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1 OVERVIEW AND INTRODUCTION 

 

The SA Clothing and Textile Workers’ Union (SACTWU) has made two submissions to the 

Davis Tax Committee (DTC) in the interests of shaping a more progressive tax architecture 

for South Africa. These include comments and recommendations on the form and content of 

South Africa’s tax system and architecture (submitted in February 2014, jointly with 

COSATU) (“first submission”) and on base erosion and profit-shifting (BEPS) (submitted in 

August 2015) (“second submission”). The following additional submission presents our 

critique and comments on the DTC’s First Interim Report on Macro Analysis for the Minister 

of Finance (“the Report” or “Macro Report”).  

The Macro Report is important for it sets the context for the current tax system to be 

interpreted and against which any proposals shall be measured. Yet we find the Macro 

Report to be flawed. These flaws cause the Report to make inappropriate conclusions and 

limited and insufficient recommendations regarding changes to the tax regime and tax mix.   

Our submission draws the attention of the DTC to the problems of the Macro Report. The 

submission is structured into four main sections.  

In the first and second sections, we show that the Macro Report suffers from several 

unjustifiable biases which substantially shape the Report and its conclusions. At its core the 

Macro Report assumes that redistribution harms rather than helps growth. Equity and 

growth considerations are supposedly a dichotomy – primarily at odds with one another.  

However, a recent shift in economics has occurred which fundamentally challenges this 

assumption. While the shift is reflected in recent literature, the Macro Report does not 

engage with recent literature and therefore does not engage with this shift in theory. It is a 

stark omission given the mandate and objectives of the Macro Report.  

Our submission also shows that the Macro Report does not engage with a diversity of 

literature but relies on very few references for its theoretical arguments, and that in many 

parts of the Report no evidence is cited, or contestable statements are made without much 

evidence.  

Furthermore we raise serious concerns with the reliability of the ‘evidence’ provided by 

Treasury’s computable general equilibrium (CGE) model. We argue that this model relies 

extensively on a number of highly restrictive theoretical assumptions, and that given the 

embedded prejudices in the CGE, its conclusions simply ‘sing’ from the music sheets which 

its modellers have programmed it to. 

Having demonstrated the theoretical limitations of the Macro Report, we conclude that a 

“slightly progressive” tax system is inappropriate for the one of the most unequal economies 

in the world. Instead the tax system can and should play a more substantial role in the 

proper functioning of the South African economy to advance both growth and equality.   

The third section of our submission therefore examines and motivates for more appropriate 

changes to the tax system and tax mix. In contrast to the limited recommendations in the 

Macro Report, our submission makes recommendations for (i) an alternative tax mix as part 
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of (ii) a higher level of tax relative to GDP. This includes changes to Corporate Income Tax 

(CIT) and Personal Income Tax (PIT).  

These proposed changes, as well as others, were explored in more depth in our first 

submission of February 2014.  

The third section of our submission draws on observations made in the first, second and 

third parts of this submission and outlines areas of further research for the Macro Report. If 

conducted we believe such research would substantially strengthen the analysis and 

understanding of the Macro Report. As a consequence the Macro Report would likely make 

better and more appropriate recommendations regarding changes to the tax system and tax 

mix.   

We trust the DTC will engage with the concerns and recommendations raised in this 

submission.  
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2 THE MACRO REPORT’S APPROACH: THE SUPPOSED GROWTH-

EQUITY TRADE-OFF 

 

Post-apartheid, tax rates have declined in an attempt to enhance ‘efficiency’ and in turn 

growth. Equity considerations have been prioritized through government expenditure plans 

rather than the tax structure of the economy. As the ‘First Interim Report on Macro Analysis 

for the Minister of Finance’ (“the Report” or “the Macro Report”) notes (pg.93), South 

Africa’s tax system is only “slightly progressive”. We argue below that the rationale and 

evidence in favour of this fiscal-tax policy combination remains largely unsubstantiated. 

While we welcome progressive government expenditure to reduce income inequality, the 

tax system can itself play a more substantial and independent role in the proper functioning 

of the South African economy to advance both growth and equality. We argue that a 

“slightly progressive” tax system is inappropriate for the most unequal economy in the 

world, once it is recognised that policies that enhance equity may also enhance growth, as 

opposed to the central arguments of the Macro Report.  

The Macro report’s arguments are premised on the idea that there is a trade-off between 

growth and equity: according to this argument, redistributing resources through higher tax 

rates reduces growth by creating price distortions (deadweight losses), while reducing taxes 

promotes growth by reducing distortions. In such a framework, a more equal distribution of 

income is assumed to have little quantifiable benefit on the economy, and the economic 

costs of a highly unequal income distribution are not factored in. From this limited 

perspective, then, distribution has no impact on aggregate consumption, savings, 

investment and employment.  

Under the assumption of full employment and perfect markets, taxes misallocate resources 

and reduce labour supply and investment demand. The policy implications stemming from 

this are that top marginal income tax rates should be kept low, marginal income tax 

schedules should be flattened, the taxable base should be broadened, and taxes on capital 

income should be used cautiously if at all. This reasoning is essentially endorsed by the 

Macro report, despite a smattering of rhetoric to the contrary.  

The Report notes that (pg.63): “Most taxes [in the South African economy] would benefit 

from a combination of base broadening and rate reduction.” This is because raising taxes 

cannot, under the restrictive assumptions adopted, improve the functioning of the 

macroeconomy, but can only be harmful (‘distortionary’): “For example, broadening the 

base of consumption taxes is a better way of increasing their revenues than rate increases, 

because a broad base improves efficiency while a high rate encourages the growth of the 

shadow economy.”  

An alleged permanent trade-off, therefore, exists (Macro Report pg.66): “Overall, it needs to 

be emphasized that policymakers will need to examine the trade-off between these growth-

enhancing proposals and other objectives of tax systems – particularly equity very carefully 

(Johansson, Heady, Arnold, Brys & Vartia, 2008).” 
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Tax theory has played an important role in advancing declining tax rates globally. As the 

OECD (2014:59)1 notes in detailing what they consider to be a somewhat out-of-date 

theoretical approach: “Part of the rationale behind declining tax rates in the past 40 years 

was based on models of economic principles on how tax rates for top incomes affect growth 

and investment rates. Economic theory and evidence from previous tax reforms in several 

countries suggested that changes in tax rates set off behavioural responses affecting taxable 

income. Lower marginal tax rates were deemed to trigger investments, stimulate labour 

supply and, hence, increase growth… According to a standard supply-side model proposed 

by Lindsey (1987) and Feldstein (1995), lower tax rates stimulate the economic activity 

among top income earners by making work and entrepreneurship more attractive. Lower 

top marginal tax rates should consequently result in higher economic growth and possibly 

higher income concentration.”  

The impact of even the basic tax model is uncertain though since this depends on the 

relative impact of two effects: the income/wealth effect and the substitution effect (OECD 

2014:64):  

Raising top marginal tax rates for personal income taxes is often advocated as an 

avenue to increase the progressivity of the tax system but may also have an impact 

on labour supply decisions (hours of work, the intensity of work, career choices), 

productivity and the shift between different types of income, as mentioned above. 

Changes in marginal tax rates of labour have both income and substitution effects 

which make the overall impact on labour supply uncertain. On the one hand, a lower 

marginal tax rate should induce individuals to work more as work becomes more 

attractive but it will also increase their after-tax income, resulting in the opposite 

effect. The overall impact is likely to depend on the responsiveness of different 

groups at different points of the income distribution.  

Most Neoclassical economic models take it as given that substitution effects outweigh 

income effect as prices changes2. Such assumptions cannot, however, be made a priori, 

regardless of its modelling convenience (acknowledged on pg.73 of the Report).3 

These perspectives all emphasize the supply-side of the macro-economy, at the expense of 

the demand side. Put differently, they seek to elicit supply-side responses, and downplay the 

question of the adequate aggregate demand required to consume such increased 

production or supply. 

The Macro Report’s approach falls squarely within the supply-side approach, so dominant 

before the Financial Crisis. In this approach, the emphasis falls on eliciting supply-side 

(production) responses, whilst downplaying the matter of adequate aggregate demand 

being available to consume such increased production. Little supporting evidence 

accompanies the (often bold) claims presented.  In particular the Report argues that lower 

taxes can: 

                                                           
1 Förster, M., A. Llena-Nozal and V. Nafilyan (2014), “Trends in Top Incomes and their Taxation in OECD 

Countries”, OECD Social, Employment and Migration Working Papers, No. 159, OECD Publishing. 

http://dx.doi.org/10.1787/5jz43jhlz87f-en  
2 Such as in a dynamic stochastic general equilibrium model. 
3 The Report seemingly sets aside this basic fact when arguing that (pg.74): “Additionally, a PIT levied on interest 

income will be economically inefficient as it changes the relative price of present consumption in terms of future 

consumption and consequently causes individuals to substitute between present and future consumption.”  
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1) Improve labour supply (pg.64): “Reducing the progressivity of the personal income 

tax schedule may lead to gains, both in the quantity and the quality of labour supply. 

Evidence records adverse effects of highly progressive income tax schedules on GDP 

per capita through both lower labour utilisation and lower productivity, partly 

reflecting diminished incentives to invest in higher education. This implies a 

potential trade-off between growth-enhancing tax policies and distributional 

concerns.” No references are provided.  

Furthermore, the Report itself (pg.73) finds evidence to the contrary: “In South 

Africa, empirical evidence suggests that labour supply appears to be inelastic to tax 

decisions despite such decisions controlling for other hidden costs, such as transport 

and grant pay-outs. The results further suggest that it may be possible to raise the 

lower marginal tax rates and the top rates while reducing those in the middle of the 

tax schedule (Jooste, 2013).” 

2) Can improve productivity and increase entrepreneurship (pg.65). No relevant 

evidence is cited to support this assertion with respect to the CIT rate. 

3) Generate large productivity gains in firms that are dynamic and profitable. Evidence 

cited is OECD (2007). The causal mechanisms for such transmission are not detailed 

nor are we told why/if it is applicable to the South African context, or the present 

period (given that the findings come from a panel study). On the face of it we see 

evidence which contradicts such claims: higher CIT rates in the USA going hand-in-

hand with very dynamic firms, while generally higher firm productivity rates 

accompanied far higher CIT rates during the 1960s. On the face of it, South Africa 

would seem to have a shortage of dynamic firms, and key markets exhibit 

pronounced oligopolistic attributes: in such circumstances, where firms are more 

likely to be price-makers than price-takers (i.e. market power exists) lower rates may 

primarily benefit firms in the form of higher profits, whilst production and the 

associated demand for factors of production remains largely unchanged.  

Lastly, the only hard estimates provided in the Report for the alleged trade-off between 

growth and equity are based on the Treasury’s computable general equilibrium (CGE) model.   

This model however relies extensively on a number of highly restrictive theoretical 

assumptions, including most fundamentally that distribution plays little meaningful role in 

the functioning of the macroeconomy.  

In the model an increase in any of CIT, PIT, or VAT is bad for South Africa’s macroeconomy 

(GDP and employment), in the short-and the long-run. In the model taxes play no useful or 

economically beneficial role in the functioning of the economy: Roads build themselves, 

malnutrition has no negative spillovers, unequal access to opportunity does not reduce the 

supply of skills and entrepreneurs in the economy, and inequality makes no appreciable mark 

on the profit rate and investment via the level and/or composition of aggregate demand.  

In other words, markets are mostly perfect and households are, for all serious 

macroeconomic purposes, largely identical. South Africa’s economy has many market 

imperfections and failures (including high inequality of course) making the impact of taxes 

on its actual functioning far different from that deduced from the Treasury’s mathematical 

model.  



 8

The conclusions from such a model will undoubtedly ‘sing’ from the music sheets which its 

modellers have programmed it to.4 

 

2.1 REDISTRIBUTION IS ASSUMED TO HARM RATHER THAN HELP GROWTH 

In the Macro Report’s highly restrictive theoretical framework, more equity through higher 

tax rates must generally come at the cost of less economic growth. Given this the Report 

understandably focuses on policies that will supposedly boost growth (i.e. reducing taxes). 

Equity issues are approached largely from the perspective of what will be tolerated by the 

‘market’.  

The Report provides no recent evidence on how CIT impacts the distribution of income in 

the South African economy, apart from the (unappealingly simple) CGE modelling exercise 

undertaken by the Treasury. This is a serious omission that undermines the robustness of 

the findings of the Report. Adjudicating on how best to reform South Africa’s tax system 

requires such information. The Report does pay some useful attention to the incidence of 

PIT and VAT by income decile through the very useful and thorough work of Inchauste et al. 

(2015) and Black, Calitz, & Steenekamp (2015). But again this omits the impact of CIT by 

income decile.  

The Report’s only serious evidence on the relationship between CIT and distributional issues 

in South Africa – rather than that based on a highly unrealistic CGE model – comes from 

(pg.78) “A tax incidence study in 2005” (no citation provided) as well as Woolard, Simkins, & 

Oosthuizen (2005)5 which together find CIT to be very progressive and concentrated in the 

top decile. 

Given this, it is a very serious omission that further evidence is not called for on this issue. 

More up to date empirical estimates are needed which illustrate how the burden of higher 

CIT is distributed between shareholders, consumers and labour. 

The Macro report itself argues in passing that reducing CIT will raise inequality (pg.63): 

“shifting from corporate to consumption taxation would increase share prices (by increasing 

the after-tax present value of the firm) and wealth inequality as well as increasing income 

inequality by lowering capital income taxation.” No evidence is provided to substantiate 

(this potentially damaging) statement either. A lack of proper referencing is an unfortunate 

habit that recurs in the Report.6  

 

2.2 THE TREASURY’S TAX MODEL IS USED TO JUSTIFY THE REPORT’S CONCLUSIONS 

The Treasury uses a computable general equilibrium (CGE) model to assess how changing 

key tax rates would impact on the macroeconomy. The model assumes, a priori that higher 

taxes (at least from their present level) of any kind will harm the economy through increased 

deadweight losses. The model assumes that a changing distribution of income has a 

                                                           
4 I.e. the ‘exogenously calibrated parameters’ and ‘neoclassical modelling closures’, in CGE jargon. 
5 For items references see bibliography contained in Macro report, unless listed in footnotes in this report. 
6 The report makes contestable statements without any support or evidence and rely only on a limited number of 

sources, which are outdated in several cases. 
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negligible impact on the macroeconomy, increasing taxes can only be harmful to growth. As 

we note below, this goes against the general line of more recent research findings by the 

World Bank and the IMF which also estimate the impact of inequality on growth. 

Based on the Treasury modelling exercise the Macro Report concludes that while VAT would 

increase inequality it will have the least worst impact on the economy (pg.44): “From Table 

11, it is evident that an increase in VAT would have the smallest [negative] impact on 

growth. While there would be a negative impact on GDP and employment associated with a 

rise in the VAT rate, the impact on these two variables would be less severe than if the 

additional revenue came from increases in PIT or CIT. It is thus clear that from a purely 

macroeconomic standpoint, an increase in VAT is the least distortionary.” PIT may be the 

second best option in the model given that it would decrease inequality by far more than an 

increase in CIT.  

The Treasury model finds that CIT makes a negligible impact on equity due to a number of 

restrictive assumptions. This appears to be due to the (largely unrealistic) assumption of 

downward flexibility in wages7 and of firms being able to (perfectly?) pass on higher CIT 

costs to consumers. Following this, rises in VAT are endorsed despite its negative impact on 

inequality, according to the Treasury model.8 The Treasury modelling exercise would seem 

to contradict at least one study cited by the Committee that found a positive relationship 

between the CIT and investment rates (pg.35). More importantly, both of the above 

assumptions need to be checked: are they based on estimates from data and consistent with 

similar countries? Perfect price flexibility seems unreasonable under conditions of effective 

competition, especially for firms who are price takers on global markets. Secondly, nominal 

wages are commonly assumed to be sticky downwards rather than perfectly flexible. 

 

2.3 PROGRESSIVE EXPENDITURE COUPLED WITH REGRESSIVE TAX IS NOT A SUSTAINABLE 

SOLUTION 

The ‘solution’ to the pseudo-problem which frames the Macro report, namely the hard 

trade-off between growth and equity, is then to increase the least distortionary tax (VAT) 

and compensate for its regressive nature by increased progressive expenditure on social 

grants and (possibly) other forms of direct income transfer. . This proposition: that the latter 

can in fact compensate for the regressive nature of VAT may be true, but is not 

substantiated by any evidence provided in the Report itself. 

Moreover, relying on increasing the progressivity of government expenditure to offset 

increasing regressivity in the tax system, especially under conditions of fiscal consolidation, 

is to rely on an impermanent and politically volatile mechanism – the government yearly 

budget. The latter cannot be guaranteed to remain constant; while tax rates are much more 

permanent and subject to far less regular revision 

 

                                                           
7 We are not told if these are nominal or real wages in the model.  
8 We are however told by the Report that due to zero rating of food stuff VAT is not a regressive tax. At the same 

time the Treasury model tells us that VAT is regressive – and, separately, we are told that zero rating of VAT does 

not help make VAT (much?) more regressive and so should not be used. 
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2.4 INSUFFICIENT EVIDENCE IS PROVIDED TO SUBSTANTIATE KEY ARGUMENTS 

Not infrequently the Macro report fills its gap in evidence with speculation. References are 

not used or cited correctly, making several arguments largely speculative. At best a single 

reference will be used, often repeatedly. 

In general the Report relies almost exclusively on one or two references for its theoretical 

arguments. OECD (2007) is virtually the only international evidence cited by the Report. The 

Macro Report reads as if the most recent economic crisis had not occurred, given the glaring 

absence of evidence from more recent, post-global economic crisis tax studies. 

OECD (2007) sees tax systems impact growth largely through technological progress, factor 

supply, and efficiency of the allocation of resources. This is a reasonable position to have 

adopted prior to the global economic crisis. But within present day academic 

macroeconomic thinking is distinctly out of place. 

Often no evidence is cited. For example, the Report argues that, as noted above (pg.63-64): 

“There is also evidence that flattening the personal income tax schedule could be beneficial 

for stimulating GDP per capita, notably by favouring entrepreneurship. Once again, this 

implies a trade-off between growth and equity (OECD, 2007).”  

The footnote for this leads us to the follow ‘evidence’: “There is ample evidence on the 

economic effects of ‘flat taxes’ from the experiments of by [sic] Russia and other countries.” 

“Ample evidence” without any citations being provided is not evidence at all. 

  

2.5 THE MACRO REPORT RISKS PROMOTING A ‘RACE TO THE BOTTOM’ AS GOVERNMENT 

TAX POLICY  

A key justification for lower CIT rates in the Macro Report, and for how to structure South 

Africa’s tax policy more broadly, is the need to maintain international competitiveness by 

keeping tax rates low.  

The Report argues that reductions in taxes can increase investment (pg.65): “Reducing 

corporate tax rates and removing special tax relief can enhance investment in various ways.” 

No evidence is cited. A footnote to the Ireland experience is provided. The Ireland 

experience, however, has also come in for some critique, given EU State Aid guidelines 

increasingly cracking down on the use of tax competition to attract FDI. More importantly, 

Ireland used tax incentives as an instrument within a much larger development strategy. 9 

For example, grant supports are awarded on a discretionary basis depending on the 

perceived value of the enterprise to Ireland. Sectoral priorities are identified based on 

systematic analyses of global growth patterns and the changing degrees of tradability of 

products and services. 10 

The Macro Report itself provides mixed messages as to the importance of low tax rates in 

attracting capital, arguing that (pg.13): “International competitiveness is important, 

although the tax system is not the main driver of international competiveness. Innovation 

                                                           
9 See: report by Columbia University for a more detailed and critical perspective on this issue more generally and 

on Ireland: http://ccsi.columbia.edu/files/2014/01/VCC_conference_paper_-_Draft_Nov_12.pdf  
10 See Textbox 8 (pg.84): http://ccsi.columbia.edu/files/2014/01/VCC_conference_paper_-
_Draft_Nov_12.pdf  
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and productivity improvements and the cost of doing business more generally are probably 

more important.” The report also presents evidence that indicates that businesses are not 

perfectly responsive to changes in (effective) tax rates. It notes the mixed success of tax 

incentives used by the Department of Trade and Industry (DTI) in trying to attract business 

to South Africa. The report also notes on occasion the need to avoid a “race to the bottom” 

when using taxes to compete. Such rhetoric is not matched by the substance and orientation 

of the argument advanced however. 

In the main though, the Macro Report, drawing on OECD (2007), concludes in favour of using 

low effective tax rates to attract foreign capital: “One percentage point increase in effective 

corporate tax rates reduces FDI stocks by 1-2%.” Ironically, a central issue the OECD is 

currently focusing on is reducing harmful tax competition of all kinds.11 The EU regulates the 

use of tax incentives through their sophisticated State Aid laws. Effective tax deductions can 

rarely substitute for serious shortcomings in the wider business environment, and nor 

should they be used to. Recent work by the IFC at the World Bank, 12is decidedly cautious 

about reducing effective taxes to attract businesses on the basis of the substantial costs 

involved.  

 

  

                                                           
11 Work on BEPS see: http://www.oecd.org/ctp/beps-frequentlyaskedquestions.htm For EU summary and 

interpretation of OECD guidelines: 

http://ec.europa.eu/taxation_customs/taxation/company_tax/harmful_tax_practices/index_en.htm  
12 See for example: http://taxblog.com/svanparys/why-tax-incentives-may-ineffective-tool-encouraging-
investment-the-role-investment-climate/ ; 

https://www.imf.org/external/np/seminars/eng/2014/caribbean/pdf/S2p2-James.pdf; 
https://openknowledge.worldbank.org/bitstream/handle/10986/10511/540170BRI0Prov10Box345635B
01PUBLIC1.pdf?sequence=1  and http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2401905  
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3 A MORE UP-TO-DATE APPROACH: REDISTRIBUTION CAN PROMOTE 

GROWTH 

 

In SACTWU’s first submission, it was noted that: “the intractability of inequality in South 

Africa, and the pervasive effect it has on our failure to attain many developmental 

outcomes, requires a greater degree of redistribution through the tax side of the budget 

than has been the case to date. We also believe, however, that careful tax design can 

achieve greater tax incidence equity without sacrificing either total tax revenue or future 

investment.” This approach is slowly gaining traction within the mainstream tax discourse. 

As the OECD’s chief economist and Deputy-Secretary General, Pier Carlo Padoan notes 

(2013):13 

Tax hikes that can bolster equality and have relatively little impact on long-term 

growth, such as on real estate, should be considered....Meanwhile, hikes in capital 

income taxes would be positive for equity and would not necessarily distort growth, 

while shifting tax burdens away from labour and towards green consumption taxes, 

for instance, would also bring benefits. 

We argue below that the Macro Report has failed to incorporate newer perspectives on the 

role of the tax system in its Framework Discussion Document. In a highly unequal country 

such as South Africa this is a serious omission. 

New approaches to taxation stem from a greater recognition of the role of distribution and 

demand in shaping growth.  

Market imperfections theory has for some time broken down the fairly unrealistic 

assumptions of perfect markets implicit in optimal tax models. This is particularly important 

in a developing country context where market failures are endemic (see Stiglitz and 

Atkinson, 1976). For example, over a decade ago the IMF’s (2001)14 developing economy tax 

experts noted that:  

The conventional belief that taxing income entails a higher welfare (efficiency) cost 

than taxing consumption is based in part on the fact that income tax, which contains 

elements of both a labor tax and a capital tax, reduces the taxpayer's ability to save. 

Doubt has been cast on this belief, however, by considerations of the crucial role of 

the length of the taxpayer's planning horizon and the cost of human and physical 

capital accumulation. The upshot of these theoretical considerations renders the 

relative welfare costs of the two taxes (income and consumption) uncertain. 

More recently a shift in economics is underway and being championed by the IMF and the 

World Bank. This challenges the basis of the Macro report, namely that equity and growth 

considerations are primarily at odds with one another.  

                                                           
13 Online: http://www.oecd.org/forum/government-balances-growth-and-income-inequality.htm  

 
14 Online: http://www.imf.org/external/pubs/ft/issues/issues27/  
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South African Treasury Deputy Director General, Andrew Donaldson, discusses a 

representative article by the IMF15 from this new literature in a recent post on the Econ 3x3 

blog. According to Donaldson, “The analysis [of the IMF] indicates that ‘redistribution 

appears generally benign in terms of its impact on growth; only in extreme cases is there 

some evidence that it may have direct negative effects on growth. Thus the combined direct 

and indirect effects of redistribution – including the growth effects of the resulting lower 

inequality – are on average pro-growth’ (Ostry et al. 2014: 4).” 

As a result, Donaldson proposes:  

These results cast doubt on the notion that there is a trade-off between reducing 

inequality and economic growth – or that growth should be pursued first, followed 

by redistribution of its ‘fruits’. The analysis suggests that redistribution should be 

thought of as itself part of the toolkit for promoting faster growth, and not just a 

desirable outcome to be sought through an inclusive or redistributive growth path.  

This is a decisive theoretical critique of the approach adopted by the Macro Report, which 

assumes redistribution to always be antithetical to growth. Higher taxes reduce growth in 

every plausible scenario in the Macro tax model they employ. 

More rebellious elements within the OECD have started to explore the implications for tax 

theory of the breaking down of the supposed growth and redistribution dichotomy (2014: 

63, emphasis added):  

Another rationale for higher top marginal tax rates is that, under some 

circumstances, large income inequality may harm long-run economic efficiency, 

making the traditional trade-off between equity and efficiency less relevant. Very 

large income inequality may generate inequality traps (Bourguignon et al., 2007), 

resulting into weaker equality of opportunity for the next generation and 

consequently lessening future overall economic efficiency. Reducing income 

inequality may therefore improve long-run economic efficiency. Furthermore, if top 

wage executives’ pay exceeds their marginal productivity, then high tax rates may 

prevent rent-seeking behaviour and thereby improve both equity and efficiency 

(Piketty et al., 2011).  

The Macro Report does not consider the relevance of such theoretical considerations for 

South Africa. This is a severe theoretical ‘oversight’ given how highly unequal South Africa is, 

and undermines the basis of the Report’s conclusions in their entirety. Given the potentially 

harmful effects on inequality on growth and given South Africa’s particularly high levels of 

inequality it is vital to understand how tax rates may impact inequality in South Africa and 

how in turn inequality may impact growth. 

More tax research shows clear links between growing inequality and changing tax rates (see 

below). If worsening inequality can seriously harm the prospects of an economy to achieve 

sustainable growth, then the impact of taxes on the post-market distribution of income is of 

central concern when considering how to structure South Africa’s tax system. This discussion 

does not however feature in any considered respect in the Macro report. 

                                                           
15 Ostry JD, Berg A & Tsangarides CG. 2014. Redistribution, Inequality, and Growth. IMF Staff Discussion Note 

SDN/14/02. But more recently see IMF (2015), Causes and Consequences of Income Inequality: A Global 

Perspective:  https://www.imf.org/external/pubs/ft/sdn/2015/sdn1513.pdf  
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It is reasonable to assume that there may be interactions between changes in the tax 

treatment of capital income and changes in capital income’s share of total income. Evidence 

points to a strong negative correlation between the top marginal tax rates and the pre-tax 

shares of top incomes across OECD countries (OECD, 2014) and Hungerford, 2012).16 One 

mechanism posited through which this relationship may operate is that decreasing the top 

tax rate may increase the returns to bargaining for higher wages thereby creating a 

relationship between falling top tax rates and rising market inequality (Piketty, Saez, and 

Stantcheva, 201117). This is certainly relevant to the South African context, which has a 

declining wage share and rising wage inequality.18 

The Macro report’s hints at a more Keynesian perspective in a single study that it cites, 

noting there that taxing capital can have a positive impact on investment rates (Amusa, 

2004). This is consistent with the Keynesian notion of the need for the state to gather 

unutilized private savings and transform them into productive expenditures. Notes the 

Report (pg.35): “Results [from Amusa, 2004] also indicate that the tax rate on capital is 

negatively correlated with savings (-0.07) and positively correlated with investment rates 

(0.42). The positive relationship between capital tax rates and investment might reflect the 

South African authorities’ increased utilisation of tax revenue towards investments in capital 

projects and infrastructure, a scenario that has complemented private sector investment 

and activities.” This is a rare admission of how, assuming less than full-employment, demand 

side effects can feasibly play a productive role in making redistribution through taxes 

increase both growth and equity. 

New approaches to taxes emphasizes that the results of tax modelling are not immune to 

the institutional environment and should not be considered as such. This is at odds with the 

approach adopted in the Macro report. As OECD (2014) notes, the elasticity of taxable 

income with respect to the net of tax rate (ETI) varies depending on the opportunities for tax 

avoidance and the income in question. Based on a time-series OECD panel study, the long-

run elasticity of taxable income is around 0.5, meaning that top incomes are quite 

responsive to tax changes over a long period of time (see work by Piketty et al., 2011).19 

Institutions and the type of income matter in influencing this rate. Gruber and Saez (2002)20 

show that the decrease in tax revenue due to an increase in taxation is mainly driven by 

avoidance and income sheltering. In countries with less opportunities for tax avoidance 

(such as Denmark), the estimates are far lower.21  

                                                           
16 Hungerford, Thomas. 2012. Taxes and the Economy: An Economic Analysis of the Top Tax Rates Since 1945. 

Congressional Research Service. http://graphics8.nytimes.com/news/business/0915taxesandeconomy.pdf  
See also: Hungerford, Thomas. 2011. Changes in the Distribution of Income Among Tax Filers Between 1996 and 

2006: The Role of Labor Income, Capital Income, and Tax Policy. Congressional Research Service. 

http://taxprof.typepad.com/files/crs-2.pdf and Hungerford, Thomas. 2013. Changes in Income Inequality 

Among U.S. Tax Filers Between 1991 and 2006: The Role of Wages, Capital Income, and Taxes. 

http://ssrn.com/abstract=2207372 
17 Online: http://eml.berkeley.edu//~saez/piketty-saez-stantcheva12thirdelasticity_nber_v2.pdf 
18 See work by Prof. P. Burger: http://onlinelibrary.wiley.com/doi/10.1111/saje.12092/abstract  
19 Piketty, T., E. Saez and S. Stancheva (2011) “Optimal Taxation of Top Labor Incomes: A Tale of Three 

Elasticities” NBER Working Paper No. 17616, November 2011, Revised March 2013. 
20 Gruber, J., and E. Saez (2002) “The Elasticity of Taxable Income: Evidence and Implications.” Journal of Public 

Economics 84(1): 1-32. 
21 Kleven and Schultz (2012) find small estimates of labour income elasticity (0.05) and of capital income elasticity 

(0.2). See: Kleven, H., and A. Schultz (2012),“Estimating Taxable Income Responses using Danish Tax Reforms”, 

Paper No' PEP 13.  
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Secondly, the elasticity of broad income is small (0.17) as opposed to taxable income (0.57), 

suggesting that the real economic response is quite limited. The OECD (2014: 62) conclude 

that (emphasis added): “The main policy lesson from these studies is that the elasticity of 

taxable income is a parameter that can be influenced by tax design”, rather than a 

parameter which should be taken as given and invariant to the policy, institutional, and 

social context.  

Following this, the OECD (2014:63) cautions against reading the results from the optimal tax 

literature uncritically:  

Under the current tax system, the optimal tax rate given by the classic formula 

(assuming the Pareto coefficient to be equal to 1.5 - see Box 5) is 53%, while it 

would be next to 80%, were all the avoidance opportunities eliminated (i.e. the 

elasticity of taxable income be equal to the broad income elasticity). Thus, the 

efficiency cost of taxation depends not only on the real economic responses but also 

on the features of the tax system, especially for top earners. The magnitude of the 

optimal tax rate depends primarily on the value of the elasticity of taxable income, 

which is difficult to precisely estimate. Furthermore, the empirical estimates 

underestimate the role of geographical mobility of high-income earners. Therefore, 

one must be careful when drawing policy implications from the empirical literature 

on optimal taxation. 

This has implications for the findings quoted in the Report from Koch, Schoeman and van 

Tonder (2005) and other authors (Van Heerden (2008) and Steenekamp (2012b)). These 

studies use long-run time series data based on various fixed elasticity estimates and should 

be viewed with caution. As the notorious Lucas Critique implies, one should not enact policy 

on the basis of fixed parameter estimates, which are themselves influenced by policy 

considerations. Given the OECD’s recommendations above this seems to be the case for tax 

elasticities too. Such studies also suffer from the basic time-series problem of estimating 

fixed parameter values over a 30-50 year period. In practice one needs to check for 

parameter stability, given that local and global environment will make such parameters 

change in line with the underlining data generating process. These studies cited fail to take 

seriously parameter instability in their models as more recent time-series studies 

recommend (see for example Columbia University and John Hopkins econometricians Ng 

and Wright, 2013).22 

 

3.1 SOUTH AFRICA’S TAX SYSTEM SHOWS A CLEAR ABILITY AND NEED TO BECOME MORE 

EQUAL 

There is a need for South Africa’ tax system to become more redistributive. South Africa is 

one of the most unequal countries in the world and is becoming more so. The provision of 

quality public goods and services through the state is vital to ameliorate suffering, advance 

productivity, and ensure South Africa’s own poverty and inequality traps do not hold back 

the development of its resources. Moreover, South Africa’s tax system shows room to 

become more redistributive. 

                                                           
22  Serena Ng and Jonathan H. Wright. (2013). ‘Facts and Challenges from the Great Recession for Forecasting and 

Macroeconomic Modeling,’ Journal of Economic Literature 2013, 51(4), 1120–1154. 
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According to a recent World Bank evaluation, South Africa does comparatively poorly in 

terms of the Kakwani index, which measures tax progressivity: South Africa’s personal 

income tax is less redistributive than that of Brazil or Mexico,23 a result explained by the 

authors as follows: “the underlying distribution of pre-tax market income in South Africa is 

much more unequal than in other countries: the Gini coefficient of market income of 0.771 

in South Africa compared with 0.579 in Brazil and 0.511 in Mexico. Since the Kakwani index 

subtracts the Gini coefficient of income from the tax concentration coefficient, it is lower in 

South Africa than in other countries. Although direct taxes in South Africa are working to 

redistribute, they therefore face strong headwinds from the underlying inequality in 

earnings”.24 

 

  

                                                           
23 World Bank (2014). ‘South Africa Economic Update: Fiscal Policy and Redistribution in an Unequal Society,’ pp. 

29-30. 
24 Ibid p.30 
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4 RAISE THE TAX SHARE OF GDP BY RAISING CIT AND PIT 

 

As argued in previous submissions by SACTWU to the Committee, we propose: (i) an 

alternative tax mix as part of; (ii) a higher level of tax relative to GDP. The following sections 

elaborates on these two arguments.  

South Africa’s declining tax rates reflect international trends. A period of falling PIT and CIT 

rates globally have been followed by low rates of investment, a precipitous rise in the 

unequal distribution of income within most countries, and the most severe economic crisis 

since the Great Recession. 

There is, however, a real difficulty in swimming against the global trend of a reduction in all 

tax rates (OECD, 2014). Opportunity has, however, been afforded by the global economic 

crisis to raise tax rates, with tax rates rising in most OECD countries and growing 

disenchantment by society with increasing inequality. 

Average OECD income tax rates have fallen for corporations and individuals, as detailed in 

Trends in Top Incomes and their Taxation in OECD Countries, 2014. The average OECD 

statutory top personal income tax rate declined from 66% in 1981 to 42% in 2010; average 

statutory OECD corporate income tax rates declined from 47% in 1981 to 25.5% in 2012; 

OECD top marginal tax rates on dividends fell from 75% in 1981 to 42.5% in 2011; while 

taxes on wealth and inheritance have been reduced or abolished in many OECD countries.25  

This trend is changing though. Notes the OECD report (pg.47): “Since the onset of the crisis, 

more than half of the OECD countries have increased personal income taxes on capital (e.g. 

France, Portugal, Spain, and the US) while others are reducing ceilings for tax privileged 

savings (e.g. Ireland, the UK).” Personal tax rates on dividends, interest and gains have also 

increased in a number of countries since the economic downturn (OECD, 2014:49). 

 

4.1 ON THE TAX MIX
26

 

The contribution of various taxes to the tax mix varies considerably across the OECD. OECD 

(2014:19) indicates the substantial role of local institutional and ideological preferences in 

deciding this. Conceptions of fairness matter. PIT contributes more to South Africa’ tax mix 

than in OECD countries on average but is not an outlier given the substantial variation in its 

contribution across the OECD.27 The same is true of CIT as a % of the tax mix.  The OECD 

provides (at least) four reasons why the CIT tax share may vary across countries: 

• The degree to which firms in a country are incorporated; 

• Taxation of oil revenues; 

                                                           
25 Declining tax progressivity has been accompanied by rising inequality: the same study finds a strong negative 

correlation between top marginal tax rates and the pre-tax shares of top incomes across OECD countries 
26 Figures and graphs in this section use own calculations derived from various Budget Reviews and Tax Statistics. 
27 Online: OECD revenue statistics by tax structures: http://www.oecd.org/ctp/tax-policy/revenue-statistics-
tax-structures.htm  
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• The erosion of the corporate income tax base, for example as a consequence of 

generous depreciation schemes; and other instruments to postpone the taxation of 

earned profits 

• Other instruments to postpone the taxation of earned profits. 

Figure 1 shows changes in share of total tax revenue through the post-apartheid period.   

The initial rapid growth of the CIT, as a share of total, is noticeable, as is its precipitous 

decline from 2007/08 to 2009/10 and continued weak recovery which appears to hint at a 

possible plateauing at a lower level than pre-crisis. As a result, a change in the tax mix has 

also occurred since 2008. 

Figure 1: CIT, PIT and VAT as % of Total Tax Revenue, 1994/95 – 2013/14  

 

Comparing the tax mix for say 2006/07 to 2013/14 gives a sense of the major changes in the 

tax mix, in particular after the global economic crisis.  In essence, reduced income from CIT 

has been counteracted, to some degree, with deficit-financed public spending, including on 

compensation of employees, which has kept the PIT fairly healthy. In 2006/07, the PIT 

contribution was 28%, CIT was 24%, and VAT was 27%. In 2013/14, PIT was 35%, CIT was 

20% and VAT was still 26%.  

However, the high point in real tax collection in 2007/08 was only re-attained in 2011/12. 

Even the 2013/14 value is only approximately 8.4% higher than the 2007/08 value. 

Expressed differently, tax revenue from 2007/08 to 2013/14 grew at a real annual average 

rate of a mere 1.4%. 

The decline in tax revenue has not only been a decline in real resources mobilized. Tax 

revenue has also tended to decline as a share of GDP, and has struggled to re-attain the 

levels attained in 2007/08 and 2008/09 (Figure 2 below). In other words, tax revenue has 
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been hit proportionately harder than the decline in GDP growth rates, the denominator of 

this ratio.  

Figure 2: Tax and Revenue as Percentage Share of GDP, 1994/95 – 2013/14 

 

The above analysis suggests the importance of a growth recovery if tax revenues are to 

increase commensurate with public financing requirements over the medium-term. It also 

points to the need to regain a larger CT contribution.  However, beyond this, and as 

discussed in detailed above, growth recovery will not occur if the usual laissez faire policy 

prescriptions are followed, but requires instead a larger role for the state. Meeting a larger 

tax as share of GDP target while altering the tax mix is discussed further below.  

 

4.2 RAISE THE TAX TAKE AS SHARE OF GDP 

The South African government has arguably committed to maintaining a tax to GDP ratio of 

around 25% (pg.19). We support the calls of the Committee to explore if it is wise to 

maintain such a commitment (pg.19):  

What the optimum level of tax revenue as a percentage of GDP should be is both an 

ideological and a technical, empirical question. The policy stance of the current 

government on this issue has not been clearly articulated, but the plans for 

increased spending on NHI and comprehensive social security would suggest that 

the 25% level is not a hard target. It would be useful for the Davis Tax Committee to 

obtain some specific guidance from the Minister on this issue. At the same time, it 

would be useful to commission some economic modelling on the technical question 

of what the “taxable capacity” in South Africa is, and potential consequences for 

growth, employment and fiscal sustainability as a result of changing this tax policy 

variable. At least one existing study (van Niekerk, 2002) suggests that South Africa’s 
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tax-to-GDP ratio is relatively low by both international and developing country 

standards. 

In our first submission to the DTC, we discussed a number of measures to increase the tax-

to-GDP ratio to around 30%, significantly above the current unnecessarily constraining 

target of 25%. We argued that (pg.6) “We believe this is an appropriate and desirable 

outcome. Indeed in general it is important that a higher and more appropriate tax-to-GDP 

ratio is found for South Africa, as this will achieve greater redistribution and enhance the 

resources available to the State for its social and infrastructure expenditure.” 

This section explores tax policy with regard to the major taxes, aimed at attaining a 

sustainable tax burden of roughly 30% of GDP as a medium-term target around which fiscal 

policy can be oriented, rather than a fixed rule. This can help fulfil social programs such as 

the NHI in a manner which does not make significant dents in efficiency and which increases 

equity.  

Given the payments South Africa makes to SACU (pp.18-19 of the Report) South Africa’s 

gross tax to GDP ratio is low compared with Turkey, Poland, but above Mexico and Chile’s.28 

South Africa is, therefore, not an outlier but has room for an increase given tax collection 

capabilities and the need for the state to play a role in reducing inequality.  

 

4.3 PIT: TOP MARGINAL PERSON INCOME TAX RATES IN SOUTH AFRICA SHOULD BE 

HIGHER  

We detail below that the ultra-rich (1%) in South Africa are making a steadily declining 

contribution to tax income despite their taxable income not declining. As we argued in our 

first submission, there is scope for greater taxation of the richest 1% and 10% of tax payers, 

that is the ‘super rich’ and the ‘rich’, when it comes to personal income tax.  

South Africa’s marginal income tax system remains relatively progressive, in that higher 

income tax earners contribute more in both absolute and proportional terms. However, 

there is room for a far greater degree of progressivity in our system, given the high 

concentration of wealth and inequality, and poverty, amongst the majority of tax payers.   

 

4.3.1 Theoretical approaches to inequality and PIT 

One well-known result from this optimal tax theory is the optimality of a zero top marginal 

tax rate (Mankiw et al., 2009).29 This relies on the assumption of a single top earner. As 

Mankiw indicates, recent work on optimal tax theory has brought into question these 

results. Recent tax modelling adjusts the initial assumption of the shape of the distribution 

of ‘ability’ (to pay). Saez (2001)30 assumes a Pareto distribution (rather than lognormal). The 

conclusions of a model based on such a distribution are strikingly different: marginal rates 

                                                           
28 Online OECD data release: http://www.oecd.org/newsroom/tax-revenues-continue-to-rise-across-the-
oecd.htm  
29 Mankiw, N. Gregory, Matthew Charles Weinzierl, and Danny Ferris Yagan. 2009. Optimal taxation in theory and 

practice. Journal of Economic Perspectives 23(4): 147-174 Online: 

http://dash.harvard.edu/bitstream/handle/1/4263739/Mankiw_OptimalTaxationTheory.pdf?sequence=2  
30 Saez, Emmanuel, (2001). "Using Elasticities to Derive Optimal Income tax Rates," Review of Economic Studies 

68, pp. 205-229. 
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should now rise between middle- and high-income earners. Moreover, rates at high incomes 

should be no lower than 50% and even be as high as 80%. This contrasts strongly with the 

previous established findings which, due to the efficiency costs of redistribution being large 

for much of the high end of the income distribution, supports declining rates for a broad 

range of high incomes. In other words, incentive effects were large and would tend to 

counteract redistribution motives so that top marginal rates should be zero.  

One conclusion from optimal tax theory, drawing on the canonical work of Mirlees (1971) is 

that the optimal extent of redistribution rises with inequality. This is a simple yet widely 

known conclusion. It is peculiar that this is conclusion is omitted from the Report, given that 

the other assumptions of the old optimal tax theory (i.e. efficiency and equity trade-offs and 

the optimality of reducing taxes to as low as zero) are often incorporated. This conclusion on 

the optimal level of redistribution rising with inequality follows logically from the notion that 

greater inequality in ability makes the optimal tax policy more redistributive. As inequality 

grows the distribution of ability grows, from the perspective of an optimal tax theorist 

(Mankiw et al., 2009). The model argues that tax rates should generally be higher in less 

equal societies and that less of the population would be required to work. In an optimal tax 

model, the increased earnings potential at the top of the distribution, as we see in South 

Africa and many other countries, enables and requires more redistribution toward the low-

skilled. Optimal average tax rates should, according to the model, rise on high earners and 

redistribution should increase. The relevance of this finding for South Africa should be 

carefully explored. 

 

4.3.2 South Africa’s PIT 

South Africa has a progressive PIT. In 2012 the richest 10% contributed 58.6% of assessed 

tax, though they earned 39% of taxable income. Another way of phrasing this would be to 

note the higher average tax rates paid by the rich, when compared to the average for all tax 

payers of roughly 21%, as Table 1 suggests. 

Table 1: Taxable Income, Assessed Tax and Average Tax Rate for Various Tax Groups, 2012  

 Percentage of Taxable 

Income 

Percentage of Assessed 

Tax 

Average Tax 

Rate 

Richest 1% 10.7 19.4 36.6 

Richest 

10% 

39% 58.6% 30.5% 

Richest 

30% 

69.2 85.7 25 

Richest 

50% 

81.7 93.5 23.1 

 

Despite this progressivity, the richest 1% of South Africans have made a steadily declining 

contribution to total assessed tax from 2005 (22.9%) to 2012 (19.4%) - a significant 15% 

relative decline.  
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As Table 2 shows, whilst taxable income of the richest 1% increased from 8.5% in 2005 to 

10.7% in 2012, assessed tax decreased over the same period. Indeed, with the exception of 

2009, there has been no positive adjustment to assessed tax share of the richest 1%.  

Table 2: Trends in Share of Tax of Richest 1%, 2005-2012  

 2005 2006 2007 2008 2009 2010 2011 2012 

Richest 1%: Share of Taxable 

Income 

8.5 11.9 12.6 8.9 11.8 11.2 10.7 10.7 

Richest 1%: Share of Assessed 

Tax 

22.9 22.3 22.0 20.3 20.7 20.5 19.7 19.4 

 

A decline in the share contribution of the richest 1% makes little economic sense, especially 

when the trend is not due to a decline in taxable income. Though the percentage changes 

may seem small, it has substantial revenue implications. In 2012, for example, total taxable 

income was R1 023 billion. The difference between taxing 19.4% and taxing 23% of this 

amount at 36.6% is in the region of R13.5 billion. 

Furthermore, if one considers that the rich are more able to use evasion and avoidance 

opportunities, which of course occur before the determination of taxable income, then 

these results may well understate the equity challenge.    

We call for the tax authorities to take the measures to reverse the declining tax share of the 

wealthiest 1% in South Africa and move at least towards the previous norm of 23% of 

income tax. Currently the highest marginal rate of 41% is applied to all taxable income in 

excess of R638 000.In our view, this bracket is too low for the application of the maximum 

rate, since it lumps together too wide a range of tax payers and does not effectively target 

the very rich.  

Using the Tax Statistics data, we find that the top 1% of income earners, in 2012, all fell in 

the taxable income groups W (1 000 001 – 2000 000), Y ( 2000 001 – 5 000 000) and Z ( 5 000 

001+). The current top bracket of R638 000 lumps these tax payers together with groups U 

(500 001 – 750 000) and V (750 001 – 1000 000). Put differently, currently the income tax 

structure provides no differential treatment between a taxpayer whose taxable income is 

R500 000 and whose taxable income is R10 000 000. 

We suggest a 45% top marginal rate, applied to taxable income in excess of R1 000 000. In 

2012, then, this would’ve been applicable to roughly 75 000 South African tax payers with a 

total taxable income of R141.7 billion. The average rate paid even by wealthy taxpayers, 

after such a change, would be far from exorbitant. For example, the group with taxable 

income between R1 and 2 million would see their average tax rate increase from 34.7% to 

35.9%, and the group R2 -5 million would go from 37.5% to 40.8%.  

In the analysis of tax rate changes and their effect on revenue changes, a general approach 

is to distinguish between so-called mechanical and behavioural responses. The mechanical 

response is simply the revenue change when it is assumed that behaviour doesn’t change. 

Thus, increasing a VAT by 1 percentage point would generate 1% more revenue. However, 

the behavioural response refers to changes in economic behaviour as a result of changes in 

the incentives provided by taxes, changes which can offset potential mechanical gains.  
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Behavioural responses to a marginal rate increase may take forms ranging from the entirely 

permissible to the illegal, i.e. from deciding to work less, to using more aggressive forms of 

tax avoidance, through to tax evasion.   

The final ‘response’ of taxable income to changes in marginal tax rates is called the elasticity 

of taxable income (ETI) and will vary with the existing rate as well as with less tangible 

factors such as a society’s attitude towards taxation..31 

In their paper addressing the U.K. context ‘Can more revenue be raised by taxing the very 

rich?’ Brewer and Browne point to the considerable uncertainty around the degree of 

‘responsiveness’ of wealthy taxpayers to changes in marginal rates. Steenekamp’s paper 

‘Taxing the rich at higher rates in South Africa?’ gives various rich and super rich ETI 

estimates for South Africa and explores their revenue implications. He argues that for ETIs of 

0.2, 0.4, and 0.8 and a marginal rate increase from 40% to 44%, behavioural responses 

would wipe out 28, 56 and 113% of the gain from the mechanical response respectively. 

However, he does not definitively select any particular ETI as being more plausible than the 

others, aside from noting that “an ETI of 0.4 or higher is probably more realistic”. 

In our first submission to the DTC, we provided calculations which assumed a behavioural 

response that reduces additional revenue by 35%, which is towards the lower end of ETI 

scenarios presented by Professor Steenekamp. We found there that raising the top rate to 

45% on taxable income above R1 million would probably generate in the region of R2.2 

billion a year in 2012 Rands (or about R2.4 billion in 2014 Rands), if this 35% loss due to 

behavioural response is factored in.  

Over time South Africa’s ETI should decline. One can reduce the ETI by lowering 

opportunities for tax evasion and aggressive avoidance, as any ETI assumption must take 

global and domestic compliance drives into account. We believe such initiatives to reduce 

tax evasion and aggressive tax avoidance will become more successful in South Africa over 

time, thereby reducing the ETI. With many other economies also raising or contemplating 

raising top rates to increase tax revenue and address post-global economic crisis concerns 

about economic equity and the treatment of the rich, the option of ‘jurisdictional flight’ may 

also become less feasible.   

 

4.4 CIT: INCREASE CORPORATE INCOME TAX RATES 

International evidence suggests that there is room for raising the rate of CIT in South Africa, 

provided BEPS is mitigated.  

Raising the CIT rate comes with clear costs and benefits that need to be analysed carefully 

on the basis of local and international evidence. The Macro report fails to undertake such a 

task. We do not pretend to do this in a comprehensive manner below and instead provide a 

general discussion of some evidence. 

We noted in our first submission to the DTC that:  

                                                           
31 Expressed differently, the ETI will depend to some degree on where on the ‘Laffer curve’ a taxpayer or group of 

taxpayers finds itself.  
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The period since democracy has seen company tax cut several times. However, this 

has not resulted in sufficiently significant benefits to the South African economy as a 

whole. While revenue increased pre-global economic crisis, this was linked to the 

commodity boom driven by the growth in China and other developing countries. 

Instead, the stagnation in private sector investment occurred during this period 

when the corporate share of taxation declined, thereby contradicting the argument 

that tax cuts necessarily promote investment. At the same time, we have not been 

able to deal with the extreme inequality and the pressing matter of job creation.  

The Macro Reports instead calls for the CIT rate to be reduced to encourage firms, 

entrepreneurs, and labour supply. No serious account of its distributional impact by income 

decile is taken. This is a serious omission in the Report, which works to undermine its 

usefulness and the robustness of its conclusions. The Report argues that the CIT rate should 

be kept low, and even lowered, on the basis of two arguments, neither of which are 

substantiated using any citations or evidence.  

Firstly, (pp.26-27): “The divergence between this rate and the top PIT rate (of 40%) presents 

an opportunity for arbitrage, i.e. high net-worth individuals restructure their income-earning 

such that a company rather than the individual “earns” the income. SARS has, however, 

made it increasingly difficult for individuals to do so.” No evidence is cited to indicate that 

such arbitrage opportunities have not been used, despite considerable international 

evidence on this issue indicating its popular use. 

Secondly (pp.26-27): “In general, analysts tend to argue that the benefits of a lower 

corporate tax rate (e.g. in terms of making South Africa a more investor-friendly destination) 

outweigh the negative consequences of this opportunity for arbitrage.” No evidence is 

provided to substantiate this statement. The document itself provides mixed messages as to 

the truth of this statement, arguing that (pg.13): “International competitiveness is 

important, although the tax system is not the main driver of international competiveness. 

Innovation and productivity improvements and the cost of doing business more generally 

are probably more important.”  

According to recent evidence relative rates of CIT and PIT matter. Notes the OECD (2014: 

46):  

“Increases in marginal tax rates for labour may result in shifts to other forms of 

taxable income such as corporate income, or deferred compensation; vice-versa, 

declines in the taxation of corporate income provide incentives for an increased 

declaration of part of income as capital or business income. For instance, there is 

some evidence that part of the increase in top individual incomes after the US Tax 

Reform Act of 1986 was due to a shift from the corporate sector toward labour 

income as individual income tax rates were reduced relative to corporate tax rates 

(Gordon and Slemrod, 2000). Atkinson and Leigh (2010) found that a 1 percent 

decrease in the median tax rate on capital income paid by the top percentile is 

associated with a 1.5 percent rise in the income share of the top percentile group.” 

Is there room to increase the taxes paid by South African businesses? International evidence 

indicates that the overall tax burden facing businesses in South Africa is not high even 

though the CIT is above average. 
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South Africa’s CIT has fallen from a high of 50% in 1983/4 to 35% in 1994/5, 29% in 2007/8 

and is currently at 28%.1 This was accompanied by the removal of the Secondary Tax on 

Companies (STC) and its replacement by the Dividend Withholding Tax (DWT), introduced in 

2012 at a rate of 15%.  

No evidence is provided that a more concessional corporate tax regime helped create a 

sustained basis for an expansion in investment, entrepreneurship, and labour supply in the 

economy, as its supporters imply.  

Using the Deloitte 2014 surveys of corporate and dividends withholding tax, Figure 3 

suggests that South Africa is broadly aligned with emerging market rates. The real issue is 

the relatively low tax rate on the profits facing South African firms by international 

standards. This shows sufficient room for increasing based on taxable capacity. 

The Macro Report notes that South Africa’s CIT rate is in between developed and developing 

countries. Four comparator countries (Brazil, India, Mexico and Peru) have statutory CIT 

rates higher than South Africa’s though, for 2013/14 (Figure 3).   

Figure 3: Statutory Rates for Selected Emerging Markets, 2013/14 

 

However, when a wider range of taxes paid by businesses as a share of profit are considered 

South Africa is far below average. The average effective tax rate for businesses in South 

Africa, as given in the ‘Paying Taxes’ component of the World Bank’s Doing Business Index, 32 

is below the comparator group above. This is the same as the ‘Tax rate as share of 

commercial profits’ indicator. 

  

                                                           
32 The Doing Business approach estimates the taxes and mandatory contributions that a medium-size company 

must pay in a given year. Taxes and contributions measured include the profit or corporate income tax, social 

contributions and labour taxes paid by the employer, property taxes, property transfer taxes, dividend tax, 

capital gains tax, financial transactions tax, waste collection taxes, vehicle and road taxes, and any other small 

taxes or fees. It is thus a more inclusive measure of the tax burden than used in the preceding graph.  
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Figure 4: Average Effective Corporate Tax Rate, Emerging Markets, 2014 

 

Finally, a fairly simple approach to determining the average effective rate for the CIT is to 

use the information in the Stats SA P0044 publication, the Quarterly Financial Statistics. The 

results for the CIT as share of net profit before taxation are broadly aligned with those given 

above and suggest a non-excessive tax burden on South African companies, at least when 

aggregated results are considered.  

These results suggest that there is some scope for raising the CIT. Data gaps remain, and this 

would be a first priority; for example, the absence of more detailed and current sectoral 

estimates of effective CIT rates remains a concern.  

A statutory rate of 35% would, in our view, impose negligible additional deadweight costs, 

and would not deter investment or profitability or consequent GDP growth rates. In 

addition, it is likely that over the medium-term the potential losses to the fiscus as a result 

of increased profit shifting would be countered by increased scrutiny of such activities. In 

other words, we suggest that an increase in the CIT would generate corresponding 

mechanical revenue increases, with little offsetting losses in the form of aggressive tax 

avoidance or lower investment and growth. 

To give a simple sense of potential contribution, Table 3 provides indications of revenue 

gains were the CIT rate to be increased to 30%, 32% and 35%; for each option, we also 

provide a revenue indication if taxable profit decreases by 5% in response to the rate change 

(i.e. if a degree of offsetting behavioural response were to occur). 
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Table 3: CIT Rate and Revenue Scenarios (R Million) 

 28%33 30% 30% with 

5% Profit 

Decrease 

32% 32% with 

5% Profit 

Decrease 

35% 35% with 

5% Profit 

Decrease 

Total CIT 179 161 191 958 182 360 204 756 194 518 223 951 212 754 

Additional 

Revenue 

- 12 797 3 199 25 595 15 357 44  790 33 593 

 

4.5 VAT: SHOULD NOT BE USED TO SUSTAIN TAX REVENUES  

Proposals put forward suggest raising VAT to increase tax revenues. In the Macro Report, 

this possibility rests almost entirely on a single CGE macroeconomic modelling exercise done 

by Treasury, based on highly unrealistic assumptions.34  

VAT is a more effective tax raising tool than PIT or CIT because it would need to be raised by 

fewer percentage points to generate the same amount of tax revenue, according to the CGE 

model employed by the Treasury and which the reports core conclusion rests almost entirely 

on.  

Raising VAT is more desirable than raising PIT or CIT since it will not impact growth and 

employment as negatively as the latter two rates, according to the CGE model. Based on the 

Treasury modelling exercise the Macro Report concludes that (pg.44): “From Table 11, it is 

evident that an increase in VAT would have the smallest impact on growth. While there 

would be a negative impact on GDP and employment associated with a rise in the VAT rate, 

the impact on these two variables would be less severe than if the additional revenue came 

from increases in PIT or CIT. It is thus clear that from a purely macroeconomic standpoint, an 

increase in VAT is the least distortionary.” They do acknowledge that increases in VAT would 

increase inequality.  

The VAT Report is not in favour of zero rating, however, due to its ineffectiveness as a 

targeting mechanism, with the gains being shared between producers and households and, 

for households, both rich and poor households.  

VAT reforms should regardless be initiated to make it more equitable and to make a more 

substantial contribution to the welfare of poor households.  

Moreover, this can be done without necessarily generating less revenue from the VAT.  We 

call for the following reforms:   

- The zero rating of additional necessity items 35 

- The introduction of a second, higher VAT rate on luxury consumption items, possibly 

of 20%    

                                                           
33 The actual CIT payment value (for the 28%) is taken from the 2014 Tax Statistics.  
34 CGE modelling has previously been criticized by Lance Taylor and others for its unrealistic conclusions due to 

its (exogenous) reliance on neoclassical model closures. This is evident here. 
35A detailed list of items to be considered for zero-rate extension was included in our first submission. 
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In our view, CIT and PIT should instead shoulder a larger proportion of total revenue 

collected, and should grow. VAT’s regressive nature and its adverse effect on income 

distribution needs to be taken seriously. Were an increase in the VAT rate to be proposed, 

this would have to be accompanied by increased zero rating as well as an expansion of the 

existing system of direct income transfers. 

The aim of zero rating remains to counter some of the VAT regressivity, and this is achieved 

if one considers proportional rather than absolute consumption: even allowing that some of 

the benefit is passed to vendors and to richer households, the proportionate benefit of 

these measures is larger for poorer households than for rich households. 

Tax expenditure associated with VAT zero-rating totalled R44 billion in 2010/11, as reported 

in the 2013 Budget Review Annexure C.  Zero rating applies in the main to 19 basic food 

items, to petrol, diesel, paraffin, and municipal rates. Zero rated food items represent 

between 47% and 49% of the total zero rating tax expenditure.  

Zero rating the items in the list provided in our first submission would entail additional tax 

expenditure of approximately R4.1 billion. Assuming an average distribution of 70% of the 

benefit to consumers and 30% to vendors, this means a benefit to consumers of about R2.9 

billion. If we apply the distribution of benefits from existing tax expenditure between 5 

expenditure groups, as calculated and provided by the National Treasury,  we find that 

about 11% (R319 million) goes to the lowest income group (‘Very low’), 14% (R406 million) 

to the second lowest group (‘Low’) and  27% (R772 million) to the third group (‘Middle’).  

Another way of expressing this, then, is that it would cost the fiscus, and thus tax payers, 

about R4 .1 billion to provide additional savings on necessities of around R1.5 billion to the 

poorest 60% of South Africans. The remainder of benefits (R2.6 billion) would go to vendors 

and to the richer 40%.  

Although this may appear to be an inefficient way of achieving targeted relief, we are not 

convinced that social cost-benefit ratios for the fiscus as a whole are much higher in the case 

of poorer South Africans, with the possible exception of the social grants. 

If the effect of a proposed higher VAT rate on some luxury items is factored in, the effect on 

aggregate VAT revenues will be neutral or close to neutral. We believe such a higher VAT 

rate should in principle be levied against luxury items almost exclusively consumed by the 

rich.    

Identification of goods qualifying for luxury taxes should consider the relative proportion of 

income spent on the good for different income groups. As we have done before, we propose 

that two lists of goods be introduced: those which prima facie qualify for a luxury tax; and 

those which qualify for a luxury tax above a certain price threshold.   

In the case of a higher VAT rate for the consumption of luxury items, the administrative 

burden would increase, though we do not believe administrative costs would constitute a 

significant share of additional revenue collected. The key administrative challenges would of 

course be issues of definition and attempts to circumvent the higher rate by tax payers 

through relabelling practices and the like. However, there is a large amount of international 

experience in the administration of luxury taxes and we believe they are a viable option in 

South Africa.   
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4.6 EFFECT OF PIT AND CIT ON TAX AS SHARE OF GDP 

The measures we discuss in this submission, then, are the addition of a new highest bracket 

for taxable income in excess of R1 million, and an increase in the CIT statutory rate. (We 

proposed further measures in our previous submissions.) 

The 2015 Budget Review proposed a range of tax policy changes, for 2015/16 onward, 

including 1% rate increases for all but the lowest income tax bracket, as well as fiscal drag 

compensation. The Budget Review gives the additional tax revenue, after fiscal drag 

adjustment, as around R8.3 billion.  

The impact of these proposals, on Treasury’s assumptions, is an increase in tax revenue as 

share of GDP from 25.2% in 2014/15 to 25.8% in 2015/16, or from R979 billion to R1 081 

billion.36 Of course, this increase in tax take reflects not only rate changes but also 

assumptions concerning economic growth and tax elasticities associated with it.  

As we have noted, for both a PIT higher top bracket and CIT rate increases, much will 

depend on assumptions concerning offsetting behaviour. We assume here, as discussed 

above, that the PIT change would generate additional revenue of R3 billion, i.e. the value 

calculated for 2012, adjusted upward for inflation, and with an assumption of 35% offsetting 

loss incorporated. 

In the case of the CIT, we have provided basic calculations for a statutory rate increase to 

30%, 32% and 35%, with zero and 5% decreases in declared taxable profit. Using the rate 

increase to 35% but with a 5% impact on profit, yields additional revenue of R34 billion.  

The combined impact of both measures, then, would be to increase tax revenue by some 

R37 billion, which in turn, for 2015/16, would see tax as share of GDP increase from 25.8% 

to 26.7%. Our conservatism with regard to offsetting losses means that this might be an 

under-estimation, and we suspect in actuality these measures would yield a tax share of 

close to 27%.  

In our second submission on the Committee’s interim BEPS report, we discussed ways to 

increase tax revenue by dealing with profit shifting. These measures’ successful 

implementation could lead to a further increase in tax as a share of GDP. 

 

  

                                                           
36 2015 Budget Review, National Treasury, Page 44.  
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5 RECOMMENDATIONS FOR FURTHER RESEARCH 

 

We add to the list of topics earmarked for further research by the Macro Report (pg.90) and 

call for the following to be prioritized: 

(1) The link between distribution, economic growth, and taxes. A macroeconomic 

model which accounts for both supply side and demand side effects will be the most 

appropriate. For instance, models by consultants such as ADRS may be 

appropriate.37 We, therefore, support the call made by the Macro Report for further 

macroeconomic modelling, but the assumptions of the model must have some basis 

in reality, must be based on credible current estimates of coefficients and must 

allow for the interaction of growth and distribution.  

(2) The impact by income decile of a change in the CIT, taking into account the actual 

(i.e. estimated) ability of business to transfer CIT costs onto consumers and the 

actual nominal wage flexibility in the South African economy. In this vain we support 

the call made in the Report (pg.94) for the Committee to investigate the horizontal 

equity and the economic efficiency of the corporate income tax system (as we 

discuss earlier in this submission). 

(3) To what extent do taxes on capital income impact equity (i.e. incidence by decile) 

and efficiency? How much revenue might this raise? One first needs to properly 

understand the (growing) role of capital income in the income of the top decile (or 

two), using SARS data or adjusted NIDS data (i.e. to account for underreporting). 

Experience in OECD countries should be assessed. 

(4) To what extent have changes in the effective CIT impacted the attraction of South 

Africa to MNEs? Do changes asymmetrically impact businesses location decisions 

with respect to South Africa? What mechanisms can best deal with the 

sensitivity/elasticity of businesses (local and foreign) to the tax system: the tax 

system itself; other mechanisms to reduce costs/raise productivity; and /or regional 

agreements on tax competition through SADC, etc? 

(5) To what extent can zero-rating of goods and higher VAT on luxury goods be targeted 

better? What is the international evidence on this matter? Clearly zero-rating has 

some positive effective if it reduces the regressivity of VAT.  

(6) To what extent is the large discrepancy between PIT and CIT leading to tax 

arbitrage? What is the international and local evidence on this?  

(7) Why is South Africa’s tax system less progressive than countries such as Brazil and 

Mexico; and what level of progressivity should and could South Africa look to attain? 

(8) Critically evaluate the rational for maintaining a roughly fixed tax to GDP ratio of 

25%.  

(9) Greater consideration needs to be given to rate changes in CIT and PIT, rather than 

VAT, for equity reasons. We propose the introduction of a new highest PIT rate 

(45%) to be applied to taxable income in excess of R1 million, and we propose an 

increase in the CIT rate to 35%. After allowing for some offsetting effects, we 

estimate additional revenue in this regard of at least R37 billion, if not more.  

                                                           
37 We understand that several government departments use these models. It needs to be explored if they are 

appropriate for looking at issues concerning taxes. See: http://www.adrs-global.com/  
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(10) Given the growing role of financial intermediation, insurance, real‐estate and 

business services, which comprised 254 066 (42.3%) of all companies assessed and 

36.8% of tax assessed in 2011 (pg.29), one needs to prioritize how one treats these 

sectors for tax purposes (including VAT), especially since services will only continue 

to grow in South Africa. 

 


