eJournal of Tax Research (2018) vol. 16, no. 1, pp. 175-200

Developing place of activity rules for the South
African value-added tax: a comparative
research approach

Erich Bell,* Anculien Schoeman®* and Gerhard Nienaber®

Abstract

The globalisation of the world economy has led to a rapid increase in cross-border trade. The jurisdiction having taxing rights
to a cross-border supply for Value-Added Tax (VAT) purposes is, however, not always clear. The South African VAT Act
does not contain a standalone place of activity section, which many other countries do have. This could result in cross-border
supplies involving South Africa being subject to either double taxation or double non-taxation. A standalone place of activity
section was developed by the authors for the South African VAT Act by following a consultative process in terms of which
South African VAT experts critiqued and commented on the proposed section, adding value to come up with a final proposed
place of activity section for the South African VAT Act.
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The article is organised as follows: section 2 considers the VAT system in South Africa
in order to provide the appropriate context. This is followed (also in section 2) by an
analysis of the place of supply rules as they apply in South Africa, Australia and New
Zealand.® Like South Africa, Australia and New Zealand operate ‘modern’ or New
World VAT systems, in contrast to the more traditional or Old World European
systems.® Section 2 concludes with an initial proposed place of activity section, which
was discussed with five South African VAT experts. Section 3 examines the results of
the consultative process, making use of a thematic analysis of the open-ended questions.
The final section (section 4) concludes with a refined legislative provision that could be
used by National Treasury to introduce place of activity rules into the VAT Act as a
standalone provision, in addition to the other provisions that have already been
implemented.

2. BACKGROUND AND CONTEXT

In order to set the backdrop for this study, this section explains how the South African
VAT system operates and the place of supply and place of activity rules which are
included in New Zealand’s and Australia’s GST systems. The OECD Guidelines for a
‘good” VAT system are also considered.

2.1 Background to the South African VAT system

VAT was initially introduced in South Africa in 1991 at a standard rate of 10% and was
subsequently increased to 14% in 1993 (Go, Kearney, Robinson & Thierfelder, 2005).
The VAT Act is largely based on New Zealand’s Goods and Services Tax Act 1985
(New Zealand GST Act), although critically it does not contain a standalone place of
activity section. Although there are specific place of supply rules regarding some types
of supplies, there is no general place of activity section (DTC, 2014). Schneider (2000)
believes that the lack of place of activity rules in the VAT Act can be attributed to the
Republic’s isolation from the world economy as a result of the sanctions imposed on it
by other countries during to the apartheid regime. The lifting of these sanctions after
1994 has led to an increase in the openness of the Republic’s economy and therefore in
its involvement in cross-border trade (Du Plessis & Smit, 2006).

VAT is a general consumption tax that is collected through a staged collection process
where a portion of the VAT is collected on the value added by a taxable person at each
stage of the production or distribution chain (OECD, 2014). The value added is the
difference between the value of the goods and services sold by a “VAT registered
supplier’ and the value of the goods and services used as inputs in producing such goods
and services. This process ensures that the economic burden of VAT rests on the final
consumer of the goods and services.

South Africa’s VAT system is a destination-based VAT system, meaning that exports
are zero-rated and imports and domestic consumption are subject to the standard rate of
VAT (Millar, 2009). This ensures that the VAT revenue is collected in the jurisdiction
where the goods and services are consumed. This places all firms competing in a given
jurisdiction on an even footing, enhancing neutrality in international trade (OECD,
2017). The purpose of internationally aligned
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supply rules) is to avoid double taxation or double non-taxation owing to colliding
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the place of taxation. The reverse charge mechanism can also be applied to solve this
burden (Ecker, 2013).

For business-to-consumer supplies, the place of consumption is deemed to be in the
jurisdiction in which the customer has his/her usual place of residence. If the customer
has more than one country of residence, the place of consumption would be deemed to
be in the jurisdiction in which the customer spends most of his/her time (OECD, 2001).

Since VAT systems do not have any bilateral or multilateral treaties to prevent double
taxation, a taxable person whose supply is subject to double taxation due to inter-
jurisdictional conflicts would not be entitled to relief (Schenk, 2009). In this regard,
Schenk (2009) argues that there is a growing need for bilateral or multilateral VAT
treaties to assign taxing rights to cross-border transactions.

The OECD advocates a different approach to prevent double taxation in terms of which
all member states are encouraged to follow the neutrality and place of supply guidelines
advocated in the OECD Guidelines (OECD, 2017).

2.3 OECD International VAT/GST Guidelines

The OECD’s mission is to assist in the ‘economic and social well-being of people
around the world’ by, amongst other things, assisting in drafting international standards
to harmonise tax.” The International VAT/GST Guidelines are aimed at increasing
certainty and reducing the occurrence of double taxation and unintended non-taxation.
This is achieved by promoting an internationally accepted understanding of the place of
supply rules used to implement the destination principle on the most common cross-
border supplies of services and intangibles. The purpose of the Guidelines is therefore
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intangibles. Although South Africa has observer status to the OECD, it is one of the few
countries that does not have clearly defined place of supply rules that are explicitly listed
in a separate section. The rules are merely captured into different sections of the VAT
Act such as definitions of ‘enterprise’ and ‘imported services’ and in some paragraphs
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expresses concern about the fact that this provision is open to manipulation as
Underwriting Members can simply decide to conclude all contracts outside of theulation as
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(Botes, 2018). The portion of the service that relates to the use of the right in the export
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and not being services which are the acceptance by any person of an obligation
to refrain from carrying on any enterprise, to the extent that the carrying on of
that enterprise would have occurred within the Republic...

In order for a service supplied to a non-resident to be zero-rated in terms of section
11(2)(1), it must pass all three of the exclusions listed in section 11(2)(1)(i) to (iii).° The
so-called ‘round-tripping rule’ that provides an exclusion from the zero-rating in section
11(2)(1)(iii) in instances where a non-resident or any other person is in the Republic at
the time the services are rendered, is aimed at ensuring that any consumption or use of
the service in the Republic is not zero-rated (Botes, 2018). The only instance in which
the zero-rating would be allowed if the non-resident or any other person is present in
the Republic, would be if the circumstances of section 11(2)(1)(ii)(bb) are met.** The
proxies used by section 11(2)(l) are the residency status of the recipient, the location of
the land or goods and the place of effective use or enjoyment of the service (Millar,
2008a).

Section 11(2)(g)(ii) provides a zero-rating for services supplied directly in connection
with “... goods temporarily admitted into the Republic from an export country that are
exempt from tax on importation under Items 470 and 480 of paragraph 8 of Schedule 1’
of the VAT Act. These goods are exempt from import VAT in terms of section 13(3).
Item 470 applies to goods temporarily admitted for processing, repair, cleaning,
reconditioning or for the manufacture of goods exclusively for export. Item 480 applies
to other goods that are temporarily admitted into the Republic for specific purposes after
which the goods must be exported. Examples of items to which Item 480 applies include
goods for display at exhibitions, meetings, fairs and similar events, and containers used
for packing purposes. The proxy used in section 11(2)(g)(ii) is therefore the location of
the goods (Millar, 2008a).

As is evident from the above discussion, the place of supply rules in the VAT Act make
use of various proxies, including the location of movable and immovable property; the
location of the consumer or quasi-consumer; the place of performance of services; and
the residency status of the recipient. The definition of ‘imported services’ in section 1(1)
and section 11(2)(m) make use of a pure consumption test.

There is uncertainty, however, when determining whether an activity is carried on “in
the Republic or partly in the Republic’ for purposes of paragraph (a) of the definition of
‘enterprise’ in section 1(1) and whether a service is ‘utilised or consumed in the
Republic’ for purposes of the definition of ‘imported services’ in section 1(1). A place
of activity section would thus assist in determining when an activity is carried on ‘in the
Republic or partly in the Republic’.

2.5 Place of supply sections applied in New Zealand and Australia*?

South Africa’s place of supply rules consist of: (i) the definition of ‘imported services’
in section 1(1) read together with section 7(1)(c) which operate the reverse charge

10 South African Revenue Service (SARS), ‘The Master Currency case and the zero-rating of supplies made
to non-residents’, Interpretation Note No. 85, 2015.

1 1bid.

12 As stated in n 5 above, the data was collected during May 2016, and therefore the review of legislation
of New Zealand and Australia (except where otherwise expressly stated) included legislation as it was up
until 30 April 2016.
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mechanism; (ii) the definition of ‘enterprise’
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Table 1: New Zealand Place of Supply Proxies for Services

Section Rule Proxy
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Australia for more than 183 days in a 12 month period, or there is an intention of the
individual to carry on an enterprise in Australia for more than 183 days in a 12 month
period (section 9-27 of the Australian GST Act).

A supply of services that is not connected with Australia must be reverse charged in
terms of section 84-5(1) in instances where a recipient acquires the services solely or
partly for an enterprise carried on in Australia, but not solely for a creditable (taxable)
purpose; the supply is for a consideration; the recipient is registered or is required to be
registered; and the supply is not one otherwise of various supplies specified in the

section.

The following Table provides a summary of the place of supply proxies for services in

Australia.

Table 2: Australian Place of Supply Proxies for Services

Section Rule Proxy
Rule 1 in . . . .
section  38- | Services directly connected with real | Location of real
190 property situated outside Australia. property
Rule 2 in | Services directly connected with goods
section  38- | situated outside Australia. Location of goods
190
Services supplied to a non-resident who is
Rule 3 Item | outside Australia at the time of performance | Location & residence
2(a) in | if the supply is neither a supply of work | of recipient plus
section  38- | physically performed on goods in Australia | location of land plus
190 when the work is performed, nor directly | location of goods
connected with real property in Australia.
Services supplied to a non-resident, who is
Rule 4 Item outside Australia at the time of performance
2(b) in if the recipient acquires the services in
section 38- carrying on its enterprise, but is neither
190 registered nor required to be

186



eJournal of Tax Research

Developing place of activity rules for the South African value-added tax

Section Rule Proxy
Rule 8 ltem 5 Suppl!es .|nvolvmg the repair, renovation, Location of goods
. . modification or treatment of goods from .
in section 38- : . g plus place of effective
outside Australia that are destined for a ;
190 - . . use or enjoyment
location outside Australia.
For all items above, the supply is not GST-
Section  38- free !f Itis sEpply Orf a “ghtl or ofptloR_ tﬁ Place of effective use
190(2) acquire something, the supply of whic or enjoyment
would be connected with Australia and
which would not be GST-free.
For items 2, 3 and 4, the supply is not GST-
Section  38- free: if its acquisition relates dlrect!y Of | Location of real
190(2A) indirectly, wholly or partly, to making a property
wholly or partly exempt supply of real
property in Australia.
For item 2, the supply is not GST-free if it is
Section 38- | made under an agreement with a non- | Place of effective use
190(3) resident, but is provided to another entity in | or enjoyment
Australia.
Section  38-
190(4)
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Provided that a supply referred to in paragraph (a) would, at the election of the supplier, be
deemed to be carried on outside the Republic if such an activity would, but for this proviso,
constitute a taxable supply made to a registered vendor who utilises or consumes such a supply
wholly for purposes of making taxable supplies or if such a supply is exported;

(b) fixed property situated in the Republic or goods supplied directly in connection with fixed
property situated in the Republic;

(c) a real right or option directly in connection with goods ordinarily situated in the Republic or
fixed property situated in the Republic;

(d) services physically rendered in the Republic;

(e) services, other than services referred to in paragraph (b)(vi) of the definition of enterprise and
paragraphs (d) and (f) of this section, connected with any supply that is treated as being made in
the Republic in terms of this section, not being services supplied directly in connection with

(i) fixed property situated outside the Republic;

(if) moveable property ordinarily situated outside the Republic; or

(i) intellectual property to the extent that the rights are for use outside the Republic;

(f) intellectual property to the extent that the rights are for use in the Republic; or

(9) goods or services supplied by a vendor in the course or furtherance of an enterprise carried
on by the vendor.

In order to refine the standalone place of activity section developed from the theory
above, this proposed section was discussed with five VAT experts to establish the
validity of the proposed section and also for them to make further suggestions for
improvement. This could be described as a quasi-Delphi research methodology: the
Delphi method entails administering a number of rounds whereby experts give
comments on an idea or concept, the idea is amended with the comments and is then
discussed again, in order to reach consensus (Evans & Collier, 2012). In this article,
however, only one round was administered. It was not deemed necessary to send the
amended section back to the experts for further scrutiny as their comments we41.98 r0-231(w9E
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There were five categories of questions put to the experts, with each category containing
one closed and one open-ended question. The five categories of questions were
developed in order to simplify the data analysis phase of the study and to ensure that
each respondent would scrutinise all the different factors taken into account in
developing the proposed place of activity section. The five categories of questions were
aimed at gathering information on whether the proposed place of activity section:

1. would increase certainty in determining whether an enterprise is carried on in the
Republic (Questions 1 and 2);

2. isin line with the Guidelines (Questions 3 and 4);

3. deals satisfactorily with all the different types of supplies (Questions 5 and 6);

4. contains any words or phrases that could lead to interpretational difficulties
(Questions 7 and 8); and

5. would lead to an increase in the jurisdictional reach of the VAT Act (Questions 9
and 10).

Each of the five categories started with a closed-ended question asking whether the
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3.1.2

Three respondents indicated that the proposed section was aligned with the Guidelines.
The other two indicated that although the proposed section adheres to the requirements
of the Guidelines, there are specific definitions in the proposed section that are unclear.

Four respondents indicated that the proposed section would lead to an increase in the
jurisdictional reach of the VAT Act. The other respondent held that it was impossible
to predict whether the proposed section would lead to either an increase or a decrease
in the jurisdictional reach of the VAT Act.

In addition to the above general concerns regarding the proposed section, seven practical
difficulties with specific subsections were also identified.
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exceeded the compulsory registration thresholds in section 23(1). The goods supplied
under pre-entry sales would then again be subject to import VAT in terms of section
7(1)(b) when cleared for home consumption at ports or border posts. Section 12(k) was
therefore introduced to prevent such foreign persons from having to register for VAT
as a result of their pre-entry sales and to prevent the goods supplied under pre-entry
sales from being subject to VAT twice.

This comment is true from a policy perspective. However, the practical application of
the proposed section 1A(1)(a)(i) would not influence the status quo as such foreign
suppliers would still not be required to register as vendors in the Republic and their pre-
entry sales would continue to be exempt from VAT in terms of section 12(k). This is
based on the fact that proviso (v) to the definition of ‘enterprise’ in section 1(1)
determines that an activity would not be deemed to be the carrying on of an enterprise
to the extent that it involves the making of exempt supplies. Therefore, even though the
proposed section 1A(1)(a)(i) would deem pre-entry sales to constitute an activity carried
on in the Republic, proviso (v) to the definition of ‘enterprise’ in section 1(1) would
deem such pre-entry sales as not forming part of an enterprise in the Republic. The
status quo would therefore remain as the pre-entry sales of foreign persons would
continue to be exempt from the liability of VAT registration after the introduction of
the proposed section. The proposed section was not amended.

3.2.2 Proposed section 1A(1)(a)(iii): goods imported into the Republic

One of the respondents held that proposed section 1A(1)(a)(iii) would lead to double
taxation. This respons
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the local entity in South Africa. To require these foreign entities to register for
VAT in South Africa when they recover only the actual employee cost, seems
to be counter-productive.

This view is accepted when considered against the fact that the South African Revenue
Service (SARS) does not currently have a simplified compliance and administrative
regime for foreign service providers where such services do not constitute “electronic
services’ as defined in section 1(1). However, such services are consumed in the
Republic and as such must be subject to VAT in the Republic, irrespective of the
administrative burden that may be experienced by such foreign service providers in
having to register as vendors and having to submit VAT returns regularly. This
subsection was not amended.

3.2.5 Proposed section 1A(1)(e): services not dealt with elsewhere in the proposed section

One respondent held that the exclusions in subparagraphs (i) to (iii) of proposed section
1A(1)(e) should be deleted on the grounds that proposed section 1A(1)(e) would only
apply to services that are connected with any supply treated as being made in the
Republic in terms of the proposed section. Such services would therefore, by necessary
implication, not be connected to other supplies that have their place of consumption
outside the Republic.

The respondent’s view is acknowledged and thus subparagraphs (i) to (iii) of proposed
section 1A(1)(e) is deleted.

3.2.6  Proposed section 1A(1)(f): intellectual property rights for use in the Republic

Two respondents held that the proposed section 1A(1)(f) is in contravention of the
judgment handed down in Stellenbosch Farmers’ Winery Ltd v Commissioner of the
South African Revenue Service 2012 (5) SA 363, 74 SATC 235 (SCA). In this case it
had to be determined whether the surrender of an exclusive distribution right by a
vendor, granted to the vendor by an offshore business, may be zero-rated in terms of
section 11(2)(l) dealing with services supplied to a person who is not a resident. The
supply was zero-rated because the court held that the situs of incorporeal property (the
location thereof) is where the debtor ‘resides’ and that the surrender of the distribution
right can therefore not be connected with the vendor’s movable property in the Republic
as the debtor was a company based in the United Kingdom. The principle resulting from
Stellenbosch Farmers’ Winery Ltd v CSARS cannot be applied to the definition of
‘enterprise’ to hold that the place of supply of intellectual property by offshore
businesses to recipients in the Republic is outside the Republic.

Section 11(2)(m), not section 11(2)(1), is the section that deals with the zero-rating of
outbound supplies of intellectual property rights. Section 11(2)(m) applies a pure
consumption test as it would only exempt intellectual property rights to the extent that
they are used outside the Republic. Proposed section 1A(1)(f) is based on section
11(2)(m), with the only exception being that it applies to inbound supplies of intellectual
property rights.

One of the respondents commented that this section is in contravention of the views
expressed by SARS in VAT News 37, where it was held that offshore businesses
supplying intellectual property to consumers in the Republic need not register for VAT
in the Republic if they do not have a physical presence or fixed place of business in the
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3.2.7

Republic, and provided that the activities resulting in their fees are completely “passive’
in nature (SARS, 2011).

We do not agree with this view. The purpose of the proposed section is to determine
when an activity would be carried on in the Republic for purposes of applying the
definition of ‘enterprise’ in section 1(1). Even if the proposed section determines an
activity to be carried on in the Republic, all the other elements of the definition of
‘enterprise’ in section 1(1) must still be satisfied before an enterprise could be carried
on in the Republic. An offshore business supplying intellectual property to recipients in
the Republic would therefore still only carry on an enterprise in the Republic if its
activities in the Republic are carried on ‘continuously or regularly’ as required by the
definition of ‘enterprise’ in section 1(1). The views expressed by SARS in VAT News
37 would therefore continue to apply, in spite of the introduction of the proposed section
that would hold the supply of intellectual property for use in the Republic to constitute
the carrying on of an activity in the Republic.

The section was not amended.

Proposed section 1A(1)(g): extent of activities forming part of an enterprise

Two respondents stated that the purpose of proposed section 1A(1)(g) is unclear. After
careful consideration, it was decided that this section is not necessary to be included in
the proposed section.

3.2.8  Other practical difficulties pertaining to the proposed section

One of the respondents maintained that the proposed section did not cater for specific
types of supplies and commented as follows:

The suggested wording assumes a homogenous population of transactions to
which generic rules can apply. The world we live in today is categorised by
complexity and diversity and changes on a daily basis.

The VAT Act is based on the modern VAT system making use of a broad set of rules
that must be applied on
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latter phrase as opposed to the former for which the proposed section was developed
and this comment is therefore not accepted.

3.2.9 Interpretational difficulties

All the respondents indicated that there are interpretational difficulties with the
following words: ‘delivered or made available’, “utilises or consumes’, ‘goods supplied
directly in connection with fixed property’, ‘goods ordinarily situated in the Republic’,
‘services physically rendered’, “services ... connected with any supply’ and ‘ordinarily
situated outside the Republic’.

The phrase “delivered or made available’ is based on section 9-25(1) of the Australian
GST Act. This phrase covers the physical delivery of goods or goods physically made
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proposed section 1A(1)(e) will be deleted. The phrase ‘ordinarily situated’ will therefore
be removed from the proposed section.

The phrase ‘services physically rendered in the Republic’ requires the supplier to be
physically present in the Republic when the services are supplied. Proposed section
1A(1)(d) is not limited to on-the-spot supplies. It would therefore apply to any other
supply of services if the supplier is physically present in the Republic while the supply
is being made, irrespective of whether the supply is made to a recipient located inside
or outside the Republic and would be zero-rated.

To ensure that services consumed in the Republic do not escape the Republic’s VAT
net, a deliberate decision was taken to include the phrase ‘connected with’ as opposed
to “directly connected with’ in proposed section 1A(1)(e). The phrase ‘connected with’
requires a causal link between the services and the supply connected with the Republic.
Such a causal link need not be a direct link. In ITC 885, 23 SATC 336, 338 (1959) (C)
it was held that the words ‘in connection with’ should be given a wide meaning, but not
so wide that it includes a
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5.

Should this section be promulgated, modifications are required in other sections that
could become void or irrelevant. These modifications to other sections were not
considered for purposes of this study. As suggested in the article, interpretation notes
should be issued explaining some of the problematic phrases. This study did not,
however, intend to draft these interpretation notes. Further research could be undertaken
by addressing the abovementioned limitations.

From a theoretical point of view, this study developed a standalone place of activity
section for the VAT Act that adheres to the OECD Guidelines. From a policy and
technical perspective, this study can assist the National Treasury in developing a
specific place of activity section for the VAT Act. The fact that the participating experts
had differences of opinion as to what we presented, confirms that determining the place
of consumption, which was used to develop place of supply rules for a nation, is like
‘wrapping one’s hands around a piece of jelly’.
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