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Government’s VAT Hike – a Slap in the Face to Workers
1. Introduction

COSATU is deeply disappointed with government’s VAT hike.  It effectively punishes the poor for the sins of the rich.  COSATU does not want to see government collapse due to its precarious financial straits.  However these are largely self inflicted by rapacious political elite and their lecherous friends.  Now government has passed the bills to workers to pay.  

COSATU condemns the VAT hike in the strongest possible terms.  We hope that government is actually listening to the anger of workers and their struggling families.  

COSATU feels government took the easy route out in seeking to address its burgeoning revenue shortfalls.  We feel there were many alternative options to address the shortfalls, albeit requiring harder work and creativity.  Nonetheless they existed and still exist.

Equally painful, is the fact that this VAT hike, the first in 25 years, is accompanied by a barrage of other tax hikes this year and over the past three years that disproportionally hurt the working and middle classes.  This year’s tax hikes essentially only hurt the poor.
Whilst being disdainful of government’s acute lack of sensitivity towards the struggles of workers, COSATU has several proposals with regards to cushioning the blow to the poor by expanding the list of VAT exempt goods.    
2. Reasons for the VAT Hike
COSATU understands that there are essentially six key reasons why government dumped its responsibilities upon the backs of the impoverished:

· Need to ensure the fiscal sustainability of the state.

· Need to assure the rating agencies that government has the revenue streams to stem the bleeding and salvage the state’s finances.
· Rapidly rising levels of revenue lost to rampant levels of corruption, irregular and wasteful expenditure.

· Collapsing state owned enterprises and their need for constant massive bail outs.

· Rapidly declining revenue collections by SARS under a deeply compromised leadership.

· Declining SARS revenue collections due to an economic downturn, 1% jobless economic growth rates, 36% persistent unemployment levels and thousands of retrenchments across all economic sectors.

COSATU agrees with government on the need to address these existential threats to both the state and the nation.  Workers will be and are already the first victims of these crises.
However we do not agree with some of government’s methods to address these crises.  The major thrust of government’s 2018 budget interventions has been to saddle the poor with not only the VAT hike but also a barrage of other tax hikes.

Nowhere in the above six factors can it be said that workers are the cause of the crises.  
It is not workers who have mismanaged the state.  It is not workers who have R50 billion worth of stolen assets identified by the recently awoken Hawks.  It is not workers who have reduced SAA from being the pride of Africa to the verge of complete collapse despite repeated billions of bail outs.  It is not workers who have reduced Eskom to a slush fund for the Guptas.  It is not workers who have doubled the size of cabinet.  It is not workers who wrote off hundreds of millions of Rands of tax due by notorious gang leaders and smugglers.  It is not workers who smuggle in billions of Rand’s worth of clothing and tobacco.  

However we do agree with government that it is workers who are the first to suffer when we were downgraded by the rating agencies for the shenanigans of our politicians and their benefactors.
3. COSATU’s Reasons for Opposing the Anti-Poor VAT Hike
COSATU rejects with utter contempt the VAT hike for its reasons, its impact and for the need for sustainable solutions to government’s many crises.  
It is not workers who ran amok with taxpayers’ monies, why send them the bill?  Send it to those who stripped the state.  

3.1 VAT is Regressive

VAT is a regressive tax.  No matter what spin academics may indulge in, it is REGRESSIVE.  Yes an intellectual coffee table discussion may delude itself into believing that it is progressive since the rich spend more and thus more VAT revenues might come from the rich.  However this misses two glaringly simple obvious facts.  One, the richest 10% own 90% of South Africa’s income.  Two, the poor are the most dependent on their measly wages and feel most painfully any further reduction in them and their ability to feed their families.

3.2 Barrage of Tax Hikes and Economic Context
Workers over the past three years have been subject to a barrage of tax hikes.  These have previously included income tax hikes upon working and middle class families.  This year they has come full force in the form of the VAT hike, fuel and RAF hikes and adjusting income tax brackets for the bottom three income groups for 2% whilst inflation is 5.4%.  

Eskom is now threatening NERSA that it will collapse if it is not given a R66 billion injection to recover lost revenue.  This could amount to a 30% electricity tariff hike.
With the exception of providing free access to tertiary education families earning below R350 000 per annum, we have seen no attempt to cushion these painful blows upon the poor by neither the state nor the private sector.  The possible expansion of VAT exempt goods was an afterthought by government after COSATU and other formations raised their objections.  If they happen, they will not happen in this tax year precisely when they are needed.  

Whilst previous years saw income tax hikes upon the rich, 2018 saw none.  We have seen few alternative and progressive measures provided by the state to raise revenues and stabilise the state this year.
These aggressive attacks upon the pockets of workers have been accompanied by a freeze in public service posts, planned headcount reductions in teaching, policing and correctional posts as well as at the post office, SAA and Eskom.  Cut backs are inevitable in service delivery and infrastructure expansion.

These hikes take place whilst workers are battling to makes ends meet in the most unequal society in the world, where one out of three workers face long term unemployment, where 72 000 mine workers have been retrenched in the last two years, where thousands of retail, banking, agriculture and other workers are being retrenched each month whilst we sputter along with 1% jobless economic growth.

3.3 Future Sustainability

The VAT hike has come into effect.  Workers’ pockets are the poorer for it.  What guarantee do we have that government’s finances are now sustainable and that we will not see another VAT hike in 2019 or 2020?  The underlying causes of government’s financial crises remain.

We still have 1% jobless growth.  Though it is hoped the planned Presidential Jobs Summit may lay the foundation to turn the economy around.  We do strongly applaud the efforts by the President.  Indeed a breath of fresh air that was long overdue.

We welcome the suspension of SARS Commissioner.  This should have happened years ago.  However we are deeply disappointed that 7 months after it was called for by the previous finance minister, we have yet to see the commission of enquiry into SARS.  This needs to happen as a matter of the highest urgency.  A suspension of a captured commissioner will not uncover all the rot that was infecting SARS.  The commission must be effected.  It must happen urgently and get to the bottom of what was going on at SARS and identify those who must be removed.
We remain deeply concerned about government’s plans to rescue Eskom, SAA, SABC and Denel.  We applaud the President’s initial interventions, the removal of corrupt boards etc.  However this is not enough.  Comprehensive forensic and criminal investigations of these SOEs are needed.  The corrupt must be removed.  Captured contracts cancelled.  Sustainable plans developed.  Otherwise they will continue to drain and threaten the state’s very survival.  

Eskom in particular continues to be bedevilled by a corrupt parasitic callous and reckless core who show no regard for their treasonous and toxic behaviour.
Beyond these initial welcome interventions by the President, we have seen little action by the state to recover stolen assets, arrest those involved and prosecute them.  The law enforcement agencies need to be overhauled.  New clean leadership is needed.  In particular a new head of the National Prosecuting Authority is needed.
4. Alternative Revenue Options
COSATU has proposed numerous alternatives to raise revenue to government during the twice yearly budget processes at Parliament and NEDLAC as well as in several engagements with the Judge Davis Tax Commission.  These options include:

· Fast track the SARS Commission of Enquiry.

· Immediately remove the compromised leadership of SARS.

· Fast track the engagement on and implementation of progressive tax proposals from the Judge Davis Tax Commission.

· Cancel the VAT tax hike to 15%.

· Increase company taxes to 30% or 32% which should generate an additional R13 to R26 billion in revenues.

· Increase estate and inheritance taxes.

· Crack down on the massive rise in illicit tobacco and clothing customs fraud.

· An estimated R7 billion worth of illegal Chinese clothing imports occurs annually.  SARS previously used to impound R500 million to R1 billion illegal clothing imports annually.  Recently this fell to less than R7 million.  Illicit tobacco is estimated in the billions.
· Increase capital gains tax to 45% which should generate R4 billion in revenue.

· Increase income tax for incomes above R1 million to 45%. It could raise R5 billion.

· Introduction of a tax category for the super rich.

· Introduction of solidarity tax, whose aim is to cap the growth of earnings of the top 10% and to accelerate the earnings of the bottom 10%.

· Introduction of tax on both domestically produced and imported luxury items, but a higher tax on luxury items which are imported.

· Increase in the dividends tax to encourage re-investment, job-creation and to reduce the financialisation of company assets.

· Imposition of a land tax to aid the process of land redistribution.

· Zero-rating of medicines, water, domestic electricity and public education.

· Introduction of export taxes on strategic minerals, metals and other resources to support downstream industries and to promote value-addition.

· Introduction of investment tax credits to encourage local procurement of machinery and equipment.

· Increase taxes on financial transactions e.g. capital gains tax above certain levels to limit short-term capital flows and to encourage productive investment, and speed pumps on short term capital flows to discourage hot money.

· Introduction of tax on firms that resistant to closing the wage gap.

Government needs to work with the United Nations and other relevant bodies to see how illicit financial flows can be stemmed.  Between 2001 and 2010 it is estimated that US $84 billion left South Africa.  This translated into lost tax revenue of R376 billion between 2001 and 2010 according to Global Financial Integrity.  In other words almost 15 times the estimated revenue the VAT hike will generate in 2018/9.  

5. COSATU VAT Reform Proposals
5.1 Need for VAT Reform

South Africa’s VAT is a destination-based credit-invoice system with a standard rate of 15% and zero ratings and exemptions on some goods and services. VAT has remained consistent in its share contribution to total tax revenue, with its share from 1994/95 to the present between 24% and 27% of total tax revenue. 

VAT has proved successful if considered solely from the perspective of revenue-raising.  Nevertheless there are concerns about VAT and its impact on the costs of the poor.  We believe that CIT and PIT should shoulder a larger proportion of total revenue collected, and should grow. This is due to VAT’s regressive nature and its adverse effect on income distribution.  

Our view, however, is that VAT reforms should be initiated to make it more equitable and to make a more substantial contribution to the welfare of poor households, and that this can be done without necessarily generating less revenue from the VAT.  We therefore call for the following reforms:

· The zero rating of additional necessity items.
· The introduction of a second, higher VAT rate on luxury consumption items, possibly of 20%. 

In believing it is necessary to expand the number of zero rated items, and impose higher VAT charges on luxury items, we differ from the position taken by the Davis Tax Committee. 

However, South Africa has substantial experience with the VAT, both on the part of the revenue authority and vendors, and we believe introducing an additional complexity (a second higher rate) can be accommodated. The extension of zero rating to additional items would simply extend existing administrative arrangements and is not likely to generate significant further collection costs. 

We also believe that differential VAT rates are particularly appropriate for South Africa given the persistent high levels of inequality. A multi-tiered VAT system could also incorporate distributional considerations.

We therefore propose the institutionalisation of a structure of progressivity in VAT through multiple rates. We propose an increase from the current two-tiered VAT structure to more tiers, including zero-rated, standard, and luxury goods. 
We propose a multi-tiered system as VAT is a highly regressive tax and has an adverse effect on income distribution.  A revised system will help counter this.
5.2 Need to Expand VAT Exempt Products

COSATU’s other affiliates, in particular SACTWU; regularly explore the budgets and spending of their members. SACTWU’s research for example suggests that there are a number of grocery items purchased by most low income workers and poor households which are not currently zero-rated. For instance, such workers regularly purchase white bread and/ or white flour, from which they make white bread. They also regularly buy white sugar (with which to make bread, and to put in breakfast and tea and coffee, amongst other things). 

We are acutely aware of the health challenges posed by such foods. Yet we are also aware that simple carbohydrates and sugar are used by poor families as sources of energy in a context in which their budgets are so squeezed that they can barely afford healthier foods.   

The realities of grocery spending amongst poor households therefore leads us to call for the zero rating of the following additional items, in addition to the retention of existing zero rated items as given in Schedule 2 of the VAT Act:

· Fresh and frozen poultry (pieces and whole).
· Bread flour.
· White bread.
· White and brown Sugar.
· Canned beans.
· Margarine.
· Polony.
· Basic and essential medicines.
· Matches and candles.
· Coal and coal stoves.
· Soap and washing powders.
· Essential toiletries.
· Pay as you go cell phone costs.
· Public education and education-related goods, e.g stationery, textbooks and uniforms.
· Energy saving appliances including energy saving light bulbs (which would have a positive green economy spin-off).
· Water and domestic electricity:
· A graduated tax regime could be utilised with different consumption levels tax at different levels so as to distinguished between essential versus luxury use.  In other words the first 2.5kl of water consumed monthly by a family of four could be VAT exempt, the next 5kl taxed at 15% and water usage above that at a luxury VAT rate.  The same could apply for electricity consumption.  Similar progressively increasingly levels of exempt and rate increases are already utilised by some municipalities. 

5.3 VAT Exemption Challenges

In our view such extended zero rating is likely to have a real impact on the affordability of necessities for poorer households, with the revenue reduction (tax expenditure) that is entailed covered by the higher VAT rate on selected luxury consumption items.

We recognise a number of challenges to extended VAT zero rating, which are used (indeed over-used) in arguing against such extension. As briefly noted above, we do not anticipate significant additional compliance issues and administrative costs, because the extension of zero rating represents the use of the existing VAT ‘infrastructure’, an infrastructure which is familiar to both vendors and the authorities and which requires no sweeping changes to effect further zero rating. 

The main objections to which we give consideration below are firstly that the benefit of such extension will not be passed on to consumers, and in particular poor consumers, and secondly that even if significant benefit shifting does not occur in favour of vendors, rich households also benefit, and will benefit more in absolute terms than poor households. 

We recognise that the benefit of zero rating will not be passed on in full to households, in other words that the additional cost of zero rating will be borne by the fiscus in the form of additional tax expenditure, and that the benefits will be shared between vendors and households, with this relative distribution determined by elasticities of demand and supply. 

Although we also recognise that the nature of many markets for these items for poorer households are characterised by considerable price discretion on the part of retailers (since in particular rural households lack alternatives), this in itself cannot be an argument against poverty-orientated adjustments to the VAT, any more than arguments about oligopolistic structures in the food production chain can be. Neither can low consumer literacy be a counter-argument: that is, the assumption that many households may not be aware of extended zero rating and may not be able to assess the impact or non-impact of this on their own household budget and the prices they are charged. 

Such arguments simply point to broader challenges and the need for additional, coordinated and more assertive reforms in the competitive structure of many markets, as well as for effective communication to consumers about policy changes intended to benefit them.  These challenges, we would argue, are not particular to VAT reforms but constitute the underlying context for any activist tax policy in South Africa.

Furthermore, it cannot serve as a rebuttal to the VAT to argue that some benefits are not passed on to intended beneficiaries, since this challenge is inherent to virtually all public spending, with the possible exception of well-targeted direct income transfers. We are not in favour of fiscal transfers to vendors, but we recognise it as an inevitable component of zero rating, which could however be reduced through competition policy measures. 

We recognise, secondly, that extending zero rating to these items would also confer benefits on richer households. Indeed, in absolute terms the benefits would fall to a larger extent on richer households, who consume more of everything, not just luxury items. Again, however, this is not different from challenges in the zero rating of any VAT and does not constitute, by itself, an argument against removing all zero ratings.  
The aim of zero rating is 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, we would argue that the proportionate benefit of these measures is larger for poorer households than for rich households, and thus that equity is enhanced. In other words, there is an equity gain from a 7% saving on items that make up 30 % of a poor household budget compared to a 7% saving on items that make up 5% of a rich household budget, even if (unsurprisingly) the Rand savings accrue far more to the rich than the poor.  

We would also argue that the social cost of, for example, malnutrition, and its negative impact on longer-term growth and changes in per capita income via poor educational outcomes and the like, needs to be considered in this context as well. 

Following from this argument, the goal of extended zero rating should not only be understood in terms of equity objectives, narrowly understood,  but also in terms of ensuring basic needs are met for poorer households. 
5.4 The Need for a Higher VAT Rate for Luxury Goods
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 proportion of income spent on the good for different income groups. 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.

The former list could include goods such as cameras, video cameras and recorders, decoders, satellite dishes, furs, binoculars, lawn trimmers, air conditioners, cordless telephone sets, smart phones, caravans, yachts and other water leisure equipment, dishwashers, tumble dryers and certain other electric kitchen appliances.  

The second list of items is consumed by different income brackets, but only goods above a certain price would be classified as luxury goods. This could include cars, motorcycles, fridges, freezers, stoves, microwave ovens, radios, TVs, watches, jewelry, sunglasses, cosmetics and furniture.  
For each good included in the latter list, a threshold would be set (and price-adjusted on an annual basis) above which the good would be classified as a luxury and subjected to a higher VAT rate. This would ensure that for example basic ‘white goods’ purchased by the middle class are not subject to the luxury tax.

The difference of 6 percentage points between the current VAT rate and the suggested rate of 20% on these luxury items will in our view be similar to the tax expenditure of the proposed additional zero rating.  

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 relabeling 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.

Luxury goods generally have above-average import ratio. Any suppressed demand from luxury taxes would thus probably not have particularly detrimental effects on the domestic economy, and would actually assist in relieving balance of payments pressures. 

We believe the combination of increased VAT zero-rating and increased VAT on luxury goods, as proposed above, should mitigate the regressive burden of VAT and should aim at making VAT more progressive or at least distributionally neutral.

6. Conclusion

We are disappointed that instead of explaining how it will stop wasteful expenditure and looting or how it will recover stolen funds; government has rushed to punish workers by raising VAT, fuel levies and adjusting income tax brackets at below inflation levels.

COSATU calls upon Parliament to reject these taxes upon the working and middle classes.  
Parliament and government need to engage with civil society on alternative means to address the many crises the state finds itself in and to place it upon a firm and sustainable path.  We hope that government will listen to the frustrations and resentments of workers and our proposed alternatives.

Thank you.
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