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VAT not chargeable on disposal of salvage motor vehicles

The High Courtin Commissioner of Domestic Taxes v ICEA Lion General Insurance Company Limited

20251 KEHC 14865 (KLR) has confirmed that disposal of motor salvages by insurance providers is ancillary to
the insurance business and is therefore exempt from VAT.

Under the doctrine of subrogation, acquisition by the insurer of the insured’s rights to the salvage is nota
commercial purchase and the subsequent disposal of the salvage is not a distinct trading activity. The
proceeds are therefore considered to be those of recoupment and not trade. This decision confirms the earlier
position of the Tax Appeal Tribunal (TAT) and provides much-needed clarity forinsurance businesses.

In this alert, we summarise the key highlights of the case and provide our view on the implications for
businesses. We recommend reading this alert together with the full judgment for a comprehensive
understanding.
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Background

ICEA Lion General Insurance Company Limited (“ICEA”), a
licensed insurance services provider, was assessed by the
Kenya Revenue Authority (“KRA”) for VAT on disposal of
salvage motor vehicles. The assessment, amounting to
KES 88,805,225 was based on the view that the sale of
motor vehicle salvages is not an exempt or zero-rated
supply under the VAT Act, 2013, and therefore, the
proceeds collected should be treated as income and not
part of insurance compensation.

ICEA objected to the assessment, arguing that the sale of
motor vehicle salvages is part of insurance compensation
and does not attract any VAT liability. The Tax Appeal
Tribunal held that disposal of salvages is an integral part of
the insurance business flowing from the principles of
indemnity and subrogation and encompasses the VAT
exemption forinsurance purposes.

Dissatisfied with the Tribunal’s decision, KRA appealed to
the High Court, seeking a determination on whether
disposal of motor vehicle salvages constitutes a taxable
supply of goods subject to VAT at the standard rate.

The Appellant’s case

KRA based its appeal on a strict and literal interpretation of
the VAT Act. The main argument was that the Tribunal erred
by failing to find that the disposal of motor vehicle salvages
is a taxable supply of goods.

The KRA relied on the case of Kenya Revenue Authority v
Republic (Ex parte Fintel Limited) [2001] and Commissioner
of Domestic Taxes v Barclays Bank of Kenya Limited [2020]
to support the view that tax exemptions must be clearly
articulated and cannot be implied.

The KRA contended that, afterindemnifying an insured
party for a total loss, the insurer acquires ownership of the
salvaged vehicle. The subsequent sale or auction of the
salvage is therefore a distinct transaction separate from
the originalinsurance service. This transaction, fits the
definition of a taxable supply of goods under section 2 of
the VAT Act, and the proceeds should be treated as income
to the insurer, not as compensation or cost recovery.

Further, KRA argued that for a supply to be exempt from
VAT, it must be expressly listed in the First Schedule of the
VAT Act and since the sale of motor vehicle salvages is not
listed as an exempt supply, it should be subject to VAT.

It was also highlighted that the sale of salvages, while
ancillary to insurance business, is a distinct taxable event.
In summary, KRA asserted that the sale of motor vehicle
salvages is not part of the main business and should be
treated as a taxable good subject to VAT at the standard
rate.
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The Respondent’s Case

Opposing the appeal, ICEA argued that the sale of motor
vehicle salvages is an integral, indivisible and incidental
component of insurance services, which are VAT exempt.

Upon indemnifying the insured for a total loss, the insurer
steps into the shoes of the insured by operation of the
doctrine of subrogation. The subsequent disposal of the
salvage is therefore not a commercial transaction for profit,
but a mechanism to mitigate the insurer’s loss and give
effect to the principle of indemnity. Based on this, the
proceeds are a recovery mechanism and nottrading income.

ICEA further argued that the broad definition of insurance
businessin the Insurance Act includes activities incidental
to insurance and that the disposal of salvage is an incidental
activity thatis a direct consequence of settling a total loss
claim.

Issues for Determination

Theissues for determination are summed up as:

a) Whetherthe tax statutes should be interpreted using the
strict and literal rule;

b) Whetherthe sale of salvages is an exempt supply or
whether itis a component of insurance services, which
are exempt; and

c) Whetherancillary services can be separated and taxed.

The High Court’s Determination

On thefirstissue, the High Court confirmed that the rule of
strict construction does not command that a statute be read
inisolation. Statutes relating to the same matter oughtto be
read together under the principle of harmonious
construction to be understood as a coherentwhole.

The Court acknowledged that the VAT Act provides the
regulatory framework while the Insurance Act governs the
conduct of insurance business in Kenya and defines
insurance business, a definition missing from the VAT Act.
Reading the VAT Act to the exclusion of the Insurance Act
would be an act of ignoring the legislative context and
interconnectivity of our laws.

On the second issue, the court highlighted that an insurance
contractis one of indemnity whose purpose is to restore the
insured to their pre-loss financial position. The doctrine of
subrogation allows the insurer, after paying a total loss
claim, to acquire the insured’s rights to the salvage. This
acquisitionis nota commercial purchase, and no separate
considerationis paid for the wreck. The subsequent disposal
of the salvage is not a distinct trading activity but the last
step in the indemnification process. The proceeds are
therefore of recoupment and not trade.
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The High Court’s Determination cont’d

Lastly, the Court addressed itself to the issue of
single versus multiple supply doctrine and held that
the primary contract for the insured is the transfer of
risk and subsequentindemnification. The transfer of
the salvaged property is intrinsically linked to the
indemnification payment. The acquisition of the
salvage is to mitigate the compensation costand is
aremedial step following the exempt principal
service.

Therefore, the disposal of the salvage by the insurer
is notan end in itself, but merely a means for the
insurer to better enjoy the principal exempt
insurance service, thus constituting a single,
economically indivisible supply of insurance, which
is exempt from VAT.

In conclusion, the Court held that disposal of
salvages is exempt from VAT.

Our View and Conclusion

The decision by the High Court sets a precedent and
provides much-needed clarity on the VAT treatment
for disposal of motor salvages by insurance
providers. The judgment affirms that:

a) Disposals of motor salvage by an insurance
provider is a component of the insurance
business, and is therefore exempt from VAT.

b) Tax statutes related to the same matter should
be read together for purposes of understanding
the legislative context as a whole.

c) Ancillary services to the main business, are
considered to be a single supply, i.e. one supply
with the main business and are therefore
subject to the same tax treatment as that of the
main business.

This judgment reinforces the position that the
disposal of motor vehicle salvages by insurers,
following indemnification, forms part of the exempt
insurance service and is not subject to VAT.

This brings much welcome clarity forinsurers and
sets a precedent for the treatment of similar
transactions.

The parties reserve the right to appeal the High Court
decision at the Court of Appeal on questions of law.

Should you wish to discuss this further, kindly feel
free to contact any of the contacts below or your
usual Deloitte contact who will be more than glad to
offer you guidance and assistance.
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