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Abstract

Effective from 1 June 2014, all foreign businesses supplying digital products such as mobile
applications to be used in South Africa are required to register as vendors. This amendment was made
to align South Africa with an international trend of bringing cross-border supplies of electronic
services into the Value-Added Tax regime. It effectively shifts the Value-Added Tax liability from the
importer to the foreign supplier. The reverse-charge-mechanism resulted in an erosion of the tax base
and placed local suppliers of digital services at a competitive disadvantage compared to foreign
suppliers. This paper critically evaluates the amendment to the Value-Added Tax Act using a literature
review. The aim is to determine to what extent the amendments address the shortcomings of the
reverse-charge mechanism, are aligned with practices in the European Union and New Zealand and
whether they comply with the principles of an effective tax system.
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1. INTRODUCTION

The internet economy contributes approximately 2% of South Africa’s gross domestic product and
is growing at a rate of approximately 30% per annum. Mobile networks report that an estimated
40 million South Africans are using mobile phones, and it is expected that by 2017 more than half
of those will be using smartphones (Goldstuck, 2012). South Africans are among the top
downloaders of mobile applications in the world (Livdigital Independent Research Editor, 2013).

Although the expansion of internet availability in South Africa (and throughout the African
continent) boosts the economy and ensures that more South Africans are globally connected, tax
policies to monitor internet-related transactions have for a long time not evolved accordingly. As
Value-Added Tax (VAT) is a consumption tax, it should be levied on the use of electronic services
in South Africa. However, prior to the amendment of the Act, the Value-Added Tax Act, No. 89 of
1991 (the VAT Act), did not contain any place of supply rules to determine which jurisdiction had
taxing rights with respect to the supply of electronic services. It was therefore not clear whether
a foreign supplier had to register as a vendor in South Africa (National Treasury, 2013b). The
Minister of Finance in his 2013 budget speech also singled out the collection of VAT on digital
goods and services as an area in the legislation that needed to be addressed. As from 1 June 2014,
place of supply rules for e-commerce transactions in line with the OECD principles, were
incorporated into the VAT Act.

Previously, a reverse-charge mechanism was used to collect VAT on imported services. A South
African customer who purchased digital services (such as e-books, e-music, e-movies or mobile
applications) from a non-vendor foreign supplier for final consumption had to account for the
VAT on the purchase. The foreign supplier was thus not compelled to register as a vendor. Apart
from many practical issues surrounding the self-assessment nature of this mechanism, another
major concern was that it made locally supplied goods and services less competitive. South
African suppliers of electronic services had to levy VAT at 14%, whereas foreign suppliers did not
have to. Foreign suppliers were perceived to be cheaper than South African suppliers and were
preferred by consumers, leading to economic inequality between the two.

A further concern was the erosion of the tax base, as VAT was not collected when South African
consumers downloaded items such as applications (apps) for their cellular phones, movies,
music, games and software from foreign suppliers.

The amendments effective from 1 June 2014 resulted in the tax liability being moved from the
South African consumer to the foreign supplier. From this date, all foreign suppliers supplying
“electronic services” to South African consumers are liable to register for VAT in South Africa and
levy VAT at 14%. Owing to the fact that the location of a consumer is not always known, residency
in South Africa or payment from a South African bank account is deemed to be a supply to a South
African consumer.

National Treasury published the Electronic Services Regulations (the Regulations) defining the
term “electronic services”. As from 1 June 2014 a foreign supplier of electronic services is obliged
to register as a vendor as soon as the aggregate of electronic services supplied exceeds R50 000
(National Treasury, 2013b). Although originally enacted with an effective date of 1 April 2014, the
implementation of the amendments was later postponed to 1 June 2014 to allow businesses to
have sufficient time to get their systems ready. What complicates the situation is that electronic
services excluded from the Regulations are still subject to VAT under the reverse-charge
mechanism (National Treasury, 2013c).

Journal of Economic and Financial Sciences | JEF [ April 2016 9(1), pp. 28-42 29



Coetzee & Meiring

Todate, research has been conducted on whether certain purchases made online should fall within
the ambit of the provisions of the VAT Act (Johnston & Pienaar, 2013). There has also been research
in Europe regarding the kind of services that are imported electronically and where these services
ought to be taxed (Parilli, n.d.), as well as the significance of the tax revenue loss if these
transaction are not taxed (McLure, 2003).

The purpose of this paper is to critically evaluate the amendments to the VAT Act in order to
determine the extent to which it addresses the shortcomings of the reverse-charge mechanism,
the extent to which it is aligned with practices in the European Union (€U) and New Zealand (NZ)
and whether it complies with the principles of an effective tax system. This is done by way of a
literature review. After identifying the shortcomings of the reverse-charge mechanism, legislation
currently in place in the EU and NZ to collect VAT and GST on imported electronic services is
reviewed. Shortcomings and problems experienced in these jurisdictions are also identified. As the
South African VAT Act is based on the Goods and Services Tax (GST) system of NZ, it is also critical
to understand how New Zealand is treating these types of transactions. Shortcomings not
addressed by the new legislation are identified and recommendations are made to address them.

2. METHODOLOGY

The research is conducted in the form of a literature review. The legislation applicable in South
Africa before and after 1 June 2014 is reviewed. Legislation in the EU and NZ is also reviewed to
understand the methods used to collect VAT and GST on electronic services in those countries and
what shortcomings exist. The differences in legislation are then analysed to critically evaluate the
changes to the South African VAT Act.

Applicable legislation, as well as commentaries and articles accessed by way of an online search,
are used for the literature review. For the purpose of the critical evaluation, commentary
documents submitted to National Treasury and the South African Revenue Service on the
amendments as initially proposed in the Draft Taxation Laws Amendment Bill, 2013 (National
Treasury, 2013c), are used as the primary data sources. These documents were prepared by the
South African Institute of Tax Professionals (SAIT) and the South African Institute of Chartered
Accountants (SAICA). The submission made by SAIT incorporates the input of more than ten
thousand tax practitioners and the commentary submitted by SAICA represents various large and
small audit firms. These comments are then compared to the amendments as enacted in the
Taxation Laws Amendment Act, No. 31 of 2013. Shortcomings not addressed by the new legislation
are identified and recommendations are made to address them.

3. LITERATURE REVIEW

The purpose of this paper is to critically evaluate the amendments to the VAT Act to determine to
what extent they address the shortcomings of the reverse-charge mechanism and to what extent
they are aligned with practices in the €U and NZ. After reviewing the South African reverse-charge
mechanism, legislation applicable in the €U and NZ are reviewed. Lastly, the newly enacted
legislation in South Africa is analysed. The outcome of these reviews is then compared and
summarised in a table to indicate the differences in the methods currently applied by the different
countries.
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3.1 The South African reverse-charge mechanism

The following hypothetical example explains the reverse-charge mechanism applicable in South
Africa:

Peter, a twenty-four-year-old who lives in Pretoria (South Africa), owns an iPhone. He downloads
an application for personal use on his iPhone from the iStore available on the mobile device. He
has no in-depth knowledge of any taxation legislation and is not a vendor. The application being
downloaded costs $30 (R300 converted at an assumed average spot rate of $1:R10) and Peter
uses his South African credit card details to make the payment.

Before 1 June 2014, iStore would have had no obligation to register as a vendor in South Africa and
would therefore not have levied VAT. However, as this constitutes an “imported service” (as
defined in s. 1 of the VAT Act), Peter has to pay VAT on the import. If Peter was a vendor and was
to use the application in the making of taxable supplies, this would not have constituted an
“imported service”. To be an “imported service” the importer must be the final consumer of the
service.

Peter has to submit a completed VAT215 form and pay R42 (being 14% of R300) at a South African
Revenue Service (SARS) branch within 30 days (s. 14 of the VAT Act). It is doubtful that the VAT of
R42 will be collected due to the shortcomings of this collection method. The first shortcoming is
that it relies heavily upon the honesty of the consumer. Furthermore, consumers are often
unaware of the VAT liability or might think that payment is voluntary.

Secondly, the cost for SARS to enforce the legislation effectively may exceed the benefit, owing
to the difficulty in identifying consumers entering into online transactions. This gives foreign
suppliers a competitive advantage over local suppliers, who are required to levy VAT. This is
because consumers perceive services offered by foreign suppliers to be cheaper than those
offered locally, which impacts on the economic decisions of consumers. The fact that this
mechanism is paper-based and that the declaration and payment cannot be made online is also
identified as a shortcoming, which increases compliance time substantially.

The last shortcoming is that the current threshold of R100 per transaction (s. 14(5) (e) of the VAT
Act) may lead to consumers structuring transactions in such a way that they fall below R100 in
order to be exempt from VAT. For example, a consumer could do three transactions of R80 each
instead of one transaction of R240, as the exemption applies to individual transactions. If a tax
system is fair or equitable, the chance of tax evasion will be less.

Based on these shortcomings, the reverse-charge mechanism is inadequate in many ways and is
becoming increasingly inefficient.

3.2 The European Union

In his 2013 budget speech, the Minister of Finance referred to the methods implemented by the EU
(National Treasury, 2013a). It was confirmed in the Explanatory Memorandum that the changes
aim to align South Africa with the principles laid down by the 0ECD, which are also followed by the
€U. Although South Africa is not a member of the 0€CD, there is a working relationship and the
country follows 0ECD guidelines to a certain extent.

Before 2002, the place of supply of services in the €U was where the supplier had established a
business, had a fixed establishment or a permanent address or usually resided (Council Directive
77/388/€EC of 17 May 1997). Electronically supplied services were, therefore, taxed where the
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supplier was established, irrespective of where the services were consumed (Van der Merwe, 2004).
There was no means of taxing supplies made by suppliers who did not have a fixed establishment
in the €U from where the services were being supplied, leading to EU suppliers being less
competitive than non-€U suppliers. This was seen as a problem that could potentially lead to
losses for the European fiscus (Johnston, 2011).

The VAT implications of imported electronically supplied services from non-€U countries to €U-
established consumers were drastically reformed in 2002, driven by three elements, each of which
is discussed below.

3.2.1 Definition of electronically supplied services

Although electronically supplied services were not defined, an indicative list was provided in
Annex Il of Council Directive 2006/112/€C of 28 November 2006. This list was also provided in Annex
L of Council Directive 2002/38/EC of 7 May 2002, although the heading read “Illustrative List”. The
list includes: website supply, web-hosting, distance maintenance of programmes and equipment,
supply of software and updating thereof, supply of images, text and information and making
available of databases, supply of music, films and games, including games of chance and
gambling games, as well as political, cultural, artistic, sporting, scientific and entertainment
broadcasts and events and supply of distance teaching.

Critics point out that the list is not comprehensive (Basu, 2002) and that it does not specify how
the supply should take place. Van der Merwe (2004) explained that “The €U deliberately refrained
from defining imported electronically supplied services by means of a prescriptive list, because
of the disadvantages of such a method: it creates problems in defining each type of service on the
list, runs the risk of quickly becoming outdated, and creates a fence around which avoidance and
tax planning can occur.”

3.2.2 Place of supply of imported electronically supplied services

As from 1 July 2003, a non-€U supplier had to register for VAT in the €U if electronic services were
supplied to consumers in any of the member states of the €EU. The place of supply is where the
consumer is established, has his permanent address or usually resides (article 9(2) (f) to the Sixth
Directive), thus where the services are consumed. These principles are supported by the 0ECD
guidelines (Johnston & Pienaar, 2011).

€U authorities experienced three difficulties with these rules:

= Firstly, it is difficult for the authorities of the different member states of the €U to identify
non-resident suppliers (Van der Merwe, 2004).

= Secondly, it is difficult for the non-EU supplier to determine where the services will be
consumed and whether the importer is indeed the final consumer of the service. The ability
of the non-€U supplier to make the above determinations is inherent in the success of the
system (Van der Merwe, 2004). The US Council for International Business echoed this concern,
which can result in greater compliance costs for non-€U suppliers (Basu, 2002).

= The third difficulty relates to the VAT rate which the non-€U supplier should charge. VAT is
levied at the rate applicable to the member state where the consumer is located, ranging
between 15% and 25%. As explained by Basu (2002), the non-€U supplier therefore needs to
keep track of its customer’s location. This problem is, however, not relevant to South Africa,
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as VAT is levied at a flat rate of 14%, regardless of where in the country the service is
consumed.

As from 1 January 2015, the above place of supply rules will also apply to €U suppliers of
electronically supplied services (Arthur Cox, 2011).

3.2.3 Declaration and payment of the VAT by non-EU suppliers

The non-€U supplier has to register for VAT in every member state in which the services are
consumed. As this places an administrative burden on non-€U suppliers, a special scheme (the
so-called one-stop scheme) was introduced. €ligible non-€U businesses are given the option of
registering electronically in a single member state of their choice. They account for VAT on their
sales to all EU consumers on a single quarterly electronic VAT declaration, which provides details
of VAT due in each member state (Her Majesty’s Revenue & Customs, 2003). The return must be
submitted and the payment of VAT made within 20 days following the end of the reporting period
to which the return refers. The return must be submitted electronically every quarter, regardless
of whether electronic services were supplied in that quarter or not. The fact that all administration
takes place electronically and only once a quarter eases the compliance burden.

Itis clear that the success of the EU system is heavily reliant on two things: the ability to identify
the consumer online and the ability of VAT authorities to trace non-compliant businesses.

3.3 New Zealand

Before 2001, most imported services, unlike imported goods, were not subject to GST (Olding &
Sussman, 2001). In 2001 the NZ government recognised that not taxing imported services posed a
risk to the tax base and was contrary to the international framework for consumption taxes.

The subsequent changes to the Goods and Services Act, 141 of 1985 (the GST Act), provided for a
reverse-charge mechanism to collect VAT on imported services. Services are treated as being
supplied in NZ if these services are provided by a non-resident to a NZ resident who is the final
consumer (s. 8(4B) of the GST Act). The service is deemed to be supplied by the importer-recipient
in the course or furtherance of a taxable activity carried on by him (s. 5B of the GST Act). If
registered for GST, the importer has to account for GST at a rate of 15 %. If not registered, no GST
is payable.

The taxation of imported electronically supplied services is based on the following elements or
principles, each of which will be briefly discussed:

3.3.1 Definition of electronically supplied services

“Electronically supplied services” are not specifically defined in the GST Act but are included in
the definition of “services” (in's. 2(1)), being anything other than goods and money. It was,
however, clarified in the tax policy discussion document (GST and imported services: A challenge
in an electronic commerce environment, 2001) that digitised products are treated as services and
therefore the reverse-charge will be applicable to the importation of digitised goods. Digitised
goods were defined as “... goods and services that are delivered by electronic means in digital
form. These products can be delivered to a computer through the internet, by way of telephone or
cable network, or by satellite.”
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It was also explained in the discussion document that using a generic definition as opposed to a
list of services to which the reverse-charge would apply removes the need to define each type of
service on the list. Furthermore, as new types of services emerge with the development of
technology, a list would have to be updated, resulting in constant changes.

Therefore, although electronically supplied services are not specifically defined, the need to
include digitised products in the definition of services and to clarify what they are was recognised.

3.3.2 Place of supply of imported electronically supplied services

In terms of s. 8(4B) of the GST Act the services are deemed to be supplied in NZ if provided by a
non-resident to a resident. This is consistent with the destination principle applicable to the
supply of other goods and services in NZ, taxing the services where they are consumed.

3.3.3 Reverse-charge mechanism

This mechanism is, in many ways, similar to that used in South Africa. It is also aimed at business
to consumer (B2C) supplies, but only if the final consumer is registered for GST. In South Africa it
applies regardless of whether or not the final consumer is registered as a vendor. The registration
threshold for GSTin NZ is taxable supplies exceeding NZ $60 000 in a 12-month period. This implies
that a natural person not registered for GST in NZ would have to register and start paying GST on
imported electronic services once he or she has imported services in excess of NZ $60 000 over a
12-month period (s. 51 of the GST Act).

The GST and imported services discussion document explains that the registration of foreign
suppliers was also considered as an option when the GST Act was changed to tax imported services.
Two difficulties with this method are, however, highlighted. Firstly, that it would be difficult to
enforce since the legislation would have to be enforced offshore. Secondly, the fact that it would
create compliance cost concerns for non-residents seeing that they would have to register and
charge GSTin NZ. It was, therefore, concluded in the discussion document that “While it is feasible
for an economic bloc (like the €U) [inserted] to implement such a system of taxation, it is
questionable whether a country the size of NZ could unilaterally impose and enforce such a
system.”

3.4 The newly enacted South African legislation

As from 1 June 2014, all foreign suppliers of electronic services have to register for VAT in South
Africa where their taxable supplies exceed R50 000. The tax liability therefore shifts from the
importer or recipient (under the reverse-charge mechanism) to the foreign supplier (now a
vendor). This was achieved by the following legislative changes:

3.4.1 Definition of electronic services

A new definition called “electronic services” was inserted into s. 1 of the VAT Act. Services falling
under this definition are listed in the Regulations. Electronic services are grouped under the
following five headings: educational services, games and games of chance, internet-based
auction services, miscellaneous services and subscription services. Furthermore, the Regulations
explain how the service must be supplied, namely by means of any electronic agent, electronic
communication or the internet.
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The scope of the Regulations is fairly narrow so as to exclude electronic services of a business to
business (B2B) nature (National Treasury, 2014). It should be noted that imported services not
falling within the Regulations are still subject to the reverse-charge mechanism, but only where
the importer is the final consumer. Imported services falling within the Regulations will include
B2C supplies or services imported by vendors for non-taxable purposes.

3.4.2 Definition of enterprise

The definition of “enterprise” was amended to include the supply of electronic services by a
person from a place outside South Africa to a recipient who is a resident of the Republic of South
Africa (para (b) (vi) (aa) of the definition of ‘enterprise’ in's. 1 of the VAT Act).

This addition to the definition of enterprise establishes the place of supply of electronically
supplied services and therefore deems the supply to have been made in South Africa. However, the
customer’s residency is often unknown to foreign suppliers. Therefore a proxy for the location is
alsoused (National Treasury, 2013b). If payment for the electronic service originates from a South
African bank account, the supply is also deemed to have been made by the foreign supplier in
South Africa (para (b)(vi)(bb) of the definition of ‘enterprise’ in s. 1 of the VAT Act). The
determination of the location of the importer was also one of the difficulties experienced by the
€Ut

3.4.3 Compulsory registration threshold

Foreign suppliers of electronic services to South African customers become liable to register at
the end of any month in which the total value of taxable supplies made by them exceeded R50 000
(s. 23(1A) of the VAT Act). Registration on the payment basis is permitted to help streamline
compliance (s. 15(2)(a)(vii) of the VAT Act; National Treasury, 2013b). A lower threshold was not
used to ensure that every effort is made to create equity between local and foreign suppliers of
electronic services (National Treasury, 2013b). Currently, National Treasury and SARS are
reviewing an increased threshold to exclude very small foreign suppliers, owing to the
administrative burden (National Treasury, 2013c).

3.4.4 Requirement to issue a tax invoice

The foreign supplier is required to issue a tax invoice to the importer (s. 20(5B) of the VAT Act).
This means that foreign suppliers will have to design specific tax invoices for supplies made to
South African consumers to be able to reflect the necessary information as required by s. 20 of
the VAT Act.

3.4.5 Impact of the changes on consumers and suppliers

Using the same hypothetical example as for the reverse-charge mechanism (Peter purchasing an
application for his iPhone from iStore), the VAT treatment is now as follows:

The application will be an “electronic service” as defined (item (m) of ‘subscription services’ in
the Regulations). Furthermore, the application was delivered directly to Peter’s smartphone using
the internet. Peter is a South African resident and payment was made from a South African bank
account. iStore is carrying on an enterprise in South Africa and it is assumed has already
registered as a vendor in South Africa due to meeting the R50 000 threshold. iStore must issue a
tax invoice to Peter for the application sold to him. The price of the application will be increased
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by 14% VAT, namely $4.20 (or R42) and Peter now pays $34.20 (equal to R342). iStore, acting an
agent of SARS, would have to pay the VAT of R42 over to SARS.

Peter will no longer have an obligation under the reverse-charge mechanism for the payment of
the VAT. It should, however, be noted that if the imported service is not listed as an electronic
service in the Regulations or is not delivered in a manner set out in the Regulations, the reverse-
charge mechanism would still apply.

This example illustrates that the VAT liability has shifted from Peter to iStore as a result of the
newly enacted place of supply rules. Furthermore, SARS is more likely to collect the VAT.
3.5 Comparing South Africa, the European Union and New Zealand

The following table summarises the difference between the South African reverse-charge
mechanism, legislation applicable in the €U and NZ, as well as the newly enacted South African

legislation to collect VAT on imported electronic services.

TABLE 1: Summary of difference in legislation

Element / South African European Wewly ena;ted
) reverse-charge . New Zealand South African
requirement . Union o
mechanism legislation
Electronically No —falls within  Yes, by way No —however Yes —as
supplied the scope of of an clarified what described in the
services defined  ‘imported indicative / digitised products Regulations
services’ illustrative are and that they
list fall within the scope
of ‘imported
services’
Collection Reverse-charge Registration ~ Reverse-charge Registration of
method of non-€EU foreign suppliers
suppliers by of electronic
utilisation of services by
place of introduction of a
supply rules place of supply
rule
Responsible for ~ Any recipient Supplier of Only registered Supplier of the
declaration and the service recipients service
payment
Applicable to Primarily B2C B2C Primarily B2C B2C and B2B
B2C or B2B
supplies
Threshold in Exemption forall  None Yes —registration Yes —registration
place transactions less threshold of threshold of

than R100

NZ $60 000 applies

R50 000

Source: Authors’ deduction
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4. CRITIAL EVALUATION

4.1 Theoretical foundation

A basic overview of the main principles (also called canons or maxims) of tax is a prerequisite for
critically evaluating the newly enacted legislation. Canons or maxims of taxation are the
principles laid down on which to build an effective tax system. The economist Adam Smith in his
famous book, 7he Wealth of Nations ([1776] 2003), postulated four important canons of taxation,
which he argued would ensure a fair and effective tax system.

The first canon is the Canon of Equity (also called fairness of taxes). Horizontal fairness is relevant
to this paper and is based on the equal tax treatment of those in similar circumstances (Steyn,
2012), such as local and foreign suppliers of electronic services. The second is the Canon of
Certainty, namely the tax payable by a taxpayer should be certain, not arbitrary. The third Canon
of Convenience states that the mode and timing of tax payment should be, as far as possible,
convenient to the taxpayer. Lastly, the Canon of Economy implies that the cost of tax collection
should be lower than the amount of tax collected.

4.2  Evaluating the newly enacted legislation

The purpose of the critical evaluation is, firstly, to evaluate whether the shortcomings in the
reverse-charge mechanism have been addressed; secondly, to determine to what extent the new
legislation is aligned with global practices; and, lastly, whether it complies with the principles of
an effective tax system. Shortcomings in the new legislation are identified below and
recommendations made to address these.

4.2.1 Definition of electronic services

“Electronically supplied services” is a term with which international suppliers are familiar. The
introduction and unfamiliarity of a new term may prevent suppliers from registering in South
Africa, as it may not be clear whether or not the services supplied by them fall within this
definition. This might resultin making the VAT liability unclear in light of the requirements of Adam
Smith’s Canon of Certainty. In order to align the terminology used in the South African VAT Act with
global practices, the term “electronic services” should be replaced by “electronically supplied
services”.

Itis further recommended that a general heading be added in the Regulations, namely any service
delivered via any other delivery method for which minimal human intervention is required. This
additional item would ensure that delivery methods such as Bluetooth or similar means are not
excluded. It is further recommended to clearly state that the Regulations are by no means
intended to be an exhaustive list (similar to the €U calling it an “Indicative List”). The Regulations
should be reviewed and updated annually in order to keep abreast of new technological
developments (one of the reasons NZ is not using a list to define electronically supplied services).

4.2.2 Definition of enterprise

The first problem relates to the Canon of Certainty, as an international supplier may not be
familiar with the definition of “resident” in s. 1 of VAT Act. It is, therefore, impractical and,
arguably, unachievable to leave the determination of the residency of the consumer to the foreign
supplier. It is recommended that the residency of the consumer be established by way of a self-
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declaration, combined with a reasonable form of identification. It is further recommended that
the foreign supplier should not be held accountable if false declarations are made by a consumer.
This might possibly motivate international suppliers to register in South Africa.

Secondly, the place of supply proxy requires that payment be originated from a South African bank
account. If the recipient, therefore, makes payments from an offshore account, this proxy will not
be applicable. It is recommended that the word “originates” be replaced with “made” or
“effected” in order to diminish possible ways to avoid VAT.

Lastly, as the legislation presently stands, VAT will be levied on all supplies of electronic services,
regardless of whether the importer is the final consumer. The inclusion of B2B supplies (or
otherwise not excluding supplies which will be used in the making of taxable supplies) will lead to
an additional compliance and administrative burden for the foreign supplier, the consumer and
SARS (Terblanche, 2014). It is recommended that the supply of electronic services should be
recognised as an enterprise only to the extent that it will be used by the importer or recipient for
making non-taxable supplies. This will be in line with the principles applied by the €U, which
requires VAT to be charged only on the supply to non-registered recipients and with NZ, which
charges GST only if not used for taxable supplies.

These recommendations will result in fewer foreign businesses having to register as vendors in
South Africa. This in turn will ensure that they do not withdraw from the South African market. As
South African suppliers will also levy VAT based on the same rules, the situation will be equitable
and SARS will not have to incur high administrative costs to ensure compliance by non-resident
suppliers.

4.2.3 Registration threshold

The fact that a R50 000 compulsory registration limit is applicable means that foreign suppliers
of electronic services are not subject to similar taxation thresholds and registration requirements
as South African suppliers of similar services. This places the foreign supplier at a disadvantage
and seems to give rise to inequality in terms of Adam Smith’s Canon of Equity. This inequality may
cause foreign suppliers of electronic goods to withdraw from South Africa, to the disadvantage of
South African consumers.

It is recommended that either a new registration threshold be set for both local and foreign
suppliers of electronic services or that the threshold that currently applies for registration of
South African suppliers in general (R1 million) should also apply to foreign suppliers.

It is further recommended that the suppliers be allowed to submit quarterly VAT returns in order
to lighten the administrative burden and streamline compliance. This will be in line with the
administrative requirements of the €U and Adam Smith’s Canons of Convenience.

4.2.4 Requirement to issue a tax invoice

The requirement for a foreign supplier to issue the South African consumer with a tax invoice may
discourage international suppliers from registering for VAT. This requirement could even
discourage foreign suppliers from doing business in South Africa, since it places an additional
administrative and compliance burden on them.

Foreign suppliers’ reporting systems are not necessarily designed to include all of the information
required for a tax invoice or to account for the VAT at a rate of 14%. Their systems will therefore
have to be re-designed in order to ensure compliance.
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It is recommended that the issue of an invoice should not be a requirement and that VAT should
be payable only where the importer is the final consumer, who would not need a tax invoice to
claim an input tax deduction.

4.2.5 General comments

In addition to the specific shortcomings discussed above, there are some general concerns with
the newly enacted changes to the South African VAT Act.

Firstly, the world-wide changes designed to force suppliers of electronic services to account for
the VAT or GST in the country where the service is consumed places an immense administrative and
compliance burden on foreign suppliers. For example, a supplier incorporated in Australia that
supplies electronic services to consumers in Switzerland, Luxemburg and South Africa will be
required to register for VAT in all three countries. The Australian supplier has to account for the
VAT in the appropriate manner and ensure that payments are made on time to avoid penalties and
interest.

Another concern relates to the Canon of Economy. The success of the newly enacted requirements
is heavily reliant on, firstly, SARS’s ability to enforce compliance and, secondly, technology being
available to assist SARS in doing so. The Explanatory Memorandum is silent on how compliance
will be ensured and the means that will be utilised to enforce the proposals. This raises concerns
that South Africa may not, owing to the size of the country and the resources available, be ready
to implement changes which require significant investment in technology to enforce compliance.

The reverse-charge mechanism is still applicable where the imported services are not “electronic
services” as defined. As discussed earlier, there are many shortcomings with the reverse-charge-
mechanism and this collection method has proved to be inadequate for the collection of VAT on
electronic services.

4.3 Summary of shortcomings and recommendations

The possible shortcomings of the newly enacted legislation and recommendations to address
these are summarised in TABLE 2.

TABLE 2: Shortcomings and recommendations

Shortcoming Recommendation
1 Using terminology unfamiliar to foreign Change the definition of “electronic services”
suppliers. to “electronically supplied services”.

2 Definition of enterprise: the determination  Use a self-declaration by the customer and
of residency of the importer is left to the reasonable form of identification as proxy.
foreign supplier.

3 The word “originates” in the definition of Replace “originated” with payment “made or
enterprise. effected” from a South African bank account.
4 Both B2B and B2C supplies are included. VAT should be charged only to the extent that

the importer will use it for a purpose other
than the making of taxable supplies. Thus
include only B2C supplies.
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Shortcoming Recommendation

5 R50000 registration threshold for foreign The same threshold should apply for local and

suppliers. foreign suppliers of electronic services.
6  Requirement to issue a tax invoice to The issue of a tax invoice should not be a
recipients. requirement, and VAT levied only on supplies

to end consumers.

Source: Authors’ deduction

5. CONCLUSION

This paper critically evaluates the amendments to the VAT Act in respect of which VAT is levied on
the supply of electronic services by foreign suppliers to South African consumers. The research
was carried out by way of an extensive literature review. The paper demonstrates that the new
legislation does address many of the shortcomings and inadequacies of the reverse-charge
mechanism. However, the reverse-charge mechanism still applies to those electronic services that
fall outside of the definition of electronic services in the new Regulations.

The new legislation was also compared to legislation in the EU and NZ and the principles of an
effective tax system. The paper concludes that the new legislation is, in many ways, aligned with
legislation currently in place in the EU. NZ, on the other hand, uses the reverse-charge but only
registered consumers are liable to pay GST on imported electronic services.

The paper identifies shortcomings not addressed by the new legislation and makes
recommendations which could be used to refine the new collection method in South Africa. These
recommendations are to change the definition of “electronic services” to “electronically supplied
services” and using a self-declaration by the consumer, together with a reasonable form of
identification to confirm the residency of a consumer. In order to limit possible ways to avoid VAT,
the word “originates” in relation to payment through a bank could be replaced with “made or
effected”. It is also suggested that the new legislation should only apply to an importer who will
be the final consumer. The issue of a tax invoice will then be unnecessary. Lastly, the same
registration threshold should apply to both local and foreign suppliers of electronic services.

The paper focuses on B2C supplies. B2B supplies, as well as inter-company and inter-divisional
transactions, were not addressed. It also highlights that the newly enacted method is heavily
reliant on SARS’s ability to enforce compliance and the availability of technology to assist SARS
to achieve compliance.

'Para (b) (vi) of the definition of “enterprise” ins. 1 of the VAT Act was amended by s. 95(1) (a)
of the Taxation Laws Amendment Act, No. 43 of 2014. Effective from 1 April 2015 the definition
of enterprise includes the supply of electronic services by a person from a place in an export
country where at least two of the following place of supply-rules are applicable:

] The recipient is a resident (para (b)(vi)(aa));
. Payment originates from a South African bank account (para (b) (vi) (bb)); and
The recipient has a business, residential or postal address in the Republic (para (b) (vi)(cc)).
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