
Customer challenges 
 
Partial Exemption Special Method (PESM) can be time-
consuming, complex and introduce additional risk to the 
VAT return process. In the event you get it wrong, it can 
expose you to non-compliance, financial loss, trigger 
investigation by HMRC and see recoverable VAT missed. 
 
PESM is based upon a set of unique metrics agreed in 
advance with HMRC and seeks to allocate recoverable 
input VAT in a fair and reasonable way. But it can be 
difficult to manage because there are multiple steps 
involved, such as: 
 
• Recovery metrics – recoverable percentages are 

applied to fluctuating factors i.e. transactions/ 
headcount 

• Cost allocations – thousands of transactions from 
multiple data sources must be checked and allocated 
or blocked/excluded 

• Sectorised method – separate recovery rates are 
assigned to different sectors/business units spanning 
multiple sectors/entities, with costs then allocated to 
these sectors 

• Annual adjustments – true-up from provisional 
quarterly returns to determine the exact amount 
owing to HMRC 

• Applying methods correctly and proving 
compliance – consistently demonstrating compliance 
with the method agreed with HMRC  

 
Ensuring costs are correctly classified and allocated in 
accordance with the agreed methodology can be a 
complex process, despite VAT advisors seeking to make 
methods practical. Businesses often resort to doing it 
manually in spreadsheets because their ERP or financial 
system is unable to handle this complexity.  
 

Manual processing is far from ideal due to a number  
of factors: 
 
1. Workloads – These are often high due to a 
combination of poor quality source data and reliance on 
spreadsheets. Data needs to be cleansed, re-formatted and 
imported. Doing this manually is very time consuming. 
Recent figures suggest that a fifth of businesses spend over 
50 days a year identifying, collating and manually 
manipulating data. One client using AlphaVAT to automate 
their manual process of mapping funds with cost centres 
and sectors, removed three months worth of work. 
 
2. High risk of error – Spreadsheets are prone to error 
due to incorrect formulas, broken macros and input errors. 
As a multitude of spreadsheets may be needed to perform 
PESM, this heightens the risk exponentially. One large 
financial institution, before deploying AlphaVAT, spent 20 
days annually just checking the integrity of its PESM 
spreadsheets.  
 
3. Increased risk of non-compliance – The team need to 
demonstrate to HMRC that the agreed PESM methodology 
has been followed, right down to the transaction definitions. 
Proving compliance requires significant evidence gathering. 
 
4. Difficult to make changes – If business activities 
change then any alterations or additions to cost centres or 
ERP reporting must be reflected in the calculation. 
Sometimes such changes can be time consuming and 
expensive due to inherent system inflexibility. 
 
5. Failure to maximise recovery – As a result of tax 
advisors trying to keep methods relatively simple and 
practicable, recovery tends not to be maximised. Tax Systems 
has found that customers using AlphaVAT have increased 
recoverable VAT through increased accuracy, removing the 
need for educated (conservative) guesses. One client has 
increased recovery by around £800k per annum. 
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Automating Partial Exemption – including Special Method

AlphaVAT, our specialist VAT automation platform, 
includes support for both Partial Exemption Standard 
Method and Special Method (PESM). Automating this 
complex process with AlphaVAT can increase accuracy, 
efficiency and control. This reduces the risk of errors and 
significantly reduces workloads, enabling tax teams to 
focus on delivering more value to the business with the 
proven potential to increase recovery rates.
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How AlphaVAT can help 
 
 
Automating the Partial Exemption process using AlphaVAT 
can eliminate these issues to create a more accurate, 
efficient and replicable method. AlphaVAT doesn’t just 
assist by applying your standard or special method 
correctly but also by giving you the flexibility to implement 
more complicated methods, if desired.  
 
Through providing more clarity and insight it can help 
teams to increase recovery rates, improving bottomlines.  
 
AlphaVAT incorporates a number of features that help to 
streamline and simplify the process while also adding value 
by providing better control and visibility:  
 
Data mapping from ERP or accountancy systems allows 
files to be scanned to ensure structures are consistent with 
the columns used for cost allocation. Preconfigured and 
custom data checks on the data are used to flag any 
anomalies, allowing any issues to be addressed to create a 
reliable dataset. 
 
Data Tagging the information retrieved from the ERP 
system using templates ensures accounts payable and 
accounts receivable data are defined and all transactions 
correctly allocated to the relevant sectors. Configuration 
settings can then be saved to be used in future Returns.  
 

 
Sector recovery (including taxable over total, 
transaction counts and fractions) and attribution 
processes are automated for each sector to ensure a 
more harmonised, accurate end-to-end process.  
 
Automated direct cost attribution maps costs directly 
to sectors or business activities using our advanced PESM 
filtering capability. This ensures the right costs are included 
in the right place every time. 
 
Block and excluding of transactions where VAT cannot 
be reclaimed can be automated by applying identifiers to 
checks, or filters in the system, and the reason for applying 
either treatment can be specified in the resulting audit trail. 
 
Automated indirect cost allocation allows multi-level 
cost allocations to be completed so that residual input VAT 
can correctly flow through an allocation process into the 
correct sector or business activity, and therefore be 
recovered at the appropriate rate. Fully supported by 
reports at all allocation stages, this has the advantage of 
providing granular level detail as evidence of compliance. 
 
Diagnostics allow users to make any manual adjustments, 
view blocked/excluded transactions and action any data 
errors highlighted during the calculation process. A full 
audit trail that supports all of these activities can also be 
used to prove end-to-end compliance to HMRC.  

T: 01784 777 700              E: enquiries@taxsystems.com          W: www.taxsystems.com

AlphaVAT’s PESM Process 
 
How you automate your PESM will depend upon your methodology and whether you use a sectorised approach. Those that 
do not use sectors can choose their recovery criteria, upload their data from the ERP system, map the transactions, and then 
carry out any adjustments prior to calculation, review and submission.
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AlphaVAT is built by Tax Systems, the number one 
provider of tax automation software in the UK & Ireland. 
 
Our mission is to build great tax software and provide 
fantastic support so customers can accelerate the 
performance of their tax function.  
 
Our technology makes sure customers are compliant,  
and ensures filings are accurate, while improving process  
efficiency.  We help tax teams to manage risk and provide  
tax insights to drive improved business outcomes. 
 

We have more than 1,300 clients including 19 of the top 
20 accountancy firms.  
 
More UK enterprises use AlphaVAT than any other VAT 
automation platform. To find out how AlphaVAT can improve your 
VAT process, contact us via enquiries@taxsystems.com  
or on 01784 777 700.  
 
For more information about Partial Exemption, please  
see our ‘A pivotal moment for PESM’  
whitepaper or visit our Resources Centre at: 
www.taxsystems.com/resources 

 
• Proves compliance – with a full digital audit trail, 

digitally linked process, recording all steps carried out in 
fulfilment of Partial Exemption (Standard and Special 
Method) as agreed with HMRC 

• Increases accuracy – codified tax logic ensures 
calculations are correct, eliminating spreadsheet errors 
  – Allocation and transaction filtering carried out 
    automatically to reduce errors 

• Increases efficiency – maximises automation, to 
reduce manual workloads and frees teams to spend  
more time on higher value activity 

  – Automates cost allocation using templates to map     
         transactions to the correct sectors  

  – Data tagging and templates make it easy to replicate   
         the process 
• Maximises recovery rates – with recovery 

percentages calculated direct from source data and the 
flexibility to implement more complicated methods 

• Enables more efficient reviews with visual checks, 
both pre-and post-calculation, customisable searches and 
exception reporting 

• Conducts trend analysis using data analytics to 
compare and contrast historic returns and forecast  
future liabilities 

KEY BENEFITS

If you use the sectorised method, you will go 
through a one-time set-up using AlphaVAT’s 
easy to use PESM Builder.  
 
The PESM Builder is used to reflect your 
HMRC PESM agreement in AlphaVAT, for 
example set-up sectors and recovery methods 
in line with the agreement. The process for 
indirect allocation of residual input VAT is 
configured so that when AlphaVAT runs its 
calculations, the VAT is allocated to the 
relevant sectors and recovered at the 
appropriate rate.  
 
A key advantage of this approach is that  
HMRC can easily see how AlphaVAT reflects 
your PESM agreement. 

Once the PESM methodology has been defined, the 
steps required to complete the calculation, along with 
transaction allocations to the correct sectors, can be 
replicated for all future VAT returns.  
 
For each subsequent reporting period all that is 
needed are the source data files together with the 
correct identifiers. AlphaVAT will then take care of 
the allocations and calculation steps automatically.
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