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3 March 2014
Mr. Allan Wicomb, Committee Secretary (Standing Committee on Finance)
And Mr Zolani Rento, Committee Secretary (Select Committee on Finance),
3rd Floor

90 Plein Street

CAPE TOWN
8000
BY E-MAIL: awicomb@parliament.gov.za and zrento@parliament.gov.za 
Dear Sir

CALL FOR COMMENT: FISCAL FRAMEWORK AND REVENUE PROPOSALS TABLED TOGETHER WITH THE 2014/2015 BUDGET 
We would like to firstly thank you for the invitation to present both written and oral comment on the fiscal framework and revenue proposals that was announced by the Minister of Finance on 26 February 2014.  
General comment
Before we get to our specific comments we would like to point out that it was a disciplined, balanced and realistic budget.  The budget is welcomed against a backdrop of sluggish growth, a depreciating currency, increasing interest rates and rising inflation together with an overall uncertain global environment.  

Comment on the estimates of all revenue for the 2014 / 2015 financial year:

Economic outlook

Overall the budget was little changed from the MTBPS in October 2013.  On page 14 of Chapter 2 (Economic outlook) the following statement is made with regard to the economic forecasts:

“GDP growth, which declined from 2.5 per cent in 2012 to 1.8 per cent in 2013, is projected to increase to 2.7 per cent in 2014, reaching 3.5 per cent in 2016.”  

Growth is the biggest risk to the budget.  According to the IMF the 2013 growth was only 1.9%.  We share the general consensus view amongst economists that the projected increase for 2014 is optimistic.  The current estimate of 2.7% is a tough ask and going on past there have been significant misses on estimate.  Growth is dependent on structural reforms like the NDP.  The NDP shows that we need growth of 5.4% to lift employment significantly. 

We agree with the following view expressed by Russell Lamberti regarding what he calls the “tax recycling problem”.  He explains it as follows: 
“The more welfare grant spending, state employment, and state spending grows, the more the tax intake reflects tax recycling and not new tax generation.  This creates the risk of circularity and over-estimating the strength of the tax base.”
Tax burden 

Whilst the income tax brackets were adjusted, not enough was done to compensate for wage inflation in mining, manufacturing, construction, retail, logistics, and finance.  Individual tax burdens therefore crept up slightly.  

The Minister stated that “... despite modest economic growth, inflation is projected to exceed the upper limit of the 3-6 per cent target range, averaging 6.2 per cent in 2014 as the weaker rand translates into higher petrol and food prices...” and agrees that this puts pressure on wage demands and core inflation...”  The administered price components that remain above 6 per cent are led by petrol, electricity and assessment rates and one would expect more pressure from these components in the 2014 fiscal year.  
Labour market

The Minister acknowledged that unemployment is the most pressing challenge facing the country.  It is pointed out in the budget that there are 4.8 million unemployed South Africans and another 2.2 million people, categorised as “discouraged”, who are not actively seeking work.  

On July 31, 2013 the Executive Board of the International Monetary Fund (IMF) concluded the Article IV consultation with South Africa.  In its press release it acknowledged that “unemployment in South Africa is expected to remain high”, but “that quicker implementation of much-needed structural reforms could result in higher growth and job creation.”  The view is that this budget should have started the implementation of these structural reforms.  
The employment tax incentive

It is pointed out in the IMF report (mentioned above) that “the unemployment rate is 25 percent (34 percent including discouraged workers), with the youth unemployment rate at 50 percent ...” and also that “all net job creation post 2009 has taken place in the public sector, while the private sector has only recovered two-thirds of the jobs lost during the global financial crisis.”  

The Minister indicated in this budget that the employment tax incentive “will help young people enter the workforce.”  It is not certain why the incentive was not expanded to special economic zones and specific sectors as envisaged.  It is welcomed that government plans to expand the programme in the years ahead.  
It also is stated that the incentive, as introduced in January 2014, allows that “...excess amounts can be set off against future employees’ tax liabilities.  The Minister indicated that, in order to enhance this incentive, SARS is developing a mechanism to reimburse firms in instances where the incentive exceeds PAYE payable, but that this refund system will become effective during the fourth quarter of 2014.  
It is suggested that this refund mechanism should be introduced as soon as possible and not only later in the year.  The businesses that will benefit from this are small businesses.  It is to be expected that for many of them the amount due to SARS in respect employees’ tax withheld from employees may not be sufficient to get the full benefit of the employment tax incentive.  The refund would assist in their cash flow resulting from the employment of new staff.  

Comment relating to the estimates of borrowing:  

The main concern is that South Africa’s debt is expected to increase from the 39,7% (for the 2013 / 14 year) to 41,9% in the 2014 / 15 year.  In table 4.1 (on page 11 of the 2014 budget review) it is indicated that the projected state debt in 2016 / 17 will, as a percentage of GDP, be at 44,3%.  
Key for stability is that our sovereign credit rating does not move downwards. 

Comment on the estimates of interest and debt servicing charges for the 2014 / 2015 financial year:

It is pointed out in chapter 3 of the budget that “the fastest-growing item of main budget expenditure is debt-service costs.  Projected debt-service costs for 2014/15 have increased by R5 billion since the October 2013 Medium Term Budget Policy Statement.  This reflects exchange rate depreciation, higher inflation and the increase in the Reserve Bank’s repurchase rate from 5.0 per cent to 5.5 per cent in January 2013.”  It is significant to note that Minister acknowledges that by 2016/17, “R139.2 billion will be required for debt-service costs, accounting for more than 3 per cent of GDP.”  

One needs to ask whether the present economic path is sustainable.  
Comment relating to the contingency reserve
The Minister mentioned that in order to maintain the expenditure ceiling, additional allocations to priority areas and upward adjustments to the public-sector wage bill have been achieved through reprioritisation across departments.  It is then mentioned that there has also been a drawdown on the contingency reserve.  As a result, the contingency reserve for 2014/15 and 2015/16 has been reduced to R3 billion and R6 billion respectively, before rising to R18 billion in 2016/17. 
It is then clear, as was pointed out, that over the next two years, this will limit government’s ability to accommodate unforeseeable and unavoidable expenditure and to fund emerging priorities; reprioritisation will be the defining feature of budgeting during this period.  
The stated intention that “...wasteful expenditure” should be reduced is welcomed.  It is also important that “... cost controls across government...” be implemented as mentioned by the Minister.  
Comment relating to the revenue trends and tax proposals in chapter 4: 
In the conclusion to chapter 2 of the budget review it is stated

“Faster economic growth over the medium term requires bold decisions to change the structure of the economy to increase the level of competition and innovation, raise the level of savings, reduce the cost of transportation and communication, improve regional trade and integrate into global supply chains.  
Increasing cooperation between government, business and labour in implementing the NDP will help to realise faster economic growth and job creation.” 
In chapter 4 is stated that the “tax proposals for 2014/15 include personal income tax relief of R9.3 billion; steps to encourage enterprise development and household savings; measures to address acid mine drainage; and design adjustments to the proposed carbon tax.”  

Savings 

In this regard it is specifically stated in the budget review that “tax-free savings accounts will be implemented, creating a mechanism to increase household savings and support financial inclusion.”  

The review then mentions that the tax-preferred savings accounts, first mooted in the 2012 Budget Review as a measure to encourage household savings, will proceed.  

Unfortunately the budget provides no information other than what was previously announced.  This is that these accounts will have an initial annual contribution limit of R30 000 (to be increased regularly in line with inflation) and a lifetime contribution limit of R500 000 and will allow investments in bank deposits, collective investment schemes, exchange-traded funds and retail savings bonds.  It also confirmed that eligible service providers will include banks, asset managers, life insurers and brokerages.  

It is clear that the current limit in the exemption from normal tax in respect of interest earned by individuals will not be increased to encourage investment in interest bearing instruments.  It is suggested that the R30 000 savings account legislation be introduced with effect 1 March 2014.  
The proposed introduction (in 2014) of a new top-up retail bond product that will allow regular deposits, into existing investments is noted.  Whilst it is stated that this top-up retail bond will also be accessible to community savings groups, such as stokvels, it is not clear whether it will also be available to individuals.  

Small business relief

The budget review makes it clear that government aims to create an environment that supports both informal traders and entrepreneurs who seek to develop small businesses into larger enterprises.  
From an economic perspective small businesses are an essential part of South Africa and should be developed and encouraged while at the same time keeping it simple.  

It has always been our view that the tax administrative and compliance obligations of small businesses are burdensome.  We welcome the fact the budget review acknowledges that “...red tape and bureaucracy are hindrances to doing business, especially for small and medium-sized firms” and that government aims to streamline the regulatory regime.”  It is also acknowledged that small businesses find it difficult to obtain finance in general.  ..

The budget review mentions the introducing of reforms that “...would reduce compliance costs and facilitate access to equity finance...”  It is acknowledged that small businesses find it difficult to obtain finance in general.  We applaud these initiatives.  This first report of the Davis Committee is mentioned, but has not been released yet so no detail is available of what was proposed with respect to small businesses.  The budget review provides no indication of what these would be and when they would be introduced.  

Mention is also made of grants, but the budget review provides no further information in this regard.  

We agree with the view of the Tax Review Committee that the lower tax rates for small business corporations do not address tax compliance costs.  It is stated in the budget review that the committee recommends replacing the reduced tax rate regime with an annual refundable tax compliance rebate (subject to certain conditions) and that Government accepts this recommendation.  

We are pleased to see that this would be subject to public consultation.  
We already mentioned earlier in our comments that we recommend that the refunds of the employment tax incentive for small businesses should be introduced sooner than later.  

Zero-rating of goods for agricultural, pastoral or other farming purposes
It was mentioned in the budget review (Annexure C) that the zero-rating where the supply of goods are used or consumed for agricultural, pastoral or other farming purposes would be re-considered.  

We submit that this would have serious negative cash flow consequences for these vendors who are probably also small businesses.  We understand that the evidence of fraudulent transactions prompted this proposal.  It is suggested that the current law should be retained and that audit or review procedures be intensified to ensure the utilising of this benefit by vendors legally entitled thereto.

International
We have on previous occasions, and specifically to your committees last year, commented on the lack of guidance with regard to the adjustments required in terms of section 31.  In our submission before your committees last year we stated that 

“...the South African Revenue Service has not withdrawn PN2 and, despite indications that new guidance has been in the process of being prepared, nothing has been issued.  This leaves the South African taxpayer, who is a party to such loans, in a quandary as to what to do.  

... Since certainty is one of the basic principles on which tax legislation must be built, it is a serious flaw in our current transfer pricing, since taxpayers need to know how to make sure they are paying the right amount of tax ...  Not knowing what to do leave taxpayers who want to do the right thing in the uncomfortable position that they don't know what the right thing is.”

We therefore welcome the announcement that the secondary adjustment will be removed from the scope of section 31.  It is hoped that the guidance with respect to the adjustments will be issued shortly.  In the interim we repeat our suggestion made last year:
“In the meantime, it is to be hoped that SARS will not penalise taxpayers who take a reasonable decision to either follow international guidelines or follow PN2.” 
Employer-provided residential accommodation
In our technical proposals to improve or correct current tax legislation (annexure C proposals in November 2012 and 2013) we dealt with some issues relating to employer-provided accommodation.  We welcome the proposal that the valuation of the fringe benefit resulting from employer-provided accommodation will be reviewed.  

We support the proposal that where employer-provided accommodation is rented by the employer from an unconnected third party, the value of the fringe benefit should be the cost to the employer in providing the accommodation.
The proposal that a form of apportionment be considered where employees share employer-provided accommodation is also welcomed.  

The Unemployment Insurance Fund

It is proposed in the budget review that the Unemployment Insurance Contributions Act be aligned with the amendments proposed in the Unemployment Insurance Amendment Bill (2013).  This Bill extends unemployment insurance benefits to learners in learnership training, civil servants and foreign workers in South Africa.  

We note that it is not envisaged that civil servants will contribute towards the Unemployment Insurance Fund, but that the fiscus will make funds available to the Unemployment Insurance Fund to cover the cost of government workers that become eligible to claim from the fund.  

Please do not hesitate to contact us, should you have any questions regarding the above.

Yours faithfully

PJ Nel CA(SA)

PROJECT DIRECTOR: TAX
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