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be a har:d sell politically

ive years of subpar growth, with
little prospect of any ne.u-tenn
improvement, is fuelling debate over
whether the authorities will be

forced to raise taxes in order to shore up
SAs fiscal position. (See FM Fectures August
14-20.1

Unchanged atI4"l" since 1993, SAs Vat
rate is considerably lower than the emerging
markets' average of 18% (see graph) but
exhibits a higher efficiency ratio in SA than
either the emerging or developed country
average. This means it has the potential to
bring in a lot more revenue relatively effi-
ciently, making it a logical candidate for a
cash-strapped government.

National treasury has tasked the Davis
Tax Committee with investigating the design
and utility of Vat, which currently con-
tributes 30% (almost R240brVvear) to SAs
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Rip e, reach able, rislnrr
Raising Vat makes economic sense but would
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total tax take.
The dilemma facing treasury is that SAs

budget deficit has been stuck at about 4% of
GDP since 2010, causing public debt to climb
rapidly and drawing the fire of the credit
rating agencies.

At current growth and expenditure rates,
SA has little prospect of meeting its goal of
Icrocking around one percentage point off
the deficit by 2o1612o17. Missing this target
would damage SA's credibility and sovereign
rating.

New research by Citi Bank economist
Gina Schoeman, however, shows that raising
the Vat rate from 14% to 16% would deliver
the closest thing to a magic bullet.

She estimates that a hike in Vat to 16%
would raise an additional R30bn/year in tax
revenue. This would have reduced the bud-
get deficit by a tull percentage point in both
20l2l20l3 (from 4,3% to 3,3%) and in
20I3l2Ol4 (from 4,0% to 3,0%).

The reality is likely to be far more messy,
she concedes. For one thing, hiking Vat to
16% would raise consumer inflation by
around 0,5 percentage points, depress con-
sumption and possibly have a material
impact on GDP.

But Schoeman believes a one percentage
point decrease in the budget deficit would
be substantial enough to buy treasury more
credibility with financial markets and so
ease rand volatility and risk.

"Less currency volatility would be a
significant benefit to the economy (exporters
particularly) and would lessen the risks to
the Reserve Bank's inflation ouflook," she

explains. "This could allow the Bank to look
through a short-term inflationary effect if its
intention is positive for the economy as a
whole."

There are other good reasons to favour a
hike in an indirect, consumption tax like Vat
as opposed to higher corporate, personal or
other direct taxes.

"To reach the National Development
Plan's higher, iob-rich growth requires more
invesftnent, supported by increased domes-
tic savings," explains Raymond Parsons, a
professor at North West University Business
School. "This needs a better balance between
consumption and saving in SA and a higher
Vat rate is one obvious way to do it."

Cosatu is unlikely to see it that way. This
is because while a shift from direct to indi-
rect taxes might be what is required to
underpin growth, from a social perspective
such a shift would be regressive since indi-
rect taxes like Vat tend to hurt the poor
more than the rich.

This makes what to do about Vat one of
the most difficult policy decisions facing the
Davis committee and treasurv.
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In its submission to the

committee, the trade union
movement says it sees tax
reform as an opportunity to
enable greater equity in SA
and to mitigate some of the
socioeconomic hardships
facing the working class
and unemployed.

Cosatu therefore recom-
mends that a further 20
categories of "necessities"
be added to zero-rated Vat
items, including fresh and
frozen poultry, basic
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medicines, pay-as-you-go cellphone costs,
public education, water and electricity.

This would cost the fiscus about R4.1bn
in lost tax revenue a ye;u, it estimates, but it
would be recovered by levying a 20% Vat
rate on luxury consumption items like video
carneras, decoders, satellite dishes, smart-
phones and home appliances above a certain
price level.

The upshot would be a multitiered Vat
system of 0%, 14% and 20%.

Business Unity SA is opposed to any
further zero-rating or the adoption of a
multitiered Vat system, arguing that social
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assistance should instead be targeted
through the expenditure side of the budget.
It sees the goal of tax reform as prioritising
growth, not equity.

In fact a multitiered system with expand-
ed zero rating was considered and rejected
by the Katz Commission in its first interim
report, partly because it would have high
administration and compliance costs and
would not do much reduce the regressivity
of the tax.

But that was in 1994, before the inno-
duction of e-filing, which, according to a
hvC study, can cut down Vat compliance
time by as much as 30%.

"SA now has substantially more expe-
rience with Vat, both on the part of the
revenue authority and vendors, and we
believe introducing an additional complexity
(a second higher rate) can be accommo-
dated;'Cosatu states.

Parsons disaglees. "Global experience
with differential rates is generally one of
administrative nightnares and economic
distortions." he savs. "We must be careful
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isolation". At the very leasl he feels it
would have to be included in a
broader package of tax reform mea-
sures and social safety nets, around
which sufficient consensus could be
obtained.

Schoeman agrees, noting that
tension in the low-income popula-
tion is growing and that the electoral
losses su-ffered by the ANC this year
imply a high political risk in raising
Vat, "particularly as public opposition
to user-pay tariffs, such as electricity
and toll roads, has been fierce".

One helpftrl factor is that tax
revenue has been increasing faster
than GDP in current prices since
2012. This probably reflects more

efficient tax adminisftatiortr according to
Sanlam Invesnnent Management economist
Arthur IQmp.

If this ftend continues it may create some
elbow room to stave offtax increases - at
least for a while. Claire Bissel<er

bisselrerc@fm.co.za
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not to go from the frying pan into the fire in
tinkering with Vat."

Yet he concedes that "taxation is ulti-
mately a political matter and even if a rise in
Vat now makes strict long-term economic
sense. the decision to do so could not be
taken on purely technocratic grounds, or in
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Organic workhorses
It smells like a piggery or an abattoir to
you and me, but to some entrepreneurs it
has the aroma of money.

Waste, ranging from sewage and
manure to rotting food, is used as a source
ofenergy to a larger degree in Europe and
Asia than in SA. Though biogas and bio-
fuels are renewable energy sources, their
business case took off only once govern-
ment had adopted a poliry of diversifying
SAs energy mix beyond fossil fuels.

Biogas upgraded to biomethane is the
s.une as natural gas, and can be either
piped direcfly to a customer to drive
industrial processes or compressed for sale
in cylinders in the same way as liquid
petoleum gas (LPG). Biomass can also be
turned into bioethanol, biodiesel and bio
iet fuel for use in the transport sector, and
this is already happening on a small scale
in SA.

David Sonnenberg, the founder of
I-Ihuru Energy, says the size of Europe's
biogas plants for the generation of energy
has increased substantially, to an average
of about 11 MW. But because of a lack of
subsidies and support, SA has not followed
the same path as Europe in this respect.

"If the deparnnent of energy were to
allocate its planned 9 600 MW to biomass-
based electriciw rather than nuclear ener-

gy, it would require only 300 000 ha of
marginalised land to grow the crops, cre-
ating 300 000 permanent jobs," Sonnenberg
says.

Uhuru has various technologies to turn
biomass into electricity. A small-scale plant
of up to 2 MW would need 16 000 t of
biomass a year per megawatt and would
create 250 iobs. For large-scale power gen-
eration, LIhuru has a sys-
tem in co-operation with
General Electric that needs
only 6 000 t/MW.

"If we supplied elecffic-
ity from biogas to the
deparftrent or Eskom, it
would be based on a
60 MW system sold at
Rl/kwh -R1,20lk\ /h,
which would repay our
capital, with no need for
subsidies. Smaller systems
need to sell the power for
more to be viable. at about
R1,40/k!t/h-Rr,80/k\ /h,"
Sonnenberg says.

Another company,
EnviroServ, has been
developing waste streams,
rather than crops, to gene-
rate biomethane for ener-

gy and liquid digestate for fertiliser. Enviro-
Serv Waste to Energy GM Mynhardt Cronje
cites CSIR figures that SA generates about
9 Mt of food waste a year, which could gen-
erate 5bn kWh of electricity if it could all be
collected and used in power generation.

EnviroServ's process is designed for busi-
nesses like dairies or food producers that
generate food waste in sufficient quantities
to turn into gas and be piped back to the
plant as an LPG replacement. Its first project
is in Bellville and it has three or four others
that are expected to deliver in 2015-2016.

Sonnenberg says llhuru prefers to supply
upgraded biogas as liquid fuel, as 1m3 of
biogas can generate 3 kW of electricity, but
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