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ABSTRACT

A review of income tax legislation which incentivises small business entrepreneurship in
South Africa was conducted. A doctrinal research approach was adopted where comparative tax
legislative approaches amongst countries that ranked highly on the global development
entrepreneurship index were analysed to identify possible omissions or deficiencies in South
African income tax legislation. These deficiencies were then articulated into policy
recommendations for consideration by South African National Treasury for adoption.
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INTRODUCTION

The National Planning Commission of South Africa confirmed that the South African
economy lacks skill, has low competition and a vast number of job seekers who are unable to
enter the labour market (National Planning Commission, 2012). The National Development Plan
(NDP) predicts that small businesses will create 90% of 11 million new jobs by 2030 (Davis Tax
Committee, 2014). The NDP is the guiding programme for the development of the South African
economy. The plan was released in 2011 and is the blueprint for tackling South Africa’s
challenges, including unemployment (National Planning Commission, 2012). South Africa’s
unemployment rate was sitting at 30.1% in the first quarter of 2020, an increase from 27.1%
observed in the first quarter of 2019. Internationally, South Africa’s unemployment ranks poorly
compared to other major economies (Jones, 2020).

As eluded above, a thriving small business sector is the key to eliminating unemployment
in South Africa (Smale, 2013). It is for this reason that the South African government established
the Department of Small Business Development (DSBD) in 2014. The primary purpose of the
DSBD is to ensure that the environment in which small businesses operate is supported and
encourages growth (Dhanah, 2017). This includes weakening the tax burden small businesses
face by granting them tax incentives (Ssennyonjo, 2019).

A tax incentive is a benefit accorded by the government that reduces the corporate tax to
firms in a specific location or firms that produce particular products or services to stimulate
economic growth (Makgalemele, 2017). In South Africa, tax incentives were introduced post the
1994-elections by means of the Kats Commission of 1995. The commission focused on the
evaluation and report of the tax systems and structures (National Treasury, 1995). In terms of
small business enterprises, the two most significant incentives are the turnover tax of 2009 for
micro-enterprises and the section 12E allowance of 2001 for small business corporations (SBCs)
(Ssennyonjo, 2019).

This study focused on the effectiveness of the section 12E allowance contained in the
South African Income Tax Act, established as a tax incentive provision to promote the growth of
SBCs, and consequently contribute to employment and economic development in South Africa.
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It is worth noting that although tax incentives are implemented for the development of the
economy, whether or not tax incentives achieve the expected results is a controversial subject
(Makgalemele, 2017). In order to assess whether or not tax incentives are producing the desired
results or simply reducing income tax, the Davis Tax Committee was formed in July 2013. The
committee aims to promote the long-term goals of the NDP. That is, inclusive economic growth,
employment creation, development, and fiscal sustainability (Smulders, 2014).

STUDY PROBLEMS

As noted earlier, South Africa’s unemployment ranks as the worst when compared to
other major economies (Jones, 2020) and this requires effective fiscal policy to support any other
initiative taken by government to resolve. The implementation of section 12E of the Income Tax
Act has incentivised small business and entrepreneurs with fiscal benefits; however, the
effectiveness and attractiveness thereof are relatively unknown. The legislation thus needs to be
benchmarked against fiscal legislation in countries where there has been success in
entrepreneurship.

STUDY SIGNIFICANCE

Given the rising unemployment levels in South Africa (Smale, 2013) the importance of
entrepreneurial growth cannot be emphasized enough. Previous studies by Cullen et al. (2002) as
well as Feldstein and Slemrod (1980) have shown that lower progressive corporate tax rates
create an incentive for individuals to become self-employed, thus lowering unemployment. The
policy recommendations from the study regarding income tax incentive laws are thus regarded as
significant in lowering unemployment and improving entrepreneurship in South Africa.

STUDY OBJECTIVES

The first objective of the study was to review the effectiveness of tax incentive legislation
in supporting the development of small businesses with the second objective being to identify
deficiencies and areas of improvement in the South African income tax legislation relating to tax
incentivisation of entrepreneurs. The first objective of the study was achieved via a literature
review and the second objective by means of a comparative analysis of tax incentive legislation
using a doctrinal research approach.

LITERATURE REVIEW

In South Africa, tax incentives can be traced back to the Katz Commission of 1995. The
commission had three main recommendations regarding corporate taxation. Firstly, the
commission aimed to replace the Secondary Tax on Corporations (STC) by investigating the
impact of a base broadening and examining multiple types of tax imputation. Secondly, the
commission recommended that “a presumptive tax be introduced, at a low rate, on the gross
assets of the companies, close corporations, and inter-vivos trusts” to recover loss of revenue
due to other tax recommendations. Finally, a cashflow accounting option system for small
businesses was recommended as way of supporting small business enterprises (Steenekamp,
1996).

Jordaan (2012) believes that the effectiveness of tax incentives in obtaining the expected
results is a controversial subject. For example, using various research methodologies such as
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METRs in different countries, Shah (1995) found that tax incentives are not effective. That is,
firms do not meet certain requirements to qualify for particular incentives, or specific incentives
are not valuable to firms. In South Africa, on the other hand, Makgalemele (2017) found that tax
incentives have resulted in a desirable outcome in respective industries where tax incentive
programmes were executed. However, the contribution to small-medium enterprises has not been
adequately investigated.

Smale (2013) states that the issue with indirect benefits is that the government cannot be
certain that the money saved by the company due to tax relief will be reinvested in human capital
or that it will contribute to new employment. A survey by the World Bank suggested that job
creation is a result of new small businesses as opposed to existing businesses, implying that
small businesses in South Africa are not expanding as expected (Lewis, 2001). The National
Treasury of South Africa also conducted a survey on business organisations regarding the
Learnership Tax Incentive. Results showed that tax incentives make it more attractive to hire
individuals with no experience. Furthermore, incentives foster business growth and expand the
labour force (National Treasury, 2016). Hoyt et al. (2008), using panel data, examined the impact
of tax and location-based incentives on Kentucky counties in the United States and found that the
relationship between employment and business incentives is positive and significant. However,
the extent in which tax incentives affect employment depends on where the country is situated
and the type of incentive.

Against this background, the objective of the study was to determine whether tax
incentive legislation relating to small businesses introduced by the National Treasury of South
Africa was both fair and effective in its application to stimulate the growth of small businesses in
South Africa with a specific focus on section 12E of the Income Tax Act No 58 of 1962
(hereafter referred to as the ITA). Companies registered with the Cooperatives Act, Close
Corporation Act or private entities registered with the Companies Act of 1973 or 2008 may have
the requirements to qualify as an SBC. Interpretation Note 9 issued by the South African
Revenue Services (hereafter referred to as SARS) provides a detailed indication of the provisions
of section 12E (Ssennyonjo, 2019); Zolt (2014) states that tax privileges such as incentives
require frequent monitoring and if a company purposefully represents itself as an SBC to benefit
from the section, the entity may be liable to pay an understatement penalty (Zolt, 2014).

DATA AND METHODOLOGY

A non-empirical research review of existing literature was performed. A doctrinal
research approach which is commonly used in legalistic research was used for the study and this
approach includes gathering all the relevant facts, identifying and analysing the legal issue from
research sources such as legislation, and then combining the issues into context and finally
drawing up a conclusion (Hutchinson & Duncan 2012). Doctrinal research has been categorised
firstly, as being descriptive in that it describes what the ‘current law’ is and secondly, as being
prescriptive in that it identifies issues with the ‘current law’ and suggests improvements or
amendments. (Chynoweth, 2008; Hutchinson, 2008; Singhal & Malik, 2012). Secondary data in
the form of income tax legislation and government policies were reviewed as part of the
comparative legislative analysis.
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COMPARATIVE ANALYSIS

A comparative analysis of tax incentive legislation from countries that ranked highly in
the global entrepreneurship index (GEDI) is presented below. Australia, the United Kingdom,
and Canada are ranked in the top five countries in the global entrepreneurship index (GEDI,
2021) and the tax incentive legislation for small business from these countries was compared to
the South African tax incentive legislation to identify possible deficiencies in tax incentive
legislation in South Africa.

SOUTH AFRICA

In South Africa, section 12E of the ITA grants SBCs income tax deductions and
preferential tax rates for plant and machinery. According to section 12E of the Income Tax Act,
an SBC is a company with a turnover of R20 million or less annually. The effect of section 12E
is that a small business that meets the definition of an SBC (as contained in section 12E (4)) can
obtain accelerated capital allowances of 100% on new plant and machinery in terms of section
12E (1) and increased capital allowances of 50% in year 1, 30% in year 2 and 20% in year 3 in
respect of assets not brought into use for the first time by the taxpayer in terms of section 12E (2)
of the ITA. The requirements contained in section 12E (4) of the ITA require that the gross
income for the year of assessment cannot exceed R20 000 000 and the shareholder cannot hold
shares in other companies with certain exceptions.

AUSTRALIA

The Australian Income Tax Act (hereafter referred to as the AITA) grants tax incentive
allowances for entrepreneurship for businesses with an annual turnover of $5 000 000 AUD or
less (ATO, 2021(a)). In terms of asset depreciation, the Australian tax laws allow for a 100%
write-off on assets where the threshold for each asset is $150 000 AUD (AT02021 (b)). There is
also a simplified depreciation calculation which can be applied to a small business pool of asset
and simpler trading stock rules where a taxpayer can estimate the stock at the end of a financial
year and opt not to conduct a stock-take at year end (ATO, 2021(c)). The Australian tax rate for
small business is set at 25% for the 2021 financial year (ATO, 2021(d)). In comparison to South
Africa, the eligibility requirement of $10 000 000 AUD (which would equate to approximately
R50 000 000) would indicate that Australian tax incentives might attract a larger number of
small business that will qualify for tax incentive allowances. The asset depreciation tax
incentives are similar to section 12E; however, the simpler depreciation calculation for a pool of
assets and simplified trading stock rules which lower the cost of tax compliance is not present in
section 12E of the ITA. In terms of tax rates the small business tax rate in Australia of 25% is
lower than the South African rates which are progressively based and peak at 28%.

UNITED KINGDOM

The tax incentivisation rules dealing with the United Kingdom are dealt with under the
provision of the United Kingdom Income Tax Act of 2007 (hereafter referred to as UKIT). The
United Kingdom allows for various incentives including the annual investment allowances which
allow for a super deduction of 130% on qualifying plant and machinery but are limited to £1
000 000 (UK 2021(a)). The United Kingdom has also implemented small business rate relief in
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that if the property the business operates on has a rateable value of £12000 or less there would be
no business rates payable (UK 2021(b). Tax rates in the United Kingdom for small businesses
are taxed at 18% against the mainstream rate of 30% for companies with profit over £300 000.
When compared against the South African tax legislation, the capital allowances of 130% on
qualifying plant and machinery appear to be more aggressive than section 12E. The United
Kingdom provisions dealing with rates allowances are also not found in the South African tax
legislation. In terms of corporate tax rates, the marginal income tax rate of 18% appears to more
aggressive than the South African income tax rate of 28% (UK 2021(c)).

CANADA

Small business tax incentives are governed under section 125 of the Income Tax Act of
Canada (hereafter referred to as CAITA) and section 125 of the CAITA provides that a company
will qualify to be a Canadian Controlled Private Corporation if it is incorporated in Canada and
its shares are not traded on the stock exchange and the company is not controlled by non-
residents. For a company with annual earnings up to $500 000 CAD, the federal income tax rate
is reduced from 28% to 9% with some territories offering differing amounts of relief (Mondaq,
2021). No accelerated allowances on plant and machinery are noted in the small business tax
incentive legislation for Canada. In comparison to South Africa, the Canadian eligibility limit of
earnings $500 000 CAD is not directly comparable with South Africa since it is based on earning
as opposed to gross income. The tax rate of 9% offers a greater incentive than the South African
marginal income tax rate of 28%. South Africa’s capital allowance incentive on plant and
machinery used in small businesses appears greater than Canada’s existing legislation.

CONCLUSION AND RECOMMENDATION

In relation to the first research objective, the literature review confirms that there is
evidence that tax incentive legislation can promote the development of entrepreneurship and
small business. Regarding the second research objective, a comparison of South African tax
incentive legislation reveals that South African tax incentive laws in relation to accelerated
capital allowances are in line with tax incentive laws contained in both the United Kingdom and
Australia. In relation to corporate tax rates, South Africa’s tax rate of 28% (for taxable income
greater than R550 000) is higher than Canada (9%), Australia (25%) and the United Kingdom
(18%) and this is a possible deficiency which might need to be adjusted. South Africa’s SBCs’
eligibility requirement of gross income less than R20 000 000 is much lower than Australia
where the requirement is up to $10 000 000 AUD (equivalent of R100 000 000) and this is a
possible area of improvement in the tax incentive policy for small business. The entry
requirement in South Africa is not directly comparable to the United Kingdom and Canada who
base their entry requirement on profit rather than turnover.

In terms of recommendations, it is suggested that the tax rates applicable to small
businesses under section 12E be reviewed as they are not aligned to tax incentive legislation
globally. The South African threshold requirement for eligibility to qualify as an SBC is more
stringent than Australia and should also be relaxed to allow for greater tax stimulus of small
businesses in South Africa.

5 1939-4675-26-S3-54

Citation Information: Pillay S. (2022). An evaluation of income tax incentivisation for small business in South Africa. International
Journal of Entrepreneurship, 26(S3), 1-6.



International Journal of Entrepreneurship Volume 26, Special Issue 3, 2022

REFERENCES

ATO 2021 (a). Australian Taxation

ATO02021(b). Australian Taxation Office: Simpler depreciation rules.

ATO 2021 (c). Australian Taxation Office

ATO 2021 (d). Australian Taxation Office: Changes to tax rates

Cullen, J.B., &. Gordon, R.H. (2002). Taxes and entrepreneurial activity: Theory and evidence for the US.

Chynoweth, P., Knight, A., & Ruddock, L. (2008). Advanced Research Methods in the Built Environment.

Davis Tax Committee. (2014). Small and Medium Enterprises: Taxation Considerations, Interim Report.

Dhanah, D. (2017). Small businesses and job creation in South Africa (Master's thesis, University of Cape Town).

GEDI. (2021). 2018 Global Entrepreneurship Index Ranking.

Lewis, J.D. (2001). Policies to promote growth and employment in South Africa. World Bank, Southern Africa
Department.

Hoyt, W.H., Jepsen, C., & Troske, K.R. (2008). Business Incentives and Employment: What Incentives Work and
Where?. Institute for Federalism & Intergovernmental Relations Working Paper, (2009-02).

Hutchinson, T. (2008). Developing legal research skills: Expanding the paradigm. Melb. UL Rev., 32, 1065.

Hutchinson, T., & Duncan, N. (2012). Defining and describing what we do: Doctrinal legal research. Deakin L.
Rev., 17, 83.

Cross Ref

Jones, A. (2020). Unemployment in SouthAfrica: Urgent Attention Required.

Feldstein, M.S., & Slemrod, J. (1980). Personal taxation, portfolio choice, and the effect of the corporation income
tax. Journal of Political Economy, 88(5), 854-866.

Cross Ref

Jordaan, D. (2012). An overview of incentives theory and practice: A focus on the agro-processing industry in South
Africa. Department of Agriculture, Forestry and Fisheries.

Makgalemele, M.M.H. (2017). Do tax incentives promote development of small medium enterprises that ultimately
yield economic growth (Doctoral dissertation).

Mondaq, (2021). Qualifying for small businesss deductions. Canadian Tax Lawyers Guide.

National Planning Commission. (2012). National Development Plan 2030: Our future-make it work.

National Treasury. (1995). Katz Commission Report into Taxation.

National Treasury. (2016). Learnership Tax Incentive Review.

Singhal, A.K., & Malik, 1. (2012). Doctrinal and socio-legal methods of research: merits and demerits. Educational
Research Journal, 2(7), 252-256.

Ssennyonjo, P. (2019). A Comparative Study of Tax Incentives for Small Businesses in South Africa, Australia,
India and the United Kingdom (Doctoral dissertation)

Shah, A. (1995). Overview in Fiscal Incentives for Investment and Innovation, (Oxford University Press, New York:
1995), 2-5

Smale, N.K. (2012). An analysis of the use of tax incentives to motivate job creation (Doctoral dissertation,
University of Pretoria).

Smulders, S. (2014). Tax policy under review: the Davis Tax Committee: debate. TAXtalk, 2014(46), 14-19.

Steenekamp, T.J. (1996). Some aspects of corporate taxation in South Africa: the Katz Commission. South African
Journal of Economics, 64(1), 1-19.

UK 2021(a). United Kingdom annual investment allowance.

UK 2021(b). United Kingdom Business rates relief.

UK 2021(c). United Kingdom. Corporation Tax Rates.

Zolt, E.M. (2014). Tax Incentives and Tax Base Protection Issues. Papers on Selected Topics in Protecting the Tax
Base of Developing Countries. Draft Paper, (3).

Received: 10-Jan-2022, Manuscript No. ije-22-8559; Editor assigned: 12-Jan-2022, PreQC No. ije-22-8559 (PQ); Reviewed: 25-Jan-2022,
QC No. ije-22-8559; Revised: 28-Jan-2022, Manuscript No. ije-22-8559 (R); Published: 31-Jan-2022

6 1939-4675-26-S3-54

Citation Information: Pillay S. (2022). An evaluation of income tax incentivisation for small business in South Africa. International
Journal of Entrepreneurship, 26(S3), 1-6.


https://www.ato.gov.au/About-ATO/Research-and-statistics/In-detail/Taxation-statistics/Taxation-statistics---previous-editions/Taxation-statistics-2011-12/?page=2
https://www.ato.gov.au/business/depreciation-and-capital-expenses-and-allowances/simpler-depreciation-for-small-business/
https://www.ato.gov.au/Rates/Changes-to-company-tax-rates/
https://www.nber.org/papers/w9015
https://www.wiley.com/en-us/Advanced+Research+Methods+in+the+Built+Environment-p-9781405161107
https://pmg.org.za/call-for-comment/200/
https://open.uct.ac.za/handle/11427/27441?show=full
https://microdata.worldbank.org/index.php/citations/6460
https://ideas.repec.org/p/ifr/wpaper/2009-02.html
https://ideas.repec.org/p/ifr/wpaper/2009-02.html
http://www5.austlii.edu.au/au/journals/MelbULawRw/2008/33.html
https://ojs.deakin.edu.au/index.php/dlr/article/view/70
https://doi.org/10.21153/dlr2012vol17no1art70
https://internationalbanker.com/finance/unemployment-in-south-africa-urgent-attention-required/
https://www.journals.uchicago.edu/doi/10.1086/260911
https://www.journals.uchicago.edu/doi/10.1086/260911
https://doi.org/10.1086/260911
https://www.mondaq.com/advicecentre/content/4756/Qualifying-For-Small-Business-Deduction-Canadian-Tax-Lawyers-Guide
https://www.gov.za/documents/national-development-plan-2030-our-future-make-it-workhttps:/www.gov.za/documents/national-development-plan-2030-our-future-make-it-work
http://dc.sourceafrica.net/documents/271-katz.html
http://www.treasury.gov.za/public%20comments/TLAB%20and%20TALAB%202016%20Draft/2016%20Draft%202nd%20Batch%20-%20Learnership%20Tax%20Incentive%20Review%20-%20public.pdf
https://www.semanticscholar.org/paper/Doctrinal-and-socio-legal-methods-of-research%3A-and-Singhal-Malik/b37d8d05c42f649cc0b81d14975d755485f732e4#citing-papers
https://uir.unisa.ac.za/handle/10500/25981
https://uir.unisa.ac.za/handle/10500/25981
https://digitallibrary.un.org/record/195506?ln=en
https://repository.up.ac.za/handle/2263/26426
https://journals.co.za/doi/abs/10.10520/EJC153828
https://onlinelibrary.wiley.com/doi/abs/10.1111/j.1813-6982.1996.tb01111.x
https://www.unescap.org/resources/tax-incentives-and-tax-base-protection-developing-countries
https://www.unescap.org/resources/tax-incentives-and-tax-base-protection-developing-countries

