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FEDUSA SUBMISSION ON THE 2009 BUDGET

In the October 2008 Medium Term Budget Policy statement, the Minister of Finance set out the economic context in which the 2009 budget is prepared and provided government’s official economic forecasts for the next three years. Based on this he gave government’s proposed fiscal stance and priorities over the next three years.

At the time of the MTBPS the world wide financial crisis that started in the USA has already started to take its toll. The 2008 MTBPS was based at available economic data at that time. Since October 2008 economic prospects in almost all countries have worsened drastically. The International Monetary Fund had downscaled its economic forecasts for both developed and developing countries. In November 2008 it cut its forecast for global economic growth by 0.75 percentage points to 2.2 percent for 2009. In its January 2009 World Economic Outlook (WEO) this organization is of the opinion that: advanced economies are suffering their deepest recession since World War II. Further that output in the advanced economies is now expected to contract by 2 percent in 2009. This would be, according to them, the first annual contraction during the postwar period, with a cumulative output loss (relative to potential) comparable to the 1974-75 and 1980-82 periods. 

Although on average emerging and developing countries will still experience positive growth the IMF expects that it will slow sharply from 6¼ percent in 2008 to 3¼ percent in 2009, under the drag of falling export demand and financing, lower commodity prices, and much tighter external financing constraints (especially for economies with large external imbalances.

The IMF however expects that economic growth will start to pick up late this year, but it warns that economic prospects remain very uncertain. This means that economic conditions can even get worse.

The projections of National Treasury in Table 1 (page 3) gives some indication of how the weaker than expected global growth and its effects on export demand and financing and lower export prices will affect the South African economy.

Given the bleak expected world economic environment for 2009, the Minister downscaled the economic scenario for the coming fiscal year with implications for the fiscal scenario. Economic growth is now expected to be 1.2 per cent for 2009 instead of the 3.0 expected in the 2008 MTBPS.

This also implies that government’s revenue will be lower than expected in the Budget of February 2008. For the year ahead, the main budget revenue estimate is R50 billion lower than projected in February last year, against the background of lower growth, depressed trade and declining company profits.
The IMF in no uncertain terms propose that in current circumstances, the timely implementation of fiscal stimulus across a broad range of advanced and emerging economies must provide a key support to world growth. Given that the current projections are predicated on strong and coordinated policy actions, any delays will likely worsen growth prospects. Countries that have policy room should make a firm commitment to do more if the situation deteriorates further. They also recommend that fiscal stimulus packages should rely primarily on temporary measures and be formulated within medium-term fiscal frameworks that ensure that the envisaged buildup in fiscal deficits can be reversed as economies recover and that fiscal sustainability can be attained in the face of demographic pressure.

Table 1  Macroeconomic projections   (MTBPS 2008 figures in brackets)

	
	2007


	2008

Estimate
	2009

Forecast
	2010

Forecast
	2011

Forecast

	Real GDP growth
	(5.1)
	3.1

(3.7)


	1.2

(3.0)


	3.0

(4.0)
	4.0

(4.3)

	Gross fixed capital formation
	(14.8)


	11.5

(12.6)


	3.7

(8.7)


	5.7

(8.8)


	9.0

(9.3)

	Final household consumption
	(7.0)


	2.5

(2.8)


	-0.2

(1.6)


	1.9

(3.2)


	3.2

(3.7)

	CPI
	(6,5)


	11.6

(11.6)


	5.8

(6.2)


	5.3

(5.3)


	4.7

(4.7)

	Current account balance (% of GDP)
	(-7.3)
	-8.1

(-7.6)


	-6.3

(-7.8)


	-6.9

(-8.9)


	-6.9

(-8.8)


Given the above advice, the seriousness of the current downturn globally wide and also in South Africa, FEDUSA is of the opinion that the announced higher budget deficit of 3.8 per cent in this year’s Budget is defendable. Put differently, the more accommodating fiscal stance in this year’s budget to dovetail with the lower interest rates announced by the SA Reserve bank recently is the correct option.

From a macroeconomic perspective, it is also important how government in its revenue, expenditure and deficit financing measures affects the broad economic goals of higher employment-creating economic growth, price stability, balance of payments equilibrium, and income distribution. 

Regarding price stability, it is unlikely that the announced expansionary fiscal and monetary policy will lead to higher inflation at this stage. Inflation is declining worldwide as a result of stricter monetary policy during the last couple of months as well as the lower price of oil and other commodities. It is generally expected that inflation will again fall between the policy margins of 3 – 6 percent later this year. The new measure of CPI that will replace the CPIX will also contribute to a lower inflation rate. The situation can however change quickly because of the volatility of the oil price and the exchange rate.

The low expected economic growth and a loss of employment because of the worldwide financial crisis is a great concern to FEDUSA. A more expansionary fiscal policy to support a gradual recovery in domestic demand and help to sustain investments in public infrastructure that are essential for long-term growth is a first step. For the longer term however the goal should be the attainment of a higher sustainable rate of growth needed to reduce high levels of unemployment and poverty. The fact that the budget therefore does not only want to increase demand but also to make South Africa more productive and more globally competitive is fully supported by FEDUSA. The microeconomic reforms proposed to accomplish this such as the improvement of education and skills, lowering the cost of doing business, ensuring more efficient use of scarce resources, and improving the quality of government spending are applauded. 
The expansionary fiscal policy to increase our economic growth rate will affect the balance of payments. South Africa’s high current account deficit, measuring

8.1 per cent of GDP in 2008 is expected to fall sharply in 2009 and average 6.7 per cent per year over the medium term. The Minister however assured us that the relative high current account deficit would not be a problem; This is because commodity prices are expected to remain high, supporting the terms of trade and the sustainability of the current account. South Africa will benefit from the lower oil price. Gold’s safe-haven status has supported a relatively high bullion price – at 115 per cent above its average level since 1994. South Africa should continue to attract foreign capital. Strong public investment over the medium term will help to maintain comparatively good economic growth rates in a range of sectors. A healthy financial sector, low external debt levels, and deep and liquid domestic capital markets will help to sustain foreign investor interest in South Africa. 

FEDUSA however remain concerned that some of the abovementioned variables may change and is likely to change. This could again affect our exchange rate with negative consequences for our inflation rate. The only sustainable solution for our balance of payments problem would be to increase exports by promoting investment in our export industries. FEDUSA applauds the different tax measures currently included in the medium-term framework.

Economic policy under current circumstances

As stated above, the appropriate economic stance is to follow an expansionary monetary and fiscal policy. Monetary policy is much more flexible than fiscal policy as it can be amended during the year, while fiscal policy can be amended only once a year. This implies that our first line of defense is a lowering of interest rates. FEDUSA is of the opinion that under current circumstances it is probably wise to meet the Monetary Policy Committee every month instead of every second month. The SARB indicated that they will meet sooner if circumstances require this. FEDUSA is of the opinion that circumstances do require this and would urge them to do it. FEDUSA is however not convinced that the lowering of the interest rate was probably too late and could have been more than the 1 percentage point.

Regarding fiscal policy, as stated above, circumstances require an expansionary fiscal policy stance, in other words lowering taxes and increasing expenditure. Within a multi-year budgeting framework, this means that Government will temporarily deviate from is medium to longer- term path by lowering taxes and increasing spending more. In this year’s Budget there is only a net marginal lowering of taxes as the personal income tax relief is mitigated by an increase in the fuel levy. This is discussed below. Revenue as percentage will however be lower because of the so-called automatic stabilization. This means that in the current downswing in the economy revenue will be automatic lower with an effect on the economy.

The bulk of fiscal stimulation is therefore on the expenditure side. FEDUSA is of the opinion that there should have been a better balance between tax reduction and an increase in expenditure. Given the current circumstances of consumers, namely, that they feel poorer because of the decline in house prices and because of the tighter bank credit,  any money from a tax cut will probably be spend. 

Tax policy

This year’s budget gives some tax relief, amendments in some taxes to make them more equitable while amending and introducing taxes to accomplish certain goals such as the protection of the environment and saving energy.

Personal income tax relief

The personal income tax relief for individuals of R13.6 billion to compensate them for wage inflation (bracket-creep) is welcomed by FEDUSA. FEDUSA is however of the opinion that in principle, taxpayers should be fully compensated for bracket creep. Taxpayers with an annual taxable income below R150 000 will receive 45 per cent of the proposed relief; those with an annual taxable income between R150 001 and R250 000, 22 per cent; those with annual taxable income between R250 001 and R500 000, 21 per cent; and those with an annual taxable income above R500 000, 12 per cent. 

FEDUSA welcomes this tax relief as it would contribute to increasing demand in this difficult period ahead. As stated above, consumers will probably spend most of the money coming from this tax relief. 

Medical scheme contributions

FEDUSA welcomes the increase from 1 March 2009 in the monthly monetary caps for tax-deductible contributions to medical schemes from R570 to R625 for each of the first two beneficiaries, and from R345 to R380 for each additional beneficiary and noted that certain amendments in the treatment of medical scheme contributions are considered. In preparation for this proposal medical scheme contributions will cease to qualify as tax-free fringe benefits. All contributions paid by an employer will be regarded as taxable and the employee will be permitted to claim a tax deduction (or a credit) for contributions up to the cap. The net tax effect of this step should be neutral for employee and employer.

Travel (motor vehicle) allowances

Tax treatment of travel allowances will be amended in such a way to make it more equitable and efficient. SARS would do away with the so-called claiming of “deemed business kilometers” as a traveling expense. Taxpayers who are required to use there personal vehicles for business purposes will however still be able to keep a logbook to claim business-traveling expenses. FEDUSA supports this amendment.

The practice of claiming“deemed to be business kilometers come a long way.  Initially, it was regarded as a way to ease tax administration. This measure is also well embedded in most company’s salary structuring methods. SARS now states that they will now do away with this practice, as some tax evasion is taking place. It is also argued by SARS that this practice could not be defended on grounds of equity and effectiveness. 

From a strict tax principle point of view, SARS is probably correct. Getting rid of this practice at this stage of our economy could have disruptive consequences for many. According to FEDUSA there are two ways to handle this case. Firstly, to use the excellent administrative capabilities of SARS to avoid cases of the misuse of this practice. Secondly, to phase out this practice over time to avoid a disruptive effect on business and taxpayers. 

Tax-free interest, dividend income and capital gains

In previous submissions FEDUSA urged Government to do more to encourage private savings. The increase in the tax-free interest-income ceiling from R19 000 to R21 000 for persons below the age 65 and from R27 500 to R30 000 for persons aged 65 and above is welcomed. Also the increase in the tax-free income ceilings for foreign dividends and interest from R3 200 to R3 500, and the annual exclusion ceiling for capital gains and losses for individuals from R16 000 to R17 500.

Modification of capital gains exclusion for primary residence

FEDUSA welcomes the increase in the exclusion for an individual’s primary residence: for capital gain from R1.5 million upon the disposal of such a residence to R2.0 million as well as the extension of the exclusion to an alternative based on the gross sale proceeds. This will reduce the tax burden for lower- and middle-income earners and will also contribute to making this tax less complicated.

Mineral and petroleum royalties

Given the consequences of the global downturn in economic activities and the lack of confidence, FEDUSA agrees with the Minister in postponing the Petroleum Resources Royalty Act (2008) for implementation from 1 May 2009 until 1 March 2010, resulting in gross savings of about R1.8 billion in 2009/10 for mining companies. It is hoped that this relief will contribute to constructive dialogue between government, the mining houses and labour, resulting in practical initiatives to mitigate the impact of expected retrenchments in the sector.

Environmental fiscal reform

The Minister dealt in some detail on the need for cooperation internationally to protect the environment in terms of the post-2012 Kyoto Protocol negotiation process. In so far as the tax measures contribute to mitigating excessive greenhouse gas emissions, large-scale release of local pollutants that result in poor air quality, inappropriate land use that leads to land degradation and biodiversity loss, deteriorating water quality and increasing levels of solid waste generation, FEDUSA would support these tax measures, but want to stress that the effects of these tax measures are complicated.

In recent years, the role of market-based instruments has gained prominence in addressing environmental concerns. Such instruments, such as taxes, charges and tradable permits, use the price mechanism, to deter environmentally detrimental activity and encourage improved environmental management practices. FEDUSA agrees with this approach and measures introduced in consultation with the social partners.

General fuel levy

An increase in the fuel levy is proposed and reasons given are the importance of maintaining a strong price signal to limit fuel consumption, road congestion and environmental impact. In addition, noting the increasing use of diesel in passenger vehicles, government intends to equalise the general fuel levy on diesel and petrol over time. It is proposed to increase the general fuel levy on petrol and diesel by 23 and 24 cents per liter respectively from 1 April 2009. The diesel fuel levy refund relief for the primary sector remains unchanged in percentage terms and its monetary value will be adjusted accordingly.

FEDUSA feels that this is a highly inappropriate time to increase the fuel levy in a time where there is a lack of confidence in our economy and disposable income of consumers is at a very low level. Not only will it mitigate the effect of the personal income tax relief, but will also affect our inflation rate and will work against the progress that has been made to bring it down. FEDUSA would there urge Government to postpone t his increase to a more appropriate time.

FEDUSA would agree with the steps to equalize the petrol and diesel fuel levy, as this would lead to a more neutral effect. Regarding road congestion, FEDUSA is of the opinion that this should be dovetailed with public transport development. 

Road Accident Fund levy

It is proposed to increase the RAF levy by 17.5 cents/liter, from 46.5 c/l to 64.0 c/l from 1 April 2009. Government hoped that these adjustments and recent reforms to the legislation governing the RAF will strengthen the Fund’s financial position and effectiveness. The effectiveness of the RAF however does not only depend on the financial position, but also on the effectiveness of administration.

Tax-sharing arrangements with metropolitan municipalities

As part of continuing efforts to find a viable basket of tax instruments to replace the Regional Services Council (RSC) and Joint Services Board (JSB) levies that were abolished several years ago, it is proposed that from 2009/10, 23 per cent of the revenues from the general fuel levy be earmarked for metropolitan (Category A) municipalities. Distribution of this revenue among various

Metropolitan municipalities, to be phased in over four years, will eventually be based on fuel sales in each metro. Consideration will be given to ensuring that municipalities use such funds to boost budgets for roads and transportation infrastructure. This will place an extra burden on municipalities. Regarding the tax-sharing arrangement with municipalities and the lack of capacity in these lower tier bodies FEDUSA is not sure whether they would be in a position to use the funds effectively for the purpose of road building in their areas of jurisdiction.

Currently the lower oil price plays an important role in bringing down our inflation rate. Recently, the petrol price was increased again because of the oil price and the exchange rate. The increase in the general fuel levy and the RAF levy will increase the price of petrol and will have implications throughout the economy. From the consumer’s point of view, this will probably neutralize the effect of the personal income tax relief. 

Expenditure measures

Given the little support that tax measures will provide to stimulate the economy, expenditure policy will play the major role. Unemployment, poverty and a lack of employment-creating growth remain South Africa’s most serious socio-economic problems despite some inroads that have been made during the last couple of years. The severe downturn in economies worldwide now adds another dimension to these problems. In practice this means that our medium term framework will have to be temporarily adjusted to deal with this crisis. The short-term goals should be to ensure that the current safety net is enough to deal with the large poverty-stricken section of our population as well as to increase demand and employment opportunities through well-targeted infra-structural expenditure. 

FEDUSA want to commend Government on these bold steps to increase demand, infra-structural investment to underpin private sector investment and setting the environment for an increase in employment opportunities. We are of the opinion that this will go a long way to lift our economic growth rate to a higher sustainable level.

The current multi-year budget framework already provides for a large safety net for the poorer section of the population. It is estimated that consolidated expenditure on social protection will amount to not less than R118.1 billion in 2009/10, which is 4.8 per cent of GDP. In this year’s Budget alone, a further R13.2 billion is added to the social grants program. Old age, disability and care dependency grants will rise to R1010.00, foster care to grant to R680.00 and child support to R240.00. The current economic crisis would probably heart the most vulnerable in our society the most, and FEDUSA fully support these measures, as it would provide the poor with a safety net.

Education remains the key in empowering people to find a job and to reduce poverty. FEDUSA is of opinion that the large education expenditure and the additional spending in this year’s Budget will over time contribute to human capita development and employment creation. FEDUSA noted with satisfaction that education expenditure has increased with 14 per cent over the past three years and that it will continue to increase by 10 per cent over the next three years.

FEDUSA is also of the opinion that in the current circumstances more direct measures to provide job opportunities are necessary and is delighted that a five-year expansion of the public work program is planned for the next five years and that this program will add some 400 000 full-year equivalent job opportunities.

FEDUSA fully agrees with the Minister when he stressed in his Budget Speech that it is really not the amounts that are allocated to different spending areas that counts, but rather that this will actually materialize in better service delivery. This implies that the effectiveness of government expenditure will have to be improved. With this in mind the Minister announced that a Unit for the Evaluation of National Education will be established and also that an office will be established to oversee health care. 

In another positive development, the Minister in no uncertain terms stated that in order to fulfill its tasks properly, institutions such as the IDC, Development Bank of Africa and the Land Bank would be properly funded. FEDUSA fully supports the Minister in this.

Consolidated government expenditure averages 33.2 per cent of GDP across the next three years. This allows for additional spending of R161 billion at the main budget level. Including inflation adjustments and R50 billion of the Eskom loan, new allocations to the main budget are R60.5 billion in 2009/10, R47.8 billion in 2010/11 and R52.4 billion in 2011/12. Expenditure will increase by a relatively high level of 5.1.per cent in real terms over the next three years and will give a boost to total demand in the economy.  FEDUSA is of the opinion that this large real growth will play a major role to increase our growth rate. depending on how it will actually be spend.

The following priority areas are mentioned:

The 2009 Budget therefore targets spending on frontline services, especially as they relate to government’s key priorities. 

· Enhancing the quality of education and skills development.
· Improving the provision of health care, with particular emphasis on reducing    infant, child and maternal mortality rates, and broadening prevention and treatment programmes tackling HIV and Aids and tuberculosis (TB).
· Investing in the criminal justice sector to reduce crime levels and

enhance public safety.
· Expanding investment in the built environment to improve public transport and meet universal access targets in electricity, water, sanitation and housing.

· Decreasing rural poverty by taking steps to raise rural incomes and

improve livelihoods by enhancing access to land and providing

support for emerging farmers.

FEDUSA agrees that these are important areas and that it would favourably affect our growth potential. FEDUSA fully agrees with the Minister when he stressed in his Budget Speech that it is really not the amounts that are allocated to different spending areas that counts, but rather that this will actually materialize in better service delivery. This implies that the effectiveness of government expenditure will have to be improved. With this in mind the Minister announced that a Unit for the Evaluation of National Education will be established and also that an office will be established to oversee health care. 

In another positive development, the Minister in no uncertain terms stated that in order to fulfill its tasks properly, institutions such as the IDC, Development Bank of Africa and the Land Bank would be properly funded. FEDUSA fully supports the Minister in this.

Budget balance

The lower than expected revenue coupled with higher expenditure will result in a larger budget deficit that was anticipated in October 2008’s MTBPS. Given the relatively low debt burden (debt/GDP ratio) FEDUSA feels that a budget deficit of this order is defendable under current economic conditions. 

Public insurance against extreme recessions

In 1937 Gottfried Haberler, a well-known business cycle expert in his time wrote that:” I do not say that the business cycle is dead. I do say that deep and long depressions are a thing of the past.”  Now, more than 70 years later he is again proved wrong by the sharp downturn in almost all countries of the world which started with the greed of a few large American banks. With all the economic knowledge to our disposal, the business cycle is well and alive. 

An interesting proposal that is currently brainstormed by the IMF is that governments could offer insurance against extreme recessions. An example is mentioned that governments could offer a contract with payments contingent on GDP growth falling below some threshold level, and banks may condition loan approvals on firms having purchased such insurance. This in principle works a bit like the flood insurance many mortgage holders are required to take out.

Probably South African example of maintaining discipline in the banking sector by prudent financial regulation and applying the well-known banking criteria of solvability, liquidity and profitability is a more practical solution.

Poverty reduction and the budget

When he delivered his Budget Speech on Wednesday, Finance Minister Trevor Manuel said that the Budget had been guided by five “enduring principles”, the first of which was “protecting the poor”.

Manuel undertook to protect the poor by increasing the value of various social grants, and added R4 billion to the school nutrition programme. Many commentators embraced this as evidence of a “pro-poor Budget”. In fact, in order for the Budget to have been genuinely “pro-poor” it should have paid far more attention to creating opportunity.

Even so, FEDUSA welcome the increased expenditure on social spending, because we believe that poverty should be alleviated through an appropriate social safety net of state grants. But we believe it is increasingly necessary to link welfare payments to personal responsibility. Indeed, recipients of certain categories of grants should be required to demonstrate that they are using them responsibly.

Ideally, social grants should extend opportunities for their recipients. FEDUSA contends that recipients of child grants must demonstrate that the grants are being used for the welfare of the child. A parent or guardian who receives such a grant must be required to demonstrate that the child has regular health check-ups and attends school regularly.

In a caring society, the government protects the poor with an appropriate buffer of benefits. That offers some relief against acute poverty but is insufficient to eradicate or even substantially alleviate poverty. The government must go further: It must empower the poor by creating opportunities on ways of bringing unskilled, poorly-educated South Africans into the mainstream economy. Without a skills training component to the expanded public works programme, for example, the government will continue to focus its efforts simply on alleviating poverty rather than enabling people to enter the formal economy. After many years of shedding employment in the formal sector, the public works programmes started to generate jobs, but many are of poor quality.  Employment declined between 2001 and 2002, thereafter rising between 2002 and 2003; stabilising between 2003 and 2005; and a period of constant growth between 2003 and 2006. Despite the growth between 2003 and 2006, there has been a slow down in the rate of new jobs created if one compares the year to March 2003 and March 2007. The pace of job growth slowed somewhat between 

March 2006 and March 2007 compared to the period March 2003. Now in 2009 job shedding due to the economic situation is prevalent. 

The budget has an important contribution to make in the fight against poverty and unemployment. The expanded public works programme and 

the public services are crucial for both short term and stable long term 

employment. By stimulating private sector activity the budget can also catalyse employment in the private sector. All of these are dependent on whether labour is absorbed in large numbers for example in the large scale infrastructure programmes. However we note that South Africa lacks an employment creation framework and the budget does not have job impact as one of the indicators of outcomes of public expenditure, even for the public works programmes. 
Service Delivery and Decent Work in the Public Service

FEDUSA believes that all the funds that have been allocated in the 2009 Budget for service delivery will only be effective if it is utilized in such a way that it provides decent work for public servants. It is fundamental that Government fills all current vacancies in the public service so as to relieve the overburdened workload presently. Decent work in the public service can only exist if working conditions are conducive to fair labour practices and remuneration is market related. All South Africans have the right in terms of the Constitution to receive appropriate service delivery in the form of good quality education, and affordable and higher standard of health care and live in a society where the criminal justice system works to protect all our citizens and deals effectively with perpetrators.  

Conclusion
It would seem as if the South Africa is using the correct response to deal with the current serious downturn in our economy. This is, applying temporary stimulating monetary and fiscal policy in time but ensuring that these measures are reversible when circumstances allow it. The fact that the focus of fiscal policy is on the medium to long term, also contributes to mitigating the effects of the crisis. Further positive aspect is that we have got a sound and well regulated financial sector and an important requirement for avoiding an economic crisis. 
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