July 2019 Newsletter

Detal

Detail Commercial Solicitors

IMPLICATIONS OF A COURT OF APPEAL DECISION ON THE ‘VATABILITY’

OF IMPORTED SERVICES

A. Introduction

The Nigerian Value Added Tax (VAT) is a consump-
tion tax that is imposed on the supply of all goods and
services that are backed by consideration (i.e. for
money or money’s worth) save for the goods and ser-
vices that are specifically exempted under the First
Schedule to the VAT Act (sections 2 and 46 of the VAT
Act). This tax is charged at the rate of 5 percent.

However, in international taxation, two principles
guide the application of VAT on cross-border transac-
tions and define the allocation of taxing rights
amongst countries that are engaged in such transac-
tions. These principles are the “Origin Principle” and
the “Destination Principle”. The Origin Principle
states that each country will impose VAT on the value
created within its own borders. This essentially
means that exporting jurisdictions would  impose
VAT on their exports.

On the other hand, the Destination Principle allows
for the imposition of VAT in the countries of import
where the goods and services are consumed. This
principle is favoured in international trade as it inher-
ently protects the tax/revenue base of developing
countries that create less value within their borders
and rely heavily on import taxes as a major source of
government revenue. The Nigerian VAT Act appears
to favour the Destination Principle given that it spe-
cifically exempts all exported goods and services from
VAT, while specifically omitting imported goods and
services from the list of VAT-exempted items.

However, the extent of application of these principles
and the Nigerian VAT to cross-border transactions,
more particularly on “imported services” defined in
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the VAT Act as “service rendered in Nigeria by a non-
resident person to a person inside Nigeria,” have
resulted in several disputes and continues to generate
controversy between taxpayers and the administering
tax authority, the Federal Inland Revenue Service
(FIRS). Some of these disputes have culminated into
court actions, notably the case of Vodacom Business
Nigeria Limited Vs. FIRS, Appeal No: CA/L/556/2018
delivered by the Court of Appeal on 24th June, 2019.
This case is the focus of this article.

B. The Facts of the Vodacom Case and the Decision
of the Court of Appeal

Vodacom Business Nigeria Ltd. (the
lant) entered into a contract with a Netherlands-based
company, New Skies Satellites (NSS), for the supply of

bandwidth capacities for the Appellant's use in

Appel-

Nigeria.

The bandwidth capacities were supplied by NSS from
a satellite in the orbit and were received by the Appel-
lant in Nigeria through an earth-based station/
transponder it set up in Nigeria for transmitting and
receiving satellite signals. No VAT was charged on the
transaction.

FIRS (the Respondent) subsequently discovered the
transaction and raised a VAT assessment against the
transaction.



The facts of this case are depicted in the schematic below:
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The Appellant objected to the assessment several
times on the grounds that the transaction was not lia-
ble to VAT. The Respondent, however, refused to
withdraw the VAT assessment notice, whereupon the
Appellant took the matter to the Tax Appeal Tribunal
(TAT) for adjudication. The TAT, after hearing the
case, found for the Respondent and upheld the assess-
ment. The Appellant, unhappy with the decision of the
TAT, appealed against it to the Federal High Court but
lost the appeal. The Appellant, dissatisfied with the
judgment of the Federal High Court, further lodged an
appeal against the decision in the Court of Appeal.

The parties’ case and the decision of the Court of
Appeal can be summarised as follows:

i. Whether the bandwidth capability supplied from
offshore to a person inside Nigeria by a non-
resident service provider was liable to VAT if the
service was not physically rendered in Nigeria as
well as whether NSS carried on business in Nigeria:

The Court of Appeal, in its judgement, held that sec-
tion 2 of the VAT Act is clear that except for the goods
and services listed in the First Schedule to VAT Act,
VAT is payable on the supply of all other goods and
services that are not specifically exempted in the law.
In the instant case, the service provided to the Appel-
lant by NSS does not fall within the goods and ser-
vices listed in the First Schedule to the VAT Act. As
such, it is not VAT-exempt. The court went further to
hold that even though the satellite is in orbit, the
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supply of services from it is rendered in Nigeria as
its physical presence in Nigeria is of no importance
given that the nature of the services rendered in
Nigeria were such that physical presence was
unnecessary. Furthermore, the court held that in so
far as the bandwidth capacities are supplied in Nige-
ria, the foreign company carried on business in Ni-
geria, within the meaning of section 10(1) of the
VAT Act, since its services supplied to the Appellant
(i.e. the bandwidth capacities) are used in Nigeria.

ii. Whether the issuance of a VAT invoice by a non-
resident service provider to the Nigerian counter-
party is a condition precedent for remittance of
the VAT due on the transaction by the Nigerian
counterparty. The Appellant argued that no VAT
invoice, no tax remittance while FIRS argued
otherwise:

The Court of Appeal held that where there is a fail-
ure to include VAT in an invoice, it does not bring to
an end the liability to remit the VAT, which has
already kicked in by the stipulations of section 2 of
the VAT Act, which mandatorily requires that VAT is
to be charged and paid on all goods and services
except those listed in the First Schedule to the Act.

iii. Whether the Federal High Court erroneously
applied the Reverse Charge and Destination Prin-
ciples which are not recognised under Nigerian
tax laws to this case. Reverse Charge mechanism
is a tax mechanism that switches the liability to
collect and pay VAT from the supplier (i.e. NSS in
this case) to the consumer (the Appellant). It is
FIRS position that these principles are provid-
ed/implicit in the VAT Act while Vodacom argued
otherwise:



The Court of Appeal held that even though the phrase
Reverse Charge is not mentioned in the VAT Act, it ap-
pears that the philosophy behind it which requires the
person to whom the goods or services are supplied, to
be the person to remit the tax is captured in the law.
However, the appeal court considered the Destination
Principle from the perspective of whether it was a ba-
sis the Federal High Court relied upon in reaching its
judgment (rather than whether it is recognised in the
VAT Act) and held that same was not specifically ap-
plied by the lower court.

C. Implications of the Decision on Businesses and
Recommendations for Risk Mitigation

The decision of the Court of Appeal is generally con-
sistent with the internationally-acceptable Destination
Principle that seeks to tax the domestic consumption
of imported goods and services as against the Origin
Principle that places emphasis on the taxation of do-
mestic production.

However, based on the factual circumstance of this
case in which bandwidth capacities where supplied
from a satellite in the orbit and received by the Appel-
lant in Nigeria without the physical presence of the
service provider in Nigeria, the court seems to shy
away from the Appellant’s contention, which is hinged
on the definition of “imported service” that the physi-
cal presence of the foreign service provider in Nigeria
is an important consideration in determining the VAT-
ability of the transaction in Nigeria. Rather, the court
based its findings on whether the services were indeed
supplied in Nigeria. Accordingly, this may form a po-
tential ground for the Appellant to challenge the deci-
sion in the Supreme Court.

Notwithstanding the foregoing and pending when the
Supreme Court pronounces on the validity or other-
wise of the decision (should Vodacom decide to
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challenge it at the apex court), taxpayers should
note that the decision has a far-reaching implication
on their businesses. Hence, we will advise they
should take into cognisance the implication of the
decision when conducting their business affairs with
their foreign counterparts. Therefore, the following
implications and risk mitigation strategies are worth
mentioning:

i. Nigerian companies receiving services from non-
resident persons are required to self-charge VAT
on their transactions irrespective of the location
of the service providers and regardless of wheth-
er the service providers charged VAT in their in-
voices;

ii. The Nigerian companies mentioned above are
advised to conduct risk checks on their current
and past transactions (particularly transactions
dating back 6 years of FIRS audit cycle) to ascer-
tain whether there are incidences of non-
compliance with the disputed provisions of the
VAT Act on imported services. Where any risk is
identified, then the taxpayer should as a matter of
utmost importance enter into an arrangement
with FIRS to offset the resulting liabilities and
possibly avoid payment of interests and penalties
that should ordinarily be payable if such transac-
tions were discovered by FIRS themselves;

—

iii. It is also advisable that taxpayers should consider
inserting suitable tax indemnity clauses in their
cross-border contracts with non-residents with a
view to protecting themselves in the event of any
default on the part of their foreign counterparts
in fulfilling their tax obligations, which FIRS may

seek to recover from the Nigerian taxpayer.
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