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Executive Summary

Introduction

With the growing emphasis on moving towards universal health systems, there is debate about how
to expand pre-payment funding mechanisms for health care. In many low- and middle-income
countries, particularly in Africa, the emphasis has been on seeking to introduce or expand health
insurance coverage. However, many of the insurance schemes pursued have not managed to impact
substantially on population coverage or generate substantial additional revenue for health care.

Surprisingly, there has been little advocacy about the potential for increasing public financing of
health care through improved tax collection and larger total government budgets. One reason for
this may be that fiscal policy has traditionally been regarded as falling outside the health sector’s
sphere of influence. Outside the health sector, however, there is a growing body of literature on
how to develop what has become known as ‘fiscal space,” essentially the ability of government to
expand the resource envelope in a sustainable manner. There are some success stories emerging
around the world that show the positive impact of improved tax collection on government funding
of health services.

Background to this study

This South African case study forms part of a larger, collaborative study and involving partners from
the international research consortium, Resilient and Responsive Health Systems (RESYST), who have
undertaken similar analyses in their own countries, Kenya and Nigeria. This case study seeks to
answer the following questions:

1. How did the post-apartheid South African tax collection agency (South African Revenue
Service or SARS) increase tax revenue?

2. How did the increase in general tax revenue impact on government funding for the health
sector?

The consortium research partners adopted a common methodological approach. Given resource
constraints, and methodological difficulties associated with a small study (especially with respect to
establishing the link between increased revenue and changes in government health expenditure),
this study is exploratory in nature and uses mixed methods. The South African research protocol
received ethics approval from both the University of Cape Town and the London School of Hygiene
and Tropical Medicine.

Consolidated financial data from Treasury’s annual Budget Reviews were collected for 17 financial
years after the advent of democracy (1994/95-2011/12). Trend analyses and graphs were produced
to illustrate changes in the generation and allocation of resources. This quantitative component was
conducted first in order to inform the qualitative component of the study. The qualitative
component included a document review (of six pre-existing case studies of SARS as well as SARS’
annual reports) and a thematic content analysis of sixteen semi-structured interviews with senior
policy-makers and managers in Treasury, SARS, the National Department of Health and the Financial
and Fiscal Commission.



How did SARS increase tax revenue?

South Africa has been strikingly successful in strengthening its tax collection capacity over the past
two decades: total government revenue more than doubled in real terms between 1994/95 and
2010/11. In reflecting on the lessons from this experience for other low- and middle-income
countries it is necessary to understand that SARS, like other public organisations, is embedded in a
particular political, economic and administrative context.

First, tax collection was boosted by economic growth after 1994 and impacted negatively by the
economic downturn in 2008. A difficult economic outlook, increasingly complex global trade and the
emergence of e-commerce pose continuing challenges for sustained tax collection.

Second, South Africa’s macroeconomic policy -the Growth, Employment and Redistribution Strategy
(GEAR), provided the framework within which SARS had to work. Amongst other things, GEAR was
charged with balancing tax collection with stimulating economic growth. Economic analysts differ on
whether constraining the tax the tax to Gross Domestic Product (GDP) ratio to 25 per cent was an
appropriate choice for the new post-apartheid government: was this necessary to stimulate investor
confidence and boost growth or, by constraining the government budget, did it stymie attempts to
address the backlogs and inequities of the apartheid era? The South African tax collection agency
has been able to meet — and even exceed — the targets set by government over the past fifteen
years, which suggests there is room for increased taxation, although the effects this would have on
the economy, compliance and future investment are hard to predict.

A clear lesson from South Africa’s approach to tax policy, though, is that it is possible to reduce
taxation rates and improve the progressivity of taxation, even whilst increasing total revenue
collection. This is helped by tax policy that expands the tax base (including through eliminating
inappropriate exemptions and tax incentives) and tax administration that reduces the tax gap
(through promoting compliance and strong enforcement). An important feature of South Africa’s
post-apartheid environment is that company tax rose from 14 per cent to 24 per cent of total
revenue between 1994/95 and 2011/12.

Third, in South Africa the support of powerful politicians was essential for driving through what
could have been unpopular tax policy reforms. Political support was complemented by an array of
strategies to build positive public perceptions of taxation and the tax collection agency, as well as
encourage compliance. South Africa successfully built on citizens’ commitment to achieving the
goals of ‘the new South Africa’ to encourage voluntary compliance but matched this with assertive
enforcement activities that included publicly shaming defaulters. More generally, the goodwill and
cooperation of a number of government departments and private entities was enlisted to
strengthen capacity and build coherent information systems that support taxation. A future
challenge is maintaining compliance in the face of perceptions of inefficiency and corruption in
government.

Fourth, administrative autonomy empowered the tax collection agency to attract skilled staff as well
as implement sound business practices. Without such powers it is unlikely that the South African tax
agency would have achieved the success for which it is now famous. The South African experience
suggests that political autonomy is not necessary for a tax agency, provided that political
interference in its operational decision-making is limited. On the contrary, strengths of the South



African experience are the common values that suffuse government and the agency, as well as the
close cooperation that exists between the agency and Treasury.

Fifth, continuity of leadership — both at the level of government and the level of the agency — was an
essential backdrop for massive transformation of both tax collection efforts and the agency itself.
This continuity appears to be an important explanatory factor for success in a public sector context
where many other government functions remain untransformed despite two decades of democracy.
Succession planning was an important element of establishing continuity.

Sixth, to deal with growing administrative demands, the tax collection agency focused on servicing
high-yield taxpayers, developed monitoring systems to flag high-risk taxpayers and, for the rest,
instituted online submission of returns and automated processing. This prioritisation and focusing of
tasks helped it to control administrative costs.

Seventh, internal transformation of the tax collection agency required strong and innovative
leadership. In the South African case, the senior management team drew on a culture of activism to
flatten the management hierarchy, make management visible and accessible across the
organisation, coalesce activities around integrated teams, consult widely with staff, encourage
innovation, draw unions into negotiations around transformation, and mobilise the organisation
around a sense of ‘higher purpose.” A culture of service and productivity was inculcated, backed up
by a policy of zero tolerance towards corruption.

Lastly, the South African agency paid close attention to human resource development and
employment equity. It recognised the importance of a sound human resource strategy in achieving
the organisation’s goals, aligning this strategy closely with the organisation’s strategic plan. A
sophisticated performance-monitoring system was implemented and staff received bonuses and
other recognition for good performance. Working conditions were improved generally, and new
offices were an important factor in motivating staff. Sophisticated information systems that were
introduced to enhance tax collection also contributed to improved working conditions as they
relieved staff of routine work and allowed them to upgrade to more highly skilled jobs.

All these lessons may be useful to other countries but it is important to recognise that the synergy
between the different tax policy and administrative reforms is one of the factors accounting for
South Africa’s success. Furthermore, not all lessons may be transferrable. There are some striking
differences between the South African situation and other African countries. For example, the
transition to democracy in the late 1990s created a unique political climate. In addition, South
Africa’s economy is more developed, giving it a tax base that is easier to reach. Even in South Africa
the tax agency has been unable to make significant inroads into the informal economy, whereas in
most other economies the informal sector predominates. It is important for all countries to
investigate and understand the dynamics of their informal sectors so that they can learn how to
incorporate it within the taxation system.

Did the public health sector benefit from increased tax revenue?

In 1996/97, spending on the public health sector amounted to 14.1 per cent of total government
revenue. In 20011/12 it was 12.8 per cent, up from a low of 11.5 per cent in 2003/04 and 2007/08.
The Department of Health therefore appears to have struggled to maintain the fiscal space it



enjoyed soon after the first democratic elections in 1994. The health sector’s share is still under the
target set by the Organisation for African Unity’s 2001 Abuja Declaration: this committed countries
to spending 15 per cent of revenue on the sector. In any case, this target percentage may be too low
for a country such as South Africa that suffers from a quadruple burden of disease, namely,
infectious diseases associated with poverty, non-communicable diseases associated with lifestyle,
trauma associated with traffic accidents and inter-personal violence, and the massive HIV/AIDS and
TB epidemics.

Looking at more precise indicators, it is clear that the fiscal space for the public health sector has in
fact shrunk since the late 1990s. Since 1994, growth in per capita expenditure on health care has not
kept pace with the growth in per capita revenue or government expenditure. In fact, per capita
health expenditure fell for the three years after 1996/97 (coinciding with the introduction of GEAR).
While it picked up thereafter, it only began to exceed 1996/97 levels eight years later in 2004/05.

By 2010/11, per capita health expenditure had still not regained its 1996/97 position in terms of the
percentage it represented of per capita revenue or government expenditure (or even government
expenditure after debt servicing). This means that health care was de-prioritised as an area for
government spending for most of the post-apartheid era although its position has begun to
strengthen in recent years. It means, too, that South African public health services experienced a
decade of de facto disinvestment at a time when services were supposed to be extended to those
disenfranchised under apartheid and as the HIV/AIDS epidemic began to have a large impact.

How did this come to be when health policies were a prominent part of the African National
Congress’s election platform for the first democratic elections in 1994, and remains a crucial part of
the ruling party’s manifesto to this day? As with the case of SARS, the answer seems to lie in the
complex interplay between economic, political and administrative issues.

First, although economic growth provided a window of opportunity, South Africa’s new macro-
economic policy reined in public expenditure and also required rapid servicing of debt (which
peaked at 21 per cent of total government expenditure in 1998/99, squeezing out sectoral
spending). These macro-economic choices contributed to public health spending accounting for only
2.9 per cent of GDP in the period 2001/02 to 2003/04. Although this figure rose to 3.8 per cent in
2011/12, it was still below the 5 per cent being discussed internationally as a possible target for
countries seeking to achieve universal health coverage. The lesson for Ministries of Health in other
countries is that macro-economic policy has a profound influence on the fiscal space for health care.

Second, fiscal federalism, which was introduced in 1996, created a number of technical and political
barriers to protecting the health sector’s share of total revenue. Parallel processes for budget
development at the provincial and national levels, and the need to reconcile these with the Medium-
Term Expenditure Framework, along with the complexities and trade-offs inherent in the budget
cycle, created an opaque and fluid health budget development process. Weaknesses in
parliamentary oversight of the budgeting process, and the absence of technical experts from the
National Department of Health on high-level budget finalisation committees, weakened the public
health sector’s ability to defend its budget. The lesson for Ministries of Health in other countries is
that any form of decentralisation introduces enormous complexities into the budgeting process that
have the potential to erode health Ministry’s share of the total budget.



Third, the role of the Minister of Health is key in protecting and expanding the health sector’s fiscal
space. In the South African case, successful Ministers were politically well-connected and gained
their colleagues’ trust through demonstrating their effectiveness. They augmented this advantage by
bringing persuasive arguments to bear when motivating for increased funding in Cabinet, both by
explaining why health interventions are good for the country’s development and demonstrating past
implementation successes.

Fourth, the Minister of Finance and Treasury are amongst the most powerful actors influencing
budget decisions. As demonstrated by the South African case, they can be won over by an effective
Minster of Health or over-ride the Department of Health’s budget requests especially when they
distrust it’s ability to deliver. Efficiency is a key concern of Treasuries: the Department needs to
address this concern by documenting successes in service delivery but also counter it by
demonstrating the debilitating effects of underfunding on service capacity. The Ministry of Health
must also develop its ability to monitor progress in service delivery and apply the legislative tools it
has at hand — such as the administration of conditional grants and setting of norms and standards —
to prompt improvements in effectiveness and efficiency. This is an additional way to win the trust of
Treasury.

Fifth, in managing these challenges it is important for Ministries of Health to have both clear
strategies for presenting and defending budgets, and adequate technical and analytical capacity to
support these strategies. Developing sustainable capacity in health economics within government is
difficult as demonstrated by the variable experience of South Africa. Developing unity around a
vision for the public health sector is also difficult but can be achieved, even within a decentralised
system, but requires the development of a strong health leadership at national and decentralised
levels.

Conclusion

Despite the fact that South Africa was able to increase its tax revenue rapidly following the demise
of apartheid, the fiscal space for public health spending shrank for most of the subsequent years.
The situation has improved somewhat recently, despite the economic downturn, but the public
health sector is still underfunded as a percentage of GDP.

This study shows that political and administrative factors explain these trends to some degree. It
also highlights the importance of macro-economic policy in constraining the overall resource
envelope, particularly through constraining the tax to GDP ratio, lowering tax rates and rapid
repayment of government debt.

Ministries of Health and others working on health policy need to engage with debates on
appropriate macro-economic choices. The trade-offs between developing public health services and
growing the economy must be made explicit. Ministries of Health need to convince Cabinet and
Treasury that investing in health services also helps to grow the economy, persuading them that
health care is a productive, not consumptive, item of spending.

Ministries of Health will strengthen these arguments, and win the trust of colleagues from Cabinet
and Treasury, if they are able to demonstrate achievements in service delivery. The transformation
of the South African tax collection agency, including its interaction with a variety of other



stakeholders within and outside government, provides valuable lessons for capacity development to
this end in the public health sector.

1. Introduction
1.1 Background

With the growing emphasis on moving towards universal health systems, there is debate about how
to expand pre-payment funding mechanisms for health care. In many low- and middle-income
countries, particularly in Africa, the emphasis has been on seeking to introduce or expand health
insurance coverage. However, many of the insurance schemes pursued have not managed to impact
substantially on population coverage or generate substantial additional revenue for health care
services, raising questions about the sustainability and equity of such strategies (Drechsler and
Jutting 2005 Chuma, Mulupi and Mclintyre 2013).

Hitherto, there appears to have been an assumption that there is little or no potential to increase
pre-paid funding from general tax sources. The only advocacy efforts for increased tax-based
funding have focused on arguing that a greater share of existing government budgets should be
allocated to the health sector. For example, the 2001 Abuja Declaration on HIV/AIDS, Tuberculosis
and Other Infectious Diseases set a target for African countries to dedicate at least 15 per cent of the
government budget to the health sector, although very few countries currently spend anywhere
near this amount, probably because of competing demands on the government budget (OAU 2001).

There has been little advocacy about the potential for increasing public financing of health care
through improved tax collection mechanisms and larger total government budgets. One reason for
this may be that increasing tax revenue generation has traditionally been regarded as falling outside
the health sector’s sphere of influence.

However, outside the health sector there is a growing body of literature on how to develop what has
become known as the ‘fiscal space,” essentially the ability of government to expand the resource
envelope in a sustainable manner (Powell-Jackson, Hanson et al. 2013). Also, there are some success
stories emerging around the world, such as in Indonesia (World Health Organisation 2010), which
show the positive impact of improved tax collection on government funding of health services.

This South African case study forms part of a larger, collaborative study involving partners from the
international research consortium called Resilient and Responsive Health Systems (RESYST) who
have undertaken similar analyses in their own countries, Kenya and Nigeria. It is important to
document progress in tax collection in these African countries in order to support advocacy efforts
for strengthening the public sector. Equally important is an exploration of whether and how
increased general tax revenue benefited the health sector.

Over the past twenty years South Africa has experienced a dramatic increase in tax revenue, despite
reductions in personal and company tax rates. While there have been several analyses of the
internal transformation of the South African tax collection agency, these have not been drawn
together or fully contextualised within political, economic, fiscal policy and administrative changes,



reflecting on the role of different stakeholders in contributing to success. Nor has any existing source
explored whether and how increased revenue generation affected the share of funding received by
the health sector. This case study hopes to fill these gaps.

1.2 Research questions and objectives

The study seeks to answer the following two questions:

1. How did the South African tax collection agency (SARS) succeed in increasing tax revenue
dramatically at a time when income tax rates were being reduced?

2. Isthere any evidence that the increase in general tax revenue impacted on government
funding of health services in South Africa and, if so, how did this occur?

The research objectives are therefore to:

1. Determine the trend since 1994 in total government spending on the health sector relative to
total tax revenue and other relevant variables (i.e. population size, Gross Domestic Product,
source of tax revenue and spending on other selected sectors);

2. Explore the interactions between contextual factors, tax policies, actors and processes
accounting for improved tax revenue, as well as remaining challenges for sustainable tax
revenue generation;

3. Explore whether, how and why allocations to the health sector might have been affected by
improved tax revenue generation; and

4. Derive lessons for other low- and middle-income countries (as well as for other public South
African institutions seeking to improve efficiency and legitimacy) through contributing to a cross-
country comparison that will be conducted by the larger study.

1.3 Methodology

In March 2012 at a pre-proposal workshop, the consortium research partners adopted a common
methodological approach, although individual protocols were subsequently adapted to reflect local
circumstances. The South African protocol received ethics approval from both the University of Cape
Town and the London School of Hygiene and Tropical Medicine.

Given resource constraints, and methodological difficulties associated with a small study (especially
with respect to establishing the link between increased revenue and changes in government health
expenditure), this study is exploratory in nature and uses mixed methods.

To meet the first research objective, consolidated financial data were collected for 17 financial years
after the advent of democracy (that is, 1994/95 until 2011/12) and drawn from Tables 1, 2 and 6 of
the Statistical Tables (Annex B) of the annual Budget Reviews (from 1998 to 2013).! These data are
expressed in real terms for the year 2010. Population numbers were based on estimates provided by

! These are available at http://www.treasury.gov.za/documents/national%20budget/default.aspx.
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the Actuarial Society of South Africa’ and Consumer Price Index data were drawn from Statistics

South Africa.? Trend analyses and graphs were produced to illustrate changes in the generation and

allocation of resources. This component was conducted first in order to inform the qualitative

component of the study.

The remaining research objectives were met using qualitative methods. Fortunately there are a

number of studies of SARS, as well as summaries of its experience by SARS itself. Table 1 lists the

prior studies on SARS and describes some of their features (this report is particularly indebted to the

extensive 2011 report by the Business School of the University of the Witwatersrand). These prior

studies, as well as other relevant documents, were reviewed with a view to summarising existing

information and identifying information gaps. This meant that it was not necessary to conduct as

many interviews about the experience of SARS as it would have been without having had access to

pre-existing studies.

Table 1: Pre-existing sources of information on SARS’ transformation

PRE-EXISTING SOURCE OF INFORMATION ON SARS

BRIEF DESCRIPTION

Wits Business School (2004). Pravin Gordhan: Master juggler.
The Leadership in Africa Case Series WBS-2004-20.
Johannesburg, Wits Business School, University of the
Witwatersrand.

A 19-page page of the leadership style of
the longest-serving SARS commissioner
based on interviews and reports.

Train4Dev/OECD (a) (date unknown). Creating autonomous
revenue authorities: the case of South Africa. In: Increasing

Policy Instrument Note #2, Train4Dev/OECD DAC POVNET. 22
March 2014, from
http://www.oecd.org/dac/povertyreduction/47466718.pdf.

revenue collection without damaging the livelihoods of the poor.

A post-2006, 2-page summary based on
published literature.

Hausman, D. (2010). Reworking the revenue service: tax
collection in South Africa, 1999-2009. Innovations for Successful
Societies. Retrieved 22 May 2012, from
http://www.princeton.edu/successfulsocieties.

An 8-page document apparently based
on interviews.

Doherty, J. and L. Gilson (2011). South African health managers
speak out: lessons for innovative health management in the
public sector. Cape Town, Oliver Tambo Fellowship Programme,
University of Cape Town.

A one-page summary of a presentation
made by the SARS Deputy Commissioner
to a conference.

South African Revenue Service (2011 (unpublished draft)). The
transformation of SARS: a case study.*

A substantial draft report of 107 pages
based on interviews and conducted by
the Wits Business School.

Pillay, I. (2012). Targeting our approach to public sector reform.
Comparative, International Perspectives on Corruption: A
symposium hosted by the Public Affairs Research Institute (PARI)
and Innovations for Successful Societies, Princeton. University of
the Witwatersrand, Johannesburg.

A PowerPoint presentation by the
Deputy Commissioner of SARS

Annual reports and strategic plans published by SARS, including
Tax Statistics jointly published with the National Treasury.

Detailed descriptions of SARS’ strategy
and performance, including a range of
tax-related statistics.

*This report was made available to the project by SARS.

% see http://www.actuarialsociety.org.za/Professionalresources/Resourcesbytopic.aspx.

% See http://beta2.statssa.gov.za/.
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Eleven semi-structured interviews were then conducted with past and present officials from SARS,
the National Treasury (formerly known as the Department of Finance), the National Department of
Health, and the Financial and Fiscal Commission, a statutory body tasked with advising parliament.
Interviewees were selected purposively for their involvement in developing, implementing and
enforcing tax policy, implementing organisational change at the SARS, and negotiating and
monitoring allocations to the health sector. Interviews were conducted and recorded after informed
consent was obtained. The purpose of the interviews was to fill existing information gaps as well as
test findings generated from the document review and analysis of quantitative data.

Documents, interview transcripts and notes were coded manually according to pre-existing themes
identified through a small literature review and indicated by the theoretical frameworks that guided
analysis. The anonymity of key informants was protected through replacing any identifying
information with codes (interview 01, 02 etc.). Coded text was then analysed using standard
approaches to qualitative data analysis.

Two theoretical frameworks were used. The first is the framework for understanding organisational
capacity developed by Hildebrand and Grindle (1994). This framework was useful in answering the
first research question through understanding how the SARS leadership developed capacity to
administer tax collection effectively and efficiently (especially through the development of the
organisation, task networks and human resources), and the role of the external and public sector
institutional environments in facilitating or constraining these efforts (Brijlal and Gilson 1997).

The second framework is the Policy Analysis Triangle developed by Walt and Gilson (1994). This
allows identification of the interaction between context, actors and process in the formulation of a
policy and the way it is manifested through implementation. This framework was used to answer the
second research question by understanding the range of factors that influenced how increased
revenue was allocated among sectors and the degree to which the health sector benefited from this
process.

A common challenge in qualitative analysis, particularly in a small study that draws on the opinions
of a few key informants, is to assess the validity of the findings. The study triangulated data from
different sources as far as possible.

12



2. Building tax collection capacity in South Africa

This section analyses the factors that contributed to the internationally recognised success of the
South African government in rapidly increasing revenue collection since the advent of democracy in
1994,

2.1 Introduction

South Africa is an upper middle-income country with a population of 51.8 million people in 2011. As
Figure 1 shows, total government revenue more than doubled from just over R300 billion in 1994/95
to almost R670 billion in 2010/11 (in 2010 prices). The number of income-tax payers increased from
2.6 million to 4.1 million during the period 1998 to 2009 (Hausman 2010). This moved the country
from a situation where, at the close of apartheid, there was an annual shortfall of several billion
rands’ worth of projected taxes to one where the tax collection agency regularly exceeds the targets
set by Treasury (SARS unpublished).

Figure 1: Trend in total government revenue (real terms, 2010 prices)
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What makes this achievement all the more interesting is that it occurred during an era of declining
standard tax rates. For example, in 1999 the corporate tax rate was reduced from 35 to 30 per cent;
it was reduced again in 2005 to 29 per cent and in 2008 to 28 per cent (see Figure 2). Considerable
relief was also provided to low- and medium-income earners through a highly progressive personal
income taxation system (interview 01; Manuel 2002; Smith 2003), as described in more detail later.

Given the context of declining tax rates, South Africa’s capacity to increase total revenue is of
interest to this study specifically because it speaks to the issue of strengthening the state’s ability to
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fund its health sector through equitable mechanisms. Because part of the explanation for South
Africa’s success is the transformation of its tax collection agency, this case study also has relevance
to strengthening public health care institutions, many of which suffer from inefficiency and poor
morale. Friedman (2003) notes, too, that strong tax collection capacity is one of the elements of
effective and responsive government and therefore has relevance for more than just the health
sector.

Figure 2: Changes in the standard rate of corporate tax, 1994/95-2012/13
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The analysis below of how South Africa developed its tax collection capacity makes use of
Hildebrand and Grindle’s (1994) framework for assessing the capacity of government institutions.
The analysis of the organisational and human resource capacity of SARS is situated within a
consideration of how the external environment, the public sector environment and the functioning
of the ‘task network’ for tax collection enabled and sometimes hindered this agency’s work in the
post-apartheid era (Box 1).

2.2 Factors in the external environment that affected tax collection

2.2.1 The political climate

International sanctions had been applied against the apartheid regime. In response, there were
‘sanctions-busting’ activities inside South Africa, such as the creation of front companies, money-
laundering and moving money offshore (Hausman 2010; Pillay 2012). On the other side of the
political spectrum, tax evasion was seen as a legitimate form of protest by those fighting against the
government of the day (Pillay 2012). Together these features narrowed the effective tax base
(Hausman 2010).

The advent of democracy brought legitimacy to government: it enjoyed widespread support
domestically and was recognized internationally. There was also political stability as the African
National Congress has maintained a solid majority. These changes created a more favourable
political climate for tax collection. Several commentators assert that, along with support for ‘the
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new South Africa,” people’s attitude towards tax changed: citizens were inspired to contribute to the
development of the country and also believed that they would enjoy tangible benefits from publicly
funded services (Train4Dev/OECD date unknown; SARS unpublished).

Box 1: Factors that affected South Africa’s capacity to collect tax in the post-apartheid era

External environment (factors outside public sector that enable/disable capacity of tax collection agency)
* Political climate (legitimacy and stability of government; quality of national leadership and support)
*  Economic climate (global and local economy)

Public sector institutional environment (public sector features that enable/disable capacity)
*  Tax policy framework

* Regulatory and administrative frameworks

* Budgetary support

Functioning of task network (capacity/behaviour of organizations interacting with tax collection agency)
*  Parliamentary Joint Standing Committee on Finance

*  Minister of Finance

* Department of Finance

* External experts

* Other government departments and private entities, including the banking system

* Tax payers

* Tax practitioners and consultants

Organisational features (features of tax collection agency that enable/disable its capacity)
* Leadership capability and authority

* Organizational vision

*  Accountability and shared decision-making

* Organisational structure

* Organisational culture

* Management systems and style

* Information availability

Human resources (features of individual employees that enable/disable capacity of tax collection agency)
*  Ability to recruit

e Number, skills and attributes of staff

*  Human resource development

*  Motivation of staff and incentives

*  Utilisation of staff

*  Ability to retain staff

Source: Adapted from the general capacity framework developed by (Hildebrand and Grindle 1994)

The new government paid close attention to tax collection. It had inherited considerable debt and a
large budget deficit. More importantly, general tax was appreciated as a strong instrument for
redistribution (SARS unpublished). As a Finance Minister said, ‘clearly, the new government had to
strategically maximise the revenue-raising instruments at its disposal in order to address the huge
backlogs in social and infrastructure service provision to the previously disadvantaged communities’
(Manuel 2002: 02). As it re-joined the international community, the government was also aware that
it needed to reform its tax system to meet international standards (SARS unpublished). More
generally, key thinkers within the new government recognised that effective taxation is a
mechanism to establish the state’s authority (Friedman 2003; SARS unpublished).
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The most prominent Finance Minister, Trevor Manuel, remained in his position for 12 years over a
period largely coinciding with the term of the most influential SARS Commissioner, Pravin Gordhan.
During this period, Minister Manuel provided strong support to SARS without interfering in its day-
to-day work (Hausman 2010). When Minister Manuel left office he was succeeded by Pravin
Gordhan, ensuring continuity in thinking around tax collection policy; Commissioner Gordhan
himself was succeeded within SARS by an experienced internal appointee who had been integrally
involved in developing the agency’s human resource policy. Smith (2003: 13) argues that the basis
for the political support enjoyed by SARS was that ‘the political leadership and SARS senior executive
share a common objective in enhancing revenue collection and closing loopholes, based on a shared
set of values, and this common understanding is the root of the mutually supportive collaboration.’

One interviewee agreed with Smith (2003) that this degree of continuity in political support and
leadership of SARS was one of the most important reasons behind the agency’s success as it ensured
consistency of vision and strategy, and also allowed the players to develop in-depth knowledge of
the organization and the implementation challenges it faced (interview 11). It also provided a secure
environment within which to learn, even through mistakes, and engage in medium-term planning
(Pillay 2012). This is in stark contrast to most other sectors where there is a high turnover of
ministers as well as the senior leadership of departments, leading to the loss of institutional memory
and the constant and debilitating revision of priorities (interview 11).

The political support enjoyed by SARS was particularly critical in its dealings with the private sector,
given considerable resistance to the implementation of new tax legislation: ‘The political backing
was a crucial part of ensuring that when you get pushback, as we did in some instances from, say,
the private sector and so on,” Gordhan said, ‘we would have both the legitimacy and the political
backing and our own institutional strength to be able to cope with that’ (Hausman 2010: 4).

Big business had been very close to government under apartheid but its undue influence over tax
policy was interrupted by the change in government in 1994 (interview 01; Hausman 2010). In
addition, Minister Manuel was impervious to lobbying by business interests (as had been the first
Finance Minister, Derek Keyes, who had himself come from the business sector and understood its
machinations well) (interview 01).

2.2.2 The economic climate and macro-economic policy

The new government was fortunate to come into power at a time when there was strong economic
growth as a result of the commodities’ boom in the 1990s. One interviewee felt that this growth was
the single most important reason behind increased tax collection in those years and subsequently
during the first decade of this century, concluding that ‘the pace of economic growth is far more
important than changes in the tax structure’ (interview 01).

In addition, the South African economy has certain features that make raising revenue easier than in
most other African countries. First, as an upper-middle income country it has a considerable number
of ‘high net-worth’ individuals and companies from which tax can be collected. Second, these tax
payers have access to strong tax advice (Hausman 2010). While tax consultants have often been
antagonistic to changes in tax policy, Friedman (2003) argues that they nonetheless play an
important role in educating taxpayers and ensuring that returns are completed properly.
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Notwithstanding these positive features, the Asian financial crisis and currency fluctuations in the
late 1990s, and then more dramatically the global financial crisis of 2008, put pressure on the South
African economy and consequently tax revenue (interview 01) (see the dip in revenue post-2008 in
Figure 1). The recent decline in local manufacturing and mining activities also contributed to this
trend. The continuing poor economic outlook will present a challenge to revenue collection in
coming years (interviews 01 and 02).

Another constraint on the level of revenue collected was South Africa’s macro-economic policy - the
Growth, Employment and Reconstruction strategy (GEAR) - which was introduced in 1996. Ushering
in a period of ‘fiscal stabilization,” GEAR constrained the tax to Gross Domestic Product (GDP) ratio to
around 25 per cent (Department of Finance 1996). The new government wanted to ensure
macroeconomic stability and ‘fiscal balance,” attract investment, and ensure economic growth: it
judged that keeping taxation relatively low would act as a stimulus to the economy and prevent
international investors from withdrawing from the country (interviews 01, 03 and 08; Manuel 2002;
Hausman 2010). As one commentator put it, ‘So while [the government’s] been redistributing,
they’ve always been wary of international [credit-rating] agencies which pretty much explains why
you’ve got pretty much World Bank/IMF-type stabilization policies co-existing with redistribution’
(interview 08).

Figure 3 shows that, until 2005/06, the increase in revenue over time kept pace with increases in
GDP and that the South African government managed to maintain its tax to GDP ratio. The target
was breached for the three subsequent years during a period of strong economic growth, reaching a
peak of 27 per cent in 2007/08. Following the global financial crisis the ratio returned to the target
(interview 02).

Figure 3: Trend in the tax to GDP ratio
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The 25 per cent target is around the level under the apartheid government in its last years (Forslund
2012). Given the need for South Africa to address the inequities of the apartheid era and to achieve
the government’s on-going priorities as expressed through the recently adopted National
Development Plan, one commentator wondered whether taxes should not be raised but
acknowledged that government might be loathe to antagonize the relatively small but powerful
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sector of the population that contribute the majority of income tax: ‘So how do you generate
solidarity? ... It’s that political economy, that solidarity where politics fears to tread, you know, to
really say, “We’re going to force through revenue mobilization and carry through the consequences.”
Nobody wants to tread there... You need strong politicians to drive through that process and | don’t
see the guts, to tell you the truth’ (interview 08).

2.3 Factors in the public sector environment that affected tax collection

2.3.1 The tax policy framework

In South Africa today, over 90 per cent of tax revenue is collected by the national government, with
very little raised by provincial and local governments (MclIntyre, Doherty et al. 2012). Under
apartheid, however, tax collection was fragmented: in ‘white’ South Africa, Inland Revenue and
Customs were separate and ‘homelands’ had separate administrations. Together with complex tax
laws and numerous exemptions, this made tax administration complex and inefficient (Wits Business
School 2004; Pillay 2012). As one interviewee recollected, ‘so the general advice of the Katz
Commission [which reviewed tax policy in the mid-1990s] but also of the IMF and other tax advisors
at the time was that you’re inheriting a tax system that is undermined because it’s so full of
loopholes and so full of special concessions’ (interview 01). South Africa’s customs and excise laws
were also incompatible with international trade law and the Southern African Customs Union.

Following the recommendations of two Commissions that reviewed all aspects of tax policy (the
Margo Commission of 1986 and the Katz Commission which functioned between 1994 and 1999),
the first post-apartheid government pursued a policy of simplifying tax structures. With respect to
company tax, this included the removal of special deductions, incentives and allowances (especially
an incentive scheme for exporters which was the biggest structural change in the mid-1990s)
(interview 01). A similar approach was applied to trade taxes that, in 1994, had included around
5,000 components (interview 01).

At the same time, the reductions in the corporate tax rate shown in Figure 2 were designed to
stimulate business (SARS unpublished). As stated by the Minister of Finance in 2002, ‘it is imperative
that the tax regime is supportive of private investment. The most important tax changes in the past
five years have attempted to create a tax environment that is internationally competitive,
encourages investment and fosters economic growth’ (Manuel 2002: 4).

As part of the effort to simplify tax collection, government also removed many of the allowances and
rebates previously enjoyed by individual taxpayers. At the same time, considerable tax relief was
provided through other mechanisms (interviews 01 and 05; Manuel 2002; Smith 2003). Changes to
tax law reduced the number of tax brackets, mainly by consolidating the lowest income brackets.
For example, while only those earning R5,000 or less per year paid the lowest tax rate of 17 per cent
in 1995/96, this had been extended to anyone earning R30,000 or less per year by 1997/98
(although the lowest tax rate was increased to 19 per cent in 1997/98 and then reduced to 18 per
cent in 2000/01). Importantly, since 1995/96 there have also been changes to the upper income
levels for each tax bracket to deal with the effect of inflation, as well as reductions in the tax rates
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for each bracket (e.g. from 45 to 40 per cent for the highest tax bracket and from 30 to 25 per cent
for the second lowest tax bracket).

Allin all, the relevance of these reforms to the development of tax collection capacity is that the tax
system became easier to administer because it was simpler and greater certainty had been created
around tax law (interview 01; Smith 2003; Wits Business School 2004). The reforms also helped to
close ‘the tax gap’ by making tax fraud and evasion more difficult. For taxpayers, simplification also
made it easier to comply with tax regulations. Further, the tax reforms broadened the tax base,
bringing into the system sources of income that had hitherto not been taxable (such as capital gains
tax and earnings abroad) and supporting both the reduction of standard tax rates and the
redistribution of the tax burden. Smith (2003) notes that many of the new entrants into the tax
system derive from lower income brackets: individually they do not contribute substantial amounts
of tax but a wider tax base also serves the purpose of deepening the presence of the state in society
which is important for establishing the state’s authority and creating an environment in which
compliance becomes the norm.

Figure 4 shows that, partly as a result of these changes in tax law, personal income tax has
decreased over the years as a proportion of GDP with company income tax rising, at least until
recent years. This is borne out by Figure 5 which shows that the percentage share of government
revenue attributable to personal income tax declined from 40 per cent in 1994/95 to 34 per cent in
2011/12, while the percentage share of company income and related taxes increased from 14 per
cent to 24 per cent over the same period. This is in stark contrast to the last decade of apartheid
where the tax burden had shifted from corporations to individuals (SARS unpublished).

The rise in revenue collected from companies also reflects economic growth, including the indirect
stimulation provided by lower company tax rates (interview 01 and 11; Wits Business School 2004).
Friedman (2003) and Smith (2003) argue that it is also because it is more cost-effective for the tax
collection agency to collect tax from large companies: consequently SARS has invested considerable
efforts in tapping this source of revenue where, under the apartheid government, there was a lot of
tax avoidance (interview 05). They also argue that, by their nature, large companies are more likely
to be tax compliant: this is because in having to answer to their shareholders and deal with unions,
they are more rule-bound, have public decision-making processes, more checks and balances on
declaring profits and payrolls, and more formal engagement with government. One interviewee
noted that growing the revenue from company tax is what made it possible for government to offer
tax relief to individuals: ‘so it’s a classical sort of theory that if you have a broader base then you can
afford a lower rate and with a lower rate there are certain advantages because you minimise some
distortions in the economy’ (interview 05).
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Figure 4: Government revenue as a % of GDP, 1994/95-2011/12
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Key: PIT = personal income tax; CIT = company income tax; VAT = Value Added Tax

Figure 5: Percentage share of general tax revenue by source, 1994/95 and 2011/12
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One last comment on tax laws is that there has been relatively little success in designing policies and

administrative procedures that bring in those working in informal businesses in a substantial way
(interview 11; Friedman 2003; Smith 2003). This is because the sector is diverse, has a very different
business culture and is hard to reach with information systems. As a consequence, despite SARS’

many successes, many South Africans still remain outside the income tax net (Smith 2003). *

4However, as over 40 per cent of general tax revenue is generated from VAT and other indirect taxes, all South
Africans do contribute to tax in some respects (Mcintyre et al. 2012).
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2.3.2 The regulatory and administrative framework

Under apartheid, separate directorates of the national Department of Finance (now called the
Treasury) were responsible for collecting inland revenue and customs and excise duties. The former
‘homelands’ also had their own tax collection offices. In 1994 the Katz Commission recognised that
tax and customs collection was archaic and highly inefficient: tax collection was declining, there was
a brain drain of skilled staff and there was extensive corruption — all in all, there was only ‘minimal
control over collections and refunds,” as one senior tax administrator said (SARS unpublished: 10).
Customs control was particularly weak, even anarchic: it was run mainly by the police and army with
relatively few customs officials, and there was minimal equipment and very poor physical
infrastructure (SARS unpublished). There was insufficient policy on fraud and there had been a
growth in smuggling rings which exploited the fact that South Africa’s very long border is difficult to
monitor.

Following the recommendations of the Katz Commission and senior tax collectors within Treasury,
tax and customs collection was amalgamated in 1997 under a new, administratively autonomous
agency, the South African Revenue Service (SARS). While administratively autonomous and receiving
its own budget, SARS remained politically accountable, now reporting directly to the Minister of
Finance rather than through Treasury. Treasury was freed up to focus its efforts on tax policy while
SARS took over responsibility for tax administration. SARS was also required to liaise with the
Minister of Trade and Industry regarding trade policy.

Reflecting on the relevance of this move, the former Minister of Finance said: I/ can state here
emphatically today that the [Katz] Commission’s recommendation on an autonomous SARS will be
remembered as the Commission’s most visionary contribution to the fiscal stabilization effort’
(Manuel 2002: 4). Another commentator agreed, stating that, ‘achieving administrative autonomy
was a defining moment in the history of SARS and pivotal to its transformation’ (SARS unpublished:
18).

Amalgamation was only achieved after a major battle with the Public Service Commission which sets
the rules for the civil service. Efforts to separate administratively were eventually successful because
they enjoyed the support of the Minister of Finance, the private sector and the IMF (SARS
unpublished). Cabinet was persuaded, too, by the argument that it was impossible to meet
government’s objectives without escalating revenue collection.

Administrative autonomy allowed SARS to escape the ‘straightjacket’ of civil service procedures
which are typically complex, slow and inflexible (interview 05; SARS unpublished). This came with its
own challenges as SARS had to completely redraft all its financial, human resource and operating
procedures but it enabled SARS to run itself according to business principles, use more dynamic
recruitment procedures, hire and fire staff, offer competitive salaries and re-organise itself with a
much greater degree of flexibility. As one interviewee reflected, ‘administrative autonomy allows
for more streamlined decision-making without ... having to get permission from the DG and the
Minister’ (interview 01). These capabilities were particularly important for SARS in its efforts to deal
with the increasingly sophisticated private sector (SARS unpublished).
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Other advantages of SARS’ separation from Treasury was that it limited political interference in the
agency (‘you don’t want the people who enforce the collection to be also responsible for making the
rules’) and improved the confidentiality of the data used to estimate tax returns (interview 05).

The incorporation of the customs function was important for a number of reasons. In 1994, customs
duties still represented a sizeable proportion of total revenue and, because of gross inefficiencies,
fraud and corruption, and the elicit economy centred on smuggling of drugs and other goods, it was
essential to restore integrity to the system (interview 11). As South Africa re-joined the international
community, it also became important to foster the flow of trade and people between South Africa
and neighbouring countries through good quality services. As one interviewee added, ‘I think also
the transformation agenda was also quite important. Because ... you’re bringing all the former
homeland elements plus the Receiver of Revenue, and that all together gives an opportunity to treat
it all with one sort of transformation agenda’ (interview 11). At the time, too, amalgamation was in
line with trends in many other countries to combine all sources of revenue although, following the
events of 9/11, this trend has reversed as countries have become more concerned with the security
issues associated with border control and shifted customs under departments dealing with
‘homeland security.’

One interviewee felt that, in the South African case, amalgamation remains important because the
close linkage between tax and customs since has made it possible to track the flow of goods from
entry at the borders through the supply chain within the country, enhancing SARS’ capacity to
identify economic activity and enforce tax collection (interview 11). Sometimes it has been easier to
tackle fraudsters and criminal rings through tax-related investigations rather than border control
activities. However, taking over the customs function has placed a considerable organisational and
administrative burden on SARS, given the poor state of these services at the end of the apartheid
era, the number of government departments involved in customs control and the different nature of
these often remote services.

Finally, one interviewee commented that, although SARS undoubtedly transformed itself as an
institution, it benefited from working in an area that is relatively simple (in terms of the number of
stakeholders and implementing units) and well-defined (in terms of the range of necessary
activities), with internationally well-recognised routes to best practice (interview 04). This is in
contrast to complex areas like the health sector.

2.3.3 Budgetary support

Cabinet provided considerable budgetary support to SARS in order to support its transformation.
This allowed an injection of human resources into SARS, the hiring of external consultants and a
large investment in information technology (interview 01). While large in absolute terms, in recent
years SARS’ operational costs have settled at around 1.1 per cent of revenue collected (which
includes the administration of the Road Accident Fund and Unemployment Insurance Fund which
SARS does on behalf of these funds): this measure of efficiency is comparable to the situation in
many OECD countries (SARS 2012). In recent years staffing has remained roughly constant at just
under 15,000 which is a big achievement given the intense efforts at modernisation which are
described later (SARS 2013).
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2.4 Functioning of the task network for tax collection

Tax collection requires the cooperation of a number of entities: how well these entities interact
determines, in some part, the effectiveness and efficiency of the tax collection process. This section
looks at the most important institutions and groups with which SARS has to interact, their capability
and the strategies SARS has used to harness their support.

2.4.1 The parliamentary Joint Standing Committee on Finance

In the early years of the new government this committee proved influential in reforming tax policy
and reconceptualising the role and nature of SARS (SARS unpublished). It was headed by a senior
political exile, Gill Marcus, who had become a member of the first democratic parliament and
proved to be an energetic and visionary chair (she subsequently became the deputy Minister of
Finance and is presently the Governor of the Reserve Bank).

Early on Marcus appreciated that the new government would not be able to meet its objectives
without increased revenue and consistently pushed for reform within parliament, the African
National Congress (ANC) and government. Through her links made in exile, she was able to draw on
the help of the Swedish and UK governments for capacity development in tax collection (SARS
unpublished). She also helped to mobilise support amongst businesses and communities for paying
taxes, arguing that it was important for everyone to pay their fair share and that an effective
taxation system would help to establish the authority of the state. When SARS’ first Commissioner,
who had hailed from the private sector, resigned suddenly in 1997 over differences around strategy,
Marcus was instrumental in maintaining stability within the fledgling organisation, reportedly
preventing an exodus of senior staff by appealing to their sense of responsibility towards the
country.

2.4.2 The Minister of Finance

While under the direct control of Treasury SARS had not had direct access to the Minister of Finance,
this changed with SARS’ autonomy. Direct access gave SARS more authority to implement changes
and revived its public image (SARS unpublished). As already discussed, the backing of the Minister
and Deputy Minister of Finance proved critical in driving through the changes in tax administration,
especially when encountering resistance from business. While the Minister put pressure on SARS to
perform, he did not interfere with the daily operations of SARS, giving it the freedom to get on with
tax administration as it saw fit (Smith 2003; Pillay 2012). This is one of the features that helped SARS
protect its autonomy and integrity, even whilst remaining within the public sector.

2.4.3 The National Treasury’

The Katz Commission recognised the inextricable link between tax policy and administration and
SARS has always worked closely with Treasury (interview 01; SARS unpublished). Smith (2003: 5)
argues that ‘in the post-apartheid period, the co-operative approach of the political authority, in the
form of the Treasury, has created an enabling environment for SARS and has contributed to its
impressive performance in extracting resources from the tax-paying public.’

> Due to time constraints, this study did not examine SARS’ relationship with the Department of Trade and Industry, the
Department with which it works on customs issues.
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For example, the legal unit within SARS interacts closely with the tax policy unit in Treasury, sharing
information on what is happening in the market with respect to compliance and other tax issues that
might be amenable to legislative interventions. As one interviewee put it when reflecting on the
importance of SARS’ interaction with Treasury, ‘you’ve got to listen to what is administratively
feasible in designing policy’ (interview 01), particularly as a lot of the tax-related legislation revolves
around administration (interview 05).

This has been helped by the expansion of capacity within Treasury to deal with the intricacies of tax
policy (interview 05). Before 1994, Treasury had had limited capacity to oversee tax collection
activities which, at that time, still fell under its aegis. The separation of the responsibility of tax
administration from tax policy has allowed Treasury to focus its energies more appropriately; this
has been supported by a much larger team working on tax policy (interview 01).

The interaction between Treasury and SARS is not without tensions, however, especially around the
annual setting of SARS’ tax collection targets (interview 11). Teams of economists from each
organisation present different analyses of the relative importance of factors affecting tax collection
and SARS regularly complains that Treasury sets the bar too high: however, this argument is
undermined by SARS’ ability to exceed targets year on year.

2.4.4 External consultants

Another set of actors with which SARS worked closely were a range of international and local
consultants who were brought in from time to time to design new tax collection and organisational
development processes (as they were to advise on tax policy) (interview 01). The benefit of using
external consultants was the ability to draw highly specialised skills into the organisation when
needed, without disrupting the day-to-day work of the organisation (SARS unpublished). Consultants
also allowed SARS to learn from international experience, benchmark its activities and build its own
internal capacity. Some of the areas that benefited from consultant advice were diagnosis of SARS’
fundamental weaknesses, a new approach to border control, re-designing the business process, an
operating management system, human resource management and job re-grading, auditing,
information technology and change management (Hausman 2010; SARS unpublished). SARS proved
skilful in managing these consultants, ensuring that they adhered to the objectives of the
organisation and worked closely with SARS staff (SARS unpublished).

A particularly useful - and unusual - partnership was developed during the early years between SARS
and the British and Swedish tax collection agencies who sent teams over to South Africa for weeks at
a time for a number of years (SARS unpublished). They designed systems and trained staff, helping
to inculcate a culture of excellence and best practice. Interestingly, too, the longest serving SARS
Commissioner, Pravin Gordhan, ended up playing a pivotal role as chair of the World Customs
Organisation for five years: this was strategically important for South Africa in developing its trade
relations in the region but also for harmonising and improving its own customs collection capacity
(SARS unpublished).

2.4.5 Private data-holding companies

South Africa has a strong banking and financial sector with sophisticated information systems. SARS
has worked closely with banks, insurance schemes, pension funds, medical schemes and employers
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to link up their datasets with those of SARS (interview 11; SARS unpublished). The authority to do
this is invested in SARS through the South African Revenue Service Act of 1997, and has provided
SARS with enhanced investigative capacity, allowing it to track and reconcile the actual income,
assets and expenditure of individuals and companies against their declarations on tax returns. This
has contributed to SARS’ capacity to identify fraud and tax evasion, as well as to pre-populate tax
returns with data, easing the process of submitting tax returns for individuals (interview 11).

2.4.6 Other government departments and public entities

SARS is also trying to improve its linkage with the datasets of other government departments, such
as the Department of Home Affairs, again to improve its ability to monitor compliance (interview
11). In addition, it has always had to interact with the justice department and police force in its
efforts to ensure that the perpetrators of tax fraud receive convictions. SARS is often frustrated by
the large backlogs that these departments experience, as well as limited capacity for prosecuting
complex tax cases (interview 11). This has prompted SARS to strengthen its in-house legal capacity
as well as fund prosecutors from its own budget to assist the National Prosecuting Authority and the
Department of Justice and Constitutional Development. Persistent bottlenecks in the Department
have meant that SARS has had to cut down on the number of cases it has sought to punish through
imprisonment, choosing to rather pursue asset forfeiture through civil procedures. Liaison with
various government departments occurs on a bilateral basis as well as through the government
cluster system whereby Ministers and senior bureaucrats from linked sectors — such as justice and
crime prevention - meet on a regular basis.

One interviewee noted that engagement with external agencies is becoming more and more
important to sustain SARS’ achievements and broaden the tax base further: ‘I think for a big part of
SARS’ own history the emphasis was on “Let’s get our own house right.” | think the last few years
we’ve realised that we can’t get our own house right any further without building very important
synergies with other state departments particularly’ (interview 11).

Intersectoral collaboration around customs collection is especially complex as border posts involve
staff from several departments (including Home Affairs, the police and even Agriculture), while the
physical infrastructure itself is under the jurisdiction of Public Works, a notoriously inefficient
department. Strong and well-coordinated systems are required to fulfil the duties of border posts.
SARS has been influential as the lead agency chairing an inter-sectoral border co-ordination
committee in the past but, along with the Department of Home Affairs, has very little influence over
redressing the massive infrastructural backlogs that beset border posts (interview 11).

2.4.7 Taxpayers

The members of the task network for tax collection discussed so far have all helped to strengthen
tax policy and administration. This section discusses how SARS has interacted with taxpayers — both
companies and individuals — in its efforts to improve compliance. As Friedman (2003: 12) notes,
‘SARS’s success thus far clearly rests on its accurate reading of the interventions which would be
likely to induce compliance.’

SARS has adopted a three-pronged compliance model based on ‘Education, Service and
Enforcement’ (Pillay 2012). This includes an array of strategies to improve the public’s perception of
SARS and build trust, educate taxpayers and encourage them to comply voluntarily, make it easier
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for taxpayers to complete returns, develop in-house knowledge of different economic sectors in
order to understand specific taxation concerns and methods of evasion, and strengthen investigative
and enforcement capacities (Wits Business School 2004) (see Box 2). In explaining how SARS
achieves a balance between these activities, one interviewee said, ‘for different segments of the tax
base you’re going to pull different parts of that [compliance model]’ (interview 11).

SARS has always attempted to nurture citizens’ ‘willing participation’ in taxation through promoting
the notion of “fiscal citizenship’ (Friedman 2003): for some commentators, changing mind-sets has
been a key part of SARS’ success as it has made tax evasion socially less acceptable (SARS
unpublished). This was facilitated by SARS’ cooperative relationship with big business
(Train4Dev/OECD date unknown). However, SARS has also pursued enforcement strategies quite
aggressively (Doherty and Gilson 2011). Smith (2003) suggests that, in the early years, this
sometimes impinged on the rights of taxpayers, compromising procedural justice. Nonetheless,
these tactics, along with the others summarised in Box 2, rapidly improved compliance and
strengthened SARS’ enforcement capability (Hausman 2010; Pillay 2012): whereas in 1994/95 1.4
million individuals and just under half a million companies appeared on the tax register, by 2011/12
these numbers had risen to 13 million and almost two million respectively (SARS 2012).

One interviewee commented that, ‘/ think the whole machinery of SARS just improved quite a lot in
the sense that people are not willing to pay taxes as a rule but if there is sufficient enforcement with
penalties, people will tend to oblige’ (interview 05). Friedman (2003) agrees that citizens will pay tax
when the government can demonstrate that rules are in place and it has the capacity to force people
to comply. However, they will voluntarily contribute when they feel they have a moral duty to do so,
especially when they feel loyalty to a certain political order, as prevailed in South Africa over the
period under investigation. Further, people become habituated to paying tax once a tax-paying
culture has been established, especially when tax laws are perceived to be legitimate and not
arbitrarily applied, and there is a reasonable expectation of receiving benefits (in this case, political
loyalty is not an issue). One interviewee concurred that compliance ‘requires people having a stake
in government, people having confidence that the money’s well spent’ (interview 05).
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Box 2: SARS’ strategies to improve compliance

Transforming the public perception of SARS and its visibility as a public institution:

* anew service orientation and mentality within SARS, including through the development of service
standards and more direct contact with the public

¢ development of a tax payer’s Service Charter to establish internationally comparable standards

* separation of ‘back office’ and ‘front office’ staff, with the latter specializing in customer care and
the creation of a “friendly face’ for SARS

* training of frontline staff

* public relations campaigns to explain SARS’ mission and major changes, including outreach by SARS
employees into communities

* greater responsiveness to queries and complaints, and good dispute resolution

* an emphasis on fairness and consistency in assessing tax returns

Educating and encouraging taxpayers to pay tax:

* media campaigns (including radio, television and SMSs) reminding citizens about their duty to pay
taxes and thanking them for completing tax returns

* targeting each taxpayer constituency separately, including opening up communication channels
between SARS and large corporations to discuss tax law and the importance of compliance

* periodic tax amnesties which exempted people from having to pay past taxes

* by demonstrating effective enforcement in certain companies and industries, prompting improved
compliance in others (‘the demonstration effect’)

Making it easier for taxpayers to submit returns:

* ‘warrooms’in the early years to eliminate backlogs in unprocessed tax returns

. ‘filing season’ outreach where employees leave offices to help tax payers file their returns at their
place of work or in public spaces

* setting up call centres and service units, including creating a dedicated centre for large corporations

* online, automated filing and rapid assessment for low-risk taxpayers

Developing in-depth knowledge of different economic sectors:

* ‘walk-abouts’ where teams walked around the streets getting to know the area under their
responsibility and identifying businesses

* special investigative units for specific industries to understand the particular issues and approaches
to tax evasion faced by each industry

* recruiting employees who had formerly worked in specific sectors

* recruiting highly skilled individuals to deal with sophisticated tax issues

* taking a more targeted approach, including risk-profiling individuals and companies so that it was
not necessary to audit every individual

Building sophisticated information technology systems:

* using third-party sources to reconcile data from tax returns

* creating software that allows assessors to view all the data on a taxpayer, and also flags high-risk
individuals or companies

* in-depth audits of targeted companies and individuals

¢ lifestyle questionnaires for wealthy individuals

* random audits of homeowners purchasing expensive houses

Enforcement of compliance:

¢ feeding back knowledge of tax evasion practices into the development of new legislation

* devising strong negative incentives that pressure people into compliance (e.g. SARS withheld shares
from taxpayers when two of the biggest insurers demutualised until they had settled their tax; in
one region, people who had not paid their tax were arrested and kept in jail over a weekend) public
‘naming and shaming’ of high-profile figures involved in tax evasion and fraud in the media

e prosecution of culprits through the criminal justice system as well as through civil lawsuits,
including attaching assets

Sources: (interview 11; Friedman 2003; Smith 2003; Wits Business School 2004; Hausman 2010; Doherty and Gilson 2011;

Pillay 2012; SARS unpublished)
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This mixture of incentives helps to explain why beneficiaries of the apartheid regime were
persuaded to be tax compliant under a new political order, and why previously disenfranchised
taxpayers joined the tax system, despite low compliance rates in other parts of the economy (such
as payment for local government services).

2.4.8 Tax advisers

The last group with which SARS interacts is tax advisers. This group has often reacted with hostility
to the reforms SARS has introduced. As Commissioner Gordhan reflected in Hausman (2010: 6), ‘they
tend to be laggards in this process and don’t like change, which would narrow their space to
manoeuvre around either tax or customs administration.’ Friedman (2003) argues that, despite this,
tax consultants form an important part of achieving compliance as they communicate tax regulations
to their clients. Apart from challenging tax advisers who design tax avoidance schemes, SARS’
approach has also been to engage with tax advisors concerns through regular contact and
responsiveness to complaints (Hausman 2010; SARS unpublished).

2.5 Building organisational capacity within SARS

2.5.1 Stages in SARS’ transformation

Upon becoming autonomous, SARS set about consolidating historical structures, registering
businesses and individual taxpayers who were not yet on the system, and asserting its newfound
authority through high-profile tax collection campaigns and enforcement activities. In 1999, Pravin
Gordhan was appointed Commissioner and, over a ten-year period, set in motion a comprehensive
process of transforming the organizational culture and business practices of the organization. At the
same time, he set about redressing the demographic balance of SARS’ employees, famously without
retrenching staff, as described later. These reforms continued beyond Gordhan’s term of office,
creating an increasingly sophisticated organization with strong IT capacity, transforming SARS into an
award-winning public sector organization (SARS unpublished). Figure 6 presents a timeline of these
reforms that are discussed in more detail in later sections.

2.5.2 Developing strong leadership

As mentioned earlier, SARS’ most important period of transformation, during the first decade of this
century, was presided over by a single Minister of Finance and a single Commissioner. This in itself
created an unprecedented climate of stability and continuity for SARS (interview 11). In addition,
Commissioner Gordhan was a highly effective leader (see Box 3) (interview 05). Drawing on skills he
had learned as an activist mobilising political campaigns, he led the organisation through a complete
transformation of organisational structure, business processes, staff deployment patterns and
demographic profile, physical infrastructure and information technology.

Gordhan was highly visible in the organisation, travelling to offices throughout the country together
with his senior management team. He got to understand the issues first-hand, drawing on the
collective wisdom of his staff (SARS unpublished). He was adept at identifying staff with skills and
potential, combining them into effective teams and building leadership skills throughout the
organisation. As Gordhan described it, ‘you have to walk the floor and talk to people and observe
processes. That’s how | learned. They you’ll also begin to identify enthusiastic people, and you’ll spot
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them in different parts of the country, in different roles. Then you take your chances and pull them in
and constitute the team, give them a clear mission’ (Hausman 2010: 4).

Gordhan also recruited strong leaders from outside the organisation who had worked in large
corporations, including banks. Importantly, he elevated the role of human resource manager, filling
the position with highly skilled individuals and incorporating them in the senior management team
(Hausman 2010): the two human resource managers who worked under Gordhan were instrumental
in designing and supporting SARS’ transformation, and the second eventually succeeded Gordhan as
Commissioner.

Box 3: Characteristics of Commissioner Gordhan’s leadership style

* Drew on his experience as a political activist under apartheid to:
bring passion and energy to the transformation process
use a consultative approach
build the organisation through mobilising and inspiring staff around a common ‘sense of
higher purpose’
o engage in outreach activities to branches
o use negotiation skills
* Had a strong vision and contextual understanding, backed by a sound technical understanding
* Had strategic, tactical and implementation skills
*  Was analytical and creative, learning through experience and reflection
*  Was highly organised and able to deal with multiple initiatives at the same time
* Was able to be decisive and take risks when necessary
*  Was persistent in solving problems and following through change over a long period
*  Gave staff decision-making freedom and supported local innovation
* Reassured staff that he was competent and so it was safe to embark on change

Sources: (Wits Business School 2004; Hausman 2010; SARS unpublished)

2.5.3 Communicating a clear vision

From its inception, SARS had a clearly articulated vision. This vision was translated into a number of
clear goals that have remained fairly constant over time, creating a sense of continuity and direction
for the organisation (interview 11). The vision was communicated throughout the organisation,
often through regional meetings that involved senior staff and the Commissioner himself. Although
Gordhan’s tireless energy sometimes overburdened the organisation with proliferation of new
initiatives, he was nonetheless able to ‘constantly hold it together, you know, keep the vision going,
keep its broad form’ (interview 11).
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Figure 6: Timeline of major periods in the history of SARS
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Importantly, SARS’ role is characterised as ‘a higher purpose,” namely to enable the development of
the country (Wits Business School 2004; Pillay 2012; SARS unpublished). Gordhan was able to
mobilise the entire organisation around this shared sense of higher purpose. This is credited with the
recruitment and retention of individuals who would have been able to earn higher salaries
elsewhere, and the productivity and commitment of staff (interview 11). It also underpins the
‘vision-led, values-driven’ management style that characterises SARS, including its ability to preserve
a public sector orientation whilst incorporating business sector-style management efficiencies (Pillay
2012).

2.5.4 Establishing accountability and shared decision-making

The creation of SARS resolved the fragmentation of accountability and responsibilities of the old tax
collection entities (Pillay 2012). A visible governance system was established, with SARS reporting
directly to the Minister of Finance and Parliament. SARS is subject to the provisions of its own Act, as
well as the Public Finance and Management Act, and certain of its internal policies require approval
from the Minister. Many of the provisions that govern other parts of the public sector remain
relevant to SARS: for example, it is also audited by the Office of the Auditor-General.

Initially an advisory board was established for SARS, comprised of advisors from outside
government: this highly skilled ‘think tank’ was an innovation for a public sector institution. The
board was later disbanded as it had no executive authority but not before it had contributed
substantially to the innovations introduced in the early years (SARS unpublished). SARS remains
subject to the guidance of two sub-committees originally set up under the board and also made up
of external experts, one an audit committee and the other a committee on human resources.

With respect to internal accountability mechanisms, SARS initially pursued a policy of centralisation
of senior decision-making. This was to re-establish control over a highly fragmented system where
branch offices had developed into ‘fiefdoms,” many services were duplicated unnecessarily, there
were inconsistent practices and there were instances of corruption (SARS unpublished). From 2010,
centralization gave way to delegation with accountability as part of the modernization process, but
with checks and balances to manage risk (Pillay 2012).

Within this broad approach to governance, Gordhan pursued a consultative approach, involving
many staff in finding solutions to the problems the organisation faced and relying heavily on teams
to implement reforms. At the same time, SARS has made individuals accountable for the work of
these teams, establishing what it calls ‘integrity of accountability’ across the management system
(Doherty and Gilson 2011).

2.5.5 Creating a new organisational structure

SARS inherited around 100 offices distributed around the country (Hausman 2010); some of these
had belonged to former ‘homeland’ areas but many areas had no offices at all because of the culture
of non-compliance in black communities under apartheid (SARS unpublished).

The creation of a single organisational structure was an early priority of the new leadership at SARS
(SARS 2013). They set up a transformation unit within SARS which took around nine months to
develop a strategy (Hausman 2010). One of the early structural changes was the centralisation of
core administrative functions - such as the processing of tax returns - in a few national offices, and
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the re-orientation of branch offices toward customer service. Initially five regional offices were
created with considerable decision-making autonomy: regional managers were important in
galvanising branch offices to meet tax targets but, as SARS established itself, regional offices fell
away, along with flattening of the organogram (SARS unpublished). The outcome of organisational
restructuring was that fragmentation was eliminated which allowed ‘line of sight of all spheres and
levels’ (Pillay 2012).

Given problems with inefficiency and corruption, another important early structural change was the
separation of ‘front office’ and ‘back office’ staff (Doherty and Gilson 2011). Front office staff
specialised in dealing with customer queries, while back office staff focused on tax administration.
As customers no longer had contact with staff working in the ‘back office’, this reduced
opportunities for bribery and fraud (Hausman 2010).

A further change to the organogram was a shift from units working on individual tax products to the
concentration of processing, enforcement and service functions into specific centres (SARS
unpublished). This made it easier to build a critical mass of skills in each area, avoid duplication and
eliminate multiple interactions with taxpayers. Over time, four large tax-processing centres have
been set up as well as ten compliance and enforcement centres, an intelligence unit, over 40 service
centres, a Service Monitoring Office staffed by independent specialists who facilitate resolution of
tax-payers’ queries, and a large, semi-autonomous business centre (the latter was an important
strategy for developing specialised capacity — such as the appointment of senior advocates - to deal
with the sophisticated and complex corporate sector). The design of these units was supported by an
in-house process re-engineering unit specifically created to modernise SARS business processes and
reflect these changes in the organisational structure.

SARS has not yet managed to restructure tax collection offices in all provinces: this has left it with
some persistent structural problems. With respect to customs, all customs offices were also
restructured and an anti-smuggling unit was put in place (SARS unpublished). However, the
structural integration of customs services with the rest of SARS was never fully achieved given the
geographic dispersion of roughly 100 border posts.

2.5.6 Creating a new organisational culture

In the mid-1990s, SARS was made up of many different organisational cultures based on historical
differences with respect to geographic location and former administrative authority. In the early
years of democracy staff were also suffering from ‘change fatigue’ due to the amalgamation and the
rapid turnover of the first two Ministers of Finance (along with their Deputies) and the sudden
resignation of the first SARS Commissioner. Senior staff were wanting to leave SARS. Standards of
service to customers were poor and there were problems with corruption, especially at branch
offices (Hausman 2010; Pillay 2012). While changes in governance and organisational structure could
address these problems to some degree, Gordhan appreciated that substantial change would only
materialise if SARS’ organisational culture were transformed.

SARS’ transformation programme was launched in 1998. Gordhan brought together around 400
senior managers and also broadcast the proceedings to around 6000 employees. Managers were
required to sign an accord showing commitment to the transformation process. In order to get the
buy-in of staff, Gordhan highlighted the substantial organisational and personal advantages that
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would accrue from autonomy but made it clear that there would have to be dramatic improvements
in efficiency as well as affirmative action (SARS unpublished).

This was the start of a process whereby Gordhan and his senior management team modelled —and
gradually inculcated - a new ‘vision-led and values-driven’ organisational culture (Doherty and Gilson
2011). This included not only enhanced commitment, professionalism, productivity and integrity, but
also inclusiveness, enthusiasm and innovation. A bureaucratic approach to dealing with customers
was replaced with a strong service mentality through intensive training of staff. Hausman (2010)
describes this as the institutionalisation of the activist culture that suffused the thinking of key
leaders from within and outside SARS who were integral to its development.

Part of this institutionalisation was the implementation of a zero-tolerance approach to corruption.
SARS employees were banned from accepting any gifts or meals from customers and lobbyists
(Hausman 2010). A hot-line was set up for customers and staff to make anonymous complaints
about corruption. Cases were vigorously pursued against employees who became involved in
corruption and 80 to 90 employees were fired annually in the early years of transformation (SARS
unpublished).

2.5.7 Implementing a new management system and style

Before autonomy, SARS had a rigidly hierarchical management structure with many reporting levels;
there was a culture of fear of management and a shortage of mid-level managers; there was little
attention to service or efficiency (Hausman 2010; SARS unpublished). After autonomy, some
managers developed an hostility to the new leadership and its transformation efforts (SARS
unpublished).

Previous sections have referred to aspects of SARS’ approach to managing these problems and
achieving organisational transformation. Box 4 consolidates these approaches and adds others that
contributed to the complete overhaul of SARS. It shows how SARS carefully set priorities to avoid
overburdening the transformation process, drew on the in-depth knowledge of staff, consultants
and information systems to design improvements, implemented changes in management systems,
changed the style of management, and managed staff through this process of change. These
processes were supported by a strong communication strategy that allowed staff to voice concerns,
make suggestions and learn about proposed changes. Together, these approaches established ‘a
functional space’ within which to implement tax collection and enforcement activities, without
destabilising the organisation or overburdening staff unduly (Doherty and Gilson 2011). Importantly,
unlike in many other public sector institutions, it put in place effective systems to implement daily
tasks by ‘making sure that at the ground level, and at the level of design, the most — how can | put it?
—granular level of technical design if you like, there is such a strong focus there to make sure that
that works’ (interview 04).

Importantly, reform was rolled out in phases, especially at the branch level. Successes in one area
were communicated to others, motivating staff and allowing them to learn from one another. This
was built on Gordhan’s belief that, if senior leadership could communicate the intent behind reform,
energetic individuals at local level would pick up ideas and add their own improvements (Hausman
2010). During the Siyakha period, for example, the Durban office was a pilot site for implementing
the new front-office, back-office arrangement. A senior management team, including Gordhan, went
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down to be present. Gordhan’s description of events in Hausman (2010: 6) creates a vivid picture of
the importance of senior leadership in mobilising change on the ground and leading by example:

‘There was obviously a lot of apprehension ... The staff didn’t have a clue what to do ... We
were on a floor above but we could see what was happening on the service floor ... So we
went down. We showed them exactly how to arrange tables, chairs, how to arrange queues,
how to service people, how to make sure that they don’t wait too long in the queue. No
sooner had we done that and set that as an example, that example spread throughout the
country. People began to innovate in their own way.’

Change did not happen entirely smoothly. Gordhan was an exacting leader and staff were expected
to work much more intensively, especially during filing season (Hausman 2010). Although attempts
were made to manage the impact of change on staff, the rapid pace of change inevitably created a
stressful environment. Under the Siyakha period of transformation, many staff were required to
relocate to new offices in different towns: this caused considerable unhappiness and several staff
left the organisation (SARS unpublished). Information technology was initially not able to keep up
with the growing demands on SARS and, when it was strengthened during the modernisation
process, became too challenging for some staff to use (interview 11, SARS unpublished). After fifteen
years, continuous interventions were threatening to destabilise systems and affect morale: SARS has
thus entered into a phase of consolidating its gains (Pillay 2012).

2.5.8 Information availability

When SARS was constituted, much of the information it used was paper-based. This was a
ponderous and outmoded system totally unsuited to a modern, rapidly expanding tax agency.
Where computer systems existed, they were out-dated and poorly maintained (SARS unpublished).

As mentioned earlier, in its early years SARS decided against introducing new information
technology on a large scale, preferring to re-design business systems and build human resource
capacity first. However, a new online tax management system was introduced in 1997 that upgraded
SARS’ administrative capacity substantially. The modernisation process of 2007 saw a further
injection of resources for information technology on a massive scale, including equipment, software,
information systems and staff. SARS’ information systems are reportedly now of an international
standard and it is able to attract and retain highly skilled staff that value working in an organisation
that can provide them with unique training and experience (interview 11).

New information systems have assisted SARS in its efforts to automate repetitive tasks, freeing up
staff for deployment to areas where they can add more value (interview 11). It has also allowed the
online submission and automated assessment of tax returns, a crucial part of its strategy to improve
both the ease of compliance and the quality of service to customers (so, for example, for customers
who pass a risk check, tax refunds are processed within 48 hours of submission of a tax return).
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Box 4: SARS’ approach to management transformation

Prioritisation of tasks:

* addressed efficiency and organisational culture before introducing complex technology

* focused tax collection efforts on cost-effective activities and high-risk taxpayers

* rapidly redressed demographic imbalances

* invested heavily in managing the reputation of the organisation (through improved service, media
campaigns and a strong anti-corruption policy)

Designing new systems:

* setup dedicated internal units to design and oversee change

* drew on the knowledge of external consultants while developing strong internal capacity

* insisted managers toured local facilities so that they understood problems at first hand, and
encouraged reflective practice and innovation

* developed strong information systems and used evidence as the basis for change

Changing management systems:

* flattened the management hierarchy

* separated service and administrative tasks and inculcated a service mentality

e divided up tasks so repetitive ones could be standardised, exceptions could be actively managed and
other task could be subjected to continuous quality improvement

¢ followed up initial reforms with ‘business process re-engineering’ to streamline systems and remove
bottle-necks

Changing the management style:

* shifted from an hierarchical to collegial management style built teams throughout the organisation
that could drive change and fostered dynamic team leaders

* made management accessible to staff

* ‘walked the floor’

* rapidly up-skilled new black managers and invested in good staff more generally

* remained open to new ideas from inside and outside the organisation

* led by example

* centralised some decision-making processes and allowed local innovation within a national framework

* cutdown on meetings and encouraged individuals to make their own decisions

* made individuals accountable

* developed an Operating Management System to guide managers on basic managerial procedures

* inlater years, shifted from an interventionist to systemic management approach

Managing change:

* recognised importance of human resources in the change process, creating strong human resource
management capacity and aligning human resource policies with the organisational strategy

e created an enabling climate that allowed mistakes as part of learning process

* organised campaigns and road-shows to mobilise support

* avoided retrenchment of staff in favour of relocating and up-skilling staff

* communicated extensively with staff about changes in order to manage their expectations

* refurbished offices around the country and relocated the head office to new buildings with a
corporate ‘feel’ to create a professional environment and boost staff morale

* demonstrated changes at certain sites to prompt roll-out elsewhere

* made a public example of bad behaviour by staff such as sabotage of transformation processes

Sources: (Wits Business School 2004; Hausman 2010; Doherty and Gilson 2011; Pillay 2012; SARS unpublished)

Very importantly, new systems have allowed SARS to link data provided by external organisations —
such as banks, insurance companies, pension funds, medical aid schemes, the Johannesburg Stock
Exchange, the Deeds Office and CICP (the organisation that registers businesses, formerly known as
CIPRO) - to the profile of individual taxpayers and companies: this allows it to pre-populate returns
with certain data to make the submission process easier, monitor the accuracy of information
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provided by taxpayers, and flag and risk-check individuals or companies who may be attempting to
evade tax or commit fraud. The ability to link customs data to subsequent business activities and tax
returns has also become an important aid to risk management: this has strengthened arguments for
the continued amalgamation of tax and customs responsibilities under one agency, despite trends
elsewhere in the world to unbundle these activities (interview 11). As put by one interviewee, ‘we
are beginning to see the synergies because ... it’s one economic process and so what’s imported
becomes part of a production or a retail process ... So being able to see the whole supply line of
import to export and so on, makes us able to manage compliance much more efficiently’ (interview
11).

The importance of private datasets, and the key role in tax compliance played by reconciliation of
data from different sources, is reflected in the increased demands placed on businesses and
employers to become ‘agents of tax collection’ (for example, through the compilation and
submission of VAT, and the deduction and direct submission of the PAYE component of employees’
tax) (interview 11). While onerous to businesses, this consolidates the data received by SARS, makes
reconciliation easier and reduces opportunities for fraud and tax evasion (although VAT fraud
remains high and SARS still has difficulty issuing tax refunds within a reasonable time period).

Poor data on the informal businesses is one reason why taxation of this sector is minimal (interview
11). Policies to formalise this sector — for example, through registration of businesses and getting
these businesses into the banking system — are therefore important strategies for expanding the tax
base further. In summary, as one interviewee put it, ‘the whole emphasis of the last seven years has
been to get more and more information and to interlink the information’ (11).

2.6 Building human resource capacity

The SARS of the mid-1990s was short-staffed and under-skilled, facing a shortage of mid-level
managers in particular (Hausman 2010). Much of the institutional memory of the Inland Revenue
and Customs and Excise directorates of Treasury was lost with the exodus of skilled staff taking up
the new government’s voluntary severance packages (SARS unpublished). The demographic profile
of the organization was heavily skewed towards white staff, reflecting employment patterns under
apartheid. Personnel management systems were rigid and advancement usually depended on
loyalty rather than competence.

Since then, the staff complement has doubled in size, management echelons have been
strengthened and the organization has come to reflect the demographic profile of the country
(interview 01; Hausman 2010). In this it was helped by exemptions from certain of the public service
rules that made it able to hire new staff directly, as well as offer higher salaries than prevailed in the
public sector.

Achieving employment equity was handled differently by SARS compared to much of the rest of
government. In the late 1990s voluntary retrenchment was not offered to those who had worked
under the previous regime because this would have led to an exodus of those highly skilled and
experienced white staff who could easily find employment elsewhere (SARS unpublished). On the
contrary, SARS was careful to retain and reassure white staff with special expertise, often using them
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in an advisory capacity (Doherty and Gilson 2011). Further, SARS decided explicitly against
retrenchments during the process of transformation, rather shifting excess or inappropriately skilled
staff into different job descriptions or retraining them. This was made easier by the rapid expansion
of the staff complement.

Under Gordhan, SARS’ recruitment strategy included a systematic search for good managers, both
through formal and informal recruitment processes (Hausman 2010). It was successful in attracting
highly skilled personnel who could have, or already had, worked in the private sector for higher
salaries because it was able to demonstrate good leadership and a clear vision, while offering the
excitement of participating in the rapid and high-profile transformation of a public organization
(Hausman 2010; SARS unpublished). Contributing to nation-building was also an important draw-
card. This meant that while SARS was able to offer competitive salaries to selected staff — such as
senior advocates, chartered accountants and IT specialists — it has not had to shift dramatically from
conditions in the rest of the civil service (interviews 01 and 11).° Even today, one interviewee noted
that, because of the satisfaction derived from contributing to the country’s development, ‘there is a
fairly big core of professional staff who could be poached but they won’t go’ (interview 11).

More generally, SARS searched for individuals who could demonstrate values and behaviour such as
integrity, passion, commitment to service, professionalism and productivity as part of its strategy to
transform organisational culture (Doherty and Gilson 2011; Pillay 2012).

With respect to the deployment of staff, the strategy was to ensure that the right people were
placed in the right positions. New and existing managers had to re-apply for their jobs, undergoing
intensive psychometric testing in order to determine their suitability for the new job descriptions:
those without management skills were shifted into technical roles where they became experts in
their area, which opened up places for young black managers with potential (Hausman 2010).

SARS had to find a mechanism for fast-tracking the training of these new manager recruits. Senior
managers paid close attention to these individuals, facilitating their learning ‘on the job,” bringing
them to senior meetings and creating a ‘shadow’ management team below the senior executive that
had influence if not formal authority (SARS unpublished). As Gordhan got to know his staff, he began
to ‘build small nucleuses all over the department of capable and willing people’ (Hausman 2010: 5):
in this way he invested a lot of trust in inexperienced managers while building supportive networks
around them. This was also a mechanism to bring hundreds of black managers into the organisation
and provide them with adequate support.

Another important area for training was developing the skills of front-line staff in dealing with
customers, especially at the Call Centre that is steadily mushrooming in size. While training in the
‘soft’ skills of customer support has been relatively successful, SARS faces on-going challenges in
equipping front-line staff with sufficient tax knowledge, given the complexity of the subject (SARS
unpublished). One solution is the creation of a database that allows front-line staff to search for
answers to customers’ queries although this cannot completely substitute for in-depth technical
knowledge.

®One interviewee noted that special salaries and other exemptions are in fact possible in other government
sectors although they are not always made use of.
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These strategies were carefully negotiated with unions to minimise contestation. Unions
participated in the road-shows organised by senior management. A collective agreement was
reached around issues such as no retrenchment, employment security and the special recruitment
approach for black staff, culminating in the signing of a formal protocol (Hausman 2010). This
protocol did not preclude dismissals for poor performance or conduct, which increased in the early
years of transformation.

SARS’ approach to motivating and retaining staff is interesting given the problems with staff morale
and productivity experienced by many government institutions. Box 5 summarises the different
elements of the approach. Foremost amongst these appears to be the introduction of a
sophisticated performance evaluation system which linked annual bonuses to individual and team
performance: this was an effective turnaround strategy (SARS unpublished).

Allin all, these strategies allowed SARS to develop a competent and stable workforce: staff turnover
is estimated to be under five per cent, down from approximately 20 per cent in the 1990s (SARS
unpublished). However, retaining highly skilled staff is a constant challenge as people who have had
experience inside SARS become sought after by private companies (interview 11). In addition, while
the rapid pace of change at SARS has been stimulating and rewarding for some staff, others have
found the environment too stressful and demanding and have chosen to leave (interview 11).

Box 5: Staff incentives at SARS

Positive incentives

Financial incentives

* Higher salaries than the rest of the public sector

*  Merit-based salaries and promotion dependent on performance rather than years worked

* Annual bonuses dependent on results of formal performance evaluation and reduced according to
absenteeism —increasingly became focused on individual performance over time

Non-financial incentives

* Creation of a good public image that made the institution a ‘preferred employer’

* Alignment of staff values to those of the organisation through appropriate recruitment

*  Mobilisation of staff around a shared sense of ‘higher purpose’ based on patriotism

* Creation of a professional environment with high quality infrastructure (e.g. new branches look like
banks and the head office looks like a corporate building) and labour-saving information systems

* The introduction of a sophisticated performance evaluation system

* Transparent and consistent acknowledgment of individuals who perform well, including through high-
profile award ceremonies attended by senior political figures

*  Providing opportunities for gaining sought-after experience (such as in IT systems or tax law)

* In later years, an explicit change management approach that acknowledged the need to manage the
needs of staff during the transformation process

Negative incentives

* Afirm anti-corruption stance with swift action against staff who transgressed this policy (which
included no gifts, declaration of all conflicting interests, security checks, employee vetting and
suspicious activity reporting, backed up by an investigative capability)

* In later years, firing of poorly performing staff

Sources: (Hausman 2010; Pillay 2012; SARS unpublished)
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2.7 Lessons for other countries

South Africa has been strikingly successful in strengthening its tax collection capacity over the past
two decades. However, the country faces some emerging challenges. The global economy continues
to be weak while developments in global e-commerce, as well as increasingly complex trade
relations, require a host of new tax policies and agreements (interview 01). Global trade also opens
up new opportunities for tax evasion by companies and poses challenges for border control. VAT
fraud and remaining tax loopholes for individual taxpayers remain a challenge, and SARS’ debt book
is growing (SARS 2013). As one interviewee put it, ‘there’s always space for improving tax
compliance and tax administration, and tax compliance is always a process of on-going adjustment
and catching up with what business is doing and new loopholes and challenges’ (interview 01).

Internally, SARS is consolidating its achievements following two decades of rapid and relentless
change. It has identified succession planning and the retention of a critical mass of experienced staff
as a critical issue (interview 11). Around one fifth of the senior leadership could leave in the next few
years due to retirement or the expiry of contracts, which would result in the loss of key skills and
institutional memory (Doherty and Gilson 2011; SARS 2013). Providing adequate training at all levels,
but especially for leadership, is a constant challenge. The tendency so far has been to provide short-
term training to deal with immediate changes but SARS has come to realise that longer-term,
internship-type training is required for incoming graduates in order to provide them with sufficient
knowledge of the whole organisation and equip them for the rapid pace of change in the
organisation (interview 11). This type of training is complex to manage and also delays the entry of
new recruits into fully functional positions, thereby threatening operational efficiency.

Lastly, there are worries that the culture of tax compliance — which was built on the optimism
surrounding the advent of democracy and a booming economy - will worsen due to public
perceptions of poor service by government, inefficiency and endemic corruption (interviews 05 and
11; SARS 2013).

In reflecting on the lessons of the South African experience for other low- and middle-income
countries, it is clear that the South African tax collection agency, like other public organisations, is
embedded in a particular political, economic and administrative context (Hildebrand and Grindle
1994). First, economic growth played a large role in its fortunes: tax collection was boosted by
economic growth since 1994 and impacted negatively by the economic downturn in 2008.

Second, South Africa’s macroeconomic policy, GEAR, provided the framework within which the tax
collection agency had to work. Amongst other things, GEAR was charged with balancing tax
collection with stimulating economic growth. Economic analysts differ on whether the relatively low
tax-to-GDP ratio established by the South African government was an appropriate choice for the
new post-apartheid government as it attempted to address the backlogs and inequities of the
apartheid era. The South African tax collection agency has been able to meet — and even exceed —
the targets set by government over the past fifteen years, which suggests there is room for
increased taxation, although the effects this would have on the economy, compliance and future
investment are hard to predict. One clear lesson from South Africa’s approach to taxation policy,
though, is that it is possible to reduce taxation rates and improve the progressivity of taxation, even
whilst increasing total revenue collection. This is helped by tax policy that expands the tax base
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(including through eliminating inappropriate exemptions and tax incentives) and tax administration
that reduces the tax gap (through promoting compliance and strong enforcement).

Third, in South Africa the support of powerful politicians was essential for driving through what
could have been unpopular tax policy reforms. Political support was complemented by an array of
strategies to build positive public perceptions of taxation and the tax collection agency, as well as
encourage compliance. South Africa successfully built on citizens’ commitment to achieving the
goals of ‘the new South Africa’ to encourage voluntary compliance but matched this with assertive
enforcement activities that included publicly shaming defaulters. More generally, the goodwill and
cooperation of a number of government departments and private entities was enlisted to
strengthen capacity and build coherent information systems that support taxation.

Fourth, administrative autonomy empowered the tax collection agency to attract skilled staff as well
as implement sound business practices. Without such powers it is unlikely that the South African tax
agency would have achieved the success for which it is now famous. The South African experience
suggests that political autonomy is not necessary for a tax agency, provided that political
interference in operational decision-making is limited. On the contrary, strengths of the South
African experience are the common values that suffuse government and the agency, as well as the
close cooperation that exists between the agency and Treasury.

Fifth, continuity of leadership — both at the level of government and the level of the agency — was an
essential backdrop for massive transformation of both tax collection efforts a South African public
sector context where many other government functions remain untransformed despite two decades
of democracy. Succession planning was an important element of establishing continuity.

Sixth, to deal with growing administrative demands, the tax collection agency focused on servicing
high-yield taxpayers, developed monitoring systems to flag high-risk taxpayers and, for the rest,
instituted online submission of returns and automated processing. This prioritisation and focusing of
tasks helped it to control administrative costs.

Seventh, internal transformation of the tax collection agency required strong and innovative
leadership. In the South African case, the senior management team drew on a culture of activism to
flatten the management hierarchy, make management visible and accessible across the
organisation, coalesce activities around integrated teams, consult widely with staff, encourage
innovation, draw unions into negotiations around transformation, and mobilise the organisation
around a sense of ‘higher purpose.” A culture of service and productivity was inculcated, backed up
by a policy of zero tolerance towards corruption.

Lastly, the South African agency paid close attention to human resource development and
employment equity. It recognised the importance of a sound human resource strategy in achieving
the organisation’s goals and aligned this strategy closely with the organisation’s strategic plan. A
sophisticated performance-monitoring system was implemented and staff received bonuses and
other recognition for good performance. Working conditions were improved generally, and new
offices were an important factor in motivating staff. Sophisticated information systems that were
introduced to enhance tax collection also contributed to improved working conditions as they
relieved staff of routine work and allowed them to upgrade to more highly skilled jobs.
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All these lessons may be useful to other countries but it is important to recognise that the synergy
between the different tax policy and administration reforms is one of the factors accounting for
South Africa’s success in expanding tax revenue. It is important to keep in mind that not all lessons
may be transferrable. There are some striking differences between the South African situation and
other countries. For example, the transition to democracy in the late 1990s created a unique
political climate. In addition, South Africa’s economy is more developed, giving it a tax base that is
easier to reach. Even in South Africa the tax agency has been unable to make significant inroads into
the informal economy, whereas in many other economies the informal sector predominates. It will
become important for all countries to investigate and understand the dynamics of their informal
sectors so that they can learn how to incorporate people outside what Friedman (2003: 15) calls the
‘cultural circle which underpins compliance.’

3 Increasing tax-based health financing in South
Africa

This section explores whether the improved tax revenue generation described above created greater
fiscal space for the public health sector. It analyses the factors that explain the level and proportion
of revenue received by the Department of Health in South Africa following the implementation of a
quasi-federal system in 1996, two years after the advent of democracy.

3.1 Introduction

Figure 7 shows that the growth in per capita government health expenditure did not keep pace with
either the growth in total per capita government revenue or total government expenditure. In fact,
per capita health expenditure fell for the three years after 1996/97. While it picked up thereafter, it
only began to exceed 1996/97 levels eight years later in 2004/05. By 2010/11, per capita health
expenditure had still not regained its 1996/97 position in terms of the percentage it represented of
total per capita revenue or government expenditure (or even government expenditure after debt
servicing) (see Figure 8). Figure 8 shows, therefore, that, overall, the fiscal space for the public
health sector has shrunk since the late 1990s. There are signs that this trend may have been halted
in recent years.

As later sections show, there are several explanations for this. To understand some of them, it is
important to note that a new system of government was introduced in South Africa in 1996,
following the implementation of a Constitution that was negotiated by the parties making up the
interim Government of National Unity of 1994. As part of negotiations to appease the fears and
demands of geographic areas where the support of the ruling party, the African National Congress
(ANC), was not as strong, nine provinces were created, each province having the equivalent of a
Cabinet (the Executive Council) and sectoral Ministers (Members of the Executive Council or MECs).
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Since 1994, opposition parties have ruled two of the provinces although it is only in one, the
Western Cape, that the opposition party has had a lasting presence.

Figure 7: Comparison of per capita government revenue, total government expenditure and
expenditure on the public health sector (in real terms, 2010 prices)
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Source: Adapted from Statistical Tables (Annex B) of the annual Budget Reviews (from 1998 to 2013)1

Under fiscal federalism, the national government remains fully in control of certain functions (such
as the defence force) but shares powers with provinces for other functions (including the health
sector). In the case of the health sector, this means that policy is set at the national level (through
negotiation with provincial MECs) but that service delivery is largely the preserve of the provinces
(local government has very limited, and currently dwindling, health care responsibilities). As
described more fully in later sections, this quasi-federal system of government had enormous
implications for the way the government budget was allocated to, and within, provinces.

One other introductory point to make is that South Africa is self-reliant financially and receives very
little foreign aid. While this means that it cannot rely on large external sources of financing for
health care, it also means that the country escapes the onerous administrative requirements of
donors, as well as some of the health service and human resource distribution distortions that
accompany donor funding, as identified by Powell-Jackson and others (2013).

The analysis below of how these and other factors influenced resource allocation for public health
services makes use of Walt and Gilson’s (1994) policy analysis framework. As Box 6 shows, this
framework organises the various influences on the impact of a policy according to contextual
factors, the design of the policy, the power, interests and behaviour of various actors or
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stakeholders, and the process of policy development and implementation. The framework also
encourages an appreciation of the interaction between these factors.

Figure 8: Per capita health expenditure as a percentage of per capita revenue, government
expenditure and government expenditure after debt servicing
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Source: Adapted from Statistical Tables (Annex B) of the annual Budget Reviews (from 1998 to 2013)1

Box 6: Factors that affected South Africa’s resource allocation to the nublic health sector
Contextual factors
Economic factors (poverty and inequity as a rationale for redistributive policy, opportunities and
constraints posed by the economic climate, macro-economic policy and fiscal space
Political factors (the impact of fiscal federalism on resource allocation decision-making, political
support within Cabinet for Health)
The design of resource allocation policy
The vertical and horizontal division
The provincial allocation of the global budget between sectors
Conditional grants
The distribution of spending within the provincial health budget
The interests, influence and behaviour of important actors or stakeholders
National Cabinet and President
The Budget Council
National Treasury (previously the Department of Finance)
Provincial Treasuries
Minister of Health
Provincial MECs
The senior leadership of national and provincial departments
The process of policy development and implementation
Technical development of proposals by the Department of Health
Presentation of proposals by Health to Cabinet and Treasury
The interaction between the national and provincial Departments of Health
The ability of provincial Departments of Health to negotiate budgets with their Treasuries and
Executive Councils
Building on a track record of implementation

Source: Adapted from the policy analysis framework developed by (Walt and Gilson 1994)

43



3.2 Contextual factors that influenced resource allocation policy

3.2.1 Economic factors

Apartheid led not only to political inequality but also to vast economic disparities, in the first
instance along racial lines but also, as a result of apartheid-era patterns of settlement and
development, between urban and rural areas and between provinces (MclIntyre et al. 1995). By
1994, South Africa had one of the worst Gini coefficients in the world. Socio-economic disparities
were reflected in differential exposure to ill-health, access to health care services, the experience of
health care, and the financial burden of ill-health for the black population. Redressing these
inequities was the cornerstone of the first democratic government’s policies, including for the health
sector (Gilson et al. 1999) and, as described in Section 2, provided the impetus for the
transformation of tax collection in South Africa from 1994.

In 1996, however, the government’s Reconstruction and Development Plan, which was based very
closely on the ANC’s election platform with its primary concern to tackle poverty and inequity, was
superseded by the new macro-economic policy, the Growth, Employment and Redistribution
Strategy (GEAR). As discussed in Section 2, this policy was primarily concerned with demonstrating
to the international and South African business community that the country was under prudent
fiscal management and that the new government was creating an economic climate attractive to
investors (Department of Finance 1996).

Amongst its provisions, GEAR committed the government to keeping growth in public expenditure
below economic growth in order to reduce the budget deficit to 3 per cent of GDP or below
(interview 03). GEAR also sought to rapidly repay public debt and constrain future borrowing,
following high government debt levels and high interest rates in the 1990s ( interview 03; SARS
unpublished). For the government, these provisions were founded on ‘the basic principle [that]
you’ve got to ensure you’ve got a sustainable fiscal framework’ which meant preventing debt
servicing from consuming a large proportion of the government budget as a result of extensive
borrowing, and building up reserves to deal successfully with potential financial crises (interview 05).
As already explained in Section 2, GEAR also constrained the tax to GDP ratio to around 25 per cent
and this, along with reduced tax rates, prevented revenue collection from being even higher than
the marked successes demonstrated in the late 1990s.

Thus, as indicated in Figure 7, real government expenditure per capita remained relatively constant
through the 1990s. Figure 9 shows that government expenditure as a percentage of GDP declined in
the 1990s until it settled at around 25 per cent of GDP. In the late 1990s, debt servicing as a
percentage of GDP rose, widening the gap between the total government budget and the budget
available for sectoral spending, with government spending after debt servicing falling below 20 per
cent of GDP in 2000/01. At its peak in the late 1990s, debt servicing amounted to a fifth of the total
government budget, more than the relative share of the public health sector (see Figure 11).

Clearly, therefore, macro-economic policy in the late 1990s constrained the expansion of fiscal space
for sectoral spending (including on the public health sector) that might have been expected from
improved tax collection patterns and government’s sectoral policies. As a result, GEAR has come
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under criticism from some quarters as reflecting neo-liberal economic perspectives (see Gilson et al.
1999). However, one interviewee defended the government’s decisions thus:

‘President Mandela’s government decided that you will take the tougher route which is
about deferring some of the legitimate expectations in order for the country not to get into a
debt trap. And there were two reasons for that. One was far much more to deal with the
reality, the challenge of Afro-pessimism, which obviously explains Madiba’s decision to have
the first minister of finance Derek Keyes not from within the ruling party. The second one was
a political-ideological issue which was ... a strong feeling within the liberation movement at
that time that you don’t want to end up where many African countries ended with a large
budget deficit and the interventions of the [international] institutions [and] structural
adjustment ... because South Africa wanted to pursue a far much more independent policy
and there was a strong political move in that direction. And so people bought into the idea
that we don’t want to be indebted because we don’t want to get into that debt trap, we
don’t want externally approved structural adjustment programmes, and therefore we are
going to try and contain the budget deficit’ (interview 03).

The South-East Asian financial crisis in the late 1990s also created a constraining environment as
South Africa’s economy did not grow during this period in per capita terms (see Figure 12). This
contributed to ‘a failure to significantly increase the allocations [to government] in spite of a general
accepted view around legitimate demand and legitimate expectation’ (interview 03).

The trends of the late 1990s were halted in 2001 when a more expansionary fiscal approach was
adopted (Department of Finance 2003). Per capita government expenditure began to increase in line
with increasing revenue, aided by strong economic growth (see Figure 7). As the budget deficit
decreased, government expenditure on debt servicing declined: this was aided by good economic
growth at the time (interview 01). Spending on debt servicing as a percentage of GDP had almost
halved by the end of the period shown in Figure 9.

Figure 9: Trends in total government expenditure and debt servicing as a percentage of GDP
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The upward trend in government expenditure has continued in recent years despite falling revenue
as a result of the 2008 global crisis, so that the deficit has increased (after a brief period between
2006/07 and 2007/08 when the deficit was eliminated) (Figure 7). This was partly because it is
difficult to change the trajectory of government expenditure (interview 05) but also because, in
response to the global economic crisis, the government adopted a fiscal stance that sustained public
spending increases, particularly on fixed investments (interviews 01 and 05). As discussed in Section
2, it was argued that this would improve the competiveness of the economy, help alleviate capacity
constraints in certain industries, and create a buffer against global market volatility (Department of
Finance 2008). At this stage, increased public expenditure was seen as being vital for long-term
growth (interview 05).

It is not guaranteed that this situation will persist in the coming years, however. Worsening
economic growth, a downturn in the collection of certain taxes and rising interest rates are
foreseeable, probably leading to a worsening budget deficit (beyond the current level of 5 per cent
of GDP) and increased pressure on government spending (interviews 01, 02, 03 and 05). One
interviewee assessed the situation thus: ‘if the commodity outlook for the next decade is flat or
possibly even negative, if we don’t succeed in turning around the state of confidence in investment in
the mining sector, then we’re looking at a pretty tough environment in the decade ahead’ (interview
01). Another interviewee said that it would certainly not be possible to sustain growth in
expenditure and that, instead, ‘you have to get better value for money, that’s the bottom line’
(interview 05). A third interviewee differed, saying that government’s macro-economic stance has
run its course and that ‘when we look at the level of debt as a proportion of GDP at the country’s
level of development, ... the question is there on whether we are indebted enough to sustain our
priorities. So that’s a question that for me is on the table: what level of public debt is commensurate
with our health priorities?’ (interview 08).

3.2.2 Political factors

Some critics of GEAR see it as resulting from political concessions made by the liberation movement
to the interests of big business, both local and international (see Gilson et al. 1999). It is beyond the
scope of this study to explore the politics behind South Africa’s macro-economic policy, although
these have clearly influenced resource allocation patterns. This section focuses rather on the
political priority accorded to the Department of Health by Cabinet and its interplay with macro-
economic policy.

In the first two financial years after democracy, 1994/95 and 1995/6, it remained up to Cabinet to
divide the total government budget between sectors (Gilson et al. 1999; Mcintyre et al. 2012). At
this time, political support for the Department of Health from the President and within Cabinet was
high, as witnessed by the implementation of the free health care policy for pregnant mothers and
children under six that was declared in the first 100 days of Mandela’s Presidency (as well as the
anti-tobacco and pharmaceutical legislation) (Gilson et al. 1999). This support was founded on a
belief that substantial benefits would be enjoyed by formerly disadvantaged people as a result of
better services, that the relative speed of implementation would satisfy the electorate’s
expectations, and that improved services would have a positive psychological impact on the nation
(interviews 01, 02 and 03). As one interviewee emphasised:
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‘There’s no question that during the Madiba presidency and also moving into the Mbeki
presidency, there was a great recognition of the role that health could play ... Madiba also
looked at it from the perspective that it was also one of those sectors where you could
achieve much within a generation and therefore was critical to the process of nation-building
and the restoration of people’s dignity’ (interview 03).

Consequently, by 1996/97, public health spending represented 14 per cent of the total government
budget (see Figure 11), up from 11 per cent of the total government budget (including spending on
the former ‘homelands’) in 1991/92 (Mclintyre et al. 1995).

Notwithstanding this high-level political support, government had to deal with many competing
priorities, some of which addressed the social determinants of health (such as education, water,
sanitation, housing and electricity), poverty alleviation (such as social grants) or stimulating
economic growth (such as infrastructure development) (interviews 01 and 02). One interviewee felt
that there is a strong case to be made for allocations to these sectors, rather than arguing for the
health sector to have an increased share: ‘even arguing that social services should increase [further]
may be a bit naive, because there is also a case for developing economic infrastructure such as roads
and ports’ (interview 02).

Indeed, during the late 1990s when real government expenditure stagnated and declined as a
percentage of GDP, the government implemented cutbacks in spending on the basket of services
prioritized in the Reconstruction and Development Programme which included basic schooling,
further education and training for school-leavers, ensuring universal access to primary health care
and broadening access to welfare services (Department of Finance 1997). Previous research on this
time period found that many provincial Departments of Health felt that their Treasuries and
Executive Councils did not see the health sector as a high priority (Gilson et al. 1999).

This change in the dominant perspective on priorities for the post-apartheid developmental state,
including the route to economic development, contributed to changing trends in per capita
government expenditure on health care from 1996 (Figure 10). At the time of the introduction of
the GEAR policy in 1996, the education and health sectors accounted for the largest share of the
budget and the budget cuts following GEAR had the most significant effect in these sectors. From
being the second highest type of expenditure (after Education) in per capita terms, health care
spending dropped to fourth where it remained for almost a decade (with the gap between it and the
second and third place sectors widening).

As shown in Figure 10, per capita expenditure on social protection services overtook health care
spending by 1997/98 and increased dramatically from around 2000. Growth in social grants was
seen as important at this time because it addressed the needs of impoverished and neglected
populations in the context of high unemployment and very low welfare payments ‘that were
completely out of kilter with other middle-income countries’ (interview 02): South Africa now
dispenses over 10 million child support grants, for example (interviews 01 and 02). Economic Affairs
(which includes infrastructure, energy, trade and industry and agriculture) also increased from
1999/2000 onwards, overtaking spending by 2005/06.

Since 2002/03, as a result of greater economic growth rates, lower debt servicing payments and
improved revenue, there has been an increase in total public expenditure that has affected all
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sectors. Education remained the largest spending area, and Social Protection spending increased
significantly due to the extension of the child support grant (Department of Finance 2003).

Figure 10: Trends in per capita government expenditure across different sectors in real terms
(2010 prices), 1996/97 — 2010/11
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Figure 11 shows changes to the prioritisation of different sectors in terms of percentage share of
total government expenditure in 1996/97 and 2011/12. The largest decrease was in expenditure on
debt servicing from 19 to 9 per cent. The resources released by the declining budget deficit and
reduced debt servicing requirement were directed to Social Protection and spending on Housing,
Community and Water Supply development, reflecting the strengthening of local government which
historically has been a particularly weak sphere of government. Approximately half of the
expenditure on the latter category is devoted to Community Development, a major component of
which is public works programs (that is, infrastructure development). There were relatively small
decreases or increases in the other categories of government expenditure. The Department of
Health’s share of the fiscal space shrunk slightly between 1996/97 and 2011/12 from 14 to 13 per
cent, failing to capture some of the resources relinquished by the decline in debt servicing levels.

Where the public health sector’s share of government spending is relatively high, as it is in South
Africa, it is hard to tell whether this is adequate without considering government spending as a
proportion of GDP (interview 02). South Africa’s public health expenditure represented 3.8 per cent
of GDP in 2011/12, up from a low of 2.9 per cent in the period 2001/02 to 2003/04, figures well
below the level of 5 per cent that is currently being discussed internationally as a possible target for
countries seeking to achieve universal health coverage (interview 10; McIntyre and Meheus 2014).
Furthermore, in 2009 South Africa devoted a lower percentage of its GDP to government spending
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on the health sector than Brazil, Columbia, Costa Rica, Thailand and Uruguay, five of the six counties
whose GDP per capita (in purchasing power parity US Dollars) was closest to South Africa’s
(McIntyre, Doherty et al. 2012). All of these countries had lower per capita GDP levels than South
Africa.

Certainly, the gap between per capita GDP and per capita health care expenditure was much wider
for much of the period under review than in the immediate post-apartheid years (Figure 12). Even
with recent improvements in health care spending, this has only occurred after several years of
under-funding which Mcintyre and others (2012) call the ‘lost decade.” One interviewee made the
point that this lost decade was precisely the time when the HIV/AIDS epidemic should have driven
the health sector’s share of total revenue up (interview 06).

Figure 11: Percentage share of government expenditure by sector, 1996/97 and 2011/12
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Figure 12: Comparison of the trend in real GDP per capita and health expenditure per capita (2010
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It seems, therefore, that South Africa has underfunded its health services for much of the post-
apartheid period, including during periods of economic growth. One interviewee felt that, in future
years, ‘there is space for improvement’ and the county should be spending closer to five per cent of
GDP on the public health sector (interview 10). Another commented that the Organisation of African
Unity’s Abuja Declaration that set 15 per cent of total government expenditure as a target for public
health spending, is too low for a country like South Africa which is facing a quadruple burden of
disease (interview 07). A third interviewee noted that, ‘there is probably inevitably a need for
additional resources going forward as we roll out National Health Insurance, but there’s also concern
that we haven’t spent the money very efficiently’ (interview 05).

3.3 The design of policies affecting resource allocation for the public health
sector

This section looks at the formal policy and technical rules that govern the division of the budget.
These are covered only briefly as they have been well described in earlier research (see, for example,
Gilson et al. 1999; MclIntyre et al. 2012).

3.3.1 The vertical split

The first step in South Africa’s policy on the division of the budget is the vertical split of resources
between levels of government. It has implications for the level of resources for the public health
sector as well as the relative priority of joint responsibility sectors versus purely national functions.

Prior to fiscal federalism, Cabinet allocated budgets directly to national departments. This had
positive implications for the overall level of spending on the health sector and, because the National
Department of Health allocated the health budget according to a population-based formula, ensured
that resources began to shift towards historically disadvantaged provinces (Doherty et al. 2002).

Fiscal federalism in 1996 gave considerable autonomy in decision-making around resource allocation
to provincial legislatures and Executive Councils. Consequently, Treasury now provides provinces
with global budgets (that are not differentiated by sector) in order to meet their range of service
delivery obligations, which includes the bulk of health service delivery. For the national Department
of Health, this meant that its direct influence on health spending declined from 1996 although, as
discussed later, this influence has begun to revive in recent years.

In the early years of fiscal federalism, the pre-existing vertical distribution of resources between
levels of government was protected, despite the fact that provinces had assumed far greater service
delivery responsibilities. This resulted in intolerable pressures on provinces and threatened to
compromise service delivery as well as result in overspending (Presidential Review Commission
1998). Subsequently funding was shifted down to provinces to address this problem so that, by
2009/10, only around half of government resources, excluding debt service costs and a contingency
reserve, was allocated to the national level.” Provinces held 43 per cent of the budget and local

7 Including spending on social grants which had initially been allocated to provinces to administer but which,
following problems with maladministration at the provincial level, was recentralized in 2006.
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government 7.5 per cent, a figure that rose to 8.4 per cent by 2011/12, at the expense of national
government (Statistical Tables (Annex B) of the annual Budget Reviews (from 1998 to 2013)1).

The growth of local government spending is in line with government’s policy to strengthen the local
sphere (interview 01). Local government allocations fund local government itself, municipal
infrastructure and water and sanitation programmes which had been severely underfunded in the
past, partly because of wide discrepancies between local governments in their ability to raise funds
through rates. Two key informants felt that this shift in spending is important for improving health
because it addresses many of the determinants of health, both in terms of infrastructure and
services, as well as inequity (through, for example, providing free basic water and sanitation)
(interviews 01 and 02).

The reasons why the national share remains relatively large is that it includes social grants as well
departments that are purely a national responsibility. In the late 1990s, large increases on Protection
Services, particularly Defence, also swelled the national share and constrained provincial funding
(Presidential Review Commission 1998). Following the controversial ‘arms deal,” Defence received
the greatest annual increase of 15 per cent on average between 1998/99 and 2001/02, effectively
de-prioritising other services (MclIntyre, Doherty et al. 2012). Defence spending has since declined
(Statistical Tables (Annex B) of the annual Budget Reviews (from 1998 to 2013)).

3.3.2 The horizontal split

The horizontal division of resources between provinces is important because it has implications for
the level of resources received by provinces and the budgets negotiated by provincial Departments
of Health. Treasury implemented a formula for the horizontal division in 1996/97. This determines a
global budget known as the ‘equitable share’ for each province on the basis of a population-based
formula adjusted for several factors, including demographic patterns. In the early years, some
components of the formula reduced its equity impact (especially a component that rewarded
economic activity): this adversely affected the global budget received by poorer, more rural
provinces, indirectly influencing allocations to their provincial Departments of Health. The
anachronistic budget increases for the relatively wealthy province of Gauteng in the late 1990s and
early 2000s were a result of this problem (Mcintyre, Doherty et al. 2012).

In response to criticism of the original formula, there were substantial revisions by Treasury in 2006.
These increased the relative weighting of the health component and at the same time other formula
changes (such as changing the backlogs component from an infrastructural to poverty measure, and
the major reduction in the weighting assigned to the economic activity component) made the
formula more favourable for historically disadvantaged provinces (Mcintyre, Doherty et al. 2012).

3.3.3 The provincial allocation of resources between sectors

Provincial Departments of Health and their MECs have to negotiate their budgets within the
provincial Executive Council and with provincial Treasuries: although the global budget is calculated
by Treasury using an estimate for a national health budget, there is no guarantee that this amount
will eventually be awarded to the provincial Department of Health. Once provinces have developed
their sectoral budgets (in a context of overall limits set by the National Treasury), a three-year rolling
medium-term expenditure framework is developed by Treasury (Mclntyre 1999). This process
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reconciles the vertical and horizontal divisions with provincial plans, and provides government
departments with more predictable funding flows than in the earliest post-apartheid years.

The development of health budgets is therefore part of an iterative process of technical analysis and
political bargaining between different sectors and spheres of government: this makes it difficult to
plan allocations to the public health sector in its entirety. In addition, once funds are allocated to the
health sector, it is not always certain that they will reach the services for which they are intended
because of re-prioritisation during the year (interviews 03 and 06). Another problem is that there is
no formal, population-based mechanism for the allocation of the provincial health budget between
districts. Consequently, intra-provincial inequities in health spending are worse than inter-provincial
inequities (Mclntyre et al. 2012).

3.3.4 Conditional grants

Since 1998/99, a mechanism to influence provincial health budgets, and deal with provinces
diverting money intended for critical health projects, is the use of conditional grants (interviews 01
and 03). These are ‘top-sliced’ from the total government budget before the horizontal division.
Services receiving conditional grants are those that are identified as a national priority, in response
to a burden of disease (such as HIV/AIDS) that differs extensively between provinces, relating to
services utilised by more than just the inhabitants of a single province, ensuring adequate
maintenance of facilities, required to address backlogs, and for start-up and appropriate
coordination of new initiatives (interviews 01, 03 and 06). Conditional grants flow through the
National Department of Health, which transfers them to provincial treasuries and is responsible for
monitoring that the conditions are met.

The health sector has benefited considerably from conditional grants, consuming about a third of all
government conditional grants in 2010 (National Treasury 2010). Conditional grants have settled at
about a fifth of total health expenditure (Statistical Tables (Annex B) of the annual Budget Reviews
(from 1998 to 2013), providing national-level government with the potential to exert considerable
leverage over provinces’ spending patterns through the conditions attached: / would say the
refinements to the formula and the refinements to the conditional grant allocations over time have
contributed to a fairer distribution of resources,’ said one interviewee (interview 01).

3.4 The role of actors who influenced resource allocation policies

As mentioned earlier, in the early years of democracy there was strong political support for public
health policies. Cabinet also felt confident that the funds allocated to the health sector would be
spent well, given the perceived effectiveness of the first Minister of Health and her influence in
Cabinet. One interviewee elaborated on this point:

‘[The Department of] Health at that time, because of strong political leadership from
Nkososana particularly, was seen to be taking quite transformation action. You recall that
around that time there was the pharmaceutical debate. Around that time there was ... the
major initiatives around tobacco, | mean quite a lot of transformative changes. Then [the
Department of] Health was in the spotlight, it was seen as one of those areas that was truly
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moving, and at the same time there was this firm belief, particularly from President Mandela
at the time, that it could play a critical nation-building role’ (interview 03).

While in principle there may still have been Cabinet support for health services as a national priority
during the time of office of the second Minister of Health, in practice support for the health budget
waned (interview 03). For example, there ‘was not a very friendly environment’ in terms of National
Department of Health’s relationship with Treasury (interview 06). One interviewee ascribed this to
the fact that the second Minister was not a strong leader or effective Minister, was less politically
influential, and lost respect because of her eccentric views on health priorities, including her
internationally notorious approach to nutrition and HIV/AIDS) (interviews 03 and 06).

Currently Cabinet support for Department of Health is apparently much stronger because the
current Minister is effective and works well with the Minister of Finance (interview 03). As one
interviewee put it, ‘things are a lot better now with a Minister who’s got a better grasp of things and
is giving much better leadership’ (interview 01). The senior leadership team of the National
Department of Health is also much larger and more skilled, so that ‘there’s been much ... better and
stronger engagement with Treasury: the discussions are difficult and tough but | think there’s
understanding that there’s efforts on the part of [the Department of] Health to do things differently’
(interview 06). One interviewee concluded that ‘[the Department of] Health actually does have
clout, at least at the national level, and they could pretty much get the kind of resources they want
from the national revenue fund’ (interview 08). Another concurred, explaining that health care
remains a priority for Cabinet as it is a political priority as expressed by the ANC’s manifesto
(interview 07).

However, Cabinet is a forum where resources are hotly contested (interview 03) and where
Ministers ‘would have to be very magnanimous to give their funds to [the Minister of] Health’
(interview 07). Clearly, too, Ministers of Health have an important role to play in mustering support
within Cabinet for health proposals: it is insufficient to simply present Cabinet with technically sound
proposals as ‘at the end of the day, the person who’s going to have to move that [proposal] in
Cabinet is the Minister’ (interview 03). Ministers of Health need to be persuasive and demonstrate a
good track record. As one interviewee reflected,

‘One of the very striking things | learned ... was what a difference it makes the stature and
status and how your Minister is perceived by his or her counterparts. If he’s well-respected
you’ll find that he’s got a strike-rate of 95% of things that you put to Cabinet, and if not
respected ... you are fair game essentially. You find that you put this proposal, people don’t
take a decision, it refers back’ (interview 03).

The Minister of Finance is a powerful member of Cabinet and the national Treasury is a very
influential Department,® including in relation to provincial Treasuries (interviews 04 and 06). The
Department of Health has had to bargain hard for additional resources from Treasury, as do many
other sectors but, from the perspective of the health department, Treasury has not always appeared

8 There are other government bodies that guide the national Treasury with respect to priority-setting, such as
the Budget Council and the Ministers’ Committee on the Budget. This study has not explored their role, partly
because it appears that Treasury and Cabinet are dominant in providing direction.
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supportive (Gilson et al. 1999). Some interviewees contested this, saying that Treasury has always
supported health spending in principle (interviews 01 and 02). Said one interviewee,

‘I'd say broadly speaking [Treasury has] always given quite high priority to the social services.
So education, health and the social grants, and social security and social assistance
programmes, that’s always been the main priority in spending allocation and provinces ...I
think you’ve had on balance within Treasury quite a strong empathy for the health financing
issues and | suppose it’s also not insignificant that X and his unit [responsible within Treasury
for the health sector] is one of the stronger components within Finance and Treasury, so
you’ve had a sympathetic voice within Treasury’ (interview 01).

Indeed, Treasury became convinced of the crucial need to ensure priority spending on certain critical
health projects during the late 1990s, and so developed conditional grants once it became clear that
provincial decision-making under fiscal federalism sometimes led to distorted priorities at the
provincial level (interview 03). It also adjusted its formula for the horizontal division to reflect
relative needs at the provincial level more adequately.

However, at the same time Treasury has been reluctant to fund proposals for new health projects
that it felt were not adequately formulated and costed (see, for example, Doherty and Conco 2009).
It has also been cautious about allocating new funds when existing funding allocations have not
been used or where it feels there is considerable inefficiency in service delivery or financial
mismanagement (Mclintyre, Doherty et al. 2012).

While concerns about inefficiency and corruption are legitimate, that this should constrain budget
allocations is contested: one interviewee felt that improving efficiency would not achieve huge gains
as the health budget would still be far from adequate (interview 07). He challenged Treasury’s
strategy ‘to force through efficiency’ by not giving budget increases by explaining that ‘the problem
of efficiency is structural’ (interview 07). Another interviewee added that ‘sometimes you have to
spend money to save money’ (interview 06). These interviewees pointed to the progress the national
Department of Health made in reducing the cost of ARVs by half when it took over procurement of
medicines itself: up to that point Treasury had been procuring ARVs through its own weak
procurement processes which made it a ‘price-taker’ rather than a ‘price-maker (interviews 06 and
07). This illustrated the point that the Department needs control over procurement budgets before
it can achieve efficiencies in this area.

Nonetheless, Treasury’s concerns about the absorptive capacity of certain provinces appears to have
influenced its horizontal formula in the early years so that better-off provinces benefited at the
expense of poorer provinces. It appears, too, that, reflecting GEAR’s analysis, Treasury believed that
‘redistribution between provinces could not, in the view of Treasury, be undertaken at the expense of
urban-based economic growth. In addition, it appears that there was little faith that rural
development strategies would bear much fruit’ (Mclntyre, Doherty et al. 2012).

Treasury’s policy position appears to have softened in recent years with re-prioritisation of health
service needs (and needs of historically disadvantaged provinces) as reflected by changes to the
vertical division formula (McIntyre, Doherty et al. 2012). Treasury remains wary of ring-fencing
health allocations in their entirety as this would lead to other sectors motivating for ring-fencing,
too, leading to inflexible budgeting where it is impossible to adjust spending to needs as they arise
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(interview 02). However, apparently ‘Treasury is not uncomfortable with public health spending
rising to 5% of GDP’ but the challenge is that the health sector is not the only sector that needs
increased allocations (interview 02). One interviewee warned, though, that with the continuing fall-
out from the global financial crisis there may be a shift away from social service increases to
supporting industrial policy and job creation (interview 01). At present, however, the public health
sector has been protected from nominal decreases: ‘It comes from both the Treasury officials and
the Minister of Finance. They’re saying that, even in a tight and constrained fiscal environment, the
investment in social services needs to be protected’ (interview 06). At the same time, however,
Treasury has taken a hard line against current overspending by provinces, now deducting this from
future years’ allocations and thereby jeopardising the sustainability of services (interview 06).

Turning to the National Department of Health, as already described its influence over resource
allocation has fluctuated as a result of changing interpretations of fiscal federalism and the varying
effectiveness of its political head, the Minister of Health. Another dynamic that has made a
difference to the overall ability of the department to motivate for funding has been the strength of
the collective national and provincial health leadership, including the political and administrative
heads. The first health leadership team at the national and provincial levels was technically and
politically strong. As former activists, they were very committed to a common understanding of how
health should develop as informed by the ANC Health Plan (which formed part of the ANC’s election
campaign in 1994) and they worked well together: ‘in the provinces the first bunch of MECs who
were there together with the national Minister formed probably the strongest team that we’ve ever
had,’” said one interviewee (interview 03). This was helped by the fact that all the Health MECs were
from the ANC, even in the two provinces that were controlled by opposition parties.

Under the second political dispensation, the strength of the health leadership team also waned,
both in terms of the number of skilled individuals and the range of skills (interview 06). As one
interviewee explained, ‘There were new MECs, | mean virtually the team changed significantly, this
was one of the weaknesses. So not only did the national minister change, the provincial ministers
changed’ (interview 03). This was because, under the Constitution, new provincial Premiers are
elected at the same time as the national elections: new Premiers tended to select a new provincial
team so that they can lead people with whom they feel comfortable (interview 03). This contributes
to variations in vision and capacity at the provincial level and aggravates the political cycle that tends
to prioritise short-term activities that win the support of the electorate (interview 03; Gilson et al.
1999):

‘The reality is that people tend to have short timeframes, okay, horizons, they work on. If I'm
a Minister now, I can talk only about the next five years so things that are going to give me
results ... [rather than] accrue to my successor. The political mind does not always work on
the basis of saying, “This is a trade-off. Even if the benefit goes to my successor but this is
what is good for my province.” Sometimes in order to still remain in the executive and be
popular and be voted in you need to demonstrate short-term and unfortunately people are
taken in far much more by that’ (interview 03).

Even with the current Minister, one interviewee felt that the provincial health leadership has not
regained its former strength: ‘I mean, if you look at some of the provinces, you look at Mpumalanga,
Limpopo, Eastern Cape, you don’t get a sense of forward movement, in fact we’ve got a sense of
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back-sliding ... no matter how strong you are as a national Minister, if you don’t have a strong
counterpart at the provincial level, then you lose some of the battles’ (interview 03). Another
interviewee added that there are also tensions between what the provincial health leadership in
some provinces sees as priorities within its own geographic boundaries and what the National
Department of Health sets as national priorities (interview 08).

An actor outside government is The Financial and Fiscal Commission, a body advising parliament and
provincial legislatures on equitable mechanisms for allocating resources between the spheres of
government, the taxing powers of provinces and government borrowing. Although the FFC
comments on the appropriate level of funding and distribution of allocations to provinces, it has
limited powers because of its advisory status and therefore does not, in practice, directly influence
allocations to the health sector (interview 07).

Figure 13 shows graphically how the various actors in resource allocation policy are positioned in
terms of their degree of support for the public health sector and the level of influence they have on
decision-making. What is interesting is that the health sector appears to face very low opposition to
its goals. However, those tasked with pushing the sector’s case at national and provincial levels have
been relatively weak in terms of political influence, technical understanding and perceived
effectiveness, at least at certain points over the past twenty years. This may be one of the reasons
why, in practice, the health sector has not been able to compete effectively against other sectors
especially during the middle years of the period under review. What Figure 13 is not able to show,
however, is the position and influence of the various actors on overall macro-economic policy which,
in all likelihood, would show a greater differentiation between the health sector and Treasury in
particular.

3.5 The process of resource allocation policy development and implementation

An earlier section discussed the design of the resource allocation process. This section examines how
well the public health sector engages with this process in arguing for adequate allocations at both
the national and provincial level. Some of the problems discussed here are familiar from earlier
research on resource allocation during the 1990s (Gilson et al. 1999) but others have emerged more
recently or been modified through lessons learned over time.

The budget development exercise kicks off with a process of priority-setting for the health sector
through the intergovernmental Health Council which includes the national Minister of Health and his
or her equivalents at the provincial level (that is, the political leaders), supported by a sub-
committee made up of the heads of the national and provincial Departments of Health (that is, the
administrative leaders). This process should lead to a unified vision within the public health sector
although sometimes there are disagreements between the national and provincial levels (interview
09). A more important problem, suggested one interviewee, is that the Council tends to limit itself to
priority-setting rather than scrutinising the implementation track record of departments carefully
and insisting on clearly monitored plans of action (interview 04): as described later, this has
repercussions for the Department of Health’s implementation track record.
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Figure 13: Position map for major players in resource allocation policy for the public health sector
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After the Health Council meets, provincial Departments of Health develop draft budgets which they
put to their respective provincial Treasuries while, in parallel, the national Department of Health
puts forward proposals for its own activities, as well as proposed new programmes and initiatives
(which may have implications at the national or provincial level, or both) to the national Treasury. A
weakness at this point in the process is that there is little discussion within the Department of Health
to coordinate these efforts: ‘It’s very much a situation where the provinces are doing their own thing,
then they add it up and discuss ... So there’s no discussion in [the Department of] Health around how
thing work. | remember when we used to support provinces around budgets ... So that sort of
discussion still doesn’t happen. | think that’s one of the areas that pulled it down’ (interview 06). This
is being remedied to some extent through a process initiated by Treasury that is ‘getting the
provincial health departments and provincial Treasuries to come in and talk about their pressures
and priorities and what’s happening, and to give some sort of outlook as to what they’re seeing, and
using that as a basis to understand where and how provinces are allocating money. Also, giving them
some advice in terms of well, this is not something we should be doing, that type of thing’ (interview
06).

Interviewees felt that the National Department of Health has a patchy record in terms of its
technical development of proposals for new areas of health spending, including its ability to take
implementation challenges into account (interviews 01, 02 and 04). This has weakened its ability to
argue its bids in Cabinet, at least for certain programmes. ‘We’ve faced with lots of different quality
bids — some were very good and some terribly weak,’ said one interviewee (interview 02).

Examples given of some weak bids were those around improving TB, maternal health and non-
communicable disease services, where health economics expertise in particular was lacking
(interview 02). Another example was the several instances of ‘unfunded mandates’ where nationally
determined, and often unexpected, obligations had to be fulfilled by provinces in addition to their
planned activities (MclIntyre et al. 1999). Typically this related to increases in salaries and other
benefits negotiated through central bargaining processes but there were also instances of national
government establishing new priorities, such as the extension of social grants. In the early years,
additional budgetary resources were not made available to provinces to cope with these new
responsibilities. This derailed their planned service activities as funding had to be diverted from their
existing budgets.

While this was remedied to some extent through the creation of conditional grants, the problem has
persisted around salaries. Between 2007 and 2009 the Occupation Specific Dispensation was
implemented, initially for nurses. It resulted from a collective agreement between government and
trade unions to address salary disparities dating from the apartheid era, recognize and reward skilled
and senior health professionals (especially nurses) and thereby improve human resource retention
in the public sector ( interviews 05 and 09; Levin 2013). Several interviewees noted that the
consequent upward revision of salaries has had a large impact on the Department of Health’s overall
wage bill, constraining opportunities for service expansion, particularly in a worsening economic
climate (interviews 01, 02, 03, 04, 05 and 09).

Thus, spending on personnel by provincial Departments of Health grew on average at 19 per cent
per annum between 2005/06 and 2008/09, compared to an overall increase in total health care
spending of 16.8 per cent per annum, reaching a high of 57 per cent of current expenditure in

58



2008/09 (National Treasury 2009). As a consequence, in 2008/09 total provincial spending on
personnel costs was R2.2 billion over budget (in nominal prices). Containing a further expansion of
personnel expenditure is a priority in future years, whilst also addressing remaining staff shortages
in certain areas and services (interview 05).

Some interviewees felt that the problems around the Occupation Specific Dispensation arose
because the National Department of Health had not done detailed analyses of the impact of this on
the budget and consequently Treasury had not been able to anticipate the full implications
(interviews 01 and 02). One interviewee assessed the situation thus: ‘in my view, a symptom of our
broader difficulty is that we don’t spend enough time and do enough review of where we are in order
to cost the policy decisions’ (interview 04).

There have been some successes, however. One interviewee felt that, in these cases, ‘having strong,
good intellectual capacity and a planning and analysis centre does make a difference’ (interview 01).
The National Department of Health’s ability to mobilize funding for HIV/AIDS programmes is a
striking example (interview 02). Another was in the era of the first Minister of Health who reportedly
made use of technical experts from NGOs while putting anti-tobacco legislation proposals to
Cabinet, because there were not skills in this area inside the Department. This helped convince
Cabinet Ministers, who had been intensively lobbied by the tobacco industry, to support her
proposals. As one interviewee described:

‘There’s a very nice complex interplay between your commitment as a Minister and the
strength of your technical argument when you try to convince your colleagues that this is the
right direction to go ... No matter how right or passionate one individual Minister might be ...
Ministers get lobbied, Ministers are looking after their own portfolio in the short term and so
you need to be able to pursue them and show them ... the strength of that argument
(interview 03).

In reflecting on why the National Department of Health has been unable to strengthen its technical
motivations, one interviewee commented that, while it is clear that the health budget is insufficient
in terms of decreasing mortality and morbidity, this is difficult to prove and the National Department
is still grappling with how to do this (interview 07). With respect to the HIV/AIDS epidemic,
significant increases in mortality did strengthen the Department’s bargaining position but this
interviewee was sceptical that significant budget increases would have been achieved ‘without
activism and social pressure’ organized through the non-governmental sector (interview 07). This
activism ‘also helped patients understand the disease’ which created a demand for services, thereby
strengthening the department’s case (interview 07). Interestingly, this interviewee did not feel that
the MDGs had strengthened the department’s hand as budgets are not linked to these priorities
(interview 07). However, there is work currently underway between the National Department of
Health and Treasury to identify and cost priority services (interview 07). One interviewee cautioned
against costing single diseases at the expense of costing the service platform required to provide
comprehensive services (interview 06).

Past research has pointed to the lack of health economics skills during the early years of the post-
apartheid government within the National Department of Health and, initially, the lack of access
health economists had to senior decision-makers (Gilson et al. 1999). Towards the end of the 1990s
this capacity expanded, both through internal capacity development within the Department and
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external capacity development in collaboration with three local universities and funded by the
Department (interview 06). As a result of the close linkage with universities, a core of close-knit
health economists began to develop (interview 06). When the EU funds that had supported this
capacity development dried up, the steady supply of health economists dropped off. In addition, the
Department’s Directorate of Health Financing and Economics was restructured with different health
economists becoming responsible for different areas: this left the department without health
economists who could support the daily analytical needs of the Department relating to costing and
financing policy (interview 06). Presently the National Department of Health only has two health
economists and ‘the whole area around financial support tends to be financial management rather
than financial planning’; this is aggravated by the fact that the planning unit only has one staff
member (interview 06).

Apart from the technical soundness of proposals or ‘bids,” problems arise during the process of
consideration by the various Treasuries, partly because of the relative power of these Treasuries and
partly because of the Treasuries’ pre-occupation with efficiency concerns (Gilson et al. 1999). One
interviewee felt that once the National Department of Health had presented its bid and responded
to queries, it lost the ability to influence subsequent decision-making within Treasury: Treasury
officials decide what activities to fund and ‘their decisions are not reviewable by us’ (interview 07).
When Treasury presents its proposals to the Ministers’ Committee on the Budget (which is made of
the political heads of Treasury and the social and economic sectors), this body is unable to properly
assess the wisdom of Treasury’s recommendations because it is a political rather than technical
body, and has ‘no operational understanding’ of how the numbers are put together (interview 07).
This interviewee contended that, at this stage of the process, Treasury should be made accountable
for its priority-setting decisions, or at least present its rationale because at present there is ‘no
rational basis or any explanation of how it happens so that we can understand that there’s
consistency’ (interview 07). This is aggravated by the fact that the National Department of Health is
not invited to attend the Committee so it can have the opportunity to motivate its bid.

Another avenue for scrutiny of the health budget is the Parliamentary Portfolio Committees for
Health. Interviewees felt that this committee has not always had the technical skills to interrogate
the budget (interview 07) or had access to all the budgetary and supporting information available to
Treasury (interviews 09 and 10). In addition, the committee has very little time (just over a week) to
comment on the budget after it is presented to them which makes it hard for them to challenge the
budget in any detail, especially as Treasury is adept at presenting counter-arguments: ‘so eventually
they [the portfolio committee] give up because they don’t want to be accused of delaying the
budget, that’s one of the weaknesses,’ said one interviewee (interview 09). Quite apart from these
problems, the ramifications of changing a budget that has been reconciled through all the vertical
and horizontal structures and processes of a quasi-federal government through a year-long budget
cycle (and in line with a Medium-Term Expenditure Framework), would be hard to imagine. As
Treasury reportedly says, “If you want to change what we’ve proposed, then you’d better do a better
job than we did which was all these consultations” (interview 08). In effect, then, the Portfolio
Committee on Health has little direct impact on budget allocations although it plays an oversight
role in terms of how budget allocations are actually spent (interviews 08 and 09).

Interviewees noted that there are some approaches that could strengthen the hand of the Portfolio
Committee (interviews 08, 09 and 10): the new Parliamentary Budget Office will be able to make
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more budgetary information available, collaboration between different parliamentary committees
would help them to become more vocal around important priorities for spending and, most
importantly, the recently passed Money Bills Amendment Act finally provides them with powers to
amend budgets. With respect to the last point, some committees have apparently begun to ‘flex
their muscles on questioning [Treasury’s budget decisions]’ (interview 08).

Although the Financial and Fiscal Commission is only an advisory body, it is able to interrogate
Treasury’s budget proposals and make recommendations to Parliament (interview 07). When
Treasury presents the budget to Parliament, it has to provide written responses to these
recommendations, including explanations for why it may have rejected some. The Commission also
provides technical support to Portfolio Committees. Nonetheless, given that neither it nor the
Portfolio Committee has a strong influence on Treasury, one interviewee concluded that there is no
effective avenue for independent assessment of Treasury’s adjudication of the budget (interview
07).

Similar problems beset budget formulation at the provincial level. The health component of
Treasury’s horizontal formula is only a recommendation and provincial Departments of Health have
to negotiate with their relevant Treasuries about final amounts. Eventually the various provincial
budgets have to be reconciled with the national Treasury’s plan and the Medium-term Expenditure
Framework. One interviewee described these complex, parallel negotiations as a ‘fluid’ and ‘not a
very clear process’ where ‘provinces tend to give and take away’ in a manner that undermines
national-level priority-setting (interview 07). In the 1990s, provincial Departments of Health
complained of unsympathetic Treasuries, including the unilateral slashing of health budgets to fund
the overspending of other departments (Mclintyre et al. 1999): this occurred recently in the Eastern
Cape where part of the health budget was transferred to Education (interview 06). There are other
instances where funds meant for health care, including conditional grants, appear to be diverted to
other uses (interviews 03 and 06).

In recent years there was a collaboration between the National Department of Health and the
section within the national Treasury responsible for the health sector, which developed indicative
budgets for each province based on its demographic and burden of disease profiles. These efforts
came to nought, as did attempts to prompt provinces to be more transparent about the information
on which they base their relative allocations to sectors ‘which proves,” said one interviewee, ‘that
provincial Treasuries just do what they want to do’ (interview 07). This is problematic not only in
terms of the level and equity of provincial health sector allocations but also in terms of ensuring
sustainability of services through proper funding of maintenance: this is an area of spending often
neglected at the provincial level because of more pressing priorities for ensuring service delivery
such as the purchasing of drugs (interview 03). One interviewee felt that, even so, ‘there’s a lot of
discretion at the provincial level and national Treasury hides behind this thing that they provide
guidance and guidelines ... but national Treasury, even in this environment still has massive influence
over provincial Treasuries, so if they wanted to they could significantly interfere’ (interview 06).

There have been attempts to remedy this situation. Around ten years ago, and partly to remedy the
under-funding of certain services, the Budget Council introduced a guideline that a minimum of 85
per cent of the provincial budget should be spent on social services (McIntyre and Nicholson 1999).
One interviewee confirmed that ‘there was a pretty explicit percentage that we focused quite
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strongly on a decade ago, but in the last four or five years the issues facing provinces have become
more complex and more varied, so | would say that we’re not working with this’ (interview 01). In
any case, more recently there is reportedly a better dialogue between the provincial and national
levels around budget formulation:

‘You know, we talk about cooperative governance and the constitutional principle that lies
behind it, and in practice that means that there’s a lot of engagement ... between ... the
national Treasury and the provincial Treasury and the provincial Departments. So every year
the budget process involves quite close scrutiny of provincial budgets. When we see, as we
quite often do, under-budgeting for personnel or perhaps insufficient attention being given
to maintenance of infrastructure, then there’s a series of engagements that are aimed at
trying to get better budgeting. So it’s a system that relies on good cooperation’ (interview
01).

Another interviewee felt that ‘currently there’s very good alignment between what the provinces are
funding and planning for, and what the national priorities are,” especially in provinces under stable
management, partly because a benchmarking process was introduced by Treasury to explicitly check
this alignment once draft budgets have been developed (interview 04). This same interviewee
emphasised, too, that the ‘give and take’ around relative budget priorities is inherently part of the
budget negotiation process:

‘The nature of the budget process is such that both the national and provincial people say ...
these are our priorities ... but of course at some stage the realities of the budget itself, in
terms of what’s available, kick in and then there may be and often there is, particularly in the
current economic environment, a need to re-visit the way in which you implement things. Not
abandon them by any means but re-visit the way in which you are going to implement them
in view of the fiscal constraints ... So it’s about how you make the decision about
prioritisation and how you schedule your allocations over the medium term’ (interview 04).

Once budget allocations have been developed and discussed by Treasuries, they need to be
presented to Cabinet. As noted earlier, interviewees emphasized that decision-making within
Cabinet is always going to be complex, involving many trade-offs. As one person put it, ‘all this
happens in the context of contestation because really the Cabinet processes are never very smooth’
(interview 03). At issue is not only whether the Department of Health has technically sound
proposals: ‘It also depends on the political support for particular interventions’ (interview 02). That
political support depends not only on the wider political agenda of Cabinet, as discussed earlier, but
also on the ability of the Minister of Health to convince his or her colleagues of the merits of the
department’s proposals.

As confirmed by earlier research, the first Minister of Health was not only powerful but reportedly
good at working with Cabinet to develop a collective vision on health policy (Gilson et al. 1999). One
interviewee identified this as a critical component for protecting fiscal space for the public health
sector:

‘You know, there’s a tension here because individuals tend to want their own legacies, okay,
but actually I’'ve come to believe now that, to be a successful Minister, yes, you must have
your own vision and you must be passionate about that vision, but actually a critical point is
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to turn what’s your pre-occupation, your vision, into a shared collective vision of your Cabinet
colleagues because it does two things. First of all, it makes it easier during the budget
allocation process but secondly, also, it speaks to the sustainability of programmes. There’s a
higher chance of continuity and continued funding of projects if a bigger collective within
cabinet has fully bought into it as opposed to, you know, this is Minister so-and-so’s, but you
have failed to have a far much more wider buy-in to that vision... So that process, it tends to
be a laborious process but again it is underpinned by two things, how seriously do your
colleagues take you and secondly are you able to put on the table persuasive arguments’
(interview 03).

This interviewee illustrated this point by providing examples of how, in her campaign to introduce
tobacco legislation, the first Minister of Health was able to persuade other members of the Cabinet
to alter their personal behaviour: the then Deputy President was persuaded to stop smoking his
pipe in public, and the then Minister of Sport (who was a chain smoker) agreed to support a
proposed ban against tobacco advertising at sport venues (interview 03).

Another of the skills required to convince Cabinet to support the Department of Health’s proposals is
the timing and selection of proposals. One interviewee felt that the department attempts to do too
much at once rather than choosing to negotiate with Treasury around a well-defined and limited
agenda that is anticipated to have the most effective impact, ‘to crystallise that and start setting the
country on essentially a irreversible path and focus on that. My sense is that we’re touching too
many things’ (interview 03).

In some cases, underlying the weak bids put by the Department of Health to Cabinet and Treasury
was a lack of unity between provincial and national health departments. In 1994, the Department of
Health had a strong and cohesive leadership team made up of national and provincial counterparts
with a common vision forged during the run-up to the first elections. This meant that ‘battles won
through the budget allocation process centrally were not lost during the process of reallocation in the
provinces’ (interview 03). However, by the end of the 1990s fiscal federalism began to take its toll on
the former coherence of health policies: ‘1 think we also began to get a bit of fragmentation within
the provincial sphere ... so the national coherence ..., the voice of the national department to argue
for stronger resources, was undermined. That was the beginning of it being undermined by the
processes of re-allocation in the provinces’ (interview 03).

Another interviewee felt that recent years have remedied this situation somewhat because ‘there’s
wariness of fiscal federalism,” especially with the level of under-spending by some provinces
(interview 02). With increasing capacity in the national Department of Health, and Treasury’s efforts
to improve inter-sphere co-ordination and protect earmarked allocations more carefully, this
interviewee felt that it has become increasingly possible to ring-fence funds for spending on health
care at the provincial level (interview 02). Also, the equitable share has become much more specific
around how new allocations should be spent.

On the other hand, the proposed shifting of central hospitals to a national responsibility has the
potential to destabilize the relationship between the national and provincial departments again. ‘We
would be concerned about that kind of transition involving a gaming of things,’ said one interviewee
(interview 01): ‘We see it often where there’s a shift of function from one department to another, or
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from sphere to sphere. There are all sorts of ways where you hand over the responsibility but not all
the money.” As another key informant described it, ‘we’re now going through a very uncomfortable
phase’ where the National Department of Health is trying to take over functions, including financing
(such as, for example, a new conditional grant for building hospitals), without the legal mechanisms
to support it, and before it has fully built up its own capacity to do so, ‘so [it’s] a very troublesome
interim period’ (interview 02). One interviewee concluded, therefore, that, ‘/ would say, yes,
superficially they [the national and provincial Departments of Health] present a united front but |
think it’s a bit artificial, | think that within provinces you’ve got quite a bit of tension around what
National is trying to tell them to do, and | think it varies from province to province’ (interview 01).

Finally, several interviewees noted that, despite the obstacles listed above, the Department of
Health would be able to mobilize a stronger budget if it could convincingly demonstrate that existing
funding is well used (interviews 02, 03, 05, 09 and 10): this the first Minister of Health was
purportedly able to do, despite some implementation problems, which bolstered support for early
allocations to the health sector (interview 03). ‘Before you go asking for more money, demonstrate
that you can spend what’s been allocated to you,’ said one interviewee (interview 08). ‘Performance
is the best way, you know. If you perform you become influential, with respect to delivery’ said
another, giving the example of the efficient construction of a hospital in Cape Town which ‘is going
to become a template for how [the Department of] Health delivers infrastructure projects across the
board' (interview 04).

Interviewees referred to the need for signs of improved access to services, the development of more
highly skilled staff, improved health care management, changes in scopes of practice, improved drug
supply, reformed referral systems, better quality of care, timely payment of bills, and less corruption
and shrinkage: in essence, greater value for money. In reflecting on why South Africa finds
implementation so difficult, one interviewee commented on the imbalance between the skills of
those who design and implement policy:

‘Our brightest and best tend to be at the very conceptual level, and we tend to take our worst
and put them the implementation level ... Maybe it’s because we have this idea that once a
policy is put together everything else should work itself out fairly easily ... And we haven’t
been based in reality as management of implementation, logistics, operations, these type of
things etc., actually require very, very high level skills and a certain kind of competence.
We’ve assumed to too great an extent, that if you just put a nice policy together, if you just
put a nice plan together, the implementer can be anybody and it’ll just happen, and that’s
simply not true’ (interview 04).

Another problem is the lack of leadership and strategic decision-making at the senior management
level in some provincial Departments of Health which affects absorptive capacity (interview 04). For
example, in 2008/09 provincial health departments failed to spend R1.3 billion of funds set aside for
capital development (in nominal terms), reflecting particular capacity shortfalls in managing facility
development (National Treasury 2009). ‘You start asking questions about the ability of this sector to
plan for these funds and locate them where there is a need for them,’ said one interviewee
(interview 09). These interviewees acknowledged, though, that part of the problem with capital
development is South Africa’s complex intergovernmental system which makes coordination
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between the spheres of government (including local government regulations), and between
different sectors (including the Department of Public Works) very challenging.

One interviewee felt that, despite enabling legislation, the senior political and administrative
leadership of the public health sector is failing to monitor progress and exercise oversight
effectively:

‘National departments must actually go and use the powers that are given to them by the
legislation to make sure that these things happen. And the intergovernmental forums ...
must do a very, you know, a very pedantic process, which is something they don’t want to do
... It’s a very pedantic thing that you must do to implement: you can’t do it in a kind of
brushstroke fashion, you have to be very, very specific about what you want ... People tend to
be too high level, there’s a strange aversion to get down to the nitty-gritty’ (interview 04).

Another interviewee concurred:

‘I would say the National Department certainly could have done more in developing clear
perspectives and supporting provincial implementation. So we know that in the provincial
health service management there’s a pretty messy mix of performance across provinces and |
think if you went back over the last 15 years you’d have to say, with more coherence in
direction from the centre ... that provincial landscape would have looked better’ (interview
01).

One interviewee felt that the process for monitoring conditional grants is still very weak and the
national Department of Health has little power to exert on provinces’ spending patterns or
mechanisms for sanctioning them if they divert health funds or under-spend (interview 07). This
interviewee provided the example of the Free State province where grant funds for ARVs have been
used for other services rather than paying suppliers (interview 07). There are some signs, however,
that the National Department of Health is beginning to monitor progress at the provincial level much
more actively, particularly with respect to conditional grants (interviews 01 and 04). Norms for
improving the quality of care have recently been published and a new Office of Health Standards
Compliance has been set up within the Department but there is still a lack of quantitative norms
(such as around staffing levels) that weakens the Department’s ability to hold provinces to account
(interview 06).

Overall, while there is a level of political goodwill for the public health sector, continuing problems
with oversight of provincial spending mean that Treasury is beginning to experience ‘fatigue’ in the
face of continuing demands by the Department of Health (interview 04). One interviewee said, ‘the
more you are seen not to be capable of driving implementation the more actually people feel the
trade-off is not worth it and the resources get diverted elsewhere’ (interview 03). This same
interviewee characterised the present situation ‘as a sense ... that the problems have been identified,
... initiatives have started, but there is not a convincing sense that those initiatives are carried
through and so this again may be a problem of both a toxic combination of limited capacity as well
as tackling too much at the same time’ (interview 03).
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3.6 Lessons for other countries

South Africa’s experience since the first democratic elections in 1994 has been of dwindling fiscal
space for the public health sector, except for the initial two years. While recent years have shown
signs of improvement, disinvestment from public health services over a decade occurred exactly at
the time when services were supposed to be extended by the new government to those
disenfranchised under apartheid, and the HIV/AIDS epidemic began to emerge.

How did this come to be when health policies were a prominent part of the ANC’s election platform
for the first democratic elections in 1994, and remains part of the ruling party’s manifesto to this
day? As with the case of SARS, the answer seems to lie in the complex interplay between economic,
political and administrative issues.

First, although economic growth provided a window of opportunity, South Africa’s new macro-
economic policy reined in public expenditure and also required rapid servicing of debt (which

peaked at 21 per cent of total government expenditure in 1998/99), squeezing out sectoral
spending. These macro-economic choices contributed to government health spending accounting for
only 2.9 per cent of GDP in the period 2001/02 to 2003/04. Although this figure rose to 3.8 per cent
in 2011/12, it is still well below the 5 per cent that is currently being discussed internationally as a
possible target for countries seeking to achieve universal health coverage. The lesson for Ministries
of Health in other countries is that macro-economic policy has a profound influence on the fiscal
space for public health spending.

Second, fiscal federalism, which was introduced in 1996, created a number of technical and political
barriers to protecting the public health sector’s share of total revenue. Parallel processes for budget
development at the provincial and national levels, and the need to reconcile these with the Medium-
Term Expenditure Framework, along with the complexities and trade-offs inherent in the budget
cycle, created an opaque and fluid health budget development process. Weaknesses in
parliamentary oversight, and the absence of technical experts from the Department of Health on
high-level budget finalisation committees, weakened the sector’s ability to defend its budget. The
lesson for Ministries of Health in other countries is that any form of decentralisation introduces
enormous complexities into the budgeting process that can erode the health sector’s share of the
total budget.

Third, the role of the Minister of Health is key in protecting and expanding the fiscal space for public
health spending. Successful Ministers are politically well-connected and gain their colleague’s trust
through proving their effectiveness. They augment this advantage by bringing persuasive arguments
to bear when motivating for increased funding in Cabinet, both in terms of explaining why health
interventions are good for the country’s development and in terms of demonstrating past
implementation successes.

Fourth, the Minister of Finance and Treasury are amongst the most powerful actors influencing
budget decisions. They can be won over by an effective Minster of Health or over-ride the Ministry
of Health’s decisions, especially when they distrust it’s ability to deliver. Efficiency is a key concern of
Treasuries: health needs to address this concern by documenting successes in service delivery but
also counter it by demonstrating the debilitating effects of underfunding on service capacity. The
Ministry of Health must also develop its ability to monitor progress in service delivery and apply the
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legislated tools it has at hand — such as the administration of conditional grants and setting of norms
and standards — to prompt improvements in effectiveness and efficiency: this is an additional way to
win the trust of Treasury.

Fifth, in managing these challenges it is important for Ministries of Health to have both clear
strategies for presenting and defending budgets, and adequate technical and analytical capacity to
support these strategies. Developing sustainable capacity in health economics within government is
difficult as demonstrated by the variable experience of South Africa. Developing unity around a
vision for the public health sector is also difficult but can be achieved, even within a decentralised
system, but requires the development of a strong health leadership at national and decentralised
levels.

4 Conclusions

Despite the fact that South Africa was able to increase its tax revenue rapidly following the demise
of apartheid, the fiscal space for public health spending shrank for most of the subsequent years.
The situation has improved somewhat recently, despite the economic downturn, but the public
health sector could still be regarded as underfunded from government resources as a percentage of
GDP.

This study has shown that political and administrative factors explain these trends to some degree. It
has also highlighted the importance of macro-economic policy in constraining the overall resource
envelope, particularly through constraining the tax to GDP ratio, lowering tax rates and rapid
repayment of government debt.

Ministries of Health and others working on health policy need to engage with debates on
appropriate macro-economic and fiscal choices. The trade-offs between developing public health
services and growing the economy must be made explicit. Ministries of Health need to convince
Cabinet and Treasury that investing in health services also helps to grow the economy for health
care is a productive, not consumptive, item of spending.

Ministries of Health will strengthen these arguments, and win the trust of colleagues from Cabinet
and Treasury, if they are able to demonstrate achievements in service delivery. The transformation
of the South African tax collection agency, including its interaction with a variety of other
stakeholders within and outside government, provides valuable lessons for capacity development to
this end in the public health sector.
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