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DEFINITIONS OF INDIRECT TAXES

 Black, Calitz, Steenekamp and Associates:

 Direct taxes: Taxes imposed directly on 

individuals and companies

 Indirect taxes: Taxes imposed on 

commodities or market transactions

 IMF Government Finance Statistics Manual:

 Direct taxes: Taxes that take into account 

individual circumstances of taxpayers

 Indirect taxes: Taxes that do not take into 

account individual circumstances of 

taxpayers



EXAMPLES OF INDIRECT TAXES

 Domestic taxes on goods and services:

 Value-added tax

 Excise duties

 General fuel levy

 Plastic bags levy

 CO2 tax on motor vehicle emissions

 Taxes on international trade and transactions:

 Customs duties



A famous excise tax protest:

Gandhi's salt march (1930)



Indirect taxes in South Africa (2014/15)

Source: National Treasury (2016): Budget Review 2016.



Composition of tax revenue in SA (1998/99-2014/15)

Source: National Treasury (2016): Budget Review 2016.



Composition of general government tax revenue (2010)

Source: Black et al. (2015): Public Economics (6th edition).



IMPORTANT DISTINCTIONS

 General versus selective taxes:

 General taxes: Imposed on entire tax bases with no 

exemptions

 Selective taxes: Not imposed on entire tax bases, but on 

one or a few products

 Ad valorem versus specific taxes:

 Ad valorem taxes: Levied as a rate (percentage) of the 

price (value) of the taxed commodity

 Specific taxes: Levied at a fixed amount per unit of the 

taxed commodity



ADVANTAGES OF INDIRECT TAXES (1)

 Apply to varying degrees to various indirect taxes…

 Advantages (for the government and the revenue 

authority):

 Fiscal illusion and tax resistance

 But many exceptions (e.g. VAT in South Africa)

 Taxpayers haves some influence over tax liabilities

 Substitution possibilities 

 Scope for pulling lower-income citizens into the tax net

 Benefit principle

 Cf. South Africa…



Indirect taxes in South Africa (2014/15)

Source: Inchauste et al. (2015): The distributional 

impact of fiscal policy in South Africa.



ADVANTAGES OF INDIRECT TAXES (2)

 Further advantages (for the government and the revenue 

authority):

 Scope for correcting market failures

 Example: Externalities, internalities and "sin taxes"

 Ad valorem indirect taxes are effectively indexed for 

inflation

 Administration and enforcement are (relatively) simple

 Few producers of some goods subject to excise taxes

 Customs duties collected at ports

 Example: Cape Colony in the 19th century…



Composition of government revenue in the Cape Colony (1885)

Source: Cape Colony Government (1885): Blue Book 1885.
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DISADVANTAGES OF INDIRECT TAXES

 Indirect taxes can have inflationary effects

 Different goals sometime lead to policy 

conflicts (too many goals and only one 

instrument)

 Example: Efficiency and equity objectives

 Selective indirect taxes cause allocative 

inefficiency 

 Indirect taxes are often regressive



DEADWEIGHT LOSS OF INDIRECT TAXES

 Benchmark: Non-distorting lump-sum tax

 No change in behaviour can influence the tax level

 Commodity taxes: Distorting

 Demand shifts from commodities with high tax rates to 

commodities with low tax rates

 Total consumption can be reduced by saving more  

 Such substitution effects are tax-induced distortions

 Reduction in consumer welfare: Deadweight loss of 

the tax

 Magnitude determined by the tax rate, inter alia

 Efficiency-loss ratio: Excess burden / Tax revenue



OPTIMAL COMMODITY TAXATION

 The problem: How should taxes be set to maximise social 

welfare subject to raising a required level of revenue?

 Famous theoretical result: The inverse elasticity rule 

(Frank Ramsey)

 Efficiency and tax revenue perspective: Combination of 

low excess burden and high tax revenue

 More efficient to levy taxes on price-inelastic 

commodities than on price-elastic commodities

 Commodity taxes should be high on goods and services 

with low demand elasticities and low on goods and 

services with high demand elasticities 

 Implication: Uniform tax rates are not necessarily 

efficient



EQUITY IMPLICATIONS (1)

 Luxury goods and services tend to have high price 

elasticities

 Reason: Substitution possibilities

 Price elasticities of demand for necessities tend to 

be lower

 Also addictive goods…

 Implication: High tax rates on necessities (e.g. 

bread) and addictive goods (e.g. tobacco products) 

are efficient

 The analysis ignores distributional considerations



EQUITY IMPLICATIONS (2)

 Efficiency-equity trade-offs feature strongly in policy 

debates about indirect taxes

 Excise taxes (recall Tuesday)

 Value-added tax (next session)

 Zero-rating of goods consumed by the poor



RELEVANT RESEARCH

 Rigorous empirical analysis crucial for good policymaking

 Examples of recent work on VAT in South Africa:

 IMF report South Africa's VAT compliance gap: 

http://www.taxcom.org.za/docs/20150220%20IMF%20SA%2

0VAT%20Compliance%20Gap%20Report.pdf

 Economic impact of increasing VAT rates: 

http://www.econrsa.org/publications/working-papers/effects-

increases-value-added-tax-dynamic-cge-approach

 World Bank on VAT and the poor in South Africa: 

http://documents.worldbank.org/curated/en/2014/11/203390

43/south-africa-economic-update-fiscal-policy-redistribution-

unequal-society)

http://www.taxcom.org.za/docs/20150220 IMF SA VAT Compliance Gap Report.pdf
http://www.econrsa.org/publications/working-papers/effects-increases-value-added-tax-dynamic-cge-approach
http://documents.worldbank.org/curated/en/2014/11/20339043/south-africa-economic-update-fiscal-policy-redistribution-unequal-society

