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We review the main items of expenditure where input tax cannot be claimed but highlight important exceptions
where a claim can still be made.

Key Points

What istheissue?

Input tax cannot be claimed on business entertaining expenses and new cars in most cases. However, there are
exceptions in the legislation, such as entertaining costs that relate to staff and the purchase of genuine pool cars.
The article considers the conditions for making avalid claim.

What does it mean for me?

If goods are purchased that have a mixture of both business and private use, then input tax can be fully claimed
in most cases, as long as output tax is declared on future VAT returns for private use over the life of the asset.
Thisis known as the Lennartz mechanism.

What can | take away?

The Lennartz mechanism can only be adopted if there is some business use of an asset, linked to taxable
supplies, and this can be as low as 1%. However, Lennartz cannot be used for purchases of some assets, which
are highlighted in the article; e.g. ships and boats.

True or false? Input tax cannot be claimed on any expenditure that relates to business entertainment.

Theinitial answer to the above question would be ‘true’; however, an important challenge with VAT —and tax
generally —isto understand when the various blocks in the legislation are overridden in some circumstances. Il
highlight these situationsin this article.

Entertaining staff

Imagine the following situation: Worthington Estate Agents has hired a box at atop sporting event and it will be
occupied by a combination of partners, staff, customers and staff spouses. It will cost Worthington £10,000 plus
VAT to include the game, athree course meal with champagne, a post-match cabaret and afree bar. The
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guestion to consider is. how much input tax can be claimed on the payment of £12,000 made to the event host
for this top-quality entertainment package?

The answer is ‘it depends.’

e Thefirst challengeisto establish therole of the staff. If they are able to enjoy themselves — free from any
hosting duties with non-staff — then input tax can be claimed on their packages. Thisis because the
entertaining of staff asareward for their hard work — or future hard work — is classed as an expense with a
business purpose and excluded from the input tax block on entertainment.

o |f the staff must act as hosts for the non-staff — creating goodwill and potential orders from customers —
the claim is blocked.

¢ |nput tax on the expenses of the spouses and customers is blocked by virtue of the Vaue Added Tax
(Input Tax) Order 1992.

e What about the partners? The starting point is that input tax on the entertaining costs of business ownersis
blocked but HMRC accepts that it can be claimed if an event is open to all or some staff, such as the office
Christmas party.

See VAT Notice 700/65 para 3.2.

Asafinal twist to the tale, would it make any difference if any customers lived abroad? The answer is‘yes’ for
input tax purposes because there is an exception for the entertaining of overseas customers. However, the
hospitality provided by Worthington would not — to quote from VAT Notice 700/65 para 2.6 — be classed as
‘reasonable in scale and character’, so output tax is payable on their entertainment, which will cancel the input
tax gains.

Input tax can only be claimed on the costs of entertaining overseas customers — without an output tax liability —
if the hospitality islimited to, say, coffee and sandwiches supplied at a business meeting. How mean is that!

Motor cars: what isa pool car?

The legiglation blocks input tax claimsif anew car isintended to be made available for private use. However,
thereis no problem with a business claiming input tax on the purchase of acar if it will be used as atool of
trade; e.g. by adriving school, taxi firm, car hire business or motor dealer. Input tax can also be claimed if a
vehicle will be used as a genuine pool car that is available to all staff.

Over the years, | have received alot of questions from clients about pool cars. For example: ‘One of our clients
is buying atop-of-the-range BMW and paying alot of VAT. Can we claim input tax if he keepsit at the office
overnight and describes it asa*“pool car” in the fixed asset register?

My answer to the previous question would immediately be ‘no’ because the word BMW indicates it is not
intended to be arun around pool car for the general use of al staff. No way! It is a prestige car that will be
treated with kid gloves by itsintended owner, usually the business owner or managing director.

There can be grey areas and input tax can be claimed if there is a genuine intention to use a vehicle as a pool car
at thetimeit is purchased. However, HMRC' s guidance in its input tax manual at VIT52700 specifies three
conditions that officers will consider:

¢ thevehicleisusually kept at the principal place of business;



e itisnot alocated to an individual employee; and
e itisnot kept at an employee' s home.

The important word to note — which is different to the word that officers will sometimes use when they are
reviewing pool car issues—is‘usually’ as opposed to ‘aways . In other words, the guidance states that a vehicle
is‘usually’ kept at, say, the office or warehouse of the business. Thisis different to the word *aways’, whichis
lessflexible.

Business gifts

If abusiness provides a gift of goods for any business purpose — perhaps to reward a hardworking employee or
loyal customer — it can claim input tax on the purchase of the goods. This assumes that there are no issues with
partial exemption. However, when the goods are given away, this creates atax point for output tax purposes on
the value of the gift. The exception isif the cost of the gift and any other gifts given to the same person

during the previous 12 monthsisless than £50 excluding VAT, in which case no output tax is due (see VAT
Notice 700/7 s 2).

Here are some common mistakes with the business gift rules:

e If abusinessdid not claim input tax on the purchase of the gift — perhaps because it was purchased from
an unregistered supplier —there is no output tax liability when it is given away.

e The £50 limit excludes VAT and thetest is applied on arolling 12 month basis and not a calendar year or
financial year basis.

o |f the £50 limit is exceeded, output tax is due on all gifts made in that 12 month period.

See Hairdresser Marie: gifts of shampoo.
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Rewar ding staff

Unfortunately, there is no difference in the rules for gifts made by a business to its staff; e.g. areward to sales
staff who meet certain targets. In other words, output tax will be payable at the time they are given away if the
£50 limit is exceeded.

However, thereis afurther issue to consider if the staff member can make a cash payment to get more goods.
See Staff rewards. cash payment plus gift of goods.
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The £50 limit does not apply to a gift of services and output tax is always payable on the onward supply of the
services to the recipient. So, for example, if a business has purchased a package from alocal golf club that
includes 18 holes of golf and a three-course meal for £800 plus VAT, it can claim input tax on the invoice from
the golf club but output tax of £160 will be due on the onward supply to the employee.

Business or private expense?

What is the difference between the purchase of goods that have 1% intended business use and 99% intended
private use, compared to another item that has 100% private use?

The answer isthat a business can fully claim input tax if there is some businessuse—evenif itisonly 1% —
and then account for output tax on the private use of the goods over their economic life.

However, if an expense iswholly for private purposes, input tax is fully blocked because there is no business
use.

The output tax option isknown in VAT speak as the Lennartz mechanism and is an aternative to the traditional
method of apportioning input tax at the time of purchasing the item in question. There is no de minimis limit,
hence why 1% business use is fine. However, there is afurther twist: the Lennartz option is not available for
ships, boats, other vessels, land and property, and aircraft.

To shareafinal tale, | was recently asked if a business could claim input tax on the purchase of adirector’s
expensive watch if the company bought the item and capitalised it to its balance sheet and also declared it asa
benefit-in-kind of the director?

This question highlights an important point that action taken by a businessin relation to direct tax has no bearing
on decisions about VAT. The reality isthat the director’ s watch has no business purpose, so input tax is fully
blocked on the purchase price.
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