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KPMG's role s limited to the services and deliverables articulated in the Contract for Profossional Services
dated March 18,2014 as subsequently amended {the “Engagement Contract”). It is understood that any
actions taken by the Government of the Commonwealth of Puerto Rico related to these- services and
deliverables may involve numerous factors that are outside of the Contract's scope. KPMG's services and
deliverables cannot take such factors into account and, therefors, recommendations for such actions are
not implied and should not be inferred from these services and deliverables, Further, whila such
deliverables may include analyses of certain legistative initialives, no service described in the Engagement
Contract andfor subsequent amendments will involve advising the Departmant regarding lobbying or other
public policy advocacy activities related to legislation or regulation, including evaluating the likelihood of
enhactment of any proposed initlative or providing advice to the Department as lo methodologies to ensure
enactment. KPMG cannot undertake any role in connection with the Contract services that could be
deemed lobbying, public policy advocacy, or impair the independence of KPMG as an auditor for the
Department of the Treasury such as drafting legislation and engaging in implementation assistance.
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Appendix A: Estimates of Individual Tax Expenditures

This. document provides estimates of individual income tax revenue losses attributable to
provisions of the Puerto Rico tax laws that allow an exclusion, exemption or deduction from gross
income, or provide a special .credit or preferential rate of tax. These estimates attempt to
measure reductions in personal income tax liability sternming from tax provisions that provide
tax benefits {relative to a normative income tax law) to a particular group of taxpayers. ltems that
provide less favorable tax treatment, which can be viewed as negative tax oxpenditures, are
excluded from these estimates.

The estimates contained in Table 1 below are based on {1} actual income tax returns of 1,063,703
taxpayers who filed tax returns (Form 481.0 or Form 482.0} for the 2012 calendar year and (2) the
most current tax rate scheduls.

The magnitude of a tax expenditure is the difference between tax liability under current law and
the tax liability that would result in the absence of the tax benefits of a particular provision {e.g.,
exclusion from measure of gross income). The estimatoes in Table 1 below use a methodology
that serves as a proxy for re-computation of each individual taxpayer's tax liability in the absence
of a given provision. It does not consider the effect of a provision on the computation of the
alternative minimum tax, its effect on possible credit fimitations, or any other indiract effects on
tax liability.

Additionally, the estimates assume no change In taxpayer behavior in response to changes to the
current tax regime. For example, while eliminating a deduction to one type of business activity
may induce taxpayers to engage in such actlvity less frequently (theroby making the tax
expenditure estimate an overestimation), the estimates below assurne no such reduction in the
activity generating the deduction.

Estimation Methodology

Tax Expenditure Estimates Related to Crodits

Since credits provide a dollar for dollar reduction in tax Hability, tax expenditure was estimatod
simply as the aggrogate of all credits claimed by alt taxpayers on Form 481.,0, Part 1, Line 13,
Form 482.0, Part 3, Line 23, or Form 482.0, Schedule B, Part il

Tax Expenditure Estimates Related to ltems Excluded or Exempted from the
Measure of Gross Income

Tax expenditures on excluded and exempted items were each ostimated using the same
roethodology. The excluded or exempted amount reported on Schedule IE of the taxpayer's
return was added to net taxable income reported on the return to arrive at a modified taxable
income measure. Based on the taxpayer’'s modified taxable income, a marginal tax rate was
assigned to the taxpayer using the 2013 tax rate schedule. The tax expenditure was thersafter
estimated to be the amount claimed, multiplied by the marginal tax rate calculated.




Tax Expenditure Estimates Relatod to Deductions from Gross Income

The deduction reported on Schedule A of the taxpayer's return was added to net taxable income
reported on the return to arrive at a modified taxable income measure, Based on the taxpayer's
modified taxable incomie, a marginal tax rate was assigned to the taxpayer using the 2013 tax
rate schedule. The tax expenditure was thereafter estimated to be the amount of the deduction,
multiplied by the marginal tax rate calculated.

Tax Expenditure Estimates Related to Preferential Rate Items

The measure of income taxed at specified rates reported on Schedule A2 Individual of the
taxpayer's return was added to Net Taxable Income at regular rates {Line 10, Column A of
Schedule A2) to arrive at modified net taxable income taxable at regular rates. Based on this
modified net taxable income measure, a marginal tax rate was assigned to the taxpayer using '
the 2013 tax rate schedule. The tax expenditure was thereafter estimated to be the amount
claimed, multiplied by the marginal tax rate minus the preferential rate. '

Table 1: Individual hcome Tax Expenditure Table
items In red could be repealed

ltems in blue could be modifled

ltem Expenditure Percent of Tax Number of
Benefit Enjoyed’ Claimants
By Taxpayers
Taxed At Highest

Marginal Tax Rate

Exclusion of employment No Data
provided health insurance

Individually purchased health No Data
insurance
Basis step-up at death No Data
Like-kind exchanges No Data
CREDITS
Credit for | fil
redit for investment In film $798,838 98.1% 10
industry development
Credit attributable to losses or for $19,224 N/A 4

investment in Capital Investment




Fund, Tourism or other funds, or
direct investments

Credit for payments of
Membershlp Certificates by
Ordinary and Extraordinary
Members of Employees-Owned
Special

$419

35.8%

Credit {or the purchase of tax
credits

$76,388,886

98.11%

405

Credit for Investment in housing
Infrastructure

$287,071

93.61%

Credit for investment In the
construction or rehabilitation of
rental housing projects for low or
moderate Income famllles

$85,000

100.00%

Credit for construction Investment
In urban centers

$3,690,201

90.98%

32

Credit for merchants affected by
urban centers revitallzatlon

$373,636

100.00%

Credit to Investors who acqulre an
exempt business that Is in the
process of closing Its operations n
Puerto Rico

$14,183

65,95%

CredIt for purchases of products
manufactured in Puerto Rico and
Puerto Rican agricudtural products

80

N/A

N/A

Credtt for contributions to Santa
Catalina’s Palace Patronage

$77,000

100.00%

Credit for the establishment of an
ellglble conservation easement or
donation of eligible Jand

S0

N/A

N/A

Exemption for persons that operate
as bookseller

$117,095

99.82%

Credit for Investment Act 73-2008

$1,224,956

99.80%




[,

Credlt for Investment Act 83-2010 $398,270 98.43% 8
it for alternate baslc tax fror
Credit for alternate basic ta n £2,300,671 95.69% 108
previous taxable years
CradIts carried from previous years $14,015,046 57.58% 155
ed Incl }on .
Qther credits not included on the 45,202,666 92.86% 252
preceding llnes
DEDUCTIONS
! tion for 7
‘Allowal)le(educ \ for mortpage $278,554,515 62.50% 239,845
interest
Casualty loss on your principal
See Note 1 NFA NIA
resldence
Medical expenses $6,987,818 42.52% 17,731
Charitable contributions $22,588,652 73.30% 56,197
Loss of personal property as a .
P property $544,369 29.21% 1,968
result of certaln casualties
Contrlbutlons to governmental ' '
© ons to governmenta 456,428,128 36,72% 173,071
pension or retirement systems
Total contributions to Individual
' $18,906,891 84.58% 17,774
retlrement accounts _
Total contributions to health
savings accounts with a high annual 512,107 69.92% 227
deductible metlical plan
Educational Contribution Account $797,A85 89.60% 3,674
Total interest pald on students
Ioa:‘s Pt $6,350,331 63.08% 26,542
EXCLUSIONS FROM INCOME
C tian for injuri '
ompensation for injuries or 46,930,160 60.03% 1,785
slckness
Benefits from federal social _
! $130,731,918 31.79% 60,126

security for old-age and survivors




Income derived from dlscharge of

51,501,713 75.82% 308
debts
VU Loto prizes $207,292 86.34% 44
Meal and travel expenses paid to.
Certaln Volunteers up to $1,500 517,906 36.80% 16
under Act 261-2004
Other exclusions $4,729,903 60.33% 1,753
EXEMPTIONS FROM INCOME
Fringe benefits.pald by the
employer in relation to-a cafetaria $209,035 43.85% 263
plan
Obligations from the United States 986
Government, any of Its states, $7,400,575 93,44%
territorles or political subdivislons
Obligations from the Governhment
8 : $39,155,077 95.49% 2,126
of Puerto Rlco
Securlties under Agricultural Loans
cu grict ' $873,445 82.36% 379
Act
Certaln Mortgages 58,910,858 89.22% 1,642
Obilgations secured or guaranteed
under the Servicemen's $79,619 82.21% 25
Readjustment Act of 1944
| Securltles issued by COoperatlvé
78,694 79.08% 2418
assoclations up to $5,000 $78 0
Deposits in Puerto Rico interest :
bearing accounts up to $2,000 54,467,606 66.73% 24,214
(84,000 for marrled filing Jointly)
Obligations fssued by the
Conservation Trust, Houstng and $147 0.00% 9
Human Development Trust and San
Juan Monurments Patronage
Limited dividends corporations 51,893,505 85.97% 855




aligible investigator or sclentist

Cooperative assoclatlons $1,485,144 74.12% 3,131
Internatlonal Insurer ar Holding
Campany of the International $217,517 86.30% 168
Insurer
Expenses of priests or minlsters $150,117 19.92% 117
Recapture of bad debts, prior
A P $10,592 0.00% 7
taxes, surcharges and other items
Stipends recelved hy certain
physicians during the Internship 42,710,003 43,79% A9%
perlod
Prizes from the Lotltery of Puert
o ¢ Lotiely ot Fuerto $4,852,671 92,90% 401
Rico and the Additlonal Lottery
Income frem pensions or anhuities, '
hee pe rannult $137,388,225 18.46% 84,027
up to the applicable limitation
Christmas Bonus, Summer Bont _
- his Fhontis $127,086 28.41% 2,166
and Metliclne Bonus
Galn from the sate or exchange of
princlpal residence by certain $8,674,939 87.08% 642
individuals
Certain Income related to the
operation of an employee’s owhed $31,519 26.43% 34
special corporation
"Cost of living aflowance (COLA) $6,633,382 70.60% 6,646
Unemployment compensation §701,893 45.13% 2,249
Compensatioh recelved from active
'l : ' $960,610 33,16% 201
military service In a combat zone
Income recelved or earned In
latlon to the celebration of sports
relatlon elebr tp PO $7,098 0.03% 10
games organized by Inteérnational
associations
Compensation recelved by an
ompel Beolve by $755,046 94.54% 57




Compensation received by an
ellgible Investigator or scientist in
the Districl under Act 214-2004

$152,969

91.74%

20

Rents from the Historic Zone

$773,172

76.32%

101

Compensation to citlzens and
aliens nonresidents of Puerto Rico
for the production of film projects

$60,950

99,84%

Remuneratlon received hy
employees of forelgn governments
or International organizations

$465,765

95.59%

29

Income from buildings rented to
the Government of Puetto Rico for
publlc hospltals, health or
convalescent homes

$2,842,883

70.64%

1,439

Income derived by the taxpayer
from the resale of personal
hroperty or services which
acguisition was subject to tax

$127,160

67,55%

17

Accumulated Galn In Nohqualifled
Options

$1,113,573

86.58%

97

Distributions of Amouints
Previously Notifled as Deemed
Eligible Distributions under Section
1023.06

$7,028,034

Y8.68%

50

Distributions from Non Deductible
Individual Retlrement Accounts

$2,698,698

85.02%

274

Special Compensatlon Pald due to a
Liquidatlon or Close of Businesses
under Article 10 of Act No, 80 of
May 30, 1976

$24,573,971

89.10%

1,167

Distributions of Dividends or in
Liguidation from Exempt
Businesses

$30,205,021

99.24%

91

Satarles from Overtime during
Emergency Situatlons

51,259,858

76.90%




[ncome from copyrights up to
38,424 72.92% 27
410,000 under Act 516-2004 » ’
fncome recelved by deslgners and
translators up to 56,000 under Act 57,378 10.85% 17
516-2004
Distributable share on exempt
emp $19,489,785 99,01% 116
[ncome from flow-through entities
Other exemptions $37,934,015 83.38% 5,892
PREFERENTIAL RATE ITEMS
Net Long Term Capltal Gain at 10% 566,304,818 99.51% 2,562
Eligible Distributlon of Dividends at
6 ' $40,874,647 98,5405% 6,163
10%
Dlstributions from Quallfied
3,797,274 105.7357% 935
Retirement Plans at 20% > ° :
Distributions from Qualifled
o 3,196,794 93,9605 592
Retlrement Plans at 10% ¢ 3 %
Interest on Deposits from Financial
$3,260,447 96,2749 1,210
[nstltutlons at 10% ! %

Note 1: There appear to have been data entry issues related to this particular deduction on the
Short Form. The entries are duplicates of the charitable contributions deductions according to
the data provided by personnel at the Commonwaealth’s Treasury Department.
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Appendix B: Business Tax Expenditures

conservation

Item Total Regular Exempt Number of
Expenditure Corporations Corps And Claimants
Other
Business
Entities
ACT 8 OF 1987
INCENTIVES
Total reduction
Special Daduction- $140,193 $140,193 10
Payroll '
Special Deduction- HR $0 $0 0
Training
Spacial Deduction-
0

R&D Expense $0 30
Special Deduction-
Investment on $345,492 $345,492 2
buildings, structure,
M&E

ACT 135-1997

Total reduction

Special Deduction- $9,765,962 $9,766,962 127
Payroli :
Spacial Deduction-HR | ¢4 295 309 $1,296,309 21
Training e e
R&D Expense
Special Deduction-
Investment on $102,981,067 $102,981,067 88
buildings, structurs,
M&E
Special credits granted $3,348.016 $3,348,016 - 4
Credit for products
manufactured in $1,946,366 $1,946,366 17
Puerto Rico
Credit for losses of
United States parent $842 $842 1
company
Credit for taxes
withheld on royalty $13,300,000 $13,300,000 1
payments
Credit for donation of
an eligible $0 $0 0




easement or donation
of sligible tand

Credit for construction
Investment in urban
centers

$5,5681,202

$6,681,202

Credit for merchants
affected by urban
centers revitalization

$0

$0

Credit for purchases of
products
manufactured in
Puerto Rico

$40,546,667

$40,546,667

54

Credit for investment
in research and
development

$6,979,314

$6,979,314

Credit for investment
in machinery and
aquipment

$0

$0

Credit to reduce the
cost of elactric power

$23,730,080

$23,730,060

100

Credit for investment
in strategic projects

$0

$0

Credit for industrial
investment

$0

$0

Credit for acquisition
or manufacture and
installation of electrical
solar equipment

. $16,836

$16,836

Other applicable
credits

$18,376,813

$18,376,813

17

ACT 20-2012

Total reduction

ACT 73-2008

Total reduction

Special Daductions

$10,170,000

$10,170,000

Credit for purchases of
products
manufactured in
Puerto Rico

$1,318,456

$1,318,466

Credit for job creation

$0

$0

Credit for investment
in research and
development -

$1,998,523

$1,998,523

Credit for investment
in machinery and
equipment

$0

$0




Credit to reduce the
cost of electric power

$467,639

$467,639

Credit for intellectual
property transter

$0

$0

Cradit for investment
in strategic projects

$0

$0

Credit for industrial .
investment

$23,916

$23,916

Credit for donation of
an seligible
conservation
easement or donation
of eligible land

$7,993

$7,993

Credit for construction
investment in urban
centers

$0

$0

Cradit for merchants
affected by urban
conters revitalization

$0

$0

Credit for acquisition
or manufacture and
installation of electrical
solar equipment

$0

$0

Other applicable
credits

$0

$0

ACT 83-2010

Total reduction

Credit for purchases of
products
manufactured in
Puerto Rico

$0

$0

Cradit for job creation

$0

$0

Cradit for investment
in research and
development

$0

$0

Credit for the transfer
of intellectual property

$0

$0

Credit for donation of
an eligible
conservation
easement or donation
of eligible land

$0

$0

Credit for construction
investment in urban
centers

$0 -

$0

QOther applicable
credits

$0

$0

ACT 27-2010




Total reduction

SCHEDULE L PARTIALLY

EXEMPT INCOME

Total reduction

CREDITS

Credit for increase in
investment

$111,642

$71,913

$39,729

Credit attributable to
losses or for investment
in Capital Investment,
Tourism or other funds

$2,626,277

$1,781,611

$744,666

Credit for investment on
Film Industry
Development

$286,568

$286,568

N/A

12

Credit for investment in
Housing Infrastructure

$570,690

$570,690

N/A

Credit for investment in
the Construction or
Rehabilitation of Rental
Housing Projects for
Low or Moderate
Income Families

$23,603

$23,603

N/A

Credit to investors in an
exempt business that is
in the process of closing
its operations in Puerto
Rico

$2,939

$2,939

N/A

Credit for purchases of
products manufactured
in Puerto Rico and
Puerto Rican agricultural
products

$2,917,510

$2,820,683

$96,827

16

Credit for contributions
to Santa Catalina's
Palace Patronage

$9,793

$9,793

N/A

Credit for the
establishment of an
sligible conservation

~easement or donation of

eligible land

$0

$0

$0

Credit for construction
investment in urban
centers

$1,825,634

$982,521

$843013

Credit for merchants
affected by urban
centers revitalization

$10,618

$10,518

$0

Exemption for persons

that operate as publisher

$3,649

$3,649

N/A

—




Exemption for persons
that operate as printer

$0

$0

N/A

Exemption for persons
that operate as
bookseller

$533

$533

N/A

Credit for investment
Act 73-2008

$725,743

$726,743

N/A

Credit for investment
Act 83-2010

$140,229

$140,229

N/A

Credit for the 2006
Extraordinary Tax

$2,790,484

$1,289,278

$1,501,206

44

Credit for additional tax
onh gross income paid in
case of financial
business

N/A

N/A

N/A

Other credits not
included on the
preceding lines

$7.028,767

$6,684,246

$344,512

69

DEDUCTIONS

Dividends received from
domestic corporations

$63,662,029

$63,662,029

144

Accelerated depreciation

N/A

N/A

Charitable contributions

$6,325,832

$6,325,832

5,768

Contributions to pension
or other qualified plans

$23,386,047

$23,385,047

89b

Bad dehts -

N/A

“NA

EXCLUSIONS FROM
INCOME

Plantation insurance

$0

Income derived from
discharge of debts

$637,923

$637,923

VU Loto prizes

$21

$21

Other axclusions

$321,360

$321,350

17

EXEMPTIONS FROM
INCOME _

Interest earned from
obligations from the
United States
Government, any of its
states, territories or
political subdlvisions

$26,328,544

$26,328,544

o8

Interest earned from
obligations from the
Commonwealth of
Puerto Rico

$103,855,668

$103,855,668

221




Interest earned from
securities under
Agricultural Loans Act

$386,801

$36,801

Interest earned from
certain Mortgages

$237,359

$237,369

2b

Interest earned from
obligations secured or
guaranteed under the
Servicemen's
Readjustment Act of
1944

$0

$0

Interest earned from
securities issued by .
coopérative associations
up to $5,000

$0

$0

Interest earned from

obligations issued by the

Conservation Trust,

Housing and Human

. Development Trust and
San Juan Monuments

Patronage

$0

$0

Interest earned from
loans granted by a
commergial hank to an
employees

$0

$0

Interest earned from
loans granted by a
commercial bank in
Puerto Rico for
acquisition and payment
of membership
certificates in an
employess owned
special corporation

$0

$0

Interest earned from
loans granted by a
commercial bank in
Puerto Rico for the
purchase or investment
in preferred stocks of an
employees owned
special corporation

- 80

$0

Interest earned from
loans for the
establishment or
expansion of small and
medium businesses up

to $250,000

$14,728

$14,728

——




Interest earned from
loans for the
capitalization of small
and medium businesseas
up to $260,000

$3,086

$3,066

Dividends from
industrial devetopment
income derived from
certain interests

$16,819

$16,819

Dividends from limited
dividends corporations

$47,972

$47,972

Dividends from
cooperative associations

$351

$351

Dividends from
international Insurer or
Holding Company of the

“International Insurer

$0

$0

Recapture of bad debis,
prior taxes, surcharges
and other items

$307,952

$307,952

Income from news
agencies or unions

$0

$0

Certain income related
to the operation of an
employees owned
special corporation

50

50

Income received or
earned in relation to the
celebration of sports
games organizad by
international
associations or
federations

$299,146

$299,146

Income derived by the
International Insurer or
Holding Company of the
International Insurer

$1,267,051

$1,267,051

Rents from the Historic
Zone

$521,618

$521,618

12

Income from
international Banking
Entities

$31,132,576

$31,132,576

Income from vessels
owners associations and
mutual protection and
indemnity

$0

$0

Income from buildings
rented to the
Commonwealth of

$27,836

$27,836




Puerto Rico for public
hospitals or schools, or
health homes

Income derived by the
taxpayer from the resale
of parsonal property or
services which
acquisition was subject
to tax under Section
3070.01 or Section 2101
of the Internal Revenue
Code of 1994

$0

$0

Distributions of
Armounts Previously
Notified as Deemed
Eligible Distributions
under Section 1023.06(j)

$0

$0

Distributions of
Dividends and Benefits
from Industrial
Developrment Income of
Exempt Businesses and
in Liquidation under Act
73-2008 and Act 135-
1997

51,395,789

$1,395,789

Rent of residential
property under Act 132-
2010

$437,841

$437,841

45

Other exemptions

$17,261,128

$17,261,128

88

PREFERENTIAL RATE
ITEMS

Preferential treatment of
capital gains

$8,139,392

$8,139,392

168

Intsrest subject to
preferential rate

$195,224

$195,224

Other income subject to
preferential rate

$420,844

$420,844

Income subject to
preferential rates from
partnerships and special
partherships

N/A

Income subject to the
4% tax rate from the
operations of an
international financial
entity that operates as a
banking unit

N/A




Note 1: There appear to have been data entry issues related to this particular deduction on the
Short Form. The entries are duplicates of the charitable contributions deductions according to the
data provided by personnel at the Commonwealth’s Treasury Department.
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Appendix C: Goods and Services Tax

a. General Description of a Goods and Services Tax
This document outlines the form a Goods and Services Tax ("GST"} in Puerto Rico could take.

This first section sets out how a GST generally operates, It is introduces and defines key GST
concepts and terminology that is used in the following sections.

The second section sets out how the main operating provisions of the GST law could be
structured.

The third section examines how each of the main operating provisions could be drafted based on
leading practices derived from four comparable jurisdictions — New Zealand, Singapore, Malaysia
and Ireland. In addition to these comparabte Jurisdictions, the International Monetary Fund VAT
Act - Gommonwsalth of New Vatopia was reviewed. . :

The document does not address spaecial cases such as grouping related parties for registration
purposes, the treatment of branches, agents, sales of going concerns, loyalty programs,
vouchers, gambling, non-resident GST refunds, electronic services. supplied by a non-resident,
and domestic reverse charge. Special cases are addressed in Appendix D. '

Further, it does not address the administrative powars of the tax authority with respect to debt
collection, disputes, rulings, audits, and penalties and any rules in respect of language
fequirements, currency and documentation retention. These powers and rules are-generally not
GST specific and the existing Puerto Rico administrative provisions could be leveraged.

1.1 Operation of a GST

GST, also known as a Value Added Tax (“VAT"), is the most common general consumption tax
in the world and is recognized as the most efticient consumption tax both in terms of revenue
and economic neutrality. Over 160 countries and 33 of the 34 OECD countries have implemented
some form of VAT where it generally accounts for one ifth of tax revenue.! The recognized
capacily to raise revenue in a heutral and transparent manner has contributed to the spread of
GST around the world.

The key features of a GST include:

i Itis a tax on final consumption;

¢ Itis not a tax on business — GST does not generally result in a cost to a business -
businesses effectively act as collaction agents. A credit is provided for tax incurred on
business inputs;

w  GSTis a multi-stage, transaction based tax that is levied at each stage of the supply chain,
including imports; and

1 OECD (2012), Consumption Tax Trands 2012: VAT/GST and Excise Rates, Trends and Administrative Issues, OECD Publishing, p.
28.




w Itis a broad based tax that applies to most goods and services.

A GST system seeks to tax the value added at each stage in the supply chain. There are a number
of methods that can be used to calculate the value added at any particular stage in a supply chain
and levy the tax (including the addition, subtraction and invoice-credit methods). The addition and
_subtraction methods are not very common {only Japan uses a certain version of subtraction
method) and do not represent practical options for Puerto Rico. These methods are not
discussed.

The invoice-credit method is the most common method and the only practical option if a GST is
to be considered in Puerto Rico.

The OECD describes the invoice-credit method as follows:

“...each trader charges VAT at the specific rate on each sale and passes to the purchaser an
invoice showing the amount of tax thus charged. The purchaser is in turn able to credit such
payment of input tax against the output charged on his sales, remitting the balance fo the tax
authorities and receiving refunds when there are excess credits. This method is based on
fnvoices that could, in principle, be cross-checked to pick up any overstatement of credit
entitlement. By linking the tax credit on the purchaser’s inputs to the tax paid by the purchaser
the invoice-credit method is designed to discourage fraud. "?

This right to deduction through the supply chain until the final consumer, where no credit is
allowed, results in a business neutral tax, the burden of which lies on the final consumer (i.e.,
avoiding the issue of the taxation of business input that arises under an SuT).

The operation of an invoice-credit GST is illustrated as follows:
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2 OECD {2012), Consumption Tax Trends 2012 VAT/GST snd Excise Rates, Trends and Administralive tssues, QECD Publishing, p
32, .




The invoice-credit method tends to be preferred over other methods of value added taxation for
the following reasons:

i The tax is levied on a transaction by transaction basis allowing the application of different
rates, where required; and ’

1w The use of an invoice for evidencing the charging of the GST and the right to deduct
creates a good audit trail.

An examnple of the invoice-credit method applied to a supply chain is as follows (assuming a 10%
GSTh
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Key Principles and Terminology

GST taws generally levy the tax on supplies of goods and services made in the jurisdiction for
consideration in the course or furtherance of a taxable activity carried on by a taxable person.

The above statement introduces a number of GST specific terms and concepts:

Supply;
1 Consideration;

o

-

i

s Taxable Activity,




¢ Taxable Person;

1 Goods and services: and

=

Made in the jurisdiction.

W

Each of specific terms is discussed in detail in the third section of this document. However, a
brief overview of each term is discussed below.

Supply - the term "supply” defines a transaction that is captured in a GST. It is often broader in
concept than a “sale” to ensure that the tax captures every economic transaction, subject to
limited exceptions. Far example, many jurisdictions deem certain actions that would not normally
be considered to be a salp as a supply for GST purposes to maintain the neutrality of the tax ~
e.g., goods provided free of chargs to oemployees are desmed to be a supply for GST purposes
and are subject to the tax.

Consideration - consideration generally refers to something of value that is provided in return
for goods and services. However, as with the definition of supply, many jurisdictions will deem
consideration to be provided in respect of certain supplies to maintain the neutrality of the tax.
The example noted above of the desmed supply of goods that are provided free of charge to
employees would generally require a provision deeming that the supply was for consideration in
order to bring the activity within the scopo of the tax.

Taxable Actlvity - a taxable activity is similar to the term "business” - e.g., the activity of
traders, producers or service suppliers. However the term is often broader than what is
traditionally thought of as a business to include such things as certain government activities.
There is generally no requirement that the activity be carried on with the intention of making a
profit. However, smployment, hobbies and private recreational pursuits are often excluded.

Taxable Person - the term “taxable person” describes a person who is carrying on an activity
that falls within the GST regime, rather than the term “taxpayer.” The distinction is generally
made to avoid any confusion with the person who bears the ultimate ecanomic incidence of the
tax, which is the person receiving the taxable sale.?

Goods and services -a supply for GST purposes will either be & supply of goods or a supply of
services. The distinction between the two is important because the nature of the transaction may
influence where the supply should be taxed {i.e., within Puerto Rico or outside Puerto Rico),
when the supply should be accounted for, and who is liable to collsct the GST.

Made in the jurisdiction - GST laws include various “place of supply” rules that help determine
whether a supply is made in the jurisdiction and should be subjoct to the tax.

Additionat principles and terms that should be noted are as follows:
Taxable supply - a supply subject to GST, whether it be it at the standard or zero rate.

Zero-rated supply —a supply subject to GST at a notional 0% {discussad in more detail below).

ADavid Williams, Tax Lew Design and Drafting, Chepter B Value Added Tax, Volume 1: Internatianal Monetary Fund, 1998, p. 12.




Exempt supply - a supply that falls within the scope of the GST law but is exempt from the tax
{discussed in more detail below).

Outside scope - a supply that falls outside the scope of the GST faw and is effectively ignored
for GST purposes.

Input tax — GST that is paid by the recipient of a supply.

Output tax - GST that is charged by the supplier of a supply.

Tax invoice - a formal document issuad under the GST law evidencing the supply.

Accounting for the tax — generally the supplier is required to collect and remit the GST to the
government. However, in certain circumstances, the recipient is required to account for the tax

- 6.g., where the supplier is a non-resident with no presence in the jurisdiction.

Time of supply — the time of supply refers to when the transaction should be accounted for in

the GST return.

Input tax credits - Generally, GST incurred by a taxable person can be claimed as a credit if the
supply that was subject to GST was acquired for the purpose of making taxable or zero-rated
supplies, Where the supply was acquired for making exempt supplies, the GST cannot be claimed
as a credit.

The concepts of zero-rating and exemption are extremely important and are discussed in more
detail below.

Zero-rating

Where a supply of a good or service is zero-rated, no GST is charged on the sale or provision of
that service. Howaver, the person making that supply is able to recover the GST it has incurred
on its purchases related to the making of that zero-rated supply {contrast this with exempt
supplies below),

Zero-rating relieves the entire supply chain from tax if zero-rating is at the final stage of the chain
~ so0 diagram below. '

Zero-rating is often usad for exported goods and services to ensure that foreign customers do
not bear the burden of domestic consumption tax.
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Where a supply of a good or service is exempt from GST, no GST is charged on the sale or ¢
provision of that good or setvice. However, the person making that supply is unable to recover !
the GST it has incurred on its purchases related 1o the making of that exempt supply {contrast

this with zero-rating above). l

Exemptions are usually implemented for social reasons (e.g., heaithcare and education) or
because they are difficult to tax {e.g., financial services). l




Examptions have the following impact on the supply chain and the collection of the tax:
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In summary, when examining the GST treatment of a supply, the following questions should be
asked:

s thers a supply for consideration?

Is the supply made by a taxable person?

s the supply made within the GST jurisdiction?
Is the supply exempt or zero-rated?

Who is liable to account of the tax and when?
Can the GST be recovered?

2 e

The following sections set out how the main operating provisions of the GST law could be
structured and how each of the main operating provisions could be drafted based on leading
practices.

b. Outline of Goods and Services Tax Legislation

This section sets out how a GST law could be structured in Puerto Rico. It sets out the main
operating provisions of a GST. It does not set out rules for special cases, which address such
things as the grouping of related parties for registration purposes and the treatment of branches,
agents, sales of going concerns, loyalty programs, vouchers, gambliing, non-rgsident GST
refunds, electronic services supplied by a non-resident, and domestic reverse charge.

In addition, it does not set out the administrative powers of the tax authority with respect to debt
collection, disputes, rulings, audits, and penalties and any rules in respect of language




requirements, currency and documentation retention. These powers and rules are generally not
GST specific and the existing Puerto Rico administrative provisions could be leveraged.

2.A Interpretation/General Definitions.

This chapter will set out the definitions of certain terms.

The tollowing principal GST terms will be defined in separate sections:

"Taxable Person”

“Taxable Activity”

" Supprylf

2.B Imposition of the Tax

ifi.

i,

vii,

viii.

Imposition of the Tax-This section will bo the main charging provision of tive law and will
set out when GST should be chargad on a supply (i.e., supplies made in Puerto Rico) and
who [s Hable to account for the tax.

Place of supply ~ This section will set out the rules for determining when a supply is
deemed to be made in Puerto Rico for the purpose of the imposition of the tax.

Time of supply ~ This section will set out the rules for determining when the supply is
deemed to take place and the period in which the supply should be reported and GST
accounted for.

Imported Services/Reverse charge - This section will set out the. rules for supplies of
services made by non-residents and where the recipient of the supply should account for
the tax.

Value of the supply — This section will set out the rules for determining the value of a
supply upon which the GST should be charged. It will also include rules for transactions
between related partios-and the supply.

Imported goods ~ This section will set out the rules for levying GST on the importation of
goods and the interaction with the Customs rules and related relief provisions.

Value of imported goods - This saction will set out the valuation rules for goods imported
into Puerto Rico, consistent with the customs rules.

Zero-rated supplies —This section will provide the rules for zero-rating goods and services
and which categories of goods and services are zero-rated.

Exempt supplies- This section will list which categories of goods and services are GST
exempt,




2.C Registration

i

ii.

Registration — This section will set out who is required to be registered and who can
voluntarily register, including the rules in respect of calculating a taxable person’s turnover
for registration threshold determination, and exceptions to the registration requirement.

Cessation of requirement to be registered and cancellation of registration — This section
will set out the rules for when a taxpayer will cease being required to be registered and
the cancellation of a GST registration, including notification tules and effective dates.

2.D Calculation of Tax Payable, Tax Periods, and Tax Returns

i,

fii,

iv.

Vi,

vil.

i,

ix.

Taxable periods — This saction will set out the rules for the periods the GST return must
cover.

Filing of returns and payment of the tax — This section will set out the rules for when a
return must be filed and payment of any tax due should be made.

Accounting basis — The section will set out the-rules for when taxable persons are ahle to
complete returns on a cash basis versus an accrual basis, including the condltlons requirad
to be met for each type of accounting hasis.

Calculation of tax payable - This section wiH set out the rules for calculating the tax payable
for a particular period, including offsetting input tax against output tax.

Input tax deductions/eredit rules - This section will set out the rules for determining
whether an input tax credit may be claimed in respect of GST incurred oh expenses by
the taxable person, including deemed input tax deductions for such things as insurance
payments and secondhand goods.

Adjustment and apportionment rules - This section will set out the rules for apportioning
input tax credits between taxable and non-taxable activities and where adjustments are
required to be made to account for private of non-taxable use.

Bad Debts — This section will set out the rules for recovering output tax previously
accounted for on a supply but the recipient never paid for that supply.

Refund of excess tax — This section will set out the rules relating to the payment of
refunds where input tax exceeds output tax for a particular period.

Tax invoices, credit notes and debit notes — This section will set out the rules for when a
tax invoice, credit note ar debit note should be issued, including the form such documents
must take.




¢. Goods and Services Tax Design Leading Practices
The following section sets out the leading practices for designing a GST.

The OECD international VAT/GST Guidelines describe basic neutrality principles that should apply
to a GST:

& The burden of value added taxes should not lie on taxable businesses except where
explicitly provided for in legislation. :

& Business in similar situations carrying out similar transactions should be subject to similar
lsvels of taxation.

m VAT rules should be framed in such a way that they are not the primary influence on
business decisions.

These principles have been followed when outlining the possible structure of a GST for Puerto
Rico.

In drafting these leading practices, we have reviewed four comparable jurisdictions, as follows:

t  Now Zeaiand - Goods and Services Tax Act 1985 ("NZ GST Act"};

m  Singapore — Goods and Services Tax Act 1993 {"Singapore GST Act"});

i Malaysia - Goods and Services Tax Act 2014 ("Malaysia GST Act”): and
m lreland - Value-Added Tax Consolidation Act 2010 (“Irish VAT Act”).

In addition, we reviewed the International Monetary Fund model VAT Act -~ Commonwealth of
New Vatopia {"IMF Model Law").

New Zealand was chosen as a comparative regime as it is widely regarded as having the gold
standard of consumption tax regimes, with the following key features;

e One single rate;

u  GST on goods and services and on importation;

B Limited exemptions:

m  Low compliance costs for businesses and government:
s Neutrality between businesses:

# Transparency in respect of its administration.

Singapore and irefand were chosen as they are considered competitors to Puerto Rico from a
global inbound investment perspective. Further, Ireland is based on the older European model of
a VAT/GST and provides a contrast against how newer consumption tax regimes have been
impiemented.

Malaysia was chosen as it is the most recent GST law to have been introduced.




The IMF Model Law was chosen as it has served as a guide for the implementation of a
consumption tax regime in many countries and it is a broad based tax with few exemptions with
a structure based on the more modern VAT/GST structures.

Below, we set out a proposed structure of a GST law and the leading practice approach for each
of the relevant operational provisions.

3.A Interpretation/General Definitions

3.A.1 Taxable Person

Overview of Concapt

In VAT/GST regimes the term “taxable person” is used to describo a person who is carrying on
an activity that falls within the VAT/GST regime, rather than the term “taxpayer.” The distinction
is genorally made tc aveoid any confusion with the person who bears the ultimate economic
incidence of the tax, which is the person receiving the taxable sale. This is driven from the nature
of a VAT/GST being a consumption tax with the suppliers of goods and services upon which the
tax is charged merely collecting that tax for and on behalf of the government.

The concept of taxable person can be compared to the concept of “merchant” used under Puerto
Rico's current SUT.®

In a broad based GST system, the term “taxable person” generally includes all persons
irespective of their rasidency, establishment or incorporation. A narrow base GST system would
generally define a taxable person as only those which are established or incorporated within the
GST jurisdiction, for example Mexico.

Leading Praétlce
The definition of “Taxable person” should be drafted to include the following:

w  Any person registered or required to be registered under the GST law.

The definition of “Parson” should be drafted to include the following:
w A state, a local authority, board, natural person, trust, company, and partnership;
a  Exclude the US Federal Government and its instrumentalities.

Discussion

The GST legislation in Singapore and Malaysia state that a person is a taxable person for GST
purposes where it is required to be registered under the GST Act ®

‘David Williams, Tax Law Design and Drafting, Chapter & Value Addod Tax, Volums 1} International Monetary Fund, 1936, ibld.
SPRIRC § 4010.01(h).
8 Singapore GST Act, § B(2); Malaysia GST Act, § 2,




The IMF Model Law also defines “taxable person” as a person who is registered or s required
to register under the law.”

The New Zealand GST Act does not have the concept of taxable person but uses the term
“registered person” for someone who is registered or required to be registered under the Act®

Singapore and Malaysia do not define the term “Person,” however New Zealand defines person
as company, an unincorporated body, a public authority and a local authority. The IMF has a similar
definition that includes the state, a local authority, board, natural person, trust, company, and
partnership.?

All the above jurisdictions utilize the term "taxable person” or "registered person” in the main
charging provision to require the levying of the tax. This is generally done by requiring tax to be
charged whers a supply is made by the taxable or registered person within the jurisdiction, in the
course or furtherance of a business or taxable activity. The imposition of GST and taxable activity
aro discussed under their respective sections in more detail below.

(raland takes a slightly different and more convoluted approach, defining “taxable person” as a
person who independently carries on a business.'® This term is utilized within the main charging
provision to levy the tax on any supply made by such a person. Ireland then has an additional
term calied an “an accountable person”, which is effectively equivalent to a registered porson to
require the collection and retuming of the tax."

Leading pragti'ce_woulq be to adopt the m_pra_cé.rlal_n and simple approach of New Zealand and
the IMF. Mbtac _ St

Most of the comparable jurisdictions include governiments and their bodies either explicitly or
implicitly in the definition of “taxable person,” however this is often limited to whether such
public bodies are in competition with the private sector. This ensures broad based taxation and
avoids any distortion arising where the private and public sector could be in compatition.

Whare governments and their bodies are included with the GST regime, it is often necessary to
specitically includo their activities within the definition of taxable activity and deem the provision
of certain public goods and services to be a supply for GST purposes. We discuss these issues
under "Taxable Activity” below. The issue of determining whether a public body is in competition
with the private sector is also a complex issue and we discuss this under the "Taxable Activity”
section below. '

Given Puerto Rico is part of the United States, the constitutionality of including the federal
governmont, state governments, and their instrumentalities should be addressed. Undsr the
Supremacy Clause and the doctrine of soversign immunity, the federal government and Its

! IMF Modal VAT Law, § 6.

9 New Zosland GST Act, § 2{1).
B IMF Modal Law, § 2.

10 lrish VAT Act, & 2{1).

Hlrish VAT Act, § 5.




instrumentalities are immune from state and local taxation.' Consequently, the federal
government and its instrumentalities must be excluded from the definition of "person.” While
many states curfently exempt state governments, their agencies, municipalities, and their
political subdivisions, there is no constitutionat prohibition against state taxation of these bodies:.

Consequently, in order to achieve a hroad based taxation model and avoid any economic
distortion where the private sector may be in competition with the state, state governments,
municipalities, and their political subdivisions these bodies should be included within the:
definition of “parson.” '

This leading practice approach wouild be similar to the current definition of “person” under the
current Puerto Rico SUT regime, which already includes the government, its political -
subdivisions, municipalities, state agencies, bureaus or departments and public corporations.*®
The U.S. federal government and its instrumentalities are also excluded from the definition of
person, since “state” means any U.S. state, the District of Columbia or a U.S, possession. '

It should be noted that the inclusion of such government bodies within the regime will not resuit
in those bodies uitimately bearing a tax burden as the burden is ultimately born by the end
consumer, It merely simplifies the operation of the tax through reducing the number of
exemptions and exceptions.

3.A.2 Taxable Activity

Overvlew of Concept

The concept of “taxable activity” is a central term in a GST system as only goods or services
supplied within the course or furtherance of a taxable activity will be subject to the tax, The
concept of taxable activity can be related to the concept of “in busingss” under the current SUT, '®

VAT/GST jurisdictions use different terms for this concept, including gconomic activity or
business, however the objective of this concept is consistent across mest jurisdictions ~ that any
transactions made in the course of a business and not of a personal nature should be included
within this term. A key difference between GST and income tax is that GST does not require
there to be any intention to make a profit.

Leedlng Practice
The definition of "Taxable activity” should be drafted to include the following:
i Any activity:
o Carried on continuously or regularly;

o Whether or not for profit;

2McCulloch v. Maryland, 17 U.5.316 {1819).
BPRIRC § 4010.01{bb).

YPRIRC § 4010.01(0).

ISPRIRC § 4010.01(h).




o Involving the supply of goods and services;
o For consideration;
o By any person (which includes public bodies).
s The commencement and ending of a taxable activity.
B Any activity of public bodies that qualify as taxable person.

Itis recommendod that the definitlon excludes hobbies and activities of employoes.
Discusslion

New Zealand defines “taxable activity” as “any activity which is carried on continuously or
regularly by any person, whether or not for a pecuniary profit, and involves or is intended to
involve, in whole or in part, the supply of goods and services to any other person for a
consideration; and includes any such activity carried on in the form of a business, trade,
manufacture, profession, vocation, association, or club.”'® The NZ GST Act explicitly includes in
this definition the activities of any public authority or any local authority. The NZ GST Act also
clarifies that anything done in connection with the beginning or ending of a taxable activity is
treated as "taxable activity.” Expressly excluded from the term are private recreational pursuits
or hobbies and employment.

The IMF Model Law has a similar definition as the NZ GST Act, However, the law explicitly
excludes any activity to the extent that the aclivity involves the making of axempt supplies.
Further the exclusion of employment is under the definition of supply, rather than under the
definition of taxable actlvity.

Singapore uses the term “business” rather than “taxable activity.” The term “business” is
defined as including any trade, profession or vocation. ' The foltowing is also desmed to be the
carrying of business: the provision by any club, association, sociely, management corporation or
organization {for a subscription or other consideration) of the facilities or advantages avallable to
its members or subsidiary proprietors, as the case may be; and the admission, for a consideration,
of parsons to any premises.'?

However, any organization which has objects in the public domain and carries on activities which
are political, religious, philanthropic or patriotic in nature, cannot be considered as carrying on a
business, as it only receives subscriptions from its members without providing any services to
the members in return.2°

Finally, while the Singapore GST Act recognizes that acts done in connection with the termination
of a business are treated as being done in the course of that business, it does not address acts

'8 Naw Zaaland GST Act, § 6(1).
17 IMF Mool Lawy, § 5(2).

'® Singapore GST Aet, § 3(1).

¥ Singapore GST Act, § 3(2),

# Singapore GST Act, § 3(3).




done in connection with the baginning of business.?!' However, a person can register for GST in
Singapores if he or she intends to make supplies in the course of furtherance of a business.

Malaysia adopted the same definition of “business” and “deemed business” as Singapore.?
However, the Malaysian GST Act does not exclude from the definition of business subscriptions
received by political, religious, philanthropic organizations. In addition, the Malaysian GST Act
explicitly states that the commencement and termination of a business is treated as being done
in the course of the business.?®

Ireland also uses the term “business” which is defined as any activity, whatever the purpose or
results of that activity, and includes any activity of producers, traders or persons supplying
services, including mining and agricultural activities and activities of the professions, and the
exploitation of tangible or intangible property for the purposes of obtaining income there from on
a continuing basis,?* '

The GST law should provide a precise definition of "taxable activity.” A precise definition of
“taxable activity” will promote efficiency, certainty, and effectiveness of the tax.

Common elements of the definition of a taxable activity or business across all of the comparative
jurisdictions are as follows:
u  An activity that is carried out continuously or regularly — excluding one-time transactions;
= Whaether or not for profit.

Key differences include whether the definition includes the requirement that the activity must
involve a supply of goods or services for consideration, New Zealand and the IMF adopt such a
definition, while the other comparable jurisdictions general imply that there would he
consideration for a supply though the use of such terms such as trade or commerce.

Certain jurisdictions explicitly exclude the following within the definition of taxable activity:

u Hohbbies or recreational activities;
w Employment (whether expressly or through the operation of other sections of the
legislation).

While others practically exclude such activities through either stating the activity must be carried
on independently {implying that employment is not included) or through the use of the terms
trade or professions {implying that hobbies and recreational activities are excluded).

For certainty and simplicity, leading practice would be to adopt a similar approach to New Zealand
and the IMF.

2 Singapore GST Act, § 3{6).

22 Malaysla GST Law, § 3{1) and 3(2).
7 Malaysia GST Law, § 313},

2 rish VAT Act, § 2{1).




As discussed above in relation to the definition of “Taxable parson,” the inclusion of public bodies
within the scops of a GST is a complex and controversial issus.

The approach adopted by the comparative jurisdictions of taxing public bodies varies significantly,
ahd we summarize these approaches below:

u  New Zealand - includes public bodies within the definition of "person” (as discussed
above) and “taxable activity”. Within the definition of " supply”, New Zealand deems most
government fees to be consideration for a supply of goods or services.

e Singapore ~ treats public bodies as falling within the regime through a special provision
that deems any supplies made by the government in course of business, except certain
excluded supplies, to be subject to GST,

m lIrefand and Malaysia ~ Exclude supplies made by public bodies unless they are in
competition with the private sector.

i IMF - Includes the public badies within the definition of taxable person.

The inclusion of public bodies within the scope of the GST ragime promotes neutrality and
reduces complexity in the application of the law and helps eliminate any distortion of competition
between the public and private sector. It should be noted that the inclusion of such government
bodies within the regime will not result in those bodies ultirately bearing a tax burden as the
burden is ultimately born by the end consumer. It merely simplifies the operation of the tax
through reducing the number of exerptions and exceptions,

A common approach globally is to treat those goods and serviges provided by the public sector
that are in competition with private businesses as subject to GST in order to ensure thers is a
level playing field with the private sector. Those goods and services provided by the public sector
i a non-commercial context are generally considered to be outside the scope of GST - see the
below diagram:

Prlvale

Transport/Heallh/Education - Subject to GST—- Consumer

Government

Privale

Driver license services - Not subject to GST- Consumer

However, there are a number of challenges with this approach. Firstly, one of the biggest issues
faced is how to determine whether a public body is in competition with the private sector and
therefora should be taxable. Secondly, for those public bodies providing non-commercial
services, input tax recovery in respect of GST incurred on their purchases is denied. This can lead
to self supply bias and a distortion of production decisions where public hodies are required to
minimize costs. See diagram below for lllustration.
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In the above example, the $10 bscomas a cash cost to that government department, impacting
its budget.

Where public bodies provide both taxable and non-taxable services, input tax apportionment
issues can arise, similar to thoss discussed below in respect of financial services. In the diagram
below, the IT helpdesk services are used by the government in the delivery of the transport
services (subject to GST) and in the dslivery of the driver license services {not subject to GST).
The $10 GST charged by the services provider may only be recovered to the extent they are
applied to the provision of transport services. Calculating this recovery psrcentage can result in
significant compliance issues. Please refer to sections 3.D.b and 3.D.6 for a more detailed
discussion on input tax recovery and apportionment issues.
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Input tax credits for GST on purchases can eliminate this self supply bias and any distortion of
input choices - effectively deeming all supplies made by public bodies as zero-rated for GST
purposes (other than those competing with the private sector), However the issue of determining ]
whether the public body is in compstition with the private sector remains. This is illustrated in
the following diagram: i

Governmentl
Vendor

$100 + $10 IT hatpdesk $100 + $10
GST i services GST
y
Government Govarnmaenl
Agency 1 Agoney 2
Driver license services Transpor services
~zero-rated (GST on ~ GSTcharged (GST on

cosls racoverable)

cosls racoverable)

Privale
Consumer

Privata
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Alternatively, supplies of goods and services made to government bodies not in competition with ‘
the private sector can be treated as zero-rated. Howaever, this can creats additional complications [
for suppliers with respect to the requirement to identify whether the particular government body

is eligible to receivo zero-rated supplies or whether it should be treated as a taxable person as it [
is in competition with the private sector. This is iHlustrated In the diagram below: I
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Further issues are created in respect of those suppliers that primarily contract with government
entities perpetually being in a GST refund position, with the associated cash flow impact this has
and issues where full refunds of GST are not paid in favor of a carry forward mechanism.

Ancther approach, as adopted in New Zealand, is to treat the public sector as fully taxable in
respect of all of its activities where there is consideration for the goods or services supplied. This
eliminates the issues associated with determining whether the supplies made by the public
sector are in competition with the private sector and any apportionment issues associated with
claiming input tax credits. See diagram below:
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The recommendation made by Copenhagen Economics when considering reform of the VAT
treatment in the public sector is a full taxation model because it is a future proof model that can
deal with any changes in how public and private sector entities compete, promotes a broader
base and has lower compliance costs than those associated with the other options.?

Such a model would desm all supplies of goods and services by a public body to be subject to
GST irrespective of whether they are in competition with the private sector. Furthet, to eliminate
any issuos associated with apportionment of input tax credits, public bodies would be deemed
to be fully taxable and entitled to recover 100% of VAT incurred on their purchases.

We consider such an approach constitutes a leading practice in the case of Puerto Rico. As such,
the definition of taxable activity should include the activities of public bodies in Puerto Rico.

Howaver, the treatment of water and electricity is a speclal case in Puerto Rico., The pre-tax cost
of both of these commodities is already extremely high and subjecting them to an additional GST
tax would impose unacceptable additional costs on consumers. As such, a full taxation model
may not be appropriate in Puerto Rico in respect of these sectors. As hoth are supplied by

% Copanhagen Economics, VAT In the Public Sector and Exemnptions In the Public Interest, Fine! report for TAXUD/201 1/DERA, 10
January 2013.




government authorities and are not in competition with the private sector, such an approach is
manageable.

Notwithstanding the discussion above and as discussed under Section 3.A.1, due to
constitutional issuos, activities of the U.S. government and its instrumentalities cannot perform
a “taxable activity” for GST purposes

3.A.3 Supply

Ovarview of Concept

This section addresses the definition of supply. A GST is generally designed to bring within its
scope every economic transaction subject to limited exceptions.?® GST laws usually refer to
transactions subject to GST as “supplies.”? The concept of supply can be related to sales of
taxable items under the current SUT.?® GST laws usually divide supplies into “supplies of goods”
and “supplies of services.” Similarly, the current SUT law divides “taxablo items” into tangible
personat property, taxable services, and admission fees and combined transactions.2?

Similar to the current SUT, detining "supply of goods” and “supply services” is important
because the nature of the transaction may influence the place of supply rules, the time of the
supply; and the person liahle to collect the GST.

- Leading Practice
The-definition of "Goods” should be drafted to include the following:

i All movable and immovable property {personal and real property);
m - Utilities such as water and electricity; and
i Excludes money.
The definition of “Supply of Goods” should be drafted to include the following:

k- Transfer of the right to disposo of a good as owner.

m A transfer or provision of thermal or electrical energy, heat, gas, refrigeration, air
conditioning, or water,

The definition should also include any deemed supplies of goods in accordance with Puerto Rico’s
commercial laws and economic realities.

The definition of "Services” should be drafted to include the following:

e Anything that is not goods or money.

The definition of “Supply of services” should be drafted to include the following:

*Davld Williams, Tax Law Design and Drafting, Chapter 6 Valuo Added Tax, Volume 1; Intaraaliona) Monelary Fund, 1998,
PDavid Willismns, Tax Law Dasign and Draiting, Chapler 6 Value Added Tax, Velume 1; Inteinational Morielary Fund, 1886, p. G.
%590 6.g., PRIRC 5§ 4010.01(h).

2PRIRC § 4010.01(aa)..




u#  Anything that is not a supply of goods.

The definition should also include any deemed supplies of goods in accordance with Puerto Rico’s
commercial laws and aconomic realities.

Discussion

Definition of "goads”

In New Zealand, the GST Act defines "goods” as including all kinds of personal or real property;
but not chooses in action {i.e., a right to use}, money, or a product transmitted by a non-resident
{0 a resident by means of a wire, cable, radio, optical or other electromagnetic system, or by
means of a similar tochnical system,*°

The Malaysian GST Act defines goods as any kind of movable and immovable property, but
excludes money except a bank note or coin before it becomes legal tender or a collector’s
piace.*!

The IMF Model Law defines "goods™ as “all kinds of corporeal movable or immovable property,
thermal or electrical energy, heat, gas, refrigeration, air conditioning, and water, but does not
include money, "

The Irish VAT Act defines “goods” as all moveable and immovable objects (other than things in
action or money).®

The Singapore GST Act simply defines "goods" as not including money but provides greater
guidance in under the definition of "supply of goods”, discussed balow.3* Singapore includes the
supply of utilities as a supply of goods in the supply of goods definition.

The GST law should define what is considered a “good” for GST purposes.

The common factors across the comparable jurisdictions in relation to the definition of "goods”
include:

w All movable and immovable property (personal and real property); .
= The exclusion of money.

In addition, leading practice demonstrates that the definition should include utilities such as water
and electricity as this removes any complications arising from determining the place of supply of
such transactions.

 New Zealand GST Act, § 2.
31 Malaysia GST Act, § 2,

2 |MF ModelLaw., & 2.

D rish VAT Act, § 2{1).

3 Gingapore GST Act, § 2{1).




Such a leading practice definition of goods goes beyond the current Puerto Rico definition of
“tangible personal property,” which does not include automobiles, intangibles, gasoline,
electricity, and water.3®

Definition of “supply of goods”

New Zealand does not provide a separate definition for supply of goods. However, the general
definition of "supply” includes all forms of supply.® New Zealand has an extensive list of what
it is desmed to be a supply of goods, including, goods retained upon deregistration,¥’

In Singapore, the GST Act defines “supply” to include all forms of supply, but not anything done
otherwise than for consideration. Moreovar, the GST Act provides a non-exhaustive list of
transactions that qualify as a "supply of goods.”* This list states, among other things, that the
transfer for the whole property in goods is a supply of goods but a transfer of any undivided share
or of the possession of the goods is a supply of sorvices.

The Malaysian GST Act’s definition of "supply” includes ali forms of supply.® The first schedule
of the GST Act provides a list of transactions that are classified as a “supply of goods.” The list
includes, amongst other things, the transfer of the whole property in movable goods, the transfer
~of land, the supply of utilltles, and the transfer of business assets,*

The IMF Model Law defines a supply of goods as a transfer of the right to dispose of tangible
property as owner, including an agreement of sale and purchase; a transfer or provision of thermal
or electrical energy, heat, gas, refrigeration, air conditioning, or water, is a supply of goods; or a
supply of goods for goods or services is a supply of goods.*' Similar to New Zealand, the Model
Law also includes a list of certain desmed supplies, such as for lay-bye agreements. However,
in contrast to most of the other comparable jurisdictions, the leasing of a good is treated as a
supply of goods.

Ireland focuses its definition on the transfer of ownership of the goods.*?

Other than New Zealand, the definitions adopted by the other comparable jurisdictions focus on
the transfer of ownership. Such an approach results in the hiring, renting, or leasing of goods
being deemed to be a supply of services. This is the more common approach across the globe.

For clarity and certainty, leading practice would be adopting a more prescriptive approach, such
as that adopted by the IMF. Inclusion of the various utilities in the IMF definition romoves any -
uncertainty that may arise from determining whether a person using electricity acquires the right
to dispose of the electricity as owner. In addltion, similar to New Zealand and the IMF, the
definition of supply of goods should also include any deemed supplies of goods based on Puerto

FPRIRC § 4010.01(gg).

3 NZ GST Act, § B{1).

7 Now Zealand GST Act, § 2.

¥ Singapore GST Act, § 10{2)

¥ Malaysle GST Act, § 4.

“ Malaysia GST Aol, First Schadule.
a1 IMF Model Lew, 54.

42 |rish VAT Agt, §19.




Rico's commercial laws and economic realities and to facilitate the operation and neutrality of the
law {e.g., desmed supply of assets retained upon deregistration where input tax has previously
been claimed).

Definition of “services” and "supply of services”

The NZ GST Act defines "services” as anything that is nat "goods” or “money."* However,
New Zealand has an extensive list of what it deems to be a supply of services, which includes
gambling and vouchers. New Zealand also deems many payments to public bodies to be in
consideration for a supply of goods or services.

Singapore, although not defining “services,” defines “supply of services” as anything which is
not a supply of goods but is done for consideration {including the granting, assignment or
surrender of any right).*! The Second Schedule of the Singapore GST Act includes the transfer of
the possession of goods as a supply of services.

In Malaysia, “services" means anything done ot to be done including the granting, assignment
or surrender of any right or the making available of any facility or benefit but excludes supply of
goods or money.*® The First Schedule of the GST law provides a list of transactions that are
considered a “supply of services” and includes, amongst other things, the transfer of possession
of a movable property, leasing or tenancy of land, and treatment or process,*®

The IMF Model Law also defines services as anylhing that is not goods or money.*” In addition,
the definition of “supply of services” provides a non-exhaustive list of what is considered
supplies of services; e.g., making avallable any facility or advantage; or refraining from or
tolerating any activity."®

Ireland does not define "services” but defines "supply of services” as the performance or
omission of any act or the toleration of any situation other than the supply of goods. Various other
deeming rules exist to treat certain supplies of goods as supplies of services.*® However, such a
prescriptive approach to the definition of services adds complexity and as such, is not
racommended.

There is a balance to he struck between having a general definition of “services” and “supply of
services” and being prescriptive in the definition with various deeming provisions to help
maintain the neutrality of the tax. The comparable jurisdictions differ significantly in respect of
their approaches.

9 Naw Zealand GST Act, § 2.

44 Singapore GST Act, § 10(2Hb},

45 Malaysia GST Act, § 2.

46 Malaysla GST Act, First Schedule.
17 IMF, Modol Law, § 1.

“IMF Model Law, § 4.

49 Irish VAT Act, § 25,




Ultimately, the definition adopted will be specific to the business and economic environment in
Puerto Rico. Howsver, as a slarting point, the definition of “services” and “supply of services”
should be as follows:

"Services” - anylhing that is not goods or money.
“Supply of services” - anything that is not a supply of goods.

The definition of supply should also include any deemed supplies of services based on Puerto
Rico’s commercial laws and economic realities and that maintain the neutrality of the tax.

Such a leading practice definition departs from the current definition of “taxable services” under
the SUT. While the SUT definition includes any service rendered to any person, it does not
include, amongst other, intangibles, professional services, and services by the Government of
Pusrto Rico, educational services, insurance services, and healthcare services.®

3.B Imposition of the Tax

3.B.1 Impaosition of the Tax
Ovarview of Concept

This is the main charging provision of the law. It sets out what types of transactions are subject
to GST, the territorial scope of the GST and who is required to charge the tax.

Puerto Rico currently has two charging provisions: orie for sales tax and another one for the
compensatory use tax,?'

Leading Practice
The main charging provision should be drafted to Include the following:

v GST shall be levied on the taxable supply of goods and services made in Puerto Rico by
a taxable person in the course of a taxable activity.

1 GST shali be levied upen the importation of goods into Puerto Rico.
n GST charged on a supply must be accounted for by the taxable person making the supply
m GST levied upon the importation of the goods is the liability of the importer.

Discussion

Each jurisdiction has a main charging provision which achieves the same results. However, the

wording of this charging provision and how it interacts with related sections of the law varies
significantly from one jurisdiction to another.

New Zealand's main charging provision states that GST shall be charged on the supply of goods
and services in New Zealand by s registered person, in the course or furtherance of a taxable

®PARIRC.§ 4010.01(nn).
B'PRIRC & 4020.01 and PRIRC § 4020.01.




activity carried on by that person.” The charging of GST on the importation of goods into New
Zealand is addressed under a separate section.” Taxable activity and registered person are
defined in the Interpretation Part of the Act. The liability to pay GST is also provided for in a
different section,5

In contrast, Singapore’s main charging provision includes most of the key concepts and rules
within the same provision.®® |t states that GST shall be charged on the supply of goods and
sarvices in Singapore and the importation of goods into Singapore where it is taxable supply
made by a taxable person in the course or furtherance of a business carried on by him. Further
the section also states that the tax charged is the liability of the person making the supply.

As discussed above, the torm taxable person and business are effectively equivalent to the New
Zealand terms of registerod person and taxable activity. Therefore the key difference between
the two jurisdictions is Singapore's inclusion of the importation GST charging provision within the
main charging provision. :

The IMF, in section 9 of Model Law, and Malaysia, in section 9 of the Malaysia GST Act, adopt a
very similar approach to Singapore.

The Irish VAT Act's main charging stateé that a supply for conslderation of goods or services
made by a taxable person acting in that capacity where the supply is made in Ireland, is subject
to VAT, In addition, the charging provision includes the levying of VAT upon the importation of
goods.®

The Singaporean approach is preferred over the New Zéaland approach as it includes the
provision charging GST on the importation of the goods within the main charging provision.
Further, this approach clearly séts out who is liable to account for the tax compared to the New
Zealand approach which seots out this rule following the calculation of the tax. payable in a
particular period.

3.B.2 Place of supply
Overview of Concept

The place of sdpply rules determine whether a supply of goods or services-is deemed to be made
within Puerto Rico and therefore, whather the supply is subject to the charging provision. These

2 New Zealand GST Act, § 8
8Neaw Zealand GST Act, §12.
EiNaw Zealand GST Act; § 20.

& Singapore GST Act, §3 7 and 8.
5 [righ VAT Aol, § 3.




rules are conceptually similar to the rules for determining the source of the income generated by
the sale of taxable items under the current SUT.¥

One of the biggest issues in respect of the place of supply concept is the GST treatment of cross
border transactions. This is the current focus of international discussions and the area which has
seen the most recent development.

There is widespread consensus that the destination principle (that goods and services should be
subject to tax in the country of destination or where they are consumed - following the core
principle that GST is a tax on consumption) is prefsrable to the origin principal from both a
theoretical and practical standpoint.®*The destination principle preserves the intended neutrality
of the tax with respect to international trade.

Cross border transactions involving goods is a fairly straight forward issue — imports should be
subject to GST and exports should be zero-tated. This Is in line with the destination principle and
ensures that imported goods are placed on a level playing field with domestically produced goods
and exporters are not competitively disadvantaged on the world market with local GST either
being charged to foreign purchasers or being an embedded cost on the supply chain. We refer
to the Zero-rating section {3.B.8) for a discussion of the effect that zero-rating has on the supply
chain,

The GST treatment of the cross-border trade in services is more complex as there are no border
controls such as those which facllitate the efficient taxation of goods. Further, actual
consumption or use of services is often difficult to track so proxies are often used to determme
the place of supply of services.

While most jurisdictions apply the destination principle in respect of the application of GST, subtle
variances in each jurisdiction’s rules can result in double taxation, non-taxation, and uncertainties
for businesses and tax authorities. Such uncertainties and inconsistent treatment can result in
distortions of consumer and business consumption decisions in respect of cross border
transactions. This prompted the OECD to develop international VAT/GST guidelines to provide
guidance to governments on apply VAT to cross border trade.®

In addition to the general VAT neutrality guidelines mentioned above, the QOECD Guidelines also

- setout GST principles for international irade. These key principles have been taken into account
when determining the leading practice for the GST place of supply rules and zero-rating rules
discussed below.

To effectively manage the neutrality of the tax, the place supply rules are interdependent with
the importation of goods, zero-rating and the imported services rules.

SPRIRC § 4020.03,

© OECD (2012), Consumption Tax Trends 2012: VAT/GST and Excise Rates, Trends and Administrative Issues, QECD Publishing, p.
34,

BOECD International VAT/GST Guidalines.




Leading Practlce
The place of supply rules should be drafted to include the following:

w Place of supply of goods:
o Where the goods are located at the time of supply.
um  Place of supply of services:

o If the supplier is established in Puerto Rico, the place of the supply is in_ Pusrto
Rico;

o If the supplier is not established in Puerto Rico, the place is outside Puerto Rico
unless the services are physically performad in Puerto Rico.

Where necessary, the GST law should include specific place of supply rules for deemed supplies.
Disgussion

New Zeaiand has adopted very broad place of supply ruies from a jurisdictional perspective. In
practice howsver, these rules do not impose GST on a greater range of supplies in comparison
to other jurisdictions. However, it can result in the requirement to treat certain supplies as zero-
rated where other jurisdictions would treat such supplies as out of scope, thus resulting in a
reporting obligation in respect of those supplies.

New Zealand includes its place of supply rules in its main charging provision.* The primary rule
is based on the residency of the supplier - goods and services are deemed to be supplied in New
Zealand if the supplier is resident in New Zealand {with zero-rating rules applying to maintain the
destination principle) and deemed to be supplied outside New Zealand if the supplier is non-
resident in New Zealand, However, this primary rule has a number of exceptions to ensure the
destination principal is maintained,

If the supplier is a non-resident, a supply of goods is deemed to be supplied in New Zealand if
the goods are in New Zealand at the time of supply (earlier of invoice issuance or payment}. A
supply of services is deemed to be supplied in New Zealand by a non-resident if the services are
physically performed in New Zealand by a person who is in New Zealand at the fime the services
are performed. In order to avoid the unnecessary registration of non-residents, where goods and
services are deemed to be supplied in New Zealand but are supplied to a person who can claim
a credit for any GST charged, the supply is deemed to he made outside of New Zealand.

Finally, New Zealand also has a reverse charge rule for services not performed in New Zealand
that are received by a taxable person that is unable to claim a full input tax credit. In such cases
the services are deemed to be made in New Zealand and the recipient is required to account for
the GST (refer to section 3.B.4 below for a discussion on reverse charge).

New Zealand also has specific rules in relation to telecommunications suppliers.

& Now Zesland GST Act, § 8.




Singapore focuses on the transport of goods for determining the place of supply.®' A supply of
goods is treated as heing supplied in Singapore if the supply does not involve their removal to or
from Singapore. Further, if the supply involves the removal of the goods from Singapore, then
the goods are deemed to be supplied in Singapore (potentially subject to zero-rating as an export).
If the supply involves the removal of the goods to Singapore, the supply is deemaed to be outside
of Singapore.

In respect of supplies of services, services are treated as supplied in Singapore if the supplier
belongs in Singapore and are not treated as supplied in Singapore if the supplier belongs outside
of Singapore. The “belongs” test is similar to the New Zealand residence test focusing on the
supplier's presence in the country.

Malaysia has adopted similar rules as Singapore in section 12 of the Malaysian GST Act.

The key difference between the New Zealand approach and the Malaysian and Singaporean
approaches relates lo the treatment of services. While all three countries tax a supply of services
by a business established in the jurisdiction (with zero-rating rating rules applying for certain
exported services), only New Zealand taxes services physically performed in the country by a
non-resident, potentially resulting in a non-resident being required to register for GST In New
Zealand. Malaysia and Singapore do, to a certain extent tax services physically performed in their
respective countries by non-established entities through their reverse charge regimes (we
discuss the reverse charge regimes in section 3.B.4 below). However, many services can escape
the tax net As such the New Zealand approach is preferred -

The IMF Modsl Law adopts the approach of the EU that was in pace prior to 2010.%2 While the
place of supply rules for goods remain unchanged, the EU substantially changed the place of
supply rules for services to have more of a destination principle focused VAT. Given a destination
principle is regarded as leading practice, we do not consider the IMF Model VAT Law place of
supply rules to be an appropriate comparable and do not discuss these rules in detail.

The place of supply rules as implernented by Ireland are as follows.

A supply of goods is deemed to take place whaere the goods are made available to the supplier.
iIf the supply of the goods involves transportation of those goods, then the place of supply is
deemed to take place where the transport begins.®

The Irish VAT Act also provides specific rulas for the supply of electricity, water and similar
utilities; being where the supply is received,®

Supplies of services in a business to business transaction are deemed to take place where the
customer is located.®® However, various exceptions to this general rule include:

8 Singapore GST Act, § 13,
82 IMF Modef Law, § 12.

8 |rish VAT Act, § 28 - 30.
Srish VAT Agt, § 31.
%rish VAT Act, § 33 - 34.




m  Supplies connected with immovable property — where the property is located.

1 n  Passenger transport - where the transport takes place.
w  Admission to certain cultural, artistic and sporting activities — where the event takes place.
] , m  Restaurant and catering services — where the services are physically carried out.

i Restaurant and catering services onboard ships, aircraft and trains - the place of
I departure.

m ~ Short term hiring of means of transport (less than 30 days} —where the means of transport
] is collected.

Supplies of sarvices in a business 1o consumer transaction are deemed to take place where the
supplier is focated. Howaever, various exceptions to this general rule aiso exist, including:

J # Services provided by an intermediary - taxed where the main transaction takes place.
u  Supplies connected with immovable property — where the property is located.

m Valuation of, or work on, tangible personal property — whera the services are physically
delivered.

u  Passenger transport — where the transport takes place.
a Transport of goods — where the transport takes place.
w  Ancillary services to the transport of goods — where the service are physically performed.

m Any service related to certain cultural, artistic and sporting activities — where the event
i takes place.

& Restaurant and catering services — where the services are physically carried out.

1 Restaurant and catering services onboard ships, aircraft and trains — the place of
departure.

J @ Short term hiring of means of transport {less than 30 days) — where the means of transport
is collected.

] : u Long term hiring of means of transport {more than 30 days} — where the customer is
' located,

B u Electronically supplied services, radio and television broadcasting services and
L telecommunication services - the location of the customer {post 2015).

l m  Advertising, consulting and legal services, financial services, transferring trademarks,
i patents and similar rights — where the customer is located.

_ i Restraint of trade — where the customer is located.
' ! g Supply of staff — where the customer is located.

i m  Hiring of moveabla tangible property (other than means of transport) = where the
l ' customer is located.




There are various other place of supply rules and use and enjoyment rules that override the
above,

The prescriptive nature of the Irish place of supply rules, while effectively achieving a destination
principle VAT system {with certain exceptions) create barriers to compliance due to their
complexity.

For this reason, and the reason discussed above in respect of the Malaysian and Singaporean
rules, adopting place of supply rules similar to the New Zealand model constitute leading practice.
The GST law should, where necessary, provide specific place of supply rules for deemed
transactions. In addition, special 1axation provisions should be created for telecommunication,
broadcasting and electronic supplies services provided to final consumers in Puerto Rico by non-
residents in order to ensure that the destination principle is maintained. Because the latter
constitute specific transactions, the specilic taxation rules for these transactions should be
addressed outside the main taxing provisions as a Special Case.

3.B.3 Time of Supply
Ovarviow of concept

The time of supply rules primarily determine when VAT should be accounted for in respect of a
supply (i.e., the period/relurn in which the transaction should be reported). However, it also sets
a reference point for when a tax invoice should be issued {e.g. within 21 days of the time of
supply) and ¢an be used as a reference polint for determining the place of supply {e.¢., the place
of supply of goods is where they are located at the time of supply).

Leading Practice
The time of supply rules should be drafted to include the following:

1 The time of supply is the earlier of:
o The issuance of any invoice;
o The recelipt of any payment; or

o The delivery of making available of the goods or the completion of the
performance of the services.

r For continuous supplies, the time of supply should be deemed 10 occur when each
successive payment is made or becomes due or when an in invoice relating to that
payment is issued.

Specific time of supply rules should be drafted for such supplies as gambling, vouchers, imported
goods, imported services and should be addressed under their respective provisions.

®[rish VAT Aol, §30.




Discussion

New Zealand takes a very simplistic approach with its basic time of supply rule.*” The time of
supply is the eatlier of the issuance of an invoice or the receipt of any payment. This basic rule is
madified in the case of supplies between associated persons to ensure that the liability to
account for GST is not artificially deferred. In such cases, the time of supply is deemed to be as
follows where no invoice or payment has been made:;

#  For supplies of goods:

o I the goods are ta be removed, at the time of the removal.
o If the goods are not to be removed, at the time they are made available to the
recipient.

i For supplies of services:

o The time the services are performed. ‘

o For related party imported services, the end of the taxable period that is 2 months
after the first balance date of the recipient following the performance of the
services.

Special rules also exist for layaway arrangements (whan title is transferred), lotteries, casinos,
vending machines, supplies by government authorities, major construction, hire purchase
agresments and vouchers. Further, where goods or services are supplied under an agreement
which provides for periodic payments, the time of supply is triggered at the point when each
successive payment is made or becomes due or when an in invoice relating to that payment is
issued.

Singapore has the same general time of supply rule as New Zealand — earlier of invoice or
payment - but it is moditied to state “to the extent that the supply is covered by the invoice or
consideration,“% However, Singapore's exception to this rule, which is drafted in the same
mannar as New Zealand's, doss not apply to associated persons but applies to specific supplies
that are listed in the legislation, including:

e A supply of goods consisting of the grant, assignment or surrender ot any interest or right
over land;

¥ Where a taxpayer has applied to the Comptroller to apply this exception to the general
time of supply rules; and

m A supply by an agent that is deemed to be made by him as principal under a specific
provision of the law.

The Singaporean law then provides specific rules for the following:

#  When input tax may be claimed - general rule;

s Calculation of turnover threshold for registration purposes — general rule;

5 New Zealand GST Acl, § 9.
% Singapora GST Aoct, § 11,
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Disposal of assets of a business for no consideration — at the time the goods are
transferred or disposed of;

Business assets used for private purposes for no consideration — the last day of the
accounting period in which the goods were used for private purposes;

Where goods are provided on a trial basis ~ at the end of 12 months following the goods
removal if no invoice or payment has been issued or received;

Where goods or services are made available to a non-registered person prior to the seller's
registration but invoiced after registration - there is a choice on how to treat the
transaction;

Where the parties are associated persons and no invoice has been issusd or consideration
paid - at the end of 12 months after the goods have been removed;

Financial services paid on instaliments — treated as wholly taking place at the time when
the invoice for the first installment is issued or paid; and

Where a person deregisters from GST after the goods are made available or removed or
the services are performed and issues an invoice/freceives payment after deregistration —
the time of supply is the day immediately before deregistration (this is included in the
definition of supply in the New Zealand law).

The Comptroller may also alter the time of supply at the request of the taxable person. The GST
regulations provide certain exceptions to the associated persons’ time of the supply rule, and
rules around continuous supplies of servicas where payments are mado periodically.

Malaysia takes a more complex approach to the general time of supply rule.® For goods the time
of supply is as follows:

i}
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At the time of the removal of the goods if the goods are to be removed;

At the time whan the goods are made available to the recipient if the goods are not to be
removed;

Where goods are provided on a trial basis — the time when it because certain that a taxable
supply has taken place or 12 months after removed, whichever is earlier.

For the supply of services, the time of supply is when the sorvices are performed.

Notwithstanding the above rules, if a tax invoice Is issued or payment Is made prior to the above
tax point being triggered, then the invoice or payment will trigger the time of supply to the extent
the payment or invoice covers the supply. However, if a tax invoice is issued within 21 days of
the time of supply determined under the basic rule, the date the tax invoice is issued becomes
the tax point.

The Director General may also alter the time of supply at the request of the taxable person.

® Malaysia GST Low, § 11,




Malaysia also has specific rutes as follows:

£}

Disposal of assets of a business —~ at the time the goods are transferred or disposed of;
and

Business assets used for private purposes — at the time when the goods were used for
private purposes. - '

The regulations provide further rules for periodic supplies/payments by installment.

The time of supply rules under the IMF Model VAT Law effectively takes elements from a number
of jurisdictions.” -

The primary rule is that the time of supply is the earlier of:
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The delivery or making available of the goods or the completion of the performance of the
services;

The issuance of an invoice; or

The receipt of any payment.

Specific rules are provided for.

¥
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The supply of goods under a credit agreernent — at the time the agreement is entered
into;

The supply of goods under a lay-bye agreement - at the time the goods are delivered 1o
the purchaser;

The making available of goods for private or employee use ~ at the time the goods are
applied to that use;

The desmed supply of repossessed goods by the debtor to the creditor — at the time of
repossession,;

The deemed supply of services under a cancelled lay-bye agreement — when the seller
obtains the right to retain any amounts paid by the purchaser;

Supplies made through vending or other coin operated machines — when the money is
removed from the machine;

Goods under a rental agreement or supplies under an agreement which provides for
periodic payments — when each payment is due or recsived;

For major construction work or utilities where payments are due periodically ~ ihe earlier
of the when the payment is due, made or when an invoice is issued; and

Tokens, vouchers, forfeiture of deposits, deemed supply of good on hand at
deregistration,

7 \MF Model Law, § 10.




The Irish time of supply rules are as follows:”"

1 For B2B transactions, the date of the issuance of the invoice or when the invoice should
have been issued;

r For B2C continuous suppliss of telecommunication, gas and electricity, whon a statement
of account is issued;

v For all other B2C supplies, when the goods or services are supplied; and

u For advance payments, if the goods or services are yet to be suppiied, then the time of-
supply is triggered at the time of payment to the extent payment has been received. If
received after the supply of the goods or services hut before invoice, then the time of
supply is triggered at the time of payment for the full value of the supply.

Various other specific time of supply rules are provided, similar the various specific rules noted
for the other jurisdictions,™

Given the greater risk of fraud in Puerto Rico, it is likely the New Zealand and Singapore approach
of relying solely on the issuance of an Invoice or receipt of any payment to trigger the time of
supply could create greater opportunities to artificlally defer tax liability. Further, the complexities
of the Irish and Malaysian rules do not promote the principle of simplicity. As such, we consider
the better approach would be the IMF Model Law,

The GST law should also, where required, provide specific time of supply rules for deemed
supplies if not addressed uhder Special Cases.

3.B.4 Imported Services/Reverse charge
Overview of Concapt

In order to effectively maintain the neutrality of a GST and minimize the compliance obligations
placed on non-residents that do not have any presence in the jurisdiction, many jurisdictions adopt
an imported services or raverse charge regime. Such a regime generally deems services acquired
by residents from overseas to be self-supplied by the resident recipient with the recipient being
required to account for GST on that transaction {akin to a use tax).

An example of how the revierse charge operates is noted in the diagram below (assuming a 10%
GST rate with no recovery for the recipient of the supply):

Mirish VAT Act, § 74.
M rish VAT Act, § 76.




|— Overseas Vendor
A Govt revenue
Accounling services $100 - no GST
Reclplent of the - $10 — GST reverse charge $10
- Supply $10-payabletoGovt | | et
$10

Such a regime relieves any potential distortion in the economic decision of a resident of whether
to purchase domestic services or services from overseas and creates a level playing field for
domestic and international supplies, preserving the neutrality of the tax.

Leading Practice
The imported services/reverse charge rules should be drafted to include the following:

m  Where services are supplied by a non-resident to a person in Puerto Rico, that are not
otherwise deemed to be supplied in Puerto Rico under the place of supply rules, the
supply should be deemed to be supplied in Puerto Rico by the recipient of the supply.

& The provision should not apply if the recipient is-able to claim a full input tax credit in
respect of the service received.

Dlscussion

New Zealand includes its reverse charge regime under the place of supply provision.” It states
that where a supply is made by a non-resident and it is not deemed to be supplied in New Zealand
under any other place of supply rules, that the supply is deemed to be mads in New Zealand. A
pravision within the definition of supply then deems this transaction to be made by the recipient,
therefore requiring the recipient to account for tax on the transaction, Howaever, these provisions
only apply where the recipient is not in a position to claim full input tax credits for any GST
charged. If the recipient can claim full input tax credits, then the reverse charge would simply be
an accounting exercise creating an additional compliance burden with no benefit to the revenue
authority.

Singapore imposes a reverse charge regime under a discrete section that includes not only the
deeming of the supply to be made in Singapore by the taxable person but also sets out the time
of supply and valuation rules.” Technically this section also applies irrespective of the input tax
recovery position of the recipient. This is in contrast to the New Zealand approach which includes
valuation and time of supply in relation to such transactions under those respective sections. We
do note that Singapore is yet to enforce this reverse charge provision.

T NZ GST Act, § 8{48).
™ Singapore GST Act, § 14,




Malaysia adopts a similar approach to Singapore.”™

The IMF Model Law takes a completely different approach by including the importation of
sefvices within the main charging provision of the Act’ and then dofining the importation of
services within the definitions section.” However, similar to New Zealand, there is no
requirement to account for the reverse charge where a full input. tax credit may be claimed.
Unusually, the IMF Modsl Law then requires an import of services declaration to be made to the
Commissioner and pay the tax within 20 days of the end of the taxable period in which the service
were imported.”®

Ireland addresses imported services through the place of supply and the liability rules.”™ Where
a supply of services is deomed to be made in Ireland and the supplier is not VAT registered nor
has an establishment in Ireland, the liability to account for the tax falls on the recipient. This rule
applies irrespective of whether the recipient can claim a full input tax credit in respect of the
transaction.

To meet the neutrality objective of a GST and promote the destination principle, leading practice
would be to adopt a reverse charge regime for imported services. It is recommended that a
combination of the New Zealand and Singaporean approach be adopted ~ the Singaporean
approach of including the importation of services provisions in a separate section but not requiring
the reverse charge to be accounted for when a full input tax credit may be claimed by the recipient
for simplicity purposes. '

3.B.5 Value of the Supply
Overview of concept

The fules governing the value of the supply determines the taxable base upon which the VAT
rate will be applied. ‘

Leading Practice
Itis recommended that the valuation rufes be drafted to include the following:

 The value of the supply is, withjwithout the addition of tax charged (depending on the
commercial laws of Puerto Rico), equal to the consideration for the supply. For imported
services, the value should be, without the addition of tax charged, equal to the:
consideration for the supply.

ki The value of supplies of services between related parties below the open market value
should be the open market value unless the recipient can claim an input tax credit for any
tax charged.

5 Malaysia GST Act, § 13,
8 IMF Moddal Law, §5 9,

7 |MF Model Law, § 2.

1 {MF Model Law, § 19.
Mlrish VAT Act, § 12 and 34,
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w  |f the consideration is not in money, it is the opan market value of the consideration.

u  The value of the supply should include any other taxes, duties or levies {or similar
charges).

Specific valuation rules should be adopted for deemed supplies, specific transaction, or special
casas that are not adequately dealt with in the general valuation provisions.

Discusston

The general rule under the New Zealand law is that the value of the supply of goods and services
shall be, with the addition of tax charged, equal to the consideration for the supply. If the
consideration is in money, it is the amount of money payable. If the consideration is not in money,
it is the open market value of the consideration.?® An exception 1o this tax inclusive valuation of
the supplies is in respect of imported services subject to the reverse charge regime. In such
cases the value is treated as the consideration for the supply before the addition of tax.

If a supply is between associated persons and is made for no consideration, or consideration that
is less than the open market value of the supply, then the supply is treated as the open market
value, unless the recipient could claim an input tax credit for any tax charged.

There are a number of rules that are specific to the New Zealand regime which are not relevant
here and, as such, are not discussed. However, relevant specific valuation rules include the
following:

s Imported services subject to the reverse charge where those services are supplied
between related parties;

#  Credit contracts to exclude any interest component;

g Long term residential accommodation in a commercial establishment;
m  Fringe benefits provided to employees;

m  Deemed sale of business assets upon deregistration;

s Deemed supply of services following the canceliation of a lay-by sale;
# Supplies by government bodies;

1 Betting, gambling and casinos; and

m Certain cross border intra- group company transactions.

The New Zealand valuation provision also addresses mixed supplies — where the consideration
relates to both taxable and non-taxable supplies. In such cases, the consideration should be
apportioned to the relevant parts of the supply.

The Singapore GST Act adopts the same general valuation rules as New Zealand.®' Further
Singapore has a similar associated person fule for when there is no consideration or the

8 New Zealand GST Act, § 10.
81 Singapare GST Act, § 17 and Third Schedule,




consideration is less than open market value however, the uplift to opsn market value is at the
discretion of the Comptroller.

Singapore has specific rules to address the valuation of the following:

2]
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Valuation rules for the disposal or business assets or the deemed disposal of business
assets upon ceasing 1o be a taxable person;

Provision of food and beverages or hotel accommodation {or similar) to employges;
The inclusion of other taxes or duties in the taxable base;
Leasing of residential premises; and

Used motor vehicles,

Malaysia has a similar general valuation rule as New Zealand and Singapore, with the exception
of the treatment of supplies made for no consideration. In such cases the valus is deemed to be
the open markel value irrespective of the relationship between the parties.®

Malaysia also provides the Director General the power to deem a sale to be at open market retail
value where the goods are sold by a registered person to non-registered persons for resale.®

Malaysia provides a similar. valuation rule as New Zsaland for gambling.

The IMF Model Law is similar 1o New Zealand.

The IMF Modsl Law provides a number of special valuation rules, as follows:

Bt

&

|

5]

B

Credit agreements to exclude any interest component;

Value of the desmed supply upon r@poésesslon of goods;

Deemed supply of services following the cancellation of a lay by sale;
Vouchers;

Betting;

Deemed supply where a part of the transfer of a going concern is acquired for non-
business use;

Deemad sale of business assets upon deregistration.

The Irish valuation rule states the amount on which tax is chargeabls is the total consideration
which the person supplying goods or services becomes entitled to recaive, including all taxes,
commissions, costs and charges, but not including value-added tax chargeable in respect of that

supply.®

82 Malaysia GST Act, § 16.
& Molaysie GST Act, Schedule 3, subparageaph 8.
8 Irigh VAT Act, § 37.




Where the consideration does not consist of or does not consist wholly of an amount of money,
the amount on which tax is chargeable shall be the total amount of money which might
reasonably be expected to be charged if the consideration consisted entirely of an amount of
money equal to the open market price.

The Commissioner has a discretion to determine the value of a transaction, based on the open
market valus of the supply, to ensure the correct amount of VAT is paid.™

Specific vatuation ruies are provided for such things as vouchers, reverse charge, and non-
business usse of immovable goods.

The approach to the valuation rules by each jurisdiction is very similar. However, Ireland troats
the cansideration as VAT exclusive while the other jurisdictions ireat the consideration as GST
inclusive. The ultimate decision on whether to treat the consideration as being GST inclusive or
exclusive for the purposes of the GST valuation rules will depend on the commercial or consumer
laws of Puerto Rico. However, for imporled services, the consideration should be deemed to be
GST exclusive, ' '

In any event, the valuation for GST purposes should include any other taxes, duties, levies paid
on that supply because GST is not an alternative to those taxes and the value of the supply
including those taxes represents the real value of the final consumption of the good or service.*

The use of the open market value uplift should be limited and prescriptive, similar to the New
Zealand approach, rather than be discretionary such as in Ireland and Singapore in order to provide
certainty within the tax system,

Specific valuation rules should be adopted for deemed supplies, specific trahsactions or special
cases that are not adequately dealt with in the general valuation provisions.

3.B.6 Imported Goods
Overview of Concept

A key concept of GST is the levying of the tax on [mported goods. As mentioned above in respect
of the place of supply rules, this is consistent with the destination principle and ensures that
imported goods are placed on a leval playing field with domestically produced goods.

Key challenges that will need to be addressed relate to the importation of goods into Puerto Rico
from the United States given Puerto Rico's relationship with the United States:

Leading Practice

The levying of GST upon the importation of goods should be Included within the main charging
provision, as discussed above,

85 |rish VAT Aal, § 38. _
¥Davld Williams, Tax Law Design and Draiting, Chaptor 6 Value Added Tax, Volume 1; Internalional Monslary Fund, 1996, p. 46.




However, this specific section should address the time at which a good is considered to be
imported (e.¢., when the goods are cleared by customs) and any import GST suspension or relief
regimes.

The provision should provide relief for certain importations by contract or toll manufacturing
operations and in respect of the temporary importation of goods.

For taxable persons in good standing, a GST deferral regime should be available to allow those
taxable persons to self account for import GST in their GST returns, relieving them of any cash
flow burden that may arise from having to pay the GST to release the goods at the border and
the subssquent claiming of a ¢redit in the later return.

Discussion

As discussed above In respect of the imposition of the tax, New Zealand has a separate section
thatimposes GST on upon importation {(other than fine metals).?” This is in contrast to the other
comparable jurisdictions, which include the importation of goods within their respective main
charging provision.

The charging provision refers to the Customs Laws to determine when goods are considered to
be imported into New Zealand. As such, any relief provisions under the Customs Laws {e.g.,
temporary importation) also apply to the GST.

Within this section, New Zealand also sets out vartous rules in respect of when GST should not
be applied upon importation, including:

s Goods intonded solely for the use of an organization, visiting force, expedition or other
body approved by New Zealand Customs that may be established or temporarily based in
New Zealand under a government or international agreement; and

a  Goods intended for the use of a person temporarily resident in New Zealand for the
purposes of serving as a member of any of the above organizations.

The section also sets out the value of the imported goods for the purposes of levying the GST.

Further, reliefs are provided for reimported goods (where the importer is the same person as the
exporter and the goods were not treated as a zero-rated exported supply).

Various provisions are included to address the refund of GST for goods re-exported from the
country where the importer was not entitled to an input tax credit and the goods were of the
wrong specification or were faulty,

Additional exemptions are provided for certain specified items under the New Zealand Tariff
including:

1 Certain gifts;

8 New Zealand GST Aot, § 12.




1 Personal baggage and effects {subject to certain limits); and
i Limited amounts of alcohol and tobacco.

Singapore imposes GST on importation in the main charging section of the act, effectively treating
GST as if it were a customs duty and all goods imported into Singapore are dutiable. Exemption
from import GST for investment precious metals is separately provided f:_:}r.

Singapore provides discretion to the Minister to issue orders granting relief from import GST for
such things as re-imported goods, temporary imported goods, and goods related to an
international agreement or arrangement. In addition, similar to the New Zealand law, Singapore
defers to the customs legislation for the levying of GST unless there is contrary intention noted
in the GST law.

The Singapore GST Act also provides the Minister with the power to issue regulations relieving
or deferring the levying or payment of GST where goods are imported by any taxable person in
the course of that persons business.®®

Such schemes include:®

» The exemption of the importation of petroleum products where imported for the business
of the taxable person;

« Exemption of imports by persons approved under the Major Exporter Scheme and
approved third party logistics company scheme (this is a scheme available to taxable
persons where the majority of their supplies are exports or supplies of international
services);

«  Approved import suspension scheme (for taxable persons in the aerospace industry);

¢ Import Goods and Services Tax Deferment Scheme (allows taxable persons to self
account for import GST in their tax return;

#  Approved contract manufacturer scheme (where the taxable person carries out work on
goods under contract with an overseas person); and

«  Approved refiner scheme (who imports investment precious metals and make supplies
of refining or supplying such metals).

Malaysia is similar to Singapore in that the charging provision for the levying of GST on
importation is in the main charging provision.* Malaysia has a number of special regimes, very
similar to a number of Singaporean regimes.,

The IMF Model Law also has the levying of VAT on importation in the main charging provision. !
The exemption from import VAT is covered by section 17, referring to Schedule Ill, which
essentially states that import VAT is not payable if the goods are not dutiable. Further, if the

% Singapore GST Act, § 27 and 27A
® Singapors GST Regulations, Part IV.
50 Malaysia GST Act, 8.

¥ IMF Model Law, 9.




supply of the goods within the country would be zero-rated or exempt, then no import VAT should
apply.

The IMF Model Law also includes a section providing the Commissioner of Customs with the
obligation to collect the VAT and requires the importer to provide the Commissioner with an
import declaration.

Ireland levies VAT upon the importation of goods in the main charging provision.® Ireland includes
the following exemptions or reliefs from import VAT:®

w Import into a free trade zone;
= Imports into customs warehouse;

@ Inward processing arrangements {similar to the contract and toll manufacturing schemes
in Malaysia and Singapore);

i Temporary importation arrangement;

Transit arrangement;
e Aregime similar to Singapore's major exporter scheme; and
i A deferred payment scheme,

All comparable jurisdictions levy GST on the import of goods within the territory. This is in line
with the current SUT regime, under which use tax must be paid upon importation of goods into
Puerto Rico before the person takes possession of the goods.®

Amongst the comparable jurisdictions, only New Zealand does not include the levying of GST
upon importation within the main charging provision. For clarity purposes, the leading practice
would be to follow Singapore, Malaysia, the IMF, and Ireland in this respect.

The section should also address the point in time that a good is considered to be imported (e.q.,
when the goods are cleared by customs} and any import GST suspension or relief regimes. For
this purpose the comparable jurisdictions generally refer to the customs laws.

Given Puerto Rico's economy, special consideration should be given to regimes related to
contract or toll manufacturing operations and the temporary importation of goods, which would
eliminate the levying of import GST in certain prescribed situations. For example, the importation
of raw materials for processing into final goods that are to be exported from Puerto Rico.

For taxable persons in good standing, a GST deferral regime should be available to allow those
taxable persons to self account for import GST in their GST returns, relieving them of any cash
flow burden that may arise from having to pay the GST to release the goods at the border and
the subsequent claiming of a credit in the later return.

B2 Irigh VAT Act§ 3.
B |righ VAT Act, §s B3 to 68,
MPRIRC § 4042.03(3).
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In this regard, the special schemes in Singapore, Malaysia, and Ireland should be considered and
adapted to Puerto Rico's needs.

Like the existing rule for collection of sales tax on sales by mail order,®® the GST law should also
address separately the specific case of mail order deliveries to private individuals from the U.S.

3.B.7 Value of Imported Goods
Overview of Concept

It is common to have separate valuation rules for the importation of goods that refer to the
customns valuation rules, This reduces an administrative complexities that would arise if the
valuation for GST purposes is different than for customs purposes but the GST is levied and
collected using the same mechanism as for the collection of duties. Further, such valuation rules
assist in determining the taxable base for GST purposes where there is no reference transaction.

Leading Practice

The valuation rules for levying the GST on the importation of goods into Puerto Rico should be
based on the customs valuation rules, plus any duties or levies payable upon importation.

Discussion

The New Zealand charging section for levying GST on imported goods also sets out the value of
the imported goods for the purposes of levying the GST. The valuation provisions refer to the
customs valuation rules plus any other duties or levies payable upon importation.®

The IMF, Ireland, Singapore, and Malaysia have separate valuation sections.” All sections refer
to the valuation prescribed under the customs laws and operate in the same manner as New
Zealand.

3.B.8 Zero-rated Supplies
Overview of Concept

Where a supply of a good or service is zero-rated, no GST is charged on the sale or provision of
that service. However, the person making that supply is able to recover the GST it has incurred
on its purchases related to the making of that zero-rated supply {contrast this with exempt
supplies below).

The main issue with zero-rating, is that the entire supply chain is relieved from tax if zero-rating
is at the final stage of the chain as illustrated in the diagram below. As such, zero-rating is more
costly to the government in terms of revenue foregone. Further, zero-rating requires more
controls to ensure refunds claimed by taxable persons making zero-rated supplies are valid.

#5PRIAC § 4020.08.
“hew Fealand GST Act, § 12(2).
9 Singapore GST Act . § 18, Malaysia GST Act, § 16, IMF Mode! Law, § 14, Irish VAT Act, § B4,



Zero-rating has the following impact on the supply chain and the collection of the tax:

Overseas Vendor
Gowt
$100 ovi raverme
£10 Import GST > $10
r
$20 - GST on sales
Wholesaler/! | - $10 - Import GST s10
Imparter GST retum———— = "~ o >
$10 - payable to Gowvt
| Sale- $200 + 20 GST
$0 - GST on sales
Retallor | GST Roum-— $20 ST onpurchases g ($20)
$20 = refund from Gowt “d;n___

Sale - $250 + 0 G8T

Consumer

A few countries zero rate some domestic supplies for social and political reasons: sales of food,
medicines, books, children clothes and shoes (UK, Ireland) to completely remove the tax burden
from the supply chain. This is widely viewed as inappropriate, because it amounts to a subsidy
of the activity or transaction treated in this way and zero-rating is costly in terms of government
revenue forgone as tax is relieved from the entire supply chain. It would usually be better to
identify the policy reason for the subsidy and address it through a direct subsidy.®®

Leading Practice

Zero-rating should be limited to exported goods and services where the effective consumption
takes place outside of the GST jurisdiction, maintaining the destination principle of GST. As such,
to the extent the services supplied to non-residents relate to real or moveable personal property
in Puerto Rico, GST should be charged.

For the reasons explained under 3.A.1 supplies to the U.S. Federal Government and its
instrumentalities should also be zero-rated.

In addition, to avoid double taxation in respect of fuel and hotel rooms and an additional tax
burden being placed on consumers, given those supplies are subject to excise tax and the excise
tax is unable to be adjusted due to debt obligations, such supplies should be zero-rated.

8 David Williams, Tax Lew Dasign and Drafting, Chapter 6 Value Added Tax, Volume 1; Intarnational Monetary Fund, 1998, p. B2,

o Aremarm e




Discussion

New Zealand zero-rates the following goods:®
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Exported goods;
Duty free goods for travelers;
Supply of a boat or aircraft leaving New Zealand under its own power;

Goods not situated in New Zealand at the time of supply and the goods are subsequently
imported by the recipient and subject to import GST;

Goods used for the provision of zero-rated repair, renovation, modification services and
those goods are consumed or affixed to the goods that are the subject of the zero-rated
repair, renovation, modification services (e.g., good used in the repair of ships or aircraft
temporarily in New Zealand),

Goods for the use on a pleasure craft temporarily imported into New Zealand related to
the operation of the craft;

Consumable stores supplied for use on ships or aircraft leaving New Zealand;
Sale of a taxable activity;

Supply of land for the use in a taxable activity;

Supply of any new fine metal after its refining; and

Supply of tools to a non-resident that are to be used in New Zealand for the purpose of
manufacturing goods solely for export.

Various rules are listed that restrict the application of zero-rating in certain circumstances to
mitigate evasion opportunities,

New Zealand zero-rates the following types of services:'®

e

International transport of passengers or goods, including ancillary services such as the
loading and unloading of goods, insurance related to such transport;

Services supplied directly in connection with land or moveable personal property situated
outside New Zealand;

Services supplied to overseas postal organizations for the delivery of mail in New Zealand
which originated from overseas;

Services supplied directly in connection with temporarily imported goods;

Services physically performed outside New Zealand or the arranging of services physically
performed cutside New Zealand;

8 Maw Zealand GST Act, § 11,
100 Maw Zealand GST Act, § 114,




Services supplied to a non-resident who is outside New Zealand at the time the services
are performed and the services are not supplied directly in connection with land or
moveable personal property in New Zealand:

Supply of information to a non-resident where the services are supplied directly in
connection with moveable personal property in New Zealand:

Services supplied to a non-resident which are directly in connection with goods to be
exported;

Services supplied to a non-resident which are directly in connection with tools that are to
be used solely to produce goods to be exported:

Services related to imported goods under warranty to the extent the services are provided
under the warranty and supplied to a warrantor who is a non-resident; and

Certain telecommunication services supplied to a non-resident telecommunications
supplier.

Singapore zero-rates the following types of goods: '

5]

Exported goods;

Use as stores or fuel on aircraft or ship {including retail as merchandise to persons carried
on a ship or aircraft);

For installation on a ship or ship under construction:
For use in the maintenance or operation of a ship;

Supply of tools to a non-resident that are to be used in Singapore for the purpose of
manufacturing goods for that non-resident; and

Certain supplies to approved marine customers.

Singapore zero-rates international services which include the following:'®

=

International transport of passengers or goods, including ancillary services such as the
loading and unioading of goods, insurance related to such transport;

The letting on hire of any means of transport for use in a place outside Singapore which
is exported by the lessor to such a place or are outside Singapore;

Services supplied directly in connection with land or goods situated outside Singapore;

Services supplied to a non-resident which are directly in connection with goods to be
exported,

Prescribed financial services supplied in connection with goods for export outside
Singapore or for the removal of goods from a place outside Singapore to another place
outside Singapore;

19 Singapore GST Act, § 21(6), (6A).
02 Singapore GST Act, § 21,
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Cultural, artistic, sporting, educational, entertainment, exhibition, convention {and ancillary
services) wholly performed outside Singapore;

Services supplied to a person who belongs outside Singapore and which directly benefit
a person who belongs outside Singapore at the time the services are performed including
computer server co-location services relating to equipment owned by the non-resident;

Services supplied in connection with the handling of ships or aircraft, the handling or
storage of goods carried on any ship or aircraft;

Pilot age, salvage; or towage services performed in relation to ships or aircraft;
Services comprising the surveying of any ship or aircraft;
The supply of any ship or aircraft and certain parts,

Prescribed services comprising the repair, maintenance or broking or management of any
ship or aircraft;

Prescribed services relation to telecommunication;

Services supplied to a trust where the services and the person supplying the service
satisfy the conditions as may be prescribed;

Prescribed services in connection with the provision of an electronic system relating to
the import or goods or export of goods out of Singapore;

Supply of advertising services where the advertising is substantially made outside
Singapore;

Air and sea containers and certain services related to air and sea containers,

Services supplied to a non-resident which are directly in connection with tools that are to
be used solely to produce goods to be exported; and

Grant or assignment of lease, tenancy or license to occupy land where the supply is to a
non-resident and it is an approved warehouse.

The IMF Model Law is very similar to the New Zealand zero-rating provisions.

Ireland zero-rates an extensive list of goods including the following: '™
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Export of goods;

Certain food items;

Books;

Medicines and certain medical equipment; and

Children’s' clothing.

VAT relief for exported services, as found in the other jurisdictions, is addressed through the
place of supply rules, treating the supplies as outside of the scope of Irish VAT to maintain the

193 [righ VAT Act, Schedule 2,




destination principle rather than treating as within the scope of VAT and zero-rating the
transaction (see section 3.B.2).

At the time of drafting, the Malaysian regulations governing zero-rating were only available in the
local language.

The above lists are not exhaustive but are the principal and most relevant supplies that are zero-
rated.

Zero-rating should be limited to exported goods and services where a local consumption tax
should not be imposed on foreign purchasers where the effective consumption takes place
outside of the GST jurisdiction, maintaining the destination principle of GST. Please refer to
section 4.2.2.4 in the deliverable entitled Analysis of Current Structure and Optional Tax
Strategies {Sept. 9, 2014) and Appendix E for the policy discussion around the implementation
of multiple rates or exemptions in a GST regime and why a broad based system is preferred.

The described leading practice GST constitutes one of the biggest changes from the current
applicable SUT regime, which provides a vast list of exempt transactions.'® However, when
addressing concerns of reducing existing exemptions and thus effectively broadening the scope
of the GST, the following points should be reminded:

Certain key exemptions remain under the leading practice GST in the form of GST
exemptions (see section 3.8.9);

Business inputs will be relieved based on the input tax credit system (see section 3.D.5);

The regressivity resulting from eliminating key exemptions may be addressed via other
means (see section 4.2.2.4 in the deliverable entitied Analysis of Current Structure and
Optional Tax Strategies (Sept. 9, 2014));

v Export transactions will remain untaxed as explained above; and

r Key import transactions remain untaxed under special import provisions (see section
3.B.6).

3.B.9 Exempt Supplies
Overview of Concept

Where a supply of a good or service is exempt from GST, no GST is charged on the sale or
provision of that good or service. However, the person making that supply is unable to recover
the GST it has incurred on its purchases related to the making of that exempt supply (contrast
this with zero-rating above).

Exemptions are usually implemented for social reasons (e.g., healthcare and education) or
because they are difficult to tax {e.g., financial services). Please refer to section 4.2.2.4 in the
deliverable entitled Analysis of Current Structure and Optional Tax Strategies (Sept. 9, 2014) and

"™PRIRC § 4030.01 to PRIRC § 4030.21.




Appendix E for the policy discussion around the implementation of multiple rates or exemptions
in a GST regime and why a broad based system is preferred,

Exemptions have the following impact on the supply chain and the collection of the tax:

Overseas Vendor
$100 Govt revanue
s [ $10 import GST-—— 10
w
oGSt onsakE
Wholesaler/ - $10 = import GST $10
Importer f———GST return _ >

%10 — payable to Govt

1 sele-s200420G8T

Retaller making exempl
supplias — no GST
registration.

Relaflar ——No Return

L Sale - $250 + 0 ST

Consumer

Where an exempt supply occurs further up the supply chain, tax cascading can occur, resulting
in a higher effective tax rate at the end of the supply chain or creating incentives for vertical
integration. Tax cascades arise when a supplier of exempt goods or services cannot recover the
GST incurred on its purchases. That GST then becomes part of the cost of providing the services
or producing the goods. Where a business that makes taxable supplies acquires these goods or
services with this imbedded GST, and then charges GST on its supplies, there is effectively a tax
on tax resulting in a higher effective tax rate. See diagram below:
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In the above example, the tax rate is 10%. However, the effective tax rate is 14%.

Further challenges with exemptions include:

Suppliers making exempt supplies can have an incentive to self supply or vertically
integrate as GST charged by third parties is not recoverable;

Entities making taxable and exempt supplies are required to track and apportion the GST
charged on business inputs to ensure only GST related to taxable supplies that entity
makes is recovered gives rise to higher compliance costs. This is difficult to achieve
accurately and disputes can arise between the taxpayers and tax authority regarding the
methods used to apportion input tax credits;

= Provides the opportunity for exemption creep due to political pressures from related
industries that may not be subject to the exemption; and

v There are often issues with defining what should come within the scope of the exemption
and what should not be included the interpretation of those definitions.

Exemptions should be carefully considered from a policy perspective and what they are intended
to achieve. Ebrill et al'® state "Exemptions are abhorrent to both the logic and the function of a
VAT” as they narrow the tax base, result in taxation of business inputs, distort business
decisions, and result in tax cascades.

However, should no other options be available to reduce the regressivity of a VAT, exemption is
a better option, economically and administratively, than zero rating or reduced rates for the goods
and services that require for some tax concession. Exemptions can be less costly to the
government in terms of revenue generation as those businesses making exempt supplies are
still being taxed on their inputs. Further, exemption is simpler than the reduced rate alternative,
and politically, it is an easier sell to the general public.'®®

That said, exempting financial services and real estate are generally considered unavoidable.
These areas are discussed below.

Financial Services

Financial services transactions generally include the provision of loans, taking of deposits, and
trading in securities {e.g., shares} among other related services.

Financial services are almost universally exempt under GST systems around the world due to the
challenges associated with identifying the base upon which the tax should be levied - the value
of financial intermediation is usually included in the interest rate spread and is difficult to
determine on a transaction by transaction basis, Extracting the value of the service element from
this spread is problematic. Aside from the valuation issues, GST is generally a tax on consumption
of goods and services whereas returns on savings are to compensate for the time value of money

195 Ebyill et al, The Modern VAT, Intarnational Monetary Fund, 2001.
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and therefore should not be included in the consumption tax base until those savings are applied
to purchases of goods or services, The taxation of the time value of money would effectively
result in double taxation. In order to preserve the neutrality of a GST, there should not be a
difference in the treatment of current versus deferred expenditure.

Such challenges do not exist where there are specific fees or commissions charged for services
such as safe keeping services, debt collection, investment advisory services, etc. and these are
generally treated as subject to GST. The problem becomes apparent with deposit and loan type
transactions.

A number of options for the taxation of financial services to tax the margin of a financial
intermediary (without taxing pure interest) and to eliminate the tax cascading etfects have been
considered around the world, including the Cash-Flow Approach,'” addition method {tax on
wages and profits),'® zero-rating of B2B financial services,'™ and allowing financial
intermediaries to claim input tax credits on a prescribed recovery percentage.’'

The discussion of such options for taxation are beyond the scope of this paper as the complexities
associated with such regimes for the taxation of financial services would create significant
challenges with the implementation of a GST in Puerto Rico.

Although exempting financial services will depart from the objective of implementing a broad
based GST system in Puerto Rico, such an exemption is current leading practice from a GST
perspective.

Exported financial services should be zero-rated consistent with international practice and to
ensure that Puerto Rican financial service industry is not competitively disadvantaged.

Real Estate

The application of GST to the real estate sector needs to be considered in the context of the
following:

m  Residential real estate;
w  Commercial real estate; and
Construction.

Nearly all jurisdictions exempt the renting or leasing of residential real estate. However, some
choose to tax the sale of new residential real estate.

It is sometimes asserted that residential housing should be treated favorably because it is an
essential part of household consumption and that favorable treatment would address the

107 poddar & English, Taxstion of Financial Services Undsr a Value - Added Tax: Applying the Cash-Flow Approach, National Tax
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regressivity issues that would otherwise arise if residential housing is subject to GST.™! From a
practical standpoint, the exemption of residential housing is generally driven by the fact that the
taxation of owner-occupied housing is inherently challenging with a requirement to calculate an
imputed rental value, not to mention the compliancefadministrative burden perspective with all
owner-occupiers being required to register and account for GST. While rental and leasing
contracts are easier to tax as they are traded in the marketplace and therefore the taxable base
is easy to determine, a difference in the GST treatment between owner- occupied housing and
residential rental or leasing will distort consumers choices between buying a renting. Thus,
residential real estate is generally exempt.

The treatment of commercial real estate varies from being exempt, taxable or exempt with the
option to tax.

The treatment of construction services materials also varies in some jurisdictions depending on
what the construction services relate to or the types of materials. This can cause significant
compliance and administrative issues from a definitional perspective.

Leading Practice
The following supplies should be treated as exempt from GST:

¢« Financial services (other than zero-rated financial services);
% Supply by any non-profit body of any donated goods and services:
The supply of residential accommodation by way of lease or otherwise:
i Supply of any fine metal (other than a supply of fine metal that is zero-rated);
i Supply of water and electricity.
Discussion

New Zealand exempts the following supplies;'"?

w  Financial services (other than zero-rated financial services):

= Supply by any non-profit body of any donated goods and services;

= The supply of residential accommodation by way of lease or otherwise: and
w  Supply of any fine metal (other than a supply of fine metal that is zero-rated).

Singapore exempits the following supplies:'"?

w  Financial services:
s Investment precious metals; and

Residential property.

" Alan A, Tait, Value Added Tax - Internations! Practice and Problems, International Monetary Fund, 1988, p. 1.
"2 Naw Zealand GST Act § 14.
"3 Singapore GST Act § 22, Fouth SCh, Part 1.




The IMF Model Law exempts the following supplies:'™

B

i

Financial services,

Prescription drugs and medical services;
Education services,

Accommodation in a dwelling; and

Supply of goods or services by the State or not for profit where the consideration for the
goods and services is nominal in amount or not intended to recover the cost of such
goods or services.

Ireland has an extensive list of exemptions that include the following:''®

-]

|

Financial services;
Welfare;

Insurance,

Education and training;
Betting and lotteries;
Medical Services;
Postal services; and

Letting of immovable property.

At the time of drafting, the Malaysian regulations governing exemptions were only available in
the local language.

To facilitate the implementation of a leading practice GST system with a broad base and limited
exemptions, leading practice would be to exempt the following services:

]

i

Financial services (other than zero-rated financial services) — as discussed above, the
exemption should be limited to financial services that are not based on a specific fees or
commission;

Supply by any non-profit body of any donated goods and services - because these goods
or services likely contain an imbedded GST cost;

The supply of residential accommeodation by way of lease or otherwise; and

Supply of any fine metal {other than a supply of fine metal that is zero-rated) - investment
metals are generally considered a form a financial services.

The treatment of water and electricity is a special case in Puerto Rico. The pre-tax cost of both
of these commodities is already extremely high and subjecting them to an additional GST tax
would impose unacceptable additional costs on consumers. As such, a full taxation model may

14 |MF Modal Law, § 16, SCh. 1.
18 frigh VAT Act, schedula 1.




not be appropriate in Puerto Rico in respect of these sectors. As both are supplied by government
authorities and are not in competition with the private sector, such an approach is manageable.

Regressivity issues associated with a GST in respect of basic food items, healthcare, and
education for consideration should be dealt with via transfer payments. We refer to Appendix E
for the policy discussion around the implementation of multiple rates or exemptions in a GST
regime, why a broad based system is preferred, and exemptions relating to basic food items,
education, and health care should be avoided.

3.C Registration

3.C.1 Registration
Overview of Concept

GST registration is similar to the current requirement for merchants to register in the Merchants’
Registry.""® Many jurisdictions set a monetary annual gross receipts threshold, whereby
businesses that fall under this threshold do not need to register for GST. This not only means
that those businesses are relieved from the obligation to collect and remit GST to the government
but those businesses are also unable to claim credits for GST incurred on their business inputs.

The registration threshold will affect the revenue base of the tax (i.e., a higher registration
threshold will result in fewer registered taxpayers).

GST registration thresholds vary widely from jurisdiction to jurisdiction. Thresholds vary partly as
a reflection of the economic structure of a country. Some countries have a comparatively greater
number of small businesses involving one person or one family than other countries. These small
businesses or self-employed individuals will contribute little to the collection of GST. It is also
administratively difficult—and therefore expensive—to collect tax from such people.'"” Further,
GST compliance costs tend to be regressive (i.e., small businesses tend to spend proportionally
more on compliance than larger businesses). The setting of a high threshold mitigates some of
these issues.

Another advantage of setting a higher threshold, particularly at the introduction of the tax, is that
there is less of a strain put on limited administrative resources during a time when there is limited
taxpayer knowledge of the tax.

Overall, the main reason for excluding small businesses by setting a registration threshold is that
the costs of tax administration and taxpayer compliance are disproportionate to the GST revenues
generated from the activity of those businesses. The level of the threshold is generally a trade-
off between minimizing compliance and administration costs and losing GST revenue.'®

Setting the registration threshold is an important decision. The first VAT in Ghana failed, in part,
due to the registration threshold being set too low. The second, and successful, implementation
VAT in Ghana, avoided this problem by setting a higher threshold for the retail sector. In 1999 the

MEPRIAC § 4060.01.
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threshold registration rate for the VAT was 200 million cedi ($80,000), up from 25 million cedi
($15,000} in 1995,1®

Some countries have different registration thresholds for suppliers of goods and suppliers of
services {e.g., France) and many others allow voluntary registration for businesses falling below
the registration threshold. Further some jurisdictions have different registration thresholds for
residents versus non-residents. '

In summary, the advantages of adopting a low registration threshold includes:
No artificial discrimination between taxpayers based on a threshold level;

= It enables to collect revenues at full potential; and
w  There is no possibility to avoid taxation by artificially splitting of businesses.

However, as noted, this can give rise to a higher compliance burden on small businesses when
introducing a new tax and a higher compliance cost for small businesses and tax administration
that is disproportionate to the GST revenues.

The advantages of allowing voluntary registration for businesses falling below the registration
threshold include:
= Enabling small businesses to recover GST on their inputs, potentially allowing them to
become more competitive by reducing the price point of their goods or services without
affecting their profit margin;

= Small businesses exporting goods will be able to recover GST on their inputs ensuring
there is no embedded GST cascading through the system and indirectly imposed on
foreign customers; and

= It can help avoid any distortionary effects arising from businesses operating just below
the threshold,'®

However, a voluntary registration program is not without its challenges. It can result in an
increased burden on the tax administration arising from a higher number of registered taxpayer
to manage and give rise to uncertainty in respect of the potential number of voluntary registrants
on implementation, thus making resource planning difficult.

Leading Practice

During the implementation stage, a relatively high registration threshold should be set to limit the
number of GST registered businesses to a manageable number. There is anecdotal evidence that
upon the implementation of the IVU in Puerto Rico, the number of taxpayers that would register
was grossly underestimated, which put a significant strain on Hacienda. A high registration
threshold would help avoid this issue.

18 /ntroducing a valus added tax: lassons from Ghang, Tha World Bank, PREM Notes - Public Sector, December 2001 Number &1,
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The registration threshold should be gradually reduced, as required over the two years following
the implementation of the GST to the optimal level for Puerto Rico. This would enable a gradual
implementation of GST and ensure that businesses and consumers get progressively used to the
new tax.

Voluntary registration should be permitted and anti-avoidance provisions should be introduced to
avoid artificial splitting of businesses to avoid GST registration obligations. Safeguards should be
put in place to ensure those taxable persons voluntarily registering for GST are carrying on bona
fide taxable activities. A requirement, similar to Singapore's, that if a business voluntarily registers
it must remain registered for a certain period, may help deter frivolous registrations.

There should be no difference in the threshold level between suppliers of goods or services to
promote simplicity and there should be no different in treatment between resident and non-
resident taxpayers to promote neutrality.

Finally, the registration threshold calculation should exclude exempt supplies.

Discussion

New Zealand requires any person carrying on a taxable activity to register for GST at the end of
any month where the total value of their supplies made in New Zealand exceeds NZ$60,000 in
that month and the previous 11 months or is expected to exceed that amount in the next 11
months.'?' Exceptions are provided where there is no expectation that the supplies will exceed
that amount in the following 12 months or where the exceeding of the threshold was due to the
ending or substantial reduction in size of the taxable activity, or the replacement of any plant or
capital asset.

Where a person does become liable, that person is required to apply for registration within 21
days.

Voluntary registration is possible where a person is carrying on, or intends to carry on, a taxable
activity but has not breached the registration threshold and any person purporting to charge tax
on a supply is also deemed to be a registered person.

New Zealand also allows the registration of non-residents where that person would be eligible to
register if carrying on its business in New Zealand for the purposes of input tax recovery. 22

Singapore takes a similar approach to New Zealand but refers to quarters rather than months and
the annual threshold is SG$1 million. Singapore also includes a provision that prevents the
artificial splitting of taxable activities such that a taxable person falls below the registration
threshold.

' Maw Fealand GST Act, § 61,
122 Mew Zealand GST Act § 548,




Where a person becomes liable to be registered in Singapore, that person is required to apply for
registration within 30 days.

As with New Zealand, a person can voluntarily register for GST in Singapore. However, where a
person voluntarily registers for GST in Singapore, that person must remain registered for at least
two years,

Malaysia is similar to Singapore and New Zealand.'®® However, imported services are excluded
from the turnover threshold calculation. The registration threshold is RM500,000 and where a
person becomes liable to be registered in Malaysia, the person must apply for registration within
28 days. Voluntary registration is also permissible. Malaysia also contains a rule to prevent the
artificial splitting of businesses to avoid breaching the turnover threshold.

The IMF is also similar. However, the law includes specific rules for auctioneers, promoters of
public entertainment and the display of registration certificates.'?*

Ireland is similar. However a different threshold applies for those businesses supplying goods as
opposed to services (EUR75,000 and EUR37,500 respectively) and there is no threshold for non-
residents making supplies in Ireland.

The threshold calculation in all cases excludes exempt supplies. Jurisdictions achieve this
through various mechanisms (e.g., excluding exempt supplies from the definition of taxable
activity or using the term taxable supplies for calculating the registration threshold).

In most cases, the value of imported services is included in the calculation of the registration
threshold. However, Malaysia requires businesses to account for imported services even where
businesses are not registered, while most other jurisdictions only require registered businesses
to account for the reverse charge on imported services.

3.C.2 Cessation of requirement to be registered and cancellation of registration
Overview of Concept

It is important to determine when a taxable person ceases to be required to be registered and
the consequences of that deregistration.

Leading Practice

Deregistration should be permitted where the tax authority is satisfied that the taxable person’s
value of taxable supplies is, or is not expected to exceed the turnover threshold, or where the
taxable person ceases carrying on a taxable activity.

Rules should be included to deem goods on hand at the time of registration to be supplied and
GST should be accounted on the lesser of cost or open market value of those assets.

123 Malaysia GST Act, §3 1910 24,
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Retrospective deregistration should be provided for where a person has been registered in error.
Discussion

New Zealand deems a person to cease being liable to be registered where at any time the
Commissioner is satisfied that the value of that persons taxable supplies in the next 12 months
will be below the registration threshold. A person that satisfies this requirement may cancel the
registration effective on the last day of the taxable period in which the Commissioner was
satisfied,®

A person that ceases carrying on all taxable activities must notify the commissioner within 21
days.

The commissioner may also cancel the registration where he is satisfied that the person is not
carrying on a taxable activity.

The Singapore, Malaysian and IMF cancellation rules are similar to New Zealand's. However, for
Singapore and Malaysia the notification period is 30 days rather than 21 days.

A key aspect of deregistration applicable to all jurisdictions is that the assets on hand upon
deregistration are deermed to be supplied at the time of deregistration. Jurisdictions often include
this rule in the definition of supply (with associated valuation and time of supply rules). The
valuation rules can require the deemed supply to be accounted for on the lesser of open market
value or the original cost of the asset or simply the open market value.

Ireland has similar deregistration rules,”® but, it does not deem goods on hand at deregistration
to be supplied. Instead it requires an adjustment to the previous input tax claimed. Such a
provision is more complex to administer than the deemed supply rules adopted by the other
jurisdictions. As such, deregistration rules similar to New Zealand, Singapore, Malaysia and the
IMF constitute leading practice.

3.D Calculation of Tax Payable, Tax Periods, and Tax Returns

3.D.1 Taxable periods
Overview of Concept

The taxable period is the period of time in respect of which a return is required to be filed to
report the tax position of a taxable person. Consequently, the taxable period is closely related the
payment and refund of GST. The length of the taxable period is generally a policy decision that
needs to be made taking into account administration and compliance burdens and cash flow
issues. The approach of jurisdictions varies from monthly, bi-monthly, quarterly, or annual taxable
periods.

126 New Zealand GST Law § 52,
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Leading Practice
The taxable period provision should be drafted to include the following:

The taxable period for taxable persons whose taxable supplies over a consecutive 12
months period are equal or above a certain dollar value threshold shall be the calendar
month.

» The taxable period for taxable persons whose taxable supplies over a consecutive 12
months period are below the dollar value threshold shall be the calendar quarter.

« Taxable persons subject to the calendar quarter taxable period should be allowed to apply
for authorization to use the calendar month as taxable period.

Discussion

New Zealand allows monthly, twa-monthly, and six monthly periods. The 2-month period is the
standard taxable period.'?” A taxable person may apply for the six monthly period where, in a 12-
month period, the taxable person makes (or is likely to make) taxable supplies of less than NZD
500,000.'2A person whose taxable supplies are (or are likely to be) more than NZD24 million in
a 12-month period must adopt a monthly taxable period.'*In all other cases, a person can choose
between a monthly or bi-monthly taxable period. A person’s taxable periods must align with their
balance date for income tax purposes. The period will usually end at the end of the relevant
calendar month.

Singapore requires the filing of GST returns every month, quarter, or half a year, or any frequency
approved by the tax authority.'™ The default filing frequency is quarterly. Taxable persons are
assigned prescribed accounting periods according to their financial year-end at the point of GST
registration. Taxable persons may request a change in their filing frequency. However, filing of a
return every half a year is available only to taxable persons whose annual value of taxable supplies
is less than SGD1 million on a retrospective or prospective basis.

Malaysia allows two taxable periods: monthly and quarterly. ™ The monthly taxable period applies
to taxable persons whose taxable supplies in a 12-month period are MYR 5 million or more.
Taxable persons with annual taxable supplies of less than MYR & million are subject to the
quarterly taxable period but can request to file monthly returns.

In the IMF Model Law, the taxable period is the calendar month, but the Minister may by
regulations authorize different tax periods for specific types of taxable persons.'#

Ireland has a two-monthly filing frequency, but smaller taxable persons may apply to adopta four-
monthly filing period where their annual liability is between EUR3,001 and EUR14,400. If a
taxable person's annual liability is below EUR3,000, a taxable person can apply to file on a six-

127 Naw Zealand GST Act, § 16(1).

126 New Zealand GST Act, § 16(2).
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monthly basis.'® A key difference between Ireland and the other comparable jurisdictions is that
the thresholds for filing frequency focus on GST liability rather than gross receipts.

In order to ensure the efficiency and effectiveness of the GST, the taxable period should be short.
A common approach is to use a calendar month taxable period. The monthly taxable period is
also used under the current sales and use tax regime and will thus not result in a change for
businesses,'* However, because a shorter taxable period could increase the administrative
burden on small businesses compared to revenues collected it is advisable to allow smaller
taxable persons to adopt longer taxable periods such as two-monthly or calendar quarter.

The difference between taxable persons subject to the monthly and quarterly taxable period
should be determined based on the value of taxable supplies made over a 12 months period.
Consequently, the monthly taxable period would apply to taxable persons who estimate that over
the next 12 months their taxable supplies will be above a certain dollar value threshold. The
quarterly taxable period would thus apply to those taxable persons with taxable supplies below
the threshold. In addition, taxable persons subject to the quarterly taxable period should be
allowed to file a request to the Commissioner to be allowed to be subject to the monthly taxable
period.,

An alternative option to alleviate cash flow burdens on the tax administration would be to adopt
a similar approach as Ireland, basing the taxable period on net VAT liability, but making the longer
taxable periods mandatory rather than optional for those taxable persons frequently in a refund
position. Such an approach is not leading practice and can result in significant cash flow burdens
on taxpayers such as exporters,

3.D.2 Filing of returns and payment of the tax
Overview of Concept

Under a GST, taxable persons are required to provide information to the tax authority at regular
intervals. The information is provided through the filing of a “GST return.” The GST law or
regulations should precisely describe what information taxable persons must provide and the
deadline for filing GST retumns. In addition, GST laws generally prescribe when payment of the
tax is due.

The main consideration relates to providing sufficient time following the end of the taxable period
to gather the required information and calculate the GST liability.

Leading Practice
The filing of returns and payment of tax provision should be drafted to include the following:

Every taxable person should be required to file a GST return and pay any GST by the 28th
of the month following the end of the taxable period.

' |righ VAT Act, & 76 and 77.
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GST return should be submitted electronically.

The provision or regulation should also set out what information is required to be included in the
GST return.

Discussion

New Zealand requires taxable persons to file their GST returns on or before the 28th day of the
month following the end of the taxable period unless the month following the end of the taxable
period is December, in which case the deadline is January 15, or April, for which the deadline is
May 7. This is to provide the taxable person with extra time given the December holidays and
the March end of financial year obligations. The tax authority has the discretion to change the
due date for the return for non-profits and in special circumstances.'® GST returns can either be
filed in paper or electronic format.

In Singapore, returns (and payments) are due within one month of the end of the prescribed
accounting periods; e.g., for the prescribed accounting period from January to March, ending on
March 31, the filing (and payment) due date is April 30, The due date for the prescribed
accounting period from April to June, ending on June 30, is July 31, and so on." Returns must
be filed electronically'®.

In Malaysia, every return for each taxable period is required to be submitted to the tax authority
no later than the last day of the month following the end of the taxable period.' Electronic filing
is encouraged but not mandatory.

In the IMF Model Law, taxable persons are required to file a tax return for each tax period with
the Commission within 21 days after the end of the period, whether or not tax is payable in
respect of that period." The return should be filed in the manner prescribed by the
Commissioner.

Ireland requires a return to be filed within 19 days of the end of the taxable period.'"

In all jurisdictions, the deadline for payment of VAT/GST is the same as the deadline for the filing
of the return. All jurisdictions reviewed, other than Ireland, have a deadline close to, or at, the
end of the month following the end of the taxable period.

3.D.3 Accounting Basis
Overview of Concept

GST laws generally have two distinct methods of accounting: accruals {or invoice) and cash (or
payments) accounting. Most jurisdictions adopt the accrual basis of accounting. Any supplies in

18 Maw Zealand GST Act, § 16,

128 Maw Zealand GST Act, § 16(3).

¥ Singapore GST Act, § 4101) and GST Regulations, requlation 52,
138 Sinpapora GST Act, § 42 and GST Regulations, regulation 53
190 Malaysia GST Law, § 41(4).

0 |MF Model Law, art, 24{1}.

141 |righ VAT Acts 76.

Sy



respect of which the time of supply has been triggered within the taxable should be included in
the tax return, irrespective of payment. Cash accounting, or payments basis accounting, requires
only those supplies in respect of which payments have been made or received within the taxable
period to be accounted for in the tax return. In addition, because GST is only accountsd for when
payment is received, there is no need for a bad debt relief mechanism (see section 3.D.7).
However, the cash accounting system delays the moment when GST is creditable to the time
when vendors are paid.

Leading Practice

The accounting basis provision should be drafted to include the following:

= All taxable persons must account for GST according to the accrual basis.

Taxable persons whose taxable supplies over a consecutive 12 months period are below
a certain dollar value threshold may opt to account for GST under a cash basis.

Discussion

The NZ GST Act provides three types of accounting methods: the invoice (or accruals) basis, the
payments lor cash} basis, and the hybrid basis.' The invoice basis is the default method.

The payments basis is mandatory for non-residents who are registered solely for the recovery of
input tax, and resident non-profit entities. Any other taxable person that makes taxable supplies
of NZD 2 million or less within any 12 month period may request to be on a payments basis.'?

New Zealand also has a hybrid basis (essentially a combination of payments and invoice basis)
where, the registered person must account for output tax on an invoice basis, but claim input tax
credits for purchases and expenses using the payments basis.

Singapore requires all taxable persons to account for output and input tax in line with the time of
supply rules (accruals basis). In addition, taxable persons whose annual taxable supplies do not
exceed SGD 1 million can opt to account for VAT on a cash basis, ™

The Malaysian GST Act also requires all taxable persons to account for GST on an accrual basis. 95
However, the Director General may, upon application in writing and subjsct to the prescribed
conditions, approve the registered person to account for the tax on a payment basis.

The IMF Model Law does not contain any specific provision regarding the accounting basis.
Therefore, output and input VAT must be accounted in line with the time of supply rules,

2 Naw Zealand GST Act, § 19,

43 New Zealand GST Act, § 194,

' Singapore GST Act, & 41 and G5T Regulations, regulation 87 1o 76,
8 Malaysia VAT Act, § 3701).




Ireland is similar to the above jurisdictions in that the accrual basis is the default accounting basis
and payments basis is permitted if the taxable makes supplies less than EUR 1 million or it makes
90% or more of its supplies to non-registered persons,'*

Leading practice is to have the accrual basis of accounting as the default accounting basis and to
provide an option for cash accounting where a taxable person’s turnover is less than a specified
threshold.

3.D.4 Calculation of Tax Payable
Overview of Concept

GST payable for a particular taxable period should correspond to the output tax attributable to a
taxable period less any input tax attributable to a taxable period, consistent with the accounting
basis adopted by the taxable person. Including a provision relating to the calculation of tax payable
provides clear guidance to the tax authority and taxable persons on how the tax liability or refund
should be computed for any given tax return.

Leading Practice
The calculation of tax payable provision should be drafted to include the following:

Tax payable for a taxable period by a taxable person under the GST law amounts to any
output tax attributable to the taxable period less any input tax attributable to the taxable
period, subject to the specific input tax deduction rules.

Where during a taxable period the amount of deductible input tax exceeds the attributable
amount of output tax, the excess input tax amount shall be refunded to the taxable person
in accordance with the refund of excess tax rules.

This section should also state in which periods output tax and input tax are attributable.
Discussion

The New Zealand GST Act includes a tax calculation section that determines how the tax payable
or refund for a particular taxable period should be calculated.

The section states that the amount of tax payable corresponds to the amount of output tax
accounted for in the taxable period less the amount of input tax deductible in the taxable period.
Further, where the amount of input attributable to the period exceeds the amount of output
attributable to the period, the amount is required to be refunded by the Commissioner.

New Zealand also includes input tax deductibility rules within this section. These are analyzed
separately in section 3.0.5 below.

M5 |righ VAT Act, § B0,
W Naw Zealand GST Act, § 20(1).



Ireland adopts a similar approach to New Zealand. 4

Singapore takes a similar approach but includes the input tax deductibility rules in a separate
section.'*® However, the tax calculation provision also details the apportionment and adjustment
rules, ™ while in New Zealand these are addressed under a separate section,

Malaysia adopts a slightly different approach to the other jurisdictions. While it also has a single
provision governing the computation of the tax position of the taxable person similar to
Singapore, ™ it has separate provisions addressing what input tax may be deducted. Unlike
Singapore and similar to New Zealand, the adjustment and apportionment rules are dealt with in
a separate provision. In addition, Malaysia includes specific refund rules under this provision that
govern when a refund is paid or when a refund should be carried forward or applied for another
purpose.

For simplicity, leading practice would be to adopt an approach similar to the IMF, ™ which
effectively is a combination of the approaches from all of the comparable jurisdictions. This
includes having separate provisions for:

The calculation of the tax liability;

The input tax deductibility rules;

The apportionment and adjustment rules: and

The refund rules.
The separate provisions relating to input tax deductibility, apportionment and adjustments, refund
rules are addressed below.
3.D.5 Input Tax Deductions/Credit Rules

Overview of Concept

Input tax is generally defined as any GST paid to a supplier. In principle, any input tax incurred by
a taxable person should be deductible or creditable against any output tax liability provided the
supplies are used in a taxable activity carried on by the taxable person, This deductibility feature
of a GST facilitates the staged collection process of a GST while ensuring GST does not become
an absolute cost to businesses and shifting the economic burden of the tax onto the consumer.

Specific rules are required to ensure the correct amount of input tax is deductible by a taxable
person.

"6 rish VAT Act, § 58(2).

148 Singapore GST Act, § 19,
1% Singepore GST Act, § 19(4).
¥ Malaysia GST Act, § 38,

82 IMF Model Law, § 26.




Leading Practice
The input tax deductions/credit rules should be drafted to include the following:

s A taxable person should be allowed to deduct:

o the total amount of input tax incurred on taxable supplies paid during a taxable
period;

o the total amount of input tax paid on imports of goods during a taxable period;

o any amount allowed as additional input tax deduction under the adjustment,
apportionment and bad debt rules;

o Less any amount that is deemed output tax under the adjustment and
apportionment rules.

#  Input tax should only be deductible if the goods and services purchased are used by the
taxable person for making taxable supplies or supplies that would be taxable if made in
Puerto Rico.

# Deemed input tax credits for certain industries such as secondhand goods dealers and
certain insurance company payouts.

Input tax credits for goods and services acquired by government entities.

« Input tax credits for goods and services acquired by non-profit bodies for activities other
than those related to exempt supplies.

e Input tax should only be deductible provided that the taxable person holds a valid tax
invoice, credit, debit note, or import document.

To promote a broad based, neutral GST system there should be no categories of goods or
services in respect of which input tax recovery is denied.

Discussion

New Zealand defines "input tax” as GST imposed on goods and services acquired by a person
under the GST Act, GST imposed at import, and a tax fraction of the purchase price of second
hand goods.'®?

In general, input tax can be deducted only to the extent to which the goods or services acquired
are used for, or available for use in making taxable supplies,’™ which is determined at the time
of acquisition. In addition to this general rule, New Zealand provides a number of specific rules
for input tax deductions, including the foliowing:

Tax invoice, debit or credit note must be held {unless certain exceptions apply);

w Timing of input tax credits in respect of output tax accounted for under the reverse charge
regime;

@ Import GST;

185 W Zaaland GST Act, § 3A01).
184 Maw Zaaland GST Act, & 20i3C).




# Input tax credits for goods and services acquired by charities;
insurance payments:
Amounts calculated under the adjustment and apportionment rules;
»  Bad debts; and
Non-resident recovery.

In addition, input tax incurred in relation to entertainment expenses is only deductible to the
extent permitted under the income tax law.

Singapore takes a more prescriptive approach, defining input tax more narrowly than most other
jurisdictions. The definition of “input tax” does not include input tax incurred on supplies of goods
or services to a taxable person and importations of goods by a taxable person, where the goods
or services are not used or not to be used partly for the purposes of his business."™ Further,
rather than having a general rule that input tax is deductible to the extent the good or service are
used in the taxable person’s taxable activity, the GST Act states that taxable persons are entitled
to credit input tax at the end of a prescribed accounting period to the extent that the input tax is
attributable to the following supplies made or to be made by the taxable person in course of
business:

®  taxable supplies;
w  supplies outside Singapore that would have been taxable supplies if made in Singapore;
#  supplies of goods made while the goods are under customs control: and

= supplies made for which no output tax is chargeable under the various schemes in the
GST Act.'56

Input tax deduction is disallowed for GST paid on any of the following expenses: club subscription
fees, medical and accident insurance premiums, medical expenses, family benefits, and any
transaction involving betting, sweepstakes, lotteries, fruit machines, or games of chance. '

The tax authority may require that any claim for input tax credit to be supported by a tax invoice
or import permit.'#®

Under the Malaysian GST Act, a taxable person is allowed to deduct input tax for GST incurred in
the course of making taxable supplies and supplies made outside Malaysia, which would have
been taxable if made in Malaysia.'™ In addition, for importation of goods, only GST which has
actually been paid on importation can be claimed.

Input tax is only deductible where the following conditions are met:
#  the claimant is a taxable person;

#  the goods or services are acquired for business purpose;

1% Singapore GST Act, § 18(4).

'8 Singapore GST Act, § 20.

'8 Singapore GST Ragulations, regulation 26.
'# Singapore GST Regulations, regulation 61,
'8 Malaysia GST Act, § 38,




i the goods are acquired for the purpose of making taxable supplies;
there must be a valid tax invoice;
the invoice is issued under the name of the claimant, and

the goods and services acquired are not subject to any input tax restrictions. 160

The GST Act denies an input tax deduction for GST incurred on certain types of expenses such
as private motorcars and certain employee benefits. '’

The IMF Model Law allows a taxable person to deduct input tax payable in respect of taxable
supplies made to the person during the taxable period, and paid in respect on any import of goods
by the person during the tax period, where the supply or import is for use in a taxable activity
carried on by the person,'®

The IMF law also clearly indicates that a taxable person is allowed an input tax deduction relating
to input tax allocation and bad debts, and specific situations such as gambling and vouchers,'®

An input tax deduction is only granted if the taxable person holds a tax invoice, tax debit or tax
credit note, or a bill of entry for customs purposes.'® However, the Commissioner may allow
input tax deduction where an invoice is missing if the Commissioner is satisfied that (1) the
taxable person took all reasonable steps to acquire a tax invoice, (2) the failure to acquire a tax
invoice was not the fault of the taxable person, and (3) the input tax amount is correct.'®®

Taxable persons are not allowed to deduct input tax incurred in relation to the following
purchases: passenger vehicles, entertainment, and fees or subscriptions paid for
memberships,'®

Ireland adopts a similar approach. However, Ireland has more restrictions in terms of what cannot
be claimed as an input tax deduction, including:

Limited deduction on purchase or hire of motor cars;
s Any business entertainment;
w  Accommodation {except for qualifying hotel conferences);
w  Food and drink;
«  Petrol (VAT on diesel is claimable};
= Employee personal services (e.g., dry cleaning).'®

Because input tax deduction is the cornerstone of any neutral, efficient, and fair GST law, special
attention should be paid to the drafting of the input tax deduction/credit rules.

50 palaysia, GST Guidae for Input Tax Credit, at 33,
1 Malayszia, GST Guide for Input Tax Cradit, at 11.
8 [MF Model Law,§ 27{1)al.

8 |MF Modal Law,§ 2710

1B IMF Model Law, § 27{2),

168 |WF Model Law, § 27(3).

168 [MF Model Lawe, § 28(2).

"7 Irish VAT Act, §§ 69 -62.




All the comparable jurisdictions adopt a similar approach whereby input tax should be deductible
on any input tax incurred or paid on imports that are used by the taxable person to carry out
taxable supplies. Differences arise in respect of specific disallowances or specific deeming rules
for claiming input tax credits (e.g., an insurance payout in New Zealand, the acquisition of
secondhand goods, or goods and services acquired by charities).

The commonly adopted approach will ensure that input tax paid on private consumption is not
deductible by the taxable person. As goods may be acquired either for business or private or use,
it is advisable to address such situations under the adjustment and apportionment rules (see
section 3.D.6).

Only input tax incurred during the taxable period should be recoverable under this provision. A
specific provision under the adjustment and apportionment rules should address the case where
a taxable person does not report input tax in the correct taxable period (see section 3.D.6). For
clarity purposes, the input tax deduction provision should also clearly state that input tax
calculated based on the adjustment and apportionment rules and the bad debt rules is also
recoverable, but any output tax adjustment under the adjustment and apportionment rules should
also be taken into consideration.

In order to prevent fraud, the provision should also state that input tax is only deductible provided
that the taxable person holds a valid tax invoice, credit note, debit note or import document (see
section 3.D.9).

Other than New Zealand, most of the comparable jurisdictions deny an input tax deduction for
certain specific goods and services. Such an approach goes against the principles of neutrality,
efficiency, and fairness as generally all expenses incurred by a taxable person for the purposes
of the business should be considered creditable. As such, leading practice should be an approach
similar to the New Zealand approach.

In Puerto Rico, to maintain the simplicity of the operation of the GST, supplies made to
government bodies should be treated in the same manner as any other supply (i.e., subject to
GST). However, in order to ensure that the GST does not impact the budget of a government
body, such government bodies should be entitled to input tax credits in relation to their
acquisitions regardless of their activity.

3.D.6 Adjustment and Apportionment Rules
Overview of Concept

The rules for allowing input tax deduction present few difficulties for taxable persons making
exclusively taxable supplies. However, the GST law should address two issues. First, the GST
law must address the situation where a taxable person makes both taxable and exempt supplies.
Second, the GST law must address private or non-business use of goods and services.

Apportionment rules

Given that the premise for input tax recovery is that the taxable person uses the goods and
services purchased to carry out taxable supplies, taxable persons making both taxable and
exempt supplies should be entitled to a partial recovery of input tax to the extent the goods and
services are applied to the taxable part of the taxable person’s business. Consequently, the GST
law must limit the right to deduct input tax to the extent the goods and services are applied to
the making of exempt supplies.




This requires a careful review of the total input tax paid by a taxable person to apportion the input
tax into three categories:

Hr

[

Input tax exclusively incurred for making taxable supplies (fully recoverable);
Input tax incurred for making exclusively exempt supplies (non-recoverable); and

Input tax incurred for making both taxable and exempt supplies (partially recoverabie).

The apportionment rules address the third category.

Adjustment rules

In addition to apportionment, adjustment rules are used to address situations such as follows:

#

Goods and services acquired for use in the taxable activity but subsequently used for a
non-business purpose,;

Goods acquired for a non-business purpose but subsequently used in a taxable activity;
and

Post sales adjustments to the purchase price, including discounts.

Leading Practice

The apportionment rules should be drafted to include the following:

4]

Where a taxable person carries out taxable and exempt supplies, input tax should be
deductible as follows:
o Input tax incurred exclusively to carry out taxable supplies should be fully
deductible;
o Input tax incurred exclusively to carry out exempt supplies should not be
deductible; and
o Any residual input tax should be deductible based on the following formula:

residual input tax deductible = residual input tax * total taxable supplies (excluding
GST) during taxable period / total supplies (excluding GST) during taxable period.

The above rule should not apply where exempt supplies do not exceed a specified dollar
value threshold in a month and a certain percentage threshold of the total value of total
supplies made in that period.

Supplies considered as incidental financial supplies should not be subject to the above
rules.

Where a taxable person is in the business of carrying out exempt supplies the incidental
financial supplies rule should not apply.

The adjustment rules should be drafted to include the following:

Where the use of goods and services of a certain dollar value threshold changes within a
certain timeframe after the end of the taxable period, the taxable person is required to
make the following adjustments:




o Any over-deducted input tax should be accounted for as output tax in the tax return
for the taxable period in which the change of use takes place.

o Any short claimed input tax should be accounted for as additional input tax in the
tax return for the taxable period in which the change of use takes place.

# An adjustment should not be required where the change of use of the goods and services
purchased is below a certain percentage threshold.

No adjustment should be required where the goods or services are lost or unintentionally
destroyed.

= Where a registered person issues a credit note in accordance with the tax invoice, tax
credit note, and tax debit note rules, the additional tax specified in the tax credit note is
deemed to be output tax for the registered recipient of the credit note and additional input
tax for the supplier.

Where a registered person issues a debit note in accordance with the tax invoice, tax
credit note, and tax debit note rules, the additional tax specified in the tax debit note is
deemed to be input tax for the registered recipient of the debit note and additional output
tax for the supplier.

In addition, the adjustment rule should also address the situation where a taxable person does
not report input tax in the correct taxable period.

Discussion
Apportionment rules

New Zealand applies a minimum threshold for apportionment where goods and services are
acquired for both the making of taxable and exempt supplies.'®Under this provision, registered
persons are not required to apportion a deduction for input tax if in an "adjustment period”
{generally a 12-month period) they make both taxable and exempt supplies and have reasonable
grounds to believe that the total value of their exempt supplies will not be more than the lesser
of: NZD 80,000; and 5% of the total consideration for all their taxable and exempt supplies for
the adjustment period. Above this threshold, apportionment is required, and is calculated by
multiplying the full input tax deduction by the percentage intended use.'®

"Percentage intended use” for a registered person, means the extent to which the goods or
services are intended to be used by the person for making taxable supplies, estimated at the
time of acquisition and expressed as a percentage of total use.'™ According to the New Zealand
tax authority, the method for determining the extent of intended taxable use will largely depend
on the nature of the goods and services in question {e.g., for a car the logbook of the previous
car may be used). New Zealand has a number of specific rules relating to such thing as:

e Apportionment for suppliers of financial services; and

8 Maw Zealand GST Act, § 20(30).
V8 Maw Zealand GST Act, § 20(3H).
0 New Zealand GST Act, § 21G(1){b).




Use of certain assets.

Singapore also applies a de minimis rule whereby, it during an accounting period the exempt
supplies do not exceed both an average of SGD 40,000 per month and 5% of taxable and exempt
supplies, no apportionment of input tax is required."”" In addition, the Singapore GST Act provides
that where a taxable person supplies incidental exempt supplies (e.g., deposit of money,
exchange of currency, issue of own shares or debt securities, loan, assignment of trade
derivatives, issue of units, and purchase of bonds) a taxable person is not required to apportion
the input tax incurred.'” This rule does not apply if the taxable person’s main activity involves
these transactions {e.g., financial institution).

Where the foregoing rules cannot be applied, input tax is deductible on supplies and imports that
can be identified as used or to be used exclusively in making taxable supplies. Input tax paid on
supplies and imports used exclusively in making exempt supplies or in carrying on any activity
other than making taxable supplies is not deductible. Any input tax {"residual input tax") used for
both taxable and exempt supplies must be apportioned according to use based on the following
formula:'’®

Residual input tax recoverable = residual input tax * value of taxable supplies / (value of
taxable supplies + value of exempt supplies)

Like New Zealand and Singapore, Malaysia applies a de minimis rule when the total value of
exempt supplies does not exceed an average of RM5,000 per month and does not exceed 5%
of the total value of total supplies made in that period.'”

Similar to Singapore, Malaysia also excludes from any apportionment obligation incidental
financial supplies such as deposit of money, exchange of currency, holding of bonds, transfer of
securities, loan, holding of any unit, and hedging.'”® These supplies will not be considered as
incidental if the taxable person is considered to be in the business of making exempt supplies.
The GST Act provides a list of persons falling in this category (e.g., banks, moneylenders, and
credit card companies).

In Malaysia, where the foregoing rules cannot be applied, input tax on supplies and imports that
can be identified as used or to be used exclusively in making taxable supplies is deductible. Input
tax paid on supplies and imports used exclusively in making exempt supplies or in carrying any
activity other than making taxable supplies is not deductible. Any input tax {"residual input tax")
used for both taxable and exempt supplies must be apportioned according to use based on the
following formula; '™

' Singapora GST Regulations, regulation 28,

172 Singapore GST Regulstions, regulstion 33.

1"5g5 &g, Internal Revenua Authority Singapore, IRAS e-Tax Guide — GST. Partial Exemption and Input Tax Recovery (Dec. 31,
2013

17 Malaysia, GST Gulde for Input Tax Credit, at 21,

175 palaysia, GST Guide for Input Tax Credit. &t 17.

178 Malaysia, GST Guide for Input Tax Credit, at 23.




Residual input tax recoverable = total value of taxable supplies (excluding GST) / total value
of all supplies {excluding GST} * residual input GST

The IMF Model Law also provides for a de minimis rule that applies where the proportion of
taxable supplies of total supplies (including exempt supplies} is more than 90% during the
preceding financial year.'” Unlike Malaysia and Singapore, the IMF Model Law does not address
incidental exempt supplies. Where the de minimis rule does not apply, input tax on supplies and
imports that can be identified as used or to be used exclusively in making taxable supplies is
deductible. Input tax paid on supplies and imports used exclusively in making exempt supplies
or in carrying any activity other than making taxable supplies is not deductible. Any input tax
(“residual input tax") used for both taxable and exempt supplies must be apportioned according
to use based on the following formula: '8

Residual input tax recoverable = total residual input tax * total amount of taxable supplies
made by the taxable person during the preceding financial year / total amount of supplies
made by the taxable person during the preceding financial year

In Ireland, where a taxable person carries out both taxable and exempt transactions, the taxable
person is entitled to deduct a proportion of tax which correctly reflects the extent to which the
goods and services are used for the purposes of that person’s taxable supplies or activities and
has due regard to the range of that person's total supplies and activities. In practice, Ireland allows
the use of any apportionment method to the extent the apportionment correctly reflects the use
to which the goods and services are put and also reflects the range of the taxable person’s
activities."™

In order promote neutrality, fairness, and certainty of the tax, the GST law should contain an
apportionment provision addressing the special case of taxable persons carrying on both taxable
and exempt supplies.

Based on the comparative jurisdictions, it is recommended for simplicity, fairness, and flexibility
purposes that the GST law contains a de minimis provision. Such a provision should relieve the
taxable person from any apportionment obligation where the taxable person only performs a
certain dollar value threshold of exempt supplies and under a certain percentage of exempt
supplies of total supplies. For this purpose the dollar value threshold should be based on a
calendar month and the percentage threshold on a taxable period basis.

Referring to the previous financial year, as does the IMF Model Law, would increase the
complexity of the law and require an end of year adjustment to reflect the reality of the supplies
performed during the current financial year.

The GST law should also provide that incidental financial transactions do not fall within the
apportionment rules. For this purpose, the GST law may include a list of supplies that qualify as

T IMF Modsl Lew, § 28(d).
78 IMF Model Law, & 28{3),
10 Irizh VAT Act, § 61,

|




“incidental.” The GST law should further clarify that where a taxable person is in the business of
carrying out exempt supplies, the incidental financial transactions rule does not apply.

Finally, the GST law should clearly state that, where a taxable person performs taxable and
exempt supplies and the above de minimis rules are not applicable, input tax for the purpose of
carrying out taxable supplies is deductible, but input tax incurred for carrying out exempt supplies
is not deductible. Any residual input tax should be apportioned according to the following formuia:

Residual input tax deductible = residual input tax * taxable supplies during taxable
period/total supplies during taxable period

Adjustment Rules

in New Zealand, after the initial claim of input tax deduction based on the intended use of the
goods or services, a review of the actual use of the asset must be carried out every "adjustment
period” (generally every 12 months).If the value of the goods and services {excluding GST) is
more than NZD 5,000 and the de minimis rule described above did not apply to the acquisition,
then at the end of an adjustment period the registered person must carry out an input tax
adjustment if the "percentage actual use” of the asset differs from the "percentage intended
use” by more than 10 percentage points and the adjustment amounts to more than NZD 1,000. 180

The formula which must be applied in each "adjustment period” for calculating the required input
tax adjustment is as follows: full input tax deduction * percentage difference.'™ If the adjustment
is positive and the asset has actually been used for taxable purposes more than originally
estimated, then adjustment is allowed as an additional input tax deduction. "™If the adjustment is
negative and the asset has actually been used for taxable purposes less than originally estimated,
then the adjustment is a positive amount of output tax.'®

The "first adjustment period” is defined as the period starting on the date of acquisition of the
good or service and ending, at the person’s election, on the person’s first balance date following
the date of acquisition or the person's first balance date that falls at least 12 months after the
date of acquisition.'®After the first adjustment period, each "“subsequent adjustment period” is
the 12-month period following the previous adjustment period."®For goods and services other
than land, adjustments do not have to be made indefinitely. If the value of the goods and services
{exclusive of GST) is:"®

«  between NZD 5,000 and NZD 10,000, there are only two adjustment periods;
between NZD 10,000 and NZD 500,000, there are five adjustment periods; and
w greater than NZD 500,000, there are ten adjustment periods.

15 Maw Zealand GST Act, 21{2),

18 Mew Zealand GST Act, § 21D,

15 Newy Zealand GST Act, § 21D(3).
18 Waw Zealand GST Act, § 21D03).
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185 New Zealand GST Act, § 21623k
188 Waw Zealand GST Act, § 21Gi4)a).




For a supply of land, there is no limit to the number of adjustment pericds. "®A final adjustment
must be calculated upon disposal or deemed disposal of an asset in the course of a taxable
activity, where the original supply of the asset was subject to an input tax apportionment. '8

Similar to New Zealand, in Singapore a taxable person, who has deducted input tax that has been
attributed to taxable supplies because the intended use of the goods or services was for the
making either taxable supplies or both taxable and exempt supplies, is required to adjust his input
tax deduction when he subsequently uses or forms an intention to use the goods or services
concerned to make (a greater proportion of} exempt supplies.'™0n the other hand, the tax
authority must allow a deduction for input tax previously denied to a taxable person if the taxable
person subsequently uses or forms an intention to use the goods or services concerned to make
{a greater proportion of) taxable supplies.'®

Singapore requires partially exempt persons to perform adjustments of their input tax deducted
during a period of five years commencing on the first day of the accounting period in which the
input tax was claimed.""Where the de minimis rule described above, in respect of
apportionment, does not apply in a certain accounting period, but does over the relevant five year
period, taxable persons can deduct the input tax not previously claimed. Conversely, if they pass
the de minimis rule in any prescribed accounting period, but fail the rule at the end of the relevant
five year period, they are required to adjust the input tax previously deducted.

The Malaysian adjustment regulations are not available in English.

The IMF Model Law does not contain a special provision regarding the change of use of goods
and services purchased.

Ireland adopts a similar adjustment regime as New Zealand and Singapore. The differences
between the Irish regime and those regimes are not material, %2

The common theme among the comparable jurisdictions is that, after the initial apportionment,
ongoing adjustments are required based on actual use. The extent and duration of the
adjustments and when those adjustments should be made vary from jurisdiction to jurisdiction.

For a GST to be neutral and fair, the GST law should provide special rules where the use of goods
and services changes following the initial apportionment of input tax credits. However, for
efficiency and simplicity purposes, the rule shouid only apply to goods and services of a certain
dollar value threshold where the use changes within a pre-determined time period.

However, taxable persons should not be required to make any adjustment of the input tax
deducted where the change in use is not above a certain percentage. For simplicity purposes, it

87 Mew Zealand GST Act, § 216(5L

8 Mewy Zaaland GST Act, § 21F,

1% Singapore GST Regulations, reguiation 37,
1#0 Singapore G5ST Regulations, regulation 39.
¥ Singapore GST Regulations, regulation 36,
152 [rish VAT Act, § B4,




is recommended that no adjustment is required where the goods or services subject to the
adjustment provisions are lost or unintentionally destroyed.

The GST law should also address in this section, adjustments resulting due in the issuance of tax
credit notes or tax debit notes. Please refer to section 3.D.9 regarding credit notes and debit
notes.

3.D.7 Bad Debts
Overview of Concept

Given that GST is generally accounted for prior to payment being received under the accrual basis
of accounting, situations frequently occur where GST is paid to the tax authority but payment for
the underlying supply is never received by the taxable person from the recipient of the supply,
giving rise to a bad debt. In such cases, requiring the taxable person to pay the GST on the supply
conflicts with the intended business neutrality of the tax and the principle that GST should be
levied on the consideration for supply.

As such, where a bad debt arises and GST has already been accounted for by the taxable person,
the taxable person should be permitted to claim a credit for the GST to the extent of the non-
payment for the supply.

Leading Practice
The bad debt provision should be drafted to include the following:

Bad debt should be defined as any debt relating to a supply of goods or services that is
not recovered within a certain timeframe from the time of supply or where the customer
has become insolvent.

« The supplier should send a credit note to the customer to inform him that the debt
qualifies as bad debt under the GST law.

Suppliers should be allowed to deduct input tax equal to the GST portion of bad debts
after sending the credit note.

Any amount recovered after the bad debt relief is applied is considered as a taxable supply
and the supplier must account for output tax on the amount recovered.

Discussion

In New Zealand, a supplier is entitled to a deduction from output tax in the case of a bad debt
that the supplier has written off."®The deductible amount is the portion of GST charged on the
supply, calculated from the ratio of the amount written off as a bad debt to the total consideration
for the supply.™If the written-off debt is wholly or partly recovered by the registered person,
that portion of the amount of the deduction which has been claimed, calculated from the ratio of
the amount of the bad debt recovered to the bad debt written off is deemed to be the tax charged

8 New Zealand GST Act, § 20{3H1).
184 New Zealand G5T Act, § 26,
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in relation to a taxable supply made during the taxable period in which the bad debt is wholly or
partly recovered.'®

Singapore allows suppliers who have attempted to collect a GST debt, but are unable to recover
the money after 12 months, to apply for bad debt relief and receive a refund of the GST previously
accounted for and paid provided they took reasonable steps to recover the debts,

In addition, Singapore also has rules that apply to the recipient of the supply. A taxable person |
who fails to pay his supplier the consideration for the supply of any goods or services, and who !
has credited the input tax to which the consideration which he failed to pay relates, is required

to repay such amount to the Comptroller in the prescribed accounting period.'® Should he i.
subsequently make payment to his supplier, the taxable person is allowed to credit the same I
amount of input tax in the prescribed accounting period in which he makes the payment.'®

In Malaysia, the GST portion of the bad debt can be reclaimed provided that the claimant has not
received any payment after 6 months of date of supply or the debtor has become insolvent before
the period of 6 months has elapsed, and the tax authority is satisfied that all reasonable efforts '
have been made by the claimant to recover the debt."® The refund of the GST portion of the bad '
debt is done through an adjustment to the input tax in any taxable period. Any payment recovered .
by the taxable person after the adjustment is deemed to be a taxable supply.'®® ,

Under the IMF Model Law, a taxable person is allowed an input tax deduction for the VAT portion 5
of a bad debt.?® An input tax deduction is only granted for supplies made to non-taxable persons |
or where a credit note has been issued to a taxable person.?®' Any payment recovered by the

taxable person after the adjustment is deemed to be a taxable supply.?%?

Ireland permits a deduction in respect of the VAT on a bad debt when all reasonabile steps to
recover the bad debt have been undertaken but no consideration has been received. 2 Where
a credit for a bad debt is claimed, a credit note must be issued by the supplier.

All comparable jurisdictions provide a relief for bad debts. Differences arise in respect of what
qualifies as a bad debt and the requirement to issue a credit note. All jurisdictions require the i
repayment of any input tax claimed in respect of a bad debt to the extent that the debt is

subsequently recovered. ’

We suggest that the supplier should be allowed to claim an input tax deduction equal to the GST
portion of the bad debt. Should the supplier recover any amount treated as bad debt after J
deducting the input tax, the GST amount relating to the recovered amount should be considered

5 Mew Zealand GST Act, § 26(2).

188 Singapora GST Act, § 18{12),

0 Singapore GST Act, § 19{124).

80 halaysia GST Act, § B8(1). ‘
199 Maleysia GST Act, § 68(3).

MO IMF Law, § 30,

W0 [MF Law, § 30{5). ‘
2 |MF Lawe, § 20(4),

3 |righ VAT Ragulation 10




as output tax. The approach of Ireland and the IMF of issuing a credit note for a bad debt creates
a good paper trail and should be considered leading practice. Further, this will require the
customer to apply the general rules relating to credit notes and thus correct the input tax originally
deducted with no payment having been made (see 3.D.6 and 3.D.9).

3.D.8 Refund of Excess Input Tax
Overview of Concept

As discussed above in section 3.D.4 in respect of the calculation of tax payable, where during a
taxable period the amount of deductible input tax exceeds the attributable output tax, the excess
input tax amount should be refunded to the taxable person in accordance with the refund of
excess tax rules.

Given that GST is intended to be a business neutral tax, taxable persons should be entitled to a
refund of the excess input tax. Thus, provisions that address the refunding of any excess GST
are required.

Providing rules in respect of the refund of GST also promotes certainty for taxable persons.

Leading Practice
The refund provision should be drafted to include the following:

Where during a taxable period the amount of input tax exceeds the amount of output tax,
the excess of input tax should be refunded to the taxable person.

. Payment of the refundable amount should be made by the tax authority within a certain
number of working days after the return was received by the tax authority.

The Secretary should have the power to withhold any refundable amount to offset against
unpaid taxes, any amount under investigation, or where there are outstanding returns.

Discussion

The New Zealand GST Act allows the tax authority to apply any excess of input tax to other tax
debts owed by the registered person.?|f the registered person has no other tax debts and the
Commissioner is satisfied that the amount of the GST refund is correct, then the tax authority
must pay the refund within 15 working days of receiving the registered person’s return where
the registered person is a New Zealand resident.

The Commissioner can withhold any refund where the amount refundable is under investigation
or where there are outstanding returns.

In Singapore, the tax authority must refund any excess input tax within a period equivalent to the
prescribed taxable period after the return to which the payment relates is received by the tax
authority. 2 Consequently, a registered person whose prescribed taxable period is on a quarterly

1 Naw Zealand GST Act, § 46.
= Singapore GST Act, § 19(5); Singapora GST Regulstions, regulation 63,



basis will get a refund within 3 months from the date the return was submitted. In addition, the
tax authority is entitled to hold over the whole or any part of an input tax credit to a subsequent
period.?®®

As with New Zealand, a GST refund may be withheld and applied against other unpaid taxes.

In Malaysia, if the amount of input tax exceeds the amount of output tax in a taxable period, the
balance will be refunded.”” The refund will be made within 14 working days after the return to
which the refund relates is received in the case of online submission and 28 working days after
the return to which the refund relates is received in the case of manual submission, 28 However,
any refundable amount may be held over to be credited to any following or subsequent taxable
period either on the taxable person’s request or on any direction given by the tax authority. 0
The tax authority may also withhold any refund payment to offset unpaid taxes, "

Under the IMF Model Law, excess input tax must first be carried forward and the taxable person
must be in a refund position for three consecutive taxable periods before the taxable person can
claim the refund.?" The refund must be made within 2 months of the claim being made.,

Ireland is similar to the above regimes but requires the filing of a separate refund claim for the
refund to be issued.?"?

Granting a refund of excess tax is considered business friendly and promotes the neutrality and
fairness of the tax. The GST law should thus authorize refunds for taxable persons who are in a
refund position during a given taxable period.

The refund should be paid out within a short timeframe after receipt of the return. This will reduce
any cash flow impact on businesses that are in regular refund position. The taxable person should
not be required to file a separate claim for the issuance of the refund in order to promote
simplicity and efficiency. However, the tax authority should have the power to retain a refund
where an investigation or audit is commenced or where the taxable person has outstanding
returns. Further, where a taxable person has other tax debts, the refund should first be applied
in satisfaction of those debts prior to issuance,

3.D.9 Tax Invoices, Credit Notes, and Debit Notes
Overview of Concept

A tax invoice is a document issued by a taxable person who makes a taxable supply that records
the details of the supply and the amount of GST charged.

8 Cingapore GST Act, § 19(6).

7 Malaysia GST Act, § 38(3).

¥ Malaysia, GST Guide for Input Tex Credit, at 37,
0 palaysia GST Act, § 38(4).

0 hdalaysla GST Act, § 45.

1 MF Model VAT Law of New Vatopia, art. 45.
7 Irish VAT law, regulation 36.




Credit notes and debit notes are documents that evidence the adjustment of the value of a
previously made supply following the issuance of a tax invoice.

In an invoice-based GST system, these documents create a valuable audit trail for enforcement
purposes. Further, without holding a valid tax invoice, purchasers are generally unable to claim
credits for any input tax incurred on their expenses. This provides a valuable control within the
supply chain, creating an element of self enforcement.

Consequently, GST laws generally outline the situations where these document must be issued
and what form they should take.

Leading Practice

The tax invoice provision should be drafted to include the following:

= Registered persons should be required to issue a tax invoice for taxable supplies within a
specified number of days after the delivery or making available of the goods or the
completion of the performance of the services.

= A "tax invoice” should contain at least the following information:

o]
=]
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o
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o
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The words "tax invoice” listed on prominent place;

Name, address, and GST number of the registered person making the supply;
Name, address and GST number (if registered) of the recipient to whom the supply
is made (if the value of the supply is greater than US$1,000);

Invoice date;

Sequential number of the invoice;

The nature of the supply made (type of supply, type of goods or services, and
quantity of goods or extent of service);

The amount of payment for the supply {excluding GST); and

The amount of GST.

The total amount, including GST.

= A registered person is required to issue a tax credit note or tax debit note when:

o]
O

there is a change in the consideration dueg on a supply; or
when the supply is cancelled.

»  Registered persons should be required to issue a tax credit note or tax debit note within
a specified number of days after the change in the consideration due on a supply occurs,
in case of bad debts, or when the supply is cancelled.

¢ A "tax credit note” or “tax debit note” should contain at least the following information:

o
o

o

the words "credit note" or “debit note” in a prominent place;

the name, address, and GST registration number of the registered person making
the supply;

the name, address and GST Registration of the recipient of the supply (if
registered);

the date on which the credit or debit note is issued;

Sequential number of the credit or debit note;

the value of the supply shown on the tax invoice, the correct amount of the value
of the supply, the difference between those two amounts, and the tax charged
that relates to that difference;




o a brief explanation of the circumstances giving rise to the issuing of the credit or
debit note; and
o the number and date of the original tax invoice.

@ Atax invoice, tax credit note, or tax debit note may be issued in electronic form provided
the registered person can ascertain the authenticity of origin, the integrity of content, and
the legibility of the document.

Discussion

Tax Invoice

In New Zealand, a registered person who makes a taxable supply of more than NZD 50 must
provide the purchaser with a tax invoice if the purchaser requests one.?™The tax invoice must
then be issued within 28 days of the request.”’ Under New Zealand law there is a difference
between an "invoice, "*"*which triggers time of supply and is simply any document which notifies
an obligation to make payment and a "tax invoice,"?"®which is an invoice that meets certain
requirements and allows a registered person to claim an input tax credit.

Tax invoices must contain the information set out below.
In New Zealand, a valid tax invoice must contain the following information:2"”

= the words “tax invoice” in a prominent place;

= the name and registration number of the supplier;
e the date it was issued;
= a description of the goods and services supplied;
i the consideration for the supply;
r  the name and address of the recipient;
the quantity or volume of the goods and services supplied; and

= either the total amount of the GST charged, the price before GST and the price with GST,
or if the GST charged is a fraction of the price, the price and a statement that it includes
GST.

Tax invoices may be issued in paper or electronic form. There is no prescribed format. In addition
to tax invoices, there are special types of tax invoices in the following situations:

# the consideration for the supply does not exceed NZD 1,000 (and is not a zero-rated
supply} —this is referred to as a “simplified tax invoice;”

M3 Mew Zealand GST Act, § 24,
M New Zealand GST Act, § 24{1).
ME Naw Zesland GST Act, § 2.

18 Naw Zealand GST Act, § 24.
47 Naw Zealand GST Act, § 24(3).

[
i
P




the supply is of second-hand goods - this is referred to as a “second-hand goods tax
invoice,” a buyer-created tax invoice; and

shared tax invoices for groups.

Singapore requires a registered taxable person making a taxable supply to a taxable person to
provide the latter with a tax invoice.?'® The tax invoice must be issued within 30 days of the time
of supply. As with New Zealand, no tax invoice needs to be issued for zero-rated supplies, exempt
supplies, or deemed supplies. There is also no need to issue tax invoices to non-GST registered
persons.

However, unlike New Zealand, the Singapore GST Act requires a receipt to be issued for every
taxable supply made, unless a tax invoice has already been issued.”*Consequently, at least a
receipt must be issued to a non-GST registered person. Tax invoices may be issued in paper or
electronic form. There is no prescribed format.

In Singapore, a valid tax invoice must contain the following information:**°

i
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the words “tax invoice” in a prominent place;

an identifying number,

the date of issue of the invoice;

the name, address and registration number of the supplier;

the name and address of the person to whom the goods or services are supplied;

a description sufficient to identify the goods or services supplied and the type of supply;

for each description, the quantity of the goods or the extent of the services and the
amount payable, excluding tax,

any cash discount offered;

the total amount payable excluding tax, the rate of tax and the total tax chargeable shown
as a separate amount; and

the total amount payable including the total tax chargeable.

In addition, Singapore has the following types of special types of invoices:

[

2]

“self-billing” arrangement in which the customer may issue a tax invoice on behalf of his
supplier and forward a copy of the tax invoice to the supplier;221 and

"simplified invoices” when the amount payable on the tax invoice, including the tax, does
not exceed SGD 1,000.7%2

218 Singapore GST Act, § 41(1); Singapore GST Regulations, regulation 10,
M0 Singapors G5T Act, § 44;

20 Singapore GST Regulations, regulation 11.

M Singapora GST Regulations, ragulation 10(4),

7 Singapore GST Reguiations, regulation 13.




In Malaysia, every registered person who makes taxable supply of goods and services is required
to issue a tax invoice.”Tax invoices must be issued within 21 days from the time of
supply.”*However, no tax invoice needs to be issued for zero-rated supplies, deemed supplies,
or supplies under a special scheme under the GST Act. Tax invoices may be issued in paper or
electronic form. There is no prescribed format.

In Malaysia, a valid tax invoice must contain the following information; 2%

= the words "tax invoice” in a prominent place;

= the tax invoice serial number;

1w  the date of issuance of the tax invoice;

= the name, address, and identification number of the supplier;

= the name and address to whom goods or services are supplied:
= a description sufficient to identify the goods or services supplied;

# for each description, distinguish the type of supply for zero rate; standard rate and
exempt, the quantity of the goods or the extent of the services supplied and the amount
payable, excluding tax;

w  any discount offered;

= the total amount payable excluding tax, the rate of tax and the total tax chargeable to be
shown separately;

= the total amount payable inclusive of the total tax chargeable; and
= any amount disclosed must be expressed in Malaysian Ringgit.

In addition, Malaysia has the foliowing types of special types of invoices:

= self-billed invoice;
w  simplified invoicas: and
¥ invoice or statement of sales by auctionser.

Under the IMF Model Law, a taxable person is required to issue a tax invoice for taxable supplies
to another taxable person.””® If 60 days after the date of supply the recipient does not receive a
tax invoice, the recipient may request the supplier to issue such an invoice.” No tax invoice
must be issued if the total consideration for the taxable supply is in cash and does not exceed a
certain amount.””® The IMF Model VAT Law does not address the format under which invoices
should be issued.

) Malaysia GST Act, § 33,

2 Malaysia GST Guide, Tax Invoice and Record Keeping (DRAFT), at 3.
*ihdalaysla GST Act, Schadule IV,

28 |ME Model Law, § 32,

T \MF Model Law, § 32(6).

8 IMF Modal Law, § 32(2),




Under the IMF Model Law, a valid tax invoice must contain the following information:?*

the words "tax invoice" in a prominent place;

« the name, address, and VAT registration number of the registered person making the
supply;

= for a supply to a registered recipient, the name, address, and VAT registration number of
the recipient of the supply;

« the individualized serial number and the date on which the tax invoice is issued;
= adescription of the goods or services supplied;
« the quantity or volume of the goods or services supplied; and

the total amount of the tax charged, the consideration for the supply, and the
consideration including tax.

In Ireland, a taxable person who makes a taxable supply to another taxable person, a public body,
or a person carrying on an exempted activity is required to issue a tax invoice. A simplified invoice
may be issued if the amount of the invoice is not greater than €100, or when commercial,
technical or administrative practices in a particular business sector make it difficult to comply
with general invoicing requirements. The invoice must be issued within 15 days of the time of

supply.”®

The VAT invoice issued must show:

= the date of issue of the invoice,
«  a sequential number, based on one or more series, which uniquely identifies the invoice;

w  the full name, address and the registration number of the person who supplied the goods
or services to which the invoice relates;

the full name and address of the person to whom the goods or services were supplied,
= in the case of a reverse charge an indication that a reverse charge applies;

the quantity and nature of the goods supplied or the extent and nature of the services
rendered;

the date on which the goods or services were supplied or, in the case of early payment
prior to the completion of the supply, the date on which the payment on account was
made, in so far as that date differs from the date of issue of the invoice;

= in respect of the goods or services supplied:
o the unite price exclusive of VAT,

o any discounts or price reductions not included in the unit price; and

0 Singapora GST Regulations, regulation 11
0 |righ VAT Act, §8 66-73.




o the consideration exclusive of VAT.

% inrespect of the goods or services supplied, other than reverse charge supplies:
o the consideration exclusive of tax for each rate (including zero-rate} of VAT, and
o the rate of VAT chargeable.

= the VAT payable in respect of the supply.

Tax invoices may be issued in paper or electronic form {ireland provides specific rules for issuing
invoices in electronic format).

In addition, Ireland has special types of invoices including for:

i«  self-billed invoice;
#  simplified invoices; and
% margin scheme.

All comparable jurisdictions require the issuance of an invoice. In most cases, formal tax invoices
are only required where supplies are made to registered persons. However, due to the risk of
fraud and evasion in Puerto Rico, tax invoices should be issued for all taxable supplies,
irrespective of the nature of the recipient of the supply. As with all the comparable jurisdictions,
prescriptive requirements for the content of & tax invoice should be included within the
legislation. The only simplification should be for supplies of a value not greater than $1,000, in
which case the invoice should not be required to contain the name, address and GST number (if
registered) of the recipient to whom the supply is made. This exception should address most
retail sales and thus reduce the compliance burden.

The GST leading practice approach departs from the current SUT system, under which a
merchant is responsible to issue any receipt, invoice, ticket, or other evidence of sale.2®'
However, the current SUT does not provide for invoicing requirements as the invoice does not
constitute the principal mechanism to combat tax fraud and avoidance. Rather, the SUT puts an
emphasis on the importance of exemption certificates such as the reseller certificates. Due to
the input tax deduction mechanism (see 3.D.5), the requirement to issue valid tax invoices shouid
create a more reliable paper trail of all transactions subject to GST and ensure to a certain extent
that the tax is self-enforced by all taxable persons.

Tax Credit Note and Tax Debit Note

In New Zealand, where a tax invoice shows an incorrect GST amount, the supplier must issue a
credit or debit note to the recipient.? A credit or debit note must be issued when:

= a supply of goods and services has been cancelled:

the nature of that supply of goods and services has been fundamentally varied or altered:;

FPRIRC § 4020.054b).
2 Naw Zealand GST Act, § 26.




And

the previously agreed consideration for that supply of goods and services has been
alterediwhether due to the offer of a discount or otherwise}; or

the goods and services or part of those goods and services supplied have been returned
to the supplier.

the supplier has provided a tax invoice in relation to that supply and as a result of any one
or more of the above events:

o the amount shown on the tax invoice as GST charged on that supply is incorrect;
or

o the supplier has submitted a return in relation to the taxable period for which
output tax on that supply is attributable and, as a result of any one or more of the
above events, has accounted for an incorrect amount of output tax on that supply.

For a registered recipient, that adjustment must be made if the price has decreased and the
recipient has been issued with a credit note, but is optional if the price has increased and the
recipient has been issued with a debit note.™The tax authority retains discretion to determine
that a credit or debit note need not be issued, or need not contain any of the requirements in
circumstances where it is impracticable.

A valid tax credit note or tax debit note must contain the following information:*%*

the words “credit note” or “debit note” in a prominent place;
the name and registration number of the supplier;

the date it was issued,

the name and address of the recipient;

the amount of consideration for that supply contained in the tax invoice, the correct
arnount of consideration, the difference between those two amounts, and the tax charged
in respect of that supply; and

a brief explanation of the circumstances giving rise to the issuing of the credit or debit
note.

The Singapore GST Act does not define the situations when a credit note is to be used except
where there is a change in the rate of GST and the supplier has to issue the tax invoice to reflect
the new rate.”® In practice, the Singapore tax authority recognizes that a credit note should be

issued whe
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correcting a genuine mistake {e.g., goods invoiced as standard-rated which should have
been exempt or zero rated);

the supply did not take place;
charges are partly or fully waived before/after delivery of the goods:

goods or services are accepted, but terms of the contract are not fully met (e.g., sub-
standard goods are accepted by the customer at a reduced price);

goods are returned or services are not accepted: or

goods and services are supplied for an unconfirmed consideration.

The GST Act does not address tax debit notes,

In Singapore, credit notes should contain the number and date of the original tax invoice to which
the credit note relates, in addition to the following particulars:

|
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an identifying number (e.g., a serial number};

the date of issue;

the name, address and GST registration number of the supplier;
the customer’s name and address;

the reason for the credit - for example, "returned goods:”

a description sufficient to identify the goods and services for which credit is being
allowed,;

the quantity and amount credited for each description;
the total amount credited, excluding tax;
the rate and amount of tax credited: and

the total amount credited, including tax.

In Malaysia, the GST Act provides the requirement for the issuance of credit and debit notes in
respect of a supply.”” The consideration for a particular supply can only be altered by means of
a credit or debit note.Where there is any such change in the consideration, the person making
or receiving the supply, as the case may be, shall within twenty-one days (21 daysjafter any such
change or events, or within such longer period as the Director General may allow, issue a credit
note or debit note.” The issuance of credit and debit notes by the registered person occurs
when there is a change in the consideration due on a supply including a change in the rate of tax
or a change in the descriptions of the zero-rated or exempt supply or a cancellation of the supply.

In Malaysia, a valid tax credit or debit note must contain the following information:24°

7 Malaysia GST Act, § 36.

29 hAnlaysia GST Act, § 35,

1 Malaysta GST Guide, Tax Invoice and Racord Kaoping ([DRAFT), at 24.
M Malaysia GST Guide, Tax Invoice and Record Keaping (DRAFT], at 26,
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« the words "credit note” or “debit note"” in a prominent place,
the serial number;

v the date of issuance;
the name, address, and identification number of the supplier;
the name and address to whom goods or services are supplied;

i the reasons for its issue;

w description of the goods and services;

m  the quantity and amount for each supply;

= the total amount payable excluding tax,

i the rate of tax and the total tax chargeable; and

¢« the number and date of the original tax invoice.

Under the IMF Model Law, a valid credit or debit note must be issued when the amount shown
as tax charged in the tax invoice exceeds the tax properly chargeable in respect of the supply.?"
Only where a supplier issues a tax credit note to rectify the output tax charged to a recipient, the
additional tax specified in the tax credit note is treated as output tax payable by the recipient in
respect of a taxable supply made by the recipient in the tax period in which the tax credit note is
received.??In addition, a taxable person is required to issue a debit note where the tax properly
chargeable in respect of the supply exceeds the amount shown as tax charged in a tax invoice. 2
Where a registered person issues a tax debit note to rectify the output tax charged to a registered
recipient, the additional tax specified in the tax debit note is deemed to be input tax payable by
the registered recipient in the tax period in which the tax debit note is received,?*

Under the IMF Model Law, a valid tax invoice must contain the following information:**®

= the words "tax credit note® or “tax debit note” in a prominent place;

« the name, address, and VAT registration number of the registered person making the
supply;

+ the name, address, and VAT registration number of the recipient of the supply;

= the date on which the credit or debit note is issued;

= the value of the supply shown on the tax invoice, the correct amount of the value of the
supply, the difference between those two amounts, and the tax charged that relates to
that difference;

241 |MF Model Law, § 33(1).
2 |MF Model Law, § 28(7).
243 |MF Modal Law, § 33(3).
24 |MF Model Law, § 28{8).
M5 |MF Moda! Law, Scheduls IV.
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a brief explanation of the circumstances giving rise to the issuing of the credit or debit
note; and

information sufficient to identify the taxable supply to which credit or debit note relates,

The Irish VAT Act requires taxable persons to issue credit and debit notes when, after issuance
of an invoice, the consideration stated in the invoice is increased or reduced, or a discount is
allowed.”® Where there is any such change in the consideration, the person making or receiving
the supply, as the case may be, shall within fifteen (15 days) after any such change or events
issue a credit note or debit note. In Ireland a debit note is considered as an additional invoice and
thus follows the same invoicing requirements. The credit note must show:

Bt
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the date of issue of the note;
a number, which uniguely identifies the note:
the full name, address and VAT registration number of the person issuing the note;

the full name, address and VAT registration number of the person to whom the note is
being issued;

in the case of a supply to a person who is registered for value-added tax in another EU
Member State, the person's VAT identification number in that Member State;

the reason why the note is being issued and a cross-reference to the invoice which was
issued for the supply in respect of which the consideration was reduced,;

the amount of the consideration, exclusive of tax, in respect of which the note is being
Issued; and

the rate or rates of tax in force when the related invoice was issued and the amount of
tax at each rate as appropriate to the consideration shown on the note {other than where
the reverse charge applied on the transaction).

In order to avoid fraud, GST adjustments relating to post sale adjustments should only be
permitted where a valid tax credit note or tax debit note is issued. The GST law should thus
indicate clearly in which situations registered persons are required to issue tax credit notes and
tax debit notes. For simplicity purposes, tax credit and debit notes should be issued when there
is a change in the consideration due on a supply or when the supply is cancelled. For efficiency
and certainty purposes, the GST law should require registered person to issue a tax credit note
or tax debit note within a certain timeframe after the changed occurred.

8 |rish VAT Act, §5 66-73.
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Appendix D: Goods and Services Tax Special Cases

1.A Special Cases
1.A.1 Grouping

Overview of concept

Under a GST, each person carrying on a taxable activity is required to register for GST and comply
with the GST law. However, some countries allow closely related entities to form a GST group
whereby all members of a GST Group will be considered as a single taxable person for GST
purposes. This mechanism is generally designed to reduce the compliance burden by requiring
the group as a whole to file a single return rather than having each entity file a separate return.

Where a GST group is formed, one entity designated as the group’s representative files returns
on behalf of the group that includes all transactions made and received by group members. In
addition, because all members of a GST group are considered to constitute a single taxable
person, transactions between GST group members are ignored for GST purposes. This has a
consequential beneficial effect of removing any cash flow burden that may arise from accounting
for GST on such supplies.?’

Caution is required to be exercised when drafting rules in respect of GST grouping to ensure the
operation of the GST is not adversely affected. Specifically, input tax credits incurred by a group
member related to the making of exempt supplies to another group member should not be
recoverable based on the taxable supplies made by the group as a whole. This issue is addressed
in different ways by jurisdictions having implemented a GST grouping provision and are discussed
below.

Leading Practice
The GST law should include a GST grouping provision, which should include the following:

- Two or more taxable persons established in Puerto Rico may apply to the authority to
form a GST group provided that:
o there is an element of common control between members (based on existing
commercial and income tax concepts),
o each member must make 100% taxable supplies (incidental exempt supplies
should be ignored for the calculation of this percentage).
- If all the conditions for a GST group are met:
o one member of the group should be designated as the GST group representative:
o all transactions between group members should be deemed outside the scope of
GST.
- Allmembers of a GST group are jointly and severally liable for the payment of the tax.
- Where a member of the GST group no longer meets the common control requirement, it
should be excluded from the GST group effective from the end of the taxable period in
which the requirement ceased to be met.

M mproving VAT/GST - Dasigning & Simpls and Fraud-Proof Tax System, at 17.1.4, IBFD (2014),




Discussion

In New Zealand, GST grouping is permitted provided that {1} all companies are registered persons
for GST purposes; (2) there is a 66% common ownership among the members of the GST group;
(3) all companies make collectively taxable supplies to non-group members that amount to at
least 7 5% of their total supplies made to non-group members; (4) group members account for
GST on the same basis (payments or invoice), and (6) group members have the same taxable
periods.?*® Individuals, partnerships, trusts, and non-resident entities may join a GST group where
certain control tests are satisfied. Where a GST group is formed, one company must be
nominated as the “representative member” of the group. It is the representative member which
is deemed to carry on all the taxable activities of the group members, and make and receive all
supplies made by and to group members. Each individual member is deemed not to carry on that
taxable activity or individually make or receive supplies for GST purposes. The representative
member is responsible for filing GST returns and paying GST to the tax authority. However, each
group member remains jointly and severally liable for the GST liability of the group.

In Singapore, GST Grouping is also permitted provided there is an element of common control
over the members of the GST group.?**Group registration is available to two or more taxable
persons, each of whom must possess at least one of the following attributes:

« the taxable person is resident in Singapore or has a business establishment in
Singapore,

« the taxable person has an annual turnover of SGD 1 million or more;

+ the taxable person has issued shares which are listed on a securities exchange
established in or outside Singapore;

+ the taxable person is a subsidiary of a body corporate that satisfies the conditions
above; or

« the taxable person is financed by an entity that satisfies the conditions above.

In addition, the taxable person must meet at least one of the following control requirements: (n
one taxable person controls each of the other taxable persons, (2) one person (whether a body
corporate or an individual) controls all of the taxable persons; or (3} two or more individuals
carrying on a business in partnership control all of the taxable persons.?™

Furthermore, similar to New Zealand, the tax authority also requires each member of the
proposed group to be individually registered for GST and can refuse an application for the
protection of revenue,

In contrast to New Zealand, the above requirements are more restrictive and there is no threshold
requirement in respect of taxable versus exempt supplies. Nonetheless, the effects of GST
grouping are the same as New Zealand.

248 Now Zealand GST Act, § 55.
9 Singapore GST Act, § 30; Singapore GST Regulations, regulation 4.
% Singapore GST Act, § 30; Singapore GST Regulstions, regulation 4,




The Malaysian GST Act allows group registration for two or more companies provided the
following conditions are met; "

» Each company must be making wholly taxable supplies. However, where a company is
making incidental exempt supplies, the company is also allowed to be a member of the
group (cf. New Zealand with a 75% taxable supplies threshold and Singapore with no
threshold);

» Each company must be individually GST registered before they can register as a group
(similar to New Zealand and Singapore);

+ One company must have controlling power over the other companies within the group
{similar to New Zealand and Singapore).

Generally, a company is deemed to have control over another company if the first company holds
directly, or indirectly, through subsidiaries, more than 50% of the issued share capital of the
second mentioned company. A company is deemed to be a subsidiary of another company if that
company holds more than 50% of the share capital of the first mentioned company.

In contrast to New Zealand and Singapore, individuals or partnerships are not eligible to be a
member of a group. However, companies controlled by individuals or partnerships may register
as a group. Again, in contrast to New Zealand and Singapore, foreign companies which are not
established in Malaysia cannot become members of a group. However, for the purpose of
eligibility for group registration, their subsidiaries or registered branches in Malaysia can be
considered as members of a group,”™

The consequences of GST grouping in Malaysia are the same as in New Zealand and Singapore.
The IMF Model Law does not include any specific provisions for groups.

Ireland also permits the formation of a VAT group by two or more persons closely bound by
financial, economic and organizational links.? Companies are treated as being “closely linked"
if one owns 50 percent or more of the share capital of the other, or one owns 50 percent or more
of the voting power of another, or one has power to appoint 50 percent or more of the board of
the other.”™ Similar to Malaysia, only Irish established entities may be members of a group.
Unlike in the other comparable jurisdictions, the Irish tax authority may deem a person to be a
member of a VAT group and also has authority to cancel the registration of such groups.?®

The effects of VAT grouping in Ireland are the same as in the other comparable jurisdictions.
However, the VAT group provisions do not apply in the case of the supply of immovable goods
by a group member to another group member.

Based on comparable jurisdictions, it is leading practice to include GST grouping provisions within
the GST law to help ease the compliance burden for closely related entities. Common
characteristics of GST grouping provisions include:

¥ Malaysia GST Act, § 27; Malaysia G5T Guida, GST Registration Guide IDRAFT), at 17.
2 Malaysia GST Guide, GST Ragistration Guide (DRAFT), at 17.

83 frigh VAT Act, § 15.

0. Maher, Iraland - Vslue Added Tax, Topical Anslyses 1BFD.

2% Irigh VAT Act, § 15,




+ There is an element of common control between members;

s A representative member is appointed to file GST returns on behalf of the group;

« Al members of the GST group remain jointly and severally liable for the payment of
GST;

s Intra-group supplies are disregarded for GST purposes; and

» Al supplies made to and by group members are deemed to be made to and by the
group as a whole.

Differences arise in respect of how jurisdictions approach the following:

+ Definition of common control;
« Whether group members are required to be established in a jurisdiction; and
« Whether group members are allowed to make exempt supplies.

In the case of Puerto Rico, the definition of common control should follow existing commercial
and income tax concepts to ensure consistency.

In respect of allowing non-resident entities to be group members, there are contrasting
approaches between the comparable jurisdictions. While New Zealand and Singapore authorize,
to a certain extent, non-residents as members of GST groups, such an option is not available in
Malaysia and Ireland. In the context of creating a simple and easily administrable GST, only
authorizing established entities to be members of a GST group would be the preferable approach.

In order to address the potential over-deductibility of input tax that might arise from the forming
of a GST group where exempt supplies are disregarded by virtue of the grouping provisions, the
comparable jurisdictions have taken different approaches,

New Zealand imposes certain thresholds for carrying on taxable supplies therefore restricting
entities that make significant exempt supplies from joining GST groups. Malaysia takes a more
strict approach with only permitting GST grouping for members who make 100% taxable
supplies. Ireland and Singapore have no restrictions. As such in lreland, VAT grouping is
commonly used to mitigate VAT costs arising from a group member making exempt supplies
(e.g., in the finance or insurance industry).

Puerto Rico should follow the Malaysian approach with GST grouping only being permitted for
taxable persons who make 100% taxable supplies (rather than the New Zealand approach which
would require complex threshold computations), regardless of their status (i.e., corporations,
individuals, partnerships, branches) which are established in Puerto Rico in order to avoid any
GST tax planning opportunities.

The GST law should also state that where a taxable person no longer meets the common control
requirement, the taxable person should be excluded from the GST group. However, the taxable
person should remain jointly and severally liable for any GST payable during the taxable periods
in which it was a member.




1.A.2 Branches and divisions
Overview of concept

Branches and divisions are not separate legal persons from their head offices. As such, GST
regimes generally treat branches and divisions and their head offices as single taxable persons,
Consequently, any transactions between head offices and branches are disregarded for GST
purposes.

However, some countries allow or require branches and divisions to be regarded as separate
taxable persons for two reasons:

+ Allowing separate GST registrations for a head office and a branch can address
compliance concerns where the head office and the branch operate separate accounting
systems and in practice, despite the fact that they constitute one legal entity, are
managed and operated as two distinct establishments. In such cases, requiring the filing
of a single GST return may be overly burdensome for the taxable person.

» Where there are cross border supplies between a head office and a branch and GST is
not fully recoverable by the recipient {i.e., where the recipient branch makes exempt
supplies) the neutrality of a GST can be compromised where that head office - branch
transaction is disregarded for GST purposes. As such, some jurisdictions deem cross-
border supplies between head offices and branches to be a supply for GST purposes.

Leading Practice

The GST law should include a provision regarding branches and divisions, which should include
the following:

Where a taxable person carries out its taxable activity in branches or divisions, the
taxable person is deemed to be a single taxable person.
However, a taxable person carrying out its activity in branches or divisions should be
authorized to apply for any such branch or division to be registered as a separate taxable
person if:
o The branch or division has an independent system of accounting, and
o The branch or division can be separately identified by reference to the nature of
the activities carried on or the location of the branch or division.
- Where a taxable person carries out taxable activities both inside and outside Puerto Rico
through branches or divisions:
o Each head office, branch, or division established overseas should be treated as a
separate person;
o All head offices, branches, or divisions established in Puerto Rico should be
treated as a single person.

Discussion

New Zealand allows taxable persons carrying out their activity in branches or divisions to apply
for any such branches or divisions to be registered as separate taxable persons where those
branches or divisions have an independent system of accounting and can be separately identified
by reference to the nature of the activities carried on or by the location of the branch or division, 5

* Mew Zealand G5T Act, § BA.




In addition, the GST Act treats the offshore branch or head office of a company and its head
office or branch in New Zealand as separate persons to ensure there is no avoidance of any GST
liabilities arising from cross border transactions, as described in the Overview of Concept section
above.? Consequently, transactions between a resident head office and a non-resident branch
will be treated as subject to the GST regime.

Singapore does not have any special provisions with regard to the treatment of transactions
between a branch and its head office for GST. Consequently, where a branch has transactions
with an overseas head office, the branch and the head office are considered as the same legal
entity and thus there is no supply for GST purposes.”® However, similar to New Zealand, an
application can be made to register each division separately where (1) it is likely to cause real
difficulty for the taxable person to submit a single return in respect of all the divisions; (2) each
division maintains an independent system of accounting; and (3) each division is separately
identifiable by reference to the nature of the activities carries on by or the location of the
division.?®

Malaysia takes a similar approach to Singapore and New Zealand authorizing the separate
registration of branches and divisions under similar conditions.”™ In addition, for a separate
branch or division registration, Malaysia requires that the taxable person and all the branches or
divisions make wholly taxable supplies; the taxable person is nota member of a GST group; and
each branch or division has the same taxable period. Once registered, all branches and divisions
must charge and account for GST even though an individual branch or division may not have a
turnover that exceeds RMB00,000 (i.e., the registration threshold).

Under the IMF Model Law, where a taxable person carries out its taxable activity in branches or
divisions, the taxable person is deemed to be a single person.”® Consequently, transactions
hetween head offices and branches are not subject to VAT. The law also authorizes taxable
persons to apply for a separate registration for branches and divisions where the branch or
division maintains an independent system of accounting and can be separately identified by the
nature of its activities or its location (similar to New Zealand).*®

The Irish VAT Act does not contain any specific provision regarding branches and divisions.
However, under EU VAT case law, and in contrast to New Zealand, supplies of services between
branches and head offices must be disregarded, even in cross border situations, because the
transaction is within the same legal entity.”®® However, this does not apply to cross border
supplies of services where a branch is a member of a VAT group.”

All comparable jurisdictions, except Ireland, contain special provisions regarding the separate
registration of branches and divisions under certain circumstances. However, New Zealand is the

T Naw Zasland GST Act, § 56B.

50g .g., Improving VAT/GST - Dasigning a Simple and Fravd-Proof Tax System, &t 12.2.2,
2E4gingapore GST Regulation, regulation 7.

260 hAalaysia GST Act, § 30(2).

8 |MF Model Law, § S8{1L

752 |MF Model Law, § 66(3),

2 Court of Justice of the European Union, Case C-210/04 FCE Bank plo.
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only jurisdiction which deems cross border transactions between a head office and a branch to
be a supply for GST purposes.

The GST Law may, similar to the IMF, clarify that where a business operates its taxable activity
in branches or divisions, such branches or divisions should be considered carrying out the activity
as a single taxable person. Consequently, all transactions between a head office, division, or
branch will be disregarded for GST purposes. Such an approach provides certainty.

Based on the comparable jurisdictions, it is leading practice to allow a separate registration for
branches or divisions where the branch or division maintains an independent system of
accounting and can be separately identified by the nature of its activities or its location. Additionai
conditions such as those imposed by the Malaysian GST Act may be included, but is likely to add
complexity to a provision deemed to provide flexibility to the law.

Finally, the GST law, should similar to New Zealand, deemn cross-border transactions between
head offices and branches to be supplies between two separate taxable persons for GST
purposes. This provision will aid in maintaining the neutrality of the tax and mitigate avoidance
opportunities,

1.A.3  Groups of persons/unincorporated bodies/ partnerships

Overview of concept

Groups of persons, unincorporated bodies, and partnerships are often considered "pass-through
entities” for income tax purposes, whereby partners or members of these entities are directly
liable for tax. Applying the same principles for GST purposes may result in administrative and
compliance complexities because each partner would be required to register for GST and special
rules would be required for the artificial splitting of the supply between partners and the issuance
of invoices. Consequently, GST laws generally introduce a mechanism that recognizes these
entities as single taxable persons for GST purposes.?® This will treat these entities as making or
receiving all relevant supplies rather than supplies being made to or by each partner,

Leading Practice

The GST law should include a provision regarding groups of persons, unincorporated bodies, and
partnerships, which should include the following:

Where a group of persons, unincorporated body, or partnership carries on taxable
activity, the group of persons, unincorporated body, or partnership is required to register
for GST purposes in accordance with the registration rules.
Members of the group of persons, unincorporated body, or partnership should not be
registered for GST purposes except where they carry out a separate taxable activity to
that carried out by the group of persons, unincorporated body, or partnership, of which
they are a member.

- All supplies to and by members of the body are deemed to be made by or to the body
and not the individual members.

EDavid Willlams, Tax Law Dasign and Drafting, Chapter 6 Valus Added Tax, Volume 1; International Monatary Fund, 1586,




- All members of the group of persons, unincorporated body, or partnership are jointly and
severally liable for any tax due.

- A person is required to notify the authority when he or she is no longer a member of the
group of persons, unincorporated body, or partnership.

- The liability of a member will cease at the end of the taxable period in which he or she
notified the authority that he or she is no longer a member of the group of person,
unincorporated body, or partnership.

Discussion

Under the New Zealand GST Act, a “person” includes a company, an unincorporated body of
persons, a public authority, or a local authority.”® Consequently, any unincorporated body is
subject to the general registration rules.”” Where an unincorporated body of persons, including
a partnership, joint venture or trustees of a trust, carrying on a taxable activity is registered for
GST, the individual members of the unincorporated body are not themselves liable (or able) to
register in respect of that taxable activity.”® All supplies made or received in respect of the
taxable activity carried on by the body are deemed to be made by or to the body and not the
individual members. Changes in membership do not have any effect for the purposes of the GST
Act. Each member of the unincorporated body is jointly and severally liable for the GST of the
body for taxable periods in which they were members, even if they are no longer a member of
the body,?%

Singapore, Malaysia and the IMF adopt a similar approach to New Zealand.?”

Ireland does not separately address the case of groups of persons, unincorporated bodies, and
partnerships, which are thus subject to the general rules.

All comparable jurisdictions, except Ireland, adopt a specific provision regarding groups of
persons, unincorporated bodies, and partnerships. New Zealand's approach, which is followed
by Singapore, Malaysia, and the IMF, thus constitutes leading practice. Consequently, the GST
law should provide for the following in respect of groups of persons, unincorporated bodies, and
partnerships:

+ Require that groups of persons, unincorporated bodies, and partnerships register for
GST rather than the individual members;

+ Consider all supplies to and by members of the body are deemed to be made by and to
the body and not the individual members;

« Require a member to register separately where it performs a separate taxable activity;

« Hold jointly and severally liable all members for all taxes due; and

« Require a member to notify the tax authority where it is no longer a member of the
body.

08 Maw Zealand GST Act, § 2.

187 Sag Supra 3.C.
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28 Maw Zealand GST Act, § B7{3).

78 Singapore GST Act, § 31 and 32, Malaysia GST Act, § 28, IMF Model Law, § 57.




1.A.4 Agents

Overview of concept

Where a supply of goods or services involves an agency relationship, generally the supply is made
by or to the principal and not the agent. GST rules generally follow this principal. However, there
may be situations where the agent does not reveal that there is an agency or declines to reveal
the identity of the principal (e.g., undisclosed agent).?”" The general operation of the GST rules
whereby the supplier is required to issue an invoice to the customer would potentially disrupt
this commercial arrangement. As such, where an agent is acting in its own name but for and on
behalf of a principal, many GST jurisdictions deem a buy/sell transaction to occur between the
agent and the principal for GST purposes and GST purposes only.

Leading Practice
The GST law shouid include a provision regarding agents, which should include the following:

- When goods or services are supplied to or by a disclosed agent acting on behalf of a
principai, the supply should be deemed to be made to or by the principal and not the
agent.

- When goods or services are supplied through an undisclosed agent acting in its own
name, the supply should be treated as a supply to the agent and as a supply by the
agent,

Discussion

In New Zealand, where a person (the “agent”) is authorized by another person {the "principal")
to act, represent and/for enter into legally binding agresments with third parties on behalf of the
principal, any supplies made by the agent pursuant to the agency relationship are deemed to be
made by the principal and not the agent.?’2

However, a principal and their agent can agree in writing that a supply via the agent can be treated
as two supplies - a supply of goods and services by the principal to the agent and a supply by
the agent to the recipient.

Even in the event of no such agreement, an agent can issue a tax invoice for the supply as if it
made the supply and can request a supplier to issue a tax invoice to the agent as if it received
the supply. In such cases, tax invoices cannot also be issued by and to the principal,
respectively,?’

Similarly, where a registered person makes a taxable supply of goods or services to an agent,
that supply is deemed to be made to the principal for GST purposes and not the agent,?™

*"'David Williams, Tax Law Dasign and Drafting, Chapter 6 Value Added Tax, Volume 1; International Monstary Fund, 1998 at p. 27.
272 Naw Zealand GST Act, § 80{11,

TINaw Zealand GST Act, § 60{1) and (2),
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Singapore has a similar approach to New Zealand. A supply of goods or services through an agent
who acts in his own name can be treated both as a supply to the agent and as a supply by the
agent.”’®

Malaysia is also similar to New Zealand in that when goods or services are supplied to or by the
agent acting on behalf of a principal, the supply will be deemed as made to or by the principal
and not the agent.?™®

However, where goods or services are supplied through an agent acting in his own name, the
supply is treated as a supply to the agent and as a supply by the agent.””’

The IMF adopts a similar approach to New Zealand in relation to invoicing but does not have a
provision for deeming a supply to occur to and by the agent.”®

Ireland takes a similar approach to agents as Malaysia where the agent is acting in its own name.
Where an agent acts in an undisclosed capacity (i.e., in its own name, but on behalf of a principal),
any sales of goods and/for services through him are deemed to constitute a supply of those goods
and services to and simultaneously by the agent.*”®

Where an agent is a disclosed agent (i.e., in the name and on behalf of the principal), any supply
of goods or service takes place directly between the principal and the third party.

All comparable jurisdictions include specific provisions regarding transactions performed through
agents. Differences arise in respect of whether the legislation includes a provision confirming
whether a supply through a disclosed agent is made to or by the principal {New Zealand and
Malaysia}, a provision deeming a buy/sell to occur where the supply is made through an
undisclosed agent {Ireland and Malaysia), a provision providing the option for a deemed buy/sell
{New Zealand and Singapore), and a provision allowing agents to issue invoices in their own name
even in the absence of a buy/sell (New Zealand and the IMF}.

For clarity purposes the GST law should state that where a supply is made through a disclosed
agent the supply is made to or by the principal and not the agent. The GST law should also state
that where supplies are made through an undisclosed agent there should be two distinct
supplies: one by the agent and the other one to the agent. Such an approach is preferable as it
avoids any difficulties for the third party to identify the principal where the principal's name is not
disclosed for the purposes of issuing GST compliant invoices.

1.A.5 Going concerns

Overview of concept

Normally, the sale of the assets of a GST registered business should be subject to GST {unless
an exemption or zero rate applies). However, when all assets constituting a business are

26 Singapore GST Act, § 33{4).

8 Malaysia GST Act, § 656(1) and 85(2).
M Malaysla GST Act, § 653,

8 {MF Modal Law, § BB{1).

% |righ VAT Act, 85 19(b) and 22{1).




transferred and that business is to be carried on by the purchaser, the cash flow burden arising
from the purchaser having to pre finance the GST in respect of the purchase while awaiting the
processing of an input tax claim can be unduly burdensome. Consequently, many jurisdictions
provide a relief mechanism in the case of a transfer of a business as a going concern for GST
purposes (TOGC), where specific conditions are met.

Leading Practice

The GST law should include a provision regarding the GST treatment of a transfer of a business
as a going concern, which should include the following:

- The transfer of a business as a going concern may qualify as a zero-rated transaction.
- A supply may be treated as a going concern provided that all the following conditions
are met:
o There should be a transfer of all goods and services necessary for the continued
operation of a business or part of business;
o If only part of the business is transferred, then that part of the business should
be capable of separate operation;
o The transferee should be a registered person; and
o The transferor and transferee should agree in writing that the supply is a going
concern,

Discussion

In New Zealand, "going concern” is defined as a supply of a taxable activity, or of a part of a
taxable activity where that part is capable of separate operation, where all of the goods and
services that are necessary for the continued operation of that taxable activity, or that part of a
taxable activity, are supplied to the recipient; and the supplier carries on, or is to carry on, that
taxable activity or that part of a taxable activity upto the time of its transfer to the recipient,?8
The supply of a "going-concern” is explicitly treated as a taxable supply, but is zero-rated for GST
purposes if;?

+ the supplier and the GST registered recipient agree, in writing, that the supply is to be a
supply of a going concern; and

+ the supplier and the GST registered recipient intend that the supply is of a taxable
activity, or part of a taxable activity, that is capable of being carried on as a going
concern by the recipient.

Singapore also provides a special rule for TOGC, but takes a different approach to that of New
Zealand. A transfer of a going concern is neither a supply of goods nor a supply of services, thus
taking the transfer outside of the scope of the tax.?®Any input tax incurred in relation to the
TOGC remains deductible for both transferor and transferee.?® The transferee who receives such
a transfer of assets shall be deemed to have incurred input tax on the value of the assets supplied
to him, and to have deducted such deemed input tax from any output tax due from him on the
day the supply is made. This is to facilitate any subsequent change of use adjustments.

0 Mew Zealand GST Act, § 2.

= Naw Zealand GST Act, § 11(1)(m).

*62Gaods and Services Tax (Excluded Transactions) Order.

3 Inland Revenue Authority of Singapore, E-Tax Guide - Transfer of Business as a Going Concern, p. 8,




In order for a supply to qualify as TOGC, the following conditions must be met:

+ the supply of assets is made in relation to a transfer of the business or part thereof to
the transferes;

« the assets to be transferred must be intended for use by the transferee in carrying on
the same kind of business as the transferor. For example, the transferor acquiring a
rental business should continue with the transferred tenancies and not terminate them
so as to put the immovable property to another use;

« in the case where only part of the business is transferred, that part must be capable of
being operated independently;
the business or part thereof must be a going concern at the time of the transfer;
the transferee must be a GST registered taxable person at the time of the transfer; and
both the transferor and transferee must maintain sufficient records on the transferred
assets.

Singapore also has additional requirements where the transferee is a member of a GST group.

Malaysia takes a similar approach to Singapore.?*Under the Malaysian GST Act, the transfer of
a business can be considered as a transfer of going concern if:

« the transferor is a taxable person;

« the transferee is a taxable person or will be a taxable person after the transfer of
business;

« the transfer of the business must be accompanied by a transfer of business assets that
will be used to carry on the same kind of business; and

« if only part of the business is transferred, then that part of the business must be able to
operate separately.

The IMF takes a similar approach to New Zealand as the transfer of a business as a going concern
is also a zero-rated transaction.?® There is a transfer of going concern where:*®

« all the goods and services necessary for the continued operation of that taxable activity
or part of a taxable activity are supplied to the transferee; and

« the transferor carries on, or is carrying on, that taxable activity or that part of a taxable
activity up to the time of its transfer to the transferee.

In Ireland, similar to Singapore and Malaysia, the transfer of ownership of goods and intangible
assets such as goodwill, in connection with the transfer of a business or part thereof to another
person is deemed not to be a supply of goods.”® The current legislation does not expressly state
that it is necessary that the business be sold as a going concern. It states that the transferred
assets should constitute an undertaking, or part of an undertaking, capable of being operated on
an independent basis.

All corparable jurisdictions include a specific TOGC provision for the reasons discussed above
in the Overview of Concept section.

# halaysia GST Act, Third Schedule,
% | MF Modal Law, Schedule L.
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287 Jrish VAT Act, 88 20{2}0) and 26,




While New Zealand and the IMF consider a TOGC as a zero-rated transaction, Singapore,
Malaysia, and lreland consider the transfer of a going concern to be out of scope of GST.
However, the ultimate effect is the same for all jurisdictions.

The GST law should identify what types of transactions qualify as going concerns. All comparable
jurisdictions take similar approaches with regard to the conditions that should be met to treat the
transfer of a business as a TOGC. Therefore, based on the comparable jurisdictions a transfer of
a business shouid be treated as a TOGC and subject to GST relief where the following conditions
are met:

* There should be a transfer of all goods and services necessary for the continued
operation of a business or part of business;

* |f only part of the business is transferred, then that part of the business should be
capable of separate operation;

» The transferee should be a registered person; and

+ The transferor and transferee should agree in writing that the supply is a going concern.

The New Zealand approach of electing to treat this type of transaction as zero-rated is preferred,
rather than making it a mandatory treatment, as determining whether all requirements for such
treatment are met can be problematic. For certainty purposes, it is advisable that the parties
agree in advance that the transfer qualifies as a going concermn.

1.A.6 Vouchers

Overview of concept

Vouchers, stamps, coupons, tokens and similar items {"vouchers") are generally instruments
which give the holder a right to goods or services, or to receive a discount or rebate in relation to
a supply of goods or services.?®

Vouchers create unique challenges from a GST perspective as a voucher is generally involved in
two transactions:

1. The supply of the voucher itself {which could be free or for consideration):
2. The redemption of the voucher for goods or services.

The question that arises from a GST perspective is whether to tax the issuance of the voucher
or the redemption of the voucher. In order to provide certainty and ensure there is no double
taxation or non-taxation, special rules are generally required for the GST treatment of vouchers,

Further, issues can arise in respect of how the value of the transaction should be determined.
For example, vouchers may be sold for less than their redemption value or they may be sold
through a supply chain involving many parties with each party making a profit on their respective
sales. Finally, vouchers could be issued for a specific good or service or for multiple types of

*#8Proposal for a COUNCIL DIRECTIVE amending Directive 2006/112/EC on the common system of value added tax, as regards the
treatment of vouchers, 10/5/2012 at page 2.




goods or services that may have different GST treatments, therefore creating issues with
determining the correct treatment if the voucher is to be taxed upon issuance.

Leading Practice

The GST law should include a provision regarding the GST treatment of vouchers, which should
include the following:

- The issuance of a voucher, stamp, coupon, or token against consideration should not be
considered a supply of goods or services if the consideration received for the voucher,
stamp, coupon, or token is less than, or equal to, the face value of the voucher, stamp,
coupon, or token.

- In cases where the consideration received for the issuance of the voucher, stamp,
coupon, or token exceeds the face value of the voucher, stamp, coupon, or token:

o GST should be applicable at the time of the supply of the voucher, stamp,
coupon, or token;

o The taxable amount should correspond to the difference between the
consideration received and the face value of the voucher, stamp, coupon, or
token.

- The supplier of goods and services should be required to include in the valuation of the
goods and services supplied the value of the voucher, stamp, coupon, or token
redeemed.

The above leading practice addresses the basic application of the GST law to the issuance and
redemption of vouchers. The treatment of vouchers is an extremely complex area from a GST
perspective. During the drafting of the GST law, special attention should be given to the following
more complex matters:

¢ reimbursements where the issuer of the voucher is a different person from the person
accepting the voucher and any associated GST adjustments;

« the treatment of markups made by resellers in the supply chain;

» loyalty programs and discount vouchers; and

« distinction between vouchers and payment instruments.

When drafting the law relating to vouchers, reference should be made to the current European
Commission discussion on VAT reform in respect to vouchers.”®

Discussion

In New Zealand, the issue or sale of a token, stamp, or voucher is treated as a supply of goods
and services, other than those issued for no consideration,”®

To prevent a double imposition of GST, the following are not treated as a supply of goods and
services:™

« goods and services supplied pursuant to the redemption of the token, stamp or
voucher; and

3proposal for a COUNCIL DIRECTIVE amending Diractive 2006/112/EC on the commen system of value added tax, as regards the
treatmeant of vouchars

22 Naw Zealand GST Act, § BI1T1E)L
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* the supply of a token, stamp, or voucher by a registered person to another registered
person, who subsequently issues or selis the token, stamp, or voucher {unless the first
mentioned registered person is the person who actually supplies the goods and
services upon the redemption of the token, stamp, or voucher),

However, if the voucher has a face value and it is not practical for the supplier to treat the issue
or sale of the token, stamp, or voucher as a taxable supply, then the supplier may treat the
redemption of the voucher as the supply of goods and services, rather than the issue of the
voucher,?#

A situation where it may be impractical to treat the supply of the voucher as a taxabie supply
includes one in which the supplier of the voucher and the supplier of the underlying goods or
services may be different. If the issuer of the voucher and the supplier of the goods and services
upon redemption of the voucher are different persons, then the issuer and the supplier must
agree to this GST treatment.®®

This elective GST treatment cannot apply to the extent that the consideration received for the
supply is more than the face value of the tokens, stamps or vouchers.

Singapore takes a different approach and differentiates between multi-redemption vouchers
{MRV) and non-multi-redemption vouchers (Non-MRV).Z* However, the Singapore GST law does
not use these terms, rather they are terms that have been adopted by the tax administration to
assist with the application of the GST rules to vouchers.

Section 35A of the Singapore GST Act provides the Minister with the authority to set rules relating
to the taxation of vouchers via the regulations.

Where any voucher is supplied by an issuer for consideration that is equal to or less than the
value of the voucher, the supply of the voucher is disregarded for GST pumposes.?® Where the
consideration exceeds the value of the voucher, GST is payable on that excess, 2

For vouchers that are wholly redeemed on a single occasion, GST may be accounted for (at the
option of the taxable person} on the value of the voucher or the amount of the consideration
received for the voucher (where the consideration received is less than the value of the voucher).
If the consideration received for the voucher was equal to, or more than, the value of the vaucher,
GST must be accounted for on the value of the voucher. 2’

For vouchers that are partially redeemed on more than one occasion, the value of the supply on
each such occasion is as follows:?*®

- where the consideration received by the issuer for the voucher was less than the value

2 Naw Fealand G5T Act, § 5{11G).

P30 aw Zealand GST Act, § 51116) and (GA).

# Inland Revenue Authority of Singapore, IRAS e-Tax Guide - GST Treatmant of Vouchars: Sale and Redemption, at 6 Lan. 15,
20100,

*%Singapore GST Regulstions, Regulation 938(1)

“Singapore GST Ragulations, Regulation 938(2)

*Singapore GST Regulations, Regulation 93C(1)

*85ingapora GST Regulations, Regulation 93C(2)




of the voucher, either of the following at the option of the taxable person:
o the portion of the value of the voucher being redeemed on that occasion; or
o the amount of that consideration that is proportional to the value of the voucher
being redeemed on that occasion;
where the consideration received by the issuer for the voucher was equal to or more
than the value of the voucher, the portion of the value of the voucher being redeemed
on that occasion.

There are also specific rules for accounting for GST on unredeemed vouchers.”®

Taxable persons can elect to be subject to different rules, upon approval of the Comptroller, to
account for GST at the time the voucher is issued.*™® The Comptroller has fairly broad powers in

determining what conditions need to be met in order to be subject to these different rules.

The Singapore Tax authority has interpreted these rules as follows.®’

Multi-Redemption Voucher Non-Multi-Redemption
{“MRV") Voucher {“Non-MRV")

Sale of voucher Must be sold for a consideration | Need not be sold for a

consideration

Types of goods and/or Can be used to redeem arange | Can be used to redeem only

services that can be of goods andfor services. No specific goods and/or services.

redeemed reference is made to any Reference is made to the
particular specific goods and/or services to
goods and/for services to be be redeemed.
| redeemed.

GST Treatment Sale of voucher and redemption | Sale of voucher and redemption
of goods andfor services are of goods andfor services is
treated as 2 separate supplies. treated as a single supply.

{a} When voucher is sold {a} When voucher is sold
i,  ator below specified GST is to be accounted
value, no GST needs to for at the earlier of
be accounted for. when the payment is
i, Above specified valus, received or when an
GST has to be invoice is issued.
accounted for on the {b) When voucher is
excess payment redeamed
received. No further GST is
{b) When voucher is redeemed accountable unless
GST has to be accounted for additional payment is
on the value of the received. If additional
redeemed goods and/or payment is received,
services plus any additional GST is accountable on
payment received. that payment amount.

Examples $10 shopping vouchers, stored | Free vouchers, discount
valus cards, prepaid gaming and | vouchers, voucher for a spa
galling cards. treatment and parking coupons.

#igingapore BST Regulations, Regulation 930,

IMgingapore GST Ragulations, Regulation B3E.
30| land Revenue Authority of Singapore, IRAS &-Tax Guide, GST Treatment of Vouchers, 31 December 2013, at p. 1.




Singapore also has specific rules addressing the supply of vouchers by intermediaries and how
to account for the margin made by the intermediary on the resale of those vouchers. 3%

The Malaysian law is drafted in a simpler manner in respect of the treatment of vouchers. It
simply states that where a right to receive goods or services for a monetary value stated on any
token, stamp (other than postage stamp) or voucher is granted for a consideration, the
consideration shall be disregarded except to the extent, if any, it exceeds the monetary value. ®

The tax authority's application of this rule differentiates between monetary and non-rmonetary
vouchers, Monetary vouchers are those vouchers with a face value while non-monetary vouchers
are vouchers that entitle the bearer to a specific good or service mentioned in the voucher, 3%

GST is only chargeable on the issue of a monetary voucher to the extent the consideration for
the voucher exceeds the value of the voucher, GST is payable when the voucher is redeemed
for goods or services.

For non-monetary vouchers, if the non-monetary voucher is issued for consideration, GST is
applicable at the time of the supply. However, if the issuance of voucher is for no consideration,
there is a distinction between whether the voucher relates to goods or services. If the voucher
relates to services, GST is only applicable when the voucher is redeemed. If the voucher relates
to goods, then the Malaysian gift rules apply - only if the value of the goods to which the voucher
relates is more than RM500 is the issuance of the voucher subject to GST,3%

The IMF Model Law was followed by the Malaysian law. The wording of the principal provision
governing the treatment of vouchers is the same.*®However, this does not apply to prepaid
phone cards.

If the issuance of a voucher results in a taxable supply, the supply takes place when the voucher
is issued.®” The valuation of the taxable supply is in this case equal to the amount by which the
consideration exceeds the monetary value of the voucher.®® Where a voucher is issued without
consideration, the supplier of goods or services is required to include the value of voucher in the
value of goods and services supplied when the voucher is redeemed.3%®

In Ireland, the sale of vouchers or telephone cards, and similar items {other than vouchers or
telephone cards sold to and by taxable persons with a view to their re-sale) is not liable to tax
except where, and to the extent that, the consideration paid exceeds the redeemable value.®1?

Where a taxable person supplies a coupon, stamp, telephone card, token, or voucher, which has
a redeemable value, to a taxable person with a view to resale, and the supplier promises to

MSingapore GST Regulations, Regulation 83F.
3 Matayslan GST Law, Third Schedule. §3

¥ Mataysia, G5T Tax Guide on Retailing, at 25,
M halaysia, GST Tax Guide on Reteiling, &t 28.
8 |MF Model Law, 54(19).

07 IWF Model Law, § 10{11).

38 |MF Model Law, § 13{10).

% |MF Model Law, § 13(171).

0 Irigh VAT Act, § 43,




subsequently accept that coupon, stamp, telephone card, token or voucher at its redeemable
value in full or part payment of the price of goods or services, the supply is treated as a taxable
sale. When such coupon, stamp, telephone card, token or voucher is used in payment or part
payment of the price of goods or services, its redeemable value is disregarded for tax calculation
purposes.?'As such, where vouchers are issued through a multi-stage supply chain, vouchers
are taxed on issuance.

Finally, where a supplier sells a voucher to a buyer at a discount and promises to subsequently
accept that voucher at its face value in full or part payment of the price of goods purchased by a
customer who was not the buyer of the voucher, and who does not normally know the actual
price at which the voucher was sold by the supplier, the consideration represented by the
voucher shall, subject to regulations (if any}, be the sum actually received by the supplier on the
sale of the voucher.

The GST treatment of vouchers is a complex area. It is therefore necessary for the GST law to
provide simple and clear rules regarding vouchers in order to avoid any double or non-taxation of
the transaction. The comparable jurisdictions take various approaches towards vouchers and, as
such, a leading practice cannot be readily determined.

New Zealand's approach departs largely from the approach of the other jurisdictions as vouchers
are subject to GST upon issue. This approach can be impractical and therefore New Zealand
includes an exception to this rule such as situations when the issuer of the voucher is not the
supplier of the goods or services.

All other jurisdictions identify {at least to a certain extent) that the moment of redemption should
be the time of supply. This approach should be preferred as it avoids the impracticalities of the
New Zealand approach. Singapore and Malaysia consider the type of voucher {i.e., MRV or non-
MRV and Monetary or non-Monetary) to determine the tax treatment. While this approach takes
into consideration various business models, it adds complexity to the GST law, which should be
avoided when introducing a new type of tax. The IMF and, to a lesser degree, the Irish approach
constitute a simpler approach with regards to vouchers: {1) vouchers are subject to GST at the
moment of redemption regardless of their nature; and (2) only to the extent that the consideration
received exceeds the monetary value of the voucher GST is applicable at the moment of sale on
the differential amount. This approach first avoids any discussion regarding the specific type of
voucher and any issues regarding whether the issuer of the voucher is also the supplier of goods
and services. It also covers situations in which the issuer of a voucher receives consideration for
the issuance of the voucher.

1.A.7 Gambling

Overview of concept

Gambling constitutes a specific challenge for the design of a GST law as it is necessary to
determine if there is a supply in the first instance and, if there is a supply, when the supply

a1 |righ VAT Act, § 43.




takes places for GST purposes and on what value the GST should be levied. Due to these
complexities, historically, gambling fell into the exempt supplies category. However, many of
the more modern GST regimes have developed mechanisms to effectively bring gambiing
within the scope of GST.

Leading Practice

The GST law should include a provision regarding the GST treatment of gambling activities, which
should include the following:

- The placing of any amount by a person with another person for betting, sweepstakes,
lotteries, gaming machines, or games of chance should be a supply of services by the
person operating the betting, sweepstakes, lotteries, gaming machines, or gamaes of
chance.

The time of the supply should be determined as follows:
o Casino gambling: when the casino count takes place;
o Slot machines: when the money is removed from the machine:
o Horse racing and other sports betting: when the bet is received;
o Prize draws and lotteries: when the draw takes place.

- The value of the supply should be:

o the amount paid for participating in the betting, sweepstakes, lotteries, gaming
machines, or games of chance less.

o any amount of money payable to any person participating successfully in the
betting, sweepstakes, lotteries, gaming machines, or games of chance;

- Any negative value shall be treated as nil for the purpose of the current taxable period
and be allowed to be carried forward to a subsequent taxable period.

Discussion

In New Zealand, payments in relation to the following are treated as payments for a supply of
services by the person organizing the gambling or betting: racing or sports betting, participation
in gambling or prize competitions, and casino gambling.®'

Where there is a deemed supply by a racing board, the time of supply is deemed to occur when
and to the extent that any amount of money is dealt with by the board.?® For gambling or prize
competitions, other than casino gambling, the time of supply occurs when the draw is made. 3"
However, this rule does not apply to an instant game played by way of a machine {i.e., siot
machines). In that case, the time of supply is deemed to occur when the coin or token is taken
from the machine by the supplier.**® For casino gambling, the time of supply occurs at the time
of the “casino count."”*'®

The value of the supply of services for racing betting or sports betting is the amount received by
the New Zealand Racing Board plus the return of bets laid off by the New Zealand Racing Board
less the sum of refunds and winning dividends.®'” The value of the supply of services for equalizer

2 Naw Zealand GST Act, § 5I8) to {110).
13 Naw Zealand GST Act, § S(2)(d).
M4 Naw Zaaland GST Act, § S(2)la).
N5 Naw Zaaland GST Act, § 9201,
& New Zealand GST Act, § 9i2){g).
17 New Zealsnd GST Act, § 10{12).




betting is the amount received by a racing club. For gambling and prize competitions, other than
casino gambling, the value of the supply is the total consideration paid in money by a recipient to
participate in gambling to a supplier less the total amount of prizes paid in money by the
supplier.®'® If the gambling is in a casino venue, then the value is the amount of money paid to
the casino for a chip, as commission, or to otherwise participate in gambling less any amount
paid out by the casino as winnings.?™

Singapore includes a separate section for betting, sweepstakes, lotteries and gaming under the
Special Cases part of the legislation. This section states that the Minister may, by regulations,
make provisions modifying the GST rules for transactions involving betting, sweepstakes,
lotteries, fruit machines or gaming.*®

Part XlIl of the Singapore GST regulations addresses betting and gaming. The Singapore GST
regulations state that where any person pays an amount in money to participate in any transaction
involving betting, sweepstakes, lotteries, fruit machines or games of chance, the amount of
money so paid shall be treated as consideration for a supply of services to him, %

For any gambling supply made outside of a casino, the tax base is equal to the amount paid for
participating in the gambling transaction less any amount of money payable to any person
participating successfully in the gambling. ¥

In respect of casinos, a casino operator shall be treated as having made a taxable supply of
services when a person pays an amount in money to a casino operator as a bet received and
accepted by the casino operator as a wager on any game where the casino operator is a party to
a wager; of to participate in any game where the casino operator is not a party to a wager but the
game is conducted by on the premises of the casino operator,*?

Casino supplies are deemed to be made at the end of the prescribed taxable pericd in respect of
which the net win from that supply is included in determining the gross gaming revenue of the
casino operator, 3

The tax base is calculated based on the same principles as for gambling supplies made outside
of a casino. In addition, the regulation provides special rules for complementary chips or coupons
given by the casino operator and bad debts resulting from gambling supplies. Further, any casino
loss maybe carried forward and offset against the supplies made in a subsequent period {i.e.,
where amounts paid out exceed amounts received).*®

14 oy Fealsnd GST Act, § 10(14).

3T Naw Zealand GST Act, § 10(154),

0 Singapore GST Act, § 36,

I gingapore GST Regulations, regulation 91,

32 Singapore GST Regulations, regulation 91-818.
3 Singapore GST Regulations, regulation 92C.

324 Sipnapore GST Regulations, regulation 92C.
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Finally, the GST Act provides that any betting, sweepstake, and lottery duties must be included
in the value of the gambling supply.3?®

Malaysia adopts a similar position as New Zealand and Singapore in determining the value of the
betting and gaming suppiies. According to the Third Schedule of the GST Act, the value of taxable
supplies of services made by a person licensed under any written law involving betting
sweepstakes, lotteries, gaming machines or games of chance must be the amount received by
the supplier less any winnings paid out to the betting participants.

The GST Regulations provide further details on the time of supply of gambling and similar
activities: 3"

+ Where there is a supply of services involving number forecasting, lottery and a game of
chance, the time of supply is at the time when the numbers are drawn.

* Where there is a supply of services invelving sweepstakes, the time of supply is at the time
when the race is taking place.

» Where there is a supply of services by gaming machine, the time of supply is at the time
when collection is reroved from the machine, or at the time when transaction is recorded
by the machine; or

* Where there is a supply of services involving casino betting, the time of supply is on the last
day of the taxable period in which the supply takes place.

Under the IMF Model Law, the placing of a bet by a person with another person operating a
game of chance is a deemed to be a supply of services by the person operating the game of
chance.* The time of supply for games of chance is subject to the general rules: i.e., earliest of
performance of service, date of invoice, or payment.®® However, if the supply for consideration
in money is received by the supplier by means of a machine, meter, or other device operated by
coin, note, or token, the time of supply occurs when the coin, note, or token is taken from the
machine, meter, or other device by or on behalf of the supplier.®° The value of a supply of games
of chance is the amount received in respect of the bet, reduced by an amount equal to the tax
fraction multiplied by the amount received in respect of the bet.*' Unlike the other jurisdictions
discussed above with value the supply as being net of any payments made to winning gamblers
or participants, the IMF Model Law allows a specific input tax deduction for payments as a prize
or winnings.*?

Ireland departs from the approach followed by all the other comparable jurisdictions and exempts
gambling and lotteries. 3

Based on the comparable jurisdictions, leading practice is to tax gambling transactions. Therefore,
the Irish approach should be excluded. Specific valuation rules and time of supply rules should

*E Singapora GST Act, Third Schadule,

7 Malaysia GST Regulations, Regulation 13,
8 IMF Model Lawy, 54(8).

&0 |MF Model Law, 51001).

= MF Modal Law, 510(7).

0 MF Modal Law, §13{15),

*R|MF Model Law, § 27(d).
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be adopted to reduce the compliance burden associated with calculating GST on a per supply
basis.

1.A.8 Non-resident GST refunds

Overview of concept

There may be situations where non-resident taxable persons who are not GST registered, nor are
required to be GST registered, in a jurisdiction incur GST in that jurisdiction. Such GST costs can
arise in a number of ways, including:

- Employees traveling to that jurisdiction and incurring GST on hotel, rental cars and other
travel expenses;

- The non-resident imports goods into the jurisdiction and incurs import GST;

- The non-resident is charged GST by a resident supplier (e.g., services related to land in
Puerto Rico).

Countries adopt various approaches to address such GST incurred by foreign entities, including:

- Providing simplified refund procedures to allow these entities to recover any GST
incurred where that non-resident taxable person would have been entitled to recover
the GST if it was operating its business in that country (e.g., European Union);

- Allowing the non-resident to register for GST and file returns to recover the GST
incurred where that non-resident taxable person would have been entitled to recover
the GST if it was operating its business in that country (e.g., Australia and New Zealand};

- Not permitting the recovery of the GST incurred unless the non-resident taxable person
is making supplies subject to GST in that country {e.g., Singapore).

The general rationale for allowing non-resident businesses to recover GST incurred on costs is
that GST should not be a cost to business; it is a tax on final consumption.

Many jurisdictions that allow GST refunds to non-resident businesses often place certain
limitations on those refunds. For example, refunds may not be permitted unless the business’s
country of residence also provides refunds to non-resident business or refunds may not be
permitted in respect of goods or services consumed in the country, such as tood and
accommodation.

Another situation giving rise to non-residents incurring GST is that of purchases made by tourists.

Many jurisdictions allow tourists to recover GST incurred on purchases made in the jurisdiction
provided the purchases are removed from the country when the tourist leaves the country. The
rationale behind such an approach is that GST should only apply to goods or services consumed
in the GST jurisdiction. If a tourist purchases a souvenir to take back to their home country,
consumption of that good arguably occurs in the tourist’'s home country.

Leading Practice

The GST law should include a provision regarding non-resident GST Refunds, which should
include the foliowing:




Non-resident taxable persons, which are not registered under the general registration
rules, that incur GST in Puerto Rico on purchases of goods and services for their taxable
activity abroad may be permitted to register for GST and claim a refund of input GST
under the following conditions:
o Registration:
» The non-resident is registered for a consumption tax similar to Puerto
Rico's GST or carries out an activity that would cause the non-resident to
be registered for GST if the activity was carried out in Puerto Rico;
* The non-resident does not carry on or intend to carry on a taxable activity
in Puerto Rico;
» The non-resident does not sell goods or services that it can reasonably
foresee will be received by an unregistered person in Puerto Rico.
o Refund of input GST:
= A non-resident registered for GST under the above conditions should be
required to file a GST return on a calendar quarter basis;
» Any amount of input GST that during a calendar quarter does not exceed
a certain dollar value threshoid should be carried forward to the next
calendar quarter;
= Any amount of GST during a calendar quarter that exceeds a certain
dollar value threshold should be refunded to the non-resident within a
prescribed number of days following the day the GST return was filed,

The GST law should also provide a refund of GST for tourists visiting Puerto Rico who purchase
goods in Puerto Rico during their stay which they subsequently take back to their home countries.

Discussion

Refunds for non-resident businesses

In New Zealand, a non-resident can voluntarily register for GST even where the non-resident does
not make taxable supplies in New Zealand.** A non-resident may only register if the following
conditions are met:

The non-resident is likely to claim an input tax deduction of more than NZD 500 in the
first taxable period after registration;

The non-resident is registered for a consumption tax in its country or carries out an
activity that would cause him to be GST registered if the activity was carried out in New
Zealand,

The non-resident does not carry on or intend to carry on a taxable activity in New
Zealand;

The non-resident does not perform services that it can reasonably foresee will be
received by an unregistered person in New Zealand; and

The non-resident is not and does not intend to become a member of a group of
companies that carries on a taxable activity in New Zealand.

GST is refunded within 80 working days of receiving the registered person’s return.®

™ New Zealand GST Act, § 54B,
B3 Waw Zealand GST Act, § 46,




in order to facilitate the claiming of a refund under the law, special rules are included in the
section addressing the calculation of tax payable to allow the non-resident to claim GST that has
been incurred despite the fact this it is not making supplies subject to New Zealand (ST,

Malaysia, Singapore and the IMF do not have general non-resident refund rules. Singapore has a
limited refund rule for GST incurred on the importation of goods, subject to certain conditions.*”

Ireland has a simplified regime for non-resident business to claim VAT incurred in Ireland. This
regime does not involve the non-resident registering for VAT but allows the non-resident to file a
refund claim by supplying certain required supporting documentation.®® The VAT incurred must
relate to the business carried on by the non-resident and the non-resident must not be making
supplies of goods or services in Ireland.

In order to promote fairess and neutrality of the tax, the GST law should allow non-residents to
recover input GST where is it incurred for the purposes of its business activity, if that activity
would be taxable if carried on in Puerto Rico. For Puerto Rico, the New Zealand approach of
requiring the non-resident to register for GST is preferable over the simplified approach of Ireland,
in order to reduce the opportunity for fraud.

Tourist refunds

All comparable jurisdictions, except New Zealand, allow to a certain extent a refund of GST paid
by tourists on purchases of goods made in the jurisdiction during their stay, which they bring
back to their jurisdictions.

In order to maintain Puerto Rico’'s competitiveness in the tourism sector, GST refunds for goods
purchased by tourists that are removed from Puerto Rico upon the tourist’s departure should be
provided.

1.B General Provisions

1.B.1 Document retention
Overview of concept

In order to facilitate the efficient assessment and enforcement of the tax by the tax authorities,
the GST law should prescribe document retention rules. The provision should describe what type
of documents should be retained, for how long, where and in what format {e.g., electronic or
hard copy). Special rules should be included in the GST law as documents supporting GST
positions taken can differ from those documents used for income tax assessment purposes. For
example, there may be certain GST specific regimes, or transactions with a greater GST risk that
require specific types of documents to be maintained (e.g., import documentation,
documentation relating to transfers of going concerns, GST invoices and adjustment notes).

N gw Zealand GST Act, § 20,
Hgingapore GST Act,§ 334,
B Irigh VAT Act, § 102,




Consideration should be given to the compliance burden and associated costs placed on taxable
persons with regard to record storage and this should be balanced against the tax risk, as well as
the statute of limitations relating to tax reassessments.

The rules should also address tax authority access to the records.
Leading Practice
The document retention rules should be drafted to include the following:

All taxable persons must maintain the following records:

o All original invoices, credit notes, and debit notes received;

o Copies of all invoices, credit notes, and debit notes issued,;

o Customs documentation relating to the import and exports; and

o Business and accounting records {e.g., contracts, sales and purchase registers.

Books, bank statements).

The records must be retained for a certain defined period of years from the end of the
taxable period to which they relate. The number of years should be consistent with
other tax and accounting rules in Puerto Rico.

- Records may be kept in a foreign jurisdiction upon tax authority approval or subject to
certain guidelines such as accessibility.

- Records may be kept in electronic format provided that there are controls to guarantee
the authenticity of the origin of the documents and maintain the integrity of the content
of the document.

- The taxable person must be able to produce any requested records to the tax authority
within a reasonable timeframe.

Discussion

Under the New Zealand GST Act, a GST registered person must keep records that are sufficient
to enable ready ascertainment by the tax authority of that person's liability to tax for a period of
at least seven years after the end of the taxable period to which they relate.

The law provides a non-exclusive list of records that should be kept, including books of account
recording receipts or payment or income or expenditure, vouchers, bank statements, invoices,
tax invoices, credit notes, debit notes, receipts, and such other documents necessary to verify
the entries in the books of account,®?

Those records should contain at least (1) a record of all goods and services supplied by or to that
registered person allowing the Commissioner to identify the goods and services, and the
suppliers or the their agents; (2) the charts and codes of account, the accounting instruction
manuals, and the system and program documentation; and (3} any special list required to be
prepared under the GST Act.

The New Zealand GST Act also includes special record keeping rules in relation to certain supplies
of land, and powers for the Commissioner to extend the record keeping period for an additional
three years if the taxpayer is under audit or will likely be under audit.

39 Naw Zesland GST Act, § 75(3).
0 Naw Zealand GST Act, § 78{1).




The records must be maintained in New Zealand unless the registered person has been
authorized by the Commissioner to keep the records outside of New Zealand.?"'

In Singapore, every taxable person is required to keep the following records for a period of five
years from the end of the prescribed accounting period to which the record relates: (1) business
and accounting records; (2) copies of all tax invoices and receipts issued by the taxable person;
(3) tax invoices received by the taxable person; (4) documentation relating to importations and
exportations by the taxable person; and (5) all credit notes, debit notes or other documents which
evidence an increase or decrease in consideration that are received, and copies of all such
documents issued by the taxable person.®? The records can be kept in electronic format.

The Comptroller has the power to prescribe additional record keeping requirements by regulation.

In Malaysia, every taxable person is required to keep full and true records of all transactions which
may affect his liability to tax including (1) all records of goods and services supplied by or to that
taxable person including tax invoices, invoices, receipts, debit notes, credit notes, and export
declaration forms: (2) all records of importation of goods; and (3) all other records required by the
tax authority.®? The records must be kept in Malaysia, unless record storage outside of Malaysia
has been approved, and must be kept for a period of seven years.* The records can be kept in
electronic format provided that the original document was an electronic document. %

Under the IMF Model Law, every taxable person is required to maintain in the jurisdiction {1)
original tax invoices, tax credit notes, and tax debit notes received by the person; {2) a copy of all
tax invoices, tax credit notes, and tax debit notes issued by the person; (3} customs
documentation relating to imports and exports by the person; {4} accounting records relating to
taxable activities carried on in the jurisdiction; and (5} any other records prescribed by
regulations.*® Records must be retained for six years after the end of the taxable period to which
they relate.®’ The law defines records as meaning accounting records, accounts, books,
computer-stored information, or any other document,*®

The Irish VAT Act provides that every taxable person must, in accordance with regulations, keep
full and true records of all transactions which affect or may affect his liability to tax and
entitlerent to deductibility for a period of six years from the date of the last transaction to which
they refer,3®

The basic records to be maintained by businesses (large and small) are essentially the same and,
in brief, include invoices, credit notes, debit notes, receipts, books, bank statements or other

MMaw Zealand GST Act, & THIIBANL).
3¢ Singspora GST Act, § 46(1).

43 palaysia GST Act, § 36(1)

4 palaysis GST Act, § 36(2).

B5 Malaysia GST Act, § 36{3)

B |MF Modal Law, & 81(1).

7 |MF Model Law, § 61(2).

8 |MF Model Law, § 60.

5 |righ VAT Act, & 8401),




documentation that relates to the supply of goods or services, importation or intra-community
acquisition of goods.

The lrish VAT Act is much more prescriptive than the other jurisdictions and also includes specific
record keeping rules for certain types of transactions that have a special treatment under the Irish
VAT Act, 30

All comparable jurisdictions include a specific provision detailing the recordkeeping requirements
for GST purposes. The common theme of these rules is that all records that enable the tax
authority to validate the tax position taken by the taxable person must be kept for a certain period,
varying between five and seven years.

Based on the comparable jurisdictions, it is leading practice to inciude specific record keeping
rules in the GST law which will facilitate the inclusion of GST specific record keeping rules relating
to GST specific regimes, where required. Taxable persons should be required to keep all invoices,
credit and debit notes relating to input and output transactions. In addition, taxable persons
should also keep customs documentation relating to import and export transactions performed.
Finally, taxable persons should be required to maintain accounting records.

The length of time records should be maintained should be in line with other tax and accounting
rules in Puerto Rico.

In order to minimize compliance costs, taxable persons should be permitted to maintain records
electronically and in a foreign jurisdiction, subject to the tax authority's approval or guidelines.

1.B.2 Currency
Overview of concept

Transactions with non-resident businesses may occur in foreign currencies. Exchange rate
variations may thus create valuation distortions between the value of the supply at the time of
supply and when the supply is reported.

Further, where domestic transactions between businesses are conducted in a foreign currency,
if the supplier uses a different exchange rate to that of the purchaser, there can be a variance
between the output tax reported by the supplier and the input tax claimed by the purchaser,
potentially resulting in a cost to the government.

GST laws thus generally include a provision dealing with foreign currency transactions.

Leading Practice

= |rish VAT Regulations, ragulation 27
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The currency rule should be drafted as a separate provision and include the following:

- All amounts under the GST law should be expressed in US dollars with the exchange
rate applicable at the time of supply used for currency conversion.

- A power for the tax authority to determine other currency conversion methods that may
ease the administrative burden of the taxable person.

Discussion

In New Zealand, for transactions under the NZ GST Act, all amounts of money must be expressed
in New Zealand dollars.®™' As such, GST invoices are required to be issued in New Zealand dollars,
thus ensuring that the output tax reported by the supplier is the same as the input tax claimed
by the purchaser. The exchange rate should be the prevailing rate at the time of supply.

In Singapore, where a value is expressed in a currency other than Singapore dollars, it must be
converted into Singapore dollars at the prevailing selling rate at the time of supply.®? The
Comptroller can also publish rates of exchange that may be used or determine other accepted
methods for currency conversion. The use of alternative methods is generally subject to
Comptroller approval.

Malaysia adopts a similar approach to Singapore.®® The use of the following exchange rates
corresponding to the time of supply is acceptable:

¢ In the case of domestic transactions, the use of daily exchange rates (buying, selling or
average of the two) of any bank operating in Malaysia.

+ [n the case of the importation of goods, conversion of foreign currency should be at the
exchange rates published by Custorns which are updated every week. *

Under the IMF Model Law, all amounts of money are to be expressed in the local currency.™® If

an amount is expressed in a foreign currency, the amounts must be converted at the exchange
rate determined in the customs act for imports and at the exchange rate applying at the time the
amount is taken into account under the Act — effectively the time of supply.®®

Ireland requires that the amount of VAT included on a tax invoice must be expressed in Euros.®”
Where a currency other than Euro is used, it must be converted into Euro. The exchange rate to
be used must be:*®

« The latest selling rate recorded by the Central Bank of Ireland or the European Central
Bank for the currency in question at the time the tax becomes due, if no agreement has
been reached with the Revenue as to the basis for determining the exchange rate;

e [f there is an agreement with the Revenue for a method to be used in determining the
exchange rate, the exchange rate under that method.

¥ New Zealand GST Act, § 77,

Mgingapore GST Act, Schedule 3, §11(1)

3 Malaysia GST Act, Third Schedule - Valua of Supply of Goods or Services.
3 Malaysia GST Guide, Tex Invoice and Record Keeping {(DRAFT, at 24,

=5 IMF Model Law, § 83{1}.

8 |MF Medel Law, § 83(2),

=7 |righ VAT Regulations, regulation 10,

8 |righ VAT Act, § 37{4),




All comparable jurisdictions include a specific provision in respect of currency conversion in order
to provide certainty in respect of how foreign currencies are to be converted and to ensure there
are no mismatches between what output tax is paid by a supplier and what input tax is claimed
by a purchaser. Given the compliance burden associated with monitoring foreign exchange rates,
some jurisdictions allow the use of methods other than daily exchange rates {e.g., mid-month or
month end rates, rates to be renewed every three months). These concessions are usually
provided as an administrative relief and not included under the law, other than providing the tax
authority with the power to prescribe other methods.

The location of the currency provision within the law also varies with some jurisdictions including
the provision with the valuation sections {Singapore, Malaysia and Ireland} and others having a
separate currency provision (New Zealand and the IMF).

Leading practice would be to include a currency provision to avoid the issues discussed above.
For simplicity it should be included as a separate provision, similar to the IMF and New Zealand
law. All amounts under the GST law should be expressed in US dollars with the exchange rate
applicable at the time of supply used for currency conversion. The section should also include a
power for the tax authority to determine other currency conversion methods that may ease the
administrative burden of the taxable person.

1.B.3 Language
Overview of concept

In order to facilitate the administration of the tax, GST laws generally provide that records must
be maintained in the local language. Some jurisdictions allow records to be maintained in another
language provided that a translation can be made readily available upon the request of the tax
authority. Such a provision is especially important for non-resident taxable persons that may not
use the language commonly spoken in the GST jurisdiction in their day to day accounting system.

Leading Practice
The language provision should be drafted to include the following:
- Records should be maintained in Spanish or English.
- Taxable persons may apply to the tax authority for permission to maintain records in a
language other than Spanish or English.

Discussion

in New Zealand, the Tax Administration Act requires that records to be kept in English. However,
the tax authority may approve records to be kept in a foreign language upon request.®®

Singapore and Ireland do not include any specific requirement regarding language in their
legislation.

*ENZ GST Act, § 75(IBA)




In Malaysia, all records regarding the supply of goods and services must be kept in Bahasa
Malaysia or in the English language.®®

The IMF Model Law states that where records are not kept in the national language, the
Commissioner may require the person keeping the record to provide, at that person’s expense,
a translation into the national language by a translator approved by the Commissioner.®®'

The Malaysian approach to require recordkeeping in a specific language should not be followed
as it may be impractical for non-residents, especially those only registered for GST refund
purposes. The IMF and New Zealand provide the leading practice in respect of language
requirermnents, with the IMF being less stringent than New Zealand by not requiring the taxable
person to obtain prior approval to keep the records in another language but by requiring a
translation of the documents upon the tax authority’s request.

In order to provide some control over the languages that are acceptable for record keeping, the
law should require the records be maintained in Spanish or English language. Should a taxable
person wish to maintain records in another language, the taxable person should apply to the tax
authority for such permission. Approval of such applications should be dependent upon the
language and whether the tax authority is satisfied that translated documents could be provided
by the taxable person in a timely manner.

1.B.4 Additional issues to consider
Enactment of the tax and supplies spanning rate and rule changes

The enactment of the tax and supplies spanning rate or rule changes may affect agreements or
contracts that span the enactment, rate, or rule change. GST laws may change over time to adapt
to the revenue needs of the government or to address social issues. The changes generally
involve rate increases or decrease, or changes in the treatment of particular types of supplies
(e.g., change the treatment from taxable to exempt or vice versa). Therefore, GST laws generally
provide for specific rules dealing with the transition pericd between old and new rules,

Secondhand goods

Taxable persons selling secondhand goods are required to charge GST their sales like any other
taxable person. However, where they acquire those secondhand goods from non-registered
persons, GST is likely to be imbedded in the cost of that acquisition as a result of the GST that
was paid by the non-registered person on the initial acquisition of the good. In order to prevent
GST being levied twice on the same good, jurisdictions adopt different approaches. One approach
is to apply a margin scheme for such dealers in secondhand goods so that only the margin is
subject to GST. Another approach is to allow a notional input tax credit on the acquisition of the
second hand goods from non-registered persons. The GST law should include rules governing
sales and purchases of second hand goods.

D Malaysia GET Act, § 36(2){b).
1 MF Modal Law, § 63,




Domestic Reverse Charge

Some countries apply the reverse charge mechanism on certain limited domestic transactions
either to avoid additional administrative burden on taxable persons (e.g., cash flow burden arising
from high value domestic transactions) or to combat tax fraud and evasion le.g., in industries
where refund fraud is more likely). Introducing a domestic reverse charge results in the recipient
of the supply accounting for both the input and output tax on the transaction, therefore
eliminating any cash flow burden arising from the transaction for the parties invoived and any risk
of a fraudulent refund payment being made by the tax authority. Consideration should be given
as to whether any industries in Puerto Rico would warrant such treatment.

Agents for non-resident principals

Many jurisdictions have specific rules around agents being liable for the GST payment and
compliance obligations of non-resident principals. Some jurisdictions require the appointment of
a fiscal representative at the time of the registration of the non-resident, while others include a
deeming provision within the law which states that an agent carrying on an activity for and on
behalf of a non-resident is liable for the non-resident’s GST obligations. Consideration should be
given as to whether Puerto Rico should adopt a similar approach.

Electronically supplied services by non-residents
"Electronically supplied services” (ESS) are generally services that are:

+ Delivered over the Internet or an electronic network (in other words reliant on the
internet or similar network for its provision);

* Heavily dependent on information technology for their supply {in other words the service
is essentially automated, involving minimal human intervention and in the absence of
information technology does not have viability).

Examples of ESS include digital books, downloaded music and videos, webhosting, online
storage, software, apps, etc.

Most GST jurisdictions do not tax services supplied by an overseas supplier to an end customer
over the internet if the supplier has no presence in that jurisdiction. However, there are special
rules in the EU, Switzerland, Norway, lceland, South Africa, and Ghana that require the providers
of electronically supplied services to account for GST on sales to private consumers and non-
taxable entities (e.g. public schools) in these territories (collectively B2C supplies), regardless of
the absence of any local presence. B2B supplies are generally not subject to these special rules.

The rationale behind this approach is that it creates a level playing field for domestic suppliers of
such services and non-resident suppliers given that the consumer can generally obtain such
services from anywhere in the world with relative ease. Puerto Rico should consider the
application of such a regime.
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Appendix E: GST Systems and Exemptions

A universally applicable broad based flat rate GST will be regressive. There are two ways to
redress regressivity. The first, adopted by most modern regimes, is through transfer payments
to select taxpayers to mitigate the impact of the tax on “necessities.” The second, used
principally by early adopters, is to provide exemptions or special rates for designated goods or
services. Best practice indicates exemptions should be kept to a minimum to reduce the
complexity of the administration of the tax.

This paper focuses on the issues associated with GST exemptions noted in our deliverable
entitled “Analysis of Current Tax Structure and Optional Tax Strategies.” It provides examples
of some of the challenges faced by GST regimes that have chosen to use exemptions to address
regressivity.

Overview
A single rate, broad based system is preferred because:

* Itlowers cost of collection (administration costs for the government and compliance costs
for businesses).There are no disputes over which rates should apply to which goods and
services nor is there any incentive to fraudulently apply an incorrect rate. Further,
accounting processes are simplified because only one rate is required to be tracked.

» Asingle rate avoids exemption creep and creating political vulnerability from businesses
requesting to benefit from a lower rate.

* Iteliminates the potential disruption of consumer choices that may arise where multiple
rates may create an incentive to purchase lower rated goods and services.

* It minimizes the situations where suppliers will be making exempt supplies and therefore
have an incentive to self-supply or vertically integrate because GST charged by third
parties is not recoverable.

* Itreduces the number of entities that will be making both taxable and exempt supplies
requiring them to track and apportion the GST charged on business inputs to ensure only
GST related to taxable supplies is recovered. This apportionment is difficult to achieve
accurately and disputes can arise between the taxpayers and tax authority regarding the
methods used to apportion input tax credits.

In 2007, Copenhagen Economics undertook a study on the application of reduced VAT rates in
the European Union.*?The study found empirical evidence indicating that compliance costs
associated with lower VAT rates can be sizeable. It further found that differences in VAT rates
between similar products may give rise to a substantial number of administrative and legal
conflicts about the proper classification of specific goods.

2 Copenhagen Economics, Study on reduced VAT applied to goods and services in the Member States of the
European Union, 21 June 2007,
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Collection costs are difficult to estimate and data is hard to come by, However, one clear
implication of the evidence from developed economies is that the collection costs associated
with GST are likely to be significantly affected by the design of the tax.*® A broad based, single
rate tax with a high registration threshold and few exemptions will have relatively low collection
costs.

Evidence from New Zealand has shown that while precise administrative costs of GST may be
difficult to ascertain, those costs are lowered if a broad based, low rate version of the tax is
introduced. New Zealand's GST has had one major policy review since its enactment in 1986,
which produced no recommended structural change. The Inland Revenue Department,
responsible for most of the legislative work on GST, has the time of just 1% professional policy
staff dedicated to GST out of a total tax policy complement of 45. The key point is the New
Zealand GST regime has been low cost from an administrative perspective. This is generally
attributed to the twin policy pillars of comprehensive coverage and a single domestic rate,

The study also observed that due to the substantial economic consequences of activities being
classified with different VAT rates, businesses and tax authorities are constantly disputing
borderline cases. In Sweden, such disputes constitute roughly 1/5 of all cases referred to their
tax tribunal, and consuming, conservatively estimated, real resources in the public and private
sector of almost US$100 million (Swedish Government, 2008),3%

The Study also found that even very detailed guidance on the appropriate VAT rates to be applied
on each potential food-like product will not prevent a large number of borderline cases being
disputed between businesses and tax authorities because having different VAT treatments for
goods and services can create considerable incentives for traders to obtain a lower rate for a
specific good or service.*®

Ultimately, the Study found that the income distributional effects of differentiated VAT rates are
modest, particularly in countries with a relatively equal distribution of income, relative to the
resulting compliance costs and distortions of consumer choice. For countries with less
comprehensive transfer systems and more unequal distribution of incomes, the effects are
larger. However, in both cases the Study argued that more targeted transfer systems and
reduced compliance costs could be attained at lower costs to society.®®

The Study stressed the need to consider alternatives to lower VAT rates to accomplish the
desired policy goals. Targeted subsidies may have smaller mechanical revenue loss and a higher
effectiveness,

3 Ebrill et al, The Modern VAT, International Monetary Fund, 2001,

%4 |an Dickson and David White, Tax Design Insights from the New Zealand Goods and Services Tax Model,
Working Paper Series, Work Paper Mo, 60, Victoria University of Wellington, Apr, 2008, p. 7.

5 Copenhagen Economics, Study on reduced VAT applied to goods and services in the Member States of the
Ewrppean Union, 21 June 2007 at p.53.

M8 Copenhagen Economics, Study on reduced VAT applied to goods and services in the Member States of the
European Union, 21 June 2007 at p.71 and 78.

¥ Copenhagen Economics, Study on reduced VAT applied to goods and services in the Member States of the
Eurcpean Union, 21 June 2007 at p.B4,

#8 Copenhagen Economics, Study on reduced VAT applied to goods and services in the Member States of the

European Union, 21 June 2007 at p. 34,




Mechanical revenue loss arises where GST revenue foregone does not contribute to reaching
the desired goal (e.g., GST exemption for food in order to improve the income distribution
rasulted in mechanical revenue loss because high income households will also benefit from lower
GST).%®

Exemptions and reduced rates can result in significant mechanical revenue loss. In New Zealand,
the evidence available at the time suggested that while the bottom 20% of households allocated
between 23% and 29% of their budgets to food, the top two deciles spent between 7% and
10% of their budgets on food. However, overall, upper income households spent twice as much
as low-income households. Of every NZ$100 spent on food in New Zealand, the least well off
spent NZ$6.50, whereas the most well off spent NZ$12. Taxing all food thus made revenue
available to redistribute and supplement the income of the poor via other means.?®

The OECD arrived at the same conclusions in its bi-annual analysis of consumption taxes.* The
OECD observes that while maost countries implement reduced rates and exemptions in order to
alleviate the tax burden on low-income households, the benefits are greater for the better off
resulting in tax expenditure producing a result that is unlikely to be in line with the original
intention.

Given Puerto Rico's current administrative capabilities, a single rate, broad based system would
be the best option.

Specific Country Experience - Food

Food exemptions create significant issues in determining whether particular food items fall within
the exemption. Further, extensive tax authority guidance is required to help with this
classification of food. Even with such guidance, there are often significant economic incentives
for taxable persons to push the boundaries of those exemptions and dispute borderline cases.

Also, the exemption of certain food items results in foregone revenue that could be redistributed
more effectively. Some of the issues faced by some jurisdictions that have chosen to exempt
food are discussed below.

In the UK, basic food products for human consumption are zero rated and Her Majesty’s Revenue
and Customs ("HMRC") provides complex guidance detailing all the exceptions to zero-rating in
the VAT law.

There are a number of exclusions from this treatment, including:

9 Capanhagen Econormics, Study on reduced VAT applied to goods and services in the Member States of the
European Union, 21 June 2007 atp. 6

30 |an Dickson and David White, Tax Design Insights from the New Zealand Goods and Services Tax Model
Warking Paper Series, Work Paper No. 80, Victoria University of Wellington, Apr. 2008, p. 6.

1 QECD, Consumption Tax Trends 2012; VAT/GST and Excise Rates, Trends and Administration Issues.




Cold items taken away may be zero-rated in certain circumstances while certain hot
food items taken away are standard rated.

- Confectionery is standard rated.

- A supply of food in the course of catering is standard rated.

- Certain beverages are standard rated.
With these exclusions come a number of classification and interpretation issues:
m Hotvs. Cold takeaway food items

In the UK, cold items taken away may be zero-rated in certain circumstances while certain
hot food items taken away are standard rated. Disputes have arisen in respect of why food
items may be hot when taken away (i.e., are they specifically sold for consumption whilst
hot or are they sold hot for another reason?).

One dispute related to the sale of hot bagels which HMRC sought to tax at the standard
VAT rate. However, the taxable person successfully argued that the reason why the bagels
were hot when taken away was that they needed to be toasted to create a crunchy interior
rather than for consumption whilst hot.*"

Another dispute related to heated ciabatta. HMRC argued that the purpose of heating the
ciabatta was for the customer to consume the food hot and therefore it should be standard
rated. However, the UK VAT Tribunal agreed with the taxable person's argument that the
ciabatta was heated to maintain optimum freshness and to create appealing aroma in the
shop. The taxable person further argued that it had no interest in, nor control over, the
ternperature at which the customer chose to consume the product.

m Confectionery vs. Basic Foodstuffs

In the UK, confectionary is standard rated while basic foodstutfs are zero-rated. There have
been many disputes of the classification of confectionary resulting in a number of complex
tests developed by the courts.

The courts have found that confectionery is generally held as being any food normally eaten
with the fingers and made by a cooking process {other than baking) which contains a
substantial amount of sugar or sweetening agent.*” Further, the courts consider the view
of the purchaser, appearance, size, ingredients, manufacturing process, taste, texture,
packaging and marketing are relevant.3

These types of tests can obviously be very subjective, giving rise to further disputes as to
classification of certain food products.

M The Great American Bagel Factory Ld (VTD 17018) (TVC 29.58).
M Papeorn House Lid [1968] 4 All ER 782.
M & F Commrs v Ferrero UK Lid, CA [1997] STC 881 (TVC 25.138).




m Catering

The treatment of the supply of food in the course of catering has also been the subject of |
many disputes.

A supply of food and drink in the course of catering is standard rated. Catering is [
characterized as a supply involving a significant element of service or the supply of food is )
for "on premises’ consumption. |

Many of the disputes have centered around what should be considered a “significant
element of service.”

Disputes have also arisen in respect of whether the food is supplied for “on premises”
consumption. HMRC considers premises to be the areas controlled by the retailer or areas -
that have been specifically provided for the customer to consume the food purchased. ‘
Similar disputes have arisen in other countries, for example, where seats were provided by

the European equivalent of a food truck vendor ~ does this constitute "on premises” !
consumption? I

n Drinks

The classification of beverages is particularly complex in the UK. Beverages are generally
standard rated, with the following exceptions: '

» Tea, maté, herbal teas and similar products, and preparations and extracts thereof:

» Cocoa, coffee and chicory and other roasted coffee substitutes, and preparations and
extracts thereof; and

* Milk and preparations and extracts thereof.

Disputes have not only arisen in respect of whether a beverage falls within one of these '
exceptions but also whether a drink is a beverage or not.

In respect of the former, the VAT tribunal found that as the drink contained over 50% milk
extracts, the drink was able to be zero-rated, even though it did not appear to be a milk )
based drink, 78 |

In respect of the latter, complex tests have been developed through case law to determine
whether a drink is a beverage. [

The court found in Bioconcepts that notwithstanding the Oxford English Dictionary
definition of "beverage” meaning drink, it is not used in the sense of meaning all drinkable
liquids. Its meaning in ordinary usage covers drinks that are commonly consurned. This
concept of what is a commonly consumed beverage was characterized by the courts as:

1. Aliquid that is commonly consumed; and a liquid that is characteristically taken to;

7 Rivella (UK} Ltd (VTD 16382) (TVC 29.175),




2. Increase bodily liquid levels;
3. To slake the thirst;

4. To fortify, or;

5. To give pleasure

These five points were adopted by HMRC as being the key factors in determining whether
a product is a beverage. They were placed in HMRC guidance through Public Notice
701/14/02 Food (May 2002). Subsequent cases have cited the “Beverage Test" within the
decision.

Each of these five points gives rise to its own complexities and interpretation. An example
is in respect of increasing bodily fluids. In the case of Unilver Bestfoods UK Ltd the tribunal
found that the high sugar content of “Vie Shots” had the effect of slowing the rate of
absorption of the product. Vie Shots were therefore not considered suitable for quick
hydration of body fiuid levels.

Some of the tests are quite subjective, including the fortify and pleasure points. In respect
of the fortify point, in the case of Ocean Grown UK Lid, it was noted that to consider
whether or not a beverage is fortifying, it is important to look at how the customer
perceives the product and what the marketing literature says; it was felt that scientific
research is irrelevant.

In Australia, basic food products are GST free. Australia has very comprehensive guidance on
food, including an 88 page list of specific food items and their treatment. Further, they have a
dedicated Food Classification Working Party to address GST and food issues.

Where a certain food item is not specifically listed, a taxable person needs to work through a
complex flow chart to determine whether the food should be subject to GST. This flow-chart
includes 12 steps, each giving rise to their own definitional issues.

Not only can disputes arise in respect of the classification of food, as noted in the UK examples,
but they can also arise where exempted foods are sold with other products. Such a dispute arose
in Australia in respect of a supplier of exempt food who included promotional items with the
food, such as radios and alarm clocks. Even though the promotion iterns were marked as "free,”
the court held that the amount paid for the exempt food and the promotion item needed to be
apportioned between the exempt food and the taxable promotional item. %8

Where food classification disputes arise, complex analyses of the products are often required.
Another Australian case considered whether a mini ciabatte was a cracker.®”’ The judge went
through the following analysis:

+ the ingredients of Mini Ciabatte are substantially the same as those of a cracker:

¥ Food Supplier and Commissioner of Taxation {2007] AATA 1550.
" ansell House Pty Ltd v Commissioner or Taxation [2010] FCA 329.




the ratio of ingredients in Mini Ciabatte and crackers are substantially the same;
the manufacturing processes are largely the same for Mini Ciabatte and crackers;

+ both Mini Ciabatte and crackers can be produced using yeast and can include
fermentation stages;

« the percentage of sugar as an ingredient of Mini Ciabatte is within the range specified
for crackers;

s to the extent that the Italian origin of Mini Ciabatte is relevant, the evidence points
towards the product being a cracker;
Mini Ciabatte and crackers are put to the same use,
Mini Ciabatte and crackers are displayed in supermarkets as comparable products;
while the appellants market Mini Ciabatte as ltalian flat bread, the supermarkets treat it
and sell it either as a cracker or in the company of crackers and biscuits;

« the moisture content of dry flat bread such as Mini Ciabatte is quite low and similar to

crackers;

Mini Ciabatte has an elongated cell structure similar to that of a cracker;

both Mini Ciabatte and crackers have a gluten network;

the percentage of protein of Mini Ciabatte is within the range specified for crackers;

Mini Ciabatte's appearance (size, weight, docking, saltiness and thinness) is like that of

a cracker;

Mini Ciabatte snaps or cracks like a cracker; and

Mini Ciabatte's long shelf life points to it falling into the biscuit/cracker category.

The case was appealed. The taxable person emphasized in the appeal that the Mini Ciabatte was
not a cracker on the basis that the water and yeast content of the mini ciabatte is outside the
range of those for crackers.

In Ireland, basic food products are also generally zero-rated. However, certain items are
specifically excluded from the zero rate {taxable at standard or reduced rate).

In 2007, Ireland had defined 2,500 subgroups of goods and services in order to implement a
three-tier VAT system with standard {21.5 percent), reduced (13.5 percent} and zero rates. Food
alone had 89 subgroups such that nuts are zero rated, while roasted nuts are standard rated, cold
pizza is zero rated, and warm pizza is reduced rated in a take-away.*’®

Ireland, again, has similar classification issues as the UK. The Irish authorities have some
interesting guidance on the classification of bakery products and food supplements. ™

The supply of bakery products such as cakes, biscuits, bagels and croissants, being flour or egg
based bakery products, is liable to VAT at the reduced rate of 13.5%. However, the supply of
bread that meets a certain ingredient definition is liable to VAT at the zero rate. The ingredient
definition of bread is very specific and although products, such as garlic bread, onion bread and
fennel bread are marketed as bread, these products do not generally conform to the ingredient
definition of bread and do not therefore qualify for the zero rate of VAT,

8 Copenhagen Economics, Study on reduced VAT applied to goods and services in the Member States of the
European Union, 21 Juna 2007 at p. 12.
#8 Revenue eBrief No. 70111,
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In respect of food supplements, the zero rate applies to the following substances, whether they
are marketed as food supplements or not, provided they are formulated to make good the
potential shortfall from the nutrition required for a normal, healthy diet:

* Vitamins and minerals in solid form, such as capsules, tablets, pills or lozenges, intended
for oral consumption without further preparation;

» \Vitamins and minerals in liquid form intended for oral consumption without further
preparation, but not including beverages such as high vitamin drinks: and

« Fish oils for oral consumption.

The following substances do not benefit from the zero rate, even if labeled and marketed as food
supplements:

» Substances marketed specifically to improve sporting or physical performance, e.d.,
ergogenic aids;

* Substances marketed specifically for the purpose of bodily sculpture or weight reduction,
e.g., slimming aids;

* Substances that, although consisting in whole or in part of ingredients regarded as food
supplements, are marketed for use other than for human consumption, such as,
liniments, cintments and rubs.

 Substances in the form of bars or sweets or any other form similar to confectionery;

+ Beverages of any kind (including water), concentrates, crystals, essences, exiracts,
powders or other products for the preparation of beverages, unless they come within the
scope of certain exceptions.

Specific Country Experience - Education

As with food, GST exemptions for education can give rise to disputes relating to the
interpretations of the application of the exemptions resulting in significant administration costs
for the government. Some of the issues faced by jurisdictions that have chosen to axempt
education are described below.

In Australia, education is zero-rated (GST-Free in Australian terminologyl, along with associated
field trips, course materials and certain boarding accommodation. Education includes:

a) a pre-school course; or

b} a primary course; or

¢} a secondary course; or

d) a tertiary course; or

e} a special education course; or

f) an adult and community education course; or

g} an English language course for overseas students: or




h} a first aid or life-saving course; or
i} a professional or trade course; or
i a tertiary residential college course.

The Australian Tax Office has issued a number of rulings to help taxpayers navigate the
complexities around determining whether an education related service falls within the GST relief.
Three of the rulings governing primary, secondary, tertiary and special education amount to 73
pages of examples of what is, and what is not, subject to GST.

For example, an amenities fee paid by students a university used for plant and equipment,
buildings, lockers, childcare and parking facilities is not subject to GST while payments for using
such facilities, such as parking, are subject to GST. However, at another college, students pay a
$20 amenities fee but are given a photocopy card to the value of $20. This amenities’ fee is
subject to GST.

While Australia treats education as not subject to GST, the Australian Bureau of Statistics found
that in 2009-10, while the wealithiest 20% of households spent 2.3% of their annual expenditure
on primary and secondary school fees, the poorest 20% spent only 0.35%. This suggests that
the taxation of education is not as regressive as one might think as wealthier households spend
more of their income on education than poorer ones,

The European Union (EU) VAT Directive provides that member states shall exempt the provision
of children's or young people's education, school or university education, vocational training or
retraining, including the supply of services and of goods closely related thereto. Such goods and
services need 1o be supplied by educational bodies governed by public law. In addition, tuition
given privately by teachers and covering school or university education is also VAT exempt.

The provision has given rise to many disputes with regards the scope of the VAT exemption.

In Germany, for example, the tax authority considered that research activities performed by public
sector higher education establishments fell into the provision of the VAT exemption for
education. The Court of Justice of the European Union (ECJ} however held that only closely
related activities to university education may fall under the VAT exemption. As making the
research activity subject to VAT would not increase the cost of education, and because research
activities performed by universities are not essential to the provision of university education, the
ECJ held that research activities performed by universities are subject to VAT

Another dispute concerned what “school or university education” means. The ECJ held that the
phrase is not limited only to education which leads to examinations for the purpose of obtaining
qualifications or which provides training for the purpose of carrying out a professional or trade
activity, but includes other activities which are taught in schools or universities in order to develop
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pupils or students’ knowledge and skills, provided that those activities are not purely
recreational *'

in the UK, a private individual argued that the golf tuition he gave in his capacity as a director of
a company must be exempt from VAT because the same tuition was exempt when he provided
it as a partner in a partnership. The tribunal held that the VAT exemption is not applicable because
the individual was not a body governed by public law or a body with similar objects having
education as its aim.®

A golf club also argued that "green fees” should fall within the VAT exemption for education
services. The issue is currently referred to the ECJ, which has to decide whether the VAT
exemption requires that the scope of the exemption for services closely linked to sport education
is restricted to membership fees. In such a case, "green fees,” which merely constitute
additional revenue for the club should not fall within the scope of the VAT exemption,**

Specific Country Experience - Healthcare

Healthcare exemptions face similar issues, Primarily in respect of what types of healthcare
should be exempt and classification issues relating to whether a particular type of service falls
within the exemption.

Defining the categories of exempt healthcare can be problematic. For example, should only
services provided by registered health professionals {i.e., doctors and nurses) be exempt or
should the exermption be extended to include all services intended to protect/maintain/restore
the health of individuals. If the latter, should acupuncture be included but hypnotherapists, yoga
and homeopathy be excluded?

In terms of medication, should only prescription drugs be exempt from GST or should certain
"over the counter” drugs also be excluded? How should over the counter drugs be treated where
they are prescribed by a doctor?

These types of issues create political pressure for exemption creep.

Even once a set of exempt categories has been determined, as with other exemptions, issues
can arise in respect of whether a particular good or service falls within an exemption. For
example, in Australia, "appropriate” dental treatment is not subject to G5T. In order to help with
interpreting the term "appropriate treatment”, the Australian Tax Office has issued a ruling. An
extract from this ruling is reproduced below to illustrate the complexity of such exemptions:***

“Appropriate treatment” also includes medical treatment of a preventative nature,
for example, a periodic oral examination where there is no evidence of an ailment
prior to attendance. However, this does not extend to the supply of services and

1 C-473/08, Ingenieurburo Eurlitz tJan. 28, 2010),

HhdarcusWebb Golf Professional v. Her Majesty's Revenue and Customs, UK FTT 388,

3B ridport and West Dorset Golf club v. Commissioner of Her Majesty's Revenue and Customs, [2012) UKUT 272
{TCCl.

¥ CR 201314 - Goods and services tax: goods and services supplied by dentists {20 February 2013),




goods in relation to customized mouth guards. Whilst a customized mouth guard
is a device that may prevent or reduce damage sustained to the mouth and teeth
in the event of an injury, it is not considered to be 'treatment’ that is performed
on a patient.

43, To be GST-free, the dental profession must accept that the service is
necessary and acceptable treatment, taking into account the patient's individual
circumstances.

44. Services provided in assessing a patient for insurance or litigation purposes,
that is, medico-legal services, are not 'necessary for the appropriate treatment’ of
the patient and are not GST-free.

45, Services which are predominantly for the improvement of the appearance of
the patient are also not ‘necessary for the appropriate treatment’ of the patient
and therefore, are not GST-free.

486. Services that are intended to improve the health of the patient but which also I
comprise a ‘cosmetic’ component, for example, reconstruction of a badly

damaged tooth, are 'necessary for the appropriate treatment’ of the patient and !
are therefore, GST-free.

The EU VAT Directive provides that Member States should exempt the following services:

» hospital and medical care and closely related activities undertaken by bodies governed
by public law or, under social conditions comparable with those applicable to bodies i
governed by public law, by hospitals, centers for medical treatment or diagnosis and
other duly recognized establishments of a similar nature;

« the provision of medical care in the exercise of the medical and paramedical professions
as defined by the Member State concerned;

s the provision of medical care in the exercise of the medical and paramedical professions
as defined by the Member State concerned;

« the supply of human organs, blood and milk.

These provisions have been implemented in the 28 member states in various ways and
resulted in abundant case law from both national courts as well as the ECJ.

The ECJ held that the VAT exemption applies to medical services consisting of:
* conducting medical examinations of individuals for employers or insurance companies,

« the taking of blood or other bodily samples to test for the presence of viruses, infections
or other diseases on behalf of employers or insurers, or

« certification of medical fitness, for example, as to fitness to travel.




However, the VAT exemption does not apply to the following services:

+ giving certificates as to a person's medical condition for purposes such as entitlement
to a war pension,

+« medical examinations conducted with a view to the preparation of an expert medical
report regarding issues of liability and the quantification of damages for individuals
contemplating personal injury litigation,

« the preparation of medical reports following examinations referred to in the previous
indent and medical reports based on medical notes without conducting a medical
examination,

* medical examinations conducted with a view to the preparation of expert medical
reports regarding professional medical negligence for individuals contemplating
litigation,

« The preparation of medical reports following examinations referred to in the previous
incident and medical reports based on medical notes without conducting a medical
examination.

In determining which services were subject to the VAT exemption and which should be taxable,
the ECJ observed that only medical services effected for a purpose of protecting, including
maintaining or restoring, human health should benefit from the exemption. The fact that other
services whose aim is not to protect human health should be taxable does not increase the cost
of healthcare 3

The ECJ also held that supplies of dental prostheses made by an intermediary who does not have
the status of dentist or dental technician are not covered by the exemption.”®® However, the
same supply would be exempt if performed by a dentist or dental technician.

A Danish taxpayer argued that the VAT exemption applies to the collection, transportation,
analysis and storage of umbilical cord biood for possible future therapeutic use, when those
services are supplied by a private stem cell bank which is officially authorized to handle stem
cells from such blood. As stem cells are collected only to ensure that a particular resource will
be available for medical treatment in the uncertain event that treatment becomes necessary but
not, as such, to diagnose, treat or cure diseases or health disorders, the ECJ held that activities
consisting in the dispatch of a kit for collecting blood from the umbilical cord of newborn children
and in the testing and processing of that blood and, where appropriate, in the storage of stem
cells are not VAT exempt.*™

However, the ECJ held also that the removal of joint cartilage cells from biopsy cartilage material
taken from a human being and their subsequent multiplication, with a view to reimplantation for
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therapeutic purposes, constitute the “provision of medical care,” regardless of whether the cells

obtained from the cell multiplication are intended for reimplantation in the donor or in another
3688

person.

An Austrian court held that the services of practitioners of "mental suggestion” do not qualify for
the exemption for medical care because practitioners of "mental suggestion” treat patients
during individual therapeutic sessions by means of hypnosis and mental suggestion, and are not
designated as paramedical professionals,3®

According to a Swedish court, medical advice given by a certified nurse by telephone is not
covered by the exemption for medical care because the nurse's advice is not based on physical
examination of the patient and the nurse does not actually treat the patient.®®

The Swedish tax authority considered that cosmetic and plastic surgery constituted medical care
that is exempt from VAT and thus denied a taxpayer the input VAT recovery right on purchases
made for this activity. The ECJ held that cosmetic and plastic surgery should be VAT exempt if
those services are intended to diagnose, treat or cure diseases or health disorders or to protect,
maintain or restore human health. The subjective understanding of the person who undergoes
plastic surgery or a cosmetic treatment has of it is not in itself decisive in order to determine
whether that intervention has a therapeutic purpose. It is also not sufficient that the surgery is
performed by a qualified medical practitioner.®

A Dutch court observed that independent anesthesia assistants, who assist anesthesiologists
during surgery in hospitals and clinics provide services that an essential part of the medical
treatment of the patient. Therefore, the services provided by the independent anesthesia
assistants should be VAT exempt.®

The UK tax authority considered that prescription glasses ordered through an online ordering
procedure are subject to VAT as they constitute a distinct supply to the eye exam provided by a
different optician or optometrist. The UK tribunal held that the supplies in question should be
exempt because neutrality requires online suppliers be treated the same as brick and mortar
suppliers of the same product.®?
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