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Within the context of the economic consideration of nationalisation as
proposed by the ANC through its documents VIZ. Freedom Charter and
Constitutional Guidelines; it becomes important to analyse and comment
on the commonly known.source of Government revenue: Taxation.

1. POLITICAL INTEREST AND ECONCMIC REFORIM:

Effective stabilization and structural adjustment programs require
polifical support. This is especially true of public finance policies,
because they generally affect the distribution of income. Four main
2s aspects of the political process that can be highlighted are as
follows:-

(a) Interest Grouos:

Economic policies are heavily influenced by the balance of power
among competing interest groups, especially business, labour and agri-
culture. Reforms are unlikely to succeed without the backing of some of
these groups., For example, the supoort of business groups - and the
confidence that feforms will be sustained - is vital for a successful
re-allocation of resources. Labour unrest over wage restraint. for
instance, can undo reforms, as has been demonstrated in Argentina,

Egypt and Jamaica to mention a few.

(b) Type of regime:

Authoritarian regimes have not always been better at imposing
economic austerity than democracies - Strong democracies have a
tradition of consultation with business and labour; this facilitates
acceptance of economic programs. In contrast where policy making is
conducted by technocrats behind closed doors, reform may succeed in
the short-term but may be difficult to sustain. Strong authoritarian
governments characterized by continuity in leadership, insultation from
societal measures, work established and integrated interest groups,
and the power to enforce decisions - tend to be relatively successful
in imposing the short-term costs of economic reform.

Weak authoritarian government, which maintain political authority through
personalistic patron-client relations, tend to be bad at economic
reform. Seve-al of the small, ehhnically fragmented, fall into this
category (e.g. Bantustants).

(¢) Political Cycles:

The time horizon of a government may influence its decisions.
This will differ according to whether countries have a stable electoral
system. In a stable system the period before elections is characteri-
zed by expansionary policies,. the period thereafter by regrenchment
Authoritarian tend to follow the opuosite path. Typically the
military seizes power in the midst of a crisis and attempts to restore
order and nationalize the economic system.

(a) The bureaucracy:

The governments' administrative capacity is crucial to its ability
to organise and carry out a program of economic reform. The bureaucracy
may form an influentizl interest group that may oppose stablization and
structural reform.
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Hence, this paper in its analysis maintains that as point of departure
on its subject of Taxation recognises that political factgrs are
important in developing 2 program of economic reform. Opts for policles
that will prove more successful if ‘they respond to political reality
and thus are sustoinable in the LGNG-T%RM.

A pragmatic @pprosch to public policy, can draw.on)the strengths of
both the nublic interest ond private interest -viswad bys(The mixed
economy concept .reassures

" Considering both the benefits and costs of government involvement.

Asking which groups in society are likely to receive the benefits
snd which to bear the costs.

. Recognizing the institutional and political constraints that are
likely to be encountered in implementing a particular policy (e.g.
Tax uwolicies).

2. REFORIING TAX SYSTES:

South Africa is reuvorted to be facing a process of zttempting to
reduce the fiscal deficits; which by economic theory and practice would
‘mean some combination of lower public spending and higher public
revenue. Indeed may be the mouth-full gum exercise of privatisation
which is intensively undertaken on the public sector.

We are all aware that ultimately public spending (e.g. health, education)
is limited by the ability of the public sector to transfer resources
from the private sector through taxes or to issue public debt secured
by taxes or charges on future economic activities. Other sources. of
finance cre either temporary or corrosive, as in the case of money
creation in encess of real economic growth, are of minor importance, as
is income from public property licences and fines and other non tax

revenues. (See Figure 2).

Therefore, focus is on taxes and user charges (or public prices) as the
primary mecns of financing public spending.

2.1. Criterion of choice Yaxes and Uses charges:

2:1.0. Charges should be used wherever a publicly produced good or
service, con be sold and should reflect some measpure of the cost- preferab=-
ly the inercmentzl cost - of production: We should work out away from
whereby uses charges suggest having ‘thelr venefits understated and

their costs exaggerated.

The main advanteges of User charpges:

Efficiency -unlike taxes, most user charges do not involve a trade-off
between roveuue aud efficiency. Setting rices correctly generates
revenue wiiile ensuring an efficient allocations of resources.

Equity - By chaorging marginal cosi prices to most users while targeting
limited subsidies to poor consume. s, it is uossible to improve efficiency
and relieve voverty ot the some time.

Revenue -~ the public revenue cspecl ¢f user charges is not readily
apperent in Stendard fiscal stetistics because revenue is not transferred
to the coentrul budget directly.
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2.1.b. fax financing should be reserved for-cases where user chorges
are not appropriste: to pay for public goods whose costs or benefits
cannot be assigned to individusls, to compensate for merket failures
(such as externalities) or to achieve 2 distritutional goal (such as
allevisting poverty).

2,2. TAX PATTERNS:

2.2.1. Tax levels:

Globally speaking; on average, taxes laise risen slightly as a proportion
of GDP since 1975 in all broad country groups. (See Fig. 4.2). However,
this disguises wide vériation from country to country. The Tax-GDP
ratios for Botswana, Italy and Yemen Arab Republic grew faster than the
average of théir groups, while the rotios for Sri Lanka, Venezuela and
Zimbabwe fluctuated sharply from year to year and those of Brazil,

Canada and Turkey were lower in 1985 than 1975.

Observations are that Tax-GDP ratios appeor to rise with per capita
income, bust as & paertial erplanation. It is therefore, of interest in
this presentation to know the significance of this aspect as regords SA
OW.

2.2.2. TAX COMFOSITICN

Tax revenue is usually considered under two headings: direct taxes on
individuals and firms; and indirect (commodity) taxes on goods and
services.

Direct taxes include taxes on personal snd company income as well as other
direct taxes, consisting mainlly of social security contributions, pay-
roll texes, and taxes on property and wealth. Indirect or commodity taxes
include dempestic taxes, such as broadly based taxes on turnover, value
added; and sales; as well as extlises on specific goods; and taxes on
intérnational trade. namely import duties. export taxes,; and cesses.

In industrial countries income and other direct taxes account for 69% of
total tax revenue. The weight placed on ersonal income (27%) social
security tsxes (31%)*in industrial countriesis feasible because the
neceg;gry administrative apvaratus erists. TINorway 9% to Australia high
of 5 . '

Personal taxes are nard to collect in predominantly rurel, sgricultural
economies, vwherc people are widely dispersed, Taxes on company income
including taxes levied on the profits of commodity exporting firms, espe-
cially mining and agricultural estzte operations - present fewer adminis-
trative difficulthes (Will this hold true in new South Africa with the
conglemerates in finance flight to so-czlled off short operations).

Revenue shares of genersl cowmoditly tex:g are usually VATs in Latin
America: in Africs, Asia, and the Middle East they are usually taxes on
turn over. Ip industrial countries are typically retail sales or
comprehensive VATs). Reliance on import taxes also varies by region.
Excise applies to 2 few goods in Africa. (%hat is the position
experience by the large poor S.African population),

-'ottrfl,;a.
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Obijectives and constirsints in Tax Relform.

Covernments zttemot to usze tzx systens to achieve many goals, raising
revenue is only one ci them. To faocilit:ie compliance ond collection,
however, & tax xystem must ve odministrztively feasible. For the same
reason, but alsc 2s zn end in itself it must spread its burden
EQUITABLY. To avoid miszlloc-ting resocurces, it must not uoset patterns
of production, trade, consumrtion, saving snd investment. All these
aims can rarely be sztisfied simultaneously, so TAX REFCRIM is A MATTER
OF TRADECFFS.

POLICY FROFO3SALS:

On the revenue-raising side of the public account, reforms should
achieve.

(i) more revenues te rzised for socially and economically
desirable cvrogrsnos.

(ii)  the structure of incentives for the development of industry,
commerce, and agriculture be improved but with a firm and cauticus
manner.

(iii) the structure of tzxes and prices be more eqguitable and facilitste
vroverty sllevistion and

(iv) internsl balsnce and stability bLe imnroved, On: .. the excenditure
side of the zccount, they should schieve reforms. Such that

(v) exgenditures would be better applied to improving the
health and education of the labour force, provision ofinfrastructus
ture services =nd public services in generzl.

The principal scurce of tax revenue in Africa has historic 1lly been
taxes on trade, In the 1860s' =znd 1970s' this source accounted for
about 45% to 50% of +totzl revenue, though it declined slightly in the
1S80's.

TABLE: TAX REVENUE & STRUCTURE, 1966 - 1982

1355 1670 1974 1978 1982
Tax revenue (% of GIZP) 11.6 14,2 15.6 16.3 16.1
Tax Structure (% of
ta:r revenue)
TE.  on income 25--1 1 26 'I_g 29 . ? 29 - 9 29 . 5
Tases/Domestic
Comocdities 25.0 24,0 24.5 24.2 27.9
Tages on internsticnzl
tr:de 49,9 48.5 45.8 45.9 42,6

Source: Shalizi znd Sguire, based on Government F
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FINANCIAL STATISTICS, IMF/IBRD, vorious issues. Note that these figure:
are based on arifthmatic averages. These figures neglect the financial
transfers from the surpluses of the export marketing boards: il they
are counted as an indirect form of tax, tax:s on trade probably would
amount to over 50¥# of tex revenue.

In certzin parts of the world, tr:de taxes arises because such trxes
are relatively easy to administer. Other taxes, require more e:riesnsive
and costly systems of administration, and are more prone to losses
through evasion, to bribery and corruption. However, there is = shift
avay from taxes on trade towvard a grester reliance on taxes on income
and commodities.

The above analysis and reference is puraly to highlight what
obtains in the future trading pertners, patricdlarly taking into
consideration the portitioning of world trade in the year 1992.

Lessons that can be drzvm from the heavy dependence of the public
revenue in Africa and low income developing countries on tazxes on trade
reflects administrative and political convenience. It does not imply
that such a dependence is in escagable or even desirable, and indeed
there is much empirical analysis which shows that it is improverishing
and urgently needs to be addressed. Specifically, consider the cuestio
whrt these countries would gain socially and economically by reducing

-

their reliance on trade taxes? There are 3 advantages:

1. Non-trade taxes tend to be more stalle and less prone to
amplifying the economic shocks of changes in trading conditions ti:
are trade tzixes.

2. Trade tuxes ere more dameging to the growth of agriculture,
industry snd commerce, i.e. t@ey have greator economic costs.

((i Low-rétorns-on—esT i tal anihte—tahour.
(£i1

3 Gradually moving away from trode taxes is that other toizes, both
on com.cdities and income, can be Hesigned to be socially more
equitable. Elements of progressivity can be introduced in
income taxes, luxury goods taxed, and basic needs goods, whoen and
if necessary, subsidized... in e:ch ccse with more uredictalble and
favoursble effects on &ncome distribution and poverty alleviation.

Effect especially on poverty allevistion for example is thzt the most
effective way of raising incomes and reducing malnutrition is to raise
outputs, labour demand, labour productivity and thus resl waoges in agri
culture industry and commerce. This can be done through providing a
proner system of incentives for investment in these activities.... the
importance of tax reforms.

COMMODITY TAXATION: Commodity texes tzke many forms but two of them

easin outweight the others in terms of revenue generated, namelyw
excise taxes and general sales taxes.

veeas/B
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TAI. E: TAXES ON CCMMODITIES
(PBRCENT OF TOTAL REVENUE)

1966 1970 122& 1978 1582
Tax:s on commodities 24,1 256.6 28.7 28.1 35.2
of ~nhich:
Bro 4 brsed taxes 9.4 10.9 15.9 12.6 17.3
Excises 9.8 12.4 12.4 1%.9 17.5
Ot!':':“ i}-g 3.3 2i£|' 1-6 Chg

Sousce: Shalizi and Squire, based on Government Financial
tatistics IMF/IERD

iaf

The :eble distinguishes betwee.: toxes (encise tuxus) levied on & fe
tar ected commodities, snd taxes thot sre more broadly based, such asz

5
gen:ral sales and volue added tuxes.

Commodity toxes are widely zpgreed to be a more desiroule way of raising
revenuers than taxes on trade becouse they de not sdversely efiect the
efficiency of uroduction. With these taxes, ' 11l domestically consumed
goods, vhether imjrorted or groduced localiys are tcied at a common rate.
Oth:> goods are tex free. Commodity tzxes are prefered because they do
not "cascade" through the urecduction process and enatile producers to
choose among factors bosed on their relative cost udvongagesi compared to
both tariffs on imports, they do net drew cavital and nanagerial
rescurces away from sgriculture) and from more employment intensive local
industry and oommnerce! compared to e:port faxes, they do not recduce the
incontives to produce for e:xport.

TAX . AE-DISTRILUTICON AkD BEALITY:

Tasw bion in its own righ®t {ends toc be o technical subject cuncerned
esscintizlly with cuestions of clessific.ti n and consistency, and with
agssczsing the direct revenue im;licutions of particulsr tox proposals,
or the extent to which o particulsr subsidy or relief real.y helps
thosze whom it is meant to help.

We ¢re seeking falrness in our tux =zystem. To discuss cerii in
gonuiraints which equalitarian t.x legislation cznnot ignore, and to
make proposals for altering the balance of the 3A tax system.

Let 15 consider a much used objection to equelitarian tax policies, name-
ly i:at some people re much more productive than others and cccordingly
eitl.er ought to, or inevitably will, receive 2 much greater oot taxa
regard for their productive contribution. Somebody may well think thot
the conomic contribution of especially productive people will be

reduced if taxes on earned income are high, while at the same time
believing it is enti-social and morally wrong for them to resvond that
way.

Thus the egualiterian minded morzl rhilosorher will emphasize the
par: iox involved, the arguement that the exercise of & superior innate
talets deserves an exceptional high rewerd. vhat merit is there in
doir: what comes naturally. <hy in moral terms, shou.d one person
enjcr 10 times a2s high a stand:rd of living as snother who is wutting
in tie same amount of effort merely because h® (the former) is more
naturilly gifted? OR should we not aim wyith larx to cross tie narrow
horion of bourgeois rights in its entirely and inscribe on ‘our
ban:ors - from each according to his 2bility, to each zccording to
hi® needs?

ll'ltllvuf?
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What about a great leap forward for South Africa.?

DC THE POOR SINCERELY WANT TO B WEALTHY

Another question is whether there is any me=niuagful sense in which

wezlth can be transferred to the pfocr. It is one thing to give the

poor some shzres in a company but cuite snother to ma2ke them nold the
sheres. In short the zoor do not want to be wezlihy in the proger

sense of that term; wsht they do ant is higher living standards. any
susbstantial improvement in the living staznd rds of the poor can be
achieved by levying higher t:oxes on the ezrnings of akl =eople -7ith
salaries of more than say Rx per annum i.e. Thess should be fixed on their
excess consumption not on their savings.

de Bhould balance the tax system to discourzge extruvagant consumption
and encourage - or at any r:te not discour:ge - zaving :nd rizk taking.

FISCAL FOG:

In South Africa the majority of the population is underprivileged in
terms of literacy ,emong others: A democratiic 3A would certainly under-
take a2 tz: system th t is indiscriminate in terms of Ipcome Tax purposes.
The problem that we will face is .already.an ' eyesore even in some
developed countries: Complicsted tox liter-ture mzy be the siigle
outcome of 2 complicated tax system. But ther. is resson to supiose
that some scope exists for making tnx liter:ture more helpful to tax
payers. Litepature on tsxjtion however, suggests thst already :ZA

has devised a recommendable”butthe point ig” Thet it will be an e:xpensive
exércise and certainly that will benefit tz: advisers beczuse of the
mere understsnding of the tax litersture. We should adopt tne Swedish
method-highly recommended.

DOUSLE - TaY RELIEF:

(a) Definition of a resident in t.x considerstions varies from

country to country. It will therefore bresupzose thz=t our tax szecialists
defif é the concept for tzx purpose:z. The imrortangebeing that issues

for examples perfaining to double-tzx reliéf for individuals,

com.aniss, unilatersl relief(when there is no doutle tzxation treaty in
existence with the overse:s territory or ~here such tresty does not

deal with the particular type of income. Yo illustrzte this further

take -for example:

"Thus, the original double taxation treaty with the Union of South
Africa (g) did not contain rrovisions governing royelties arising in

SA; hence any SAfrican tax raysble in respect of Such a royalty was a
subject of unilateral relief in the UK except vhere such royalty fell to
be treated for the purposes of UK tax on srofits of z trade, when 1t came
within the zrovisions of Apticle .0 1IT (2) of the tre-ty zand relief was
due,

b. Teeaties

It is comnenly known that several foreign compunies and individuals

have invested in 3A. It therefore, also becemes crucial to te conver-
sant of tre:ties which the Governaent of Scuth 2frica entered as

regzrds taxes. For examgle the UK: JStatutory ~wles ond Orders znd
Statutory Investments 1962 Mo. 2352, Zate of Crder in Council:

October 24, 1962. Date effective in UK: =nril <, 1962.

-1
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THE ‘AX THCLICATIONS: TNCS

Our fragmented country we are: tqld is embarking on export orientated
industrialization, does this im ly |that during the veriodesfoil embargo,
sanctions, disinvestment, lack of foreign capitzl South Africa opted
for the import stbstution industrialization. If so who was bearing the
costs: We therefore missed ouf in terms of taking advant ge of lower
word prices where they occured. The country therefore, began to loose
out even on Tariffs denying our people anofjher source of revenue.
Export, concessions to prop Apartheid qof-Secondly the THUs' in the
country probably had the populzr trend TRCs' as seen around the world
with assurances of:

Eag hdequate tariff protection

b Exemption from payment of tsiies which snre not levied on certain
raw materials.

(c) Continued permission to remit dividends, royalty (Free of tax) and
interest and repay foreign loans, and in the event of the venture
terming, permission to repatrizte capital and reserves.

(d) Permission be granted to emplony foreign technicians with the

continued.

Provision of ‘the TAX HOLIDAY.

Thirdly, zgzin many concessions including tax in the border industries

of the so called homelands. ith South Africa turning a new lesf these
issues need to be looked at, the BARGAINING STRENGTHS AND WEAKNESSES.

Tax scecialists know that, it is generally accepted principle in
internsational agreements that the country in which the income arises

has the prior right of levying tax, but each nation reserves to itself
the right to impose tax on the income enjg?ed by those persons regarded
as phvsically or ‘technically resident wi 1in its territory. In conse-
quence the problem of producing an international blue print had become
more officially, but the model convention recommended by the Crganisation
for Economic Co-operation and Develcpment and the Fisczl Commission of the
Social and Zconomic Council of the United Nztions were used for example by
the UX in negotiations.

For the ANC it must be of great importance to really know -hat operates
now. “hether these agreements benefited or still would be beneficjal
ne..d to be reformed a mammoth though an attainable task in 'the "long ‘rungy

This paeper does not intended participating in the techniczlities of
compuiations such as "deductions not allowed", meaning of "whole time
service director” mineral rights duty and royalties welfare levy',
chargeable occounting period™ etci all the same tax practioners or
consultants in the spirit of reconcilistion, trust and good faith in
the reconstruction of a new democratic South Africa will have to think
of how best to share their. ewmerience and soluticns to difficulties in
the complexity of taxation,&computation measures.

NATIONAL AUDIT CORFORATION: Adcded to the question of computation, it is
@ strong opinion of this presentation, that though SA is endowved with

severs]l cheriterea Accountants of tremendous experience heading corcorations
some a5 public accountants (unfortunntely egain the majority of the

people in this category are poorly revresented) as tax consultents and

so forth - we need to have a vast broad-based Netional Audito Corporation
to szieguard among other things - proper taxes spe® collected. ...

ceees/9.
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Whereby the goWwernment interest is certainly taken care of. Hence,
there is a need for an undertaking to train more Blacks in Tax
Assesszment ete. The detesils of this undertaking is subject to an
open, frank and honest discussion broadly with all interest groups.

(i) Imoort Tariff Reforus
e

Focus sholdd on how, in the mediume-term and beyond, tariffs can be
used as protective measures to encourage a relatively efficient
industrial development in the country. &as teriffs (i) bring in revenue
to governments as for example under an imgsort control system

scarcity margins on imports are captured by traders or direct importes

(ii) Frovide a protective margin whilst not insultating domestic
producers entirely from price movements on the world market.

Tax_revenue consider#tions.

In prictice there will always be some tariff e:iemption for goods that
all into special categories, but from a revenue and incentive point
of view there should be minim.zed. It is clear that donorssupport
programmes may insist that particular goods are tax exempt and this
particularly valid for items imported as emergency relief or as gifts.
There should be a single iniform rate - for administretive purgoses
and also the advantage that its effect on the incentive to nproduce is
neutral as between activites. In this cornection it is useful to
work with the concept of the Effec¢tive Rate of Frotection (iiRP)

which meassures the extent to which value-sdued in an activity is
increased by protection in &f. with vhat it would be with a free trade
or zero tariff policy.

A major objective of a tariff reforms should be to ensure that the ran-
ge of ERF s gencréted by the new tariff structure is in line with
government objectives in terms of encouraging priority activities
particularly dynemic industries.

Ecuity considerations andTariff Policy.

On equity grounds there will be some categoriern nf iwgorts which the
government is likely to wish to tax significantly more highly than
the average, because they are conswnred by high-income groups. E.g.
for these there could be a relatively high additional rate, which
would be on top of thebasic flat rate. ie. basic rate plus a
premium rate for luxaries.

Tariffs and longrun protection.

The system proposed here involve indentifying activities which should
receive special encouragement from the teriff system:

- dynamic or "infant" industries with & potentisl for long run
efficiency provident new investment or rehabilitetion is undertaken;

- inefficient industries with little dynzmic potential but vhich
government ¥#ishes to support because of their employment effects.

eees/10,
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The important general point is that 2ny industry wvishing specital trriff
protection must make a ciise to the govermnent, aond that the proteciion
granted should be reviewed periodically tov assess. the progress of
change and restructing in protected :ctivities.

INVESTMENT INCENTIVES:

The ANC would have to undertake o careful tsx system that would relate
td profits tax dividends exemptions for new invesment existing
producers not able to undertake new investment: A tax system that
will not be a disincetive. A policy which will rationalise the system
of exemptions. that will have a beneficial effect in terms public
revenue, Rationalization of tex exemption.

The casse for annual revaluation of company assets. so that depreciction
allowance can approximate more closely the economic use of assets is
clear. For existing companies current depreciation figures based on
historical asset valuation are likely to have little economic meaning.

In the event tax holidays are a practice currently in the country
limitation of years in necessary. this is not only important on revenue
grounds to finance profit tax (if low) but also to avuid encouraging
investment by foreign forms. who can recover their capital over the
initial tax holiday period. and which is not "footloose". It would be
defined as a percentage of the original cu_itsl investment over a
maximum period.

The view here is that a permanent Tariff Commicsion be established
within the Ministry of Finance or Trade to deal with requests for this
type of special protection. This commission could request informution
froa enterprises and their sponsoring Ministries for example relsting,
to

- costs of nroduction
- size of expected market
- productivity proformance over time and gains from
rehablilitation
- technical capability
- prices of cospeting imgorts
- employment eflects
Those to be protected for em;loyment reasons. plans will hsve to
include a2 wasic run doun of sroductlion: ond diversification into further
areas.

Lxport wronotion and tariff oolicy

A tariff system is envisaged that does not penalize the ex.ort seccior.
Zxporters sell at world prices so thzt unlecs sowme form of export
subsidy scheme is in operatiorn. they connol receive positive ERE.
However, if imported inputs used Ly e:xgporters are taxed they will 'ave
to experters sre toxed tuey will howve to o negotive ERy.  Since
vililst their output is sold »t world prices their inputs will be

incre sed above world levies by the roate of tariff.

But. the ANC should e concerned a.nulk transfer oricing esneciallv
within multinationals.

«ees 11,



ILLUSTRATICN OF NOLINAL FROTECTI. I AL YHE EFFECTIVE RATE

NOIINAL Ii+-CRT TARIFFS EFFECTIVE RATE OF
FROTECTION %

Casze I
Standard Frotection ¢; uniform teriff on ERP=0.20-0.50(.20)
ougput i. and 505
input 3 (2 ~0.5)
= 20%
Case II
Snecial protection 4055 tariff on suiput ERP =,40-0.5 (0.20)
for favoured i and 205 tarifif on 1 - 0.5
industries input 3 ‘ .
= 60%

(This higher :RF will crecte an incentive for resources to move into
these specially favoured activities).

Case III

Speciel protection 505% teriff on output ERF = 100%
with Tariff free 4+ zoro tariff

inputs on. inout J

TECHNICAL A*rENDIX - EFXL.CT CF
CHANGES IN TAX TNCENTIV=S
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Technical Appendix - Effect of Changes in Tax Incentiwves

The possible impact of the changes in incentives discussed
in the text can be illustrated with a simple numerical example.
Table 1- sets out data on a new investment project with a cost of
US%$1.5 million (at the official exchange rate), and a pre-tax
profit of US$0.65 million in a normal year of operations. The
project has a 15 year life, with production starting in the year
after the investment expenditure has been made. For simplicity
assets are depreciated over 15 years and all profits after
depreciation are distributed as dividends. Revenue and all costs
are constant over the life of the project.

Table 2 shows taxes and net project income over time under
different tax-incentive packages, whilst table 3 summarises the
different cases and the total taxes collected. Case 1
illustrates a situation with no special tax concessions. Profits
and Dividend Taxes are at their current basic rates of 50% and
45% respectively, and there is no special depreciation allowance.
The project has an IRR of 17% post-tax and US$7.06 million are
collected in tax revenue. Case 2 introduces a 5 year tax
holiday during which no Profits Tax is paid, and where Dividends
Tax is 50% of the basic rate - that is 22.5%. During the first
five years (1-5) there is a double depreciation allowance. Here
the project IRR rises to 36% and total taxes collected fall to
U5%5.33 million.

Case 2 can be taken to be a fairly representative situation
under the existing incentives. Case 3 illustrates the most
favourable incentives possible for a new investment under the

existing legislation since the tax holiday period and the lower

GE



rate of Dividends Tax extend to 10 years. 1In addition there is
again a double depreciation allowance for 5 years. Here the
project IRR rises to 40%, whilst taxes collected are around half
of those in case 1 without special incentives. Cases 4 and 5, on
the other hand, show the effect of the changes proposed in this
study. The basic rate of Profits Tax is 40% instead of 50%, and
the tax holiday and the period of lower Dividends Tax are reduced
to 2 years. There are no special depreciation allowances. The
only difference between cases 4 and 5 is that in the latter an
import tariff of 20% is imposed on the capital eguipment used by
the project which is assumed to be all imported. 1In these cases
the project IRR, whilst still above its initial 17% in case 1, is
now 28% and 24% respectively.

In terms of the total taxes collected in cases 4 and 5, it
is important to note that these are not dramatically higher than
case 2 - our representative case under the existing incentives.
In comparison with case 2 there is a percentage increase of less
than 4% for case 4 and of around 6% for case 5. However the time
profile of the taxes is different in these two latter cases as
compared with case 2. This is due to the lower exemptions which
bring in tax revenue in the early years of- the project's life,
combined with the lower basic rate of Profits Tax which
generates less tax revenue in the longer-term. Tax revenue has
an opportunity cost to the government, so that revenue arising in
the future is not as valuable as revenue in the present. The
technique of discounting is used to allow for this, and for

illustrative purposes the flow of tax revenue from the different
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cases is discounted at 8% to give the discounted present value of
tax revenue. It is significant that now the tax revenue
generated in cases 4 and 5, is 21% and 27% respectively above
that in case 2. A relatively small adjustment in total taxes
collected has thus created a much more favourable impact on the
time profile of government revenue., It is this more favourable
pattern of tax revenue over time, which the changes recommended

here are designed to create.
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Table 1 Hypothetical Project

Investment Cost
Capitald!

Buildings

Sales Re1.|'¢=:nu4=.-h*:l

Opetrating Costs
Raw Materials
Labour
Depreciation®)

Profits pre-tax

Notes: a) All imported

b) In normal year of operations

c) Over 15 years.

71

US$ mill.
0.75
0.75

1.50
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Table 3 Tax Incentive Packsge and Total Taxes Collected

Profits Tax
Dividends Tax

Tax Holidays

Import Tariffs
on Capital
Equipment

Depreciation
Allowance

Total Taxes
collected
(US$ mill)

Discounted
value of Taxes

collected (at BX)

(Us$ mill.)

Project IRR (%)

Casza 1
50%
45%

Normal over
15 years

7.06

4,03

Case 2
10} 4

45%

S yemars for
Profits Tax
and Dividends
Tax at 22.5%
for 5 years

None

Double
Depreciation
allowance for
S years (1-5)
then normal
rate

5.13

36

T4

Casa 3
50%

45%

10 years for
Profits Tax
and Dividends
Tax at 22.5%
for 10 years

None

Double
Depreciation

allowance for
5 years (1-5)

then normal
rate

3.M

1.76

40

Cass 4
40%
45%
2 years for
Profits Tax
and Dividends
Tax at 22.5%

for 2 years

Nona

Normal over
15 years

5.52

J.21

28

Casa 5

40%

45%
2 years for
Profits Tax
and Dividends
Tax at-22,5%
for 2 years

20%

MNormal over
15 yoars

5.67

3.6

24



The incentive package in cases 4 and 5 clearly reduces the
project IRR below that in case 2. However this is only a problem
if the IRR after tax is insufficient to justify the investment sco
that firms will not choose to invest under these rates of tax and
projected profits. Provided the project IRR is above the minimum
necessary to stimulate investment, the fact that it is less than
could be obtained under an alternative incentive package should
not be an issue.

The labour subsidy tax credit referred to in the text can be
illustrated with the same project example. It is assumed that on
average workers are paid twice the minimum wage, so that labour
costs at the minimum wage are US$0.125 million. The value per
worker for calculating the credit is taken to be 300% of the
minimum wage. Therefore the total tax credit that is deductable
from Profits Tax liability is US$0.375 million.

In a normal year of operations taxable profits are US$0.65
million, so that at a 40% rate of tax, Profits Tax is US$0.26
million. With a tax credit of US$0.375 million taxable profit
falls to US%0.275 million and Profits Tax collected falls to USS
0.11 million. However in this particularly case, where labour
costs are low relative to profits, this form of tax credit is not
a major incentive. With a Profits Tax holiday of 2 years, for
example, the firm will save a tax bill of US$0.26 million for two
years., However with this tax credit the saving will be US$0.15
million per year. However if the project were to employ twice
the number of workers at the same wage rate its credit under this
scheme would double, with a net saving of US$0.30 million per

year. If the tax credit is transferable between years this would

75
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be a more favourable incentive to the firm than a straight two
year tax holiday. The degree to which firms would gain from this
type of incentive thus depends on the extent to which labour is
an important element of costs of production, and the level at
which the incentive is set, determined by the ratio of the wvalue

per worker used to calculate the tax credit and the minimum wage.
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AGRICULIURAL TAXATION AND THE TIRINSZ CI" “RADE:

"If land or agricultural output cannot be effectively texed however,

then agricultural toxetion will inevitably be inefficient. and ever

if it is well designed it with reflect & conprise between equity and

efficiency. This charac eristic is evident in the view that justifies
turning the terms of trade a2gainst agriculture for the following

four (related) reasons:-

1. Aggregrte agricultural suw . ly is relsatively inelastic which
fact argues for relotively he vy taxes.

2. Investment #&n industry provides a higher rate of growth than
investment in agriculture and hence it is desirsble to
transfer the surplus from agriculture to industry.

3. Because the Chief beneficiaries of higher sgriculturel prices
are the larger formers a cose may be on grounds of rural equity
for lovier agriculturcl wrices.

&, Lover food prices would henefit low-income urban and rural
consuners.

The first two points are efficiency arguuents (static and dynamic),
whereas the last two a#re equity arguments all suggesting the
desirability of possibly quite hesvy agricultural taxation.
Froponents of lower agricultural to:es argue thati-

(i) individual crop production elasticitizes csn be quite high.,
ond even aggreg:te production elasticities may ve guite
high in the medium 1o long run cnce comp:lirentary investments
in irrigation. seed imurovement agricultural extention. and
rural infrastructure especiolly transport have been made.

(ii) That these complimentary investments have a high social
Late of return arguably higher than thet of many industrial
projects so the caze for transferring surpluses out of
agriculture is weakened.

(iii) The distributional impact of lower agricultural prices is not
necessarily beneficial Ubecouse of the rossible impact on
rural wages,

(iv) If rural wages fall. urban re2l wages may also fall. in which
case the fall in urban money wages would be even greater than
“the fall in food prices.

Finally rural stand rds of living sre on average systematically lover
than urban standards of living in almost in any counbries:. and licence

on equity grounds the case of agricultural tuzxution (z2nd the consequen-
tial simultaneous taxation of marginzl urban workers) is weak.

Tax reform analysis is well suited to the cnnlysis of small changes
in existing texes or government rogul ted urices. Hence some ol the
mezjor conflicts between eqguity snd efficiency from the hunted range
of tey instruments aviilzile for opricuitursl tuxsztion - sugpests
that it is imporisnt to examine these supposed limitations cirefully.
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LAND TAYES:

Agricultural land, which is in inelastic supply, is an obvious

condidate for taxation. It is often distributed in a highly #fnegual
ways, with the lorgest land owners o.ning a dizpruportionste fraction of
the total. Land taxes appear very cesirable from an eGuity point ol
viewsy noting that politicsl power oil'ten coincides with land owmership
and reinforces the process of ingquality., where ss absence taxes, land
reform, or revolution allows the process to cohtinue. However, land
taxes have dechimmed in some countries. This paper srgues for a

simple propertional tax on presumptive income (ie normal rent), perhaps
with an exemption for small lend holdings (though this may be undesirable
if it encourages evasion through the registration of land ownership, with
a variety of relatives). Progressive land tax. s, that depend on the
ovners' income and wealth introduce, considerzble complexity, freguently
provoke effective political opposition, cnd can be evaded by sub-
division. Hence simple taxes, which would recuire only & fectsi-

Area of progerty

Location of land
Classification

Name and person to vhom to send
Tax bill

Such information can be ebtuined through e.g. (landset) sstalite inmaging.
Sanh information is useful in that the fiscal codastre (official record
of location, size, ownerBhip, value) be less detailed and eccurzte than
the traditional legal cadostre uvsed to establish ovnership rights
Ovnerchip identification will be greatly focilitated if the land can

be seized should no owner come forward.

OCnce the fiscal cndstre is comilete thon o desr stotement of the tox
lov specifying

- who pgys the tax

- method of assessment of tco:r liability

- venelties for failure or delsy in wvayment which, to be
effective, must allow the %ta: autiorities to enforee 2z lien against
the property as 2 fimal resort.

= Tex officizls to collect the pax.

Main determinants of presumpt-. relncome rent will be:
1. the fertility of the land

ii. Availability of reliszble water

iii. Accessibility to the main market

Standard profit maximizing arguments: show thot land texes are easy o
anzlyze no matter which model is chosen.

VAT IN AGRICULTURE

Agriculture poses special nroblenms ‘for VAT (in most countries fairmers
sre not easy to handle as taxpayers. Few countries, however, formers
are assumed to be like any other treder wnd are delt with wholiy inside
the usual VAT legislztion e.g. Jenmark, New-Zealand, Sweden and the
United Kirgdom. VAT Legislatikon usvally iries to moke sure thatl loraers
do not make any VAT return snd do not hove to deal with t:x administra=
tion.
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A great geal of discussion by for example the EC (Common flat rate
for agritulture) treatment, other countries treatment, does take
place { DBelaw. ).

In the South African scenzrio & most farmers are privileged by
political power. In the effart .of ecuity, redistribution the
agricultural sector has to be seriocusly addressed.

As farming becomes more complex and capital intensive, so the value
of capital inputs oand bought in services rises. Modern Iarmers may
vurchase the services of specialists to plough, sow, Bpray, harvest,
and tepansport thedr crops. These ~re basicolly business services and
should be required to register os such, 2z a business.

If their sales are small, they will be exempt under the small business
exemptions, if above the exemntion limit, but below the limit
that allows special treatment, then either (1) the flat dnputs cion be
Zero rated.

Each system hos its drawbzcks. But both relieve fermers of compliesnce
costs.

Yarms with large turnovers or with the characteristies, of comuercial
undertskings should have to register os full VAT traders.

SUMHARY OF AGRICULTURE UNDER VAT FOR SELZCTED COULTRISS

1982 - 1986
REG. VAT QAL Tkl FURCH 2R
RATE ouTTuT CREDIT COnPENSA-
TICN
Europe
Austria 10.0 - a -
Belgium X 2.0 (woodd} = - 2.0
6.0 (food) 6.0
Denmark x Stendord - w0 -
France X 7.0 (foodd
10.0 (wine) x 3 3.5 (eggs,
poultry, nigs
Turnover Claimed from 2.9( ine, Fruits
I'Z00000 Govt. evin iF & vegeu-bles)
(U$53,809) opt. out 2.4 (other focd)
Italy X 2.0 Eaer@ala} As small
8.0 (poultry, business - 2.0
wine)
15.0 (milk, cottle)
8.0(other)
Hetherlands - 4.0 - - 4.5
Sweden x Standard Ao small X
Lraders
United K. = Standard but
more food iz ® -

zero rated



- 20 =

REG. VAT OPTTEAL mrur FURCHASER
RATI Qul: UT Vi T CREDIT Cilii. wbisdTTuH
New
Zeleand x Standard - e -
Fhillipes X Exenpt - fertilizer
and seeds
Zxempts -
Brazil - - - Principal inguts
exemnpt from tax -
Argentina - Eyxempt -  Princiial incuts ex- -
(uny raoce. wed) empt from tox
18.0 (. rureﬂ“cu) )
Out ccuntry hzs a custom unicn agreement wilh Lezothos Botswana .nd

Swaziland. As for this presentation.. is concerned it would mcle
little sensce ‘to remowve order controls for VaT if they remain for
excises. For purposes of tax hormonization, as far as VAT is concerrned
any customs union propowal should encure that

1. traders sre inconvenienced oo little ss sossible

e the clearing system plmces o5 little additional Dburden
as possible on the nationsal fiscsl sdministrations,

3. the clearing system 1l:s self financing.

i.e. It is easier for a domestic A exjorter to consider all his
production as cne, regardless of destinstion. ‘here it goes after
dispatch as far as VAT is concerned, is no concern at 211,

KING EXPATRIATE INCOMES

The conomic activities of foreigners in developing countirie: are
sensitive,both politically and eaonomlcﬂlly. Tanatlon nf the income of
foreignerf can imfluence both the ITlo OF o . .

0Nt o country receives from the Lresence of Iore1gn faatur;
produatinn. Unless a country prohitits any economies activity by
foreigners (and virtually no country in the world does this,)  itgsystem
of taxation must come to grips with the major issues effecting foreign
incones.

In all cases, the issues involve both the guestion of how much income is
to accrue to government from a given level ol domestic economlic weiivity
and how foreign exchange earnings of the country will beused.

Since consideration of objectives other than tax liability will inZluence
the decision of foreigners to repatrincte etriings, tax progozals st be
examined in the light of other issues, spch as the exchange rata, circihonge
control procedures; and incentives for reinvestment in the same or in

other economic activities.

To decide on the income tax laws and TE;ul:ulDFg to be adopted rel:itive to
fOl"‘eign incomess som general issues must be e: _}_51QPE‘\'j.-
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(a) Different typesof foreign cuned incone nmignt be trevted
differently: UYational cbjeciives.with respect to the
various types of foreign factors of production, may be
different, and other policiez of government may effect
factors in different ways.

(b) A couniry must decide on what basic principles will apply
to the treztment of foreigners in light of its overcll
notionzl develooment objectives.

- e hat s SR AR T . i -
BASIC PRINCIFLES In Thaxscnoi PLdalt: DHICO-

for e income of foreigners .nd €iwe income of locul tainsyers, tue
adoption of specific sels of rules designed only to apgly to
incomes of foreigners:. jeem -.arrantad. '

. looos . .
Equality Due to the difficulties of arriving at "equal” treatment

Many questiontdo also arise in the weaning of 2 foreign individual

or firm. Such &3, would it me:n specinl treatment oi foreign
corporations® : Different treztment ol the domestic sharehclders in a
joint venture with foreigners from these in “urely domestic i
ventures?

What the Trafiic will bear

A country might seek maximum tni reserves from forelgn entoroolses

or individuals who work vithin their borders. The short term
maximazdtion and long run,with possibility of reinvestment by
existing firms or 2 continued flo. of cupitzl from abroad. ~ocus

on income %tz resecve moy les! to sctlons on the compenies or
individuals thot may not be in our interect taatl Lor

lead to 3 worse balance of uavients situstion if the [rofits had been
taxed more lightly and been mode more ecsily cvalloble for negotiation
This issue and many other relstici cnas need the new IS4 o conslder.

i

Obptimizing Benefits from Foreisn i-ctors

The anprepriste tax strotegy in Jesling with foreignerz its mein
uestion is:  Vhat does the country wish to gain Irom the pre.cuce
of Fforeign Ifzctors of .roduction?

Thiz guestion is imgortant for zevercl redsons:

Political and social costi. Yhere should be a clear gyt notion of
the econonic reascn for zlloe.ing Toreigners Lo carry on econoslc
sctivity.

Foreign factors of pruduction con uring o vuriely o econonlic
benefit e.g. moanagement sikills ond erganis tions (Jouen in the UK),
ne.: srocesses of vroduction (J san = UK) ete.

Foreign foctors of factors of forastlion will generally enter o countr:
in regponse to o “puzckage” of [olicy rezponses by the loedl goveriment
to the concerns of foreigner:.

4 country sust be aivle to ressond in deunils o the itens in he
picknge orasented by foreign firme or individuals.



At this stuge of presentation ther: cruld eppear that silence on
income taxes ;revﬂi]u. we_all agres tint progressive tux systen is
nore well cone.  Thoet by o1l recwe D05 Drcomes should experience
higher taxes because [t is Justilianle and even morally so.

However. this paper wishes to attend to the anomnlies accompanying
income taxes.

INCOME TAX EVASION AND INCCHE DISTRIDUTION

It is o fact that there is a consideratle apount of income which is
understated in individual income tax returns (Most of the blacks in SA
to the authors knowledge submit no returns iis 2ll withold taxes -
FAYE even without rebates....... how mpuch delibernte impoverishment
has been taking place to prop the hideous aportheid agoinst o privile-
ged society with some elemenits Tully engnged in tax evasion).

This nhenc:-nenon has two scriocus consetucnces.

First it leads to 2 leoss in tax revenue for the government which could
otherwi ;e be used for constructive puriosen. Secondly it may reduce
he progressivity of the tax income distiribution.

Several writers propose for exam:le nmodels of tax evasion thot zllows
for & progressive tax system where .ux jayer 1s nasuncd to maximise
his after-tox expected income instexd of his cardinal utility
function. This amounts to the assumiiion that the tax Dayer is risk
neutral.

Without engaging in the effects of evasion tuxes penalty the new
democratic 3A will have to devise a tex system that has taken

into account theory and practice on how to combat tux evasion - even
if it mesns employing outsiders..... ¢ *on long this could hove
been hapuening in 3A.

Mp. Chairman = this paper has by and lorpge octtemplted to raise all the
asprects in the impact of tax:tion in fovour of equity poverty zllevia-
tion. allocation redistribution and reality. Those who were expecting
a "Notioral Budget like Speech". I hope they are not dissappredinted
rather should apirecitte Lhat in Gie LC e would e concerned vith a
myrizd of economic problens - among u_Lnrd how to raise revenue 6

meet public spending.



VEALTH AND FROPERTY TAXES

As with any other particular tax wealth or nproperty taxes are

used in contribution with other kinds of toxes to achleve a voriety of
purposes. The principal arguments in £ vour of wealth or property
taxation are related to the zunroprisnteness of wealth =g an index

of i -

i. ability to pay taxes

ii. the henefits that zccrue to ovners of wealth
or property from government e:xpenditures and

iii, the superior incentive effects connected with
wealth as ageinst income as o tax base.

The major argument in favour of wezlih or net worth taxes is that
wealth is an appropriate indicator of altllity to ua indeed it may
be more appropriate than Income. ~eaith 1s usually found to Le more
unequally distributed than is income in countries for which data

exist. herefore. an income tex that is progressive with respect to
ability to pay as measured by income levels may be much less so- or
many even be regressive when tax liability is related tc wealth
instead of income. The wealth tax of course should be thought of us a
sup lement to. not a substitute for. income trxation wealth is another
different inde:x of ability to pay. Implicitly the assumption in

wealth - that this connot be shifted. This non-shifting assumption
should be retz.ned I repect the werlth tox  of course should be
thought of as a supulement to. nol s a substitute for income tuxatlion
wealth is another different :index of ability to pay.

wealth or propertiy taxes create a need on the poart of the tax .ayers
to generate cash or pay the taxes thot we levied on his wealilh or
property. This discourages the uneconomic use of assets (such as
hoarding gold Jjewelry or luury housing) nnd may result in more
capital assets employed in economic activity that would benefit the
socciety ns a whole by employing more labour Ior example.

The most general tax on stocks of aszeis would be assessed on the net
worth of individuals - ie totzl assets minus total liabilities.

To illustrate the variations oun tealth end property toxes Table 4 and 5
show the balance sheets for ivwo families., If wealth or net working is
to be the basis of taxation the entire Talance sheet must be used.



C00*0cT

000¢ &Y
000*SL
000o*8

000¢ LT
C00* 0%

HLUOALI 2
THVIT TYIOL

BLEOr LT

TOYIT TYIO
sJa00 Woar
ugaT Husg

asnouy
mIeg m:_meoz

||||| So==

000* 02T SIEEEY TYIOL
000k 6 Anaadoad
TeUOS 'ad I8ULQ
C00*GT 2EN0H
Coo*t 0T 21TS SENOH
Co0* 0T UL »
000* S Lot
000* 02 gp1q woay
oo0t 0% puDTuIeg
coo‘e *o/v uog
coote puogq  *l.Aon
00T 02 zAX saamys

000 0T

0L6T
ATIMVA DRTAYS ¥0d

‘HEEURDTA 1%
JEHHS HDHYTYE

HEUMY Ton gpy
000 C6STLLITICVIT TV
00004 yaJao: 39

000 G2S@T2TTTART] Te0]

uUEOT RuSg
QC0*ST @snoy uc afedlaon

0C0o* 56

1o Teea agor Aed pineys ATTws:I usgqan 8y} UOT3EAJSSQO STUL WOJJI SoUSY

000f0T  Ajgedoar” ssoduand JITULQ
000‘ 0T 8SNoy
Co0t 02 81T8 asnoy
cCco*‘T S1UN000Y uig
CO0‘ 4T SpUOQ JUIELIDACH
000* 0% *00 ZAX UuT €aJuyg
SLESSY

0L6T *VIGHEDEA TE ATIINYd
NYZT¥N "0 LUHHE FONYIVE

II?E -



