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ABSTRACT

VALUE-ADDED TAXATION ON IMPORTED SERVICES IN SOUTH
AFRICA

BY
NICOLETTE HALLEY HERBERT

SUPERVISOR: HANNEKE DU PREEZ
DEPARTMENT: TAXATION
DEGREE: MAGISTER COMMERCII

Value-added taxation on imported services is one of the remaining frontiers for Value-Added Tax
(VAT) in South Africa. The taxation of imported services remains fraught with different opinions,
interpretations and incorrect treatment by both vendors and non-vendors. This is evidenced by
recent court judgments on this topic, namely Metropolitan Life v Commissioner for SARS, 2008 (4)
SA 558 (C) (70 SATC 162).

This study explores whether VAT should be charged on imported services, whether the taxation of
imported services is open to misinterpretation, whether there is a significant problem with the
technical interpretation of the sections 7(1)(c), 11(2)(k) and section 14(5)(b) of the Act? Has the
judgment handed down in Metropolitan Life case brought coherence and clarity to the treatment of
imported services? Should the VAT Act be amended to clarify whether section 11(2)(k) applies to
imported services and what are the areas of difficulty with imported services that require further

research?

Data for the study was collected by conducting interviews with a sample of VAT specialists, one
official in SARS, one specialist from one of the big law firms, two specialists from two different

auditing and accounting firms and Senior Counsel at the Cape Bar.

Keywords: Imported services; utilised or consumed in South Africa; apportionment; enforcement

and compliance
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OPSOMMING

BELASTING OP TOEGEVOEGDE WAARDE OP INGEVOERDE DIENSTE
IN SUID-AFRIKA

DEUR
NICOLETTE HALLEY HERBERT

STUDIELEIER: HANNEKE DU PREEZ
DEPARTEMENT: BELASTING
GRAAD: MAGISTER COMMERCII

Toegevoedge waarde belasting op ingevoerde dienste is een van die oorblywende uitdagings vir
Belasting op Toegevoegde Waarde (BTW) in Suid-Afrika. Die belasting van ingevoerde dienste bly
belaai met verskillende menings, interpretasies en verkeerde toepassings deur sowel verkopers as
nie-verkopers. Onlangse hofuitsprake oor die onderwerp, veral Metropolitan Life v Commissioner
for SARS, 2008 (4) SA 558 (C) (70 SATC 162), is 'n bewys hiervan.

Die studie verken of BTW gehef moet word op ingevoerde dienste; of die belasting op ingevoerde
dienste oop is vir wanvertolking, en of daar 'n probleem is met die tegniese interpretasie van
artikels 7(1)(c), 11(2)(k) en 14(5)(b) van die BTW Wet. Het die uitspraak in die Metropolitan-saak
samehorigheid en duidelikheid meegebring in die hantering van ingevoerde dienste? Behoort die
BTW Wet gewysig te word om duidelikheid te bring of artikel 11(2)(k) van toepassing is op
ingevoerde dienste en wat die probleemareas is met verwysing na ingevoerde dienste wat verdere

navorsing verg?

Die data vir die studie is ingesamel deur onderhoude wat gevoer was met 'n steekprofiel van BTW-
spesialiste, 'n beampte van die SAID, 'n spesialis van een die die groot regsfirmas, twee
spesialiste van twee verskillende ouditeursfirmas en 'n Senior Advokaat (SC) van die Kaapse

Balie.

Sleutelwoorde: Ingevoerde dienste, gebruik of verbruik in Suid-Afrika; toedeling; afdwinging en

nakoming.

- Vii -
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CHAPTER 1

INTRODUCTION AND STATEMENT OF PROBLEM

1.1 BACKGROUND

“Beyond the everyday world, both counsel have explained to us, lies the world of VAT, a
kind of fiscal theme park in which factual and legal realities are suspended or inverted,”
(Royal and Sun Alliance Insurance Group Plc and Commissioner of Customs & Excise
[2001] EWCA Civ 1476).

Imported services taxation is one of the remaining frontiers for Value-Added Tax (VAT) in
South Africa. VAT was introduced in South Africa during 1991, replacing General Sales
Tax. VAT is levied at the standard rate (currently 14%) on domestic consumption of goods
and services, with certain exemptions and zero-ratings, provided for in the Value-Added
Tax Act, No. 89 of 1991 (the VAT Act). VAT is levied on the supply of all goods and
services rendered by registered vendors, it is also levied on the importation of goods and
services into South Africa.

Despite South Africa adopting the best practice of subjecting the supply of imported
services to full taxation since the inception of VAT, the taxation of imported services
remains fraught with different opinions, interpretations and incorrect treatment by both

vendors and non-vendors. This is evidenced by recent court judgments on this topic.

In December 1994, Strydom (1994:1), almost prophetically stated that: “the interpretation
of the provisions of section 14 of the Value-Added Tax Act, 89 of 1991, have led to diverse

opinions and resultant incorrect treatment by both vendors and non-vendors”.

De Koker and Kruger (2010:1) note that while the charging provisions of section 7(1)(c)
appear to be very broad and onerous, they are qualified by the definition of “imported
services” in section 1 and the exclusions provided for in section 14(5) of the VAT Act.

However, it was the very exclusions provided for in section 14(5) that were inter alia, the

-1-
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source of contention in Income Tax Case No 1812 (68 SATC 208), and later on appeal as
Metropolitan Life v Commissioner for SARS, 2008 (4) SA 242 (A) (70 SATC 162),

hereafter referred to as the Metropolitan Life case.

Until recently, the Metropolitan Life case was the only South African judgment that dealt
with imported services. However, on 13 June 2011, a reportable Tax Court judgment
dealing with imported services was given. According to the judgment the appellant’s main
trading activities were mining and selling diamonds in South Africa. The identities of the
parties are secret for Tax Court purposes. Senior Counsel for the appellant informed the
writer that an appeal has been noted in respect of the Tax Court judgment; therefore this
case is now in the public domain. However, as this case has not yet been reported it will

be referred to as the XYZ case.

In the Metropolitan Life case, the vendor was a life insurance company that provided life
insurance to both local and international recipients and made use of various overseas
consultants and other suppliers of services. The court had to decide whether section
11(2)(k) or section 7(1)(c) of the VAT Act applied to the transactions.

In the Metropolitan Life judgment, the learned judge sought to bring “coherence and clarity
to the treatment of imported services”, yet this judgment has itself evoked critique from De
Koker and Kruger (2010:2) as well as from Emslie (2010:13-15).

From an academic point of view, clarity is required to ensure a consistent and correct
treatment of imported services by both vendors and non-vendors. However, from a
practical point of view there are significant monetary or financial implications associated
with divergent interpretations and incorrect treatments as evidenced by the recent court
cases. In the Metropolitan Life case, if the international supplies were to be zero-rated in
terms of section 11(2)(k) as proposed by the appellant no output tax would have been
payable and the South African Revenue Service (SARS) would have lost tax revenue from
the supply of imported services. In contrast, if section 7(1)(c) applied as advocated by
SARS the international supplies would be subject to VAT at the standard rate of 14% and

the vendor would have had to pay irrecoverable VAT instead of no VAT.
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1.2 THE STATEMENT OF THE PROBLEM

The questions to be considered in this study are whether VAT should be charged on
imported services, whether the taxation of imported services is open to misinterpretation
and whether there is a significant problem with the technical interpretation of sections
7(1)(c), 11(2)(k) and section 14(5)(b) of the Act. Has the judgment handed down in the
Metropolitan Life case brought coherence and clarity to the treatment of imported
services? Should the VAT Act be amended to clarify whether section 11(2)(k) applies to
imported services and what are the areas of difficulty with imported services that require

further research?

This study will seek to address this knowledge gap, inconsistencies and areas of difficulty
experienced with imported services by posing these questions to a sample of VAT

specialists in South Africa.

1.3 STATEMENT OF PURPOSE

This is a broad, exploratory study of the current VAT landscape in respect of imported
services. The study was focused primarily on the technical issues raised in the
Metropolitan Life case and explores whether such technical issues are the main
challenges with imported services. It investigates a sample of South African VAT
specialists’ views regarding the application of section 7(1)(c), section 11(2)(k) and section
14(5)(b) pre- and post the Metropolitan Life case. It also seeks to identify difficult or
problematic areas experienced in practice regarding imported services and sets out the
policy recommendations given by the VAT specialists. At the planning stage of this study
the Metropolitan Life case was the only South African court case on this topic. However as
the practical component of the research was being conducted the XYZ case judgment was

issued in June 2011.
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1.4 RESEARCH QUESTIONS

The primary research question is what do VAT specialists in South Africa consider as the
main challenges of the imported services provision? To answer this research question the

following sub-research questions were posed to a sample of VAT specialists.

1.4.1 Sub-research Questions

Should imported services be taxed in South Africa?

Is the taxation of imported services open to misinterpretation?
Can section 11(2)(k) be applied to imported services?

Does section 11(2)(k) conflict with section 14(5)(b) ?

Should legislation be interpreted by seeking, “the purpose with which the Legislature has

a > w N

enacted the provisions™?

6. Should the court have considered the contra fiscum rule in the Metropolitan Life v
Commissioner for SARS, 2008 (4) SA 242 (A) (70 SATC 162), judgment?

7. Has the Metropolitan life judgment brought clarity and coherence to the VAT treatment of
imported services in South Africa?

8. Should the VAT Act be amended to clarify whether section 11(2)(k) applies to imported
services?

9. What are the policy recommendations with respect to imported services?

1.5 IMPORTANCE AND BENEFITS OF THE STUDY

A clear view articulated by Emslie (2010:15) is that VAT vendors reading the VAT Act
should be in a position to establish the intention of the legislature beyond any doubt. The
author asserts that the effect of the Metropolitan Life case is that the literal meaning of
the opening words of section 11(2) does not represent the meaning intended by the
legislature. This, he argues, is important because VAT is a system of self-assessment and

misinterpretation thereof might influence SARS’ revenues derived from VAT.

The study will attempt to determine the current treatment of imported services by South
African VAT specialists in view of the Metropolitan Life case to ascertain whether the

-4 -
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view expressed by Emslie (2010:15) has merit. It will also highlight difficult or problematic

areas in the treatment of imported services and give policy recommendations.

1.6 DELIMITATIONS AND ASSUMPTIONS

1.6.1 Delimitations

This study will focus primarily on VAT specialist views or answers to the research

guestions and will not investigate:
o The importation of goods,
o Liability to register for a non-vendor, and

o Administrative liability of the vendor to comply with the necessary legislation and to
submit returns.

There will be no interviews with VAT vendors or non vendors, only with VAT specialists

and the empirical research component of this study focuses exclusively on VAT in South

Africa.

1.6.2 Assumptions

The key assumptions that have been identified are the methodological assumptions
outlined in (Kotzé, 2010a:27). These are:

o It is assumed that interviews that are used in the study are the most appropriate
research approach.

o It is implicitly assumed that the participants are fully knowledgeable on the subject

and are willing to participate upon request.

o It is implicitly assumed that the participants will provide correct and truthful answers
to the questions asked in the study.

o It is implicitly assumed that the data collected was accurate and of high quality.



£

&

g‘ UNIVERSITEIT YAN PRETORIA
. UNIVERSITY OF PRETORIA

YUNIBESITHI YA PRETORIA

1.7 DEFINITION OF KEY TERMS
A number of key terms are relevant to this study. The definitions of these terms are:

Contra fiscum rule is a common-law rule. It states that in case of ambiguity, statutory
provisions which impose burdens (i.e. taxes) must be interpreted strictly, giving preference
to the least onerous interpretation. Where a provision imposing tax is reasonably capable
of two alternative meanings, the meaning more favourable to the subject (i.e. contra
fiscum) will be preferred. This rule forms part of the general presumption that legislation is
presumed not to burden the citizens more than necessary and in the case of doubt the
citizens will be entitled to the most beneficial interpretation of the legislation. Any common
law presumption can be rebutted by clear legislation: legislation always trumps the
common law. (Botha, 2008).

De minimus rule refers to section 17(1)(i) of the VAT Act which states that where the
intended use of goods and services in the course of making taxable supplies is equal to
not less than 95% of the total intended use of such goods and services, the goods and
services concerned may for the purposes of this Act be regarded as having been acquired

wholly for the purpose of making taxable supplies.

Exempt supply as defined in section 1 of the VAT Act, means “a supply that is exempt

from tax under section 12",

Imported services as defined in section 1 of the VAT Act, means “a supply of services
that is made by a supplier who is a resident or carries on business outside the Republic to
a recipient who is a resident of the Republic to the extent that such services are utilisedor

consumed in the Republic otherwise than for the purpose of making taxable supplies”.

Recipient as defined in section 1 of the VAT Act: “in relation to any supply of goods or

services, means the person to whom the supply is made”.

Republic as defined in section 1 of the VAT Act, means “in the geographical sense,

means the territory of the Republic of South Africa and includes the territorial waters, the
-6 -
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contiguous zone and the continental shelf referred to respectively in sections 4, 5 and 8 of
the Maritime Zones Act, 1994 (Act No. 15 of 1994).”

Resident of the Republic as defined in section 1 of the VAT Act, means “a resident as
defined in section 1 of the Income Tax Act: Provided that any other person or any other
company shall be deemed to be a resident of the Republic to the extent that such person
or company carries on in the Republic any enterprise or other activity and has a fixed or

permanent place in the Republic relating to such enterprise or other activity”.

Services as defined in section 1 of the VAT Act, means “anything done or to be done,
including the granting, assignment, cession or surrender of any right or the making
available of any facility or advantage, but excluding a supply of goods, money or any
stamp, form or card contemplated in paragraph (c) of the definition of ‘goods™.

The definition of services is very wide and includes granting, cession or surrender of any
right or making available any facility or advantage. A supply will constitute a service if it is
not a supply of goods and is not specifically excluded from the definition of “goods”,
(Stiglingh, Koekemoer, Van Schalkwyk, Wilcocks, De Swardt and Jordaan, 2010:931).

Taxable supply as defined in section 1 of the VAT Act means “any supply of goods or
services which is chargeable with tax under the provisions of section 7(1)(a), including tax
chargeable at the rate of 0% under section 11”.

VAT Act means the Value-Added Tax Act of South Africa, No. 89 of 1991.

VAT specialist for the purposes of this study is a tax practitioner who specialises in VAT

and advises vendors and non-vendors about VAT or a SARS official specialising in VAT.

Vendor as defined in section 1 of the VAT Act means “any person who is or is required to
be registered under this Act: Provided that where the Commissioner has under section 23
or 50A determined the date from which a person is a vendor that person shall be deemed

to be a vendor from that date”.
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The following abbreviations were used throughout this study:

Table 1: Abbreviations

Abbreviation Meaning
EWCA England and Wales Court of Appeal
GST Goods and Services Tax
IDZ Industrial Development Zone
ITC Income Tax Case
Metropolitan Life case Metropolitan Life Ltd v Commissioner for South African
Revenue Services, 2008 (4) SA 558 (C) (70 SATC 162).
NZ New Zealand
OECD Organisation for Economic Co-operation and Development
SAICA South African Institute of Chartered Accountants
SARS South African Revenue Service
UK United Kingdom
VAT Value-Added Tax

1.8 CONCLUSION

On the surface the imported services provisions appear to be simple in principle — the
supply of imported services are subject to VAT in South Africa. However, the recent court
cases indicate that there are practical challenges, different technical interpretations of the
law and debate as to when the imported services provisions apply. Although some of
these issues have been brought before the courts for clarity, further research is required to
understand the practical challenges of the imported services provisions and the purpose of

this chapter is to establish the research questions that will be answered by this study.

The remainder of this study consists of three chapters. Chapter 2 is a critical review of the
literature — the definition and content analysis of imported services. The chapter consists
of three sections. Firstly, the definition and meaning of the key terms that constitute
imported services are scrutinised, followed by a discussion of sections 7, 11, 12 and 14 of
the VAT Act. Secondly, the Metropolitan Life case is discussed, followed by commentary
expressed thereon. The third section is a brief discussion of the treatment of imported

services in New Zealand and India.
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Chapter 3 discusses the research methodology and findings of this study. In this chapter
the survey research, sample size and selection are discussed, followed by the reliability
and validity of the research, data analysis and demographic information. The chapter

concludes with the procedure followed to conduct the research and the results of the

study.

The final chapter, Chapter 4, consists of the interpretation of the data and policy
recommendations. The data collected in the study is interpreted and conclusions are
drawn and the chapter concludes with the policy recommendations obtained from the

study.
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CHAPTER 2

DEFINITION AND CONTENT ANALYSIS OF IMPORTED SERVICES

2.1. INTRODUCTION

This chapter provides a theoretical framework for this study by discussing the definition of
imported services, analysing key terms in the literature and discussing sections 7, 11, 12
and 14 of the VAT Act. Thereafter the Metropolitan Life case is discussed together with the
commentary expressed thereon and finally the treatment of imported services in New

Zealand and India is briefly analysed.

2.2. DEFINITION OF IMPORTED SERVICES

Imported services are defined in section 1 of the VAT Act as, “a supply of services that is
o made by a supplier who is resident or carries on business outside the Republic;
o to a recipient who is a resident of the Republic;

o to the extent that such services are utilised or consumed in the Republic otherwise

than for the purposes of making taxable supplies (emphasis added)”.
At the outset it is noteworthy that an imported service is made by a supplier who is

resident or carries on business outside the Republic. The meaning of the other key terms

emphasized in the definition above will now be discussed in detail.

2.2.1 The meaning of “resident of the Republic”
A key term in the definition of imported services is “resident of the Republic” and the

determination of resident status. To understand this term we must refer to the definition of

a resident in the VAT Act, Income Tax Act No. 58 of 1962 and case law.

-10 -
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The term resident of the Republic is defined in section 1 of the VAT Act to mean a resident
as defined in section 1 of the Income Tax Act. The person is also deemed to be a resident
of South Africa for VAT purposes to the extent that the person carries on any enterprise or
other activity at a fixed or permanent place in the Republic, in terms of the proviso to the
definition in section 1 of the VAT Act.

In the Income Tax Act No.58 of 1962, the term resident is defined to mean any natural
person who is ordinarily resident in the Republic. It includes a natural person who is not
ordinarily resident in South Africa but is physically present in South Africa for certain
periods, if the person meets the so-called “physical presence” test. Or any person (other
than a natural person) which is incorporated, established or formed in the Republic or

which has its place of effective management in the Republic.

The concept of “ordinarily resident” is not defined in the Income Tax Act; the courts have
interpreted the concept to mean the country to which a person would naturally and as a
matter of course return from his/her wanderings. It might therefore be called a person’s
usual or principal residence and it would be described more aptly, in comparison to other
countries as a person’s real home. The above approach was followed in the case, Cohen
v CIR, 1946 AD 174 (13 SATC 362) and confirmed in the subsequent case of CIR v
Kuttel, 1992 (3) SA 242 (A) (54 SATC 298).

2.2.2 The meaning of “utilised or consumed”

The term *“utilised or consumed in the Republic’ is not defined and the issue arises
whether services are utilised or consumed at the place where they are physically rendered

or where the recipient of such services conducts its business (Beneke, 2010:1).

The answer to this question is dependent on the nature of the services. Some services are
by their very nature utilised or consumed at the place where they are physically rendered.
For example, a South African vendor, exhibiting her products at a London trade fair
employs a carpenter to construct her stall. It is submitted that although the ultimate
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beneficiary is based in South Africa such services are utilised or consumed where the

carpenter physically provides his services, this being in London (Beneke, 2010:1).

Paragraph 23 of the New Zealand Inland Revenue Department’'s (1994) Guidelines for
recipients of Imported Services, distinguishes between services which can only be
physically received at the time and place that they are physically performed for example,
the supply of accommodation, and services which can be physically received at a different
time and place to where they are physically rendered, e.g. a legal opinion or architects
plans. The latter are not regarded as necessarily being consumed offshore where the

service is physically rendered (Beneke, 2010:2).

2.2.3 The meaning of “otherwise than for purposes of making taxable supplies”

Imported services are a supply of services to the extent that such services are used or
consumed in the Republic otherwise than for the purposes of making taxable supplies,
this means that no VAT is payable on imported services that are to be used for the

purpose of making taxable supplies.

The example used by De Koker and Kruger (2010:1) illustrates this point, a private
individual, or any other person who does not make taxable supplies and correspondingly,
is not entitled to input tax deductions, who seeks legal advice from overseas will have to
account for South African VAT on the value of that advice, since the advice received will
not be used in the Republic for the purpose of making taxable supplies.

The rationale behind levying VAT on imported services is to prevent unfair competition.
Businesses making taxable supplies in the Republic are not subjected to VAT on imported
services since, even if they were to acquire these services locally, they would be entitled to
an input tax credit for the tax payable on them. To these businesses, it is therefore
immaterial from the point of view of VAT liability whether services are acquired locally or
from outside the country (Stiglingh, et al., 2010:939).
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Private individuals or businesses making exempt supplies, however, might well be
tempted, if imported services were not subject to VAT, to acquire them from non-South
African suppliers rather than buy them locally and pay irrecoverable VAT on the purchase
price (Stiglingh, et al., 2010:939). In other words taxing imported services ensures that
domestic consumption and production decisions are not distorted and that consumers do
not substitute imported services (if these were VAT free) for domestic services that include
VAT.

It is also interesting to note that if a vendor who only makes taxable supplies acquires
services from a foreign business, the vendor is not liable for VAT on imported services.
However, if the vendor subsequently applies services for non-taxable purposes, there is no
requirement for any adjustment whereby output tax must be accounted for on the non-
taxable use (Botes & De Wet, 2008:1).

The layout and structure of the VAT Act will now be discussed with reference to sections 7,
11, 12 and 14. Section 7(1) is the charging section that levies VAT at the rate of 14% on
the supply of goods and services in the Republic as well as goods and services imported
into the Republic. Section 7(1) has three subsections namely (a), (b) and (c). Subsection

(c) imposes VAT on imported services. Section 7 reads as follows:

2.3. SECTION 7: IMPOSITION OF VALUE-ADDED TAX

“7. Imposition of value-added tax. — (1) Subject to the exemptions, exceptions,

deductions ... there shall be levied and paid for the benefit of the National Revenue Fund

a tax, to be known as value-added tax

(&) On the supply by any vendor of goods or services supplied by him ...

(b) On the importation of any goods into the Republic by any person ...

(c) On the supply of any imported services by any person on or after the commencement
date, calculated at the rate of 14% on the value of the supply concerned or the

importation, as the case may be.”
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In terms of section 7(2) the tax is payable by the recipient of the services. It is the
recipient of the supply and not the supplier who must declare and pay over the VAT to
SARS. This is a “reverse charging” provision. The reason for this exception is that the

supplier cannot be held liable for the payment of the VAT as he is not a vendor in the

Republic.

De Swardt and Oberholzer (2006:23) note that supplier registration and reverse charge or
self-assessment collection mechanisms are in use in most consumption tax systems in the
world, therefore the OECD has concluded that these are the most appropriate

mechanisms to apply to cross-border supply of services and intangible property.

In terms of the layout and structure of the VAT Act, the supply of certain goods and
services is taxable in terms of section 11 but VAT is charged at a rate of 0%. In contrast,
section 12 of the VAT Act exempts certain goods and services completely from VAT, this
is known as an exempt supply. An exempt supply is not a taxable supply. Although VAT is
not payable in terms of both these sections the key difference is that a vendor making
zero-rated supplies can claim input VAT deductions. Whereas the supply of exempted
goods and services does not constitute the carrying on of an enterprise and the result is
such a supplier cannot claim any input VAT deductions (Stiglingh, et al., 2010:939). The

different types of supplies are illustrated diagrammatically in Figure 1 below:

Figure 1: Taxable and exempt supplies (Source: Badenhorst, 2009)
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Section 11 contains numerous zero-rating provisions, section 11(1) covers zero-rating for
the supply of goods while section 11(2) deals with zero-rating of the supply of services.
Metropolitan Life relied on the provisions of section 11(2)(k) to avoid the liability imposed in

terms of section 7(1)(c).

2.4. SECTION 11: ZERO RATING
Section 11: Zero rating (2) states that:

“Where but for this section, a supply of services would be charged with tax at the rate
referred to in section 7(1), such supply of services shall ... be charged with tax at the rate

of 0% where ...” (emphasis added).

Before 1997 section 11(2) read, “Where but for this section, a supply of services would be
charged with tax at the rate referred to in section 7(1)(a), such supply of services shall ...

be charged with tax at the rate of 0% ...” (emphasis added).
In 1997 the reference to section 7(1)(a) was amended to read section 7(1).

Metropolitan Life submitted that the zero rating provisions of section 11(2) of the VAT Act
not only covers services supplied by a vendor as determined in section 7(1)(a), but also
imported services supplied in terms of section 7(1)(c). Their argument was based on the
fact that prior to an amendment of section 11(2) of the VAT Act in 1997, the introductory
paragraph of section 11(2) stated that the supply of services could only be zero-rated if
such supply was taxable in terms of section 7(1)(a). The amendment deleted the reference
to section 7(1)(a) and replaced it with section 7(1). They argued that the introduction to
section 11(2) now requires that a supply of services will be zero-rated under the provisions
of its sub-paragraphs, if it was charged with tax referred to in any subparagraph of section
7(1) of the VAT Act.

SARS contended that the reason for amending the introductory paragraph of section 11(2)

by replacing the reference to section 7(1)(a) with the reference to section 7(1) part of
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section 11(2) was because the rate of 14% is referred to in section 7(1) of the VAT Act and
not in section 7(1)(a). Also the application of the zero-rating in terms of section 11(2) is
subject to compliance with section 11(3). This section requires that the vendor shall obtain
and retain documentary proof to substantiate the vendor’s entitlement to apply the zero-
rating. SARS submitted that the zero-rating provisions under section 11(2) are applicable
to vendors, i.e. the vendors have to supply services as envisaged in section 11(2) of the
Act for the zero-rating to apply. Metropolitan Life is the recipient of the services from off-
shore entities and as the offshore entities are not vendors section 11(2)(k) of the Act is not

applicable.

In terms paragraph (k) of section 11(2) if the services are physically rendered elsewhere
than in the Republic or to a customs controlled area enterprise or an IDZ operator in a
customs controlled area ...(emphasis added) it is zero-rated.

According to Botes and De Wet (2008) the phrase physically rendered elsewhere than
in the Republic means that the zero-rating under sub-section 11 (2)(k) applies if the
vendor, his employee, representative or sub-contractor physically renders the service
outside the Republic, (emphasis added). It does not matter whether the recipient of the

service is a vendor or a resident of the Republic.

It is noteworthy that the zero-rating provisions contained in section 11 are not specific to
imported services and apply to the supply of diverse goods and services that the legislator
seeks to charge at a rate of 0%. It is generally accepted that such zero rating is to counter

the regressive effects of such a broad, indirect tax as VAT.

The Tax Court did not agree with the arguments submitted by Metropolitan Life and
instead found that the zero-rating invoked by section 11(2)(k) was not applicable. The
Court of Appeal agreed and held, inter alia, that to apply the zero ratings to imported
services in such a way would make the provisions of section 14(5)(b) redundant and the
VAT Act and the 1997 amendment should be interpreted purposively and holistically and

that provisions should be given a clear meaning whenever plausible.
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In contrast to section 11, section 14 of the VAT Act deals specifically with the collection of
VAT on imported services, determination and value thereof and exemptions from VAT.

This section will now be discussed.

2.5. SECTION 14: COLLECTION OF VALUE- ADDED TAX ON IMPORTED SERVICES,
DETERMINATION OF VALUE THEREOF AND EXEMPTIONS FROM TAX

2.5.1. An overview of sections 14(1) — 14(4)

In terms of section 14(1) the onus is on the recipient of the imported services to account
for VAT to SARS when tax is payable for the supply of imported services. The recipient of
the service is required to furnish the Commissioner with a declaration and pay the tax

within 30 days.

Section 14(2) deems the time of supply of imported services to take place at the time an
invoice is issued by the supplier or recipient or the time any payment is made by the

recipient, whichever is the earlier.

The value of the supply of imported services is the consideration paid or the open market
value of the imported services, whichever is the greater — section 14(3). As the supplier is
not a vendor, the consideration for the supply of the imported services will not include
South African VAT (Botes & De Wet, 2008).

In terms of section 14(4), if a person carries on activities outside the Republic which do not
form part of the VAT activities of any enterprise carried on by him in South Africa and he
uses such “external” activities to render services for his local enterprise, and if such
services are rendered by anybody other than this person they would be imported services,
then these services are deemed to be imported services supplied and received by that
person in respect of the local enterprise. This provision appears to be aimed at preventing
non-registered vendors from setting up an operation across the border and “rendering

services to themselves” free of VAT (Beneke, 2010:1).
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Section 14(5) contains the exemptions from VAT on imported services and this section will

now be discussed in detail.

2.5.2. Exemptions from VAT on imported services — section 14(5)

In terms of section 14(5) VAT is not payable in respect of imported services in the

following instances —

o “A supply which is chargeable with tax in terms of section 7(1)(a) at the rate

provided in section 7, (section 14(5)(a));

o A supply which, if made in the Republic, would be charged with tax at the rate of
0% applicable in terms of section 11 or would be exempt from tax in terms of
section 12, (section 14(5)(b));

o The supply of educational services by an educational institution established in an
export country which is regulated by an educational authority in that export country
(section 14(5)(c)); or

o A supply by a person of services as contemplated in terms of proviso (ii) (aa) to the

definition of “enterprise” in section 1 (section 14(5)(d))”".

For the purposes of this study the key sections of focus are section 14(5)(a) and section
14(5)(b). These two sections will now respectively be discussed.

2.5.3. Section 14(5)(a)

In terms of section 14(5)(a) imported services cannot be subject to tax twice in terms of
section 14(5)(a) i.e. under both section 7(1)(a) and section 7(1)(c). If a supply is subject to
VAT under section 7(1)(a) that is, as a supply made by a vendor of goods and services in
the course or furtherance of any enterprise carried on by him, it will not be subject to VAT
in terms of section 7(1)(c) (De Koker & Kruger, 2010:2).
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2.5.4. Section 14(5)(b)

De Koker and Kruger’s (2010:1) interpretation of section 14(5)(b) is that imported services
will not be subject to VAT if the supply of the services is one that, if made by a supplier in
the Republic, would be either zero-rated or exempt. For example, if a supplier outside the
Republic provides an interest-bearing loan to a resident of the Republic, no VAT will be
payable, since in terms of the VAT Act the provision of credit constitutes a “financial

service” as defined and is an exempt supply.

In their commentary on VAT, Botes and De Wet (2008:4) note that generally all supplies of
goods or services made anywhere in the world are subject to VAT if made in the course or
furtherance of an enterprise. The South African VAT Act does not contain place of supply
rules that can be used to establish whether a supply is made in or outside of the Republic.
In the absence of such place of supply rules it is considered that what is contemplated by
section 14(5)(b) is a supply which would have been zero-rated or exempt if made in the

Republic.

The phrase would be charged with tax at the rate of 0% is considered to mean that the
nature of the supply is such that if it was made by a person registered as a vendor in the

Republic, the supply would be zero-rated under section 11(2).

The rationale for not taxing such a supply of imported services is that the person acquiring
such imported services would not in any case have incurred any VAT on the supply if he
acquired the services from a vendor in the Republic. There is therefore no incentive to

acquire such services from abroad (Botes & De Wet, 2008:4).

The phrase would be exempt from tax means that the nature of the supply is such that if
it was made by a person registered as a vendor in the Republic, the supply would be
exempt from VAT under section 12. The rationale for not taxing such a supply of imported
services is that the person acquiring such imported services would in any case not have
incurred any VAT on the supply if he acquired the services from a vendor in the Republic
under an exempt supply. There is therefore no incentive to acquire such services from

abroad (Botes & De Wet, 2008:4).
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While the theoretical interpretations of section 14(5)(b) appear to be consistent in the
literature its application was the major stumbling block in Income Tax Case (ITC) No 1812

(68 SATC 208), and later when this case went on appeal as Metropolitan Life. This case

will now be discussed followed by commentary on it.

2.6. SOUTH AFRICAN CASE LAW

2.6.1 Metropolitan Life v Commissioner for SARS, 2008 (4) SA 558 (C) (70 SATC
162)

In Income Tax Case No 1812 (68 SATC 208) the vendor was an Insurance company that
provided life insurance to both local and international recipients and made use of various
overseas consultants and other suppliers of services. The issue before the court was
whether such “imported services” of which the vendor was a recipient were zero-rated or

subject to the standard rate of VAT.

SARS contended that the vendor had received “imported services” as defined in section 1
and accordingly raised assessments for VAT on such services. The vendor contended that
“imported services” that were physically rendered “elsewhere than in the Republic” were

zero-rated in terms of section 11(2)(k) even where they were rendered by non-vendors.

The Tax Court agreed that as the “imported services” were not supplied by a “vendor” they
would not be chargeable with VAT under section 7(1)(a) and consequently section 11(2)(k)
had no application. The court also held that section 11(3) makes it clear that it is only when

goods or services are supplied by a vendor that section 11 applies.

The Tax Court further noted that section 14(5)(a) and (b) have formed part of the Act since
its inception. In the Court’s view section 14(5)(b) was intended to be the exclusive source
of zero-rating and exemption for imported services otherwise chargeable under section
7(1)(c). The removal of “(a)” from section 7(1)(a) in section 11(2) did not alter the role of
section 14(5)(b) as the exclusive governing clause in respect of zero-rating and exemption
of imported goods which fall under section 7(1)(c). In other words, according to the Court
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section 14(5)(b) is the only section in the Act that allows a zero-rating or exemption of

imported services, therefore the zero-rating under section 11(2) cannot apply.

The Tax Court held that the “imported services” were correctly assessed as being
chargeable with VAT under section 7(1)(c) and that the grounds of zero-rating invoked by
section 11(2)(k) was not applicable. On appeal as Metropolitan Life v Commissioner for
SARS, 2008 (4) SA 558 (C) (70 SATC 162) the decision of the Tax Court was upheld. The
court rejected the taxpayer’'s argument that the computer services acquired from the non-
resident had been physically rendered outside the Republic and were accordingly zero -

rated in terms of section 11(2)(k).

The Court of Appeal held, inter alia, that to apply the zero rating to imported services in
such a way would make the provisions of section 14(5)(b) redundant and that the VAT Act
“should be interpreted purposively and holistically and that the zero-rated provisions

should be given a clear meaning whenever plausible”.

2.6.2 Commentary on the Metropolitan Life judgment

De Koker and Kruger (2010:2) are critical of the Tax Court’s judgment and note that “in a,
with respect, convoluted and unintelligible judgment, Waglay J concluded that section
14(5)(b) read with section 11(2)(k) had no application in the circumstances of the case.”

It was fatal for the vendor’s cause that the fiction created by section 14(5)(b) that is, that
the zero-rating of the foreign service was to be tested on the basis that the service was
rendered in South Africa. This negated the zero-rating provision relied upon by the vendor
in section 11(2)(k) (De Koker & Kruger, 2010:2).

The decision of the Tax Court was upheld on appeal and De Koker and Kruger’'s (2010:2)
critigue is that “in a more lucid, but with respect incorrect, judgment Davis J held that
section 14(5) could be ‘construed so as to be exhaustive of the cases of imported services

which may well otherwise have been charged under section 7(1)(c)™.
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The authors lament the fact that counsel for Metropolitan Life was not able to reconcile the
application of section 11(2)(k) with section 14(5) and the learned judge found it necessary
to reconcile the two provisions by seeking to determine the purpose with which the
legislature has enacted the relevant provision. In applying this purposive approach, Davis
J held that as “ss 11(2)(k) and 14(5)(b) can be made to work within the scheme of the VAT

Act, that must constitute the preferred interpretative approach”.

De Koker and Kruger (2010:2), argue that section 11(2)(k) and section 14(5)(b) can easily
be reconciled. The hypothetical question posed by section 14(5)(b) is whether the relevant
imported service (the supply) “if made in the Republic” would have been taxed at the
zero-rate, that is, in these specific circumstances in terms of section 11(2)(k) (emphasis
added).

Whereas section 11(2)(k) provides for zero-rating in respect of “services (that are)
physically rendered elsewhere than in the Republic” (emphasis added).

What has been overlooked is that a supply of services may be “made in the Republic” in a
contractual sense, but “rendered” outside the Republic in a physical sense.

Thus, for example, a South African vendor may contract with a South African bank to
develop software for use by the bank in South Africa. The local vendor utilises its own staff
situated in the United Kingdom (UK) to do the software development. The software is then

transmitted to the local bank for use in its business in South Africa.

The supply of the development services, while “made” in South Africa in that the contract
is concluded in South Africa and the main business of the vendor is located here, would be
zero-rated on the basis that the VAT for the actual development services had been
“rendered” outside South Africa in terms of section 11(2)(k), (emphasis added), (De Koker
& Kruger, 2010:2).

Alternatively, if the UK enterprise contracted with the local bank to develop the software
and such development services were “rendered” in the UK, although it is an “imported
service” as defined section 1, the services would not attract tax in South Africa on the
basis of the exclusion provided for in section 14(5)(b) (De Koker & Kruger, 2010:1).
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Another dissenting view was expressed in Emslie (2010:13). Emslie asserts that section
11(2)(k) of the VAT Act zero-rates “services physically rendered elsewhere than in the
Republic”. The wide definition of “services” includes things which are not done physically,
for example the grant or surrender of a right. In the case of a non-physically rendered
service, section 11(2)(k) does not apply and section 14(5)(b) would then apply, if such
non-physically rendered service would have been zero-rated if it had been rendered in the

Republic.

The court’'s response to this argument was, in paragraph [28] of the judgment: “The
respondent seeks to reconcile section 11(2) with section 14(5). By contrast the appellant
argues that section 11(2) applies, given its plain meaning, but it then fails to put up a
plausible illustration of where section 11(2)(k) may apply without an application of section
14(5)(b) or vice versa’ (Emslie 2010:13).

The court found that the problem with that example was that it failed to provide an answer
as to when the zero-rating applies in terms of section 11(2)(k) and thus it failed to

adequately explain the role of section 14(5)(b) of the VAT Act.

Emslie (2010:13-14) is of the view that this passage of the judgment is unconvincing,
noting that the taxpayer’'s argument was that only services physically rendered outside the
Republic are zero-rated in terms of section 11(2)(k). Services which are not physically
rendered are not zero-rated in terms of section 11(2)(k). Section 14(5)(b) would apply to
determine whether a non-physically rendered services would be subject to tax in terms of
section 7(1)(c). On that basis section 14(5)(b) would not be rendered redundant on the
interpretation contended for by the taxpayer. He submits that this is an example where
section 11(2)(k) would not apply and section 14(5)(b) would apply. Conversely imported
services physically rendered elsewhere than in the Republic is an example of where

section 11(2)(k) would apply and section 14(5)(b) would not apply.

According to Emslie (2010:14), the only point against the taxpayer's argument is the
reference to section 11(3) in the introductory words to section 11(2) and section 11(3) —
which only applies to vendors. However, Emslie argues that it does not follow that services

supplied other than by a vendor cannot be zero-rated in terms of section 11(2).
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Emslie (2010:15) further notes that the court did not consider the contra fiscum rule of
interpretation, which would appear to have warranted consideration based on South

African jurisprudence relating to this rule.

The contra fiscum can only be invoked in cases of reasonable doubt — that is, in the
absence of clear and unambiguous language in the legislation. The modern trend is for the
legislature to close any possible tax loopholes immediately. As a result this rule is not used

very frequently and very successfully. (Botha, 2008).

Emslie does however point out that where the so-called purposive method of construction
correctly results in the conclusion that there is no ambiguity, the contra fiscum rule will not
even come into play. However, where the application of the so-called contra fiscum
method of construction, correctly applied within its limitations still leaves an ambiguity, the

contra fiscum rule would have a significant role to play.

Emslie (2010:15) submits that the VAT Act should be amended to remove the difficulty
which gave rise to this dispute in the first place, in the interest of future compliance by VAT
vendors. The effect of the judgment is that the literal meaning of the opening words of
section 11(2) is not the meaning intended by the legislature, in other words section 11(2)

does not mean what it says.

The commentary evoked by the judgment in the Metropolitan Life case suggests that there
is discontent with the judgment and that it was wrongly decided. Alternatively, the view
expressed is that the VAT Act should be amended to eliminate the cause that gave rise to

the dispute.
The treatment of tax on imported services in New Zealand and India will now be examined

in order to benchmark South Africa’s treatment and experiences of VAT on imported

services to that of other countries.
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2.7. TREATMENT OF VAT ON IMPORTED SERVICES IN NEW ZEALAND AND INDIA

2.7.1. New Zealand’s treatment of tax on imported services

New Zealand (NZ) has an indirect tax called Goods and Services Tax (GST) that is similar
to South Africa’s VAT. However, according to Pallot and Fenwick (2000:95), unlike most
OECD countries NZ did not subject most imported services to GST. Such treatment was
based on the limited volume of imported services when GST was introduced to New
Zealand in 1985 and the practical difficulties associated with levying and collecting GST on

them.

In 2003 an amendment to the NZ GST Act introduced a “reverse charge” mechanism to
tax certain imports of services — for example, management, legal and accounting services,
a new software installation or products downloaded through the Internet. From 1 January
2005 GST registered recipients of supplies of imported services are required to add GST
to the price of the services and include that tax in the GST return and pay it to NZ Inland
Revenue. A supply of imported services is subject to GST in NZ if:
e the services are supplied by a non-resident supplier to a recipient who is a NZ
resident;
e the services are acquired by a person who has not in the last twelve months made
supplies of which at least 95% in total are taxable supplies; and
e the supply of the services would be a taxable supply if it were made in NZ by a
registered person in the course or furtherance of their taxable activity, paragraph 6
of the New Zealand Inland Revenue Department GST Guidelines for recipients of
Imported Services (2004).

2.7.2. Zero-rating services consumed wholly outside New Zealand

The reverse charge applies only to services that cannot be regarded as being wholly
consumed outside NZ. Services can be zero-rated if they are physically performed outside
NZ but in most cases services are physically performed at the time and place at which
they are physically received. However, services which are intangible in nature and are
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performed offshore, such as a legal opinion or feasibility study, cannot be regarded as
necessarily wholly consumed offshore. These services are therefore not treated as zero-

rated services for the purposes of the reverse charge.

This is illustrated by means of the following example. A GST-registered NZ life insurance
company sends an employee to Sydney to obtain a legal opinion from an Australian law
firm and pays for the employee’s accommodation in a Sydney hotel. The life insurance

company makes predominantly exempt supplies of services.

The supplies are subject to the reverse charge. However, the supply of imported services
may be zero-rated if the services are physically performed outside NZ and the nature of
those services is such that they can be physically received only at the time and place at
which the services are physically performed. Although it is arguable whether the supply of
legal services is “physically received” when the employee receives the opinion, the nature
of the legal services means that they could be physically received other than at the time
and place at which they are physically performed. The supply of legal services cannot,
therefore be zero-rated and is subject to GST at 12.5% under the reverse charge. The
hotel accommodation services, on the other hand can only ever be physically received
where they are performed; paragraph 23 of the New Zealand Inland Revenue Department

GST Guidelines for recipients of Imported Services (2004).

2.7.3. India’s treatment of tax on imported services

A major recent move in taxation in India has been the introduction of the principle of
taxation for import of services. The principle has been introduced with effect from April
2006 and it treats import of services on par with import of goods in terms of levying a
consumption tax in the form of service tax. The basis for taxation of import services is
through the “reverse charge” mechanism, in terms of which the service recipient is
required to self-declare the import tax and pay tax accordingly. Indian law deems the
recipient of such services as the service provider in order to collect the tax (Madhavan,
2006:1-2).
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The principle of taxation of import of services was initially introduced with effect from June
2005 by means of insertion of an explanation to the erstwhile section 65(105) of the
[Indian] Finance Act, 1994. The explanation was inserted in the section even though
Section 64 of the Indian VAT Act envisaged the taxation of only those services that were
provided in India and not those that were provided elsewhere and received in India. The
explanation envisaged that all services received from a foreign service provider anywhere
in the world by a recipient located in India would be chargeable to tax regardless of
whether the services where received in India. The issue of the extra-territorial jurisdiction
of the tax became a matter of judicial debate. The Delhi High Court, in its decision with
regard to Orient Craft Ltd, held that the Import Rules, read in totality, makes it clear
beyond doubt that the taxable services provided outside India and received in India will

alone be liable to service tax (Madhavan, 2006:1-2).

From a theoretical perspective the Indian treatment of imported services appears to be
very similar to the South African treatment of tax on imported services. Similarly India, like
South Africa, has had some challenges in the practical application of the imported service

provisions and these issues have also been brought before the Indian court for clarity.

2.8. CONCLUSION

In summary, the definition and legislation of imported services appears simple from a
theoretical perspective. However, in practice the challenges of interpreting and applying
the legislation have resulted in different viewpoints and opinions culminating in the
Metropolitan Life case. This judgment highlights the practical challenges and divergent

viewpoints of interpreting the imported provisions correctly and consistently.
The following chapter, Chapter 3, presents the research methodology and findings. Firstly

survey research, sample size and selection is discussed followed by the reliability and

validity of the research, analysis of data and finally the results of the survey.
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The final chapter, Chapter 4, concludes with the interpretation of the data and policy
recommendations. The data is interpreted and conclusions are drawn and the chapter

concludes with the recommendations obtained from the study.
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CHAPTER 3

RESEARCH METHODOLOGY AND FINDINGS

3.1. INTRODUCTION

The research methodology and findings are discussed in this chapter. Firstly survey
research, sample size and selection are discussed followed by a discussion on the
reliability and validity of the research and the measures taken to ensure that the study is
reliable and valid. The data is analysed, demographic information is discussed and the
chapter concludes with the process followed to conduct the interviews and the results of

the interviews.

3.2. SURVEY RESEARCH, SAMPLE SIZE AND SELECTION

Survey research involves acquiring information about one or more groups of people — e.g.
their characteristics, opinions, attitudes, or previous experiences — by asking them
guestions and tabulating their answers. Survey research typically employs a face-to face
interview, a telephone interview, or a written questionnaire Leedy and Ormrod ( 2010:187-
188). For the purposes of this study, face-to-face interviews were selected as the most
appropriate survey research method.

The sample was identified based on the research questions that needed to be answered. If
the researcher wants to draw inferences about an entire population or body of objects
he/she must choose a sample that can be presumed to represent that population or body.
Ideally, the sample is chosen through a completely random selection process or through a
process that incorporates appropriate proportions of each subgroup within the overall
group of people or objects. However, more often qualitative researchers are intentionally
non-random in their selection of data sources. Instead, their sampling is purposeful; they
select those individuals or objects that will yield the most information about the topic under
investigation (Leedy & Ormrod, 2010:147).
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The population of VAT specialists in South Africa is very small and the number of VAT
specialists that have practical working experience with the imported services provisions is
a sub-set of that population and is mainly limited to SARS, the big auditing and accounting

firms and the big law firms and Senior Counsel specializing in tax in South Africa.

A “purposeful” approach was followed, i.e. interviewees that would yield the most
information about the topic under investigation were selected. A sample of size of five was
considered appropriate as this is a broad exploratory study and not an in-depth
investigation. The interviewees were selected based on recommendations and referrals
received from VAT specialists as well as the interviewees’ working experiences, e.g. a
SARS official that assisted in the Metropolitan Life case, Senior Counsel that represented
Metropolitan Life. One interviewee was selected from a major law firm in South Africa that
specialises in tax. He also lectured the indirect tax module at the University of Pretoria and
the remaining two interviewees were selected from two different auditing and accounting

firms in South Africa.

A pilot interview was conducted and changes to the research questions were made based
on the pilot study.

3.3. RELIABILITY AND VALIDITY OF THE RESEARCH

Reliability and validity measures partly reflect the level of confidence one can have in the
results yielded by the research. Reliability or the extent to which data collection techniques
or analysis procedures yield consistent findings, can be assessed by posing the following
questions:

= Will the measures yield the same results on other occasions?

=  Will similar observations be reached by other observers? and

= |s there transparency in how sense is made from the raw data? (Page & Meyer,

2003:84).
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3.3.1. Reliability and interviews

The reliability of interview schedules is a central question when using quantitative
methods. It is important that each respondent understands the question in the same way
and that answers can be coded without the possibility of uncertainty (Silverman,
2006:286).

According to Leedy and Ormrod (2005:93) the following measures can be taken to
enhance the reliability of the research instrument:
= The instrument should always be administered in a consistent manner, there should
be standardisation;
= Specific criteria should be established that dictate the kinds of judgment the
researcher makes; and
= The researcher who uses the measuring instrument should be well trained in order

to obtain consistent results.

3.3.2. Validity

Hammersley (1990:57) notes that, “by validity, | mean ... the extent to which an account
accurately represents the social phenomena to which it refers”. Validity is concerned with
whether the findings of a study are really what they appear to be and is usually discussed
in terms of internal and external validity. External validity refers to the assumptions of
generalisability and internal validity refers to the extent to which the measure can be said
to reflect changes in responses caused by manipulation of independent variables (Page &
Meyer, 2005:86.)

The following measures were taken to ensure the reliability and validity of the research:
= The interview questions were checked by the supervisor and changes were made
based on the interviews conducted.
= All interviews were semi-structured interviews. All interviewees were sent the same

set of questions in advance and were asked the same questions during the
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interview, followed by one or more tailored questions to get clarification or probe the
person’s reasoning.
= Responses from interviewees were recorded onto a recording device with the
permission of the interviewees and subsequently documented and sent to the

interviewees for review.

3.4. ANALYSIS OF DATA

There is no standard approach to analysing qualitative data (Saunders, Lewis & Thornhill,
2003:379). The nature of qualitative data is sometimes such that a large body of
knowledge must be sorted and categorised and boiled down to a small set of abstract,

underlying themes through inductive reasoning (Leedy & Ormrod, 2005:150).

Saunders, et al. (2007:478) grouped strategies for analysing qualitative data into four main
categories:

1. Understanding the characteristics of the language;

2. Discovering irregularities;

3. Comprehending the meaning of the test or action; and

4

. Reflecting.

The data collected during this study was analysed using a content analysis approach.
According to Leedy and Ormrod (2010:144), content analysis is a detailed, systematic
examination of the contents of a particular body of data for the purpose of identifying

patterns, themes or biases.

3.5. DEMOGRAPHIC INFORMATION

The primary demographic information for this study was the number of years of experience
of the interviewees, their role as specialists actively practicing in the field and their
educational qualifications. The validity of the findings is based mainly on the experience of

the respondents and their role in helping to shape the VAT landscape in South Africa.
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The age, gender and race of the interviewees were not considered important as the study

did not investigate the influence of race, gender or age on the views of the VAT specialist.

Table 2 below illustrates the number of years of experience of each interviewee and their

highest educational qualification.

Table 2: Interviewees’ years of experience, organisation and highest educational qualification

Interviewee Number of Organisation Highest educational
number years qualification
experience
1 17 Legal and Policy division at | Not specified
SARS
2 21 Edward Nathan Sonnenbergs | Chartered Accountant (CA)
3 10 Deloitte and Touche Qualified Attorney, BCom, LLB

degree, Honours in tax and
General Masters in Law

4 20 PriceWaterhouse Coopers Chartered Accountant (CA),
Honours in tax at UCT
5 25 Senior Counsel at the Cape LLB and MBA
Bar

From the table above, a total of five specialists from different organisations were
interviewed. The first interviewee is from the Legal and Policy division at SARS Head
Office (the tax authority). The second interviewee is the senior VAT specialist at Edward
Nathan Sonnenbergs, a large South African law firm and he also lectured the indirect tax
module at the University of Pretoria. The third is an Associate Director in Tax at Deloitte
and Touche, one of the big auditing and accounting firms in South Africa. The fourth
interviewee is the Head of Indirect taxes at PriceWaterhouse Coopers, another one of the
big auditing and accounting firms in South Africa and the final interviewee is a Senior

Counsel at the Cape Bar.

The number of years of experience that each of the interviewees has working with VAT
ranges from a maximum of 25 years to a minimum of 10 years; the average number of

years of experience is 18,6 years.
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Three of the interviewees have a legal background while the other two started their

careers in the accounting environment. Two of the interviewees are CA’s while two are

gualified attorneys with LLB degrees and a Masters in Law and an MBA respectively.

3.6. RESEARCH PROCEDURE

Leedy and Ormrod (2010:149-152) list the following guidelines for conducting a productive

interview. These guidelines were complied with

1.

Identify some questions in advance. The interviewees were first contacted
telephonically and invited to participate in the study. Once they agreed to participate
they were sent the interview questions together with the informed consent form via
electronic mail.

Consider how participants’ cultural backgrounds might influence their responses.
This was considered and is not applicable.

Make sure the interviewees are representative of the group. All interviewees
selected are representative of the group.

Find a suitable location. All interviews were conducted at the interviewees’ offices.
The first interview was conducted at SARS Head Office in Pretoria; the second
interview was conducted at interviewees’ offices in Sandton, Johannesburg and the
three remaining interviews were conducted at the respective interviewees’ offices in
Cape Town.

Get written permission. Each interviewee signed the informed consent form before
the interview was conducted and gave the researcher permission to record the
interview on a recording device.

Establish and maintain rapport. Each interview lasted approximately 30 to 40
minutes followed by informal discussions.

Focus on the actual rather than on the abstract or hypothetical. This was complied
with.

8. Don’t put words in people’s mouths. This was complied with.

9. Record responses verbatim. The responses to the interview questions were typed

up verbatim. The typed up responses were sent to the interviewees for review. The
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typed up responses were then summarised and the research results are the
summarised views of the VAT specialists interviewed.
10.Keep your reactions to yourself. This was complied with.
11.Remember that you are not necessarily getting the facts.
12.When conducting a focus group, take group dynamics into account. No focus group

interviews were conducted.

The answers to the questions are listed as number one, number two, number three,
number four and number five. This represents interviewee number one’s response;
number two represents interviewee number two’s response and so forth, except for
guestion 12. The responses to question 12 are grouped according to the themes that
emerged. Not all interviewees commented on all the themes, the responses to this

guestion are listed numerically.

3.7. RESEARCH RESULTS

Question 1: Are you familiar with the taxation of imported services in South Africa?
All the interviewees were familiar with the taxation of imported services in South Africa.
Question 2: Do you agree that imported services should be taxed in South Africa?

1. Yes, because you are acquiring services from outside the Republic and in principle
they should be taxed and possibly input tax deducted to the extent that it is acquired
in the course or furtherance of an enterprise. Otherwise, if it is a final consumption -
tax that final consumption in South Africa to the extent that it should be taxable. As
we have it at the moment you are really only taxing the final consumption you are

not doing a full reverse charge mechanism.

2. | think the whole purpose of the imported services section 7(1)(c) is really required
in order to give protection to South African suppliers. You can’t have the disparity

where a South African supplier charges VAT but it is not deductable by the recipient
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and the foreign supplier is supplying the same service that is not taxable, because
then obviously you will get structures that will be put in place in order to route
services via a foreign entity to the detriment of the local suppliers. It is not unique to
South Africa, this is a provision that is included in all the VAT systems in the world
that | know of.

. Yes, | agree that it should be taxed, if it wasn’t taxed a business in South Africa that
IS not able to or not entitled to claim input tax credits may want to acquire the
services from a non-South African supplier who is not registered for VAT and such
supplier would have a better position than the local supplier because the local
supplier would have to charge VAT and the foreign supplier could render the
service without VAT. So even though they then charge the same price the South
African supplier would always be prejudiced to the extent that it would have to
forego 14% of its fee in the form of VAT. By raising the VAT on imported service

you are just levelling the playing fields.

. Yes, it makes sense that imported services should be taxed otherwise you get an
economic imbalance between local suppliers and foreign suppliers and from an
anti-avoidance perspective you would be able to structure transactions so that it is
an imported service and thus not subject to South African VAT in the process. So
there is no doubt from competitiveness in a globally competitive economy it has to
be taxable. It would be a big gap in our legislation if in fact if it wasn’t. | think the
issue comparing our imported services provisions to the reverse charge provisions
that apply in Europe, it's the way you interpret and the way you apply it and how
you get the best result so definitely a requirement but | think the compliance is more
of a problem than the actual law itself.

. Yes, | do VAT is concerned with goods and services, we levy tax on the import of
goods therefore you must levy on the import of services as well. | did an opinion for
someone in Namibia - that is zero-rated, that is the flip side, services rendered
provided it complies with 11(2) to a non-resident would be zero-rated and therefore

not subject to the tax just like all exports are. Similarly all imports of goods and
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services must be taxed we got the VAT system that’'s how it works so yes it must be

taxed.

Question 3: Do you think that the taxation of imported services in South Africa is
open to misinterpretation by vendors and non-vendors? If yes, please

elaborate.

1. Legislation is designed to filter out consumption by vendors in the course or
furtherance of their enterprise and not to tax that, but rather to tax what's left as final

consumption, so the negative framing of the legislation will tend to confuse people.

2. Yes, | think it is not quite clear. There are a couple of things that are not clear in the
definition specifically. The first one is when is a service utilised or consumed in
South Africa and there is a lot of debate in practice with SARS as to when is a
service considered to be consumed or utilised in South Africa. | think that's probably

the biggest aspect regarding imported services.

3. As evidenced by the Metropolitan case, there are what appear to be some
ambiguities in the way the law was drafted. It's also a bit obscure in that vendors
often may not know that they are subject to VAT on imported services because it is
levied on a supply by someone else. It's more a lack of knowledge and awareness
of the fact that the VAT is leviable on the service that is received by somebody in
South Africa. The rules are complex for instance where it refers to utilised and
consumed in the Republic or elsewhere. Particularly for non-vendors because they
are not tuned into the legislation and what happens to VAT - they just don’t think
about VAT because they are not on register with SARS.

4. | don'’t think that there are big issues in terms of the law and what the intention of
the law is. There is a much bigger issue around compliance and the complication is
that it is more applicable to non-vendors than to vendors. It is applicable to vendors
to the extent that they may have an apportionment issue or be in a particular
industry like financial services for example. But anybody that's 100% in the VAT

never arguably has an imported services problem. Enforcement is a massive
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problem — identifying the transaction, paying for the imported services and

compliance is the big issue.

5. It's confusing only because of the wording of section 11(2), because section 11(2)
provides for zero-rating and it simply refers to section 7(1) now section 7(1) has got
(@), (b) and (c), (a) is ordinary services and (c) is imported services and if you just

read it, it looks like it refers to both — that’s the confusion but apart from that not.

Question 4: Do you think that section 11(2)(k) of the VAT Act can be applied to

imported services?

1. No. It has been concluded in ITC case No 1812 (68 SATC 208) quite clearly that it
does not qualify. Section 11(2)(k) is a zero-rating for services conducted by a South
African business on an occasional basis outside South Africa. Imported services are
the acquisition of services from outside the Republic to inside the Republic by a
person for non-taxable purposes. Two totally different things so they are not of
application to each other or there is no overlap that one applies in respect of the
other.

2. No, because section 11(2)(k) has got a completely different purpose and that is if
you've got vendors supplying services in South Africa and the service is then
physically performed outside the country, normally to foreign entities the service is
considered to be consumed outside the country. That is the purpose of section
11(2)(k), to zero-rate those services that are rendered by South African vendors
outside South Africa. The South African vendors are registered for VAT inside
South Africa. It should not apply in any way to imported services or be confused

with the imported services provision.

3. If you took only a literal reading of the law the way it should be interpreted then
section 11(2)(k) would be applicable to imported services but as we know this has
been considered by the court and although on a literal reading it may be applicable

it would contradict or seem to contradict or make superfluous some of the other
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provisions therefore it has to be decided against that background whether it actually

does apply.

4. No, | don’t. | think it goes to the layout of the legislation to try and apply another
section that is almost an anti-avoidance section that pulls a broader basis than just
a vendor in it and then to apply rules that apply specifically in respect of a vendor.
You need to be a vendor conducting an enterprise physically providing services
offshore and then section 11(2) can apply but you cannot simply say that on the
basis that there is a zero-rating applicable in circumstance where the goods are
physically provided off-shore that you can read the two sections together; that's an

overstatement.

5. Before the Metropolitan case it was not free from doubt and yes it could apply on
balance because of the wording. Section 11(2) zero-rates, section 14(5) just says
it's not payable — they are different things. It's not that clear but when there’s doubt
like that you must give the benefit to the taxpayer on that basis, yes. After
Metropolitan | still hold the views that | held before, | think that the judgment was,
with respect wrongly decided, but as a law abiding citizen, if | have to give anyone

advice | would tell them it doesn’t apply no.

Question 5: Does section 11(2)(k) contradict [or conflict with] section 14(5)(b) of the
VAT Act?

1. No, it doesn’t. ITC case No 1812 (68 SATC 208), puts it quite clearly, section 14
relates to exemption from imported services and section 11 deals with the zero-
rating of services and this would essentially be like the export of services to another
country where it really is for consumption outside South Africa. | don’t see any link
between section 11(2)(k) which is a zero-rating of services rendered outside the
Republic to section 14(5)(b) which is an exemption for imported services which is

an import not an export, so | don’t see that it applies.

2. No, it does not contradict it at all and the detailed explanation for that is quite clearly

set out in the Tax Court judgment, ITC case No 1812 (68 SATC 208) and there it is
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quite clearly explained as to the application of section 14(5)(b) in relation to 11(2)(k)
and | agree with that judgment. The intention of section 14(5)(b) is not to include
services rendered by vendors and the judgment in fact, in total, in respect of the
Tax Court case, clearly sets out in my view what the position is with regards to
imported services and the interaction between sections 11(2)(k) and 14(5)(b).

. | don’t think it contradicts it so much as that it deals with the same transaction. If

section 11(2)(k) also applies to imported services it would make section 14(5)(b)
superfluous. Section 14(5)(b) says that had the service been supplied in the
Republic it would have been subject to VAT at the zero rate. So if it was zero-rated
because it is rendered outside the Republic then there would have been no need for
section 14(5)(b). The contradiction would have been saying that in the one case it is
subject to the zero-rating and in the other case it would not be. In both cases it
effectively zero-rates the supply. Saying in the one case it's not an imported service
because it would have been zero-rated had it been rendered in South Africa and in
the other case it's zero-rated because it is physically rendered outside the Republic.
So no, it does not contradict one another. It looks like it tries to achieve the same
thing and potentially the same service if you say that both sections could apply that

section 11(2)(k) could also apply to imported services.

. The argument would be no, it talks about if the zero-rate would apply in terms of
section 11 then imported services are not applicable so it does link the two in the

process. | think it's meant to deal with different circumstances.

. No, | don'’t think they are in conflict, if you look at the definition of an imported
service, it means a supply of services that is made by a supplier who is resident or
carries on business outside the Republic to a recipient who is a resident of the
Republic, so the supply can be made in the Republic. That's what SARS was trying
to do in that case is to say they are in conflict and the fact that they are in conflict
shows you that section 14(5) is intended to apply to imported services and section
11(2) is supposed to apply to the other services in terms of section 7(1)(a). | argued
that they are not in conflict; they are just doing different things. In other words,

section 14(5)(b) is not an equivalent of the zero-rating provisions. | think that they
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are not in conflict but the court held that they were and now we must accept it. | am

a law abiding citizen, | may not agree with it but that’s the case.

Question 6: Are you familiar with the Metropolitan Life v Commissioner for SARS,
2008 (4) SA 558 (C) (70 SATC 162) Court case?

All interviewees were familiar with the case.

Question 7: Do you think that section 11(2)(k) and section 14(5)(b) must be
interpreted by seeking to determine “the purpose with which the Legislature has

enacted the provisions”, i.e. must it be interpreted purposively and holistically?

1. Adopting a purposive type of interpretation route rather than the traditional golden
rule one, yes there is always a place for purposive interpretation but in this context
and generally as it is applied in South Africa as a whole the purposive aspect only
comes in to colour the picture of what you already have in front of you, in terms of
words. So where there is doubt then you have a look at these other things to inform

you as to why those particular words are there like that.

2. | agree that it should be interpreted purposively and holistically. If you take the
arguments of the taxpayer in this regard or the taxpayer’'s counsel that any service
that is rendered outside South Africa does not fall within imported services on the
basis that they were rendered or physically rendered outside South Africa then we

don’t need an imported services provision at all.

3. 1 think that you should start off with any section by asking what the meaning of the
wording is, if it's clear there’s no ambiguity then there would be no need for different
ways of interpretation, like a comparative approach or a purposive approach. If it's
unambiguous and clearly states what the legislature intended then it would be
inappropriate to use a purposive interpretation or approach in my view. To answer
the question it is probably, no. It should not be interpreted by seeking to determine
the purpose first, you first have to try and understand the wording if there is no

-41 -



£

&

g‘ UNIVERSITEIT YAN PRETORIA
. UNIVERSITY OF PRETORIA

YUNIBESITHI YA PRETORIA

ambiguity and nothing superfluous then you would move on to look at the purpose

and the holistic scheme of the Act.

4. That kind of question applies in the interpretation of any statute and specifically tax
statutes while it can be put to the court that that's how you should interpret
something and that can be persuading. | feel very strongly that if treasury or the
National Law Advisors cannot write provisions that mean what they say then they
must live with the consequences. In terms of getting the wording right and you
almost get into a position where they make one statement from a policy statement
and then write seven sections to try and deal with that and then you go back to the
one sentence and on that basis it should determine the outcome. | think that is
wrong, | don't think that's in terms of the public interest at all. | think the whole
reason that you have the law including everything associated with it, is that the law
must apply in terms of what it says and intention is the front end of the process as

opposed to the way that you should get to the result at the end of the day.

5. The answer is obviously, yes. All legislation must be interpreted purposively and
holistically there’s not a single section in any Act that you don’t interpret in that way
so the answer is, yes — that's how you interpret legislation. If you are trying to
distinguish it from a literal interpretation there are all sorts of competing things, the
basic rule for interpreting any legislation is what is the intention of the legislature
and that's always got to do with purpose.

Question 8: What are the implications for a vendor or non-vendor if they must

interpret the VAT Act purposively?

1. Well it is not necessary to do this. The purposive aspect is to first work out what the
VAT Act is all about, how does it work, what is the purpose of the sections then you

can read what those sections are saying to understand what it means.

2. 1 don't think firstly it makes a difference whether you are a vendor or a non-vendor. |
think there is no difference between the two, and although the High Court judgment
said you need to look at the legislation purposively and holistically, again in my
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view, the provisions of the various sections that we've discussed are quite clear. |
don’t think apart from the fact, and it is a different issue than what was discussed
and considered by the Tax Court, a totally different issue where you've got a
problem in the interpretation is not whether section 11(2)(k) applies or whether
section 14(5)(b) applies. I think that is quite clear.

. The implication is endless uncertainty in my view because every person or every
vendor could have a different view as to what the purpose of the Act might be and
all the sources that the drafters of the VAT Act used that may illustrate their purpose
is not readily available. Most people only have the Act to work with so to ask of a
vendor to be so knowledgeable of the VAT system, the VAT Act, so as to have a
holistic view as to what the Act seeks to achieve with all the complexities and
exceptions and exclusions in the Act is asking the impossible. To request or to
expect a vendor to interpret the Act purposively is just not a workable solution;

purpose must just be the last port of call if the wording is not clear.

. Well, | think on that basis you don't need the law, why would you need the law, why
would you need to interpret the law, you just got a statement of objective in terms of
what somebody thought what Parliament intends to achieve in a particular
circumstance and you get taxed. On that basis | mean it makes a mockery of
everything we’ve got written, everything the court does, everything that SARS does
and | think everything that advisors do. | think you need to apply the provisions of

what it is and not the provisions of what it should be.

. Well it's difficult, so the implications for a vendor are that it's difficult, it's a real
challenge the simple answer is they actually have go to somebody who knows
about this stuff to get advice — that's the implication. It's not simple. It's too

complicated it should be clarified.
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Question 9: Should the Court have considered the “contra fiscum” rule in the
Metropolitan Life v Commissioner for SARS, 2008 (4) SA 558 (C) (70 SATC 162)

judgment?

o~ NP

No
No
No
Not answered

Yes

Question 10: Do you think that think that the Metropolitan Life v Commissioner for
SARS, 2008 (4) SA 558 (C) (70 SATC 162) has brought clarity and coherence to the

VAT treatment of imported services in South Africa?

1.

Maybe from the taxpayer’s perspective but not really from SARS side, it reaffirmed
what we already knew all along. So maybe from a taxpayer’s point of view if they
want to latch onto a document that explains to them in more detail as to how
imported services work and to set a precedent that if they are thinking along the
lines of what Metropolitan was thinking was wrong that they’ll have something to
latch onto. So yes, from that perspective it provides them with some further
guidance and clarity but from our side it doesn’t it just confirms what we were

thinking all along.

| don’t think Metropolitan Life v Commissioner for SARS, 2008 (4) SA 558 (C)
(70 SATC 162) has actually, I'm not quite sure how to interpret that judgment but it
confirms the Tax Court judgment and | think that the Tax Court judgment is quite
clear. | think that judgment clarifies exactly what is an imported service and when is
it taxable and when is it not taxable, when the exemption applies, when it doesn’t
apply, again (70 SATC 162) in my view is not a very clear judgment apart from the
fact it just confirms the judgment of Tax Court and also that one needs to look at the
purpose and interpret the legislation purposively and holistically, that is the

confirmation of the High Court Judgment.
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3. Well, | think it has at least addressed the potential overlapping of section 11 and
section 14. So to the extent it has removed the uncertainty there, but it hasn’t added
necessarily to the clarity and coherence of the rest of the provisions, it's addressed
some, but it was quite focused and specific to the issues at hand. So yes, to that
extent that it's dealt with the zero-rating question it's brought clarity but as you'll see
in the court case the judge refers to the drafting and says that it's not an exemplary
example of good drafting as we often have in this case, the VAT Act so much could

be done to make it clearer.

4. No, not all. | think that the position taken by the Appellants tax advisor was very
aggressive, very technical and arguably wrong. | said you don't look at the purpose
or the intention at the end of the day but I'm not sure that there was really a basis
for what they’ve done so the circumstances under which it would apply are probably
more limited and | don't think it's intended in those circumstances. | think it is
interesting reading from the perspective in terms of the direction it went in but | don’t

think it has solved the problem in any manner or means whatsoever.

5. Yes, it has, we now know, and | don’'t agree with it, and | know there are other
people who don’t agree with it as well, but it has brought clarity because it held
section 11(2) only applies to section 7(1)(a) and not to section 7(1)(c) - in other
words it doesn’t apply to imported services. That is clarity, but the problem is it is
only clarity if you know the Metropolitan case and given that VAT is a self-
assessment system it should be clear from the Act itself and not from the Act read
with a fairly obscure case. So yes, for tax professionals like ourselves it has brought

some clarity but it is not clear for the man in the street or woman in the street.

Question 11: Do you think that the VAT should be amended to clarify whether
section 11(2)(k) applies to imported services?

1. No, | don't think there is any need to do that I'm not saying that section 11(2) k does
not need amendment in some form or the other to clarify some other things but it
does not need amendment to clarify that. | think it is pretty clear from this judgment

what the situation is, section 11(2)(k) is supplying something on an occasional basis
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outside the Republic and section 14(5)(b) has got to do with imported services
which are for consumption of that vendor or non-vendor in South Africa - which are

two totally different concepts.

. No, I don't think that the Act should be amended to clarify because the court

judgment and the Tax Court judgment clarified it already.

. Well, it's maybe a bit too late for that it's now already been confirmed in or by the
High Court. | think it the High Court has said that it does not apply. So from a SARS
perspective | don’t think they will see the need to amend the legislation, because
they would have very good grounds to disallow any claim that VAT should not be
accounted for in those types of imported services and the taxpayer would have to
go to the highest court in the country to have that set aside, which is unlikely. In my
view, there’s probably not much point in changing the wording of the section
although it would seem that that’s the interpretation that the courts have given to it,
it might make sense just to neaten the Act and just to change the wording just to

reflect what the courts have said should be the application thereof.

I’m not sure that amendments are necessary; | think it's quite clear in terms of what
it says. | mean maybe the contradictions between sections 14(5)(b) and 11(2)(k)
maybe needs to be clarified and maybe it needs some tweaking. As far as that’s
concerned but as far as | know it generally achieves its objectives. Metropolitan was
quite clear that it didn’t apply, to the extent there’s precedent on the statute books

and there are more important sections that need to amended than section 11(2)(k).

. Absolutely yes, yes | do and all they need to insert, “where but for this section a
supply of services contemplated in section 7(1)(a)” it's four words that's all they
needed to add then it is as clear as daylight then Metropolitan would not even have

bothered to go to court.
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Question 12: Are there any other policy recommendations with respect to imported
services that you think needs to be considered or that requires further research

work?

The responses to this question were very long and detailed, clear recurrent themes
emerged and the responses have been grouped according to these themes, the emphasis

on words has been added by the author.

12.1 Where is a service utilised or consumed and place of supply rules?

1. The main issue is to get guidance as to when is a service utilised or
consumed in South Africa and when is it utilised or consumed offshore. For
example where a South African company is listed on a foreign stock
exchange SARS is of the view that that entity is subject to imported services
because the foreign stock exchange provides services to the local entity but
in respect of its foreign listing. The same would apply to litigation, if a foreign
law firm provides advice, in respect of whether a company should proceed
with litigation or not in a foreign country be it a hostile takeover or any action
that is taken against that company in a foreign country, any advice that is
provided and also the litigation itself, SARS seems to be of the view that, that
is considered to be an imported service.

That needs further research work and that can be clarified with place of

supply rules.

2. There are a number of exceptions to the imported services definition or in
section 14 it lists when a service would not qualify as an imported service, for
instance it's not an imported service where it's utilised or consumed
elsewhere than in the Republic. Now it's often not that clear what utilised or
consumed means. For example you undertake a share issue in South Africa
or a share buyback or a takeover of a another company and you consult an

International organisation like Rothschild’s that provides those sorts of
47 -



£

&

g‘ UNIVERSITEIT YAN PRETORIA
. UNIVERSITY OF PRETORIA

YUNIBESITHI YA PRETORIA

services. You consult with them and then you meet with them in the US or
wherever they are based and they provide you with their feedback. So they
do a valuation of the shares that you are about to buy and you want to know
what the value is and they advise you on the value. You listen to them but
they give you a document and you come back to South Africa where you use
the document to put together your offer to your shareholders. Now the
guestion is, where was that service consumed, is it consumed where
you received their report, do you utilise it when you listen to them
giving you the facts or do you utilise it when you put together your
offer to the shareholders because all you really wanted to know was

what the value of the shares were?

Or you consult a group of engineers because you want to build a bridge in
South Africa. They do all the planning and they put all the specs together in a
document that they hand to you in the UK but then you come to South Africa
and you build the bridge. So where is it consumed or where is it utilised?
That's not clear and I'm not sure that there is much case law that would give
you a definitive answer. So that still needs research or can be clarified.

It is part of a bigger debate around what used to be called place of supply
and is now called place of taxation, if we had proper place of taxation rules or
whether we should or should not follow the OECD as far as that is
concerned. But if one dealt with it on that basis and within that kind of context
that would be a step in the right direction because then it would be much
clearer in terms of when do imported services apply and when can you apply
the different zero-ratings and when does section 11(2)l apply and under what
circumstances can you apply it, when can you apply sections 11(2)I and
11(2)m. So | think that those are the more complicated sections from that
perspective so if you linked that all into an indication of a place of supply or
place of taxation then that is where you can add significant value in the

space.
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If we consider what happened in the XYZ case. Because XYZ was a listed
company they had to get an independent opinion on the fairness and
reasonableness of the offer. By law they had to get an independent opinion
and express a view to their own shareholders that are being taken out
whether the offer that's being made is fair and reasonable. In order to do that
with a company like XYZ they had to value the business and they used
Rothschild’s in London to value the business. Rothschild’s fee had a ratchet
structure, Rothschild’s was acting for the minorities that were being taken
out, if they could talk up the price the higher their fee would go up and what
they charged to XYZ South Africa was R160 million. So it was big money,
now if an apportionment was required it could have been to the extent that
services would be utilised or consumed in the Republic. What does that
mean? XYZ set up a special committee of its Directors because some of
them had a conflict of interest so they had to get Directors who didn’t have a
conflict. They then worked with Rothschild’'s and they had a number of
meetings in London, Rothschild’s is based in London, XYZ head office is in

London and they also had meetings here.

How do you decide where the services were utilised or consumed? It all
culminated in a section 311 application to the High Court in Johannesburg so
Mr Rodgers for the Commissioner said well it was all utilised in South Africa
because that's where they acted on it.

But it was actually done piecemeal, there were also meetings held over there
and then on the basis of what was held in those meetings, they altered their
strategy or made certain interim decisions. It's difficult to know when is

something utilised or consumed in the Republic and when it is not.

They could give some indication when something could be considered

to be utilised or consumed in the Republic.

In many cases it is clear like in Metropolitan it was used in South Africa in

most cases if you import a services you use it here it was just in cases like
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XYZ where some of the service in the form of advice was given in London
and some of it was given here. The whole question of apportionment then
arises and what does it mean to utilise or consume a service, is it where the
eventual action that you take on the basis of that takes place or is it when the
service is rendered? We were arguing for an apportionment to say if there
were six meetings altogether and three of them happened in London three of
them happened here then it should be 50/50 split and even that is a bit
simplistic. Whereas SARS was arguing no because you acted upon the
advice here therefore it was utilised or consumed here.

12.2 Apportionment and the de minimus rule

1.

In terms of the Act we need to apply the provisions of 7(1)(c) to the extent
that the services are utilised or consumed otherwise than for the purposes of
making taxable supplies. To the extent means that you've got to make an
apportionment, but there’s no guidance in the legislation on what basis of
apportionment to use. We know for input tax deductions we’d have to use
turnover unless we’ve got written confirmation for something else, but this is
not input tax so 17(2) does not apply to imported services. So how do we
apportion, how do we determine to what extent are we utilising

something for taxable supply?

Section 17 of the VAT Act tells you how to apportion input tax so it actually
caters for a formula that SARS has to provide in terms whereof you would
apportion your input tax to the extent or claim input tax to the extent that the
VAT you pay was so incurred as to make taxable supplies. As far as
imported services are concerned there is no similar provision and 17(1) only
deals with input tax. The definition of imported services talks about to the
extent that you utilise those services for the purposes other than of
making taxable supplies. Now you would have thought that the VAT
apportionment ratio on the input side gives a good measure or measurement
of the extent to which you apply it to make taxable supplies. If your

apportionment ratio is 50% on the expense side then you would say well
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surely that must apply also to imported services. There is however, no such
provision that links your apportionment ratio to your VAT on imported
services and | believe there are some industries that apply their VAT
apportionment percentage on the input tax side also to their imported
services. But again that's at their own peril and risk because it is not
sanctioned by the Act although you'd say it's probably fair and reasonable.

This is something that needs clarification.

Similarly section 17 also says on the input tax side the de minimus rule
applies so if it is for 95% and more for the making of taxable supplies or
that's your purpose then you can claim all your input tax credits. On the
imported services side if the extent to which you intend to use the imported
services for purposes other than making taxable supplies is less than 5%
then there’s no equivalent or mirror provision that allows you not to account
for VAT on imported services. So if you have a company that does no
apportionment on the input VAT side because it is above the 95% it could
easily think that on the VAT imported services it also has no obligation
because all it makes is taxable supplies. But it could well buy imported
services for the purpose of making of 4% non-taxable supplies. In which
case it will still have an obligation to account for the VAT on imported

services and that’'s probably a policy issue that needs to be resolved.

. The difficulty in practice often is to try and determine the extent of the
imported services because it talks about to the extent. So it is easy if you
are a 100% organisation or an individual but if you apply something partly
taxable and partly exempt — that is the issue. You take your normal
apportionment you put it into the melting pot you will use the apportionment
methodology and you will apply the standard turnover method and then the
link into imported services to the extent and should there be VAT and I think
that your onus of proof is quite high in those circumstances. That's the issue
whether you are a stockbroker or whether you are a life insurance company,
how do you determine what to do with Reuters or something like that or do

you just put it in there into your melting pot. | think it depends on your
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apportionment ratio is it 20% or 60%. | am not always sure that you really get
to the right argument and | think that your onus of proof is quite high as far as

that is concerned so those are probably from a practical perspective the most

important of the issues.

. Consider a practical example of a vendor that has a system of six months to
pay and they don'’t always charge interest under that but sometimes they sell
over a longer period where they do charge interest. If the vendor’s customers
pay late then they get charged interest — that's the provision of credit and
that is an exempt supply. So they have to do an apportionment between
taxable supplies and exempt supplies. SARS thinks there’s a further gadget
called corporate business. But in making that apportionment when the
vendor pays rent for one of its stores for example that rent must be
apportioned between the making of taxable supplies and the making of
exempt supplies because exempt supplies are not part of your enterprise.
Now in terms of section 17(1) of the Act there is a de minimus rule that
provides that if the ratio of your taxable supplies to your total supplies is
more than 95% then you treat the whole lot as if it is exclusively for the

taxable supplies.

If it's under 95% then you should make an apportionment, there should be an
equivalent for imported services and that was relevant for the XYZ case. In
that case if you take an apportionment its way over 95% taxable supplies
and we argued that the de minimus rule should apply here. There is nothing
here to say that it does apply but the de minimus rule could be brought in
here that would just help to clarify some uncertain things. It wasn’t necessary
for the court to make a finding on that because they held that it wasn’t an
imported service. But there should be a de minimus rule for imported

services.
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12.3 Awareness, Compliance and Enforcement
12.3.1 Full reverse charge mechanism

1. We should apply a full reverse charge mechanism instead of taxing just the
final consumption, tax the whole amount and give an input tax credit where

it's applicable.

2. The big risk generally is people that should apply the imported services and
simply don’t and it is not the imported services provisions that are complex to
apply but simply because it is an obscure section of the VAT Act. It's like the
difference between your European reverse charges where you always apply
it and then it goes into the normal scenario so a local supplier versus a
foreign supplier is treated on exactly the same basis because you declare it
and claim it. Whereas here you only declare it, it's an expense but you are
declaring it but there’s almost a mismatch. If you read the XYZ case that has
just been published you sort of wonder how much they really thought upfront
as whether it was imported services and how much they thought afterwards
but there is very good argument that it's an imported service and | think that’s

typically your problem.
12.3.2 Minimum of the exemption

1. The current legislation was hugely onerous on non-vendors, particularly on
individuals with regard to any amount that you pay to a foreign company for
an imported service. This meant that if | download something from the
Internet and | pay a fee for it, it did not matter what that amount was, | must
go stand in a queue at SARS fill in a form and pay the VAT on imported
services. The minimum amount of R500 is now introduced to bring it in line
with publications which they have also increased to R500 and they stated

that the minimum exemption will apply to R500 per supply.
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Now that in itself is not clear because it would be clear in the situation where
| import a publication, a hardcopy publication | will get my exemption if it is
less than R500. If | download it from the Internet | will get my exemption
because that is a supply and the R500 exemption would apply but if for
example | acquire software from a foreign entity and | pay a monthly license

fee that is an ongoing supply.

So the question is how does this R500 exemption apply? Is it on every
monthly invoice that | pay because then over a year it may be be more than
R500. How does it apply so that's not quite clear in the draft legislation that

we have at the moment.

2. | think that sort of movement on imported services in the last two years has
been quite significant; the R500 threshold for individuals that's quite
substantial and effectively means that at least most non-vendors would now
be tax compliant when previously they weren’t. Also the amendment that
said it was possible for vendors to include it in their VAT return as opposed
to dashing off to SARS twenty times a month to pay for imported services.

12.3.3 Awareness

It's a strange concept we all understand when goods are imported into the
country it makes sense. | sometimes order books from overseas and you
understand something comes into the country but something like a service
can take place on the telephone or via the email and one does not naturally
think in those terms. So | imagine there are probably a lot of imported

services that never get taxed because nobody knows about them.
12.3.4. Enforcement

The vendors concerned probably don't give it a thought that's just a fact -
with imported goods sometimes that happens as well. Sometimes | order a

book from overseas and it just gets put into my pigeon hole here other times
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| order a book like |1 did recently then | get told to go to the post office and
pay my R39,57 VAT on the book that is coming. So it depends it's just a

matter of policing it but with imported services it is obviously difficult.

| suppose the way SARS picks it up, is after the event through financial
statements, income tax returns submitted they ask — what is this for? So it's
a fairly elusive thing at the best of times. I'm not saying anyone is trying to
avoid tax they probably don’t even know about it or don’'t even think about it
but obviously when it's XYZ and it's a R160 million it's a different thing.

12.3.5. Compliance issues

An area of further research is compliance issues, e.g. payments that are
made through banks including enforcement of the law and collections.
Registration: how do you deal with issues of liability to register for a

non-vendor, how does it interact with the enterprise concept?

Possibility of customs issues particularly when we are talking about
intellectual property to services, we actually need place of supply rules to
support all of this as well. In some cases it might be debatable whether a
particular service is in fact an imported service or not purely based on place

of supply rules or concepts which might be applicable.

12.4 Is the recovery of costs a supply or a service?

If one looks at the definition of imported services obviously it refers to the
rendering of services it means a supply of services so two things. Firstly,
there must be a supply then you need to look at the definition of a supply.
Secondly, you need to look at whether what was actually supplied was it
services. We know that we've got a very wide definition of a supply and a
very wide definition of services but let me give you the practical example

where there could be room for interpretation as well.
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Let's say you've got a consortium of foreign entities that are looking to invest
in South Africa so they spend a lot of money appointing local advisors doing
due diligence, legal agreements and they enter into a shareholder’s
agreement amongst themselves that if the investment is successful then they
will recover their costs from the local entity that they are buying into.

Now typically what happens in a lot of instances you've got a local company
in South Africa that operates through an operating company or even a
holding company with an operating division or with subsidiaries. A whole
group of companies, but they would then buy shares in a newly created
company which will then be the ultimate holding company of which the
foreign entities are the shareholders. Now the local advisors will invoice the
foreign companies, the foreign investors for their services because that is
where their instructions come from and those are the entities that will pay
their fees for their services. But then if the whole transaction is successful
they form the newly created South African company which is a holding
company not registered for VAT purposes and then they recover the costs
from the local holding company. So in other words the local holding company
would pay them through for example dividends. What they get from the
operating companies would then reimburse its shareholders for the costs that
they incurred, but then the question arises, is that payment from the newly
created holding company to the foreign companies, the foreign

shareholders, is that now an imported services?

In my view if you've got a shareholders’ agreement like that in place all the
services the local company services, the local service suppliers their services
were rendered to the foreign shareholders there’s no doubt in my mind that
the foreign shareholders are the recipients of those services’ for instance due
diligence, legal services and the recovery of costs. In my view this does not
comprise a supply in the first place and it does not comprise services in the
second place; it is purely just the recovery of costs, so in that instance my

view is that it is not an imported service.
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No service is being rendered by the foreign shareholder to the local holding
company, the holding company was created as a result of the due diligence
and all the other services that were rendered and the decision that was made
by the shareholders to invest in South Africa to create a company and also
the services were rendered prior normally to the creation of the company. So
| think that is also open to interpretation. | am not saying that my view is
correct but | think that is definitely something that has not been raised yet in
our courts, whether the recovery of costs, whether that actually
comprises the supply of services and in this case is it then an imported

service?

If the holding company is not registered for VAT purposes it will fall within the
ambit of the imported services provision. | think the closest that we got with
regards to whether the recovery of costs comprises a supply of service or
not, is the Supreme Court of Appeal case of British Airways where they
recovered the Airports Company costs and charged it to their passengers.
The Court said that is not a service supplied to the passengers by the airline,
it is supplied by the Airports Company so | think on that basis | would argue
that it is not a supply of a service and therefore not an imported service. But |
think that is also something one needs to consider as to whether the
reimbursement of costs from a local entity to a foreign entity whether that is
consideration for a service rendered but then you need to go into what is the

definition of a supply and what is the definition of a service.
12.5 The changing VAT landscape

1. The issue of otherwise than for the purposes of making taxable supplies
just raises that whole difficult area of when do you use something for the
purpose of making taxable supplies, but that's not unique to imported
services that applies to the VAT Act altogether.

Owen Rodgers argued in the XYZ case and | see this argument coming

through in the negotiations for other vendors that something like audit fees
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they say that is something like a corporate business expense it's got nothing

to do with your enterprise.

That's one view and the other view is let's be realistic and practical: SARS
must take the taxpayer as it finds it, if you are a company you have to be
audited, you have to have audit fees, you can’t go back to enterprise without
it. Now all that sort of uncertainty, is it used in the course of making taxable
supplies or isn't it, but that's a general VAT problem, it's not specific to

imported services.

. The VAT landscape and policy is changing. Where in the VAT Act does it
say that there has to be another test as to whether you can claim your
input tax or not? Definition of input tax sections 16(3) and 17(1), but now
they are saying no, but hang on if you're going to buy a piece of land to build
an office you can claim the VAT, if you going to buy a piece of land to be a
property developer you claim the VAT but if there’s no expectation of a

taxable supply you can’t claim the VAT.

Where does it say that it does not say that in the law, not at all so that’s
where policy is kind of moving where VAT policy is developing and | think the
whole economy could be effected by it. To for example say on audit fees you
can't claim the full input VAT: why not? Yes, you audit interest of R4,50 that
goes through the bank account every year so what, but it is a very narrow
interpretation and | think on that view there are a number of fully taxable
entities that have probably claimed VAT that SARS will say they are not
entitled to and | don't think it is supported by the law at all. So | really think

that the landscape generally is changing and quite substantially.
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3.8. CONCLUSION

The findings of the study showed that all the respondents agreed that imported services
should be taxed in South Africa, and they all agreed that it is open to misinterpretation.
Four of the five respondents agreed that section 11(2)(k) does not apply to imported
services. Four of the five respondents agreed with the outcome of the Metropolitan Life
court case even though they did not agree with all aspects of the judgment. Two of the five
respondents agreed that legislation should be interpreted purposively and holistically.
Three of the five respondents agreed that the court should not have considered the contra
fiscum rule in the Metropolitan Life case; one respondent did not answer that question.
Only one of the respondents thought that the VAT Act should be amended to clarify

whether section 11(2)(k) applies to imported services.

Very clear, recurrent themes emerged in response to the question regarding policy
recommendations and three of the five respondents answered by referring directly or
indirectly to the recent XYZ case judgment. These themes are discussed and summarised

in the following chapter and areas where further research work is required is highlighted.

The following and final chapter, Chapter 4, concludes with the interpretation of the data

and the policy recommendations obtained from this study.
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CHAPTER 4

4.1. INTRODUCTION

CONCLUSION AND POLICY RECOMMENDATIONS

Data are of little or no value merely as data. The purpose of research is to seek the

answer to a problem in view of the data that relate to the problem and to extract meaning

from the data, i.e. interpreting the data is all-important (Leedy & Ormrod, 2010:218).

The purpose of this chapter is to interpret the data, i.e. extract meaning from the data and

draw conclusions from the literature reviewed and the data collected. The research

guestions, interview results and conclusion is discussed below and the chapter concludes

with the policy recommendations obtained from the study.

4.2. INTEPRETATION OF THE DATA

Table 3: Research questions, interview results and conclusion

Research

Questions

Interview Results

Conclusion

Should imported
services be

taxed?

These two research questions were answered by interview
questions 1 - 3. The interviews conclude that imported
services should be taxed in South Africa for the following
reasons:
= To protect local suppliers and avoid disparity
between local suppliers and foreign suppliers.
= |t operates as an anti-avoidance mechanism. If it
were not taxable tax structures would be put into
place to route services via a foreign entity.
= VAT as a system of taxation is concerned with
goods and services, and since we levy VAT on the
importation of goods we should levy VAT on the

importation of services.

These responses are
consistent with the views
expressed in the literature
that imported services
should be taxed to
prevent unfair

competition.

The interviewees also
highlighted the anti-
avoidance role of the
imported services

provisions.
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Is the taxation of
imported services
open to

misinterpretation?

= South Africa is currently taxing only the final
consumption and not doing a full reverse charge
mechanism and this may be a contributing factor to
the lack of knowledge and awareness as to how to
deal with imported services.
All respondents agreed that the imported services
provisions are open to misinterpretation. The reasons are:
= The “negative” framing of the legislation: legislation
is designed to filter out consumption by vendors in
the course or furtherance of their enterprise and not
to tax that but to tax what's left as final consumption.
= Lack of guidance on how to determine where a
service is utilised or consumed,
= As evidenced by the Metropolitan Life case, the
wording of section 11(2) and reference to section
7(1) was unclear prior to the court case judgment,
= The lack of knowledge or awareness of the imported

services provisions and enforcement thereof.

Research Interview Results Conclusion
Questions
Can section These two research questions were answered by interview | These responses show
11(2)(k) be questions 4 - 5. The interviews conclude that: that only one of the
applied to Four out of the five respondents did not agree that section | interviewees agreed with
imported 11(2)(k) could be applied to imported services; only one | the critique expressed in
services? respondent agreed that it could be applied. The main | the literature that the

reasons are
= The outcome of the Metropolitan Life case,
= Section 11(2) has a different purpose: it is a zero-
rating for services conducted by a South African
business on an occasional basis outside South
Africa and imported services is the acquisition of

services from outside the Republic to inside the

Metropolitan Life Case
was wrongly decided.
The other four
respondents agreed with
the outcome of the

Metropolitan Life case.
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Does section
11(2)(k) conflict
with section
14(5)(b) ?

Republic,

= The layout and structure of the legislation, and

= It would contradict or make superfluous other
provisions of the Act, e.g. section 7(1)(c) and section
14(5)(b).

One of the four respondents thought that before the
Metropolitan case it could be applied on balance because of
the wording; however after the Metropolitan judgment it has

to be decided against.

All respondents agreed that it does not apply now based on
the outcome of that judgment. Ideally this question should
have been asked before the judgment in the Metropolitan
case was handed down as the respondents’ views may

have been influenced by the outcome of that judgment.

However, three of the four respondents clearly did not agree
with the appellant’'s arguments before the matter went to

court.

None of the five respondents thought that section 11(2)(k)
conflicts with section 14(5)(b), the primary reason being:

= The outcome of the court case and

= These sections have different purposes based on

the layout and structure of the legislation.

There was a sense that
the technical
interpretations of whether
section 11(2)(k) or section
14(5) applies are not the
biggest challenges with
the imported services

provisions.
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Research

Questions

Interview Results

Conclusion

Should legislation
be interpreted by
seeking, “the
purpose with
which the
Legislature has
enacted the

provisions™?

This research questions was answered by interview

questions 6 - 8. The interviews conclude that:

Three of the five respondents said that one should follow
the golden rule approach and understand what the words
mean; all respondents agreed that there is definitely a place

for interpreting the legislation purposively and holistically.

One respondent said that intention of the legislature has
always got to do with purpose but another respondent
thought that intention should be the front end of the process
as opposed to the way that you should get to the result at

the end of the day.

Three of the respondents thought it would be a real
challenge for a vendor or non-vendor if they were required
to interpret the VAT Act purposively. Two respondents
thought that it was not necessary for a vendor or non-
vendor to interpret the Act purposively because the
provisions of the various sections are quite clear. If a vendor
or non-vendor must interpret the Act purposively it would
cause endless uncertainly, on that basis we don’t need the

law and vendors actually then need to get advice.

The responses indicate
that two of the five
respondents thought that
one should understand
what the words mean first
but all agreed that there is
a place for interpreting
legislation purposively and

holistically.
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Research

Questions

Interview Results

Conclusion

Should the Court
have considered
the “contra
fiscum” rule in the
Metropolitan Life
v Commissioner
for SARS, 2008
(4) SA 558 (C)
(70 SATC 162).

judgment?

Has the
Metropolitan Life
judgment brought
clarity and
coherence to the
VAT treatment of
imported services
in South Africa?

Should the VAT
Act be amended
to clarify whether
section 11(2)(k)
applies to
imported

services?

This interview

questions 9 - 11. The interviews conclude that:

research question was answered by

Three of the five respondents said that they did not think

that the contra fiscum rule was applicable in the
Metropolitan Life case. One respondent thought it was

applicable and one was undecided.

Four out of the five
Metropolitan Life v Commissioner for SARS (70 SATC 162)

has brought clarity to the VAT treatment of imported

respondents thought that the

services in South Africa in that the court addressed the
possible overlapping of section 11 and section 14. However,
there was a sense that the judgment was quite focused and
specific to the issues at hand and did not add to the clarity
and coherence of the rest of the provisions.

Only one of the five respondents agreed that the VAT Act
should be amended to clarify whether section 11(2)(k)
applies to imported services. The other four respondents
thought it was not necessary in view of the Metropolitan Life
judgment, but that the sections should be tweaked or

neatened to reflect what the court has said.

Only one interviewee
agreed with the critique
expressed in literature
that the court should have
considered the contra
fiscum rule. One
respondent did not

answer the question.
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Research Interview Results Conclusion
Questions
What are the This research question was answered by interview question | These themes or policy
policy 12. Clear themes emerged in response to the question | recommendations are
recommendations | regarding what other policy recommendations need to be | considered to be the main

with respect to
imported

services?

considered or require further work. These themes were

grouped together and are presented as recommendations

challenges regarding the

imported services

below. provisions.

4.3. POLICY RECOMMENDATIONS

The themes were grouped and are listed below:

Guidance is required as to where a service is utilised or consumed in South Africa
and it is suggested that place of supply or place of taxation rules may be considered
here.

The words “to the extent that the services are utilised or consumed otherwise than
for the purposes of making taxable supplies” means that an apportionment must be
made, however there is no guidance as to what basis to use to make that
apportionment. It is suggested that the de mimimus rule be brought in to make the
section more workable.

Awareness, compliance and enforcement. This was broken down further into:

Full reverse charge mechanism — does the structure of the legislation contribute to
a lack of awareness and understanding of the imported services provisions?
Minimum exemption — previously the provisions were extremely onerous. All
imported services irrespective of the amount were subject to VAT, now there is a
minimum exemption of R500. The question can be asked whether this minimum
exemption results in an “indirect” compliance and perpetuates a lack of awareness
of the imported services provisions.

Awareness — generally people are not aware of the imported services provisions.
Enforcement — it is difficult to identify the transactions and these are only identified
after the fact. How do you deal with issues of liability to register for a non vendor?
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= Compliance - How do you ensure compliance?
= The question was raised whether the recovery of costs is firstly a supply and
secondly whether it is a service?
= There is a sense that the VAT landscape is changing with respect to the enterprise

concept and this is causing uncertainty.

4.4. CONCLUSION

In summary further research work is required to explore these themes or areas of difficulty
as these are the real challenges with the imported services provisions. However, as more
cases regarding imported services are brought to court these challenges or stumbling

blocks may be resolved by the courts.
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