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Dear

	
October	2019	was	a	watershed	month	for	South	Africa.	 	Politicians	are	well	known	for	only	focusing	on	areas	that	can	increase
their	popularity.	 	Those	clinging	to	power	 tend	to	focus	on	the	good	and	those	hoping	to	have	a	bigger	 influence	focus	on	the
bad.	 	 In	 his	 Medium-Term	 Budget	 Policy	 Statement	 (mini-Budget)	 delivered	 in	 the	 month,	 the	 Finance	 Minister,	 Mr	 Tito
Mboweni,	had	the	courage	to	lay	bare	the	problems	with	the	South	African	Economy.		We	think	it	takes	a	person	of	courage	to
deviate	from	the	well-trodden	path	that	his	predecessors	had	followed	and	we	applaud	Mr	Mboweni	for	that.		The	only	issue	we
have	is	that	although	the	mini-Budget	highlighted	many	problems	it	didn’t	provide	any	meaningful	solutions.		What	the	country
needs	is	action	and	not	rhetoric.
	
It	 is	pleasing	 though	 that	 the	Government,	and	by	extension	 the	ANC,	are	prepared	 to	address	 the	problem	areas	(Eskom,	high
public	sector	wage	bill,	 low	economic	growth,	etc)	even	though	it	could	alienate	their	very	own	voter	base.	 	Are	we	heading	to
that	utopian	outcome	where	the	politicians	are	putting	the	needs	of	the	country	before	those	of	their	own	political	party?
	
In	what	has	become	 the	norm	the	economic	growth	 forecast	was	 revised	downwards	 to	a	very	 tepid	0.5%	for	2019	(driven	by
blackouts	in	the	first	quarter	of	the	year).		This	caused	the	currency	to	lose	ground	during,	and	immediately	after	the	mini-Budget
we	 saw	 the	 Rand	 losing	 2%	 against	 all	 major	 currencies	 in	 a	 matter	 of	 hours.	 	 When	 other	 emerging	 market	 economies	 are
growing	 in	 excess	 of	 6%	 per	 year	 foreigners	 are	 happier	 to	 “back	 the	 healthier	 horse”.	 	 South	 Africa	 does	 have	 very	 robust
financial	 systems	 and	 the	 Rand	 is	 easily	 traded	 so	 if	 we	 get	 our	 house	 in	 order	 investors	 will	 come	 back.	 	 We	 have	 many
advantages	over	other	emerging	markets	but	we	need	to	fix	our	problems	first.	We	need	to	be	competitive	and	make	out	country
an	attractive	investment	destination.
	
The	 local	 JSE	 stock	market	 followed	 global	markets	 up	 during	 the	month.	 	As	was	 expected	 the	US	Federal	Reserve	 cut	 their
interest	rates	for	the	third	time	this	year	and	the	increase	in	“easy	money”	found	its	way	into	stock	markets	all	around	the	world.	
The	trade	war	between	the	US	and	China	seemed	to	be	on	the	backburner	at	present	and	this	also	helped	equities.
	
It	may	be	a	watershed	month	 for	South	Africa	but	 spare	a	 thought	 for	 the	 large	developed	economies.	 	Across	 the	Atlantic	we
have	a	possible	impeachment	of	Donald	Trump	steadily	gathering	momentum	whilst	up	north	the	UK	have	a	possible	Brexit	deal
but	 have	 agreed	 an	 extension	 of	 the	 deadline	 into	 next	 year.	 	 This	 has	 triggered	 a	 general	 election	 which	 may	 be	 the	 most
important	election	for	the	Brits	since	the	last	world	war.		The	grass	is	not	always	greener	on	the	other	side	of	the	fence.
	
We	continue	 to	 see	value	 in	 the	 local	 stock	market	but,	 as	 ever,	one	needs	 to	 exercise	 some	 level	of	 caution	 in	 these	uncertain
times.		We,	like	everyone	else,	are	getting	a	little	tired	of	the	politicians	talking.		The	facts	are	being	laid	bare	and	now	is	the	time
for	action;	now	is	the	time	for	prosecuting;	and	now	is	the	time	for	people	to	be	held	accountable	for	their	actions.		We	are	well
on	the	road	to	recovery	after	the	disastrous	previous	administration	but	please	can	some	of	those	that	broke	our	beloved	country
now	be	held	responsible.
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FINANCIAL	VIEW

	
TAX	COLLECTIONS	AND	WHY	RAISING	THE	TAX	RATE	WON’T	NECESSARILY	GENERATE	MORE	REVENUE
	
In	 the	 recently	 released	 Medium-Term	 Budget	 Policy	 Statement	 the	 Finance	 Minister,	 Mr	 Tito	 Mboweni,	 indicated	 that	 tax
revenue	 collections	 are	 now	 expected	 to	 be	 4%	 or	R53bn	 less	 than	was	 originally	 budgeted.	 	 This	would	 increase	 the	 budget
deficit	and	would	result	in	one	or	more	of	the	following	solutions	to	be	implemented:
	

1.	 Decrease	expenditure
2.	 Borrow	more	money
3.	 Increase	tax	rates	to	increase	revenue	collection

	
There	 are	 a	 number	 of	 reasons	 that	South	Africa’s	 national	 budget	 is	 in	 such	 a	 poor	 state.	 	We	would	 suggest	 that	 the	 biggest
contributor	has	been	uncontrolled	and	unauthorised	expenditure.		A	lack	of	responsibility	and	many	instances	of	mismanagement
has	led	to	a	bloated	cost	structure	within	the	budget.		The	two	largest	expense	items	are	the	wage	bill	and	interest	on	the	money
borrowed	by	the	country.
	
The	public	sector	wage	bill	is	34.33%	of	the	total	Government	expense.		This	is	one	of	the	highest	in	the	world	and	is	a	result	of
years	of	“above	inflation”	increases	granted	to	public	servants.	 	The	staggering	statistic	 included	in	the	Minister’s	statement	was
that	after	adjusting	for	inflation	the	average	public	sector	salary	is	66%	higher	than	what	it	was	10	years	ago.		The	obvious	fix
would	be	to	rationalise	the	wage	bill	and	also	ensure	that	future	increases	are	linked	to	inflation.		We	know	that	this	is	a	political
hot	potato	and	even	though	it	is	the	main	cause	of	the	budget	deficit,	it	appears	to	be	the	one	area	that	nobody	is	going	to	touch.	
This	will	mean	that	the	situation	will	deteriorate	as	the	budget	deficit	grows.
	
To	fund	 the	growing	budget	deficit	 the	Government	have	 indicated	 that	 they	will	borrow	more	money	and	secondly,	 that	 they
will	look	to	increase	tax	revenues.		In	this	month’s	Financial	View	we	look	at	why	this	may	have	a	negative	effect.
	
South	Africa’s	increasing	reliance	on	tax	payers
	
We	 should	 probably	 start	 with	 a	 clarifying	 statement	 that	 the	 R53bn	 less	 tax	 revenue	 doesn’t	 mean	 that	 the	 South	 African
Revenue	Services	 (SARS)	collected	 less	 tax	 than	 they	were	meant	 to.	 	What	 it	means	 is	 that	 the	expected	collection	will	be	 less
than	what	was	 initially	 expected	using	various	assumptions,	one	of	which	 is	 the	 size	of	 the	economy.	 	 In	 the	 initial	budget	 the
forecast	included	GDP	growth	of	1.5%,	which	has	subsequently	been	revised	down	to	0.5%.		It	is	obvious	that	a	larger	economy
means	more	tax	revenues	with	the	opposite	also	applying.
	
In	recent	years	we	have	seen	the	South	African	economy	stumble	sideways	with	muted	growth,	falling	way	behind	the	rest	of	the
world.		One	would	expect	to	see	the	tax	revenues	also	move	sideways	but	in	fact	it	has	been	growing.
	
	

The	peak	 in	 the	middle	of	 the	graph	 is	during	 the	period	of	 the	Global	Financial	Crisis	where	 the	economy	contracted	but	 tax
revenues	 remained	 relatively	 stable.	 	 Since	 then	we	 have	 just	 seen	 a	 steady	 increase	 of	 tax	 revenues	 as	 a	 percentage	 of	Gross
Domestic	Product	(GDP)	or	the	best	statistical	measure	of	the	size	of	the	economy.		This	increase	is	largely	due	to	tax	rate	hikes
and	the	imposition	of	additional	tax	levies.
	
The	public	sector	wage	bill	has	been	a	problem	for	a	long	time	but	the	graph	shows	how	the	Government’s	solution	has	been	to
pass	the	burden	onto	the	tax	payer.		What	is	very	interesting	in	the	graph	is	that	it	shows	for	the	last	few	years	of	data	that	there
was	a	plateauing	out	of	the	tax	revenue	with	a	decrease	in	the	last	year.		This	despite	increases	to	the	VAT	rate,	an	increase	in	the
fuel	levy	and	increases	in	the	rates	of	personal	personal	income	tax.
	
This	 phenomena	where	 total	 tax	 revenues	 decrease	 despite	 an	 increase	 in	 tax	 rates	 is	 in	 line	with	what	 is	 known	 as	 the	 Laffer
Curve.
	
The	Laffer	Curve
	
The	Laffer	Curve	is	a	theory	developed	by	economist	Arthur	Laffer	to	show	the	relationship	between	tax	rates	and	the	amount	of
tax	 revenue	 collected	 by	 governments.	 	 The	 curve	 is	 used	 to	 illustrate	 Laffer’s	 argument	 that	 sometimes	 cutting	 tax	 rates	 can
increase	 total	 tax	 revenue.	 	 The	 reverse	 also	 holds	 to	 be	 true	 that	 by	 increasing	 tax	 rates	 one	 can	 decrease	 total	 tax	 revenue
collected.
	
Arthur	 Laffer	 did	 not	 invent	 the	 curve	 but	 it	 was	 popularised	 and	 named	 after	 him	 following	 an	 afternoon	 meeting	 with
Nixon/Ford	Administration	officials	Dick	Cheney	and	Donald	Rumsfeld	in	1974	in	which	he	reportedly	sketched	the	curve	on	a
napkin	to	illustrate	his	argument.
	
	

The	Laffer	Curve	 is	based	on	 the	economic	 idea	 that	people	will	adjust	 their	behaviour	 in	 the	 face	of	 the	 incentives	created	by
income	 tax	 rates.	 	Higher	 income	 tax	 rates	decrease	 the	 incentive	 to	work	 and	 invest	 compared	 to	 lower	 rates.	 	 If	 this	 effect	 is
large	enough,	it	means	that	any	further	increase	in	the	rate	will	actually	lead	to	decrease	in	total	tax	revenue.			For	every	type	of
tax,	there	is	a	threshold	rate	above	which	the	incentive	to	produce	more	diminishes,	thereby	reducing	the	amount	of	revenue	the
Government	receives.
	
At	 a	 0%	 tax	 rate,	 tax	 revenue	 would	 obviously	 be	 zero.	 	 As	 tax	 rates	 increase	 from	 low	 levels,	 tax	 revenue	 collected	 by	 the
Government	also	 increases.	Eventually,	 if	 tax	 rates	 reached	100	percent,	 shown	as	 the	 far	 right	on	 the	Laffer	Curve,	all	people
would	choose	not	to	work	because	everything	they	earned	would	go	to	the	Government.	 	Therefore	it	 is	necessarily	true	that	at
some	point	 in	 the	 range	where	 tax	revenue	 is	positive,	 it	must	 reach	a	maximum	point.	 	We	would	argue	 that	South	Africa	has
already	reached	its	maximum	point	and	this	was		in	the	2015/2016	tax	year.
	
Taxes	 are	 generally	weighted	 on	wealth	 –	 the	wealthier	 you	 are	 the	more	 tax	 you	 pay.	 	 This	makes	 sense	 as	 the	 poor	 cannot
afford	to	pay	taxes.		The	challenge	with	the	system	is	that	the	wealthy	tend	to	be	more	mobile.		They	have	the	ability	to	relocate
elsewhere;	they	have	the	ability	to	create	complicated	structures	to	reduce	tax;	and,	they	have	the	ability	to	consult	with	experts	in
the	field	of	 tax.	 	As	you	 increase	 the	 tax	 rates	you	chase	 the	wealthy	away	and	 thus	 lose	 the	 tax	revenue	 that	would	have	been
generated	from	them.		Does	the	South	African	Government	appreciate	the	taxpayers	and	the	contribution	that	we	make?		Further
does	the	South	African	Government	understand	how	much	wealthy	families	like	the	Oppenheimers	and	Ruperts	have	donated	to
the	state’s	coffers?
	
Over	reliance	on	individuals
	
We	know	 that	 the	wealthy	contribute	a	disproportionate	 level	of	 tax.	 	 Just	over	10%	of	South	Africa’s	 tax	 revenue	 is	 collected
from	just	120	000	individuals	(less	than	0.2%	of	the	total	population).		If	we	had	to	chase	any	of	these	individuals	away	the	tax
revenue	would	drop	sharply.		For	most	of	us	though	we	are	not	part	of	those	fortunate	0.2%	(The	staff	at	Magwitch	would	gladly
have	 a	 tax	 problem	 from	 earning	 too	much)	 however	 any	 tax	 payer	 that	 leaves	 or	 restructures	 their	 tax	 affairs	would	 have	 a
negative	 impact.	 	 38%	 of	 all	 the	 taxes	 collected	 come	 from	 personal	 income	 tax	 through	 PAYE	 and	 the	 submission	 of	 our
individual	 tax	 returns.	 	 This	 is	 a	 lot	 higher	 than	 taxes	 that	 come	 in	 from	 companies	 and	 taxes	 that	 are	 generated	 through	 the
imposition	of	VAT.
	
So	where	to	from	here??
	
We	 firmly	 believe	 that	we	 have	 reached	 a	 tax	 tipping	 point	 and	 that	 any	 tax	 rate	 hikes	may	 not	 have	 the	 desired	 effect.	 	We
believe	 that	 the	 Government’s	 economic	 advisors	 will	 have	 a	 similar	 conclusion.	 	 To	 that	 end	 any	 talk	 of	 tax	 hikes	 would
probably	be	driven	by	political	motives.	 	We	would	expect	 that	 the	Government	may	be	cautious	with	their	 tax	increases	in	 the
next	budget	with	an	increase	in	the	fuel	levy	being	the	likely	target.	 	It	 is	easy	to	pass	through	but	it	does	impact	rich	and	poor
alike.		We	will	get	increases	but	not	the	extreme	increases	that	some	commentators	may	be	forecasting.
	
The	Government	is	loath	to	deal	with	their	bloated	expenses,	although	they	may	have	little	choice	in	the	matter.		If	we	continue
borrowing	 to	 fund	our	expenses	we	will	eventually	need	a	bailout	 from	 the	 International	Monetary	Fund	 (the	 IMF).	 	The	 IMF
enforce	rigid	stipulations	when	bailing	out	a	country	which	includes	the	need	for	austerity	measures.
	
The	Minister	 revealed	 that	 as	 things	 stand,	without	any	policy	adjustments,	debt	will	most	 likely	exceed	70	percent	of	GDP	by
2022/23.		At	an	interest	rate	of	10%	this	would	mean	that	just	the	interest	cost	on	this	debt	would	be	7	percent	of	GDP.		That	is
before	 we	 consider	 any	 capital	 repayments	 on	 that	 debt.	 	 We	 believe	 that	 it	 is	 positive	 though	 that	 the	 Government	 is
acknowledging	these	hard	truths.		What	we	now	need	is	to	see	the	action.
	
So	what	should	you	do??
	
The	state	of	the	Government’s	balance	sheet	is	not	our	responsibility	as	tax	payers.		We	have	done	more	than	our	share	to	assist
but	 it	 is	up	 to	 them	to	 improve	 their	management	of	 their	expenses	and	 the	allocation	of	 tax	revenues.	 	The	Government	 is	 the
custodian	of	the	tax	revenue	collected	and	they	must	do	their	utmost	to	make	sure	that	the	funds	collected	and	looked	after	and
that	expenditure	 is	needed,	authorised	and	approved.	 	They	must	ask	whether	 they	are	getting	value	 for	money	each	 time	 they
make	 a	 payment.	 	 Don’t	 waste	money	 –	 look	 after	 it,	 because	 it	 is	 becoming	 a	 very	 scare	 resource.	 	 As	more	 and	more	 tax
revenue	goes	towards	the	wage	bill	and	towards	interest,	it	becomes	less	likely	that	one	will	see	any	return	on	the	tax	you	pay	in
the	form	of	infrastructure	spend,	repairs	and	improvements.
	
To	 that	 end	we	 always	 encourage	 our	 clients	 to	make	 use	 of	 their	 tax	 allowances.	 	 The	 best	 and	 easiest	way	 to	 save	 tax	 is	 to
contribute	towards	your	own	retirement	savings.		These	contributions	are	tax	deductible	and	reduce	your	taxable	income.		We	do
believe	that	the	South	African	economy	will	eventually	come	right	and	that	the	Government	will	be	forced	to	fix	their	structures
however	a	reduction	in	the	tax	revenues	(through	legal	means)	will	expediate	the	process.		Let’s	do	our	bit	by	ensuring	that	they
have	to	sort	out	their	own	mess	without	them	just	continually	running	cap	in	hand	to	us.
	

	

ABOUT	MAGWITCH

	
Magwitch	Securities	is	a	Financial	Services	Broker	offering	the	following	products	as	a
comprehensive	financial	solution	to	both	individuals	and	businesses:

	
• Employee	Benefits • Retirement	Planning • Money	Market

• Medical	Aid • Investment	Planning • Investments

• Risk	Benefits • Estate	Planning • Treasury	Management

• Short	Term	Insurance • Foreign	Exchange • Trust	Administration
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Magwitch	Securities	Proprietary	Limited	is	an	authorised	financial	services	provider,
registered	with	the	Financial	Services	Board	-	FSP	number	26829

	
	
	
Disclaimer:	Although	every	 effort	 has	been	made	 to	 ensure	 the	 accuracy	of	 the	 content	of	 this	newsletter,	Magwitch	Securities
(Pty)	Ltd	 accepts	 no	 liability	 in	 respect	 of	 any	 errors	 or	 omissions	 contained	 herein.	The	 contents	 of	 this	 newsletter	 cannot	 be
construed	as	financial	advice	and	does	not	confer	any	rights	whatsoever,	enforceable	against	any	party	and	does	not	replace	any
legal	contract	or	policy	which	may	be	subject	to	terms	and	conditions.
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