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Guidance Note on Value-Added Tax
INn the Extractive Industries:
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1.
INTRODUCTION

1.1. Executive Summary

In the tax structure surrounding investment in the oil, gas and mining sectors, not
enough systematic attention has been paid towards the role of broad-based
consumption taxes and their impact on the extractives industry. The value-added tax
(VAT), also commonly referred to as the goods and services tax (GST), is the broad-
based consumption tax of choice in more than 160 countries worldwide, including
those countries with large extractive industries.? Ideally, VAT in the extractive industry
should not be different to any other industry and be subjected to full taxation.
Developing countries with limited administrative capacity may however experience
challenges in following this ideal, and may consider or have already implemented

alternative policy or administrative measures.

Due to their predominantly export orientated nature, governments should not expect
large amounts of VAT revenue from the extractive industries operating in their country.
The VAT treatment of the extractive industries could, however, be a barrier to
investment which could ultimately lead to decreases in tax revenues from other taxes.
There are also neutrality, efficiency and other potential costs to consider when

deciding on the desired VAT system to
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Life Cycle Phase Key activities Input VAT | Output Key Issues
undertaken? Deduction | VAT
Charged
Exploration Locating deposits Yes No Surplus input
Assessing VAT refunds
commercial and due
economic viability Opportunity
Typical 3-10 year cost on cash
period flow
Exposure to
exchange rate
depreciation
Development Preparation of site Yes No Surplus input
for production VAT refunds
Establishment of due
infrastructure Opportunity
Typical 2-4 year cost on cash
period flow
Exposure to
exchange rate
depreciation
Production Production and Yes Yes Generally 0%
commer_cial Often at a VAT on export
processing of outputs
X zero rate as
Typical 15-20+ year X Recovery of
period output is input VAT
largely .
exported Opportunity
cost on cash
flow
Exposure to
exchange rate
depreciation
Compliance
costs for
documentary
requirements
accompanying
export
Decommissioning/ Removal of Yes Limited Surplus input
Rehabilitation infrastructure amount and VAT refunds
Restoration of site often zero due
rated as Opportunity
output and cost on cash
infrastructure flow
is exported. Exposure to
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Both the exploration and development phase require considerable direct investment,
with the development phase alone often accounting for 40 percent to 50 percent of
the total cost of the project.* Large capital goods are generally imported and other
inputs are also imported or supplied by the local economy. During these periods there
is no commercial production/sales of output. This means that extractive industries may
have difficulty in being allowed to register for VAT and that there is little or no output
VAT on domestic sales against which input VAT can be deducted. Therefore, input
VAT refunds will arise that can only be claimed when registration is allowed. The
refund policy of the host country thus becomes critical to investment decisions as it
affects the cash flow position of the investor and could become a cost to the investor.
The delay of input VAT refunds can act as a barrier to investment during the
exploration and development phases.® Further, the adopted VAT policy applicable to
the extractive industry and related administration can have spillover effects into the
local economy, whether positive as a result of increased economic activity or negative

as a result of decreased economic activity or non-neutrality...

During the production phase, produced goods are often predominantly exported,®
meaning the destination principle will apply to these exports and the supply’ will be
zero-rated.® Due to the majority of output being exported and therefore zero rated,

the amount of output VAT against


http://unctadxiii.org/en/SessionDocument/suc2012d1_en.pdf
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During the decommissioning/rehabilitation phase, services that relate to
decommissioning are often supplied by businesses in a different jurisdiction than the
extractive site. This is as a result of the expert nature of these services often not being

obtainable in the G6/CRP.2
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for the purpose of making taxable supplies. Note that the terms input credit or VAT

credit are often used to mean the same as input VAT deduction.

Input VAT apportionment: An input VAT apportionment will generally need to be
made where a registered supplier acquires goods or services partly for making taxable

supplies and partly not for making taxable supplies.
Output VAT: VAT charged on the supply of goods or service by a registered supplier.

Reverse-charge rule: A rule that is often applied to imported services. The recipient

of the imported services f the import
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2

VAT POLICY AND ADMINISTRATION IN THE EXTRACTIVE INDUSTRY

2.1. An overview of the VAT

The VAT is a tax on final consumption of goods and services charged on value-added

at multiple stages of production. Table 1 illustrates this process:

Table 1: Workings of a VAT (assume a rate of 10 percent)

a. Basic transactions, excluding VAT

Production-distribution chain Purchases Sales
Producer 0 4,000
Manufacturer 4,000 12,000
Wholesaler 12,000 14,000
Retailer 14,000 20,000
Consumer 20,000 -

b. VAT payments to suppliers and buyers

Production-distribution chain

VAT paid to supplier

VAT paid by buyer

Producer 0 400
Manufacturer 400 1200
Wholesaler 1200 1400
Retailer 1400
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Table 2: Workings of a VAT with a zero rated supply

a. Basic transactions, excluding VAT

Production-distribution chain Purchases Sales
Producer 0 4,000
Manufacturer 4,000 12,000

Production-distribution chain

b. VAT payments to suppliers and buyers

11




E/C.18/2016/CRP.23

registration threshold, requiring suppliers to make taxable supplies in excess of a
certain amount within generally a 12 month period before being able to register. There

may also be other requirements that need to be met before allowing a supplier to

12
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The exploration and development stages do pose particular challenges for VAT. There
is significant capital and other investment (input VAT including reverse charge on
imports) but little or no production (output VAT) hence this ultimately creates a surplus
input VAT position which if not refunded in a timely fashion will impact cash flow,
foreign exchange fluctuations and associated investment decisions, ultimately

affecting local content. 12
2.4. VAT policy and administration options relating to the extractive industries
2.4.1. Full application of VAT

Ideally, a VAT policy for the extractive industry should not be any different from any
other industry. The key focus should be an efficient and robust VAT framework which
favors government as well as the investor and does not leave the investor or

government in a position where funds are locked up:

13
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at the standard VAT rate on domestic supplies and a zero rate on exports. Excess
input VAT would be refunded at the end of the requisite period. Extractive industry
suppliers would be allowed to register at the exploration phase so that the typical VAT

input, output mechanism would function. This approach would

14
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VAT POLICY OPTIONS

INPUTS OUTPUTS

EXPORTS

DOMESTIC
SUPPLIES

DOMESTIC ___EXEmPT
SUPPLIES — e

- 5! SUPPLIERS !':.:L
= = TO = =

DIRECT SUPPLIER

In the case of imported exempt goods or services, import VAT would not be imposed
meaning no entitlement to an input VAT deduction. Further, there would not be input
VAT on specific locally sourced goods. Although the issues regarding the timely
payment of input VAT refunds should, with this approach, be largely resolved, 13 it
should be noted that a full VAT exemption regime could result in economic distortions.
Local suppliers to the extractives would continue to have input VAT on their inputs
which they would not be able to fully offset by charging output VAT on their supplies
to the extractives industry. This may result in local suppliers attempting to pass such
irrecoverable costs to the extractive industries. There would also be a theoretical risk
of creating a pro-import bias in the sense that supplies imported free of VAT could
ultimately be cheaper than local supplies with inflated prices. Such a consequence

could negatively impact the local economy outside of the extractive industry.

13 1t may be that there are certain types of goods or services used by many industries that are standard-
rated and an input VAT refund may still potentially arise. It can, however, be expected that this refund
would be significantly less.

15
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Compliance burdens for local suppliers would further increase to the extent that they
would be required to distinguish between exempt supplies and standard rated
supplies. The local supplier would then be required to do an input VAT apportionment,
which may give rise to significant compliance costs to the local supplier. The non-
neutrality and non-symmetrical compliance burden, and accompanying economic
distortions that results because of implementing the exemption is most likely to exceed

the benefit of resolving the refund problem.

2.4.3. Zero rate goods and services supplied to the extractive industry

VAT POLICY OPTIONS

INPUTS OUTPUTS

®

»’ @

b))

DOMESTIC
SUPPLIES

DOMESTIC
SUPPLIES

. 5 TO .

DIRECT SUPPLIER

Another approach to avoid the issues regarding the timely payment of input VAT
refunds is to zero rate the goods and services predominantly supplied to the extractive
industry. Similar to the exemption regime discussed in subsection 2.4.2, there is a
high risk, especially in less developed economies, that the zero-rated goods and
services would in practice not be used only by the extractive industry. This risk is likely
to be higher under this option, when compared to the exemption regime, since locally

sourced goods and services of these types would not be subjected to any VAT.

16
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VAT on imported services — application of the reverse charge

The reverse charge could be applied to import services whereby the requirement to
pay and later request a refund could be lifted. The extractives industry would be
required to self-assess the amount of import VAT that needs to be paid. Similar

approaches can be applied to the importation of goods.
Deferral of VAT on imported goods — payment time lag

This would allow deferral of payment of import VAT for a specific period of time by
not requiring import VAT upon importation, but a payment of output VAT in a later
VAT return. The aim of this approach is to allow registered suppliers to make taxable
supplies from the use or supply of the imported goods for a limited time before
ultimately being accountable to pay the VAT, thereby easing cash flow constraints.
Ideally, this mechanism allow registered suppliers to charge output VAT and then

account for the VAT on imports.

18
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of VAT refunds would remain. Further, if the period of deferral is too short, these

issues would also remain.

VAT POLICY OPTIONS

VAT PAID/REFUND

INPUT VAT
EXCEEDS

INPUTS

IMPORTED GOODS

A

eon®

| Kl

OUTPUT VAT
EXCEEDS
INPUT VAT

®
> — AR o)
DEFERRED VAT

Deferral of VAT on imported goods — accounting only, no payment:®

Another, perhaps more preferred, method of deferral of import VAT is to require the

importing supplier

19
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2.5. Pure administrative approaches for the extractive industry

It should be understood that the majority of issues regarding input VAT refunds to the
extractive industry are administrative. These issues can be associated with compliance
costs in claiming VAT refunds, administrative costs in auditing VAT refunds, sufficiently
budgeting for VAT refunds and the physical payment of VAT refunds. If a country has
the administrative capacity to resolve the issues arising from VAT refunds by
administrative (rather than policy or accounting) measures, the following

administrative approache

21
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o Ens
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Zambia

In 2014, due to strict export documentary requirements, a large amount of refunds
due by the Zambian Government accumulated. The Chamber of Mines of Zambia
appealed in a media statement to the government to refund VAT owned to mines.
According to this statement failure to pay VAT refunds would force the already cash-
constrained mining industry to cut back on capital projects, lower production, make
suppliers wait longer for their money, interrupt certain corporate social investment
projects and diminish the collection of revenue by the Zambia Revenue Authority.
This serves as an example of the often unforeseen distortions and negative

consequences of not paying VAT refunds in a timely manner.

24
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Overview of VAT Mechanism Policy and Accounting Options

Policy option Overview

25
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3.
PLACE OF SUPPLY AND CONSUMPTION AS APPLICABLE TO THE
EXTRACTIVE INDUSTRIES

Registered businesses in the extractive industry often make use of service suppliers
located in other jurisdictions than the extractive site. Further, an extractive site can
be located off shore and outside the scope of a countries VAT. This sections considers

these issues and how to potentially treat them for VAT purposes.
3.1. [Issues regarding services

Applying the destination principle to services has been problematic due to difficulties
in determining the place of supply and consumption of services. Before the recent
growth in globalisation and technology, there was little need to establish rules relating
to the place of consumption of services, as most services were consumed in the
country where they were physically performed. Globalisation and technology has
resulted in many different proxies used by different jurisdictions in determining the
place of supply and consumption of services. These different proxies can create
problems such as double taxation, non-taxation and increased administrative and

compliance burdens.

In the extractive industries, services are often supplied by suppliers located in other
jurisdictions. It is therefore important to determine the place of supply and

consumption of these services.
3.2. General rules relating to the place of consumption of services

To avoid double or non-taxation for the supply of inter-jurisdictional services, taxing
rights are granted to a jurisdiction. This generally means that the services will be
exported services and zero-rated in other jurisdictions and charged with VAT in the
jurisdiction which holds the taxing rights. Of course, it is first necessary to determine

whether a supply of services is inter-jurisdictional before determining taxing rights.

27
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extractive industry supplier would be entitled to an input VAT deduction on these

services and issues regarding the timely payment of input VAT refunds may arise.

The place of supply is also of importance to the supplier. Generally, if the place of
supply of services is in another jurisdiction to that of the supplier, that supplier may
be required to register for VAT in the other jurisdiction. This would of course result in

a large compliance cost for the supplier.

Based on the above, it may be preferred to allow services provided to the extractive

industries from other jurisdictions to be treated as imported services.
3.4. Place of consumption and supply of decommissioning/rehabilitation services

Services supplied during the decommissioning/rehabilitation phase often provide
particular place of consumption and supply issues as these services are supplied in
multiple jurisdictions. These services often involve a planning stage and an execution
stage. The planning stage will generally take place at the supplier’s place of operation
or fixed establishment often in a different jurisdiction to the extractive site. The

execution stage would take place at the extractive site.

With reference to the general rules in section 3.2, it is evident that the jurisdiction in
which the extractive site is located will have the taxing rights for
decommissioning/rehabilitation purposes. Although the customer may have
establishments in more than one jurisdiction, the taxing right should accrue to the
jurisdiction where the decommissioning/rehabilitation will take place (where the
applicable extractive site is located). Due to the service possibly being supplied in two

jurisdictions, it may be preferred to treat the entire service as an imported service.

3.5. Place of consumption and supply of offshore extractive activities out of the scope
of the VAT?°

Some extractive industry activities may be performed outside of the territory of a
country and therefore that country’s VAT scope. 2!Goods may be imported or locally

purchased to be used at an offshore site outside of the scope of a country’s VAT and

20 If the extractive site is situated within the scope of the VAT then no special consideration is required.
21 This is generally 12 nautical miles from the shore of a country.

29
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there may also be services supplied at this offshore site. Some goods may also be

30
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Structured dialogue between government and the extractive industry could also
provide for solutions to the issues discussed in this overview note that are tailored to

each country’s specific context.
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