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Board Members should note that the information in this paper has been shared with EMT for 

awareness. 

 

Purpose  

 

To highlight a significant potential future litigation issue with HMRC regarding their assessment 

of Scottish Canals’ VAT recovery position. 

 

Priority 

  

Immediate priority for noting.   

 

Ongoing updates provided as discussions with SG Finance, SG Sponsor Team, SG Tax 

Advisory Team and HMRC take place. 

  

Background  

 

On Wednesday 19 February 2020, an email was received into the Finance Team from HMRC, 

advising us that upon assessment, Scottish Canals were due to pay a VAT bill of £6,679,991. 

 

In addition, we were also issued a Notice of Assessment of Interest, which detailed the interest 

payable on the above amount.  This increases the total due to HMRC to £7,069,192.07 (incl 

Interest). 

 

This issue has been in the background since October 2017 which was when the initial visit 

occurred from HMRC.  Since then, Scottish Canals and KPMG have continued to work with 

HMRC and have complied with HMRC requests for additional information.   

 

However, Scottish Canals continued with VAT reporting under a business as usual 

assumption, with HMRC allowing VAT recovery over this time following advice from KPMG.  

This is normal practice in circumstances such as this as any change in process would be 

deemed by HMRC as compliance with their assessment.   

 

HMRC during this time failed to provide any technical rationale to support their assertions, 

despite Scottish Canals / KPMG asking for this on a number of different occasions.  HMRC 

have only had one further meeting with Scottish Canals and HMRC since their initial meeting, 

preferring to correspond by letter and e-mail only. 
 

HMRC fundamentally disagree with our assessment of business vs non-business activities, 

and our subsequent financial treatment.  They assert that most activities should fall within the 

scope of statutory maintenance of the canals, and therefore the VAT recovery should not 

apply. 

 



 
There is a current trend of HMRC taking an assertive approach to VAT treatment across a 

number of public bodies, and Scottish Government VAT team have expressed concerns in 

case the liability for payment falls to them.  I.e. if the Grant In Aid was to be treated as a 

revenue stream for Scottish Canals providing a service to them. 

 

Our professional advisors at KPMG have given robust evidence as to why HMRC’s position is 

incorrect, and the situation appears to be at stalemate, and we may have no option other than 

to challenge the demand for payment. 

 

There are wider issues at stake, as this may have a ripple effect through the Scottish Public 

Sector, and therefore the cost of provision across many services is untenable within current 

budgets.  There is also the political dimension to consider; HMRC being a UK body means 

that monies would go into Treasury, as opposed to VAT-recoverable monies staying within 

the Scottish economy. 

 

Scottish Government colleagues in both the Sponsor Team and within the VAT Advisory Team 

have been kept aware of this issue; and in Feb 2020 the CEO escalated the cost affordability 

to Transport Scotland.  Transport Scotland have now advised they were placing this issue on 

their risk register to capture the cost in future, acknowledging that Scottish Canals would not 

be able to pay this.  

 

 

Key Issues  

 HMRC do not recognise Scottish Canals’ VAT recovery position. 

 It is unclear as to what basis they have carried out their calculations / what 

extrapolations have been used. 

 HMRC refuse to accept legal precedent cases as a defence. 

 Scottish Canals do not have the budget allocation to cover this request, if HMRC are 

successful with this motion.  It would fall to SG to pay. 

 Scottish Government are concerned in case it transfers the financial liability to them, 

if their Grant In Aid is seen as taxable revenue. 

 The likely timescales for action are in excess of 6 months. 

 Options appraisal has been commissioned from KPMG in relation to potential 

litigation costs, and success rate. 

 

Corporate Implications  

 

Strategic Priorities:  If Scottish Canal’s current VAT recovery position is undermined, then the 

cost of delivering our priorities increases by 20% across both capital and revenue.  This 

means that priorities may have to be re-assessed in terms of financial viability, or we require 

an additional 20% in our budget allocation from Scottish Government. 

 

Risk/Risk Appetite:  Significant financial and reputational risk, as well as potential damage to 

working relationships.     

  

Legal:  Potential for litigation on either side – Scottish Government Sponsor Team keen to 

help challenge this. 

  

Financial:  The fee and associated interest penalties is circa £7million. Payable immediately.  



 
Human Resources:  The technical aspects of this case are being handled by KPMG, but the 

finance team continue to process ‘as-is’ until a solution is identified. 

 

Fair Work First:  Nothing to note.   

  

Communication:  Lessons learned and revised policy/procedures will be communicated in due 

course. 

 

Community & Third Sector:  Nothing to note.   

 

Commercial:  The position adopted by HMRC strikes at the core of what we do in relation to 

commercial activities.  If we cannot reclaim the VAT levels which we have historically claimed, 

then the revenue streams from current commercial activities have to be increased further –

which the current operating models do not necessarily allow for. 

 

Asset:  Links partially to comment above – if the HMRC assessment is that our assets are not 

used for commercial activity, then the financial treatment of them will be challenged. 

 

 

Conclusions and Recommendations  

Board Members should note the contents of this paper with further updates to be provided as 

meetings progress with stakeholders.   
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