agents  

  receive commissions from selling houses (standard-rated), and receive 
commissions from selling insurance (exempt) 

Dentists   

  dentistry work is exempt, but selling toothbrushes is standard-rated. 

A trader making a mix of standard-rated and zero rated supplies is not 
partially exempt.  Such a trader makes fully taxable supplies. 

 

When looking at a partially exempt supplier: 

  the input tax relating to their taxable supplies can be recovered in full BUT 

  the input tax relating to their exempt supplies can only be recovered if it is below 
a de minimis (small) level. 

 

  

Partial exemption 
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5.2  Process 

When dealing with a partially exempt trader: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Note: 

When apportioning input tax as above: 

 Residual input tax is input tax that cannot be directly attributed exclusively to 
making either taxable or exempt supplies. 

For example: business overheads 

 

  

Input tax must be apportioned 

Input tax on inputs 
used wholly to make 
taxable supplies 

e.g. for estate agent 

 advertising 

Recoverable 

Split in proportion to 
ratio of taxable to total 
supplies to ascertain 

 Part recoverable 

 Part 
irrecoverable 

Irrecoverable 

Input tax on inputs 
used wholly to make 
exempt supplies 

e.g. for estate agent 

 costs relating to 
insurance 
business 

Input tax on inputs 
used in both taxable 
and exempt parts of 
the business (see 
note) 

e.g. for estate agent 

 office 
photocopier, 
office heat and 
light 

If total irrecoverable input VAT 
is below a de minimis limit: 

 all input VAT can be 
recovered 
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5.3  The de minimis level 

As we have seen if the input tax relating to exempt supplies is classed 
as being de minimis (small), all of the input tax of the business can be 
reclaimed.  If not, only the input tax relating to taxable supplies can be 
recovered.  To be classed as de minimis: 

 On average the input tax relating to exempt supplies must not 
exceed £625 per month and 

 The input tax relating to exempt supplies must not exceed 50% of 
the total input tax. 

Both parts of this test must be passed for the exempt input tax to be 
classed as de minimis. 

 

 

Note: in the TPFB assessment understanding of the impact of the de minimis 
threshold is examinable rather than detailed calculations.  

Example 4 [M1-2, M4-5, M13, E11-E14]  
Simona runs a business making 75% taxable supplies and 25% exempt 
supplies. Her input tax of £50,550 in the quarter to 31 December was 
analysed as follows: 

Relating to taxable supplies  £35,000 (recoverable) 

Relating to exempt supplies  £9,250 (irrecoverable) 

Relating to overheads  £6,300 (partly recoverable) 

How much input VAT can be recovered for this quarter? 

The input VAT relating to overheads is split 75% (£4,725) recoverable and 
25% (£1,575) irrecoverable. 

The recoverable input tax is £39,725 (£35,000 + £4,725). 

The irrecoverable input tax is £10,825 (£9,250 + £1,575). If this were below 
the de minimis limit it could be recovered. 
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 An annual adjustment = required at the end of the year  

– to make sure that the correct amount of VAT is reclaimed  

– assuming the same calculations are performed using the annual figures. 
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Summary 

Input VAT  Entertaining 
Cars and 

motor 
expenses 

Input and output tax 

Sales of 
capital 
assets 

Partial exemption 
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We recommend the following additional questions for the topics covered in this 
chapter: 

Study Text (for teaching throughout the Chapter) 

 Input and output tax (Chapter 4): Test your understandings 1 to 6  

  

Additional tutor resources 
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By the end of this session you should be able to:  

 explain the timing and frequency of filing VAT returns and payment of VAT 

 understand how the time limits for payment of VAT differ depending on the 
payment method used 

 understand the process for signing up for Making Tax Digital (MTD) and its 
impact on choice of accounting systems 

 understand the circumstances in which monthly accounting may be beneficial 
for a business 

 explain how the filing and payment dates are modified for the VAT special 
schemes of annual, cash and flat rate accounting 

 understand the thresholds and criteria for the special schemes 

 and answer questions relating to these areas. 

  

Chapter 5 
VAT accounting schemes 

Outcome 

Knowledge, Skills and Behaviours: 

Knowledge: IT systems and processes, ethical standards and financial 
accounting and reporting 

Skills: Analysis and problem solving 

Behaviours: Adding value, ethics and integrity and personal accountability 
productivity 
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Standard 
scheme 

Annual 
accounting 

Cash 
accounting 

VAT accounting 
schemes 

Flat rate  

Overview 
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 In order to spread out HMRC’s work and the government’s cash flow: 

– traders are divided into one of 3 stagger groups. 

 The stagger groups are: 

– 31 Jan, 30 Apr, 31 July, 31 Oct 

– 28 Feb, 31 May, 31 Aug, 30 Nov or 

– 31 Mar, 30 June, 30 Sept, 31 Dec. 

 Submission date = normally must arrive with HMRC:  

 within one month and 7 days after the end of the return period  

 Returns must normally be filed electronically. 

 

 

  

Return periods = normally every 3 months  

Example 1 [E1-3, E7, E11-E15, E20-24]  

Bree is a VAT-registered trader who has not adopted any special accounting 
schemes. She has quarterly return periods to 31 March, 30 June, 30 
September and 31 December.  

What are the normal due dates for submitting her returns? 

7 May, 7 August, 7 November and 7 February 

Standard scheme 
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1.1 Making Tax Digital 

 VAT-registered businesses with taxable turnover of above the registration 
threshold are required to use the Making Tax Digital (MTD) service to store 
records digitally and submit their VAT returns using compatible software. 

 Signing up for MTD is the responsibility of the trader.  This is done through the 
Government Gateway and requires the trader’s Gateway user ID as well as 
VAT registration number. 

 Once a business has come within the MTD rules it will continue to be under the 
regime whilst it is registered for VAT. 

 This rule does not apply if the business deregisters for VAT. 

 Under FA2021, a VAT registered business with taxable turnover below the 
registration threshold can choose to use MTD, but is not currently required to do 
so. 

– Such a business must notify HMRC in writing before commencement of 
the period in which it wishes to start using MTD. 

– A business that has joined the regime voluntarily can choose to cease 
using MTD.  This will take effect in the period after the one in which it 
informs HMRC of this. This notification must be in writing. 

 A limited number of businesses are exempt from the MTD rules.  These are 
businesses that HMRC is satisfied one of the following applies to: 

– It is not practicable for the business to use MTD because of age, disability, 
remote location or some other valid reason, or 

– The business is subject to insolvency proceedings, or 

– The business is entirely run by people whose religious beliefs do not allow 
for the use of electronic communications or software. 

 Under the MTD rules the trader must use either: 

– a compatible software package that allows keeping of digital records and 
submission of VAT Returns or 

– bridging software to connect non-compatible software (like spreadsheets) 
to HMRC systems. The submission of any information to HMRC must be 
via an Application Programming Interface (API). It is expected that most 
businesses would use API-enabled software to keep records and submit 
information; however, the use of bridging software and API-enabled 
spreadsheets is also allowed. 

 If using more than one software package to keep records and submit returns, 
these must be linked. From 1 April 2021, digital links must be in place between 
all relevant software for keeping records and submitting returns.   
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1.2 Payment of VAT 

Payment of VAT must be made electronically and cleared HMRC’s 
bank account: 

 within same time limit as submission of the return (i.e. one month 
and seven days)  

 but direct debit payments = taken three working days after this 
deadline  

This is the latest possible payment date for a business. 

 The additional seven days do not apply if: 

– you use the annual accounting scheme (see below) 

– you are required to make monthly payments  
(compulsory for large businesses). 

If input tax exceeds output tax then repayment of VAT is due. 

 This is usually made within ten working days of receiving the return. 

 HMRC will make additional checks to ensure the claim is valid. 

 Traders who receive regular repayments can opt for monthly returns.  

– This provides a cash flow advantage as they get their repayments more 
quickly. 

 
  

Example 2 [E1-3, E7, E11-E14, E22-24]  
When should the following returns be submitted and the VAT paid? 

Business 
Period 
ended 

Payment by 
direct debit 

Submission 
date 

Payment date 

Reach 
Ltd 

31 May No 7 July 7 July 

Stretch 
Ltd 

30 November Yes 7 January 
3 working days 
after 7 January 



Chapter 5 

 

98 

 

 

 

 

 

 

 

  

 

 

 

 

 

 

 

 

If a trader meets the conditions for one of the special schemes, it is their 
choice whether to join the scheme or not.  If they do not elect to join, 
they are automatically entered into the standard scheme on registration. 

 

  

Overview of special schemes 

Annual 
accounting 

 One return per 
year 

 Ten monthly 
payments 

 Reduces 
administration 

 Account on 
basis of cash 
receipts and 
cash payments, 
not invoices 

 Reduces 
administration 

 Automatic 
irrecoverable 
(bad) debt relief 

Cash  
accounting 

Flat rate  
scheme 

 Calculate VAT 
as % of sales, 
input tax 
ignored 

 Reduces 
administration 

 May reduce 
output tax 
payable 

Special 
accounting 
schemes 
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3.1 Aim of scheme  

 Helping smaller businesses by reducing administration burden 

 Only one VAT return has to be submitted every year, but regular payments on 
account are made to ease cash flow. 

3.2 How scheme works 

 One VAT return per year submitted  

– within two months of end of annual return period  

 Business can make either monthly or quarterly interim payments. 

 If making monthly payments, nine interim payments on account made: 

– at end of months 4 to 12 of annual return period  

 Monthly payments are based on: 

– 10% of VAT liability for previous year (or estimate for new business)  

 If making quarterly payments, three interim payments on account made: 

– at end of months 4, 7 and 10 of annual return period  

 Quarterly payments are based on: 

– 25% of VAT liability for previous year (or estimate for new business)  

 For both monthly and quarterly payments a balancing payment will be due = 
made with the VAT return submission  

 All payments must be made electronically  

– at the end of each month  

– with no extra 7 days normally given for electronic payments.  

 

 

Annual accounting 
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3.3 Who can join? 

 Must be up-to-date with returns 

 Can join if: 

– taxable turnover in the next 12 months is estimated to be (excluding VAT 
and sale of capital assets)  

= no more than £1,350,000  

 Must leave scheme once: 

– taxable turnover at the end of the VAT accounting year  

= expected to exceed £1,600,000.  

If business is taken over, compare combined turnover to accounting date 
with this limit. 

 

  

Illustration 1  
Annual return period ending 31 March (business making monthly payments) 
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Advantages Disadvantages 

 Reduces administration burden 

 Two months to complete and 
submit annual VAT return and pay 
balancing amount (instead of usual 
one month) 

 Regular fixed payments 

– aids budgeting 

 Flexible  

– can make additional 
payments as and when you 
want to 

 Not useful for: 

– repayment businesses 

– businesses with declining 
taxable turnover, as the 
regular payments are based 
on last year’s liability which 
will be higher 

Note: A business can join the annual accounting scheme and either the cash 
accounting scheme or flat rate scheme, but not both. 
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Example 3 [M1-5, M13, E1-3, E7, E11-E14, E22-24]  

Filler Ltd accounts for VAT using the annual accounting scheme. 

The company’s VAT liability for the year ended 30 April 2021 was £36,000. 

When the finance director completes the tax return shortly after the year 
ended 30 April 2022 she calculates the VAT due for the year to be £38,000. 

State what payments Filler Ltd is required to make in respect of the year 
ended 30 April 2022 and when they are due assuming that: 

(a) the company has opted to make nine equal monthly payments. 

Payments on account totalling 90% of the VAT due for the previous year 
are required. Payments of £36,000/10 = £3,600 start on 31 August 2021 
and continue monthly until 30 April 2022. 

A final payment of £5,600 (£38,000 – (9 × £3,600)) is due along with the 
VAT return two months after the year end i.e. 30 June 2022. 

(b) the company has opted to make three equal quarterly payments. 

Payments on account totalling 75% of the VAT due for the previous year 
are required. Payments of £36,000/4 = £9,000 start on 31 August 2021 
and continue quarterly until 28 February 2022. 

A final payment of £11,000 (£38,000 – (3 × £9,000)) is due, along with 
the VAT return, two months after the year end i.e. 30 June 2022. 
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 Businesses usually account for VAT based on tax points whether or not they 
have received cash from customers. 

For example: 

If a business with a 30 June quarter end issues a sales invoice with a tax point 
date of 25 June 

– the output VAT must be included in the return to 30 June  

– even if the customer does not pay until August 

 With cash accounting, the tax point becomes: 

– the date of receipt of cash (for output tax), and  

– the payment to suppliers (for input tax)  

 VAT invoices must still be sent to customers. 

 

  

Cash accounting scheme 
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Who can join? 

 Same rules as for annual accounting scheme. 

Advantages Disadvantages 

 Businesses selling on credit do not 
have to pay over VAT until 
received from customers 

 Automatic irrecoverable (bad) debt 
relief: 

– If customer never pays, then 
the business does not have 
to account for output VAT 
and then have to reclaim it 
later as irrecoverable (bad) 
debt relief (see Chapter 6 for 
the relief) 

 Can be used with the annual 
accounting scheme 

 Input tax cannot be claimed until 
supplier has been paid  

– this may delay the recovery 
of input tax 

 Not suitable for: 

– businesses with mainly cash 
sales or zero-rated sales 

– as cash accounting delays 
the recovery of input tax  

 Not attractive to: 

– businesses providing 
continuous services  
(e.g. professional services), 
or  

– new businesses starting to 
trade (as they cannot recover 
VAT on stock/inventory and 
assets until paid for) 

 When you leave the scheme, must 
account for: 

– all outstanding VAT due on 
net receivables (i.e. 
receivables net of payables)  

– including potential 
irrecoverable (bad) debts 
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Example 4 [E1-3, E7, E11-E14, E22]    
Complete the table below stating which of these businesses would 
benefit from the cash accounting scheme. 

Description 

Benefit from cash 
accounting? 

Yes/No 

X Ltd is a company manufacturing mobile phone 
accessories which it sells to retail stores.  

Credit of up to 2 months is allowed for payment and 
X Ltd had to write off irrecoverable (bad) debts of 
£40,000 last year. 

Yes 

Busy Bakery Co makes bread which it sells to small 
local shops.  

This is a zero-rated activity. 

No 

Jason owns a high street shop and sells directly to 
the public.  

All sales are standard-rated for cash. 

No 
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5.1 Aim of scheme  

= simplifies the way in which a business calculates its VAT liability due to 
HMRC  

as input tax is not reclaimed, and  

does not have to be recorded or entered on the VAT return. 

 Must still issue tax invoices in the normal way on which VAT is calculated at the 
usual rate of VAT. 

 VAT account must still be maintained. 

 VAT payable for the VAT return  

= (Flat rate percentage × Total VAT-inclusive turnover). 

 ‘Total VAT-inclusive turnover’ includes 

– taxable supplies (i.e. standard, reduced and zero-rated), and  

– exempt supplies, but  

– not capital items.  

 The flat rate percentage: 

– varies with the type of trade, and  

– is allocated to the business by HMRC. 

 If a business joins the flat rate scheme during its first year of VAT registration: 

– a 1% reduction is given on the flat rate percentage. 

 If a business changes trade sector: 

– its flat rate percentage must be changed to the one appropriate for the 
new sector. 

  

Flat rate scheme 
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5.2 Who can join? 

 Can join if: 

– taxable turnover of the business for the next 12 months 

– is not expected to be more than £150,000 (VAT-exclusive).  

 Must leave scheme when: 

– VAT-inclusive turnover (including taxable and exempt supplies)  

– for the previous 12 months  

– exceeds £230,000. 

If business is taken over, compare combined turnover for next 12 months to this limit. 

Advantages Disadvantages 

 Simplification of VAT return: 

– do not have to keep records 
of VAT on each individual 
sale or purchase 

– less chance of making a 
mistake calculating VAT 

 Easier administration: 

– do not have to make 
decisions about which input 
tax can or cannot be 
reclaimed 

 May pay less VAT than using 
standard method 

 Certainty: 

– aids budgeting as a fixed % 
of turnover is paid over as 
VAT 

 Can be used together with the 
annual accounting scheme 

Not suitable for: 

 businesses that would receive 
repayments using normal method 

 businesses with higher than usual 
(for their trade sector) level of input 
tax 

– as they will end up paying 
more VAT than under 
standard scheme 

 businesses making higher 
amounts of zero-rated or exempt 
sales than others in their trade 
sector 

– as they will end up paying 
more VAT than under 
standard scheme 
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5.3 Limited cost businesses 

 A limited cost business is one that has VAT-inclusive cost of 
relevant goods of: 

– less than 2% of VAT-inclusive turnover or  

– greater than 2% of VAT inclusive turnover but less than 
£1,000 per year (£250 per quarter) 

 Relevant goods, are goods used exclusively in the business and include stock, 
stationery, gas and electricity. 

 When operating the flat rate scheme, a limited cost business will use a flat rate 
of 16.5% rather than the percentage that applies to its particular trade sector. 

5.4 Capital expenditure 

 If a business uses the flat rate scheme it can still separately reclaim any VAT on 
single items of capital expenditure, assuming such items cost £2,000 or more 
(VAT inclusive) 

 The input VAT on such items is included in Box 4 of the VAT return 
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Example 5 [M1-2, M5, M13, E1-3, E7, E11-E14, E22-24]  
Plaster Ltd sells medical goods. The company has turnover of £90,000 
(excluding VAT) for the year ended 30 September 2021 of which £76,000 is 
taxable turnover and £14,000 is exempt supplies.  

Plaster Ltd has been in the flat rate scheme for two years. 

(a) If the flat rate percentage for this type of business is 8%, calculate 
the VAT liability for the year. 

 £ 

Taxable turnover  76,000 

Add: VAT at 20% 15,200 

 ––––––– 

 91,200 

Add: Exempt turnover 14,000 

 ––––––– 

Turnover for flat rate calculation 105,200 

 ––––––– 

VAT at 8% 8,416 

 ––––––– 

(b) Assuming Plaster Ltd is a limited cost business, calculate the VAT 
liability for the year. 

 £ 

Taxable turnover  76,000 

Add: VAT at 20% 15,200 

 ––––––– 

 91,200 

Add: Exempt turnover 14,000 

 ––––––– 

Turnover for flat rate calculation 105,200 

 ––––––– 

VAT at 16.5% 17,358 

 ––––––– 
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Example 6 [M1-2, M5, M13, E11-E14, E22-24]  

In the year ended 31 December 2021 Rustle Ltd makes actual taxable sales 
(excluding VAT) of £120,000. 

Rustle Ltd also has some exempt supplies, the value of which is £10,000. 

Total purchases excluding VAT are £30,000 all of which are used for the 
taxable sales. 

Calculate the VAT due for the year using: 

(a) the normal rules. 

  £ 
Output VAT on standard-rated sales (£120,000 × 20%) 24,000 
Input VAT (£30,000 × 20%) (6,000) 
  –––––– 
VAT payable  18,000 
  –––––– 

(b) the flat rate scheme using a flat rate of 10.5%. 

VAT inclusive turnover is (£120,000 × 120%) + £10,000 = £154,000. 

Therefore VAT under the flat rate scheme is £154,000 × 10.5% = 
£16,170, which represents a VAT saving of £1,830 (£18,000 – £16,170).  

Additionally, administration is simplified: Rustle Ltd will not have to keep 
records of input VAT.  
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We recommend the following additional questions for the topics covered in this 
chapter: 

Study Text (for teaching throughout the Chapter) 

 VAT Accounting Schemes (Chapter 5): Test your understandings 1 to 10  

 

Additional tutor resources 
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By the end of this session you should be able to:  

 understand what is included in all relevant boxes of the VAT return 

 review VAT returns from accounting information and reconcile the VAT return to 
accounting records 

 understanding how to identify reasons for differences between the VAT return 
and the VAT control account  

 calculate the adjustments needed for irrecoverable (bad) debts 

 process the appropriate adjustments for previous period VAT returns 

 understand how to communicate VAT information 

and answer questions relating to these areas. 

  

Chapter 6 
VAT returns 

Outcome 

Knowledge, Skills and Behaviours: 

Knowledge: IT systems and processes, ethical standards and financial 
accounting and reporting 

Skills: Analysis, communication, produces quality and accurate information and 
problem solving 

Behaviours: Ethics and integrity, personal accountability, team working and 
collaboration  
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Overview 

Errors 
Non-recoverable 

VAT 
Irrecoverable 
(bad) debts 

Completion VAT return 
Communicating 
VAT information 

Adjustments 

VAT control 
account 
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Most businesses now are subject to Making Tax Digital (MTD) regime, under which 
the VAT return (also known as VAT 100) is completed automatically using the MTD 
systems.  However, some (for example those which applied for an exemption for 
MTD) still complete online VAT returns. In addition, it may become necessary to 
check information in a VAT return completed under MTD. 

In your assessment, you will have to verify a VAT return to information supplied from 
a business’s accounting records. For this reason, you need to understand what 
information should appear in each box of the VAT return.  

There are nine boxes in a VAT return.  

 Boxes 1 to 5, which are actual VAT amounts, should be completed in pounds 
and pence.  

 Boxes 6 to 9, which are totals of inputs and outputs, should be entered to the 
nearest whole pound. 

An example of a VAT return is shown on the next page. 

 

  

The VAT return 



Chapter 6 

 

116 

VAT Return 
01 Jan 21 to 31 Mar 21 

    

     

 VAT due on sales and other outputs 1 £469.26  
     

 VAT due on intra-community acquisitions of goods made in Northern Ireland 
from EU Member States 

2 £0.00  

     

 Total VAT due 
(the sum of boxes 1 and 2) 

3 £469.26  

     

 VAT reclaimed on purchases and other inputs 
(including acquisitions from the EU) 4 £0.00  

     

 Net VAT to be paid to Customs by you 
(difference between boxes 3 and 4) 5 £469.26  

     

 Total value of sales and all other outputs excluding any VAT    ? 6 £4,266  
     

 Total value of purchases and all other inputs excluding any VAT 7 £0  
     

 Total value of intra-community dispatches of goods and related costs, excluding 
any VAT, from Northern Ireland to EU Member States 

8 £0  

     

 Total value of intra-community acquisitions of goods and related costs, 
excluding any VAT, made in Northern Ireland from EU Member States 

9 £0  
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Illustration 1  
Provided below are the summarised day books for a business, we will see 
how these numbers would appear in a VAT return. 

Sales day book Total 
£ 

VAT 
£ 

Sales 
£ 

 

Total   31 March 2022 4,489.20 748.20 3,741.00  

 –––––––– –––––––– ––––––––  

 

Purchase day book Total 
 
£ 

VAT 
 
£ 

Purchases 
 
£ 

Other 
expenses 

£ 

Total   31 March 2022 3,294.00 549.00 1,690.00 1,055.00 

 –––––––– –––––––– –––––––– –––––––– 

 

Cash receipts book Total 
 
£ 

VAT 
 
£ 

Cash 
sales 

 
£ 

Cash from 
debtors 

£ 

Total   31 March 2022 4,427.00 22.00 110.00 4,295.00 

 –––––––– –––––––– –––––––– –––––––– 

 

Cash payments book Total 
 
£ 

VAT 
 
£ 

Cash 
purchase 

£ 

Pay to 
creditors 

£ 

Total   31 March 2022 2,877.00 12.00 60.00 2,805.00 

 –––––––– –––––––– –––––––– –––––––– 

 

Petty cash book Total 
£ 

VAT 
£ 

Sundry 
£ 

Total   31 March 2022 148.80 24.80 124.00 

 –––––––– –––––––– –––––––– 

Completing the VAT return 
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Illustration 1 (continued)  
 

  £ 

VAT due in the period on sales and other outputs Box 1 770.20 (W1) 

VAT due in the period on acquisitions of goods 
made in Northern Ireland from EU Member States  

Box 2 0.00 

Total VAT due (the sum of boxes 1 and 2)  Box 3 770.20 

VAT reclaimed in the period on purchases and 
other inputs (including acquisitions from the EU)  

Box 4 585.80 (W2) 

Net VAT to pay to HMRC or reclaim  
(Difference between boxes 3 and 4)  

Box 5 184.40 

Total value of sales and all other outputs excluding 
any VAT. 

Box 6  3,851(W3) 

Total value of purchases and all other inputs 
excluding any VAT.  

Box 7 2,929 (W4) 

Total value of intra-community dispatches of goods 
and related costs, excluding any VAT, from 
Northern Ireland to EU Member States  

Box 8 0 

Total value of intra-community acquisitions of 
goods and related costs, excluding any VAT, made 
in Northern Ireland from EU Member States  

Box 9 0 
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Illustration 1 (continued)  
 

Workings   

  £ 

(W1)  Box 1 Sales day book 748.20 

 Cash receipts book 22.00 

  –––––––– 

 Total VAT due in the period on sales 770.20 

  –––––––– 

(W2)  Box 4 Purchase day book 549.00 

 Cash payments book 12.00 

 Petty cash book 24.80 

  –––––––– 

 Total VAT reclaimed in the period 585.80 

  –––––––– 

(W3)  Box 6 Sales day book 3,741 

 Cash receipts book 110 

  –––––––– 

  3,851 

  –––––––– 

(W4)  Box 7 Purchase day book (£1,690 + £1,055) 2,745 

 Cash payments book 60 

 Petty cash book 124 

  –––––––– 

  2,929 

  –––––––– 
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 The VAT control account must be maintained 

= to show the amount that is due to or from HMRC at the end of each quarter. 

 The VAT control account = part of the double entry accounting system. 

 It is important to realise that: 

– the balance on the VAT account should agree  

– to the balance of VAT payable/reclaimable on the VAT return.  

 If the balances do not agree: 

– this is a sign that an error has been made.  

 Given below is a typical proforma of a VAT account 

– but you do not need to learn this pro forma. 

 

  

The VAT control account 
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VAT account – 1 January 2022 to 31 March 2022:  

VAT deductible – input tax  VAT payable – output tax  

 £  £ 

VAT you have been charged on 
your purchases 

 VAT you have charged on your 
sales 

£ 

 January X  January X 

 February X  February X 

 March X  March X 

 

 

VAT due on purchases under 
the reverse charge procedure 
(see Chapter 7) X 

Adjustments of previous errors   

(if within error threshold – see Chapter 7)   

Net input tax adjustments X Net output tax adjustments X 

Irrecoverable (bad) debt relief  
(see later) X 

  

 ––  –– 

Subtotal X Subtotal X 

Less: VAT on credits received from 
suppliers 
(e.g. credit notes received) 

 
 

(X) 

Less: VAT on credits allowed to 
customers 
(e.g. credit notes issued) 

 
 

(X) 

 ––  –– 

Total tax deductible X Total tax payable X 

 ––   

  Less: Total tax deductible (X) 

   –– 

  Payable to HMRC X 

   –– 

Note: The VAT shown is not strictly set out like a double entry account as the VAT 
on credit notes received is deducted from input tax and the VAT on credit notes 
issued is deducted from output tax instead of being credited and debited respectively.  

Nevertheless, it is part of the double entry system. 
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VAT account for the illustration in section 2 above: 

 £  £ 

VAT on purchases 549.00 VAT on sales 748.20 

 12.00  22.00 

 24.80   

 –––––––  ––––––– 

Total tax deductible 585.80 Total tax payable 770.20 

 –––––––   

  Less: Total tax deductible 585.80 

   ––––––– 

  Payable to HMRC  184.40 

   ––––––– 

In the real assessment, you may be asked to identify the reason for a 
discrepancy between VAT due per the VAT account and VAT due per 
the VAT return. 

Typically, you may be asked to select the correct error from a choice.  
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 If a business buys zero-rated items there will not be any VAT to include in Box 
4. 

 When a business spends money on UK customer entertaining, supplier 
entertaining and cars with some private use, they cannot recover input VAT.  

 VAT on these items must not be included in the input VAT recoverable in Box 4 
of the return. 

 There are different views on how the purchases of these items should be dealt 
with in Box 7 of the return.  

 However, in this material the VAT-exclusive figure for all 
purchases, including zero-rated purchases and items on which 
VAT cannot be recovered, is included in Box 7.  

– This method is accepted in the real assessment. 

 Wages, dividends and salaries should not appear anywhere in the VAT return.  
These are out of the scope of VAT, meaning they are not used in any VAT 
calculations. 

 

  

Purchase of items with non-recoverable 
VAT 
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Example 1 [M1-2, M4, M13, E1-3, E7, E11-E13, E20-24]  
A business has voluntarily registered for VAT but has not registered for 
Making Tax Digital. The following accounts have been extracted from the 
ledgers for the quarter ended 31 March. The VAT control account has not 
been totalled 

Sales account 

Reference Debit 
£ 

Reference Credit 
£ 

  
Sales day book  
– UK credit sales 5,682.00 

Balance c/d 5,812.00 
Cash receipts book  
– UK cash sales 130.00 

Total 5,812.00 Total 5,812.00 

Purchases account 

Reference Debit 
£ 

Reference Credit 
£ 

Purchases day book 
 – UK purchases 3,030.00 Balance c/d 3,270.00 
Cash payments book  –  UK 
cash purchases 75.00 

 
 

Petty cash book  
– UK  petty cash purchases 165.00 

 
 

Total 3,270.00 Total 3,270.00 

VAT control account 

Reference Debit 
£ 

Reference Credit 
£ 

Purchases day book –  UK 
purchases 606.00 

Sales day book  
– UK credit sales 1,136.40 

Cash payments book – UK 
cash purchases 15.00 

Cash receipts book  
– UK cash sales 26.00 

Petty cash book  
– UK petty cash purchases 33.00   

On the last day of the period the business purchased a car for the managing 
director costing £25,200 including VAT. He will use the car for both private 
and business purposes. This purchase has not yet been recorded in the 
ledger accounts above. 

Complete the VAT return overleaf. 
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Example 1 (continued)  
 

  £ 

VAT due in the period on sales and other outputs Box 1 1,162.40 (W1) 

VAT due on intra-community acquisitions of 
goods made in Northern Ireland from EU Member 
States  

Box 2 0.00 

Total VAT due (the sum of boxes 1 and 2)  Box 3 1,162.40 

VAT reclaimed on purchases and other inputs, 
(including acquisitions from the EU)  

Box 4 654.00 (W2) 

Net VAT to be paid to Customs by you  
(Difference between boxes 3 and 4)  

Box 5 508.40 

Total value of sales and all other outputs 
excluding any VAT. Include your box 8 figure  

Box 6 5,812 

Total value of purchases and all other inputs 
excluding any 
VAT. Include your box 9 figure  

Box 7 24,270 (W3) 

Total value of intra-community dispatches of 
goods and related costs, excluding any VAT, from 
Northern Ireland to EU Member States  

 

Box 8 0 

Total value of intra-community acquisitions of 
goods and related costs, excluding any VAT, 
made in Northern Ireland from EU Member States  

Box 9 0 

Note: in the assessment, you will not be asked to complete a VAT return, 
but you are required to know what belongs in each box. 
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Example 1 (continued)  
 

Workings   

  £ 

Box 1 Sales day book 1,136.40 

 Cash receipts book 26.00 

  ––––––––– 

 Total VAT due in the period on sales 1,162.40 

  ––––––––– 

Box 4 Purchases day book 606.00 

 Cash payments book 15.00 

 Petty cash book 33.00 

  ––––––––– 

 Total VAT reclaimed in the period 654.00 

  ––––––––– 

Box 7 Purchases  3,270 

 Car (VAT-exclusive £25,200 × 100/120) 21,000 

  ––––––––– 

 Total 24,270 

  ––––––––– 

(Note the business cannot recover VAT on the car so the VAT is NOT added 
to Box 4) 
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 Suppliers are not allowed to issue credit notes to recover VAT on 
irrecoverable (bad) debts. 

 Instead, the business must make an adjustment through the VAT 
return. 

5.1 Conditions for obtaining irrecoverable (bad) debt relief 

The business can reclaim VAT on irrecoverable (bad) debts if: 

 output tax was paid on the original supply to HMRC, and  

 six months have elapsed between the date payment was due (or 
the date of supply if later) and the date of the VAT return, and  

 the debt is less than four years and six months old, and  

 the debt has been written off as a irrecoverable (bad) debt in the 
accounting records, and  

 the debt has not been sold/given to a debt factoring company, and  

 the business did not charge more than the selling price for the 
items. 

If the business receives a repayment of the debt later: 

 it must make an adjustment to the VAT relief claimed. 

Bad debt relief does not apply when a business is in the cash accounting scheme 
(see Chapter 5).  This is because no output tax will be paid over to HMRC until the 
customer has paid it to the supplier.  

 

  

Irrecoverable (bad) debts 
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5.2 Method of relief 

 The irrecoverable (bad) debt relief (i.e. the VAT element of the debt) 

= is entered in Box 4 of the return, along with the VAT on purchases. 

 No adjustment is made for the net amount of the bad debt within the VAT 
return. 

Be very careful when computing the VAT on the irrecoverable (bad) debt.  

Check carefully to see if the amount of the irrecoverable (bad) debt 
given in the question is VAT-inclusive, or VAT-exclusive. This is likely to 
be stated VAT-inclusive, because the amount the customer owes is the 
amount that includes VAT.  

To calculate the VAT for a VAT-inclusive debt: 

 multiply the irrecoverable (bad) debt by 20/120 (or 1/6) 

 

 

  

Example 2 [M1-2, M4 M13, E1-3, E7, E11-E13, E20-24]  

On 1 March 2022, Red Ltd wrote off two debts as follows (all figures are VAT-
inclusive):  

£41,046 due for payment on 1 June 2021 

£19,700 due for payment on 1 December 2021 

State the amount of relief for impaired debts available to the company in 
the return for the quarter ended 31 March 2022. 

On the first debt, the VAT included of £6,841 (1/6 × £41,046) can be 
recovered by treating it as additional input VAT in the quarter ended 31 March 
2022. 

The second debt is less than six months old, so no relief is available yet. 
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 ‘Net VAT errors’ made in previous VAT returns which are not deliberate and are 
below the disclosure threshold (see Chapter 7) can be adjusted for on the VAT 
return. 

 A single error affecting output tax is adjusted for in Box 1.  

 A single error affecting input tax is adjusted for in Box 4.  

 If there are several errors, they are netted off and the one single figure for net 
errors will then be entered as follows:  

– If the net error resulted in VAT being overpaid  

–  include in Box 4 as additional input tax.  

– If the net error resulted in VAT being underpaid 

– include in Box 1 as additional output tax.  

 

Errors 



Chapter 6 

 

130 

 

 

  

Example 3 [M1-5, M13, E1-3, E7, E11-E14, E22-24]  
Classic Ltd has voluntarily registered for VAT but has not registered for 
Making Tax Digital. During the quarter the company has made total purchases 
(all standard-rated) of £12,000 (net of VAT).  

Classic Ltd has written off an irrecoverable (bad) debt of £1,500 (including 
VAT). The customer should have paid this amount 8 months ago. 

The company also needs to correct an error from its last VAT return where 
input VAT was under claimed by £350. 

How much input VAT should Classic Ltd include in Box 4? 

State your answer rounded down to the nearest penny. 

 £ 

VAT on purchases (£12,000 × 20%) 2,400.00 

VAT on irrecoverable (bad) debt (£1,500 × 20/120) 250.00 

Net under claim of VAT 350.00 

 ––––––––– 

Box 4 3,000.00 

 ––––––––– 
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The domestic reverse charge scheme went live on 1 March 2021.  The scheme has 
been introduced in order to reduce “missing trader” fraud, which is estimated to result 
in lost VAT revenue of around £100m each year.  A missing trader is one who 
deliberately avoids paying VAT on taxable supplies in the UK, usually by exploiting 
the rules regarding cross border transactions (seen in Chapter 7). 

 The reverse charge must be used for most supplies of building and construction 
services, for individuals or businesses who are registered for VAT in the UK, 
reported within the Construction Industry Scheme (CIS), with the exception of 
some excluded categories (beyond the TPFB syllabus). 

The reverse charge does not apply to consumers and final customers. 

7.1 Impact for the supplier 

Once the supplier has confirmed that the reverse charge applies to a customer:  

 the customer does not pay the VAT on the purchase to the supplier and 

 invoices must make it clear that the reverse charge applies so no VAT has been 
charged but 

 the amount of VAT due, or the rate of VAT payable, must be clearly indicated 
on the invoice. 

 the only entry the supplier will make on the VAT return is to include the net sale 
on box 6. 

7.2 Impact for the customer 

Under the rules for the reverse charge scheme, the responsibility for accounting for 
VAT falls to the purchaser rather than the supplier. 

The customer: 

 pays the output tax directly to HMRC through their own VAT return.  

 accounts for both the output and input tax (if it relates to taxable supplies).  
These will usually be included on the same VAT return.  

  

Reverse charges 
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The entries in the VAT return will be: 

 the customer will include output tax in box 1 of the return 

 if the purchase relates to taxable supplies, the input tax will be included in box 4 
of the return 

 the net purchase will be included in box 7. 

Note: the net amount should not be included as a sale. 

 

Example 4 [M1-2, M4 M13,E1-3, E7, E11-E13]  
Jadon is a sole trader, trading as a builder who is both VAT and CIS 
registered.  In the quarter ended 31 December 2021 Jadon’s business made 
sales of £60,000.  Jadon’s sales are exempt from the reverse charge scheme.  
He purchased construction services worth £26,000 (these fall within the 
reverse charge scheme) within the period and also made other purchases of 
value £18,000. 

What figures should be included in Boxes 1 and 4 of Jadon’s VAT return 
(figures should be shown including pounds and pence)? 

Jadon 

Box 1: 

 £ 

VAT on sales (£60,000 × 20%) 12,000.00 

VAT on CIS purchases (£26,000 × 20%) 5,200.00 

 ––––––––– 

 17,200.00 

 ––––––––– 

Box 4 

 £ 

VAT on CIS purchases (£26,000 × 20%) 5,200.00 

VAT on other purchases (£18,000 × 20%) 3,600.00 

 ––––––––– 

 8,800.00 

 ––––––––– 
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Once the return has been completed, it must be submitted to HMRC and any VAT 
owing paid over to HMRC.  

 In your assessment you may be asked to complete a short email to the financial 
accountant or another manager, giving the details of the return submission and 
the amount payable or receivable.  

 Alternatively, the email could give information about rate changes or answer 
queries about the treatment of various items. 

 It will be important for the financial accountant (or other person responsible for 
managing the business cash), to know when the payment will be made, so that 
they can make sure the funds are available in the bank account at the correct 
time.  This will be an important part of the budgeting process. 

 Note that if the business wants to pay its VAT as late as possible it should use 
the direct debit method as this gives an additional three working days of credit. 
(This should be communicated as three working days, not three calendar days) 

You may be required to complete a response similar to that shown below. The words 
in boxes may have to be selected from drop down menus.  

 

  

Communicating VAT information 
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Ethical implications 

Must adhere to AAT’s Professional Code of Ethics. 

 Advising managers of correct payment dates demonstrates 
professional competence and due care. 

 Must act with integrity and resist pressure to omit transactions or 
falsify dates. 

 VAT can be complicated, particularly when dealing with overseas 
transactions.  If asked for information that is beyond your level of 
knowledge or experience you should refer queries to your line 
manager. 

 

  

Illustration 2  

To: Financial Accountant 

From: Accounting technician 

Date: 17 August 2021 

Subject: VAT return 
 

I have completed the information for the VAT return for the quarter ended 31 
July 2021.  

The amount of VAT payable will be £2,456.77 

This will be paid electronically by 7 September 2021. 

If you need any further information, please contact me. 
 

Best wishes 
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We recommend the following additional questions for the topics covered in this 
chapter: 

Study Text (for teaching throughout the Chapter) 

 VAT Returns (Chapter 6): Test your understandings 1 to 8  

  

Additional tutor resources 
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By the end of this session you should be able to:  

 calculate VAT for imports and exports 

 understand how to account for postponed import VAT 

 explain the treatment of supplies of services 

 understand the powers of HMRC to penalise a business that has failed to 
register for VAT and the details of the penalty regime applicable 

 understand the consequences of late submission and non-submission of VAT 
returns and how the surcharge regime may apply 

 understand the consequences of late payment or non-payment of VAT due and 
the penalty regime applicable 

 understand if previous period errors or omissions can be corrected by 
amendments in the current VAT return and the consequences of failing to 
correct 

 understand the thresholds where which previous VAT errors must be separately 
declared and the consequences of failing to do so  

 understand the operational and legal consequences of incorrect recovery of 
VAT  

and answer questions relating to these areas. 

  

Chapter 7 
Overseas aspects, errors and penalties 

Outcome 
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Knowledge, Skills and Behaviours: 

Knowledge: Ethical standards and financial accounting and reporting 

Skills: Analysis, communication, produces quality and accurate information and 
problem solving 

Behaviours: Adding value and ethics and integrity  
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1.1 Exports  

When a UK business sells goods to a customer based outside of the 
UK, these goods will be treated as follows for VAT purposes 

 Zero-rated 

 Output tax charged at 0% 

 Include with other sales in Box 6. 

1.2 Imports 

 From 1 January 2021, UK registered business importers (purchasing of goods 
from outside the UK) can elect to use postponed VAT accounting.  This means:  

– the UK customer must charge itself output tax on the purchase of goods at 
the relevant UK rate in its own VAT return.   

– if the goods relate to taxable supplies of the business this amount paid can 
then be reclaimed as input tax in the same VAT return (in other words 
these goods are treated just like normal UK purchases on the VAT return) 

– include the output tax the business is charging itself in box 1 

– include amount paid as input tax in Box 4, and  

– include the VAT-exclusive cost in the total of purchases in Box 7. 

 A consumer or business not registered for VAT will pay VAT on imports at the 
point of entry to the UK.  As they are not registered for VAT they will not be able 
to reclaim this VAT so it will be an additional cost of the goods to the customer. 

 A VAT registered business can choose to pay VAT at the point of entry rather 
than through postponed VAT accounting in its own VAT return.  This will mean 
output VAT is payable earlier so would not usually be recommended. 

 

Supply of goods 
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Example 1 [M1-2, M13,E1-3, E7, E11]  

Alanis has voluntarily registered for VAT but has not registered for Making 
Tax Digital. In the quarter ended 31 December 2021, she makes the following 
sales of standard-rated items. 

 £ 

Sales to UK customers 12,000 

Sales to French customers  6,900 

All figures are VAT-exclusive.  

(a) How much output VAT should Alanis include in Box 1? 

State your answer rounded down to the nearest penny. 

  £ 

VAT on standard-rated sales (£12,000 × 20%) 2,400.00 

 –––––––– 

(b) What value of sales (excluding VAT) should Alanis include in Box 
6? 

 £ 

UK sales 12,000 

Sales to French customers who are registered for VAT   6,900 

 –––––––– 

Total sales 18,900 

 –––––––– 
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Example 2 [M1-2, M13, E1-3, E7, E11]    
DeMarcus runs a business that buys and sells goods from both inside and 
outside the EU. He uses postponed VAT accounting for his international 
purchases. 

For his latest VAT period: 

 £ 

Sales to UK customers 12,000 

Sales to Italian customers 10,000 

Sales to Japanese customers 12,800 

  

Purchases from UK businesses 8,000 

Purchases from China 12,900 

All figures are VAT-exclusive.  

All sales and purchases are standard-rated or would be standard-rated if 
purchased in UK. 

Are the following statements about DeMarcus’ VAT return true or false? 

 True False 

Box 1 of the VAT return will show a figure of 
£6,960.00. 

  

Box 4 of the VAT return should show a figure of 
£4,180.00. 

  

Box 6 will include the net amount of the sales to 
the customers in UK, Italy and Japan. 

  

The Box 7 figure will be £8,000.   

Notes 

DeMarcus must charge VAT at the standard rate on his sales to UK 
customers but any supplies of goods overseas are zero-rated.  

When purchasing goods from outside the UK under postponed VAT 
accounting DeMarcus must both charge himself output tax and reclaim this as 
input tax.  Both entries must be shown.  
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Example 2 (continued)  
 

Workings    

    £ 

(W1)   Box 1 VAT on UK standard-rated sales and 
imports of goods from overseas 

 

 (£12,000 + £8,000 + £12,900) × 20% 6,580.00 

  –––––––––– 

(W2)   Box 4 VAT reclaimed  

 (£8,000 + £12,900) × 20% 4,180.00 

  –––––––––– 

(W3)   Box 6 Total sales  

 (£12,000 + £10,000 + £12,800) 34,800 

  –––––––––– 

(W4)   Box 7 Total purchases  

 (£8,000 + £12,900) 20,900 

  –––––––––– 
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2.1 Place of supply 

The place of supply rules help to decide how VAT is charged on 
overseas transactions.  In broad terms, the rules are as follows. 

 

Services (a) Business to business (B2B) 
(i.e. supplies to business customers) 

The supply is treated as made in the country where the customer 
belongs.  

If the customer is based outside the UK, then VAT must be applied 
by the customer in accordance with the ‘reverse charge’ procedure 
(see below). 

(b) Business to consumer (B2C) 
(i.e. supplies to non-business customers and businesses that are not 
registered for VAT) 

The supply is treated as made in the country where the supplier is 
belongs.  

Therefore, if the supplier is based in the UK then VAT must be 
applied in the normal way. 

 

  

Supplies of services 
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2.2 Business to business transactions (B2B) 

 Treated as being supplied in the country where the customer is based. This 
means that from the supplier’s perspective, the supply is treated as being 
outside the scope of VAT and only the net value of the supply goes into Box 6 
of the VAT return. 

 If the business customer who is purchasing the services is based in the UK, 
VAT has to be accounted for by the customer in accordance with the ‘reverse 
charge’ mechanism. 

2.3 The reverse charge 

 When a UK business purchases services from overseas it must follow the 
‘reverse charge’ principle.  

 The acquiring business is treated as if it had supplied the services to itself and 
VAT will be accounted for at the rate applicable to that type of supply in the UK. 

 Output tax must be paid by the acquiring business and included in Box 1 of the 
return. It can then be recovered by including it in Box 4 of the return.  

 The net value of the supply must then be included in Box 6 (sales) and Box 7 
(purchases). 

 This is a ‘paper’ transaction with no cash flow implications. Provided the 
purchasing business is not partially exempt there will be no net cost to the 
business. 

2.4 Business to consumer or unregistered business (B2C) 

 Treated as being supplied in the country where the supplier is belongs. 

 Treat like any other normal sale i.e. include any output VAT in Box 1 and sales 
in Box 6. 

 There are exceptions and complications to this rule but these are not 
assessable in the TPFB exam. 
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2.5 Summary 

In the exam, assume all supplies would be standard-rated if supplied in 
UK. When looking at the impact on the VAT return of a UK registered 
business of overseas transactions. 

Type of transaction Treatment on VAT return 

B2B sales  
Outside scope 

of VAT 
Include sales in Box 6 

B2C sales  Standard-rated 
Include VAT in Box 1 

Include sales in Box 6 

B2B purchases  
Reverse 
charge 

Include VAT in both Box 1 and Box 4 

Include purchases in both Box 6 and  
Box 7 

Note: You should not need to consider any other situations. 
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Example 3 [M1-2, M13, E1-3, E7, E11]    

Chekov has given you the following details about his business transactions 
and his completed VAT return for the quarter. Chekov has recently registered 
for VAT and will use postponed VAT accounting with dealing with his overseas 
purchases. 

 £ 

Sales to UK customers 10,000 

Sale of goods to Russia 9,600 

Supplies of services to business customers in France 20,000 

  

  

Purchases from UK businesses 9,000 

Purchases of goods from India 9,780 

Purchases of services from Canada 10,000 

All figures are VAT-exclusive.  

All sales and purchases are standard-rated or would be standard-rated if 
purchased in UK. 

Complete the following sentences regarding Chekhov’s VAT return. 

The Box 1 figure for the period should be £5,956.00. 

The Box 4 figure that should be showing for the quarter is £5,756.00. 

Chekhov will have VAT payable of £200.00 for the quarter. 

The outputs figure in Box 6 should be £49,600 and inputs in Box 7 should be 
£28,780. 
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Example 3 (continued)  
 

   £ 

Workings    

(W1) Box 1  VAT on standard-rated sales (£10,000 × 20%) 2,000.00 

 VAT on imports of goods (£9,780 × 20%) 1,956.00 

 VAT on imports of services (£10,000 × 20%) 2,000.00 

  –––––––– 

  5,956.00 

  –––––––– 

(W2) Box 4 VAT reclaimed on UK purchases (£9,000 × 20%) 1,800.00 

 VAT on imports of goods (£9,780 × 20%) 1,956.00 

 VAT on imports of services (£10,000 × 20%) 2,000.00 

  –––––––– 

  5,756.00 

  –––––––– 

(W3) Box 6  Total sales  

 UK sales 10,000 

 Exports of goods 9,600 

 Exports of services to overseas business customers 20,000 

 Imports of services 10,000 

  –––––––– 

  49,600 

  –––––––– 

(W4) Box 7 Total purchases  

 UK purchases 9,000 

 Imports of goods 9,780 

 Imports of services 10,000 

  –––––––– 

  28,780 

  –––––––– 

Note 

The sale of goods to Russia is zero-rated. 
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3.1 Net VAT errors 

 If a business makes a VAT error, it must be corrected. 

 If more than one error is made: 

– the ‘net VAT error’ must be corrected. 

 The method of correction depends on the size of the ‘net VAT error’. 

 ‘Net VAT error’  

= (Additional VAT due to HMRC less any VAT claimable but not yet claimed). 

 The ‘net VAT error’ excludes deliberate errors, which must be disclosed 
separately.  

 

  

Errors 
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It is vital to read the information given in the question carefully to ensure 
that any errors are dealt with in the correct way. The chief assessor has 
commented that errors are badly dealt with in the real assessment. 

 

  

Illustration 1  
Wolfgang discovers that he has made errors on his previous VAT return. 

He has overstated input tax by £3,780 and understated output tax by £2,500.  

He has also forgotten to reclaim input tax of £225 on the purchase of a 
computer. 

His ‘net VAT error’ is (to nearest £): 

 £ 

Output tax understated  2,500 

Input tax overstated 3,780 

 ––––– 

 6,280 

Less: Input tax under claimed (225) 

 ––––– 

Net VAT error 6,055 

 ––––– 

In this illustration, the output tax understated and input tax overstated must be 
added together as both result in VAT being underpaid.  

Only the input tax not reclaimed can be deducted as it will reduce VAT 
payable.  
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3.2 Penalty 

 A penalty may be charged for an incorrect return (see section 5)  

– but this can only apply if there is a net underpayment of VAT. 

 An overpayment must still be corrected but cannot lead to a penalty. 

3.3 Correcting errors – voluntary disclosure 

Method 1: 

Include on next return 

Method 2: 

Submit on Form VAT 652 or 

Write a letter to HMRC 

Errors may be corrected on the next 
VAT return if they are:  

 no more than £10,000, or 

 between £10,000 and £50,000, but 
no more than 1% of turnover for 
the current return period * 

 not deliberate. 

Alternatively:  

Errors can be corrected by Method 2 

Errors must be separately disclosed if 
they: 

 exceed £50,000, or 

 exceed £10,000, and  
are more than 1% of the turnover 
for the current return period *, or 

 are a deliberate error, or 

 relate to an accounting period that 
ended > 4 years ago 

 *   i.e. 1% of the figure included in Box 6 of the VAT return – see Chapter 7 
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Example 4 [M1-2, M5, M13, E1-3, E7, E11-14, E20-26]  
Your firm, Primary LLP, has four new clients who have been struggling with 
their VAT administration and have now engaged the firm to prepare their VAT 
returns. Whilst preparing the clients’ returns for this quarter, you have noticed 
the following errors in the returns from the previous quarter: 

Client Net error Turnover Include in next 
return? 

Separate 
disclosure? 

 £ £   

1 3,567 150,000   

2 22,987 3,000,000   

3 42,690 3,500,000   

4 51,260 5,700,000   

For each of the businesses indicate whether they can correct their net 
(non-deliberate) errors on the next VAT return or whether separate 
disclosure is required. 

Notes: 

(1) 1% of turnover is £1,500, which is less than £10,000, therefore the de 
minimis limit is £10,000. The net error is less than £10,000 therefore the 
error can be included in the next return. 

(2) 1% of turnover is £30,000, which is more than £10,000, therefore the de 
minimis limit is £30,000. The net error is less than £30,000 therefore the 
error can be included in the next return. 

(3) 1% of turnover is £35,000, which is more than £10,000, therefore the de 
minimis limit is £35,000. The net error is more than £35,000 therefore 
the error must be disclosed separately, and default interest will be 
charged. 

(4) 1% of turnover is £57,000, but this is subject to an upper limit of 
£50,000. Since the net error made is for more than £50,000, it must be 
disclosed separately and default interest will be charged. 
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3.4 Errors found by HMRC 

 HMRC can issue a discovery assessment (demand) to collect unpaid VAT. 

 A penalty will be charged and will be higher than if the error was voluntarily 
disclosed. 

 

 

  

Example 5 [M1-2, M5, M13, E1-3, E7, E11-14, E20-26]  

Edna has completed her VAT return for the latest quarter. It correctly shows 
VAT due to HMRC of £11,380.44. The last quarter’s VAT payment of 
£14,271.60 has been entered in the VAT control account on the wrong side.  

What is the uncorrected balance showing on the VAT control account?  

A VAT payment should be debited to the VAT control account but it has been 
credited in error. This means that the account is showing too many credits.  

The credit side is £28,543.20 (2 × £14,271.60) too high and the uncorrected 
balance must be £39,923.64 (£11,380.44 + £28,543.20).  
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Although VAT is self-assessed, VAT registered traders are legally 
bound to comply with the rules developed through legislation and the 
courts.  Failure to do so can mean the trader incurs a penalty. 

The default surcharge is a specific VAT penalty.  Some of the penalties we will see in 
the next section also apply to other taxes, though it is only their application to VAT 
that is assessable in the TPFB exam. 

4.1 Late filing and payment of VAT 

A default occurs when either:  

 a business files its VAT return late, or 

 the business pays its VAT liability late. 

On the first occasion a default occurs: 

 HMRC can issue a surcharge liability notice  

– unless the trader has a reasonable excuse  

(e.g. loss of records due to a fire)  

 the surcharge liability notice lasts for 12 months  

– from the end of the return period for which the error was made.  

The effect of surcharge liability notice is: 

 The surcharge liability notice acts as a warning to the trader.  

If they commit a further default within the surcharge period then: 

(i) the surcharge period is extended  

– so it now ends 12 months after the end of the new default period, and  

(ii) if the default is a late VAT payment (rather than just a late VAT return and/or a 
repayment of VAT) 

–  the trader is charged a surcharge penalty  

– which is a fixed percentage of the VAT overdue.  

Default surcharge 
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 The process is repeated if the trader commits further defaults within the 
surcharge period, with increasing levels of penalty charged.  

 Hence, the trader needs to stay free of defaults for twelve months to come out 
of the default surcharge system. 

4.2 Default surcharge penalty 

The amount of penalty charged depends upon the size of the business and the 
number of previous defaults within this surcharge period.  The penalties are 
calculated as a percentage of the VAT that was paid late as follows: 

Defaults within 
surcharge 

period 

Surcharge if annual 
turnover is < £150,000 

Surcharge if annual 
turnover is ≥ £150,000 

1st No surcharge 2% 

2nd 2% 5% 

3rd  5% The greater of 10% or £30% 

4th The greater of 10% or £30 The greater of 15% or £30 

5th or more The greater of 15% or £30 The greater of 15% or £30 

No surcharge will be made for penalties at 2% or 5% if the amount if less than £400. 
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Example 6 [E1-3, E7, E11-E14, E20-24]  
Yoga Ltd has annual taxable turnover of approximately £1,700,000. The 
company submits its VAT return, and pays its VAT, for the quarter ended 
30 September 2021 on 14 November 2021. The company has never 
submitted returns or payments late before. 

Are the following statements about late paid VAT true or false? 

 True False 

A surcharge penalty will be charged 
because Yoga Ltd paid its VAT late. 

  

HMRC will send Yoga Ltd a letter offering 
help with the company’s VAT affairs. 

  

A 12-month default surcharge period will 
commence on 1 October 2021. 

  

Reasonable excuse includes a lack of 
money to pay tax on time. 

  

Notes 

Penalties are not due on the first default but the default will trigger a 12-month 
surcharge period. 

Since Yoga Ltd has annual taxable turnover of approximately £1,700,000 
HMRC will not send a letter offering help prior to implementing the default 
surcharge system. 

A lack of money to pay tax on time does not constitute a reasonable excuse 
for late payment. 
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In addition to the VAT surcharge, there are a number of other penalties that HMRC 
can levy for failure to comply with VAT legislation. 

5.1 Standardised penalties 

HMRC has a standardised penalty regime (so called because these 
penalties apply across a range of taxes including VAT).  

 The penalties can be levied if a trader: 

 fails to register by the due date for compulsory registration 
(chapter 2) 

 submits a VAT return which contains an inaccuracy (error). 

The penalties are calculated as a percentage of potential lost revenue (PLR). 

PLR = the tax unpaid due to the error/failure to register. 

The percentage charged depends upon the taxpayer’s behaviour and penalties can 
be reduced for disclosure by the taxpayer. 

The penalties for failure to register are as follows:  

Taxpayer behaviour Unprompted 
disclosure 

Prompted 
disclosure 

Careless 0 – 30%1 10 – 30%2 

Deliberate  20 – 70% 35 – 70% 

Deliberate and concealed  30 – 100% 50 – 100% 

1 If a business is 12 months or more late in notifying HMRC of the need for them 
to register the minimum penalty is increased to 10% for unprompted disclosure 
with careless behaviour. 

2 If a business is 12 months or more late in notifying HMRC of the need for them 
to register the minimum penalty is increased to 20% for unprompted disclosure 
with careless behaviour. 

 

Further penalties 
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The standardised penalties for errors work in the same way, but are different 
percentages. 

Taxpayer behaviour Unprompted 
disclosure 

Prompted 
disclosure 

Careless 0 – 30% 15 – 30% 

Deliberate  20 – 70% 35 – 70% 

Deliberate and concealed  30 – 100% 50 – 100% 

Notes:  

For both late registration and errors, there is a greater reduction for unprompted 
disclosure 

 i.e. disclosure at a time when there is no reason to suppose HMRC have 
discovered, or about to discover, the error. 
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5.2 Interest on late payment of VAT 

Interest may be charged by HMRC if: 

 An error is made in a tax return leading to an underpayment of 
VAT and that error is: 

–  not small (see Errors section), or 

–  discovered by HMRC. 

 the trader fails to register for VAT when the registration threshold is exceeded. 

Interest is charged from the date the VAT should have been paid until the date of 
payment. 

 The rate of interest charged is 2.6%. 

 

 

Example 7 [E1-3, E7, E11-E14, E20-24]  
Maxime is a sole trader who is registered for VAT.  HMRC initiate an enquiry 
into her VAT return for the period ended 30 June 2019 and Maxime admits 
she has discovered that her VAT liability was understated by £22,500 due to 
a transposition error. 

State the maximum and minimum penalties that could be levied on 
Maxime. 

The potential lost revenue here is £22,500 

The error appears to be careless.  Maxime has disclosed the error, but only 
after HMRC initiated their review.  This will be treated as a prompted 
disclosure. 

The maximum penalty is £22,500 × 30% = £6,750. 

The minimum penalty is £22,500 ×15% = £3,375  
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Example 8 [M1-2, M13, E1-3, E7, E11-E14, E20-24]  
HMRC issue an assessment on 30 April 2021 showing £4,100 VAT payable 
by Grab Ltd for the quarter ended 31 May 2020. The company pays the 
outstanding sum on 7 May 2021. 

Calculate the interest on late paid VAT assuming the rate of interest is 
2.6%. 

Show your answer to the nearest whole pound 

The under declared VAT should have been paid on 7 July 2020. Interest will 
be charged from 8 July 2020 to 6 May 2021: 

£4,100 × 2.6% × (303/365) = £88 

Working for how many days: 

(July = 24 + August = 31 + September = 30 + October = 31 + November = 30 
+ December = 31 + January = 31 + February = 28 + March = 31 + April = 30 + 
May= 6) = 303 days  
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5.3 Other penalties 

If HMRC raise an assessment for VAT (see chapter 1) and the trader 
fails to tell them it is too low within 30 days 

 A penalty can be charged at 30% of the potential lost revenue. 

 If a paper return is submitted and the trader has not been granted 
an exemption from submitting online returns, HMRC can charge a 
penalty of £400. 

 A maximum penalty of up to £500 may be charged for each failure 
to retain adequate records in respect of a VAT return for the 
prescribed period (six years). 
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We recommend the following additional questions for the topics covered in this 
chapter: 

Study Text (for teaching throughout the Chapter) 

 Overseas aspects, errors and penalties (Chapter 7): Test your 
understandings 1 to 9 

  

Additional tutor resources 



Chapter 7 

 

166 

 

 



167 

 

 

 

 

 

 

 

 

 

By the end of this session you should be able to:  

 understand that payroll is operating by businesses/individuals that employ staff 

 understand that HMRC is the relevant tax authority for payroll and HMRC’s 
powers and rights in relation to payroll 

 understand HMRC rules regarding record keeping for payroll 

 understand the difference between gross pay, taxable pay and net pay 

 understand that businesses are required to make statutory deductions from 
gross pay 

 understand when businesses or individuals are required to register as an 
employer 

 understand the data protection principles specifically related to the personal 
data of employees 

and answer questions relating to these areas. 

  

Outcome 

Knowledge, Skills and Behaviours: 

Knowledge: Business awareness, IT systems and processes, ethical standards 
and financial accounting and reporting 

Skills: Analysis, communication and produces quality and accurate information. 

Behaviours: Ethics and integrity 

Chapter 8 
Employer responsibilities for payroll 
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1.1 Introduction 

If you are an employee, you should have already heard of PAYE (Pay As You Earn).   

 This is the system by which deductions are made from employees’ pay and paid 
over to HMRC. 

Businesses or individuals who take on staff (employers) have a legal 
duty to collect income tax and National insurance contributions (NICs) 
on employees’ pay on behalf of HMRC.  Failure to do this can lead to 
penalties being charged.  

The amounts to be paid over include: 

 Income tax – this is paid by employees on their pay and benefits  

 Class 1 primary (employee’s) NICs – an additional charge paid by employees 
on their wages and salaries. 

 Class 1 secondary (employer’s) NICs – this is paid by employers based on 
salaries/wages of an employee and is an additional cost of employing staff. 

Although income tax and class 1 primary NICs are payable by the 
employee it is the employer’s responsibility to deduct these from pay 
before paying the net amount to the employee. 

 

Employing staff 
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1.2 Tax codes 

The aim of the PAYE system is to ensure that, as far as possible, at the end of the 
tax year the correct amount of income tax and NICs has been collected. 

 A tax year runs from 6 April to the following 5 April.  It is named by the calendar 
year is starts and finishes in.  For example, the 2020/21 tax year runs from 6 
April 2020 to 5 April 2021. 

To allow PAYE to be calculated and deducted correctly the employer requires an 
employee’s tax code.   

 A new tax code is provided by HMRC 

– for each employee 

– for each tax year. 

The purpose of a tax code is to tell an employer what allowances for tax purposes 
are due to that employee.  This gives an amount of tax-free income available.  This 
amount is deducted from the income each earnings’ period (usually week or month) 
and the excess is charged to tax. 
 

 
  

Example 1 [E1-3, E7, E11-E15, E20-24]  

Are the following statements about PAYE tax codes true or false? 

 True False 

An employee’s tax code is provided to HMRC by 
the employee’s employer. 

  

An employee’s tax code shows the tax 
allowances due to the employee. 

  

Miri has the same salary in the tax year 2021/22 
as 2020/21, so her tax code will be unchanged. 

  

Notes 

An employee’s tax code is provided to the employee’s employer by HMRC. 

Miri’s tax code shows the tax allowances due to her, and these change each 
tax year. Therefore, although her salary is unchanged, her tax code will 
change. 
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You will not be asked to calculate the deductions to be made in a period 
in the TPFB exam. 

Once the employer has arrived at the income tax (and NICs) to be deducted, this 
amount is withheld from gross pay and the amount net of this is paid to the 
employee.   

 Most employers use a payroll provider or payroll software to calculate the 
amounts to be withheld. 

 Even if an external provider is used, the responsibility for compliance remains 
with the employer. 

1.3 Registering as an employer 

A business/individual must register as an employer with HMRC if any of its 
employees: 

 is paid £120 or more a week, or  

 has another job, or 

 receives a pension, or 

 is provided with benefits by the employer (e.g. a company car). 

Registration is required even if there is only one employee of a business (for 
example, in a limited company, where a director and shareholder is the only 
employee of a company). 

Most employers must register for PAYE online (at www.gov.uk).  

Registration must take place: 

 before the first payday but, 

– no more than two months before starting to pay employees. 

On registration the employer will be issued with: 

 an employer PAYE reference number (ERN) to be used on payroll records.  
This can take up to five working days to be issued. 

Failure to registration can lead to a penalty being charged.  Payroll penalties are 
covered in chapter 9. 
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Example 2 [E1-3, E7, E11-E15, E20-24]

Niffler Ltd 

Niffler Ltd started trade on 1 June 2021, employing Jason from this date. 
Jason will be working part time and earning £5,000 per annum. 

On 1 July 2021 the company also employed Dina who will earn £32,000 per 
annum. The company pays its employees on the last day of the month.   

By what date must Niffler Ltd be registered as an employer with HMRC? 

Jason earns £96 a week therefore Niffler Ltd are not required to register in 
respect of him. 

When Dina commences work, Niffler Ltd must register as she will earn more 
than £120 a week. The company must be registered before 31 July 2021, her 
first pay date. 
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2.1 Record keeping 

For PAYE purposes employers must keep certain records to support their payroll 
submissions.  Most records can be kept in digital format or in paper format (digital 
format is likely if the employer uses payroll software). 

The records that must be kept include: 

 amounts paid to employees and deductions made 

 reports made to HMRC 

 employee tax code notices 

 taxable benefits and expenses. 

HMRC may check these records to ensure the right amount of tax has been paid. 

Records must be kept for at least: 

 three years from the end of the tax year to which they relate. 

Failure to keep records can lead to HMRC 

 estimating the amount owed and 

 charging a penalty of up to £3,000. 

 

Records 
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Example 3 [E1-3, E7, E11-E15, E20-24]    
Dudley 

Dudley has recently registered as an employer with HMRC and wants to 
confirm his understanding of the rules regarding payroll records. 

Are the following statements about payroll records true or false?  

 True False 

The payroll records for the tax year 2021/22 must be 
retained until 6 April 2024. 

  

The maximum penalty for failure to keep records is 
£2,000. 

  

If Dudley does not complete his payroll submission, 
HMRC will estimate the amount of PAYE owing. 

  

Notes 

The records for the tax year 2021/22 must be kept until 5 April 2025 (three 
years from the end of the tax year.  

The maximum penalty for failure to keep records is £3,000. 

If Dudley does not complete his payroll submission, HMRC will estimate the 
amount of PAYE owing and Dudley will be liable to pay this along with 
interest. 
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2.2 Software 

If the employer decides to run payroll themselves rather than through an external 
provider, they will need payroll software to help with certain tasks: 

 working out employee’s pay and deductions 

 reporting payroll information online to HMRC. 

HMRC tests software to ensure that it can report PAYE information online and in real 
time. HMRC-recognised software can be: 

 free software 

– for employers with fewer than ten employees. 

 paid for software 

– for employers with ten or more employees. 

HMRC suggest recognised free and paid for software packages on its website.  It is 
for employers to consider what features it needs payroll to have and choose the most 
appropriate package.   

As tax rates and allowances change each tax year software packages will be subject 
to regular updates.  It is important for the employer to run these updates to ensure 
that their payroll submissions contain the correct tax rates for the tax year in 
question. 
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2.3 HMRC powers 

An Employer Compliance Review is conducted by HMRC to ensure that 
employers are meeting their income tax and NICs obligations in respect 
of their employers, in other words that they are operating PAYE 
correctly. 

The review will usually take place at the employer premises to allow discussions to 
take place with key members of staff and records to be reviewed. 

 Whilst cases are usually selected because an error has been identified in the 
employers’ operation of payroll, random selections are also made. 

 HMRC will usually inform employers of an impending visit in advance.  The 
employer is required to reply to the notice of review. 

During the review HMRC will ask to see many of the underlying records for the period 
covered by the review.  This is to allow them to check 

 that the employer has properly deducted and accounted for PAYE and NICs 
and 

 completed required PAYE forms correctly. 

If HMRC discover an error in payroll filings 

 additional PAYE and NICs may be payable, and  

 interest may be charged on any underpayment, and 

 a penalty may be payable. 

The penalties are calculated using the standardised penalty regime 
seen in chapter 7.  These are calculated as a percentage of potential 
lost revenue (PLR).  Here, this would mean the PAYE and/or NICs that 
had not been paid. 
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Example 4 [M1-2, M5, E1-3 E7, E11-E15, E20-24]

Kerry 

Kerry has just informed HMRC of an error in her payroll submission for 
December. Due to not taking proper care, Kerry missed the entries for three 
employees, meaning PAYE and NICs was underpaid by £5,820. HMRC had 
not expressed an intention to carry out a review at the time of Kerry’s 
disclosure. 

What is the maximum penalty HMRC could charge Kerry?  

Kerry’s error is likely to be classed as careless.   

Her disclosure to HMRC of the error is likely to be classed as unprompted 
therefore the maximum penalty will be £1,746 (£5,820 × 30%). 
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2.4 Data protection 

Anyone who handles personal data has an obligation to protect that 
data under the General Data Protection Regulation (GDPR) and to 
adhere to the Data Protection Act 2018.  This Act sets down certain 
data protection principles in law, and therefore must be complied with. 

2.5 Personal data 

Personal data is data that relates to a specific individual, or group of 
individuals, and is sufficient to allow identification. 

 

Information held in an employer’s payroll software meets the definition of personal 
data and therefore the data protection principles must be complied with.  These 
principles are: 

 Lawfulness, fairness and transparency 

– there must be valid grounds for holding the data which staff have been told 
about. 

– data must be used fairly. 

 Purpose limitation 

– data should only be used for the purpose it was collected for. 

 Data minimisation 

– no more data should be collected and held than is necessary for the 
purpose. 

 Accuracy 

– data must be kept accurate and up to date. 

 Storage limitation 

– data should not be held for longer than necessary. 

 Integrity and confidentiality (security) 

– data should be kept secure from unauthorised access. 

Finally, all businesses are bound by the principle of accountability in relation to 
GDPR. 

 Businesses must take responsibility for use of personal data and compliance 
with the other principles. 
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3.1 Types of pay 

When discussing pay the following terms may be used: 

Pay rate is the amount of money employees are paid per hour, per day, 
per week or per item made. 

 

Gross pay is the total amount earned by the employee for the period in 
question.  This is before any deductions are made.  

 

Taxable pay is the amount of the employee’s earnings for the period on 
which tax is charged.  There are some amounts that can be deducted 
from gross pay for tax purposes before the calculation of income tax is 
performed. 

An employee receives his or her pay after deductions such as income 
tax and employee’s NICs.  The amount received by the employee after 
all deductions is known as net pay. 

 

3.2 Statutory deductions 

Under legislation an employer must make certain deductions from pay before 
earnings are paid to the employee.  These are known as statutory deductions.  The 
main statutory deductions are: 

 income tax  

 employee’s NICs 

 employee’s pension contributions 

 student loan repayments (these only need be made once the employee’s wages 
meet a set level. 

  

Deductions from pay 
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Example 5 [M1-2, M5, M13, E1-3, E7, E11-E15, E20-24]

Ramla 

Ramla earns a salary of £50,000 per year. In May 2021, the following 
payments were made to HMRC in respect of Ramla: 

 Income tax of £624 

 Class 1 employee’s NICs of £404 

 Class 1 employer’s NICs of £473. 

To the nearest pound, what will be Ramla’s gross and net pay for May 
2021?  

Ramla’s gross salary is £4,167 (£50,000 ÷ 12). This is the total amount she is 
paid for the year.   

Her net pay is the amount she receives after deductions from her salary that 
are made before it is paid to her. The deductions are income tax and 
employee’s NICs. Employer’s NICs are a cost to the employer, not the 
employee.   

Her net pay is £3,139 (£4,167 – £624 – £404). 
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3.3 Pension contributions 

Under the Pensions Act 2008, employers in the UK must set up a workplace pension 
scheme and put certain staff into that scheme.  This allows employees to make 
provision towards the period when they retire.  Employees have the right to opt out of 
the scheme. 

Once set up contributions are made into the scheme by: 

 the employer and 

 the employee. 

There are minimum amounts that both must contribute, calculated as a percentage of 
basic salary.   

When calculating the pension contributions for the period: 

 the employer’s contributions are not classed as taxable income for the 
employee. 

 the employee’s contributions are treated as allowable deductions from taxable 
earnings if paid into an occupational pension scheme.  This means tax on the 
employee’s pay is calculated after deduction of these.  

NICs are not deducted before the calculation of income tax so do not gain tax relief. 

3.4 Non-statutory deductions 

The employer has a legal duty to deduct statutory deductions from salary before the 
employee is paid.  There are further deductions that the employer may make, but 
these are not set down in law.  These could be: 

 contractual deductions – the employment contract may specify that the 
employer may deduct certain amounts from the employee’s pay, for example till 
shortfalls for retail workers.  

 voluntary deductions. 

There are a number of deductions from pay that the employee may 
choose to make, but are not obliged to for example, life insurance 
payments, trade union subscriptions or charitable giving.  It is the 
choice of the employee as to whether to contribute to these. 

Most voluntary deductions have no impact on the calculation of income tax.  The 
exception to this is charitable giving under Give As You Earn (GAYE). 
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GAYE, also known as payroll giving, is a method of giving to charity that is available 
to employees in the UK.  Employees gain tax relief for contributions made through 
this scheme.  Under the scheme: 

 the employee instructs the employer to make a regular deduction from their 
salary and pay this amount to their chosen charity 

 the employer deducts the agreed amount before calculation of tax on the 
employee’s earnings. 
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We recommend the following additional questions for the topics covered in this 
chapter: 

Study Text (for teaching throughout the Chapter) 

 Employer responsibilities for payroll (Chapter 1): Test your understandings 
1 to 7 

  

Additional tutor resources 
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By the end of this session you should be able to:  

 understand where to find information regarding changes in payroll law and 
practice 

 understand the importance of ethical behaviour in relation to payroll 

 understand the outline content of forms produced for payroll and that employers 
must produce and distribute these forms within the required time period. 

 understand that payroll reports must be submitted to HMRC as real time 
information. (RTI) 

 understand the content of full payment submissions (FPS) and the employer 
payment summary (EPS) reports submitted under RTI  

 understand that employers must report to HMRC employee payments and 
employee changes within the required time scale 

 understand the statutory time limits for submitting payroll returns and making 
payment to HMRC and the consequences of late filing and/or payment 

 communicate appropriate information for payroll 

and answer questions relating to these areas. 

 

 

 

 

Outcome 

Chapter 9 
Operating payroll 
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Knowledge, Skills and Behaviours: 

Knowledge: IT systems and processes, ethical standards and financial 
accounting and reporting 

Skills: Analysis, produces quality and accurate information, problem solving 

Behaviours: Ethics and integrity, personal accountability, productivity 
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1.1 Introduction 

Once registered as an employer there are certain requirements that an employer 
must comply with regarding reporting information and payment to HMRC.  Failure to 
do so can lead to penalties being charged.  

1.2 Payslips 

Under UK law employers must provide all employees and workers with 
a payslip on or before the payday for the period the pay relates to. 

 

It is the choice of the employer whether that payslip is provided: 

 as a printed document 

 as an attachment to an email 

 in an online system. 

A payslip must show: 

 gross pay (i.e. earnings before any deductions) 

 deductions from pay (for example income tax, NICs, pension contributions, 
student loan repayments) 

 net pay (i.e. earnings after deductions) 

 the number of hours worked, if pay varies depending on time worked. 

 

Payroll reporting 
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2.1 Introduction 

Under the Real Time Information system, payroll information must be submitted to 
HMRC every time an employer pays an employee, at or before the time of payment. 

Real Time Information (RTI) means that employers and pension 
providers will tell HMRC about payments at the time they are made, on 
or before each payday.   Payroll software will collect the necessary 
information and send it to HMRC online. 

In this section we will be looking at the reporting that is required on an ongoing basis 
by an employer.  At the end of the chapter we will consider the year-end reports that 
also must be made.  

A Full Payment Submission (FPS) is an electronic report that employers 
need to submit to HMRC every time they pay their employees. It 
informs HMRC of the employees’ details, pay, and deductions. 

 

2.2 Contents of a Full Payment Submission 

Employers are required to make a Full Payment Submission for each pay period: 

 The FPS should be submitted on or before the employees’ payday. 

 The FPS can be submitted early but: 

– should not be submitted too early as any changes after this date would 
require an updated FPS to be filed 

– an FPS for a new tax year cannot be filed before March of that year. 

 In an FPS the employer must enter the usual payment date (even if this month 
the actual payment date is different, for example, due to the usual payment date 
falling on a weekend). 

An FPS must contain details of all PAYE income paid to all employees regardless of 
level of earnings.   

In chapter 8 we learned that an employer does not need to register for 
PAYE unless it has at least one employee earning above £120 a week.  
However, an employer is required to register payments to all 
employees, even those earning below this limit. 

Full Payment Submission (FPS) 
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Example 1 [E11-E15, E20-24]  
You work in the payroll department of Coady Ltd. You have been asked to 
complete the Full Payment Submission (FPS) for April 2021. Coady Ltd pays 
its employees on the 15th of each month.  

What are the earliest and latest dates that the FPS can be submitted? 

The April FPS will be the first one for the 2021/22 tax year. 

The earliest date it can be submitted is 1 March 2021. 

The latest date for submitting an FPS is the date the employees are paid for 
that period, so 15 April 2021. 
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2.3 Reporting 

For each employee paid, the employer must report: 

 National Insurance Number (NINO) – if known 

 title and name 

 gender 

 address – if changed or NINO is not known 

 payroll ID – unique number assigned by payroll 

 PAYE tax code 

 hours usually worked 

 indicator of pay frequency (i.e. if paid weekly, monthly, etc). 

Pay and deductions information for the current period should also be provided for the 
employee: 

 taxable pay and pay subject to NICs 

 tax and NICs deducted 

 net pay 

 student loan and pension contributions 

 other deductions from pay. 

As well as this, the report must also contain certain information as a running total for 
each employee  

 total cumulative taxable pay in this tax year  

 total cumulative tax deducted for this tax year 

 total student loan deductions. 

 

  



Chapter 9 

 

194 

As well as providing information of the employee, the following information is required 
in relation to the employer: 

 

  

 

 

 

 

 

 

 

 

 

 

 

The FPS should also contain: 

 the total employer’s NIC payable in the pay period 

 information on new starters and leavers for the period (see below). 

 

HMRC office 
number 

Employer 
PAYE 

number 

Accounts 
office 

reference 

Related tax 
year 

 
EMPLOYER 

FPS 
INFORMATION 
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Example 2 [E1-3, E7, E11-E15, E20-24]  

Are the following statements about the contents of a Full Payment 
Submission (FPS) true or false? 

 True False 

An employer must use the FPS to report the 
address of each employee paid in the period. 

  

The FPS must show each employee’s pay 
subject to NICs and the NICs deducted from it. 

  

The FPS does not include student loan 
repayments, these are reported separately. 

  

The FPS includes each employee’s payroll ID 
and the employer’s PAYE number. 

  

Notes 

An employer need only report an employee’s address if it has changed or the 
employee’s National Insurance Number (NINO) is not known by the employer. 

Student loan repayments are reported on the FPS. 
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2.4 Starters and leavers 

When an employee leaves his, her or their employment, the employer should include 
the date of leaving in the FPS for the period, when the final payment is made. 

They should also complete a form called a P45 and give it to the employee: 

 Part 1A – is kept by the employee 

 Parts 2 and 3 – are provided to a new employer by the employee on starting 
work. 

Note: If operating Real Time Information (RTI) the employer software will 
automatically inform HMRC of leavers. If not a copy is also sent to HMRC. 

The P45 shows: 

 the PAYE reference of the old employer 

 employee details (e.g. name, address, NINO) 

 date of cessation 

 employee tax code operated by old employer at date of cessation 

 total pay and tax deducted from start of tax year to date of cessation. 

When the employee starts a new employment, the new employer will need to report 
the date the employment started and the employee’s address on the FPS for the 
period of first payment. 

A starter declaration will also be needed for the employee to determine the tax code 
to apply. 

 If the employee has a P45 and the date of leaving the employment is in the 
same tax year, the employer can: 

– use the P45 to determine the starter declaration 

– use the tax code on the P45 until a new one is issued for this employer. 

 If the employee does not have a P45 or the date of leaving is in a different tax 
year, the employer must  

– ask the employee to determine which starter declaration applies (based on 
whether the starter has had other jobs in the tax year).  This will usually 
mean an emergency tax code is required. 
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The employer can use HMRC’s starter checklist to: 

 obtain relevant information from the employee 

 provide the relevant information needed to be reported in the FPS for the 
period. 

 

  

  

Example 3 [E1-3, E7, E11-E15, E20-24]  

Are the following items included on a P45? 

 Included on 
P45 

Not included 
on P45 

PAYE reference of the new 
employer  

  

Employee name   

Date of commencement of the 
employee’s new job  

  

Tax code operated by the old 
employer at the end of the old 
employment 

  

Tax deducted by the old employer 
from the start of the tax year to the 
end of the old employment 

  

Notes 

The PAYE reference of the old employer and the date of cessation of the old 
job are included on the P45. 
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3.1 Introduction 

An Employer Payment Summary is used in two ways: 

It is submitted with a FPS if the employer reclaims: 

 statutory maternity (SMP), paternity (SPP) or adoption (SAP) payments 

 Employment allowance  

– the employment allowance reduces eligible employers’ National Insurance 
liability by up to £4,000 in each tax year 

3.2 Submission 

An EPS is submitted in place of an FPS: 

 Where an employer has not paid any employees in a tax month (as well as 
certain other limited circumstances). 

A tax month runs from the 6th to the following 5th, for example, from 6th 
May 2021 to 5th June 2021. 

The EPS is completed using the employer’s payroll software and must 
be sent to HMRC no later than: 

 19th of the month following the tax month it relates to. 

Failure to submit an EPS can lead to: 

 HMRC estimating the employer’s PAYE liability and 

 a penalty being charged. 

If the employer then submits the missing EPS or FPS, this will replace the estimated 
PAYE liability. 

 

 

Employer Payment Summary (EPS) 
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3.3 Contents of an EPS 

The information required in an EPS includes  

 employer name, PAYE reference and Accounts Office reference (supplied by 
HMRC once registered as an employer) 

 tax year 

 period the EPS relates to (should be at least one tax month) 

 confirmation that no employees have been paid in the period or of the amounts 
employer is reclaiming for SMP, SPP or SAP. 

 

  

Example 4 [E11-E15, E20-24]  
Mason is registered as an employer. He has paid no employees during the tax 
month from 6 July 2021 to 5 August 2021.   

By what date must he file his employer payment summary (EPS)? 

As Mason has not paid any employees this pay month he must file an EPS.  
This is due to be filed by 19 August 2021 (19th of the tax month after the tax 
month in which no employees were paid). 
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PAYE must be applied at the same time as the employee is paid.  Payments to 
HMRC are usually made on a monthly basis.  The due dates for payment of PAYE 
and NICs are: 

 22nd of the following tax month where payment is made 
electronically, or 

 19th of the following tax month where payment is made by cheque. 

Employers are required to make electronic payments if they have 250 employees or 
more. 

If the employer’s total PAYE and NICs is less than £1,500 per month on 
average, an election can be made to make payments under PAYE on a 
quarterly basis.  This is the choice of the employer, if the election is not 
made the usual monthly payments will apply. 

If the election is made, the tax quarter ends and due dates are: 

 5th July 

– payment due 19th/22nd July. 

 5th October 

– payment due 19th/22nd October.  

 5th January 

– payment due 19th/22nd January. 

 5th April 

– payment due 19th/22nd April. 

 

  

Payments to HMRC 
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5.1 Introduction 

In chapter 7 and 8 we saw the penalties that apply for inaccuracies/errors in VAT and 
payroll fillings.  We are now going to look at penalties for: 

 late submission of a FPS/EPS 

 late payment of PAYE and NICS. 

5.2 Penalties for late submissions 

A penalty will be charged for a tax month where an FPS or EPS is 
submitted late unless: 

 it is the first month in which the employer has made a late filing in 
this tax year, or 

 the first FPS was submitted late by a new employer but the date of 
submission was within 30 days of the due date.  This will not be 
classed as a ‘late filing’ by HMRC. 

HMRC have also stated that a penalty will not usually be charged if a FPS is filed 
within three days of the employees’ payday, unless this is part of a pattern of late 
filing. 

The penalties charged are linked to the number of employees as follows: 

Number of employees Monthly penalty 

1 to 9 £100 

10 to 49 £200 

50 to 249 £300 

250 or more £400 

 

  

Penalties 
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Example 5 [E11-E15, E20-24]  
Biggs Ltd first registered as an employer for payroll on 1 July 2021. It has 
eight employees from this date and throughout the rest of the tax year 
2021/22. The employees are paid on the last working day of the calendar 
month. The Full Payment Submissions due on or before 30 July 2021, 29 
October 2021 and 31 December 2021 were submitted three weeks late.  All 
other submissions were made on time. 

Are the following statements about late Full Payment Submissions true 
or false? 

 True False 

A late submission penalty will not be charged in 
respect of the FPS for 30 July 2021 (tax month 
ended 5 August 2021). 

  

A late submission penalty will be charged in 
respect of the FPS for 29 October 2021 (tax 
month ended 5 November 2021). 

  

A penalty of £100 is charged in respect of the 
FPS for 31 December 2021 (tax month ended 5 
January 2021). 

  

Notes 

As the FPS for 30 July is the first FPS of a new employer, no penalty is 
charged and this is not treated as a default for these purposes.  

As the FPS for 30 July is not treated as a default the FPS for 29 October 2021 
is the first default in the tax year. 

As the FPS for 31 December is the second default in the tax year and Biggs 
Ltd has eight employees, a penalty of £100 is charged in respect of the FPS 
for 31 December. 
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5.3 Late payroll payments 

If an employer pays the PAYE and NICs liability to HMRC late, or if the 
amount paid, is less than the actual amount due, penalties may be 
charged by HMRC.  The amount of the penalty depends upon the 
amount of defaults the employer has made in the tax year.    

 A default is a late payment of PAYE and/or NICs. 

 The first late payment in a tax year is not counted as a default for 
these purposes. 

Number of defaults in the tax year Penalty percentage of late amount    

1 to 3 1% 

4 to 6 2% 

7 to 9 3% 

10 or more 4% 

 If any tax or NICs is more than six months overdue, a further 5% penalty is 
charged. 

 If it is still outstanding after 12 months a further 5% is levied. 

For employers who pay quarterly, as only four payments are made in a tax year the 
maximum initial penalty is 1%.  However, the additional penalties for payments 
outstanding for more than 6 and 12 months may still apply where relevant. 

Penalties will not be charged if the employer has reasonable excuse for late 
payment.   

 Lack of funds, does not qualify as a reasonable excuse (unless this was beyond 
the employer’s control). 

 Reliance on a third party, is not a reasonable excuse (unless the employer took 
reasonable care). 

In addition to the late payment penalties interest is also charged on late payment of 
PAYE and NICs.  This is charged from the date the payment was due to the date the 
payment is made. 
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Example 6 [M1-2, M5, M13, E11-E15, E20-24]  
Lisbeth is an employer with a regular monthly liability under PAYE of £10,000. 
She pays that amount nine days late on six occasions during the tax year. 

Calculate the total penalty payable by Lisbeth for the tax year. 

As there are six defaults in the year, the first is ignored, the following three are 
charged at 1% and the next two at 2%. Therefore, the total penalty will be 
calculated as: 

(£10,000 × 1% × 3) + (£10,000 × 2% × 2) = £700 
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6.1 Introduction 

As well as being required to complete various forms during the year, at the end of the 
tax year the employer must: 

 submit the final FPS of the year, on or before the last payday of that tax year.  
This must make clear it is the final one of the tax year.  If no employees are paid 
during the final pay period of the year an EPS will be submitted instead. 

In addition to this, certain year-end procedures are required.  These include: 

 Completion of employee P60 forms 

 Completion of employee P11D forms 

 Payment of any outstanding income tax and NICs for the tax year. 

6.2 P60 forms 

An employer must give a P60 to all employees on payroll who are 
working for them on the last day of the tax year.  This must be provided 
to the employee by: 

 31 May following the tax year it is for. 

A P60 contains details of taxable earnings paid by the employer to the employee in 
the tax year, along with details of any PAYE and NICs deducted from those earnings. 

The form must also show: 

 the tax year to which it relates, 

 the employer’s PAYE reference, 

 the employer’s name, 

 the employer’s address 

 the employee’s name, 

 the employee’s national insurance number, if known, and  

 the employee’s tax code. 

Year-end reporting 
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6.3 Form P11D 

An employer must also complete a P11D for each employee that has received 
taxable benefits in the tax year.  A copy of this must be: 

 submitted to HMRC and  

 provided to the employee. 

A benefit is a non-cash reward for services provided by an employer such as a 
company car, or private medical care. 

The deadline for providing the P11D to both HMRC and the employee is  

 6 July after the tax year the form relates to. 

The form can be provided to HMRC either as a paper form or online. 

The P11D contains descriptions of each benefit as well as details of the cash 
equivalent of that benefit.  It should also contain among other information: 

 employee name  

 employee NINO 

 employee date of birth 

 employer name 

 employer PAYE reference. 

Note: employers may elect to payroll benefits (include them in the calculation of 
taxable income so the income tax is collected through PAYE).  If this is the case a 
P11D (b) is used rather than P11D.  This allows Class 1A NICs to be collected. 

Employers must pay class 1A NICs on taxable benefits provided in the 
year.  This payment is due by: 

 22 July if paying online 

 19 July if paying by post (cheque). 

Employees do not pay NICs on benefits. 

A penalty may be charged if the class 1A NICs is not paid on time.  The 
initial charge is 5% if this is 30 days late.  A further 5% is charged if the 
payment is 6 months late, and another 5% if it is still outstanding after 
12 months.   
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Example 7 [E11-E15, E20-24]  
Lotte has recently joined the payroll department of Williamson Ltd. She has 
completed some online training and has asked you if you can confirm that she 
has understood this correctly. 

Are the following statements made by Lotte true or false? 

 True False 

Employees must pay the class 1A NICs in 
respect of their taxable benefits for the tax year 
2021/22. 

  

The P60 forms for the tax year 2021/22 must 
provided to employees by 31 May 2022. 

  

No late payment penalty is charged if class 1A 
NICs is paid 10 days late. 

  

Notes 

Class 1A NICs is payable by the employer, not employees. 

A late payment penalty is only charged if the payment is more than 30 days.  
Interest will be payable on this. 
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6.4 PAYE settlement agreements (PSAs) 

Under a PAYE settlement agreement (PSA) the employer agrees to pay the income 
tax on the benefits and expenses covered rather than the employee.  The employee 
will have no tax liability in respect of these items. 

The employer has the choice as to whether to enter into a PSA, and if it 
does enter into one, it can choose which expenses/benefits the 
agreement will cover. 

A PSA is usually entered into, in respect of minor or irregular benefits or expenses 
and must be approved by HMRC. 

Minor expenses or benefits include: 

 incentive awards  

 small gifts or vouchers. 

Irregular expenses or benefits include: 

 things that are not paid at regular intervals 

 relocation expenses over £8,000 

 attending overseas conferences. 

Items in a PSA are subject to class 1B NICs, not class 1A.  Class 1B is also paid by 
the employer not the employee. 

The deadlines relating to PSAs and class 1B NICs are: 

 31st July following the tax year for submitting supporting 
calculations 

 22nd October for paying class 1B/PAYE relating to a PSA if paying 
electronically 

 19th October for paying class 1B/PAYE relating to a PSA if paying 
by cheque. 

If these payments are paid late the same penalties apply as for a late payment of 
class 1A NICs seen previously.  
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7.1 Communicating payroll information 

Wages are often the single biggest cost to a business. Reports will be created to 
show the cost of each individual employee, and a total cost to the business. 

If working in the payroll department of an organisation you may be required to 
communicate various pieces of information to other parties within the organisation. 

 To preserve the integrity of all payroll submissions, most businesses implement 
an authorisation process before wages are paid.  A senior manager, managing 
director, or business owner may require all wages reports to be signed before 
submission.  

 Wages reports will be necessary to complete year-end accounts, so the 
accountant, (internal or external) will also need to have a copy of the wages 
report.  

 Colleagues may have queries on how their P60s relate to the salary quoted in 
their contract or how their deductions have been calculated.  

In your assessment, you may be asked to complete a short email to a manager or 
other party regarding payroll. Topics covered could include:  

– dates for submission of payroll reports 

– penalties for late submission of payroll reports or late payment 

– effect of regulatory change on payroll. 

The payroll questions in the assessment are not manually marked so 
you will not need to produce a full written answer, but you may be 
required to complete some sentences using words selected from drop 
down menus. 

 

  

Communicating payroll information 
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Jessica was first employed by Slow Ltd on 1 March 2022 having previously 
worked as a self-employed contractor. Her P60 for the tax year 2021/22 
includes the following figures. 

 £ 

Pay in this employment 4,900.00 

Tax deducted 1,960.00 

Employee’s contributions due on all earnings above PT 421.26 

Jessica’s bank statement shows an amount of £2,518.74 received from Slow 
Ltd on 31 March 2022. She has asked you how this ties in with the salary of 
£58,800 in her contract. 

You could email her a response along the lines of the following. 

Employment contracts usually quote an annual salary but you have only worked 
for Slow Ltd for one month in the tax year 2021/22 (the period 6 April 2021 to 5 
April 2022). One month’s worth of salary is £58,800/12 = £4,900, which is the 
figure shown as ‘Pay in this employment’. 

However, this was not the amount you were actually paid because Slow Ltd 
deducted income tax (known as PAYE) and employee’s NICs from your pay 
and will pay them to HMRC on your behalf. The figures can be reconciled as 
follows: 

 £ 

Pay in this employment (£58,800/12) 4,900.00 

Less: PAYE (‘Tax deducted’) (1,960.00) 

Less: Employee’s NIC (‘Employee’s contributions due on all 
earnings above PT’) 

(421.26) 

 –––––––– 

Net pay 2,518.74 

 –––––––– 
 

 

  

Illustration 1  
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7.2 Keeping up to date 

As we have seen previously payroll software should be kept up to date by way of 
regular updates.  However, it is important that those working in payroll also keep their 
skills to date.  This can be done by referring to: 

 HMRC website (www.gov.uk) for most recent guides and information 

 HMRC Employment bulletins for regular updates. 

7.3 Ethics and payroll 

When advising on payroll or completing payroll returns you must adhere 
to AAT’s Professional Code of Ethics. 

 You should not undertake work in respect of payroll that you do 
not have the knowledge and/or training to complete.  If asked for 
information beyond your knowledge and skills you should pass 
queries onto your line manager. 

 You must act with integrity, e.g. resist pressure to omit employees 
from the payroll in order to reduce the amount of employer’s NIC 
payable. 

 When working in payroll you have access to confidential 
information about employees.  This information should not be 
passed on unless either: 

– the employee provides permission to do so, 

– or there is a legal or regulatory duty to disclose. 
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Example 8 [E11, E13, E20-24]  

You are a trainee accountant working in the payroll department of a large 
company. Your friend Aisha has recently started dating one your colleagues, 
Dave. Through your work, you can see details of Dave’s salary and the bonus 
he will be paid next month. 

(a) Can you discuss Dave’s salary and bonus with Aisha? 

Trainee accountants are bound by the principle of confidentiality so you 
cannot discuss Dave’s salary and bonus with Aisha unless he has given 
you permission. 

(b) How would your answer change if you left to work at another 
company? 

You still could not discuss Dave’s salary and bonus with Aisha without 
his permission. The need to comply with the principle of confidentiality 
continues even after the end of a relationship between an accountant 
and an employer or client. 
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We recommend the following additional questions for the topics covered in this 
chapter: 

Study Text (for teaching throughout the Chapter) 

 Operating payroll (Chapter 9): Test your understandings 1 to 7  
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