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“Confused? Confusion is
good. It's an excellent place to
learn something new from."

— Henna Inam

Although seemingly simple, the
value-added tax (VAT) concept of
zero-rated supplies vs exempt supplies
is often confused and misused.

The importance of distinguishing
between these concepts is, however,
crucial for purposes of determining
the VAT liability of a vendor as well
as a vendor's entitlement to claim
input tax deductions in respect of
expenses incurred. The distinction
between these concepts as well

as the importance behind the
distinction is unpacked below.

Nature of supplies

VAT is often referred to as a tax on the
consumption of goods or services and
is levied on the supply by a vendor of
goods or services in the course and
furtherance of any enterprise carried
on by a vendor.

For VAT purposes all supplies are
treated as either being standard rated,
zero-rated, or exempt. Supplies that
are standard rated or zero-rated are
“taxable supplies” as defined.

Standard rated supplies are supplies
that are subject to VAT at the
prescribed rate of 15%. The supply
of goods and services is generally
subject to VAT at the standard rate
unless such supply is specifically
zero-rated or exempt in terms of
the Value-Added Tax Act 89 of 1991
(VAT Act).

A zero-rated supply is a taxable supply
on which VAT is levied at the rate of
0%. That is, even though the supply
has been classified as being a taxable
supply, VAT is only chargeable thereon
at the rate of 0%. This means that
even though no VAT is levied on a
supply, and as such, that no output tax
will be payable to the South African
Revenue Service (SARS) in respect

of zero-rated supplies, it is still
considered to form part of a vendor’s
enterprise activities.

Zero-rating is only granted to specific
transactions that serve certain
objectives considered more significant
by the Government than collecting
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additional VAT. Most transactions
granted zero-rated status involve
exporting goods or services, which
is intended to promote exports and
increase competitiveness globally.

Section 11 of the VAT Act sets out
specific instances of supplies of goods
and services that may be zero-rated.
These include, for example, certain
zero-rated foodstuffs, the exportation
of goods, the sale of a business as a
going concern, services supplied to
non-residents who are not in South
Africa, services physically rendered
offshore, and certain international
transport services.

An exempt supply is the supply of
goods or services upon which neither
VAT at the standard rate nor zero

rate is chargeable. There is therefore
no VAT levied on exempt supplies.

An exempt supply is not a taxable
supply and the term “enterprise”

as defined in the VAT Act therefore
specifically excludes the making of
exempt supplies.

Supplies that constitute exempt
supplies are specifically provided

for in section 12 of the VAT Act.

These include, for example, the supply
of residential accommodation

in a dwelling, certain forms of

local passenger transport, certain
educational services, childcare
services, and financial services.

Most exemptions are justified on the
basis that they are so-called merit
goods, such as education. However,
some goods are exempt because
they are perceived to be hard to

tax, for example, financial services.
In the case of public transport in
South Africa, the exemption was
justified on the basis that compliance
would be a major challenge, given
the significant number of small
informal taxi operators (The Davis
Tax Committee: First Interim Report
on VAT to The Minister of Finance
(December 2014)).

Importance of distinction

It seems that the confusion that

exists when distinguishing between
zero-rated and exempt supplies stems
from the fact that in both instances,
no VAT is ultimately levied on such
supplies made by vendors. In practice,
when discussing the type of supplies
made by a vendor, the terms are

thus often used interchangeably

as if they have the same meaning,
without a clear understanding of the
importance of the distinction.

An input tax deduction may be
claimed when VAT is incurred

on goods and services acquired

for the purpose of consumption,

use, or supply in the course of making
taxable supplies. As discussed above,
zero-rated supplies constitute “taxable
supplies” as contemplated in the VAT
Act, whereas exempt supplies are

not taxable supplies. It follows that
vendors making zero-rated supplies
are entitled to claim their input tax
deductions on goods or services
acquired in the course of making such
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taxable supplies, whereas vendors
may not claim an input tax deduction
in respect of goods or services
acquired in the course or furtherance
of making exempt supplies.
Furthermore, a person that makes
only exempt supplies cannot register
as a vendor as such person will not be
seen to be carrying on an “enterprise”
as defined.

The significance of zero-rating thus
lies in the fact that a person who
makes zero-rated supplies is required
to charge 0% VAT, i.e. no VAT, but may
still register as a vendor and claim
full input tax credits on all goods

and services acquired, in the same
way as a vendor that charges tax

at the standard rate. Zero-rating is
thus the most advantageous type of
VAT treatment and vendors making
zero-rated supplies generally find
themselves in a VAT refund position.
As indicated above, persons making
exempt supplies may not register as
vendors and may not claim input tax

deductions in respect of expenses
incurred. Furthermore, where a
vendor makes mixed supplies,

i.e. taxable, and exempt supplies,
such vendor will be required to
apportion its expenses incurred and
may only claim input tax deductions
to the extent that such expenses
have been incurred for the purpose
of making taxable standard or
zero-rated supplies.

Takeaway

Zero-rated and exempt supplies are
treated differently for VAT purposes
and thus distinguishing between
these concepts is important to ensure
proper VAT treatment by a vendor.

A zero-rated supply is still subject

to VAT, but the VAT rate is 0%.

A registered vendor may claim input
tax deductions in respect of expenses
incurred for the purposes of making
zero-rated supplies, thus effectively
enabling the vendor to recover the
VAT incurred on its expenses.

On the other hand, an exempt
supply is simply not subject to VAT.
A supplier may therefore not claim
any input tax deductions in respect
of expenses incurred for purposes
of making exempt supplies, and as
such, must bear the cost of any VAT
incurred on its expenses.

The difference between zero-rated
and exempt supplies can significantly
impact a business’s cash flow and
profitability. Businesses making
zero-rated supplies may recover
input tax, thus reducing their costs
and increasing their profits, whereas
businesses making exempt supplies
cannot recover input tax, thus
increasing their costs and reducing
their profits. It is therefore important
for businesses to understand the
difference between zero-rated and
exempt supplies and to accurately
apply the correct VAT treatment

to their supplies to avoid any
potential penalties and to maximize
their profitability.

Varusha Moodaley
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