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Executive Summary

This paper investigates whether South Africa’s tax incentives have been effective in
generating additional manufacturing investment (both local and foreign direct investment).
South Africa’s investment incentive regime compares favourably with international best
practice. However, the qualitative and quantitative evidence reviewed supports the
hypothesis that the impact on manufacturing investment has been negligible. The paper
concludes with some recommendations for the way forward, notably to rationalise the
number of incentives and to move away from the use of discretionary allocation systems.

Incentives and their rationale

Provision of investment incentives is in the form of either tax relief or cash grants.
International experience shows that such incentives play only a minor role in investment
decisions. Firms make investment decisions based on many factors including projections of
future demand, certainty about future government policy, prevailing interest rates and
moves by competitors. In general, they see incentives as ‘nice to have’ but not deal-
breaking. Yet incentives remain a popular policy for both developed and developing
countries. The economic rationale for incentives in specific sectors or locations is based on
market failure, which incentives seek to correct. Examples of market failure include
information asymmetries, the public-good nature of investment in research and
development and infant industry protection. However, governments often introduce
incentives in response to political lobbying or to compensate for other policies that deter
investment.

A careful review of international best practice provides a useful checklist for what
characterises an effective and efficient investment incentive. Such an incentive stimulates
additional investment for a minimum of revenue loss, and includes a cap on expenditure
plus a sunset clause. Incentives should be transparent, easy to understand and with low
administrative costs for both businesses and government. Incentives can be automatically
available or provided on a discretionary basis, but discretionary allocation systems open up
avenues for rent-seeking behaviour by public servants or politicians. The processes and
procedures by which incentives are designed and implemented are therefore important in
determining their effectiveness.

Investment incentives in South Africa

The Government of South Africa outlined its macroeconomic policy in the Growth
Employment and Redistribution (GEAR) document published in 1996. GEAR proposed a
wide range of policy reforms, the most important of which were gradual trade liberalisation,
deregulation of capital control, deficit reduction and stabilisation of the exchange rate.
Within this broad orthodox approach, GEAR also included specific reference to the need for
incentives to stimulate ‘labour-intensive manufacturing investment’. There is a good case
for subsidising this sector in South Africa. The chronically high levels of unemployment and
underemployment have significant negative externalities including links with poverty, crime
and the spread of HIV and AIDS. Following GEAR, the government has adopted a cautious
and well-informed approach on incentives, offering both up-front grant and tax relief
incentives. There are also a number of parastatal lending institutions offering loans at sub-
commercial rates. The balance of spend is heavily skewed towards off-budget tax incentives
and subsidised finance rather than on-budget grants.

vi



Since 1994, two ineffectual schemes - the General Export Incentive Scheme and the Tax
Holiday Scheme - have been phased out and two significant new incentives targeted at the
manufacturing sector - the Motor Industry Development Programme (MIDP) and the
Strategic Investment Programme (SIP) - introduced in their place. The processes and
procedures surrounding the implementation and execution of these two schemes have
many of the characteristics of ‘best practice’ found through international experience. The
results of a decade of reform, however, have been disappointing. The ratio of investment to
Gross Domestic Product remains low at 16%. Investment in the manufacturing sector, while
out-pacing investment in other sectors, has been too low to increase, or even maintain, the
number of people employed in the sector.

The paper presents a quantitative evaluation of South Africa’s tax incentives using Marginal
Effective Tax rate (METR) analysis, based on a model developed by Bolnick (2004). The
results show that the manufacturing sector faces a higher METR than any other because of
tariffs on imported capital. By far the biggest determinant of a manufacturing firm’s METR is
its financial structure because interest payments on debt are tax-deductible whereas returns
on equity are not. The METR exercise shows that incentives available to the manufacturing
sector are largely negligible and therefore unlikely to affect the decision to invest. Incentives
are also unlikely to be effective in the face of more significant factors such as a volatile
currency, weak demand, crime or a shortage of skilled labour. A case study of a South
African exporter of manufactured goods, Bell Equipment, corroborates this. Bell Equipment
values the benefit it receives under the MIDP, but regards the incentive as a form of
‘compensation’ for the other major challenges of investing in South Africa: namely, a volatile
exchange rate, a remote location and an ever-increasing regulatory burden. These factors
recently caused Bell Equipment to open a new factory in Germany, despite the MIDP
benefits on offer in South Africa.

Conclusions and ways forward

The paper concludes with some recommendations for the reform of South Africa’s
investment incentive regime. First, the government could do more to rationalise the number
of incentives and of institutions offering them. Second, too many incentives remain opaque
in their application and approval process. The fact that a major accountancy firm in South
Africa has a practice dedicated to helping firms navigate the complex application and
approval processes highlights the current administrative costs to both government and
firms. Too many incentives are still available on a discretionary basis. Third, South Africa’s
motivation for subsidising the ‘labour-intensive manufacturing sector’ makes sense a priori.
However, both the MIDP and the SIP have resulted in capital-intensive, not labour-
intensive, manufacturing investment. The government should instead investigate ways of
providing incentives directly on the hiring of low skilled labour rather than indirectly
through ‘labour-intensive firms’. Fourth, the government needs to devote more time and
attention to the evaluation of incentives, both ex ante and ex post, including the calculation
of tax expenditures. This will help improve the chances that any future incentive will be both
effective and efficient.

Finally, the paper lends support to a common observation that governments should pay
more attention to removing the disincentives to invest, rather than focusing on incentives to
attract investment. In South Africa, the key issues to address include HIV/AIDS, crime, a
shortage of skilled labour and an increasing regulatory burden.






Chapter 1: Introduction

In 1996, the Government of South Africa outlined its macroeconomic programme in the
Growth Employment and Redistribution (GEAR) document. The strategy comprised a set of
orthodox policy reforms aimed at boosting investment and labour-intensive growth (Gelb,
2003; Gelb and Black, 2004a). It also proposed ‘tax incentives to stimulate new investment in
competitive and labour-absorbing projects’. South Africa offers a range of incentives for
investment in specific sectors. This paper investigates the extent to which these incentives
have been effective and efficient in generating additional investment in the manufacturing
sector. There are two main reasons for the focus on manufacturing. First, manufactured
exports play a central role in the South African government’s strategy for spurring growth
and employment (Edwards and Golub, 2004). Second, South Africa’s flagship investment
incentive programmes are targeted at the export manufacturing sector.

The paper is organised in two parts as follows. In Part I, Chapter 2 addresses the economic
theory behind investment incentives, and Chapter 3 reviews the literature on how they have
worked in practice. These two chapters provide a theoretical and empirical underpinning to
the arguments that follow. The vast majority of the existing literature demonstrates that
investment incentives are rarely effective or efficient, and that the broader investment
climate is significantly more important in determining investment decisions. However,
there are some interesting exceptions to this conclusion.

A careful reading of the literature also provides a set of ‘best practice’ recommendations for
the development and implementation of incentives. While it is problematic to make generic
policy recommendations for different economies in different circumstances, it is possible to
learn from and make specific recommendations about the processes and procedures for
incentives. Section 3.3 draws out and identifies these lessons.

In Part II, Chapters 4 and 5 present South Africa’s approach to industrial development and
the role played by incentives. The government offers over 40 incentives through grants, tax
relief and subsidised finance. However, there is no overarching ‘incentive policy’ within
official circles and as a result each incentive has its own procedures for qualification and
approval. Analysing the available incentives provides a broad picture of how far South Africa
conforms to the ‘best practice’ guidelines. Chapter 5 also examines in more detail the
country’s two ‘flagship’ incentive programmes, the Motor Industry Development Plan and
the Strategic Investment Programme. A case study of a South African manufacturer and
exporter illustrates some of the arguments developed. Annex 4 documents the case study in
more detail.

Assessing an incentive regime qualitatively against ‘best practice’ is only a first stage of the
analysis, however. The second is to identify whether the incentives have led to additional
investment that would not have occurred otherwise, and whether the costs of the incentive
are justified by any additional investment generated. Chapter 6 uses Marginal Effective Tax
Rate analysis to assess quantitatively the impact of South Africa’s various incentives. This
process demonstrates precisely how much incentives distort the returns faced by investors,
and thus how effective they are likely to be in influencing the decision to invest.

Chapter 7 concludes the argument by drawing together both the qualitative and quantitative
assessments of South Africa’s incentive regime and makes recommendations for possible
reform.



PART |I: TOWARDS AN ANALYTICAL CONSENSUS ON
INVESTMENT INCENTIVES

Chapter 2: Incentives and their Rationale

2.1 Defining an incentive

UNCTAD (2003) defines an incentive as ‘any measurable advantage accorded to specific
enterprises or categories of enterprises by (or at the direction of) government’. Using this
definition, an across-the-board reduction in corporate taxation is not an incentive scheme
even though it may lead to increased corporate investment.! Lowering corporate taxes to
firms locating in a specific region, or producing certain goods or services, is an incentive
scheme. By definition, if preferential tax treatment is applied to foreign direct investment
(FDI) over local investments then this is an incentive scheme to attract FDI.

Incentives can be fiscal or non-fiscal, direct or indirect. Fiscal incentives include direct
‘cash’ grants or tax breaks. Non-fiscal incentives may include fast-track approval processes
or exemptions from certain regulations. Investment incentives can be categorised in a
number of different ways. The following is one taxonomy.

Direct incentives

e (Cash payments
e Payments-in-kind (such as the provision of land or infrastructure to specific firms)

Indirect (tax) incentives

e Reductions in the rate of direct taxation, either permanent or temporary. These can
be in the form of tax holidays with reduced Corporate Income Tax (CIT) rates,
accelerated depreciation allowances, investment tax credits, investment tax
allowances or deductions of qualifying expenses.

e Reductions in indirect taxation either permanently or temporarily (e.g. reduced
import tariffs or VAT on inputs or capital equipment). These can either be upfront
reductions in import duties, or administered via duty drawbacks.

e DProtection against competition from rival firms through tariff increases.

Other, non-fiscal, incentives include:

e Special deals on input prices from parastatals (e.g. electricity, oil).

e Streamlined administrative procedures or exemptions from certain pieces of
legislation.

e Export Processing Zones (EPZs) which offer a combination of fiscal and non-fiscal
incentives within a particular geographical area, normally near a port.

! Chua (1995) argues that an across-the-board reduction in corporate income tax is the best ‘incentive’ for
investment, as it does not distort the price signals faced by firms and lowers administrative costs. Boadway
and Shah (1995) in contrast see corporate income tax reductions as an expensive way to stimulate new
additional investment, compared with tax credits, though much depends on the concurrent economic
environment.



e Legislation and/or policies that promote investment into certain sectors, or by
certain investors.

e Subsidised financing through parastatal lending or equity.

From the standpoint of both the government and the beneficiary, there are arguments in
favour of both tax incentives and up-front grants (Kaplan, 2001). Grants have the significant
advantage of being ‘on-budget’, thus allowing for better oversight and monitoring, whereas
indirect (tax) incentives hide the level of revenues forgone unless the ‘tax expenditure’ is
calculated ex post. Even though they are less transparent, tax incentives are popular, as they
involve no up-front financing cost. Grants are easier to target at specific categories of
industry but tend also to be administratively expensive for both governments and
businesses. Companies like tax incentives because they are less discretionary and more
automatic. They are also less susceptible to budget reductions.

2.2 Why offer investment incentives?

Governments pursue investment incentives as a means to an end. Policy-makers attribute
poor economic performance to a lack of investment.> Incentives are used as a tool to boost
investment and growth, even if the causal links between each of these stages is far from
proven.?

Incentives work by changing the parameters of an investment project. Companies choose to
make investments when the Net Present Value (NPV) of a project’s cash flows (suitably
discounted) is greater than zero. In a world where companies face no rationing of capital at
its going user cost, companies undertake every project with a NPV greater than zero. In a
world where companies face capital rationing, they choose the mix of projects with the
greatest Internal Rate of Return. Incentives bias investors’ decision-making positively in
favour of investments in certain sectors or regions.* By reducing the tax burden or providing
cash incentives, there is increased expected profitability of projects in those sectors or
regions. Where companies have good access to finance, the introduction of special
incentives to certain sectors or regions should in theory lead to an overall increase in
investment.

The tax code can also influence how an investment is financed. For example, in most
countries’ tax systems interest payments on debt qualify as a tax-deductible expense,
whereas returns to equity do not. This creates an incentive in favour of debt financing.
Incentives can also affect the quality of investment (i.e. its performance as well as its

quantity).

Neo-classical economic theory argues that providing tax incentives to one group of investors
rather than another violates one of the principal tenets of a ‘good tax system’ - that of
horizontal equity.® This inequality distorts the price signals faced by potential investors and
leads to an inefficient allocation of capital. The justification most often given for special
incentives is that there are market failures surrounding the decision to invest in certain

2 Investment is, for the purposes of this paper, defined as Gross Fixed Capital Formation excluding
portfolio flows.

3 See Fletcher (2003) for a discussion of the investment-growth linkages and surrounding debates.

4+ Bolnick (2004) shows that there are three ways the government can reduce the user cost of capital: by
reducing the corporate tax rate, introducing tax incentives, or adjusting the tax treatment of the cost of
funds.

° A ‘good tax system’ has four other attributes: economic efficiency, administrative simplicity, flexibility,
and political responsiveness (Stiglitz, 1986). See Fletcher (2003) for a discussion of tax theory within South
Africa’s economy.



sectors and/or locations, which justify government intervention.c Market failures result in
either too much or too little investment in certain sectors or locations. The key market
failures most often cited (but hotly debated) are the following:

Externalities. Positive externalities (not internalised in the project’s rate of return) are higher
in certain sectors than in others. A classic example is Research and Development (R&D),
where investment yields a higher social than private rate of return (because not all the
technological knowledge can be effectively patented) - and as such there exists an ex ante
justification for subsidising R&D investment (Kaplan, 2001). Without subsidy, the level of
R&D investment would be below the optimum. A similar argument can be made for the
reverse - that investment in sectors with significant negative externalities (such as pollution)
should face a higher tax burden.

Infant industry. Markets often fail to correct for the gains that can accrue over time from
declining unit costs and learning by doing. Capital markets are often very risk-averse and
therefore avoid financing start-up companies, and equity markets are weak in developing
countries. Hence, one argument for incentives is to support the establishment of businesses
in the first few years. Subsidies to help potential investors overcome entry barriers in
monopolised sectors, bringing about competition and lower prices, can be justified in a
similar manner.

Information asymmetries and uncertainty. Both providers and users of capital suffer from
less than perfect information. As a result, some investment opportunities may not be

financed or undertaken, even though they are NPV-positive. Financiers face imperfect
information about the level of risk in certain sectors of the economy because they lack
experience in those sectors. Similarly, there is often a ‘first mover disadvantage’ for investors
in new sectors, as they assume more risk than those that follow. Successful investments in
new sectors or geographic areas have an ‘agglomeration effect’ as they provide information
on the level of risk involved. For these reasons, it can be argued that incentives are required
to counteract these inherent uncertainties and trigger a positive cycle of investment.”

In addition to market failures, other arguments for investment incentives are the following:

Equity. Whilst an allocation of capital directed by unfettered market prices might lead to an
efficient outcome, it may not lead to an equitable one. For example, economically depressed
remote areas are at a competitive disadvantage because it is harder to attract labour and
costlier to transport inputs and outputs. The failure of depressed areas to attract investment
is sometimes also categorised as a market failure because of the vicious circle created by a
lack of investment feeding off and reinforcing itself.

Political economy. Opponents of investment incentives argue that many of them exist to
support special (politically connected) interest groups. Politicians representing one region
or province might argue for incentives in the region they represent without any economic
justification for doing so.

There are other purported benefits of incentives, such as symbolic ‘signalling’ effects and
the need to compensate for inadequacies in the investment regime elsewhere. For a full
discussion of the pros and cons of investment incentives see Bolnick (2004) or Fletcher

¢ Although different tax rates based upon the elasticity of demand for each sector do raise a given level of
revenue with a minimum dead weight loss (see the discussion of Ramsey taxes in Stiglitz (1986) and
Boadway and Shah (1995). Furthermore, applying uniform tax rates to different sectors of the economy
results in very different marginal effective tax rates because of differences in capital intensity, financing
structure, etc. (Bolnick, 2004).

" Roberts (2004) goes so far as to argue that such market failures in the financial sector are ‘intrinsic’.



(2003). Having now seen why incentives might be justified in theory, Chapter 3 reviews how
they have worked in practice.



Chapter 3: Literature Review of Investment Incentives

3.1 The broad picture

By far the majority of the existing literature is extremely sceptical about the role of incentives
in the decision to invest and therefore by extension the ability of incentives to affect
investment patterns. The International Monetary Fund (Chua, 1995) takes the firm line that
tax incentives do not stimulate investment significantly, and that, when they do, the cost
often outweighs the benefits. Firms consider a myriad of factors when deciding whether or
not to invest, affecting the perceived levels of both risks and return with specific projects.
Major factors include confidence in the future, demand projections, interest rates, political
and economic stability and the predicted moves of competitors. Firm surveys routinely
show that incentives provided by governments are not particularly important in
determining the decision to invest.

A substantial body of empirical work exists looking specifically at the efficacy of incentives in
driving additional FDI - see, for example, Shah and Slemrod (1995), Slemrod (1995),
UNCTAD (2003), Wells et al. (2001), Zee et al. (2002). Investor surveys, econometric studies
or case studies are the primary tools used to assess the efficacy of FDI incentives.® The
conclusions of this literature are the following:

e Foreign-based firms look at numerous factors when deciding whether and where to
invest: namely, size of market, regulatory policies, natural resource endowments,
and human capital availability. These fundamentals are examined first. Evidence
from both surveys and econometric studies shows that fiscal incentives play an
insignificant role in determining whether to invest. Surveys tend to show that tax
incentives are ‘good to have, but not a deciding factor’. Wells et al. conclude:
‘experience strongly suggests that the fiscal investment incentives popular in
developing countries have not been effective in making up for fundamental
weaknesses in the investment climate. In fact, it seems that multinationals give more
importance to simplicity and stability in the tax system than generous tax rebates,
especially in an environment with great political and institutional risks.’

e This general conclusion is qualified when foreign firms are deciding where to invest.
When faced with several locations with similar investment climates (in terms of
fundamentals such as political/economic stability, infrastructure, skills availability,
capital controls, etc.), fiscal incentives can play a significant role in attracting
footloose, mobile capital.’ Thus, for example, tax incentives have played a significant
role in determining the location of FDI within the United States and the European
Union (see Box 3.1). Bu, such ‘tax competition’ can easily lead to a detrimental
Prisoners’ Dilemma-type outcome in which competing countries or regions lose tax
revenues. The result is often a transfer of resources from the host country
government to the home country shareholders or, if there is no double taxation
agreement, to the home country government.”

® Such as that by Wells et al. which uses Indonesia’s historical on-off incentive regime as a case study for
testing the efficacy of tax incentives.

9 Clearly, investments to extract natural resources are location-specific. In this case, the only argument for
tax incentives is that they can make non-viable investments profitable.

10 This is the so-called ‘race to the bottom’, as regions/countries try to attract investment by successive
rounds of tax reductions (see Wells et al., 2001 or Chua, 1995). The solutions proposed include voluntary
collective tax agreements or through legal mechanisms such as the World Trade Organisation.



e The costs of doing business matter more where footloose FDI is seeking a location
from which to export, rather than where there is a ‘market-seeking’ investor.
Incentives are therefore more likely to be attractive to export-focused firms rather
than market-seeking ones.

e There is little evidence that the benefits of tax incentives net of costs (i.e. their
efficiency as well as their efficacy) add to the economic welfare of the host country.
Existing studies do, however, suffer from severe data problems. Costs include
forgone revenue, higher taxes for remaining taxpayers, administrative costs, etc. For
a tax incentive to be beneficial to the host country fiscus, the NPV of the costs of the
incentive would have to be more than offset by the NPV of the increase in tax
revenue resulting from increased investment flows. Because of forecasting errors,
incentives are often over-generous."

e Where tax incentives do work in attracting FDI, effective marginal and effective
average tax rates matter more or less to firms depending on: their home county and
its tax regime; the size of firm investing; the industry or service sector; the investing
company'’s age and capital structure; the strategy of the parent company.

¢ Incentives interact with a host of other public policies to increase or decrease their
effectiveness. Important considerations are the degree of monopoly power, foreign-
exchange rationing, credit rationing, home-country tax regimes and the transfer
pricing practices of multinational companies (MNCs).

3.2 Rationale for the continued use of investment incentives

Despite the lack of evidence to support the efficacy or efficiency of fiscal incentives,
governments continue to offer them.? Why is this? Wells et al. (2001) argue that tax
incentives offer an easy way to compensate for other government-created obstacles in the
business environment. In other words, fiscal incentives respond to government failure as
much as market failure. It is far harder, and takes far longer, to tackle the investment
impediments themselves (low skills base, regulatory compliance costs, etc.) than to put in
place a grant or tax regime to help counterbalance these impediments. Although it is a
second-best solution to provide a subsidy to counteract an existing distortion, this is what
often happens in practice.

Agency problems also exist between government agencies responsible for attracting
investment and those responsible for the more generic business environment. Whilst
investment-promotion agencies can play an important role in co-ordinating government
activity to attract investment, they also often argue for incentives without taking account of
the costs borne by the economy as a whole.”* Wells et al. (2001) point to ‘stories’ of potential
investors locating elsewhere because of better incentive schemes, 'stories’ that seldom stand
up to rigorous analysis."

1 Estimating the economy-wide costs and benefits is even more problematic because of the diffuse nature
of both (Slemrod, 1995; Shah and Slemrod, 1995).

2 There has, however, been a global trend toward incentives which are better targeted and better designed
to fit local circumstances (UNCTAD, 2000).

13 Costs (as opposed to benefits) are often not correctly accounted for, because they are especially hard to
calculate (Bolnick, 2004).

4 For example, in 2001 a Malaysian textile company seeking an investment location in southern Africa
from which to benefit from the United States’ Africa Growth and Opportunity Act, chose Namibia. The
story is often cited as an example of South Africa not offering sufficiently attractive investment incentives.
The facts point to a far more complicated situation (see James, 2003).



It may also be that incentives are the only policy tool available to the government at the
time. A less cynical interpretation of the evidence would accept that governments often
choose an active industrial policy that requires tools to implement it. Section 2.2 discussed
in some detail the very real market failures that occur within an economy. Governments
may legitimately feel that strict horizontal equity with government taxation and expenditure
does not adequately address policy objectives and inherent market failures in certain
sectors. The policy objectives might include:

e Increasing investment to a specific region, which does not receive as much
investment as it should (given the economic fundamentals) because of information
asymmetries.

e Increasing investment in R&D, an area often under-invested in by businesses
because of its ‘public-good’ nature.

e Enhancing exports. Commentators now broadly accept that the majority of the
successful East Asian economies provided incentives to firms to export, resulting in
economy-wide benefits (see Wade, 1990).

e Employment promotion because of the economy-wide benefits of greater
employment (lower crime, skills transfer, etc.), which are not taken into account by
individual firms. (This final point is especially pertinent in South Africa, which has
extremely high rates of unemployment and underemployment. Part II explores this
issue further.

Box 3.1 The success of tax Incentives in driving FDI in Ireland

Ireland has transformed itself over the last 20 years from a poor backwater of Europe into the continent’s
most dynamic economy. Successive Irish governments earned this success through aggressive
improvements in economic fundamentals, strengthening the education system, and promoting Ireland as
an investment destination, with EU membership and attractive tax incentives as lures. Until the late 1950s,
Ireland discouraged foreign investment, and the economy stagnated. In 1959, the government created the
Shannon Free Zone to stimulate investment for export. Initially export profits were entirely untaxed. In
1981, a 10% tax rate was established for manufacturing, EPZ operations, and certain service industries,
including international financial service centres. The government also provided financial grants tailored
to each project. Nevertheless, manufactured exports did not take off until the 1980s, after the government
adopted major reforms due to the ‘sheer necessity of economic survival’. The reforms included tight
monetary and fiscal policy to achieve macroeconomic stability, a social compact with business and
labour, and low overall tax rates. The World Investment Report (1998) states that investment ‘has been
visibly influenced by this policy’, attracting thousands of flourishing new enterprises and creating ‘new
comparative advantage’ in sectors such as chemicals, office machinery, electrical engineering and
computer software. Since 1987, Ireland has been the fastest growing economy in Europe. By the late 1990s,
foreign-owned manufacturing firms accounted for nearly 60% of gross output and 45% of manufacturing
employment, up from a zero base in the late 1950s. Between 1992 and 1997, full-time employment
increased by 22%.

Ireland’s current policy regime is focused on maintaining existing investment via a strategy of skills
upgrading, a low stable tax regime (10% for all manufacturing and exporting companies until 2010; 12.5%
otherwise) and the provision of critical infrastructure.

Source: Bolnick (2004) and Hinch (2004).

Given that investment incentives remain popular despite the dearth of evidence to support
them and that carefully planned incentives can be theoretically justified, the next set of
questions revolves around what determines the success or otherwise of an incentive.




3.3 Characteristics of effective investment incentives

Annex 1 draws together the existing evidence on the various incentive options available to
government (see Shah, 1995, and Bolnick, 2004, amongst others). Every incentive has
advantages and disadvantages, and it is thus extremely difficult to determine one set of
‘incentives which work’ for very different economies with different challenges and
circumstances. Much of determining ‘what works” will depend on the circumstances of the
economy, the competence of the tax administration, the type of investment being courted
and the budgetary constraints of the government.

Having said this, a careful reading of the evidence does provide a set of ‘best practice
guidelines’ for policy-makers. The key lessons are necessarily broad and focus on the
process and procedures surrounding incentive policy rather than a set of policy
prescriptions. An effective and efficient incentive:

e Stimulates investment in the desired sector or location, with minimal revenue
leakage, and provides minimal opportunities for tax planning.

e Is transparent and easy to understand, has specific policy goals and is expressed
precisely in legislation.

e Is not frequently changed, and provides investors with certainty over its application

and longevity.

Avoids trying to target cyclical depressions due to the lag effects of intervention.

Is developed, implemented, administered and monitored by a single agency.

Has low administrative costs for both governments and firms.

Co-ordinates national, regional and local governments effectively.

Includes follow-up and monitoring, both to ensure that the incentive criteria are
being met and also to provide a monitoring and evaluation feedback loop.

e Incorporates sunset clauses for both the scheme itself and for the duration of
benefits to any one firm.

e Includes a cap on expenditure, or taxes forgone, to the fiscus.

e Is non-discretionary and applied consistently against an open set of transparent
criteria.

This last point is debatable. Any benefit (such as an incentive) allocated by public servants
or politicians is potentially open to abuse and corruption. There is therefore a strong
argument that incentives should be automatically available to all investors who meet a set of
open and transparent criteria. However, an alternative argument is that firms should receive
just enough incentive to induce them to invest, and no more. Each potential investment
therefore needs to receive an incentive specific to its particular situation. Clearly, which of
these two alternatives the government chooses depends on the strength of governance
within the appropriate institutions. If public servants and politicians retain decision-making
power over the allocation of incentives, then the processes and outcomes need to be as
transparent as possible.

If these guidelines are followed, governments are less likely to enter into some of the more
egregious incentive schemes, which have proved so expensive and ineffectual in the past
(Boadway and Shah, 1995). Historical experience of the efficacy of incentive schemes also
provides, with some caution, the following key policy lessons:

e Incentives need to be carefully designed to achieve a specific policy goal. Poorly
targeted tax incentives prove ineffective and expensive. Tax holidays, while being
easy to administer, are a good example of a poorly targeted incentive.
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e Moderate tax incentives that are targeted to new investment in machinery,
equipment and R&D, and that provide up-front incentives, are more likely to be cost-
effective in stimulating desired investment. These can have powerful signalling
effects without significant loss of revenue. Investment tax credits and allowances
provide specific and targeted policy tools to achieve this.

e Reducing corporate tax to a level comparable with other countries in the region is a
‘sound tax incentive’. However, reductions beyond the level found in capital-
exporting countries (say, below 20-30%) often bring about greater revenue losses
than increases in investment.

e Removing taxes on imported inputs used in the production of exports (not across the
board) removes a serious disincentive to export production. Such a move eliminates
the distortion in international prices created by import tariffs and provides an
incentive for firms to respond to the relative cost advantages of the home economy.
Duty drawbacks provide a good example of an incentive which supports exports.
Such schemes, however, require a competent tax administration.

e In situations where reducing unemployment is a major policy objective, it is
important to bear in mind that many tax incentives (such as accelerated
depreciation) can work in the opposite direction by favouring capital-intensive
investments. Incentives can be created, however, to explicitly encourage labour-
intensive production.

Finally, it is worth re-emphasising a few more general policy issues:

e Incentives play only a marginal role in the investment decision for businesses.
Growth in demand, economic and political stability, the state of the infrastructure,
the rule of law, and a skilled labour force are more important in determining
investment decisions.

e Special features of developing countries (such as market power, accumulated tax
losses by many firms, credit rationing, and exchange controls) can severely constrain
the effect of tax incentives in stimulating investment.

e Well-designed but poorly implemented tax incentives are equally ineffective. Clear
and transparent application and screening procedures, and an effective tax
administration regime with ‘bite’, are crucially important to the ultimate credibility
and success of a tax incentive programme. Governments need to bear in mind the
capacity of their tax administration when considering whether to implement
incentives, and if so which.

Armed now with both a theoretical justification for incentives and a wealth of experience on
what tends to work and what does not in practice, the discussion now turns to the specific
case of South Africa.



11

Box 3.2 Tax behaviour of MNCs: home and host country tax policy

Continued globalisation of capital has changed the environment within which tax incentives operate,
making them both more relevant (because of the increased mobility of capital) and also more beneficial to
MNCs because of the increased opportunities for tax planning and transfer pricing. This development has
increased the focus on how home and host country tax policies combine to affect the level of FDI. There
are three categories of tax regime, each with significant implications for the effectiveness of incentives:

1. Some home countries (e.g. France) do not tax income earned overseas. In such situations, the host
country government need not concern itself with the combined effective corporate tax rate when
determining the corporate tax for FDI.

2. The ‘worldwide’ approach to taxation (e.g. as followed by the US, UK and Japan) taxes resident investors
on their worldwide income, which includes income from foreign sources. To avoid double taxation, the
home country authorities usually provide a tax credit for foreign income tax paid. Without ‘tax sparing’
agreements, (see no. 3) however, the effect of this system is to nullify the effect of tax incentives.

3. Under a ‘tax sparing’ system, the home country treats offshore income that has benefited from host
country tax incentives as if it had been fully taxed (Hanson 2001). This is a form of overseas aid. The US is
the most high-profile example of a government that will not enter into tax sparing agreements. South
Africa does have a tax sparing agreement with the UK, which is a major source of FDI. Tax sparing can,
however, encourage repatriation of profits rather than their reinvestment in the host country subsidiary.

The exact details of home and host country tax regimes are usually included in double taxation
agreements. South Africa has 53 such agreements in place or under negotiation.

Source: Slemrod (1995) and Slemrod and Shah (1995)
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PART Il: ASSESSMENT OF SOUTH AFRICA’S INVESTMENT
INCENTIVES

Chapter 4: Industrial Development Policy in South
Africa

4.1 Policy objectives

The primary over-arching macroeconomic policy document produced by the South African
Government since 1994 has been the GEAR (Growth, Employment and Redistribution)
Strategy of 1996. GEAR identified low savings and low investment as key causes of slow
growth in the South African economy in the early 1990s. A key recommendation, therefore,
was to raise savings and investment, both domestically and through Foreign Direct
Investment (FDI). Policies to achieve this were orthodox, including gradual trade
liberalisation, deficit reduction, ‘consistent’ monetary policy, the gradual relaxation of
exchange controls, and an expansion of trade and investment flows in Southern Africa.

The role apportioned to active industrial policy in GEAR is modest. The GEAR document
refers to the need to implement ‘trade and industrial policies ... to promote an outward-
oriented industrial economy’. Specific reforms mentioned (but not spelled out in detail) are:

e ‘... afurther lowering of tariffs to compensate for the real depreciation,

e theintroduction of tax incentives for a fixed period to stimulate investment,
e acampaign to boost small and medium firm development,

[ ]

a strengthening of competition policy and the development of industrial cluster
support programmes, amongst other initiatives’.

Both the National Treasury (NT) and the Department of Trade and Industry (DTI) take a
lead in industrial policy. Since GEAR was launched, the DTI has produced three other key
policy documents: Micro-Economic Reform Strategy (2001a), Driving Competitiveness:
Towards a New Integrated Industrial Strategy for Sustainable Employment and Growth
(2001b), and Accelerated Growth and Development: The Contribution of an Integrated
Manufacturing Strategy (2002). The Micro-Economic Reform Strategy document was
released by the DTI in an effort to supplement the GEAR document which is principally
macroeconomic, while the Integrated Manufacturing Strategy documents outlined the shift
in the government’s thinking toward supply-side measures such as enhanced competition,
the creation of sector-specific regulators and a new small business institutional framework
and legislation.

At the same time, the DTI has spent considerable time and resources developing overall
strategies for different sectors - much of this under a cluster framework that owed a great
deal to the ideas of Michael Porter (Kaplan, 2003). Integral to the Integrated Manufacturing
Strategy documents is the concept of strategies for a number of so-called priority sectors,
namely, clothing and textiles; agro-processing; metals and minerals; tourism; automotives
and transport; crafts; chemicals and biotechnology; and knowledge-intensive service (IT).
These sectors of the economy are targeted for what is vaguely termed ‘government support’.
The criteria for choosing them are based on the DTI's views of South Africa’s comparative
advantage (factor endowment, geographic location, trade agreements, etc.) and the impact
the sectors will have on reducing unemployment. The focus of official policy-makers on
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finding ways to reduce unemployment is understandable, given the almost unprecedented
levels of unemployment and underemployment in the country (Kingdon and Knight, 2004).

Kaplan argues that sectoral strategies such as those put forward by the DTI can play a
positive role by unveiling new opportunities, spurring confidence and overcoming failures
in co-ordination. This is particularly the case where the strategies result from a close
working relationship between government and industry, and sectoral strategies
consequently enjoy the support of the firms in the sector. Kaplan cites ‘anecdotal evidence’
and a survey commissioned by the DTI to show that few firms regard the DTI as having
industrial and trade policies suitable for their particular sector, and that only a limited
number of them regard these policies as being effective. The exceptions to this are in the
clothing/textiles and, more especially, the automotive manufacturing sectors which receive
significant government support (see Chapter 5).

South Africa has not pursued FDI actively. The GEAR policy makes general reference to the
expectation that FDI will respond favourably to more prudent fiscal deficits, the gradual
relaxation of exchange controls and low inflation, arguing that such FDI will ‘play an
important part in encouraging growth through importing modern technology skills,
management expertise, access to international sources of finance and access to global
markets’.” In addition, South Africa has signed over 30 bilateral investment treaties that
extend protection to both portfolio and direct investment, and is also a signatory to the
World Bank's Multilateral Investment Guarantee Agency (see Gelb, 2003 and 2004a, Jenkins
and Thomas, 2002, and Vickers, 2002). Yet South Africa has not implemented any incentives
specifically targeted at FDI.'* Gelb and Black (2004a) argue that attracting FDI has not been a
major policy thrust of the government since 1994, citing a lack of any clear policy
documentation on the issue.

Yet GEAR is only one policy document within a much broader political and economic
framework within South Africa. The next issue to consider therefore is the extent to which
GEAR has combined with other policies and processes to create a positive investment
climate in the country.

4.2 The investment climate

Macro- and microeconomic policies in South Africa have had a mixed impact on the
investment climate. Table 4.1 illustrates how South Africa compares with its peers, using
data from the World Development Report 2005: A Better Investment Climate for Everyone. On
overall investment risk, South Africa performs well in comparison with the rest of the world,
other middle-income countries and sub-Saharan Africa. A similar picture emerges with
regard to the intensity of local competition; South Africa has fewer entrenched monopolies
than its peers. The South African government also scores well in terms of policy
transparency. Only in the category of regional disparities does it not perform well.

15 See GEAR Appendix 12 (Government of South Africa, 1996).

16Tt is an interesting, but separate, debate whether South Africa should offer specific incentives for FDI.
Arguments for preferential incentives for FDI centre on the information asymmetries faced by foreign
investors and the positive externalities created by technology spillover, etc. Hanson (2001) argues that
subsidies to FDI are more likely to be warranted where MNCs make intensive use of elastically supplied
factors, where the arrival of MNCs in a market does not lower the market share of domestic firms, and
where the FDI generates strong positive productivity spillover for domestic agents. Hanson is sceptical
that these conditions hold in most cases, concluding ‘A sensible approach for policy-makers in host
countries is to presume that subsidising FDI is unwarranted, unless clear evidence is presented to support
the argument that the social returns to FDI exceed the private returns’.
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Table 4.1 South Africa’s investment climate performance in comparison

Metric South World Middle Sub-Saharan
Africa Average Income Africa
Average Average

Investment risk 1-12 10.5 8.8 8.7 7.2
profile 1= highest risk
Intensity of local 1-7 5.3 4.7 4.6 4.2
competition 1=no competition
Regional disparities 1-7 2.9 34 3.1 2.9
in investment climate | 1=no disparities
Transparency in 1-7 4.3 3.9 3.5 3.8
policy-making 1=zero

transparency

Given this generally favourable report, it is pertinent to ask why South Africa has not
performed better in terms of investment and growth (see next section). In part, this can be
attributed to South Africa’s ambitions, which are not to be ‘a well performing African
economy’ but to compete on the global stage. However, there is also a sense that the South
African economy has not performed as well as it could, or should, have done, given its
widely praised macroeconomic record. There is a heated debate about why this is so, which
it is impossible to consider fully within the confines of this paper. One set of analyses,
however, highlights the fact that the microeconomic reforms have not matched the progress
made with the macroeconomy. Distortions have occurred within both the input and output
markets, and especially within the labour market.”” The mismatch between macroeconomic
and microeconomic policy has created an environment where businesses are not investing
and growth rates are disappointing.

FDI has also been lacklustre (see below). There has been considerable research into why
this is so, given South Africa’s stable macroeconomic and political environment (see
Chandra et al., 2000 and 2001a, Gelb, 2003, Gelb and Black, 2004a, and Jenkins and Thomas,
2002). Analysts point to the following problems:

e For market-seeking FDI, the southern African economies are too small and are
growing too slowly.

e Regional political instability (especially in Zimbabwe) spills over to South Africa,
creating uncertainty for potential investors.

e There are high levels of HIV/AIDS and crime in South Africa.

e There is a shortage of skilled labour, not helped by South Africa's bureaucratic and
complex immigration policy.

e There is regulatory uncertainty, particularly in the telecommunications, electricity
and transport sectors.

This chapter has already hinted that the positive investment climate in South Africa has
failed to deliver the sort of growth rates envisaged and certainly not sufficient to make
significant inroads into the depth and extent of poverty. The following section discusses the
results in more detail.

7 This argument remains extremely controversial. For a good review of wider debates, see Fedderke
(2004) and Lewis (2002).
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4.3 Investment outcomes

The GEAR programme envisaged ‘a brisk expansion of private sector capital formation” and
‘an improvement in the employment intensity of investment and output growth’. This has
not materialised. Despite a widely admired macroeconomic policy programme, growth and
investment in the South African economy have remained disappointingly low since 1994.
Total investment remains at around 16% of GDP.#

Expectations were that annual private sector investment would grow at 12% on average
between 1995 and 2000. The GEAR document argues further, ‘In the aggregate, these
developments are expected to provide sufficient impetus for GDP growth to climb to the
targeted 6 percent by the year 2000’. Tables 4.2 and 4.3 show more specifically that
outcomes have not matched expectations especially as regards private sector and
government investment. Figs. 4.1 and 4.2 demonstrate that, although all sources of fixed
capital formation have risen, this has only kept pace with overall economic growth.

Table 4.2 GEAR’s annual growth rate targets for investment (%)

1996 1997 1998 1999 2000 Average
Real government investment growth 34 2.7 5.4 7.5 16.7 7.1
Real parastatal investment growth 3.0 5.0 10.0 10.0 10.0 7.6
Real private sector investment growth 9.3 9.1 9.3 13.9 17.0 11.7
Additional FDI (US$m.) 155 365 504 716 804 509

Source: Government of South Africa (1996) and South Africa Reserve Bank data.
Note: ‘Average’ figures are the arithmetic mean.

Table 4.3 Actual annual investment growth rates (%)

1996 1997 1998 1999 2000 Average
Real government investment growth 14.1 7.3 -4.4 -9.6 -0.2 1.4
Real parastatal investment growth 60.2 13.3 13.3 -8.5 6.7 11.7
Real private sector investment growth 8.1 5.5 6.3 -8.8 1.9 2.6
Inward FDI (US$m.)? 818 3,817 561 1,502 877 1,515

Source: Reserve Bank of South Africa
Note: a) Data taken from World Investment Report (UNCTAD, 2004). Not directly comparable with ‘additional’ FDI
targets in the GEAR document as the latter does not specify what these are additional to.

The quantity of FDI has been disappointing when compared with other developing
economies. Since 1994, FDI in South Africa has averaged less than 1% of GDP. By
comparison, over the same period, FDI/GDP averaged 2.5-3% for Argentina, Brazil, and
Mexico, 4-5% for Hungary and the Czech Republic, and 3-5% for Malaysia, the Philippines
and Thailand. Furthermore, much of this FDI has been market-seeking (not export-
orientated), has been directed to the natural resources sector (rather than manufacturing
and services) and has been driven by privatisations rather than being greenfield (Lewis,
2002).

The poor investment record has been cited as one of the causes of South Africa’s poor
overall economic growth rates. Average growth in the 1990s was a mere 0.94%. Of this Total
Factor Productivity (TFP) growth contributed 1.07%, growth in capital 0.44% and the
contribution from labour actually fell by 0.58% (Hartzenberg and Stuart, 2002; Fletcher,
2003). These figures show that firms have increasingly managed to increase output by

18 South African Reserve Bank, Quarterly Bulletin No. 231 (2004). For the purposes of this paper,
investment is defined as Gross Fixed Capital Formation, excluding portfolio flows.
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squeezing existing capital equipment harder and by shedding workers, rather than by
investing in new capital equipment or employment.

Table 4.4 Average annual real growth rates of fixed capital stock by sector

1960-70 | 1970-80 | 1980-90 | 1990-2002 | 1994-2002
Agriculture 2.34 2.68 -0.97 -0.81 -0.27
Mining 1.93 6.19 6.04 0.58 0.44
Manufacturing 7.86 8.19 3.28 2.65 2.44
Electricity, gas and water 5.67 7.90 4.22 -2.37 -2.24
Construction 11.49 10.41 -0.48 -0.25 0.44
Retail 5.37 5.15 1.86 1.73 2.17
Transport, storage and communication 4.76 5.88 1.31 1.45 2.07
Financial 5.00 4.95 3.17 1.45 1.66
Community 7.52 6.47 2.84 1.31 1.06
Total 5.36 6.00 2.79 1.13 1.27
General government 6.09 5.90 -0.13 -1.68 0.77
Public corporations 8.47 13.59 8.98 5.47 0.85
Private corporations 4.41 4.60 4.00 2.57 -0.20

Source: Fletcher (2003)

Fig. 4.1 Relative investment rates in South Africa
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Fig. 4.2 Gross capital formation to GDP ratio
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Growth in manufacturing output averaged only 1% between 1990 and 2001 (Roberts, 2004).
Kaplan (2003) has undertaken a comprehensive review of investment in the manufacturing
sector and concludes, ‘Over the last two decades, South Africa’s share of developed market
and world Manufactured Value Added (MVA) has declined persistently. Given the more
rapid rate of population growth in South Africa, the relative decline in South African MVA
per capita has been particularly pronounced’.

Kaplan’s observation is especially interesting when taken together with the data in Table 4.4,
which reveal that the manufacturing sector has in fact shown the highest level of fixed
capital formation over the last ten years in South Africa. The simplest explanation for this
apparent inconsistency is that the investment which has taken place in the manufacturing
sector has simply not been enough and secondly that there has been very little investment in
the government’s target sector of ‘labour-intensive manufacturing’. Kaplan summarises the
situation as ‘low rates of growth in the labour intensive sectors have combined with overall
rising capital intensity resulting in consistent declines in manufacturing employment’.
Kaplan uses official data provide by the Government of South Africa to show that total
employment in the manufacturing sector fell from 1.5 million in 1990 to 1.3 million in 2003.
Given the government’s focus on labour-intensive manufacturing, this is especially
disappointing.

It is beyond the scope of this paper to enquire into the causes of the low savings, investment
and FDI rates in South Africa, though it is clear that these have limited the growth potential
of the economy (see Roberts, 2004, for a more detailed review). Chapter 5 considers the
extent to which investment incentives may have mitigated a low rate of investment in
manufacturing.
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Chapter 5: Assessing South Africa’s Incentive Regime

5.1 Incentive policy

Prior to the democratic elections in 1994, the South African Government pursued a
deliberate and well funded regional development strategy designed to support the
homelands created by apartheid. Further industrial back-up was provided by high tariff
barriers and government investment in state-supported enterprises such as SASOL (oil) and
ISCOR (steel). The transition to democracy saw the termination of these spatial support
programmes and the exposure of the manufacturing economy to global markets as a result
of the removal of sanctions and South Africa’s re-integration into the global economy (Nel,
2002).

In 1995, only one year after the first democratic election, the Katz Commission reported on a
comprehensive review of the country’s tax structure, and recognised the ‘tenuous links
between taxation, capital spending and economic growth’. Its primary recommendation was
to ‘broaden the tax base and remove or limit deductions, exemptions and other preferences’
(Republic of South Africa, 1995). However, the GEAR document, which followed the Katz
Report a year later, was more open to the concept of investment incentives designed to
‘stimulate competitive and labour-absorbing industrial development’. The key section of the
GEAR document states the desire to introduce ‘tax incentives for a fixed period to stimulate
investment’. The reference in GEAR to incentives for a ‘fixed period’ demonstrates the
government’s awareness of the international lessons on incentives. As Chapter 3 pointed
out, giving incentives a specific term is one of the key lessons from international best
practice. South Africa’s entry into the World Trade Organization (WTO) helped accelerate
the elimination of import-substitution programmes and other protectionist policies. For
example, in 1997 South Africa phased out the General Export Incentive Scheme (a poorly
targeted scheme that the WTO found to be illegal).

The GEAR document put forward three specific incentives: an accelerated depreciation
scheme to ‘enable existing manufacturing entities to expand in response to the challenge of
globalisation’, second, a tax holiday scheme aimed at ‘new projects in key regions and
industries, designed to favour labour-absorbing manufacturing activities,” and third a set of
incentives to assist small-scale enterprises. The government phased out the tax holiday
scheme as early as 1999, following internal reviews showing it to be expensive, poorly
targeted and ineffectual. However, the accelerated depreciation scheme and the incentives
for small businesses have remained. Other incentives were developed and implemented
following GEAR, including the Motor Industry Development Programme and the Strategic
Industrial Programme, which are discussed further in Section 5.4. The set of incentives to
support small businesses were proposed both as a means of promoting labour-intensive
growth and also as a vehicle for enhancing Black Economic Empowerment. GEAR also
flagged the creation of a number of matching grant-based incentive schemes for
technological innovation and skill creation. The absolute and relative level of expenditure is
small, however, and these measures will not be discussed further in this paper.

Finally, in part response to the poor record in generating additional investment, provincial
economic development agencies have been set up in each of the nine provinces, the most
active being in Guateng, Western Cape and KwaZulu-Natal. These agencies tend to focus on
investment promotion, actively marketing nationally available incentives and the provision
of key infrastructure. There is almost no scope, however, for the provinces to implement tax
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incentives, given their reliance on national transfers.” Municipal governments have more
opportunity to affect the investment climate (by reducing the red tape surrounding
planning, etc.) and to reduce property rates and/or utility charges for services such as
sanitation and electricity. Cape Town municipality, for example, is currently considering
investment incentives. Though the primary focus is on reducing red tape, it is also
considering reductions in utility charges in certain, very poor, localities within the city for
new and expanding businesses.>

5.2 Tax structure and incentives

The broad thrust of South Africa’s fiscal policy since 1994 has been to lower tax rates and
broaden the scope of the policy in order to improve the efficiency of the overall tax system.
In consequence, the top marginal rate of tax on personal income has fallen from 45% in 1990
to 40% in 2003 and the corporate tax rate has come down from 50% to 30% over the same
period. There is a secondary tax of 12.5% on dividends distributed to shareholders. Branches
of foreign companies with management outside the country are subject to a 40% tax rate.
South Africa also has a capital gains tax* and VAT of 14%. Like the global norm, nominal
interest payments are deductible from taxable income.

Despite the praise given to South Africa for its relatively simple and broad-based tax
structure, a surprising number of tax and grant incentives exist. Annex 2 collates a
comprehensive directory of those currently available. Reviewing this list reveals some
interesting observations, as follows:

e There are an equal number (14-17) of ‘on-budget’ grants and ‘off-budget’ tax
incentives. The number of policy-specific grants has burgeoned over the past
decade. The DTI accounts for these grants transparently through the annual
reporting of expenditure.

e The level of spend, however, is heavily skewed towards tax incentives. An accurate
assessment of the revenue forgone through these incentives is not therefore possible,
as South Africa does not yet compute ‘tax expenditures’.”? Kaplan (2003) estimates
the forgone revenue from the Motor Industrial Development Programme at 8.4
billion Rand in 2002. This programme and the Strategic Investment Programme
totalled 9 billion Rand foregone in 2002/3, over 900% of the value attributed to the
on-budget grant incentives.

e There is a set of both grants and tax incentives aimed at supporting small and
medium-sized enterprises. This includes a CIT rate of 15% and the Small and
Medium Manufacturers Development Programme. The rationale behind the
government’s policy of supporting small businesses is that they are both
employment-intensive and part of the black economic empowerment agenda.

19 For example, the Western Cape Province collected only 7% of its own revenue in 2002/3, with the
remainder coming from central government allocations.
http://www.capegateway.gov.za/Text/2004/3/budgetstateone.pdf.

2 Interview with Interim Manager, City of Cape Town Economic Development Agency, July 2004.

21 Effective rates are between 0% and 17.5% depending on who is affected. See PricewaterhouseCoopers
(2002).

22 The exception to this is the Strategic Investment Programme (SIP), which has a ceiling for forgone
revenue, and reports specifically on revenue forgone. 600 million Rand has been forgone in revenue since
its launch in 2001.
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e There are also a number of development finance institutions such as the Investment
Development Corporation, the Land Bank and Khula.®» The precise amount of
subsidy embedded in these ‘soft loans’ is difficult to estimate. As a rough estimate,
however, the IDC committed 4.8 billion Rand in loans or equity in 2004. Assuming its
debt and equity investments amount to 2.5% discounted over commercial rates of
return,* this equates to a subsidy of 120 million Rand. The IDC plays a significant
role, financing 12% of gross fixed capital formation in manufacturing between 1998
and 2000 (Roberts, 2004). Access to loans and equity from these institutions is
limited and discretionary.

e South Africa has a fledgling system of Industrial Development Zones (IDZs) which
offer ‘Customs Secured Areas’ exempt from excise duties, VAT and import duty on
assets and inputs used in the production of exports. The IDZs also provide dedicated
customs officials (to help speed up the administration surrounding
importing/exporting) and key infrastructure. They do not, however, provide for
concessions on regulations such as labour laws and health and safety legislation or
environmental safeguards.

While GEAR refers to the need for ‘labour-intensive manufacturing’, this is not uniformly the
policy objective of many of the incentives offered. As will be discussed in Section 5.3, many
of the incentives support capital-, not labour-, intensive industries. Furthermore, incentives
are offered in each sector, primary, tertiary and secondary. This may be an effort to be ‘fair’
to each sector and each segment of the economy, or may simply be a response to political
lobbying. Either way, the result is an incentive regime which appears to lack strategic focus.
Section 5.3 investigates in more detail how South Africa’s incentive regime matches up in
comparison with international best practice.

5.3 Evaluation of South Africa’s incentives: international best practice

Through both design and trial and error, South Africa has avoided many of the worst
examples of incentives. The positive features of the regime (using Section 3.3 as a guide) are:

e Corporate income tax of 30% is comparable with that in other countries in the region
and other emerging market economies. Many argue, however, that the additional
12.5% tax on dividends paid pushes South Africa into the top tier of income tax
countries when compared with its peers (Bolnick, 2004; Fletcher, 2003;
PricewaterhouseCoopers, 2002).

e Apart from a brief period (1996-9), the government has eschewed tax holidays, one of
the least effective investment incentives.

e Most incentives are well designed, well targeted and have a specific policy goal. The
40-20-20-20 depreciation schedule effectively targets additional rather than existing
investment. The SIP is a well-designed Investment Credit Allowance scheme, though
it is not possible to say yet what the redundancy rate is. The MIDP has successfully

% Khula Enterprise Finance Limited is an agency of the Department of Trade and Industry established in
1996 to facilitate access to finance for small and medium enterprises. Khula provides both financial and
non-financial assistance to small enterprises through various delivery channels including commercial
banks, retail financial intermediaries and micro credit outlets.

#IDC website states that ‘loans are risk-related and based on prime lending rates’. Experience shows that
IDC loans are between 2 and 3% lower than a corresponding commercial loan for a similar project.
http://www.mallinicks.co.za/invest_info.
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stimulated additional investment in the motor industry, as designed, but at an
unknown cost (see Box 5.1).

South African exporting firms can obtain relief on duties paid on products used in
the manufacture of exports, even if the inputs are sourced from within the SACU
region. Furthermore, in the IDZs exporters can also import capital machinery duty-
free, thus providing effective support for manufacturing exports.

The DTI and the National Treasury carry out regular assessments of the incentives
on offer and which are removed or reformed accordingly. The policy process shows
that the government is learning from past experience, and the most recent incentive
(the Strategic Investment Programme) contains most of the features of a well
designed incentive scheme (Bolnick, 2004).

In sum, the South African investment regime has much to recommend it, and it compares
well with that in other countries in the region. However, there is also evidence that the
regime is not as much in line with international best practice as might at first appear. Key
problems include:

Poor awareness of existing incentives, especially on the part of small and medium-
scale enterprises. Only between 7% and 35% of South Africa’s small businesses are
aware of existing incentives for which they are eligible (UNCTAD, 2003). A separate
survey by Business Map (2003) and the World Bank supports this point.

For all but the largest schemes, application and approval processes are excessively
bureaucratic and complex, especially for small and medium-sized enterprises.
Businesses view the costs of applying as sometimes higher than the benefits
provided.» By way of illustration, a large international accountancy firm in South
Africa has a practice dedicated to assisting clients to apply and qualify for incentives.
Further anecdotal evidence of this problem is provided by the case study of Bell
Equipment (Annex 4), which complains bitterly about the level of bureaucracy
involved in many of the DTT's grant-based incentives.

Too many incentives lack sunset clauses, for the scheme itself and for the duration of
the benefit provided. Both are needed to stop industries or businesses surviving on
incentives, rather than using them simply to get started. The MIDP (see Section 5.4),
for example, has been extended twice, and may be again, creating uncertainty for
investors.

South Africa has a relatively low tariff structure and is fully compliant with its WTO
obligations. Tariff protection in manufacturing decreased from 15.6% in 1997 to
11.8% in 2002, but high rates still apply to certain manufactured products: textiles,
clothing and related products remain the most heavily protected, with the ad
valorem components of certain tariffs ranging up to 60% (WTO, 2003).

South Africa also suffers from overlapping government agencies, each with a degree
of responsibility for designing, budgeting and implementing incentives. The
National Treasury focuses on costs and forgone revenue, whereas the DTI is more

% UNCTAD (2003). A similar situation exists with the Sector Education Training Authority awards, which

cover 75% of training costs. But businesses, especially small ones, complain bitterly that the
administrative procedures around access to this funding are so cumbersome that the net benefit is
marginal at best.
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focused on ‘marketing’ South Africa as an investment destination. The revenue
service is most concerned with administrative simplicity. Semi-autonomous
government agencies, such as Khula, the IDC, the National Research Foundation
and the International Trade Administration Commission (ITAC), also play a role in
various incentives.

e Too many incentives are applied in a discretionary manner, including requests for
adjustments in import tariffs (see below). This complicates and slows down the
approval process and adds to the level of uncertainty faced by companies.

e Outside the five IDZs, there is no clear strategy on tariff protection or relief. Firms
may seek tariff protection from imports for their sector, and rebates or more general
tariff reductions on inputs. Any manufacturing company, exporting or not, may
apply to the Board on Tariffs and Trade for tariff adjustments which must then be
approved on a discretionary basis by the Minister for Trade and Industry. The
process whereby applications for tariff adjustments or rebates are considered,
appraised and evaluated is opaque and potentially open to abuse.

e The government tends to introduce grant incentives in response to lobbying by
different sectors within both the public and the private sectors without a rigorous ex
ante assessment of the costs and benefits or a coherent strategic justification.»

Finally, there is a dearth of existing evidence on the efficiency or otherwise of South Africa’s
investment incentive regime.” There are internal reviews of specific programmes,
commissioned by the relevant department and usually undertaken by independent outside
consultants. While the majority of these do provide a critical evaluation of the incentive
scheme under review, they tend to lack a rigorous analysis of the efficacy and the efficiency
of the incentive. Instead, the evaluation focuses on whether the incentive has/has not led to
a rise in investment, but not the counter-factual (would investment have risen anyway?), or
whether the benefits were worth the costs. 2 South Africa does not yet calculate and report
the ‘tax expenditures’ of revenue forgone through its tax incentives, with the exception of the
SIP.

5.4 MIDP and SIP

It is worth looking in more detail at the Strategic Investment Programme (SIP) and the
Motor Industry Development Programme (MIDP). These two programmes are financially
the largest and also the schemes which have had the biggest impact on FDI (Business Map,
2002). Box 5.1 provides details on how the MIDP and SIP programmes operate.

% As recently as June 2004, new incentives were created for the film industry. Incentives for the Back Office
Processing sector are under consideration.

#‘Up to now, assessment of the impact of our industrial policy in general, and of particular policies, has
been lacking’. DTI (2001a) p. 43.

28 For example, the mid-term review of the MIDP undertaken in 2000 (see Damoense and Simon, 2004).
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Box 5.1 MIDP and SIP

The Motor Industry Development Programme (MIDP) was initiated in 1995. It entailed a phasing down of
tariffs; a removal of local content requirements; duty-free imports of components up to 27% of the
wholesale value of the vehicle; and duty rebate credits earned on exports. Duty credits are tradable and
can either be used to import local content duty-free, or sold to provide a separate source of revenue for the
exporter. The MIDP has been hailed as a great success, having achieved significant growth in vehicle
imports and exports as well as substantial investments by major vehicle manufacturers such as BMW,
Volkswagen and Toyota (Black and Mitchell, 2002).

The SIP is a more recent programme introduced in November 2001. The sole tax benefit is an initial
capital allowance (ICA) of 50 or 100%, depending on the qualifying points score; points are awarded for
the ‘fit’ of the project to strategic goals and employment creation. The ICA is additional to the normal
accelerated depreciation provided through existing legislation. As companies are able to carry forward
paper losses, the combined result is that companies operating under the SIP can operate in a tax-free
environment for many years. The qualifying criterion is that projects must have a capital investment of at
least R 50 million. The SIP imposes a ceiling (up to R600m.) on the cost of the industrial assets that may
qualify for the ICA for any one project. Apart from this, the law sets a ceiling of R3 billion on the
cumulative amount of ICA benefits that can be granted under the programme. The qualifying criteria are
explicit and substantive, applications are gazetted, awards are reported annually, and revenue costs have
to be monitored. The SIP is very attractive to investors and yet is fiscally reasonable; the initial allowance
substantially lowers the Marginal Effective Tax Rate (METR) for most projects, while yielding revenue in
the medium run (Bolnick, 2004).

The primary aim of the SIP is to contribute to the growth, development and competitiveness
of specific sectors of industry by providing investment allowances (tax relief) to industrial
projects that qualify. The key objective of the programme is to attract investment to South
Africa in order to upgrade industry and create employment opportunities. However, this
incentive is relatively new and there are little data on which to assess its performance. While
the SIP is well-designed (see Bolnick, 2004), its impact in terms of generating additional
investment is unclear. The DTI recently reviewed SIP.»

The MIDP is a longer-running programme which has become the subject of much debate
(see Black and Mitchell, 2002; Barnes et al., 2003; Flatters, 2002). There is a consensus that
the scheme has undoubtedly led to significant new investment in the automobile sector and
associated downstream products such as leather seating. The debate surrounding the MIDP
concerns whether this has been worth the cost to customers, taxpayers and the government
in terms of forgone revenue.

Table 5.1 looks in more detail at how these two programmes measure up against the lessons
developed in Section 3.3 on what makes for an effective and efficient incentive. It shows that
both programmes have many of the characteristics of a well designed and effective incentive
scheme. However, in terms of generating ‘labour-intensive manufacturing’, they have, on
the balance of the evidence, failed. The motor industry in South Africa is extremely capital-
intensive (Black and Mitchell, 2002; Damoense and Simon, 2004; Roberts, 2004) and the SIP
has resulted in very few businesses which generate any significant long-term employment.®
In fact, as Kaplan shows, the manufacturing sector has become increasingly capital-
intensive over the past decade, requiring skilled labour (in short supply) rather than
unskilled (in abundant supply).

Annex 4 provides a case study of a South African manufacturer and exporting firm which has
benefited from MIDP - Bell Equipment. Bell Equipment employs 1,000 people in its South

2 Neither the terms of reference nor the results of the review were made available to the author by the DTI.
% Discussion by the author with staff of the National Treasury and Revenue Service.
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African facility. On average, it receives R32m. a year from the MIDP, equivalent to R32,000
per job per annum (not taking account of indirect employment). On the assumption that
Bell Equipment would close were it not for the MIDP, the government of South Africa is
paying R32,000 per annum per job in this case. Using the average minimum wage in South
Africa as a proxy alternative,” this figure appears extremely high. Bell Equipment makes
intensive use of fixed capital and, to an even greater extent, working capital.

Table 5.1 Analysis of South Africa’s two primary indirect investment incentives

Effective and Efficient
Incentives

SIP

MIDP

Effectiveness: Stimulate the
desired investment (in the
sector or location) with
minimum revenue leakage,
including minimal
opportunities for tax planning.

Approval clearly linked to
policy goals. Has been rapidly
taken up by industry but at an
unknown redundancy rate.
Loss of revenue is approaching
the R3bn ceiling.

Has effectively stimulated motor
industry investment which rose
from R85.4m. in 1995 to
R2,345m. in 2001 (Roberts, 2004).

'Evaluability': Are evaluated on a
regular basis against pre-agreed
criteria.

Regular reporting to Parliament
of revenue forgone and which
companies are benefiting.
Review of SIP in 2004 by DTI.

Substantially met. Evaluated
both internally by government
and externally by commentators.
But exact costs to customers and
revenue loss unknown.

Transparency: Are transparent
and easy to understand for
corporations.

Legislation is clear on how
points are awarded and why.

Legislation is clear and close
interaction between industry and
government has helped ensure
rapid take-up.

Precision: Have clearly specified
and quantified objectives, which
are expressed precisely in
legislation.

Yes.

Yes.

Stability and Duration: Are not
changed frequently. Have a well
publicised finite life (in terms of
time or revenue loss ceilings)
both for the scheme and for the
benefits provided to individual
firms.

Substantially met. No changes
as yet to criteria and benefits.
Clear end date (2005 or when
R3bn forgone revenue envelope
is met, whichever is sooner).
May or may not be extended.

Partly met. Reviewed and
changed in 2002, extended until
2007, then to 2012. Uncertain
future after that.

Are developed, implemented,
administered and monitored by
one agency.

No. Approval committee made
up of several departments (DTI,
NT, SARS). Agency co-
ordination and co-operation is
a problem.?

No. DTI, ITAC, NT and SARS all
involved.

Agency co-ordination and co-
operation is a problem.

Have low administration costs
to both government and firms.

Yes. Only 4% of incentive
budget used in administration
by government.” The size of the
benefit to firms dwarfs any
application and reporting costs.

Yes. Only 4% of incentive budget
used in administration by
government. The size of the
benefit to firms dwarfs any
application and reporting costs.

Are non-discretionary and
applied consistently against a
set of open criteria.

No. Applicants must apply and
be recommended by a
committee to the Minister of
Trade and Industry.

Substantially, yes. However,
there is some debate about
definitions of ‘motor vehicle’ etc.

Notes:

a) Private discussions with a large multinational accountancy and consulting firm in Johannesburg, which has
virtually cornered the market for helping firms apply for incentives;
b) Government of South Africa, Estimates of National Expenditure, February 2004.

3 Minimum wages in South Africa are determined by sector and differ according to the exact nature of the
job. The range is between 650 and 1,356 per month. http://www.labour.gov.za.
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Chapter 6: Marginal Effective Tax Rate Analysis

Given the discussion so far, the salient question is, ‘in those sectors which benefit from
incentives, has there been higher investment than would have occurred otherwise?” This is a
difficult question to answer. A full answer would require a comprehensive survey of firms
that had both chosen and not chosen to invest. However, one indicator of the effectiveness
of tax incentives is to use Marginal Effective Tax Rate (METR) analysis, which is a standard
technical method for evaluating the impact of the tax system on investment decisions (Box
6.1).

Bolnick (2004) has amended a METR model originally developed by Dunn and Pellechio
(1990). This ‘Bolnick model’” allows the user to evaluate the impact of different tax incentives
on the METR faced by investors. In turn, this provides some indication of the likelihood that
an investment would have been stimulated, given changes in the METRs.

Box 6.1 The Marginal Effective Tax Rate (METR)

The METR measures the extent to which the tax system reduces the real rate of return on investment, at
the margin. More formally, the METR is defined as:-

METR = (RORbT - RORaT)/RORbT

where RORbT and RORaT are the real rates of return before and after tax, and ROR is:

Present discounted value of annual net earnings = PDV(E)
Capital Expenditure K

For example, let us assume that the rate of return on an incremental capital project is 20% before tax and
10% after, from the equation: METR = (20-10)/20 = 0.5 or 50%. The METR of 50% indicates that the tax
system diminishes the real rate of return by 50%. The METR shows how much the tax system distorts
investment incentives by driving a ‘wedge’ between the underlying profitability of a project and the after-
tax return to the investor. The METR can be compared across projects, sectors, and countries. The larger
the METR, the bigger the tax wedge. Differences in the METR reveal tax-induced biases in the incentives
that drive the allocation of productive resources. In some cases, the biases are deliberate aims of policy,
such as preferences for exporters or for manufacturers in certain locations. In many cases, however, the
biases are unintended consequences of the tax system.

It is possible to have a METR which is zero and yet also revenue-positive, as long as the rates of return
before and after tax are the same. Bolnick shows how this can be the case with, for example, 100%
deductibility of investment in the first year.

The tax wedge appears at two levels—one arising from taxes on the company, and the second stemming
from taxes on the remittance of earnings or capital gains to the owners. There are thus two METRS. The
first is in terms of the returns seen by the company undertaking the investment. The second analyses the
rate of return to the equity holders themselves rather than the company. The present paper uses the
second approach. It is the approach recommended by Bolnick, since it gives a better indication of the
impact of the tax system on investment decisions. This is especially pertinent in South Africa, which has a
substantial secondary tax of 12.5% on companies in addition to the standard corporate income tax of 30%.

It is important to recognise that this METR analysis only addresses how much the overall tax
and incentive system reduces the relative rate of return to equity holders* before and after
tax. It says nothing about the absolute rates of return to different projects. It is possible to
have two projects with identical METRs but with very different rates of return. The Bolnick

32 As discussed in Box 6.1, the model reflects cash flow to equity holders. Cash flow is thus determined after
taxes on dividend distributions and after the taxation of capital gains on any sale of the enterprise.
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model does not allow for any judgement on whether an enterprise is more profitable in one
sector than another. Rather, it analyses how much the tax and incentive system distorts the
decision to invest in that particular project. Some projects with very high rates of return can
remain profitable even with a very high METR. Other projects will remain unviable, however
low the METR. Adjustments in the METR are most likely to have an impact on projects that
have a rate of return very close to the threshold rate for the investor, in other words the most
marginal investments.

Tables 6.1 to 6.5 apply the Bolnick model to hypothetical manufacturing, agricultural and
tourism/services firms in South Africa. Annex 3 details how the Bolnick model was
configured to represent the South African investment climate. The model only allows for the
incorporation of tax incentives, not cash grants.

There are three financing scenarios shown: debt at 0% of financing (equivalent to full equity
financing); debt providing 28% of financing; and debt providing 50% of financing. The more
likely scenario for South African companies is for debt to provide about 28% of all financing.
The 50% ratio more accurately reflects the situation for smaller companies, which would use
owner equity to start up and be less able to secure debt financing.

This ‘base case’ is extended to include the accelerated depreciation allowances provided for
each type of enterprise. Separate models are developed for the SIP and for SMMEs. The SIP
is available only to large corporations. SMME tax incentives include the immediate
expensing of capital equipment and 15% CIT rate. The SMME scenario also includes a
higher cost of debt (14% as against 12%) which they are more likely to face. The SIP and
SMME incentives are mutually exclusive, but both build on and include the accelerated
depreciation allowances.

The Bolnick model includes the effects of import tariffs on initial investments. However, it

does not provide for an analysis of the impact of indirect taxes on working capital inputs. As
aresult, it is not possible to model the impact of the MIDP on the METR.

Table 6.1 Base case: Asset structure of different business sectors

Land Buildings M&E Vehicles
Manufacturing 50% 20% 20% 10%
Agriculture 60% 15% 20% 5%
Tourism/services 20% 30% 20% 30%

Table 6.2 How capital structure affects the METR in different sectors

1 2 3
0% debt 28% debt 50% debt
Manufacturing 35.78 31.15 27.03
Agriculture 33.41 28.49 23.84
Tourism/Services 38.59 34.42 31.29

Note: Does not include accelerated depreciation allowed with each category of enterprise.
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1 2 3
0% debt 28% debt 50% debt
Manufacturing 35.78 31.15 27.03
W/ Accelerated depreciation® 34.52 30.55 26.79
W/ SIP 50% 27.19 23.88 20.90
W/ SIP 100% 22.52 19.35 17.36
As an SMME 27.26 25.46 24.42
R&D Investment 31.33 27.42 24.20
Note: a) 40-20-20-20
Table 6.4 How incentive schemes affect the METR for agricultural businesses
1 2 3
0% debt 28% debt 50% debt
Agriculture 3341 28.49 23.84
W/ Accelerated depreciation® 32.52 27.55 23.00
W/ SIP 50% 27.70 23.08 19.04
W/ SIP 100% 24.22 20.21 16.58
As an SMME 27.33 23.42 19.93

Note: a) 50-30-20

Table 6.5 How incentive schemes affect the METR for tourism/services businesses

1 2 3
0% debt 28% debt 50% debt
Tourism/services 38.59 34.42 31.29
W/ Accelerated depreciation® 38.20 34.16 31.17
W/ SIP 50% 30.96 28.09 25.77
W/ SIP 100% 26.53 23.68 21.87
As an SMME 33.93 31.18 29.42

Note: a) 20-20-20-20-20 assumed for ‘hotel equipment’

Table 6.2 illustrates two important results. First, as would be expected, debt-financed
projects face a significantly lower METR than equity-financed firms because of the tax shield
provided to interest payments. The rate of return is higher for debt- over equity-financed
projects in the manufacturing, agricultural and services sectors. The imposition of South
Africa’s standard corporate tax regime reduces the rate of return in each sector by roughly
the same proportion. Second, under each financial structure scenario the METR is highest
for the tourism/service sector, and lowest for agriculture, with manufacturing enterprises
midway between the two.

Analysis of the model shows that this is principally due to the differences in import taxes
(rather than corporate taxes on profits, dividend taxes or capital gains tax). The
tourism/services model in Table 6.1 assumes that the capital start-up costs of such
enterprises are skewed towards imported capital (vehicles, machinery and equipment)
rather than locally procured capital (land or buildings). This is probably a safe assumption
in terms of the relative mix of start-up capital. However, the absolute level of fixed capital
investment by a tourism or services firm is likely to be less than that for manufacturing or
agricultural enterprises. Tourist and service enterprises are more likely to invest in human
and working capital. Therefore, it is probably the case that tourism and services firms face a
lower METR than manufacturing or agricultural enterprises. The Bolnick model does not
allow for different absolute levels of investment at start-up.
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Although flawed, this application of the model illustrates the importance of import taxes in
determining the METR of a project. Agricultural enterprises, for example, face a lower METR
than manufacturing enterprises (assuming equal absolute investment) because a greater
proportion of manufacturing enterprises’ capital is imported. The MIDP, which provides
automobile manufacturers with tax relief on imported parts used in export production,
targets this issue very effectively. The MIDP is extremely important to the automobile
manufacturers precisely because it eliminates one of the largest tax burdens they face, tariffs
on imported parts, and provides a second revenue stream if the credits are sold to another
importer.

Table 6.3 looks in more detail at how South Africa’s investment incentives affect the METR
for manufacturing firms. The main features of this analysis are the following:

e Accelerated depreciation provides a very small improvement in the METR, especially
as the debt/equity ratio increases.

e SIP at the 50% level provides a reduction in the METR similar to that provided by
SMME incentives.

e SIP at the 100% level provides a substantial METR reduction, greater than that
provided to SMMEs.

e R&D investment incentives, which are especially applicable to manufacturing firms,
provide a small but noticeable reduction in the METR.

e All incentives, but especially the SMME incentives and accelerated depreciation,
provide a greater reduction in the METR when applied to firms that are equity-
financed.

This last point makes intuitive sense. Equity-financed firms face a greater tax burden than
debt-financed firms and incentives help to reduce that burden. Equity-financed firms are
more likely to be small firms (unable to obtain credit at an early stage of development) and
large public companies (more able to raise private or public equity). While the incentives
available to manufacturing firms provide noticeable reductions in the METR, this is less
than that provided by the deductibility of interest payments. In other words, the biggest
incentive manufacturing firms face is to ‘lever-up’.

As shown in Table 6.4, accelerated depreciation allowances are marginally more generous
for agricultural enterprises than for manufacturing firms. Yet the benefits are still small.
Table 6.5 shows that accelerated depreciation allowances for the tourism/services sector
make even less of an impact on the METR than in manufacturing because this sector is less
fixed-capital-intensive.

The SIP also rewards large fixed-capital-intensive investments by requiring investments of
at least R50m. As a result, manufacturing firms benefit more from the SIP than agricultural
or tourism/services firms. The SIP, especially at the 100% level, provides the largest
reduction in the METR of any of the formal incentive programmes. At the 50% level the
reduction in the METR is small but not insignificant and similar to that provided to SMME:s.
But at the 100% level the SIP has far greater impact than SMME incentives - especially as the
debt/equity ratio rises. This is perhaps a surprising result. The SIP programme, allocated to
a few large capital-intensive firms, provides more generous relief than the incentives
provided to SMMEs. Even though the SIP is not automatically available, this result
demonstrates that small firms in South Africa may face a higher tax burden, after relief, than
large public companies.

This chapter has used a simple METR model to illustrate a few facts about the South African
tax and incentive system. First, it shows that import taxes matter a lot in the calculation of
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the total tax wedge. South Africa is ahead of its WTO obligations, but tariffs on imports of
capital equipment and inputs remain high relative to consumer goods. This makes intuitive
sense if the intention is to create incentives for firms to choose labour-intensive techniques.
The irony is that, while the tariff system meets the goal of supporting ‘labour-intensive
manufacturing’, the incentive schemes do not. Finally, South Africa offers incentives to both
SMME and very large and capital-intensive companies, and this appears inconsistent and
contradictory.
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Chapter 7: Conclusions and ways forward

This paper has begun to analyse whether the existing fiscal incentives available to the South
African manufacturing sector effectively improve the incentive to invest. The literature on
investment incentives (both tax and grants) is extremely cautious about their ability to
induce additional investment and consistently highlights instead the fundamentals affecting
the firms’ decisions to invest, namely, expectations of future demand, the cost of capital,
economic and political certainty, and the existence of strong legal institutions and good
infrastructure. The literature also acknowledges that incentives remain a popular tool,
despite the dearth of evidence in their support. Given this reality, there is also a broad
consensus by policy analysts on the characteristics of an effective and efficient investment
incentive, characteristics such as minimal revenue loss, simple and transparent rules,
revenue caps, sunset clauses and low administrative costs.

Since 1996, the system of incentives in South Africa has broadly attempted to follow the
principles outlined in the GEAR policy document, namely, the desire to increase ‘labour-
intensive manufacturing’. This is understandable given the extremely high unemployment
and underemployment in the country and the associated economy-wide costs. Over the past
decade, South Africa has adopted a cautious approach to incentives, abolishing some and
introducing others. On the whole, there has been a reduction in the number and complexity
of tax incentives and grants, and there is more emphasis on evaluating their impact. The
result is that, today, South Africa operates a system of investment incentives that is
comparatively well defined, effectively implemented, and evaluated on a regular basis. The
system thus has many merits and is better aligned with ‘best practice’ than that of most
other African economies.

The effects of these and other macroeconomic reforms have, however, been disappointing.
The lacklustre investment performance in South Africa over the past decade of democracy
shows that incentives have not been effective in delivering the sorts of levels of investment
(either domestic or foreign) needed to raise the economic growth rate above the 2-3% range.
Perhaps most importantly, there has been very little investment in the key target area of
labour-intensive manufacturing.

The critique of South Africa’s investment incentive regime has been both qualitative and
quantitative. It is clear that South Africa has experienced a learning curve with its incentive
schemes. Those most recently introduced are well targeted to achieve a specific policy goal
and are the subject of scrutiny by government and non-governmental commentators alike.
Many, but not all, are on-budget or have specifically calculated tax expenditures. South
Africa has a competitive corporate tax rate and supports manufactured exports by providing
duty relief on inputs and a fledgling set of Export Processing Zones.

The qualitative review also highlights a few areas of concern. First, despite rationalisation,
there remains a proliferation of direct incentives with overlapping and sometimes
incoherent mandates. Many incentives are too bureaucratically complex and there is
confusion and uncertainty about the eligibility and approval process for many schemes. Too
many incentives are discretionary, in particular the opportunity provided to firms to lobby
government for tariff protection. Sunset clauses are being increasingly used, but this
practice needs to become systematic for all incentives. The largest incentive schemes in
South Africa in terms of expenditure are tax incentives, which are principally ‘off-budget’
(with the exception of the SIP). The calculation of ‘tax expenditures’ would be an effective
first step towards a more rigorous analysis of the efficacy and (crucially) efficiency of the
various tax incentives on offer. There is also some evidence that South Africa does not
market its incentive schemes well.
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The quantitative review applied the Bolnick model to calculate marginal effective tax rates.
The results indicate that most widely available incentives have no significant effect on the
METR of manufacturing enterprises. The financial structure of the firm has a far greater
effect. A striking result is that manufacturing enterprises face a particular hurdle in having to
pay import taxes on capital. Faced with a heavy tax burden on imported capital, as well as a
host of other issues in South Africa’s unpredictable business environment, it is not
surprising that the effect of incentives on the METR is minor. This goes some way towards
explaining why investment (and especially labour-intensive manufacturing investment) has
continued to stagnate despite the existence of incentives. The flagship SIP and SMME
incentives, which produce the largest effects, reduce the marginal effective tax rate by 17%.
It is ironic, however, that some of the incentive schemes with the largest impact (SIP and
MIDP) support capital-intensive rather than labour-intensive manufacturing.

The fact that South Africa subsidises both very large and very small firms equally does not
appear to make strategic sense. Rather than subsidising both very small and very large firms,
in the hope that these firms will generate employment, it would appear a priori more logical
to target the subsidy directly, by, for example, providing a double tax deduction on low-wage
labour expense for all firms. Providing employment subsidies, either directly to the
employer or through employees, would be a simpler and more transparent way of creating
incentives for greater employment than trying to select which firms are the most likely to
create jobs.

The case study of Bell Equipment in Annex 4 provides only one data point, and many more
are needed to get a clearer picture. However, its feedback does appear to support the wider
conclusions of this paper. Bell Equipment welcomes the benefits provided by the MIDP and
is desperate to retain them. It does, however, see the MIDP as a form of compensation for a
volatile exchange rate, a manufacturing location far from its main market and an increasing
regulatory and taxation burden on its business.

Given these conclusions, the key recommendations of this paper are as follows

e to continue the process of rationalisation, and focus all incentives in support of a
clearly defined strategy. One way to do this might be to set a cap of (say) 20 fiscal
incentives.

e to market existing incentives more effectively.

e to introduce sunset clauses both for the incentive schemes themselves and for the
period a firm may benefit. This would help ensure that firms do not come to rely on
incentives to survive, but instead that incentives reduce the risk of the initial and
subsequent investments.

e to simplify the application and approval process so that decisions are quicker and
more transparent.

e to bring all incentive schemes ‘on-budget’ by using tax expenditure analysis. This
will help to illuminate each incentive and determine its effectiveness and efficiency
in achieving the stated objectives.

e over time, to realign incentives to target directly the stated policy goal, namely
greater employment, rather than ‘labour-intensive manufacturing’ - a fuzzy term
which is hard to identify.

e finally, in common with other reviews of incentive systems, South Africa needs to
continue to tackle the ‘big picture’ issues currently acting as a disincentive for firms
to invest in labour-intensive manufacturing. A reading of the literature, informed by
the case study of Bell Equipment, points toward areas such as currency (in)stability,
crime, skills shortages and the ever increasing regulatory and tax burden businesses
face when hiring labour.
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Annex 4: Bell Equipment Ltd.

Bell Equipment Ltd. was established in 1954 in Natal, South Africa. The company makes,
distributes and supports a wide range of heavy-duty vehicles and equipment for the mining,
construction and sugar cane and forestry sectors. Bell employs 2,176 people directly in two
plants, one in Richards Bay (KwaZulu-Natal Province) and the other in Germany. The Richards
Bay plant is one of the largest employers in the KwaZulu-Natal Province. The years 1997-9 were
especially difficult for the company which suffered contagion, along with much of the South
African economy, from the East Asian economic crisis. A joint venture with the John Deere
Construction and Forestry Company in 1999 (which now holds 32% of the equity) helped re-
capitalise the company, which has emerged successfully from that difficult period.

Bell Equipment has a highly capital-intensive balance sheet. A majority of its physical
components are sourced from Europe where Bell is not able to obtain good financing terms.
Long manufacturing lead times mean that inventory stocks are high, and the net result is
working capital at 83% of total assets in 2003. The return on net assets was around 20% over the
period 1999-2003.

In 2003, Bell Equipment had R1.3 billion of assets and generated sales of R2.78 billion, which
resulted in a profit of R36m. after taxation. The company sells locally and internationally, with
52% of sales revenue coming from exports. It has benefited substantially from South African
export incentives over the years, initially under the General Export Incentive Scheme (GEIS, now
defunct) and currently under the MIDP. Since 1995, GEIS or MIDP ‘revenues’ have accounted for
an average 40% of income before tax (see Table Al).

Historically, the company has not made investment decisions based on whether or not it has
access to incentive schemes. The most recent significant investment it made was in 2003, with
the establishment of a new plant at Eisenach, 10 km inside former East Germany. This is geared
to produce up to 650 units a year and will be the focal point from which Bell supplies its markets
in the northern hemisphere, in Europe and North America (though the exact mix of production
in each location will depend on the strength of the Rand).

The strategic reasoning behind the decision to invest abroad rather than to expand production in
South Africa was based upon global market positioning and exchange-rate risk, rather than on
government incentives. Having a manufacturing facility near the European market frees up a
considerable amount of working capital by avoiding the necessity of having to import major
components from Europe to South Africa, fit these to production at the Richards Bay factory and
then ship the completed products back to Europe. It also helps reduce transportation costs.
Finally, the company acknowledges that the ‘branding’ opportunity of being able to use ‘made in
Germany’ provides for greater price margins.

The primary drivers of investment decisions for this firm are thus not tax incentives but currency
values, currency volatility, proximity to markets and branding. But Bell Equipment argues
strongly that its ability to continue to benefit from the MIDP is very important for its continued
success in South Africa.

Table Al presents basic financial models for Bell Equipment with and without the export
subsidies the company has received since 1999. These show that the company would still have
generated positive net income without export incentives every year that it had incentives,
although its growth would have been substantially slower, with an impact on exports and
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employment. The effect on cash flow is more substantial. Taking 1999 as a base year,* average
cash flow would have been 110% down without export incentives. The company faces fierce
competition from Caterpillar and Volvo and is a price taker in the market. It has been unable to
pass on to consumers the price effects of the Rand’s revaluation since early 2003 and would not
be able to pass on price increases associated with the removal of export subsidies.

It is difficult to assess whether the MIDP programme is changing the invest/not invest decisions
for Bell. It would appear that the company would have survived without investment incentives,
but would not have grown or invested as much as it has. The MIDP effectively helps to counter
some of the more fundamental threats to the investment environment within South Africa - an
open trade regime, distance from primary suppliers and major markets, and a volatile currency.
Bell Equipment also makes the point that investment incentives are available to its competitors.

Table A1 Bell Equipment financial statements: with and without MIDP and GEIS Incentives

WITH SUBSIDIES

R'000 FY Dec FY Dec FY Dec FY Dec FY Dec
1999 2000 2001 2002 2003

Revenue 1,163,526 1,438,507 1,658,096 2,386,356 2,778,279

(From GEIS or MIDP) 29,465 35,900 23,912 41,236 30,267

COGS 840,670 1,032,289 1,228,425 1,768,707 2,173,237

Gross profit 322,856 406,218 429,671 617,649 605,042

SG&RA 233,948 288,289 296,696 386,423 452,333

Operating profit before 88,908 117,929 135,204 231,226 152,709

financing (EBIT)

Adjustments for 8,321 9,411 13,706 19,904 24,162

depreciation

Increase in warranty - 25,407 -2,099 15,486 38,736

provision

Loss on disposal of PP&E -2,717 96 -425 -320 54

Forex exchange differences 3,250 20,114 74,840 -54,888 -28,424

for subsidiaries

Operating profit before 97,762 172,957 221,226 211,408 187,237

working capital changes

Change in inventory 26,620 -180,272 -122,200 -208,156 -11,797

Change in receivables -46,317 -71,971 -90,783 43,773 55,643

Change in trade and other 16,138 87,383 90,773 133,466 -139,202

receivables

Total cash generated from 94,203 8,097 99,016 180,491 91,881

operations

Net finance costs paid -32,477 -14,079 -3,530 -57,718 -80,492

Taxation paid -1,358 -4,955 -41,268 -64,402 -62,599

Net cash flow from operating 60,368 -10,937 54,218 58,371 -51,210

Net cash flow from investing -46,724 -28,091 -58,015 -45,155 -40,975

Free cash flow 13,644 -39,028 -3,797 13,216 -92,185

3 This is a suitable base year because Bell Equipment was recapitalised this year following the take-up of a
sizeable minority equity stake by John Deere & Co.
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WITHOUT SUBSIDIES

R'000 FY Dec FY Dec FY Dec FY Dec FY Dec
1999 2000 2001 2002 2003

Revenue 1,163,526 1,438,507 1,658,096 2,386,356 2,778,279

(From GEIS or MIDP) 29,465 35,900 23,912 41,236 30,267

COGS 840,670 1,032,289 1,228,425 1,768,707 2,173,237

Gross profit 322,856 406,218 429,671 617,649 605,042

SG&A 233,948 288,289 296,696 386,423 452,333

Operating profit before 59,443 82,029 111,292 189,990 122,442

financing (EBIT)

Adjustments for 8,321 9,411 13,706 19,904 24,162

depreciation

Increase in warranty - 25,407 -2,099 15,486 38,736

provision

Loss on disposal of PP&E -2,717 96 -425 -320 54

Forex exchange differences 3,250 20,114 74,840 -54,888 -28,424

for subsidiaries

Operating profit before 68,297 137,057 197,314 170,172 156,970

working capital changes

Change in inventory 26,620 -180,272 -122,200 -208,156 -11,797

Change in receivables -46,317 -71,971 -90,783 43,773 55,643

Change in trade and other 16,138 87,383 90,773 133,466 -139,202

receivables

Total cash generated from 64,738 -27,803 75,104 139,255 61,614

operations

Net finance costs paid -32,477 -14,079 -3,530 -57,718 -80,492

Taxation paid -1,358 -4,955 -41,268 -64,402 -62,599

Net cash flow from operating 30,903 -46,837 30,306 17,135 -81,477

Net cash flow from investing -46,724 -28,091 -58,015 -45,155 -40,975

Free cash flow -15,821 -74,928 -27,709 -28,020 -122,452

Source: Bell Equipment <www.bell.co.za>; information provide by Bell Manufacturing; interviews with Bell Equipment staff.




