Report of the Portfolio Committee on Finance on the Appropriation Bill 2008/09, dated 12 March 2008:

The Portfolio Committee on Finance, henceforth the Committee, having considered and examined the Appropriation Bill [B3 – 2008] (National Assembly – sec. 77) and its related documents, referred to it, and classified by the JTM as a section 77 Bill, reports as follows:

Introduction

The Minister of Finance, henceforth the Minister, tabled the 2008/09 Medium-Term Expenditure Framework (MTEF) budget
 in the National Assembly on 20 February 2008.  Following the tabling of the budget, the protocol is that the Portfolio Committee on Finance lows for submissions to be made in response to the tabled budget. These submissions are in the form of budget hearings
 with various stakeholders. 

This report gives an overview of the 2008/09 Budget main themes. The engagements with various stakeholders through the budget hearings and submissions form part of this overview. The report is a report on this oversight. The report consists of different sections. Section 1 gives an overview of the macro economic environment within which the budget was tabled. An overview of the current macro economic environment is important as developments in this broad environment to a large extent inform the scope and content of the budget. This section makes reference to a number of key macro economic indicators. A budget can be regarded as a instrument which reflect the priorities of a specific department or programme. In the 2008 Budget, the primary priorities are outlined as follows: increasing employment, investing in productive capacity, raising net exports, reducing poverty and inequality and improving public service delivery (Budget Review, 2008). In order to give meaning to this section of the report, an understanding of the above priorities is important within the context of the current macro economic framework.
Section 2 focuses on the fiscal policy framework as set out in the budget. Section 3 gives an overview of the removal of exchange controls as emphasised in the 2008 Budget. In section 4, the expenditure side of the budget is outlined with an emphasis on allocations per cluster as well as additional allocations per cluster over the 2008 MTEF. This section emphasises the allocation of expenditure to different priority areas. Section 4 also focuses on social security reforms and the electricity crisis in South Africa. Section 5 gives a summary of the main revenue trends and tax proposals underlying the 2008 Budget. This section places the emphasis on how tax proposals affect individuals and businesses. This section also gives an overview of tax proposals which fall outside the two broad categories of individuals and businesses. Section 6 draws conclusions, while section 7 highlights the recommendation made by the Committee. 
1. Macro economic outlook

Most of the submissions on the 2008 Budget highlighted the deteriorating and uncertain global economy, rising inflation, capacity constraints and the electricity crisis as factors which have clouded South Africa’s macro economic outlook. These same factors resulted in some revisions to the GDP as per the Medium Term Budget Policy Statement (MTBPS), becoming necessary. The Minister highlighted the fact that the global environment is significantly unfavourable from last year. 

At the Committee’s budget hearings, Mr. L. Mondi, Chief Economist at the Industrial Development Corporation (IDC)
, emphasised the growth of the global economy with reference to strong growth in emerging markets such Brazil and China. These countries are now the biggest contributors to the world GDP. He also underlined the point, that the influence of the United States on the global economy has become less significant in recent years. Mr. J. Laubscher, Group Economist at SANLAM
, stated that the South African macro economic landscape is at present very much influenced by the uncertain outlook for the global economy, including generally high commodity prices, the lower than expected growth forecasts, large current account deficits, high inflation set to rise even further, and a weakening exchange rate. FEDUSA’s (Federation of Unions of South Africa) reading of the South African macro economic landscape is one of pessimism, characterised by slower global economic development and the domestic electricity crisis. BUSA (Business Unity South Africa) commends the Minister on laying the foundations for a stable macro economic environment and states that this stability is particularly important given the predicted slowdown in both the global and local economy. According to Mr. Laubscher, the current environment it is absolutely necessary to protect investor confidence in South Africa’s growth outlook beyond the challenges facing the economy at the moment.

1.1 Key Macro economic indicators

1.1.1. GDP growth

Real GDP growth has fluctuated between 4.9 percent and 5.4 percent over the last four years. It is expected that growth will slow down to 4.0 per cent during 2008. The expected slowing down of growth for 2008 can be attributed to slower global growth, softer growth in household consumption spending due to higher interest rates and the impact of electricity shortages on domestic industry (Budget Review, 2008). However, real GDP growth will increase again during 2010 as a direct consequence of the stimulus provided by South Africa hosting the 2010 FIFA World Cup. 
In his submission to the Committee, the Minister pointed out that several reasons necessitated a revision of GDP growth forecasts. These included a net loss due to the electricity shortfall (- 48 per cent), impact of higher commodity prices (+36 per cent), impact of slower growth (-25 per cent) and other factors (-12 per cent). 

According to BUSA, it is highly unlikely that South Africa will reach the AsgiSA target of an average growth rate of 6 percent by 2014. In its submission to the Committee, FEDUSA expressed an opinion that economic growth is an important pre condition to reduce structural unemployment in South Africa. The argument advanced by FEDUSA is that economic growth is a multi-faceted phenomenon and is affected by a diverse range of factors, including the level of demand, savings and investment, the rate of interest and social stability.

1.1.2. Gross fixed capital investment

The South African economy has experienced an increase in gross fixed capital investment over the last two financial years. It is expected that gross fixed investment will average at about 10 per cent over the next three years. This will primarily be as a consequence of investment in public sector infrastructure, notably energy infrastructure. The Budget Review (2008) points out that strong growth in public and private sector investment is needed to ensure that the economy can sustain higher rates of growth. 

It is the view of FEDUSA that timely planning by the Minister is necessary to provide for infrastructure to underpin economic development. BUSA’s view is that the challenge is that parastatal and general government investment is mostly catching-up on the deficits on capital spending over the past three decades. 

Public corporations out performed private businesses and general government as the most important drivers of investment during the first three quarters of 2007 (Budget Review, 2008). Much of the public corporations’ fixed capital investment performance can be attributed to Transnet expenditure on freight rail and ports, as well as Eskom’s continued investment in power generation and transmission (Budget Review, 2008). Saving is one of the sources of investment. South Africa’s domestic saving has shown a tendency to decline as a proportion of GDP since the late 1980's. 

1.1.3. Inflation

Inflation targeting in South Africa estimates GPIX to be somewhere in the range of 3 to 6 per cent. Since April 2007 the CPIX has moved beyond the target of 6 per cent. National Treasury (Budget Review, 2008) advances high global prices for agricultural products, oil prices at record levels, high capacity utilisation in many sectors of the economy and average wage settlements of above 8 per cent as the primary drivers for the out of target CPIX. 

Food price inflation rose from 8.3 per cent in January 2007 to 13.9 per cent in December 2007. It is important that one should not isolate South Africa’s inflationary problems from global developments. Food price increases is as National Treasury points out a global phenomenon, especially in fast-growing developing economies. The specific underlying reasons for the global increase in food prices include poor harvests in key crops in major exporting economies and higher commodity and energy prices (Budget Review, 2008). 

Mr. Mondi mentions that South Africa’s inflation environment deteriorated substantially since the beginning of 2007. He further mentions that the inflationary environment does not look promising and that a number of upside risks to the inflation outlook remain, including high food and oil prices as well as a weaker currency, and higher global inflation. In the opinion of Mr. Mondi, the current engagement around inflation is that price stability is very important and that inflationary variables are beyond the Minister’s control. In this regard, he believes that at present there appears to be no pragmatism between the South African Reserve Bank (SARB) and National Treasury in managing inflation. His suggestion is that we need to look at ways whereby the external environment influences inflation.

Mr. Laubscher highlighted the important distinction that must be draw between policy objective and policy regime with reference to inflation. The policy regime with regard to inflation is inflation targeting, and the policy objective is price stability. In understanding the nature and scope of inflation, one has to categorize a monetary phenomenon as cyclical or structural. This is important as one cannot employ a monetary policy based on a structural level to solve a cyclical problem. In this regard, Mr. Laubscher echoes the view of the Minister, which in his Budget Speech challenged the critics of inflation targeting, and called on those critics to suggest alternative policy regimes. 

The view of FEDUSA is that the challenge to economic policy over the next MTBPS is to increase the economic growth rate and to lower inflation. FEDUSA is also of the opinion that large increases in oil prices will continue to be a central inflationary driver and that this will be exacerbated by the current electricity crisis. National Treasury estimates that CPIX will be around 7.1 percent in 2008 and will move within the inflation target range, i.e. 3 to 6 per cent, in 2009.

1.1.4. Current Account

According to National Treasury (Budget Review, 2008), robust economic growth, strong investment, high oil prices, and higher net service and income payments pushed the deficit on the current account to 7.1 per cent of GDP during the first three quarters of 2007. Figure 1 gives an overview of the South African current account balance. 

Figure 1: Current account balance as a percentage of GDP
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Figure 1 suggests that the current account balance is set to increase over the MTEF period. The deepening of the current account into a deficit position over the last three years is a direct result of the demand for imported intermediate goods increasing. Also, the current account deficit, which reflects the fact that South Africa lacks the domestic savings to finance its mounting fixed investment bill, is expected to be at 8 per cent by 2010. 

According to FEDUSA, the high consumption expenditure, together with the higher level of investment by both government and the private sector, resulted in a large current account deficit. Mr. Mondi points out that the demand for imported intermediate goods increased rapidly as many domestic manufacturing enterprises experience capacity constraints and, hence, is not able to meet strong domestic demand.  He highlighted the following:

· Imports of cement and clinker increased by 60 percent to just over 1.2 million tons in 2007;

· Substantial rise in imported steel;

· Rising imports of building materials (wood, etc.); and

· Chemicals, rubber & plastics being increasingly imported.

The growth referred to earlier in gross fixed investment, necessitated the importation of capital goods. This in a sense has increased imports relative to exports and driven the current account deficit higher. Exports have not grown considerably. National Treasury believes that the more efficient utilisation of electricity and the continued high commodity prices of platinum and gold will alleviate some pressure on the current account.  National Treasury Director General, Mr. Lesetja Kganyago
, emphasised that South Africa was running a budget surplus precisely to cushion the economy against the external vulnerability created by having one of the largest current account deficits to GDP ratios in the world.

1.1.5. Employment

According to National Treasury (Budget Review, 2008), the unemployment rate has declined from a peak of 31 per cent in March 2003 to 25.5 per cent in March 2007. There appears to be no correlation between unemployment rates and labour force participation rates. South Africa’s current labour force participation rate stands at 56.2 per cent, which is lower than that of Cameroon at 64.3 per cent and Ethiopia at 65.3 percent. The reason for the lower labour force participation rate in South Africa is that the enrolment post matric at higher education institutions is much higher in South Africa, whereas in many African countries, school leavers go directly into employment. Figure 2 provide details of the share of employment of different sectors in South Africa.
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Figure 2: Formal employment in different sectors (September 2007)

Source: Budget Review (2008)

Figure 2 suggests that community and personal services employ the largest part of the economically active population in South Africa in September 2007. The second largest employer is finance with 22 per cent, while the lowest employment sector is electricity supply. Of significance, is the fact that the electricity supply sector has seen growth in employment year on year of 7.8 per cent (Budget Review, 2008). This is partly due to the electricity crisis which necessitated additional labour capacity. The manufacturing sector experienced a decrease in employment growth year on year partly because of increase import competition, industrial action and disruptions in the wood and paper sub sector due to forest fires (Budget Review, 2008). 

In his Budget speech, the Minister emphasised the fact that unemployment remained SA's greatest challenge. The Minister pointed out that government has over the past decade done much to reshape the economy, and since 2002 there has been significant progress in job creation. However, as the Minister pointed out, the unemployment challenge needs to be better co-ordinated. The following key aspects are highlighted by the Minister in addressing the unemployment challenge (Budget Review, 2008):

· Increase employment of young people needed to be intensified, and skills development better focused;

· A consideration of Options for a wage subsidy to contribute to employment creation; and

· An R400m increase in the allocation to the Department of Labour for the 2008/09 financial year.

One of the key objectives of the 2008/09 budget is to increase job creation. FEDUSA believes that economic growth is central to reducing unemployment levels in South Africa. In this respect, FEDUSA welcomes the budget support for labour intensive projects under the umbrella of the Expanded Public Service Programme, social services initiatives such as early childhood education, and community and home based care. It is the view of FEDUSA that the increased spending on education and skills development will contribute to more rapid economic growth and therefore in their opinion higher levels of employment. 

In its submission to the Committee, the Black Sash approaches the issue of unemployment from the point of view of social grant allocations and how grants can alleviate poverty. In specific, as the Black Sash points out, the additional allocation of R12bn that has been made to social grants over the next three years is significant but not sufficient to address the unique unemployment and inequality challenges in South Africa. The Black Sash further believes that in the absence of an effective plan to support unemployed and marginalised people, entire families that live from hand to mouth, are forced to survive on grant money intended for the most vulnerable amongst them, thus undermining their care. 

2. Fiscal Policy

In his briefing to the Committee, the Minister pointed out the 2008 Budget introduces fiscal policy to sustain economic growth and employment. He points out that sustainable fiscal policy ensures:

· Reduced pressure on inflation and the cost of capital;

· Higher savings protect  jobs and investment; and

· Efficient spending and effective spending, i.e. the approach of value for money and ensuring implementation.

According to National Treasury (2008)
, consolidated government spending has increased by an average of 10 per cent in real terms over the past four years allowing for government to significantly grow expenditure on social services, increase transfers to households and accelerate infrastructure investment. Table 1 gives an overview of the consolidated national budget. 

Table 1: Consolidated National Budget
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According to Table 1, budgeted revenue for 2008/09 is up to R650bn from R580bn in 2007/08. Total expenditure will rise to R632bn in 2008/09 from R560bn in 2007/08. The budget over the next three years is set to stay in surplus at 0.8 per cent of GDP in 2008/09. 

The concept of structural budget balance
 was introduced during the 2007 MTBPS. A comparison between the structural and actual balances is introduced in Figure 3. 

Figure 3: Main budget and structural budget balances, 2000/01 to 2010/11
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Based on Figure 3, the actual and structural balances were both in negative territory up till 2005/06, This situation changed in 2006/07 when the actual balance moved into positive, i.e. surplus. The structural balance remained in negative territory, i.e. deficit.  Mr. Mondi also made reference to the introduction of the cyclically adjusted balance budget. According to Mr. Mondi, this cyclically adjusted balance budget accounts for substantial cyclical revenue increases in light of strong economic growth and high commodity prices (pointing towards a structural deficit of 1.2 percent of GDP). The Minister stated in his 2008 Budget speech that the actual balance would remain in surplus of around 1 percent of GDP until 2011, while the structural balance would be in deficit of around 0.6 percent over the same period. 

In their submissions to the Committee, FEDUSA made reference to the cyclically adjusted or structural budget introduced by the Minister. The cyclically adjusted or structural budget as FEDUSA points out is an approach which helps Government in getting an idea of temporary revenue gains. FEDUSA further states that estimates show that for the next MTEF period the structural budget will actually be a deficit. As FEDUSA points out, it means that Government must maintain a surplus on its actual balance. Budgeting for an actual budget deficit would mean that the structural balance would be a large deficit, or that we use temporary or windfall revenue in such a way that it undermines sustainable growth.

2. Exchange Controls

Exchange controls on institutional investors are to be removed and to be replaced with a system of prudential regulation. The removal of exchange controls means that institutions’ foreign exposure limits would be raised and banks would be permitted to undertake for foreign investment within an appropriate macro prudential limit. It means that institutions would no longer have to pre-apply for foreign investment, but would have to report quarterly to the SARB, which would monitor their foreign exposure. Also, as Mr. Mondi points out; the new regulations are supported by a pre-notification requirement for substantial changes in foreign exposure. The shift in exchange controls come with a change in the Exchange Control Department at the SARB to the Financial Surveillance Department.  

The Committee will require a brief from National Treasury and the South African Reserve Bank (SARB) on the roles and functions of the new Financial Surveillance Department of the SARB.  

Mr. Mondi outlines the foreign exchange limits for institutional investors as follows:

· Foreign exposure limit is raised from 15 percent to 20 percent of total retail assets;
· Foreign exposure limit on collective investment schemes and investment managers is raised to 30 percent of total retail assets; and
· Additional allowance equal to 5 percent of total retail assets for portfolio investment in Africa. 
Mr. Laubscher attributes the introduction of the prudential regulations as a sign of confidence that the South African economy shows. According to Mr. Laubscher, the new regulations will encourage two-way trade and will enhance hedging
 possibilities. In its submissions to the Committee, National Treasury (2008) outlined the principles of exchange controls as the following: 

· Remove red tape;
· Continue to support foreign diversification through domestic channels;
· Reforms should reflect fundamental shift from exchange controls;
· Promote global expansion from a domestic base; and
· Deepen SA’s financial markets.
National Treasury (2008) is of the opinion that as exchange controls are removed, tax reforms are required to protect the fiscus against artificial outflows.

2. Expenditure side of the budget

According to National Treasury (Budget Review, 2008), as government continues to modernise, more emphasis is placed on attaining value for money in public spending. This is achieved by:

· Greater scrutiny in the process of allocating additional funds;

· Better monitoring of performance information;

· Tighter cost controls and strict measures to deal with weaknesses that give rise to qualified audits; and

· Improved coordination of public services between national, provincial and local governments, departments and entities.

Table 2 gives a breakdown of government expenditure for the 2008/09 financial year.

Table 2: Government expenditure (2008/09)

[image: image5.emf]
Source: National Treasury (2008)

As pointed out earlier, total expenditure will rise to R632bn in 2008/09 from R560bn in 2007/08. The budget sees increased social spending, specifically in education and health. The education budget escalates from R106bn in 2007/08 to R121bn in 2008/09, with R5bn added to school infrastructure and school nutrition programmes. The average annual growth between 2007/08 and 2010/11 for health increases by 10.6 per cent, while that for housing and community development increase by 14.4%. Key spending areas also include additional allocations for enhancing job creation and productive capacity of the economy. Infrastructure spending by national and provincial governments will average R60bn over the next three years, up to R48bn in 2007/08. The security services will also receive a combined R65bn in 2008/09 up from R58bn this year and R8bn more than budgeted for in the MTEF. Figure 4 shows the additional allocations per cluster. 
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Figure 4: Additional allocations per cluster
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According to figure 4, social services will receive the bulk of additional allocations over the 2008 MTEF. Additional allocations to social services will be channelled to the following areas:

· R1.5bn to higher education to increase the subsidy to higher education institutions;

· R1.8bn for the school nutrition programme;

· R2.1bn for the Provincial conditional grant for HIV/Aids; and

· R12bn to the social grants programmes to provide for inflation-related increases and to continue the gradual expansion of the grant system.

Additional allocations to economic services will be channelled to the following areas: 

· Investments in buses, taxi capitalisation, roads and rail to the amount of R3.9bn;

· Expanded Public Works of R1bn;

· R2.2m to upgrade informal settlements;

· R6bn to housing and municipal infrastructure grant;

· Industrial development to the amount of R2.3bn;

· R1.9bn for Land restitution and distribution and R500m agricultural support; 

· R2bn for Public transport infrastructure and systems; and

· R60bn for Eskom over five years.

FEDUSA expressed its concern in that there appears to be no evident link between health planning and budgets. The budget process determines what health needs are met, rather than health needs determining the budget. With regard to spending on Education, FEDUSA raised their concern as to whether the Department has the capacity and the ability to utilise these allocations efficiently and effectively. FEDUSA also points out that under spending of budget allocations remain a major concern.

4.1. Social security reforms

There appears to be different views on the social security reforms introduced by the Minister in the 2008 Budget. Assistance provides income in the form of cash to old age pensioners, the disabled, child support, foster care, care dependency and war veterans’ grants; grant-in-aid and social relief. Targeting of audiences who are eligible for assistance as National Treasury (Budget Review, 2008) points out can lead to some difficulties. Also, government is at present considering the raising of the means test. 

The proposal by government is that the age ceiling for the child support grant be raised from the 14th to the 15th birthday as from January 2009. Government also plans to review the grant’s targeting and administration mechanisms, and of additional conditional criteria, such as school attendance and immunisation of qualifying children (Budget Review, 2008). 

In their submissions to the Committee, the Black Sash argued that the Minister has failed in his budget speech to realise the Constitutional rights of all our children by limiting the extension of the Child Support Grant to 15. Therefore, according to the Black Sash, the 2008 budget once again fails to realise the rights of children embodied in our Constitution – that they be protected and supported until the age of 18. 

The Black Sash further points out that the proposed “review of eligibility criteria" for the Child Support Grant considers further conditions - such as school attendance and healthcare - as a basis for accessing the grant. Such criteria as the Black Sash argues have the potential to exclude many more poor and marginalized children from the grant unless the government is able to guarantee access to, and the efficient delivery of, free schooling and basic medical care. Young people in their opinion should not be denied their right to social protection just because they can't access their right to education and healthcare. 

4.2.  Electricity crisis

Given the electricity crisis in South Africa, the Minister made a commitment to building energy capacity in South Africa through an R60bn injection to Eskom over the next five years. This as the Minister states is a long term investment. Eskom has also embarked on an extensive capacity expansion programme that will cost R343 billion over the next five years (National Treasury, 2008). Mr. Laubscher believes that the funding provided to Eskom is part of Government’s challenge to manage the economic impact of the electricity crisis. The approach as Mr. Laubscher points out once we have weathered the electricity crisis is one where we have a long-term environmentally sensitive energy policy to override short-term electricity supply problems.

The new funding lifeline to Eskom did come with an additional tax burden for the consumer. The Minister announced in his Budget speech that electricity consumers would also be called on to help fund Eskom's expansion programme, by paying a newly introduced levy of 2c per kilowatt hour. BUSA is of the opinion that the introduction of the electricity levy will not impact on consumer behaviour. 

The Minister also pointed out that the budget also set aside R2 billion over the next three years to support programmes aimed at encouraging more efficient electricity usage, generation from renewable sources, installation of electricity-saving devices and co-generation projects. 

In announcing the additional R60bn funding arrangement for Eskom, the Minister stated categorically that this will not be a grant. Nothing however was mentioned on how the R60bn will be financed. All economists on the panel believed that the finance instrument to be used should be in the form of equity, in other words, through making the R60bn available through equity funding, Government will effectively become the sole shareholder of this investment and reap the return in the form of dividends. In its submission to the Committee, BUSA pointed out that the R60bn allocation to assist Eskom to ease its short-term funding challenges is supported and signals government’s commitment to restoring security of electricity supply in South Africa. However, as they also emphasise; the terms and details of the funding arrangement will need to be studied further once available. 

FEDUSA reminded the Committee about previous engagements with the Committee when it stated in its presentations then, that a low rate of infrastructural development by general government and the public corporations could affect economic growth negatively. This they argue is precisely the reason for the current electricity crisis. 

5. Revenue trends and tax proposals

The tax proposals introduced in the 2008/09 budget aim to achieve various tax policy objectives. The proposals bring tax relief for both businesses and individuals, while at the same time stimulating small businesses and supporting industrial incentives. In specific, the tax policy objectives introduce new initiatives to reduce the cost of doing business, protecting individuals from the impact of rising price levels by adjusting tax brackets and setting new thresholds for lower income individuals, supporting sustainable development and make a contribution to deal with climate change, and complement other demand side measures to reduce electricity demand (National Treasury, 2008). 

In quantitative terms the tax proposals translate into tax relief amounting to R7.4bn and R7.7bn to businesses and individuals respectively (National Treasury, 2008). It is estimated that main budget revenue for the 2008/09 financial year will amount to approximately R625bn after accounting for tax proposals. Figure 5 gives a breakdown of the composition of tax relief for individuals. 

Figure 5: Composition of tax relief for individuals
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According to Figure 5, adjustments to income tax structures in the form of adjusting tax brackets and new thresholds, amounts to a potential loss in revenue to SARS to the amount of R7.2bn. The full tax relief for individuals is completed by adjustments made in the form of medical aid contributions and savings.

Figure 6 gives a breakdown of the composition of tax relief for businesses.
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Figure 6: Composition of tax relief for businesses
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According to figure 6, the bulk of tax relief (67%) emanate from the proposed reduction in corporate tax rate. A significant proportion of tax relief to businesses is also attributable to industrial policy, specifically relief in the form of incentives to enhance labour intensive industries.

Even though a tax relief for businesses and individuals could be interpreted as a cost to SARS during the 2008/09 financial year, the comparative analysis between the revised estimates (2007/08) and estimates of before tax revenue proposals (2008/09) show an increase in most categories of tax revenue between the two years. Figure 7 gives an indication of this comparison.

Figure 7: Comparison between 2007/08 revised revenue estimates and 2008/09 before Tax revenue estimates
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Based on the comparison, revenue through taxes on income and profits will increase by 11.3 percent between the two years. Revenue through taxes on payroll and workforce is estimated to increase by 10.7 percent between the two years. Much of the increase in revenue collection from taxes on payroll and workforce can be attributed to the revenue base of SARS increasing through more individuals registering as tax payers. 

Having given an outline of the composition of tax relief to individuals and businesses, as well as a comparison between the major categories of tax revenue based on the current and budget year, a discussion on tax proposals will now follow. 

5.1. Individuals

According to National Treasury (2008), personal income tax brackets need some adjustment to account for wage inflation. In this regard, the tax proposals relating to personal income tax make provision for changes in tax brackets, secondary rebates, medical aid schemes, tax free interest income and motor vehicle allowances. Tax payers falling within the income bracket of 0 to R150 000 will receive 33.2 percent of the tax relief, those falling within the category R150 001 to R250 000 will qualify for 27.6 percent of the relief, tax payers in the R250 001 to R500 000 will get a relief of 25.6 percent, and those in the category R500 001 and above will receive relief of 13.6 percent. 

In their presentation to the Committee, National Treasury stated that the strides made over the last five years in making provision for tax relief, is as a consequence of “bracket creeping” and “fiscal drag”. The combined effect of this adjustment and the increase in the rebates (both secondary and primary) resulted in people earning below R46 000
 now being exempted from paying tax. The new tax threshold for individuals 65 years and older is now R74 000. Of note here is that these thresholds excludes the tax interest free components. In other words, if this revenue component is added to the income of individuals in both categories and it exceeds the thresholds, then the thresholds will not apply anymore. 

It is also proposed that tax free medical aid contributions be increased from 01 March 2008 to R570 for each of the first two beneficiaries and to R345 for each additional beneficiary (National Treasury, 2008). Coupled with this is the proposal that measures needs to be introduced to ensure more consistent reporting of medical aid contributions by employers. According to National Treasury, there will have to be a holistic re-look with respect to the nature and scope of disability. It is the view of National Treasury that the definition, on which “disability” is based, is outdated. In this regard, changes with respect to the scope of disability, expanding the list of medical disabilities which will qualify for deductions, and placing a limit on certain deductions of disability is on the cards (National Treasury, 2008). All of these are necessary to ensure that provisions regarding disability are not abused. 

The tax proposals relating to retirement savings is an ongoing process. For the 2008/09 financial year, the objective is to simplify the taxation of withdrawals prior to retirement. During the 2007/08 financial year the emphasis was on simplifying the withdrawal of retirement lump sum payments. Notwithstanding this, National Treasury wants to couple this simplification by providing individuals with an incentive to encourage them to preserve their retirement benefits until retirement. National Treasury wants the retirement benefit accruing to the individual to be an equitable one. The proposal by National Treasury is to limit the overall deduction to about R100 000. National Treasury are of the opinion that the retirement reforms require some new definition and updating of definitions to be more aligned with the Pension Fund Act. 

In its submissions to the Committee, FEDUSA pointed out that the right of individuals to provide adequately for retirement is an important provision in public policy. According to FEDUSA, taxation on the retirement funds have a direct effect on the retirement capital of contributors and could add an additional burden on the state coffers if pensioners cannot live off secure pensions. Furthermore, as FEDUSA points out, when the tax on retirement funds was introduced in 1996, it was seen as a temporary measure pending the review of the retirement industry as a whole. Despite various suggestions from the Katz Commission as FEDUSA notes, the review has been slow and very frustrating. According to FEDUSA, the South African economy needs a robust inducement to boost domestic savings and the review and subsequent reduction of taxation on retirement funds would be a step in the right direction.   
Another tax proposal regarding retirement savings and which specifically relate emphasis of 2007/08 retirement savings proposals is that of divorce settlement payments. The proposal is that divorce settlement payments made by retirement funds will be taxable in the hands of the non-member spouse. The South African Institute of Tax Practitioners, henceforth the SAIT, made submissions during the budget hearings on tax and revenue proposals. The SAIT commented that it is important that the legislation is well drafted to set out exactly how the tax will be paid over and that administrative procedures are in place to correctly deal with this aspect facing the retirement fund industry. FEDUSA believes that pension funds are finding it difficult to beat the current inflationary pressures. They argue that any proposals pertaining to the legislative environment on withdrawals from retirement funds should be subjected to consultation at Black Sash where the social security reform is currently being revised. 

Certain tax proposals relating to bursaries, employee broad based share incentive schemes, expatriate employees (accommodation) and employer provided cell phones and laptops are also outlined. Table 1 gives a summary of tax proposals affecting employees.

Table 3: Summary of tax proposals affecting employees

	Tax proposal
	Existing provision
	Proposed provision
	Rationale

	Bursaries
	For employees earning up to R60 000 per year, the fringe benefit, up to R3 000 per year, is tax-free.
	Increase the tax-free benefit to R10 000 per year for employees earning up to R100 000 per year.
 
	Limited to lower income employees where there is less likely to be fancy structuring of packages; also see a role for employers to play in education of employees children.

	Employee broad-based share incentives
	Employees are given shares up to value of R9 000 over three years; not tax on receipt of shares; have to hold the shares for five years. Employee participation in this incentive scheme to be 90%
	Increase to R30 000 over three years. Lower the employee participation in this scheme to 80%.

	Target low and middle income employees; is meant to be broad based.

	Expatriate employees (accommodation)
	Started with six month, extended to one year.
	Extended to two years. Proposed monetary caps either being 25% of employee’s salary or R 25 000 per month.
	To get employer provided accommodation tax free

	Employee provided cell phones and laptops
	Currently there is a taxable fringe benefit if employees use work cell phone or laptop for private use.
	Proposed that incidental private use of work cellular phones and laptops be tax free.

	Need to address the use of cell phones and laptops for private work. Need to consider the private use of laptops and cell phones as fringe benefits.


Source: National Treasury (2008)

5.2. Corporate and small business relief

The most important reform proposed for the 2008/09 financial year is the reduction in the corporate tax rate from 29 percent to 28 percent. According to National Treasury (2008), the reduction in the corporate tax rate is a measure intended to reduce the cost of capital to business, to facilitate the increase in private sector investment, and stimulating the supply side of the economy. This will be at a cost of R5bn to SARS. Of significance regarding the corporate tax rate is that the corporate tax rate has decreased from 50 percent in the mid-1980s to the proposed 28 percent for 2008/09. The corporate tax rate in 1994 was approximately 47percent (National Treasury, 2008). 

The SAIT welcomed the lowering of the corporate tax rate from 29 percent to 28 percent. In addition to welcoming this reduction in the tax rate, the SAIT made a suggestion regarding the further lowering of the corporate tax rate. Specifically, the SAIT call on government to aim at reducing the company tax rate to 25 percent, possibly with a 1 percent reduction per year over the next three years. They further stated that this would bring South Africa’s company tax rate more in line with international trends, which would in turn increase the attraction of foreign investment. 

Mr. Laubscher welcomed the reduction in corporate tax rates and stated that South Africa continue to benefit from the excellent collection efforts from SARS, while Mr. Mondi argued that the still high fiscal contribution by the corporate sector in the form of the proposed 28 percent corporate tax rate, in relative terms affects aggregate supply negatively. Mr. M. Schussler, Economist at Tlotlisa Securities
, is of the opinion that VAT should increased to 17 per cent in order to accommodate a lowering of the corporate tax rate to 25 per cent. It is the opinion of BUSA that it would not be a good idea to increase VAT at this time. 
The submissions by BUSA welcome the R5bn that could be restored to the corporate sector in the 2008/09 financial year, but more so, the message that this will send both locally and abroad. BUSA further states that there has also been a fundamental and sustainable broadening of the corporate tax base, as evident by the dramatic narrowing of the gap between the “headline” corporate income tax rate and the “effective” rate of tax paid by companies. In its submissions to the Committee, FEDUSA stated that it would urge Government to consider the lowering of marginal tax rates over the next few years as a measure to increase foreign investment as well as domestic private investment. 

The tax proposals announced during the 2007/08 financial year are closely linked to those of the 2008/09 financial year. One of those reforms that are continuing relate to Secondary Tax on Companies (STC). The Budget Review (2008) gives a succinct summary of the main purpose of the STC regime. It states that the purpose of the reform was to switch this tax charge from a company-level tax to a shareholder-level tax, consistent with international practice. During the second phase of STC reforms, it is proposed that the new rate remain at 10%, and also that no withholding tax will be payable in respect of dividends declared on shares held by tax-exempt entities. In its submission, BUSA welcomes the confirmation that the withholding tax rate will be 10 percent, and that tax treaties may provide for a lower rate of e.g. 5 percent.

The SAIT commented that SARS has previously indicated that it would publish a list of approved public benefit organisations so that the members of the public, who make donations to such organisations, can confirm that the organisation in question is, indeed, exempt for tax purposes. The publication of this list will also assist companies in confirming that the public benefit organisation claiming exemption is, indeed, exempt from income tax and the dividend withholding tax (SAIT, 2008).
.

The tax proposals also make provision for skills development. In specific, the aim through this is to broaden the skills base. Learnership allowances at present are more favourable to short-term learnerships. The tax proposal is to amend the learnership allowance to make it more in line with long-term learnerships which addresses scare skills in technical occupations.

In proposing incentives to support industrial policy, National Treasury is very clear in terms of what should be in place to proceed with supporting industries. In specific, the argument advanced by National Treasury (2008) is that actions in support of industrial policy should follow a three tier approach. Firstly, market failures should be identified; secondly a cost-benefit analysis should be conducted of the extent of the market failure, and thirdly a consideration of alternatives. According to the Budget Review (2008), it is proposed that R5bn be set aside for tax incentives to be used over three years in support of sectors identified as key to the emerging industrial strategy (National Treasury, 2008). BUSA indicated that they would like to be part of the design of incentives to support industrial policy. They also indicate that that public accountability is a critical component of initiatives like these and would urge that regular reviews and assessments of progress be published to enable effective and informed monitoring and oversight.

During the budget hearings, the term “Passive holding companies” was referred to in great detail by participants. National Treasury believes that the gap that is created between the corporate tax rate and the individual tax rates exposes the tax collection authorities to under collection of revenue. The argument is that some individuals might feel that as the corporate tax rate falls that they can now include their investments and income as part of a shell company. In this way they will be taxed at the company rate and not at the marginal rate as per personal income tax thresholds. 

National Treasury (2008) proposes that the way to deal with this is to introduce anti avoidance rules that would prevent individuals to earn passive income. The proposal is that a tax rate of 40% should be introduced on passive holding companies. Furthermore, National Treasury has announced cascading relief, which means that when a dividend is declared to another company there is no withholding tax. The point here is that the investor can create a shell between himself and his investments. The proposal is that a 10 percent rate should apply to the passive holding company dividend after the new dividend tax is in place (National Treasury, 2008). BUSA regards the proposed introduction of the anti avoidance measures to curb the earning of passive income as a very blunt instrument. They further indicate that alternatives should be explored urgently to avoid a situation where unproductive time, effort and money would have to be spent on the unwinding of what they referred to as perfectly legitimate structures set up for estate planning or even business purposes. 

According to SAIT, it is unfortunate that the Budget Review documentation does not go into detail as to how the legislature will define what constitutes a “passive” company. SAIT suggests that because the proposed method of taxing these passive companies represents a fundamental shift in policy, that shareholders of such companies be given a window of opportunity in which to transfer the passive investments out of these companies and into their

own names without incurring transactional taxes, such as transfer. Furthermore, SAIT suggests that the legislature will need to consider whether the proposal regarding closely held passive companies does not breach the right to equality contained in the Constitution of the Republic of South Africa, Act 108 of 1996 (“the Constitution”).
According to the Budget Review (2008), government has over the past several years introduced steps to reduce the tax liability and tax compliance burden of small businesses.  The tax proposals for small enterprises are aimed at reducing tax compliance to these organisations and also to facilitate the formalisation of the informal sector (National Treasury, 2008).The tax proposal is aimed at very small businesses with an annual turnover of up to R1m. This simplified tax regime for small businesses will reduce the paperwork related to income tax and VAT
. According to National Treasury, the system will be elective and both business with legal personality, as well as those without legal personality can become part of the regime. 

The opinion expressed by the SAIT, is although it is an elective tax, the result being that the taxpayer in issue would effectively be excluded from the income tax system (including the deduction of expenditure and allowances) as well as the VAT system; it appears that the presumptive tax system will in all probably result in a lower income tax liability. The SAIT points out that the introduction of the new turnover-based presumptive tax system for businesses with turnover below R1 million is welcomed and it will surely contribute very positively to reducing the tax compliance burden on small businesses. The opinion of BUSA is that the elective and wide ranging nature of this new regime (extending to incorporated as well as unincorporated enterprises) is welcomed, but the turnover limit of R1m seems to be on the low side, given inflationary expectations for 2008/09.

5.3. Other tax proposals

The Urban Development Zone (UDZ) is an initiative that was introduced in 2004. The purpose was to allow through an incentive for an accelerated deprecation for refurbished and new commercial buildings in 15 municipalities. The proposal is that this incentive should be extended for five years until March 2014 and be extended to more municipalities. 

South Africa has a huge shortage in the provision of low and middle income housing. The question raised by National Treasury (2008) is what can government do from a tax perspective to facilitate the supply of houses? The proposal is that employers, developers and Public Benefit Organisations (PBOs) all come to the fore. The proposal is to increase the low cost housing allowance (R 6 000) deductible limit per dwelling for employer provided housing, and also look at revising and enhancing the depreciation allowances for low-cost houses. BUSA fully supports the urgent review of the rather low deductible limit of R6 000 regarding employer provided low cost housing. They also point out that further with regard to fringe benefit taxation in the hands of employees would support this initiative. 

To further encourage the development and sustainability of small and medium sized businesses, National Treasury proposes to introduce a venture capital tax incentive to facilitate greater access to equity finance for these sized businesses. This incentive as National Treasury (2008) points out is to facilitate the supply of venture capital at the lower end. It will provide relief for businesses and individuals who invest in these small and medium size businesses. In the opinion of BUSA, this so-called “business angel” concept has proved to very effective in other tax regimes and there is no reason why this should not be the case in South Africa – provided the playing field is level and red tape is minimized.  
Public Benefit Organisations (PBOs) are required to do 85 percent of their business in South Africa. The proposal is that this restriction of 85 percent should be dropped. Also, it is proposed that Multinational Organisations doing developmental work in South Africa should be exempted from paying income tax. In an attempt to encourage PBOs to become more involved in provision of financing educational opportunities, National Treasury plans to expand the list of PBOs to those PBOs which provide loans, in addition to those who provide bursaries. Currently, tax deductible donations are allowed to taxpayers only on assessment. The tax proposal is that deductibility of donations be taken into account during the year. It could therefore be incorporated during the course of the year and the tax liability be calculated accordingly. Currently, PBOs providing houses to benefit the poor are exempted from tax. In order to qualify for the concession, the maximum monthly household income is proposed to be increased to R7 000. 

Measures are also proposed for the environment. In specific, the 2008 Budget proposes measures to conserve South Africa’s biodiversity. Government does not have the required capacity to protect the environment at all costs (National Treasury, 2008). Through proposals, private individuals are encouraged to get onboard with the provision of incentives by the tax authorities. These will be tightly controlled with an individual landowners’ management plan agreement with the Department of Environmental Affairs and Tourism to be approved. The proposals to encourage private land owners to preserve habitats and biodiversity are fully supported by BUSA. BUSA further states that apart from conservation considerations per se, South Africa’s unique biodiversity profile is at the root of a growing ecotourism industry which contributes significantly to GDP.

National Treasury (2008) believes that the intervention in the form of demand side management is necessary to deal with the current electricity crisis. In this regard, a 2c/kWh electricity levy on the sale of electricity generated from non-renewable sources is proposed. This tax represents about 10 per cent of current electricity tariffs, and aims to be revenue-neutral for those who comply with the government’s target of a 10 per cent electricity usage reduction. National Treasury believes that the electricity levy is first and foremost an attempt as a first step in the long road to begin the process to take into account the emissions associated with the production of electricity from non renewable sources and coal in particular (National Treasury, 2008).

According to the Budget Review (2008), National Treasury has over the past few years limited the increase in the general fuel levy to be in line with the expected annual inflation rate. The tax proposal is that the general fuel levy on petrol and diesel be increased by 6 c/l to 127 c/l and 111 c/l respectively on April 2008. 

A series of VAT amendments are proposed. Table 3 gives a summary of the proposed VAT amendments.

Table 3: Summary of proposed VAT amendments

	VAT provision
	Current provision
	Amendment

	Compulsory VAT registration threshold
	R300 000
	R1.0m

	Monetary threshold for small agricultural activities, etc.
	R1.2m
	R1.5m

	Threshold for small business which file VAT returns on a 4 monthly basis
	R1.2m
	R1.5m

	VAT levied on the importation of goods
	
	Exempted where goods are temporarily imported for inter alia, processing, manufacturing, equipping or packing in SA for re-exports.

	VAT treatment of business re-organisations
	
	To be evaluated to ensure alignment with the provisions of the Income Tax Act

	Imported goods destroyed under customs supervision
	
	Eligible for full customs rebate. Comparable VAT relief will be provided for.


Source: National Treasury (2008)

According to SAIT, no mention has been made as to whether the R20 000 hurdle for voluntary registrations will be increased. SAIT suggests that the R20 000 limit should remain unchanged as an increase in this amount may cause unintended complications. For example, as the SAIT explains; if the limit was increased to R50 000, what would happen to a vendor that was registered on a voluntary basis (with taxable supplies of, say R30 000 per year) but whose taxable supplies now fall below the required threshold: would he be forced to deregister. 
6. Conclusion

The 2008 Budget was tabled within the context of global economic uncertainty. It is indeed a 
prudent budget that has taken account of the policy priorities of Government and the view of the Committee is that National Treasury needs to monitor more closely the pressures of inflation. The budget focuses on investment to raise long-term growth. This is evident through priority spending on infrastructure and social services, notably education. The tax measures that are proposed are aimed at supporting investment, growth and job creation. 

The tabled budget takes into account constraints underlying the South African macro economic environment. Parallel with this, the budget documentation outlines ways in which government plans to meet its objectives of raising the level of economic growth and reducing poverty. Sound macroeconomic policy will protect the economy from global volatility, and rising investment in human capital will contribute to the removal of domestic constraints to higher growth. Government’s fiscal stance, tax policies, financing strategy and resource allocations all contribute to the achievement of South Africa’s economic and social objectives (Budget Review, 2008). 

7. Recommendation

Based on the budget hearings, the Committee recommends that:

· National Treasury should clarify the terms and details of the R60bn funding arrangement for Eskom.

8. Oral/Written submissions were received from the under mentioned

The following people made oral submissions before the Committee, some in their personal capacity. These submissions are available on request from the Committee Section of Parliament.

1. Mr T Manuel, Minister of Finance

2. Mr L Kganyago, Director-General: National Treasury

3. Mr P Gordhan, Commissioner of the South African Revenue Services

4. Mr K Naidoo, Deputy Director-General: Budget Office

5. Mr. F. Tomasek, SARS

6. Mr. I. Momoniat, Deputy Director-General, National Treasury

7. Mr. C. Morden, Chief Director, SARS

8. Mr L Mondi, Chief Economist: Industrial Development Corporation (IDC)

9. Mr J Laubscher, Group Economist: Sanlam

10. Mr M Schussler, Tlotlisa Securities

11. Prof J Arendse, South African Institute of Tax Practitioners (SAIT)

12. Mr H Bester, Director: Mallinicks

13. Ms G Humphries, Federation of Unions of South Africa (FEDUSA)

14. Mr. D. George, FEDUSA

15. Mr E Paulus, Black Sash- Community Constituency at NEDLAC

16. Ms K Peters, Black Sash – Community Constituency at NEDLAC

17. Prof R Parsons, Business Unity South Africa (BUSA)

18. Adv A Meiring, BUSA

19. Mr R Baxter, CHAMSA

20. Mr A Patel, Business Parliamentary Office

9. References

National Treasury. 2008. Budget Review. Pretoria. Government Printers.

National Treasury. 2008. Budget Speech. Pretoria: Government Printers.

National Treasury. 2008. Estimates of National Expenditure. Pretoria: Government 

Printers.

National Treasury. 2008. Estimates of National Revenue. Pretoria: Government Printers.

National Treasury. 2007. Technical note on the structural budget balance estimate, 

Retrieved 03 March 2008 from 
http://www.treasury.gov.za/documents/mtbps/2007/mtbps/Appendix%20on%20Structural%20Budget%20Balance%20estimate.pdf

Republic of South Africa. 1999. Public Finance Management Act, Act no. 29 of 1999. Pretoria: Government Printers.
� EMBED Excel.Chart.8 \s ���





� EMBED Excel.Chart.8 \s ���





� EMBED Excel.Chart.8 \s ���





� EMBED Excel.Chart.8 \s ���





� EMBED Excel.Chart.8 \s ���








� Section 27 (1) of the Public Financial Management Act, 1999 requires the Minister of Finance to table the annual budget for a financial year in the National Assembly before the start of the financial year.


� National Treasury (Minister of Finance and the Accounting Officer) briefed the Committee first, followed by the Financial and Fiscal Commission (FFC). The FFC briefing included a response to the 2008/09 Division of Revenue Bill. Following these briefings, budget hearings were held with a panel of economists, SARS and National Treasury (on revenue and tax proposals), and other stakeholders which include business, organised labour and civil society. 


Part of the panel of economists 


� Part of the panel of economists


� Mr. Lesetja Kganyago was part of National Treasury’s delegation who made a presentation to the Committee immediately after the tabling of the budget.


� The reference National Treasury (2008) henceforth, refers to presentations made by National Treasury and its subsidiary South African Revenue Services (SARS) during the budget hearings. 


� The structural budget balance (also known as the cyclically adjusted balance) is calculated by estimating the cyclical components of revenue and expenditure. This is done by considering differences between potential and actual GDP growth, shifts in the composition of tax revenue, and cyclical estimates of key commodity export prices. The actual budget balance is adjusted by this amount to arrive at a structural budget balance.” (National Treasury, 2008)





� An � HYPERLINK "http://www.investorwords.com/2599/investment.html" �investment� made in order to reduce the � HYPERLINK "http://www.investorwords.com/4292/risk.html" �risk� of adverse price � HYPERLINK "http://www.investorwords.com/3149/movements.html" �movements� in a � HYPERLINK "http://www.investorwords.com/4446/security.html" �security�, by taking an � HYPERLINK "http://www.investorwords.com/3399/offsetting.html" �offsetting� � HYPERLINK "http://www.investorwords.com/3748/position.html" �position� in a related security


� This applies to people below the age of 65 years.


� The suggestion by the SAIT is that the income threshold could be increased to a much higher level, such as R300 000 to enable more individuals to access this benefit.


� The SAIT suggests that an amount of R30 000 over a three-year period would be more appropriate.


� The SAIT is of the opinion that clarity will be needed on how to determine the incidental use of these items and what record-keeping will be required of taxpayers.


� Part of the panel of economists


� Proposed that VAT registration threshold be increased from R300 000 to R1m for small businesses.
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