
VAT – back to basics
Available VAT schemes
• Standard VAT

• Cash VAT

• Retail Scheme

• Flat Rate Scheme

• Second Hand VAT Margin Scheme

• Partial Exemption Scheme

• Annual Accounting Scheme

• Tour Operator’s Margin scheme (TOMs) – an extension of the VAT margin Scheme but not covered here



The Tax Point

• Standard VAT – VAT is reported in the quarter in which the 
invoice is raised or received

• Cash VAT – the VAT is reported in the quarter in which the 
invoice is paid or income received



Rates of VAT
The rates of VAT in the UK are:

• Standard rate – 20%

• Reduced rate – 5%

• Zero rate – 0% - the Government allows for the sale of goods to be VAT free but input tax can be reclaimed on any 
related purchases e.g. in construction, new build houses are zero rated but the input VAT on any purchases (brick etc) 
can be reclaimed, raw foodstuffs are also zero rated

• Exempt – 0% - the Government allows for sale of goods to be VAT free but input tax cannot be reclaimed on any related 
purchases e.g. provision of education, postage – VAT on any inputs cannot be reclaimed

• Out of scope – no VAT - these items fall outside of the VAT scheme completely and never appear in the VAT return e.g. 
drawings, wages and salaries, principal loan repayments, introduction of additional capital

The full list of zero and exempt items can be found at https://www.gov.uk/guidance/rates-of-vat-on-different-goods-and-
services



Recording VAT Inputs
Inputs are items that come into the business – they are the VATable items that appear in the debit 
column of the trial balance such as:

• Purchases

• Expenses

• Assets



Recording VAT Inputs

Purchase

Fred’s Account
Date Details Dr Cr Balance

5 April 2020 Purchase of goods on credit including VAT 120.00 120 Cr

Purchases Account
Date Details Dr Cr Balance

5 April 2020 Purchase of goods on credit from Fred 100.00 100 Dr

VAT Input Account
Date Details Dr Cr Balance

5 April 2020 VAT on purchase of goods on credit from Fred 20.00 20 Dr

Fred’s Account

Date Details
Nominal 
Account

VAT Net Amount VAT
Gross 

Amount

5 April 2020
Purchase of 

goods on credit
Purchases Standard 100.00 20.00 120.00



Recording VAT Outputs

VAT Output Account
Date Details Dr Cr Balance

5 April 2020 VAT on sale of goods on credit to Frederica 10.00 10 Cr

Frederica’s Account
Date Details Dr Cr Balance

5 April 2020 Sale of goods on credit including VAT 60.00 60 Dr

Frederica’s Account

Date Details
Nominal 
Account

VAT
Net 

Amount
VAT

Gross 
Amount

5 April 2020
Sale of goods on 

credit
Sales Standard 50.00 10.00 60.00

Sales
Sales Account

Date Details Dr Cr Balance
5 April 2020 Sale goods on credit to Frederica 50.00 50 Cr



VAT on Returns
• When recording returns the VAT will appear on the ‘opposite’ side of the relevant VAT account in 

which the original invoice appears.

• So a credit note for a sale will show the VAT on the debit side of the VAT Output Account

• A credit note for a purchase will show the VAT on the credit side of the VAT Input Account



What goes into the return (top half)?

VAT due in this period on sales and other outputs 1 1078 80

VAT due from you (but not paid) on acquisitions from other EU countries
2 0 00

Total VAT due (the sum of boxes 1 and 2) 3 1078 80

VAT reclaimed in this period on purchases and other inputs  (including acquisitions 
from the EC) 4 1011 69

Net VAT to be paid to Customs or reclaimed by you 

Difference between boxes 3 and 4
5 67 11



What goes into the return (bottom half)?

Total value of sales and other outputs excluding any VAT. Include your Box 8 figure 6 5394

Total value of all purchases and all other inputs excluding any VAT. Include your Box 9 figure 7 6560

Total value of all supplies of goods and related costs, excluding any VAT, to other EC Member 
States 8 0

Total value of all acquisitions of goods and related costs excluding any VAT from other EC 
Member States 9 0



The Annual VAT Scheme
• Small businesses with a turnover of less than a stipulated amount can elect to make returns annually

instead of quarterly. The stipulated amount is notified yearly in the budget.

• This does not mean that the VAT itself may be paid annually. Normally the business calculates the
amount of VAT due each month or quarter and sends this to HMRC. Alternatively, a business can
estimate the total VAT due for the year and send this in 12 equal instalments.

• The actual return is completed at the end of the year and a final balancing figure sent. The advantage of
this is that it can even out VAT payments and smooth cash flow.

• The benefits of this scheme are:

§ No big VAT bills at the wrong time because payments are spread throughout the year

§ Easier budgeting and cash flow planning because instalments are known from the start

§ Less time spent on VAT because only one return has to be filled in each year instead of the usual four

§ Two months are allowed to complete and send in your annual VAT Return and balancing payment, instead of one

§ The VAT Return year can be chosen to suit the business.



The Flat Rate Scheme
• Designed to help small businesses by allowing them to calculate their VAT payment as a flat rate 

percentage of turnover including VAT.
• The percentages are decided according to the trade sector the business is in. 
• Under the scheme the business will not be able to reclaim any of the VAT it pays on its inputs, as 

this is taken into consideration as part of the percentage calculation.
• When issuing invoices to customers, a business registered under this scheme must still show VAT 

as normal on its sales invoices. 
• If you buy a fixed asset for more than £2000 you will be able to claim the VAT back on the purchase 

in the normal way, i.e., showing VAT at 20% and not at the percentage given for the particular trade 
sector.

• Further details can be found in the HMRC notice 733 



The Retail Scheme
• If a business sells direct to the public, it may find it difficult to issue a VAT invoice for each sale. Such examples are

small corner shops where many transactions are for less than £1, but which will include VAT.

• There are several retail schemes available to help with this.

• The main benefits of these are that:

§ they provide an alternative to standard VAT accounting rules, which might be difficult or costly to follow

§ VAT invoices will not have to be issued unless they are requested.

• Note that if a customer requests a VAT receipt, one must be provided.

• Businesses do not need to apply to use a retail scheme, but should start to use one at the beginning of a tax period.
Note that if a business operates both retail and non-retail transactions then the Retail scheme can only be used for that
part of the business, the non-retail section must use the normal method of showing VAT (or use one of the other
applicable schemes).

• For further details on the retail schemes look at the HMRC booklet 727.



Second Hand VAT Margin Scheme
• If a business sells second-hand goods, works of art, antiques or collectors' items, under certain circumstances, the 

accounting for VAT is based on the difference between the purchase price and the selling price, rather than the full 
value of the sale

• Need to keep a record of all costs attributable to the sale – no VAT is reclaimed on purchases
• Can be used for cars, works of art, antiques or collector’ items

Example
• Purchase price = £1,600

• Purchase costs = £300

• Total cost = £1,900

• Selling price = £2,600

• Profit on sale = £600

• VAT to be declares = the VAT included in £600 = £100



Partial Exemption
• If a VAT registered business has sales that are split between standard rate sales and exempt items, then under 

this scheme it is not possible to reclaim any input VAT that is linked in any way to an exempt supply. The rules 
are extremely complex and should be checked out on the HMRC website if the reader needs to become 
involved in this scheme.

• If a business makes purely standard supplies then it can register for VAT and reclaim the input VAT that is linked 
to its supplies (sales).

• If a business makes purely exempt supplies (sales) then it does not need to register for VAT and cannot reclaim 
any input VAT.

• However if a business makes some standard and some exempt supplies then a decision has to be taken as to 
the amount of supplies that are standard rated or exempt or can be a mixture of both. It might not be possible for 
example to easily split out the types of supplies made.

• Hence a calculation must be carried out to work out exactly how much of the total VAT can be reclaimed in each 
VAT return.


