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Background

 Following the Margo Commission (1986) Government released a White Paper in

1988 indicating its intention to replace the then one-stage General Sales Tax

(GST) with a Value-Added Tax system (VAT)

 Concerns raised with respect to GST:–

 evasion,

 the extent of the erosion of the sales tax base due to general exemption of food items

 the exclusion of most services

 Businesses could partially escape cascading effect of GST by means of GST

credit certificates – certificates were abused leading to concerns about tax

evasion

 Registration certificates used to buy goods GST free if bought for resale or used

as intermediate inputs for further processing

 However, capital goods and other intermediary inputs (e.g. advertising) formed

part of the GST base

 VAT Committee (VATCOM) recommended a broad tax base with minimal

exclusions for revenue security and predictability for the fiscus



History of GST rates in SA

Rates:

– 3 July 1978: 4%

– 1 March 1982: 5%

– 1 September 1982: 6%

– 1 February 1984: 7% 

– 1 July 1984: 10%

– 25 March 1985: 12%

– 08 May 1989: 13%



History of VAT Globally 

 The literature suggests that VAT was first introduced in France in 1948

 Azaria & Robinson (2005) suggest that it was only applied up to the manufacturing

stage with no credit for tax on capital goods but later converted into a

consumption-type tax

 The adoption of VAT as a requirement for entry to the European prompted its

expansion in the developed countries in that region (including non-member

countries such as Norway and Switzerland, and, more recently, accession

countries) – (International Tax Dialogue, 2005).

 Over the years, the VAT systems has undergone reforms and fine-tuning as more

countries adopted it in its tax mix

 “Currently, the VAT has been adopted by more than 150 countries and accounts

for approximately 20 per cent of worldwide tax revenue. In population terms, it is

estimated that more than 4 billion people, or 70% of the world’s population, live in

countries with a VAT” – Kathryn James (2015).



Introduction of VAT in SA

 VAT was officially introduced on 30 September 1991

 It applies to domestic consumption of goods and services (i.e. destination based

tax)

 It is a multi-stage tax, charged and collected throughout the production-
distribution chain

 It uses an invoice-credit method (i.e. the trade invoice triggers and determines

the tax)

 Certain vendors account for VAT on a payments basis (e.g. municipalities, an
association not for gain, and sole traders with an annual turnover below R2.5
million per annum, etc.)

 A vendor is required to account for output tax on taxable supplies made, but is

entitled to deduct any input tax incurred (i.e. avoid tax-cascading)

 zero and standard rated supplies are allowed to claim VAT input costs

 wholly exempt supplies do not charge VAT on its output and cannot register

for VAT (i.e. cannot claim input tax)

 As a general rule, a supply will be recognized at the earlier of issuing invoice or
payment



Key tax principles

.
• The tax system must be able to raise 

revenue in all phases of the business 
cycle

Buoyancy

• Minimise distortions to decision making 
(e.g. structuring affairs to attract less 
tax). 

• Main aim: broaden tax bases, keep 
rates as low as possible.

Efficiency

• The SA tax system is progressive –
though not all instruments equally so. Equity

• Timely and convenient for taxpayers

• Easy to understandSimplicity

• Tax rules should be clear and simple to 
understand

Transparency 
& certainty



Optimal VAT System

 having a broad base (i.e. minimal or no exceptions or exemptions)

 applying a single standard rate (as low as possible)

Appropriate threshold for registration purposes 



Tax revenue per instrument for 2016/17
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Total tax revenues were R1,144 billion or 26.1% of GDP (shown in R billions and as % of total tax revenues)



Main tax types as a proportion of tax revenues
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VAT GAP analysis

 The IMF report on the VAT gap in South Africa (2007 – 2012) identifies four important related

gap indicators:

 The compliance gap is estimated to be between 5 & 10% of potential VAT revenues:

 The collections gap is the difference between actual VAT collections and the total amount of

VAT declared or assessed as due from taxpayers, while

 The assessment gap is the difference between the amount of VAT declared or assessed and

potential VAT.

 The policy gap shows the efficiency of VAT policy structure by calculating the difference

between theoretical revenue given a hypothetical, ‘ideal’ policy framework and potential

revenue given the current policy framework. It is estimated to be between 27 & 33%, while the

average of European countries is 41%

 The c-efficiency ratio is an indicator that can be simply calculated from VAT revenues, the

VAT standard rate and GDP final consumption aggregates to indicate the overall efficiency of

VAT revenue collections.

 The average of c-efficiency ratios was estimated at 63.6%, its high but ideally should be higher

 It presents the ratio of actual VAT collections to the amount that would be collected under a

perfectly enforced tax levied at the standard rate on overall final consumption.



VAT zero rating…(1)

 When VAT Act, No 89 of 1991 was promulgated on 12 June 1991, no
provisions were made to exclude any goods or services

 Despite the desirability of a broad-based VAT system, an important
policy consideration taken into account was VAT’s perceived
regressivity

 On 17 July 1991, brown bread and maize meal were zero rated

 On 29 September 1991 (before the scheduled introduction of VAT),
following extended public protest, eight (8) additional basic food items
were added to the zero-rated list:

 Mealie rice, Samp, Dried maize for human consumption, Dried
beans, Lentils, Tinned sardines, Milk powder, and Dairy powder
blends



VAT zero rating…(2)

 The intention was that adequate targeted social assistance programmes would

have been put in place by 31 March 1992. However, these basic foodstuffs were

introduced on a permanent basis.

 At the beginning of 1993 further public protest resulted in the zero rating of an

additional nine (9) basic food items with effect from 7 April 1993:

 Rice, Vegetables, Fruit, Vegetable oil, Milk, Cultured milk, Brown wheat flour,
Eggs, Edible legumes and legume seeds,

 The VAT rate was increased from 10% to 14% on the same day

 Historically, VAT evolved from a rate of 12% (1991), decreased to 10% (1992),

increased to 14% (1993), increased to 15% (2018)

 In an attempt to help the poor, illuminating paraffin was zero rated in 2001



Zero-rated and exempt supplies

The following goods and services are 
zero-rated:

 Exports
 19 basic food items
 Illuminating paraffin
 Goods which are subject to the fuel 

levy (petrol and diesel)
 International transport services
 Farming inputs
 Sales of going concerns, and
 Certain grants by government.

Goods and services exempted from 
VAT are:

 Non-fee related financial services

 Educational services provided by an 
approved educational institution

 Residential rental accommodation, 
and 

 Road and rail public passenger 
transport.



Tax Expenditure on Zero-rating

 The zero-rating of 19 basic food items assists low income households that spend

a higher proportion of income on these items.

 The tax expenditure on these basic food products represents a revenue loss that

is calculated by applying 14 per cent on the estimated household spending on

these items.

 In 2018 Budget, reported a VAT expenditure of R22.793 billion for 2015/16

 Weighted equity gain ratio (WEGR) for selected food items – Ada Jansen and

Estian Calitz, July 2015



Is VAT appropriate instrument for redistribution 

 redistribution is the most common justification used for reduced rates of VAT,
especially on goods such as basic foods,

 however, inappropriate differentiation in VAT rates across goods simply distorts
consumption (and potentially production) decisions, and adds to administrative and
enforcement burdens

 what ultimately matters is the extent to which the tax and benefit system as a whole
redistributes from rich to poor.

 distributional goals are pursued in inefficient and inconsistent ways. For example,
zero and reduced rates of VAT help people with particular tastes rather than being
targeted at those with low overall resources ((Institute for Fiscal Studies, 2011)

 In a modern tax system, VAT is a poor choice of tax to use to achieve redistribution
(Institute for Fiscal Studies; 2011)

 The c-effeciency ratio is affected by all these concessions



Fiscal system as a whole has progressive impact

.

 Tax and transfer system is progressive – but spending does the heavy lifting
 SA’s fiscal system out-performs other middle-income countries but our end-point is still higher 

than other starting points 



What about multiple VAT rate instead?...(1)

 Most VAT multiple rates are as a result of political concessions rather than

sound socio-economic and tax administrative considerations.

 The Margo Commission (1987) recommended a single rate VAT structure

and inter alia quoted the Irish Commission in this regard. Instead, it

recommended a single-rate broad-based system on all purchases. The

Commission stated:

"We are satisfied that to charge different rates of indirect tax on different

goods and services is a most wasteful and ineffective way of trying to

redistribute income. That task is best achieved by well-designed public

expenditure programmes, supplemented at the top of the range of income

and wealth by a progressive expenditure (income) tax. Measures on the

indirect tax side complicate the system, give increased scope for evasion and

accomplish little in the way of redistribution.“

 Katz Commission (1994): “the disadvantages of multiple VAT rates outweigh

the possible redistributive gains available from this option”



What about multiple VAT rate instead?....(2)

 Davis Tax Committee (2018) also argued against multiple VAT rates:

 High rates generally apply to a small proportion of total consumption

 “Luxury goods” already bear an ad valorem excise charge, upon which VAT is

once again levied

 Differential VAT rates (including concessions in the form of zero-rating, reduced rates

and /or exemptions) may lead to:

 Increased administration and compliances costs

 Legal uncertainty, which opens up opportunities for lobbying and unwarranted tax

planning or avoidance.

 There is a positive correlation between the compliance costs of VAT and the number

VAT rates. (Compliance of VAT in Sweden, Report 2006:3B – increased admin costs

by 30%)

 “Global VAT experience has shown that, regardless of the effort which goes into

defining the scope of a concession, borderline cases will subsequently result in

uncertainties for both the Revenue Authority, as well as evasion opportunities for

unscrupulous vendors (p.167)”



VAT in South Africa: What Kind of Rate Structure? Cnossen, VAT Monitor, 

2004 (Katz Commission,1994)

 “providing relief to the poor through exemptions and VAT zero-rating is

likely to be both unsound tax policy and ineffective social policy”

 “the disadvantages of multiple VAT rates outweigh the possible

redistributive gains available from this option”

 “VAT impact studies in other countries also confirm specific

conclusions of the Katz Commission. In Ireland, for example, it was

found that the poor spend relatively more of their income on food than

the rich, (however) in absolute amounts the rich spend twice as much

(on food) as the poor. Consequently, Ireland’s zero-rating of food

gives twice as much tax relief to high-income groups than to low-

income groups - an odd way of alleviating the plight of the poor”.



Taxing Consumption, World Bank,  PREM notes June 2009. Richard Bird

 “.. The best sales tax (VAT) with respect to both efficiency and

administration is undoubtedly one with a single uniform rate

applied to all taxable transactions”.

 “.. Higher rates on ‘luxury’ goods are an ineffective means of

increasing the progressivity of the fiscal system, and, most

importantly, lower tax rates on ‘necessities’ are generally poorly

targeted and ineffective”.

 “The rich may spend relatively less of their income on ‘basic

food’, but they are likely to spend absolutely more and hence

receive more benefit from such concessions.”



Mirrlees Review of the UK tax system, Institute for Fiscal Studies, Nov 2010

 “Value added tax (VAT) is an important and, on the whole, well-

designed tax. But in the UK, zero rates are applied to an unusually

wide range of goods and services. There may be convincing

arguments to justify a few of these departures from uniformity, but not

most. We favour a broadening of the VAT base in the UK, applying the

standard rate to a wider range of goods”.

 “The central component of both reform packages we look at is a

broadening of the VAT base such that goods and services now subject

to zero and reduced rates of VAT – principally food, passenger

transport, books and other reading matter, prescriptions drugs,

children’s clothing, and domestic fuel and power – would be taxed at

the standard rate after the reform”.

 The UK increased the standard VAT rate from 17.5% to 20% in Jan

2011



The DTC Final Report (para 4.3 and 8.3)

 “The question of whether multiple rates would be appropriate for South

Africa is also founded on equity considerations…..

 There is no empirical evidence that suggests that higher rates on so-

called “luxury goods” address equity in the VAT system in any

meaningful way.

 The literature and studies undertaken in regard to the efficacy of dual

(multiple) rates indicates a surprising consensus, namely that multiple

rates are inefficient, both economically and administratively.

 There is instead clear evidence that multiple rates add significantly to

the complexity and administrative burden of the tax.



The DTC Final Report (para 4.3 and 8.3)

 Importantly, high rates generally (except possibly in the case of motor
vehicles) apply to goods that account for a relatively small proportion of
total consumption.

 In addition, the question of multiple rates cannot be divorced from the
issue of excise duties. The fact of the matter is that a number of so-
called “luxury goods” (including passenger motor vehicles, cell phones,
perfume, photographic equipment, etc.) presently bear an ad valorem
excise charge, upon which VAT is once again levied.

 In essence, the imposition of ad valorem excise duties on a number of
so-called luxury items addresses to some degree the equity concerns.

 The DTC conclude that the adoption of multiple rates is not
recommended



Independent Panel of Experts – VAT Zero Rating Review

 VAT rate was increased from 14 to 15 per cent on 01 April 2018, as
was announced in the February 2018 Budget

 Minister of Finance has since established a panel of independent
experts

 Professor Ingrid Woolard has been appointed to lead this process,
together with prominent experts.

 Objectives of the Panel:

 to review the current list of zero-rated items,

 consider the inclusion of additional zero rated items,

 consider other mitigatory measures (i.e. expenditure programmes)
can offer options for supporting poor and lower income households

 The panel will take public comments, and convene hearings, and will
engage with different stakeholders from civil society organisations,
organised labour and business, and all interested parties

 The panel must deliver an initial report with recommendations to the
Minister of Finance by 31 July 2018.



Summary

 VAT is an efficient source of revenue and significant contributor to

total tax revenues

 In its design, it should be broad-based and uniform rate

 Any equity (progressivity) and distributional concerns should be

addressed through the income taxes and expenditure programmes

 The rich tend to benefit more, in absolute terms, from any

concessions

 not all taxes need to address all objectives and not all taxes need

be progressive, and

What ultimately matters is the extent to which the tax and benefit

system as a whole redistributes from rich to poor (Institute of Fiscal

Studies, 2011)



Thank You

Mr. Mpho Legote
Director: VAT, Excise Duties & Sub-National Taxes

Economic Tax Analysis

Tax and Financial Sector Policy


