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Abstract 

Saving an adequate amount of money to finance retirement spending is a growing issue that 

affects the elderly. In response to the incomplete retirement savings markets that the elderly 

face, national governments employ fiscal instruments in an attempt to provide social security 

to the economically vulnerable elderly population. In South Africa, the government utilizes 

four primary fiscal instruments to address the lack of retirement savings among the elderly: the 

old age grant, a higher tax rebate for the elderly, an additional medical expenses tax credit for 

out-of-pocket expenses and medical aid fees of those 65 years and older, and preferential tax 

treatment of pension contributions. Combined, these four fiscal instruments form the social 

security net for the elderly in South Africa, although concerns of some individuals still slipping 

through the net remain. Therefore, an analysis into the effectiveness of these fiscal instruments 

in addressing incomplete markets and issues related to intended beneficiaries is undertaken to 

evaluate social security provision for all segments of the South African elderly population. 

The fiscal instruments are assessed both individually and in combination by means of economic 

theory and microsimulation using the South African tax-benefit Microsimulation Model 

(SAMOD). Microsimulation using the SAMOD allowed for a comparison of current fiscal 

instruments against alternative scenarios to assess the relative costs and benefits of policy 

reforms in terms of government revenue, poverty, and inequality. The underpinning household 

survey data of the SAMOD allows for the static economic implications of potential reforms to 

be evaluated and inform the effectiveness of the current social security system. The South 

African context and existing empirical evidence are used to determine whether policy reforms 

would be socially beneficial to the elderly.  

This investigation finds that while the fiscal instruments employed by the South African 

government are reasonably established for those in low- and higher-income groups among the 

elderly population, those in the middle-income groups may fall through the gaps of the social 

security system. Reform of the existing fiscal instruments to include these individuals would 

create more comprehensive social security for the elderly in South Africa and it can be 

accomplished with a relatively small impact on government expenditure. More extensive 

reform could be accomplished with greater fiscal expenditure on the elderly, but even within 

the confines of the budgetary constraints, modest reform of the fiscal instruments affecting the 

elderly can have positive societal benefits.  
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Opsomming 

Besparing van ‘n voldoende bedrag ten einde aftreebesteding te befonds is ŉ groeiende kwessie 

vir bejaardes. In reaksie op die onvolledige aftreespaargeld-markte waat bejaardes in die gesig 

staar, gebruik nasionale owerhede fiskale instrumente om sosiale sekuriteit aan die ekonomies 

kwesbare bejaarde bevolking te voorsien. In Suid-Afrika gebruik die regering vier primêre 

fiskale instrumente om die tekort aan aftreespaargeld onder bejaardes aan te spreek: te wete die 

ouderdomstoelaag, ŉ hoër belastingkorting vir bejaardes, ŉ addisionele belastingkrediet vir uit-

die-sak mediese uitgawes en mediese skema fooie vir diegene 65 jaar en ouer, en voorkeur 

belasting behandeling vir pensioen-bydraes. Hierdie vier fiskale instrumente vorm gesamentlik 

die sosiale sekuriteitsnet vir bejaardes in Suid-Afrika, desnieteenstaande heers daar kommer 

dat sommige individue steeds deur die net glip. Gevolglik word ŉ analise van die effektiwiteit 

van hierdie fiskale instrumente om onvolledige markte en kwessies verwant aan beoogde 

begunstigdes onderneem om die sosiale sekuriteitsvoorsiening vir alle segmente van die Suid-

Afrikaanse bejaarde bevolking te evalueer. 

Die fiskale instrumente word afsonderlik en gesamentlik geassesseer deur middel van 

ekonomiese teorie en mikro-simulasie van die “South African tax-benefit Microsimulation 

Model” (SAMOD). Mikro-simulasie van SAMOD het dit moontlik gemaak om ŉ vergelyking 

te tref tussen huidige fiskale instrumente en alternatiewe moontlikhede, ten einde die relatiewe 

kostes en voordele van beleidshervorming in terme van belastinginkomste, armoede, en 

ongelykheid te assesseer. Die onderliggende huishoudelike opname data van die SAMOD 

maak dit moontlik om die statiese ekonomiese implikasies van potensiële hervorming te 

evalueer en die doeltreffendheid van die huidige sosiale sekuriteitstelsel toe te lig. Die Suid-

Afrikaanse konteks en bestaande empiriese bewyse word gebruik om te bepaal of 

beleidshervorming sosiaal voordelig sal wees vir bejaardes.  

Hierdie ondersoek bevind dat alhoewel die fiskale instrumente wat deur die Suid-Afrikaanse 

regering gebruik word redelik gevestig is vir diegene in laer- en hoër-inkomste groepe van die 

bejaarde bevolking, diegene in die middel-inkomste groepe deur die gapings in die sosiale 

sekuriteitstelsel mag val. Hervorming van die bestaande fiskale instrumente, ten einde hierdie 

individue in te sluit, sal meer omvattende sosiale sekuriteit vir bejaardes in Suid-Afrika te 

bewerkstelling en kan met ŉ relatief klein impak op owerheidsbesteding bereik word. Meer 

uitgebreide hervorming kan bereik word met groter fiskale besteding op bejaardes verwesenlik 
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word, maar selfs binne die begroting beperkings kan matige hervorming van die fiskale 

instrumente wat bejaardes raak positiewe sosiale voordele inhou. 
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1.1 Introduction 

Throughout the world, life expectancies have been slowly rising post-World War II due to 

technological and medical advances that arose from innovation during the war (Bloom & 

McKinnon, 2013:8-9). This has resulted in an increase in the number of individuals exceeding 

the age of retirement and many of them are entering years later in life without wage income to 

support themselves. While a longer lifespan is a positive development, many individuals who 

are entering retirement have insufficient savings available to finance consumption during their 

non-working years (Poterba, 2014:2-11). This lack of private savings can result in economic 

hardship and difficulties smoothing consumption as a result of reduced available income for 

the elderly in years when they are less physically able to work. Ideally, it would be best for 

individuals to properly save enough to finance their retirement incrementally over their 

employment career, but myopic tendencies during working years and the inability to replace 

lost savings when retired contribute to the problem of insufficient income in retirement.  

The Lifetime Consumption-Savings (LCS) model describes an individual’s saving and 

spending behaviour throughout their life and can be useful for understanding how the issue of 

insufficient savings for retirement results. The basic form of this model uses two time periods 

(one of working, one in retirement) in which the individual must optimize their savings and 

consumption to smooth consumption in both periods (Browning & Crossley, 2001:14-17). 

When looking at social security, the model is often adapted to a three-period model, which is 

closer to modelling real life if it is assumed that one will live to approximately age 80 

(Attanasio & Weber, 2010:15-22). A person’s lifetime is split into 20-year blocks in this 

simplified modelling of real life. The period up to age 20 (which can be described as period 

zero) is not included in the model as consumption during this period is roughly covered by 

one’s parents or guardians. Periods one and two (from age 20 to age 40 and then from age 40 

to age 60) are periods in which one works and earns an income. The individual must determine 

their optimal level of consumption and savings keeping in mind that in the final period, they 

will be in retirement (not earning wage income) and relying on savings from the two working 

periods to finance their 20 years of retirement. The individual presumably seeks to have 

smoothed consumption throughout their lifetime, so adequate savings must be achieved during 

their productive years to transfer consumption to their unproductive or retirement years (Bloom 

& McKinnon, 2013:9-10). Where smoothed consumption is preferred, the individual must take 

that fact (along with discount factors and interest) into account when optimizing their level of 

consumption and savings in the two periods of work.  
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While the Lifetime Consumption-Savings model works well in theory, unfortunately in 

practice, there has been a growing trend of those entering retirement with insufficient private 

savings and private pension amounts to finance their non-working years (Poterba, 2014:2-11). 

Many elderly individuals (especially among the poor and unemployed) enter old age with little 

to no private savings for retirement (Holzmann et al., 2019:3-5). Part of the failure of this model 

is that it relies on rational agents to plan properly for the future. In the real world, uncertainty 

negatively impacts one’s savings and the standard LCS model does not capture this reality 

(King, 1983:2-7). Due to the uncertainty of life, individuals cannot accurately estimate their 

lifespan and may not save accordingly. Additionally, real world agents seem to have much 

higher future discount factors as present spending is prioritized by nature of their insufficient 

retirement savings. While those in the upper-income brackets are able to fund their retirement 

in the manner of the Lifetime Consumption-Savings model (and even have enough savings left 

over for bequests), the poor and some of the middle class often lack sufficient private savings 

for their retirement. If individuals had perfect information about their lifespan and the ability 

to utilize all market options, private insurance and personal decisions would be sufficient in 

smoothing consumption throughout one’s lifetime (Barr & Diamond, 2006:2-3). However, this 

is rarely the case, and these factors essentially result in incomplete markets due to asymmetry 

of information for the Lifetime Consumption-Savings model for a considerable portion of the 

population. Individuals are unable to know their exact lifespan and funding requirements, so 

under uncertainty they often under-save during their working years leaving insufficient funds 

for retirement (Barr & Diamond, 2006:2-3).  

Incomplete markets often necessitate government intervention. Governmental administration 

in mandating behavioural decisions ensures that individuals make socially beneficial actions 

and allows for the additional societal benefit of redistribution (Barr & Diamond, 2006:3). 

Unlike standard insurance plans, governmental intervention can even allow for 

intergenerational redistribution and allow the elderly who are no longer working to receive 

benefits from the funds of the currently working. This solution would not be possible in a 

private market as without government intervention, the elderly cannot provide reason for the 

young to provide them with retirement funding (Viard, 2002:2-6). However, by providing a 

tax-benefit system that promises to redistribute retirement funding to the currently employed 

when they retire ensures an allowable transfer from the working to the elderly that a private 

market could not provide due to the lack of compulsion that only a long-lived government can 

have (Viard, 2002:2-6). This governmental redistribution from the working to the elderly 
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allows for poverty that results from insufficient savings to addressed as well as inequalities that 

may be part of the reason that an individual enters retirement with insufficient savings.  

Over the past two centuries, much of the world has begun instituting government funded social 

security measures for the elderly. Unfortunately, an estimated nearly 75 percent of the world’s 

population lacks adequate social security (Bloom & McKinnon, 2013:2). Each nation has their 

own specific way of providing financial social security in accordance with national needs, 

cultural values, and revenue constraints. The largest challenges faced by nations regarding 

providing social security for the elderly are the rising share of elderly population, the elderly 

population living longer, and government budget constraints. Social security refers to 

government institutions intended to aid those less able to provide for themselves (due to injury, 

disability, or old age) by smoothing consumption for the periods when individuals would 

otherwise face economic hardships (Black et al., 2015:169-189). These institutions are 

intended to mitigate the financial risk of the inability to finance personal consumption due to 

personal circumstances through public finance to ensure the welfare of disadvantaged 

individuals. The revenue for these publicly provided social security programmes are generally 

collected by taxation – sometimes from general revenues and otherwise through specific taxes 

such as the Old Age, Survivors, and Disability Insurance (OASDI) tax in the United States. 

National governments additionally provide tax incentives for privately financed social security 

programmes, such as private pensions, in order to ensure further provision of social security 

while removing the intertemporal provisioning risk burden from the government. Therefore, 

tax incentives are essentially a risk premium paid by the government for the private assumption 

of risk for social security provision.  

1.2 Social Security Measures in the South African Context 

Like much of the rest of the world, South Africa is beginning to experience the phenomenon 

of an aging population (May, 2003:v). While nowhere as severe as developed nations, the 

population growth rate in South Africa has declined partially because of declining fertility and 

this trend is expected to continue into the future (United Nations, Department of Economic and 

Social Affairs, Population Division, 2019:4). Along with these trends, the expected life 

expectancy on South African individuals as well as the percentage of the population that is 65 

years of age or older are also expected to increase as they have since post-Apartheid (up to 5,5 

percent of the population in 2020 from 4 percent in 1990 and is expected to increase to 10,5 

percent of the population by 2050) (United Nations, Department of Economic and Social 
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Affairs, Population Division, 2019:4). While South Africa’s life expectancy is below 80 years 

partially due to diseases such as HIV and Tuberculosis, the three-period Lifetime 

Consumption-Savings model suffices in exemplifying one’s decision-making during working 

years and will be adequate to model individual spending behaviour in retirement (United 

Nations, Department of Economic and Social Affairs, Population Division, 2019:4-5).Taking 

these life expectancy expectations in mind, a larger share of the South African population being 

65 or older suggests that more focus needs to be placed on this growing age group of the 

population.  

Historically in South Africa, social security for the elderly was seen as merely a tool to keep 

the poorest out of starvation and was given as a supplement to familial support (Sagner, 

2000:525-530). While this concept has changed over time – especially after apartheid – there 

is still some notion that social security for the elderly provided by the government should only 

meet basic needs ingrained in the system. In evaluating current social security policies and 

motivating potential reform, this historical influence should be taken into consideration. The 

changes to South Africa’s political and age cohort demographics in the post-apartheid society 

bring about different focuses on societal values along with a greater focus on distributional 

justice for all underprivileged groups.  

The global trends of an ageing population also coincide with many elderly individuals world-

wide being financially insecure in their retirement. In South Africa, roughly 25 percent of 

elderly individuals are chronically poor (May, 2003:11-14). Poverty and inequality are only 

exacerbated by old age and social welfare necessitates provision for vulnerable members of 

society. The legacy of Apartheid has ultimately distributed inequal opportunities to many of 

those currently in old age in South Africa and persistent high levels of poverty suggest that 

South Africa’s current social security net – especially for the elderly – may be insufficient. To 

ensure financial security in old age for South Africans, current measures of social security 

should be re-evaluated to determine the distributional impact of the policies for the good of 

South African citizens. While social security has many facets, a nation’s tax code is a logical 

starting place to look when assessing government involvement in social security. In the South 

African Tax Code, the main fiscal expenditures afforded to the elderly are an Old Age Grant 

given to those 65 years or older who fall below a minimum annual income, a tax rebate resulting 

from a higher income tax threshold before one needs to start paying tax (when compared to 

individuals below age 65), and a Medical Expenses Tax Credit. The two largest challenges 

faced by elderly individuals are maintaining sufficient income after ceasing work and 
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increasing medical costs due to the complications of old age (United Nations, Department of 

Economic and Social Affairs, Population Division, 20161-2). As a result, tax expenditures in 

these areas pertain most closely to elderly individuals, in any case. 

In addition to supplementing income for those already in old age, the South African 

government (alongside many other governments worldwide) seeks to mitigate the insufficient 

savings issue while individuals are still working by providing tax preferences towards pension 

contributions (Redonda & Axelson, 2021:1-2). These tax expenditures through the personal 

income tax make private savings through pensions relatively more attractive through tax 

deductions on contributions, interest deferral, and preferential tax treatment upon withdrawal. 

Together these pension-related tax expenditures make up roughly 35 percent of total tax 

expenditures (South African National Treasury, 2021:129-134). As a result, the government 

forgoes a significant amount of tax revenue through their pension treatment to encourage 

savings during working years in hopes of reducing the need of additional government 

supplementation of income in retirement.  

Government intervention in providing social security to the elderly in South Africa is split into 

grants provided to the poor and tax expenditures for those with incomes and/or wealth that 

exceed the means tested threshold for eligibility for the grant. As a result, different measures 

must be taken when evaluating whether the intervention measures effectively provide social 

security to their intended beneficiaries. The Old Age Grant is targeted towards the poorer 

elderly individuals of South Africa via means testing and should therefore be evaluated on the 

merits of how well it alleviates poverty. As for the tax expenditures offered through the 

personal income tax for elderly individuals, they primarily benefit those in the middle and 

upper classes as South Africa has a more limited tax base in part due to high levels of inequality. 

The increased tax threshold offered to elderly individuals is applied as a rebate and the medical 

expenses tax credit has been reformed to be a tax credit from a deduction previously. These 

two tax expenditures help those in the middle class far more than a tax deduction would because 

they are applied to the amount of tax owed rather than simply reducing taxable income (which 

would benefit those with larger tax burdens and higher tax brackets more). Additionally, the 

preferential pension tax treatment also benefits people of all income groups if they are 

employed in an occupation that offers a pension. While the higher income deciles are benefitted 

to a higher degree by the preferential pension tax treatment due to contributing more into their 

pensions on average, even those in the lowest income deciles can receive the benefits of this 

tax expenditure, provided that they are formally employed in a job that provides a pension. 
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However, due to the high levels of unemployment in South Africa as well as a large informal 

employment sector, many of the poorer South Africans are not able to take advantage of the 

preferential pension plan tax treatment and therefore this tax expenditure is reserved for those 

who are formally employed. Therefore, the preferential pension tax treatment must be 

evaluated with respect to how it provides social security in old age for those who were formally 

employed during their working years.  

The four fiscal instruments by the South African Government that seek to address portions of 

the breakdown of the Lifetime Consumption Savings Model approach the issue with different 

methods of targeting. The Old Age Grant primarily seeks to provide a government funded 

annuity-like payment to the elderly to provide consumption smoothing in old age when the 

elderly may face physical difficulties if they were to attempt to continue work. This grant uses 

means testing to provide this fiscal expenditure to the poor alone. The increased tax threshold 

for the elderly is targeted to those with incomes that make them ineligible for the Old Age 

Grant. The higher threshold provides an increased tax shielding above what younger 

individuals face to protect income sources for retirement – such as pension annuities, wages, 

rental income, and any other sources of income – up to a certain amount. As the elderly have 

less of an ability to save and react to financial difficulties than their younger counterparts and 

may face higher medical cost burdens due to ageing, the government makes tax allowances to 

allow the elderly to avoid taxation on their income up to the increased tax threshold. This tax 

expenditure creates consumption smoothing and primarily protects the pension income of those 

in lower tax brackets from taxation up to the tax threshold. The Additional Medical Expenses 

Tax Credit acts to reduce the burden of high medical costs for the elderly for the portion of the 

elderly with incomes large enough to require them to pay tax. While many of the poor elderly 

utilize the public sector for medical care, the slightly more affluent elderly are far more likely 

to utilize the private sector for healthcare via medical aid schemes (Golomski, 2017: 6-9). The 

costs of private healthcare far exceed the public sector, and this combined with an increased 

need for medical care due to complications of old age result in high medical cost burdens for 

the elderly. The tax credit violates standard horizontal equity (under which individuals with 

similar incomes would pay similar amounts of tax) and instead is underpinned by the ability-

to pay principle by differentiating that those of identical incomes may face different amounts 

of unavoidable medical care costs (Elkins, 2006: 44-46). Therefore, the tax credit reduces the 

tax burden for the elderly who are faced with higher medical costs, where their consumption 
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would otherwise be diminished in the face of allocating a greater portion of income to health 

expenses.  

The preferential tax treatment of pensions incentivizes savings by workers during their 

occupational years to attempt to have the workers be able to privately amass sufficient 

retirement savings to privately smooth their consumption in their older years on their own. It 

is expensive to fund an annuity for individuals and as the life expectancy in South Africa is 

rising (outside of the COVID-19 pandemic), this expense only rises. This is the reason why 

many companies have moved to defined contribution retirement plans, where the employer 

provides a retirement contribution up-front, from defined benefit funds, where the employer 

must pay a promised amount as the benefit upon retirement. Defined contribution plans shift 

most of the risk onto the employee, whereas defined benefit funds place the majority of the risk 

on the employer to maintain sufficient funds for disbursements (Barr & Diamond, 2006:6-8).  

Since the Old Age Grant is the government’s version of a publicly funded defined benefit fund 

for the elderly, it is in its best interest to move individuals who are financially able to shoulder 

the risk of funding their retirement to private retirement plans to minimize financial risk and 

burden for the government. Additionally, the South African government does not have the 

budget to provide adequate consumption smoothing for those in higher income brackets. As a 

result, the government offers preferential tax treatment to pension contributions to shift this 

risk onto the individuals during the span of their employment. Therefore, the tax revenue 

foregone can be equated to a risk premium paid to workers to privately save for their retirement 

rather than rely on the government. As tax expenditures only benefit those who are subject to 

tax, this preferential taxation of pensions primarily benefits those with incomes above the 

poverty line and who are formally employed. While this preferential tax treatment of pensions 

occurs throughout an individual’s working years, the pension is intended to be utilized during 

retirement and is therefore a government subsidized instrument of consumption smoothing in 

old age.  

Through the use of the aforementioned fiscal instruments, the South African government seeks 

to alleviate the burden and risk of financing one’s retirement. Together they form a 

comprehensive social security blanket for the entire elderly population that is more than just 

the Old Age Grant. To ensure the welfare of elderly South Africans during a vulnerable period 

of their life, the social security net must provide a minimum degree of adequacy to its intended 

beneficiaries and work to address incomplete markets. The goal of this investigation is to 
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evaluate how effectively the South African government has reacted through its use of fiscal 

instruments in response to market failures and incomplete markets within the retirement 

savings market. For each fiscal instrument intended to address these market issues, 

investigation into whether the governmental policy helps its intended beneficiaries and to what 

extent will be undertaken through means of microsimulation. The fiscal instruments intended 

to reduce the financial burden of old age need to be analysed to determine if they are in the best 

interest of South Africa given its poverty and inequality levels as well as the revenue costs of 

the instruments.  Both tax expenditures and grants will be analysed to encompass government 

policy for all segments of the South African elderly population and not restricting the analysis 

only to tax-paying individuals. A distributional analysis of the grant and tax expenditures 

available to the elderly will explain where the government expenditure is distributed in terms 

of income groups. Simulations on different fiscal instruments will be considered separately as 

well as in concurrent analysis to determine their impact on the elderly in South Africa within 

the context of addressing the breakdown of the Lifetime Consumption-Savings Model along 

with incomplete markets.  

1.3 An Overview of Microsimulation and the SAMOD 

Fiscal instruments primarily have a microeconomic impact. Therefore, simulation of the impact 

of policy reform on socioeconomic factors using economic data is a desirable non-experimental 

method for investigation. When available, microsimulation techniques are preferable for 

gaining initial insights into the static impact of potential reforms in an environment without 

any real-world consequences. Microsimulation models are commonly used for welfare and 

distributional analysis that can measure the impact of reforms on households or individuals 

(Blömer & Peichl, 2020:2-3). This modelling accounts for the heterogeneity of individuals 

through the use of underlying microeconomic data and allows for a determination of the 

characteristics of the individuals who benefit from or are burdened by policy reforms 

(Bourguignon & Spardo, 2006:78-79). Resultingly, microsimulation lends itself to be a useful 

evaluation measure for fiscal policy when results are aggregated to determine static changes in 

government revenue caused by policy reform (Bourguignon & Spadaro, 2006:79). These two 

facets combined make microsimulation an effective empirical method in measuring an 

estimated impact of hypothetical fiscal instrument reforms. 

A significant microsimulation model within the economic community is the EUROMOD 

which utilizes micro-level data from European Union Countries for the simulation of taxation 
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and entitlement benefits. The EUROMOD is useful in tax-benefit microsimulation by 

modelling the economic impacts of reforms on poverty, inequality, and government revenue 

and expenditures (Sutherland et al., 2008:4-6). The EUROMOD framework for 

microsimulation has made it possible for an adaption of the model to other countries, such as 

South Africa. The SAMOD was created by researchers at SASPRI using the EUROMOD 

software and uses indexed survey data from the South African Living Conditions Survey (LCS) 

and National Income Dynamics Study (NIDS) to provide estimated values for microsimulation 

(Wright et al., 2018:2). While those two surveys are known to be less accurate at the upper end 

of the income scale due to misreporting and refusal to answer, the focus of this investigation is 

on those more at risk of poverty in old age, so this issue will be less impactful on the results 

and interpretations of the microsimulations undertaken. For more accurate data on individuals 

in the upper income brackets, administrative tax data from the South African National Treasury 

would need to be utilized (Wright et al., 2018:11-19).  

Since the surveys utilized as the underpinning data set for microsimulation are not conducted 

annually, uprating factors are utilized to account for time-based changes. The SAMOD uprates 

monetary values by utilising the Consumer Price Index and change in average earnings as its 

main economic indicators (Wright et al., 2016:6-7). The most recent NIDS Data set used in the 

SAMOD was collected in 2017 and the LCS was collected in 2014/2015, so uprating to 2020 

allows for microsimulation (Wright et al., 2020). While utilizing uprated data may not give a 

perfect representation of what the survey data would be if the NIDS and LCS were conducted 

in early 2020, they give reasonable estimates for individual level data given time-dependent 

adjustments. Values for taxes and social transfer benefits are added on an annual basis to ensure 

that policy reform can be estimated with accurate values.  

Use of the SAMOD will allow investigation into the impact on poverty, inequality, and changes 

in income for the five income quintiles to estimate a static response to any policy reforms from 

the baseline at the beginning of 2020 (Wright et al., 2020). Poverty indicators will be measured 

against the lower bound poverty line unless otherwise specified. Additionally, revenue and 

expenditure implications to reforms can be measured to allow for a more comprehensive 

understanding of the costs and benefits of policy changes. While static microsimulation does 

not allow for any dynamic effects due to changes in behaviour to be explored, it does give an 

insightful look into the initial impacts of any policy reforms (Blömer & Peichl, 2020:2-3). For 

the estimation of dynamic responses to policy, additional models that incorporate economic 

behaviour and equilibrium dynamics need to be integrated into the microsimulation. However, 
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the ability to estimate the monetary and social impact of any policy reform even in a static 

microsimulation environment is extremely useful in informing fiscal policy.  

2. Investigation of the Old Age Grant as a Fiscal Instrument 

2.1 An Overview of the Old Age Grant 

Since South Africa lacks social assistance safety nets for the unemployed that are prevalent in 

more developed nations, poverty is a serious issue for those lacking employment (Van der Berg, 

2002:6-7). Without the OAG, the social security issues seen in the working-age population 

would be exacerbated as many of the elderly are less physically able to continue employment 

than their younger counterparts. Additionally due to their age, the elderly far less likely to have 

children to take advantage of the child support grant as a means to supplement their income 

unless a younger family member in the household has children. As a result, to avoid abject 

poverty in the elderly population who are unable to continue working or were unemployed 

prior to old age, government funded income support is needed for the poorer section of the 

elderly population. This need is filled by the Old Age Grant.  

Due to a lack of sufficient retirement insurance for the less wealthy (especially during the 

Apartheid era), most individuals have little funding for their retirement outside of the Old Age 

Grant (Black et al., 2015:172-173). Given the poverty in South Africa, this means that the OAG 

makes up a large portion of social grants paid out by the South African government - an 

estimated 18,6 percent as of 2014 (Black et al., 2015:176-177). While the government increases 

to the OAG annually do not completely account for inflation, the grant still makes up a 

considerable portion of the national budget spent on social assistance. There have been some 

long-term revenue concerns regarding social grants in South Africa since the expected average 

growth rate for expenditure on the grant is expected to be 8,8% over the 2018/2019 to 

2021/2022 tax years combined with the high number of grant recipients per taxpayer are 

indicative of a looming future fiscal burden (National Treasury – Republic of South Africa, 

2019:8). This may eventually result in future funding issues for social grants such as the Old 

Age Grant. While the OAG amount paid should be sufficient to provide financial support for 

the elderly, it should not be an unsustainable amount that could impact the long-term financial 

stability of the grant (Bloom & McKinnon, 2013:11-12). 

The Old Age Grant (also known as the Old Age Pension) is a means tested grant given to 

elderly individuals earning less than R86280 per annum and with assets below R1,15 million. 

This grant is issued to a maximum amount of R1780 per month for those under 75 years of age 
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and up to R1800 per month for those above 75 as of the beginning of 2020. 2020 is the most 

recent available year of data for microsimulation in the SAMOD at the time of this investigation, 

so it will be utilized as the year of analysis. The grant has been increased for inflation since 

then, but these values will not be utilized for these microsimulations. The Old Age Grant is 

intended as a social security measure intended to provide a monthly income for the 

impoverished elderly in South Africa. This grant primarily aids those with low incomes and 

assets to ensure those without retirement saving do not end up in poverty as they age, and 

labour-derived income becomes less practical or likely. In terms of social security needs, the 

lower three quintiles (primarily the lower two) need social assistance and provisions to ensure 

welfare in the face of unexpected loss of income as their low wages do not allow sufficient 

savings for consumption smoothing (Black et al., 2015:185).  

The OAG is paid out nearly universally to those meeting the age criteria with only benefit 

reductions due to means testing among middle- and high-income earners in retirement, which 

reduces stigma and targeting costs while ensuring potential provision to nearly the entire 

elderly population (Black et al., 2015:179). Currently 3,1 million of the 4,4 million elderly 

individuals in South Africa receive the Old Age Grant, which is slightly over 70 percent 

(Department of Social Development – Republic of South Africa, 2021:12). The full value of 

the OAG is set at “more than twice the median per capita household income of Africans” which 

indicates some degree of adequacy in providing social security and reducing poverty (Case & 

Deaton, 1998:1335). The grant is paid in full to those who have non-pension income less than 

60 percent of the maximum benefit amount and with incomes beyond that, the benefit is 

reduced by R0,50 for each additional Rand earned (Black et al., 2015:172-173). This benefit 

reduction beyond the threshold has economic consequences in that it economically discourages 

work for low-income elderly workers as there is a low return to work for income subject to the 

benefit reduction. The benefit reduction acts as an effective 50 percent tax rate on private 

income for those above the threshold for the full benefit, which has discouraged retirement 

savings along with employment among low-income workers (Black et al., 2015:176). In order 

to combat the poverty trap and financial disincentive for work in old age for the poor created 

by the means tested reduction in the OAG, an investigation was conducted to determine 

whether the OAG should be universally provided (Van der Berg, 2002:30-31). However, the 

study concluded that the fiscal cost of this reform would be too great for the South African 

government, which is why means testing remains as part of the OAG despite its negative 

economic consequences.  
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The Old Age Grant is financed from general tax revenues and is not specifically paid for or put 

aside for individuals, which deviates from social security pension systems used in other nations 

(like the United States for example) (OECD, 2017: 1-3). The United States approached the 

Lifetime Consumption-Savings model breakdown by creating a separate contribution system 

for old individuals financed intertemporally by individuals who are currently working. As 

South Africa uses general revenues to finance the old age grant, amounts paid out are reflective 

of need rather than the amount paid in (especially as those earning above the tax threshold in 

retirement do not receive the grant).  

As an alternative to funding the Old Age Grant from general revenues, a Pay-As-You-Go 

(PAYG) retirement scheme may have some merit in South Africa as the population in South 

Africa is still rising, although in the future, the elderly population is set to increase at a rate 

faster than the overall population. PAYG retirement funds use contributory payments from the 

currently working to directly fund those in retirement receiving benefits (Weil, 2008:116-120). 

Those currently working will receive benefits from the next generation and the system 

continues as long as population is stable or growing according to the Overlapping Generations 

Model (Viard, 2002:2-4). This may make a PAYG system function in the short run, but if South 

Africa follows its estimated population trends, it may run into funding problems as the 

population ages as experienced by many developed nations (Department of Social 

Development – Republic of South Africa, 2021:42-45). The Pay-As-You-Go system requires 

stable or growing birth rates to maintain financial solvency without an additional source of 

revenue, which creates the risk of variable benefits if population growth declines as seen by 

the issues faced by the Social Security system in the United States. Additionally, due to a rather 

limited tax base, adequate funding for this scheme may be infeasible and an imitation of Social 

Security in the United States with benefits being based on contributions is likely out of the 

question for equity and adequacy reasons. Therefore, while a PAYG system may allow for 

more earmarked and trackable funding of the Old Age Grant, it is a poor fit to the South African 

context. 

The OAG is not a contributory programme, it is not suffering from issues related to an ageing 

population in developed countries in pay-as-you-go systems where there is an insufficient 

number of workers to fund the working population as the systems were built supposing 

continuous population growth (Viard, 2002:11-28). Old Age Pension acts as a redistribution 

from the working younger age cohort to the retired elderly cohort and functions through 

implied future continuation of the benefit into the future (Bloom & McKinnon, 2013:3). The 
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funding of the redistribution out of general tax revenues has created financing difficulties for 

the grant payments in the post-Apartheid era where a far larger portion of the population 

became eligible for the grants with only a modest increase in the tax base (Barrientos, 2002:20). 

The South African government has had to balance between providing an adequate grant amount 

and setting aside the revenues to fund the grants from the general budget. While the near-

universalised Old Age Pension in South Africa does account for a relatively large portion of 

the GDP and government expenditure, it is an effective tool at uplifting the poor in old age 

(National Treasury – Republic of South Africa, 2019:2-15). As the administration for the OAG 

is relatively well run compared to other government programmes especially after recent 

reforms, this ensures that the elderly are not excluded from receipt of the OAG due to living in 

remote locations or from a lack of education on how to enrol for the benefit (Van der Berg, 

2002:22-24). 

The Old Age Grant is often the main source of retirement income for individuals and in some 

cases used to supplement the income of family members (Ralston et al., 2016:2-3). While 

around half of the labour force has access to occupational insurance (which amounts to mainly 

retirement plan funding and health insurance), the rest of the labour force that is not formally 

employed must rely on state-funded social security measures, such as the Old Age Grant, to 

provide retirement income (Van der Berg, 2002:5-6). With individuals living longer and 

entering retirement with insufficient savings to finance their non-working years, there is a clear 

breakdown of the Lifetime Consumption-Savings model where individuals are not properly 

smoothing their consumption (primarily due to lack of excess income for those who end up 

eligible for the old age grant). As a result, there may be a need to re-evaluate the Old Age Grant 

to better provide social security for the poorer elderly members of the South African society. 

This investigation will seek to evaluate the distributional impact of the old age grant to 

determine its effectiveness in eliminating poverty (Barrientos, 2002:24-26). However, when 

approaching any reform, the political sustainability of the OAG nearly necessitates that the 

grant be subjected to parity or be increased due to the political popularity of the OAG.  

Currently in South Africa, reception of the Old Age Grant is more prevalent among African 

individuals than White South Africans in part due to the historical legacy of Apartheid. In the 

past, Whites were more likely to participate in occupational pension plans and have wider 

occupational opportunities, in part causing the differences in retirement income levels that 

account for the differences in qualification for the OAG between races (Barrientos, 2002:11-

12). As the OAG has a greater take up rate among African individuals, it is important that it 
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meets the standard of adequacy to correct past wrongs that contributed to the lower retirement 

savings for those individuals due to Apartheid. African individuals in South Africa receiving 

the OAG are also more likely to be living with younger family members than their White 

counterparts and in part use their grant to supplement the income of the family. (Barrientos, 

2002:13-15). This stresses the importance of the OAG in providing social security in old age 

and indicates that the grant has wider-scale implications on poverty alleviation. Among African 

individuals, the OAG accounts for nearly half of their sources of income on average, while less 

than a tenth for White South Africans. This racial disparity indicates that the OAG acts as a 

partial redress for past injustices that account for the income disparity between races and 

justifies a need to ensure that the grant is adequately providing social security in retirement for 

historically disadvantaged individuals. 

In the past, the OAG was available to women at age 60, while men were only eligible at age 

65, but that was amended to make the eligibility age become 60 for both men and women as of 

2010. As the OAG acts as annuity in terms of how it is paid out as there is a set inflation-

adjusted payment monthly for the rest of one’s life, this grant helps to overcome some gender 

equity issues that are faced by private pensions where women spend fewer years in the 

workforce, but live longer on average (Bloom & McKinnon, 2013:12). 

Those who are eligible for the OAG generally either have relatively small or no access to 

private pensions. The means tested income restrictions ensure that those with private funding 

for their retirement to an adequate level are ineligible for the public pension provided through 

the OAG (Van der Berg, 2002:22-23). This fact clearly demarcates the OAG as a public sector 

fix for the poorer segment of the elderly having insufficient incomes to finance consumption 

in retirement. There are of course exceptions. Individuals with provident funds that have 

limited benefits, those who spend a majority of the fund during retirement, and those who 

withdraw their funds early may be eligible for the Old Age Grant due to their lowered incomes 

meeting the means test threshold (Van der Berg, 2002:22-23). 

The Old Age Grant has been quite successful in reducing poverty among the elderly as poverty 

among the elderly fell from 55,6 percent down to 36,2 percent between 2006 and 2011, 

although this proportion is still relatively high (Strijdom & Diop, 2016:1-2). This poverty 

decrease was in part due to education campaigns and better organization and service delivery 

provided through the South African Social Security Agency (SASSA) created in 2006 which 

allowed for greater inclusion of the elderly in rural areas who previously had lower 
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participation rates. Ensuring that all elderly South Africans have access to the Old Age Grant 

is an essential step in ensuring social security of the vulnerable older members of society. Given 

that the Old Age Grant is a significant portion of income for households in the rural regions, it 

is vital that rural elderly individuals can receive the grant (Van der Berg et al., 2010:31-32). 

 

2.2 Empirical Investigation of the Old Age Grant 

2.2.1 Motivation for Microsimulation of Reforms 

To reform government grants the most viable methods are to either alter the amounts 

distributed or to change the targeted base of people who are intended to receive the grant. For 

the Old Age Grant, alterations of the grant amount should generally be limited to percentage 

and nominal increases. This is because any tiering of the grant at incomes outside of the phase-

out that occurs after the income threshold is met would unnecessarily complicate the grant 

structure. It would additionally require more administration that could negatively impact the 

pay-outs of these vital grants through losses in efficiency. Given that nominal increases or 

decreases are not very useful for interpreting the impact of changes to the grant amount, 

percentage increases (with reference to inflation) and reductions to poverty line indicators will 

be used to assess the impact on poverty and inequality of any potential reforms. Changes to the 

targeted tax base are also somewhat restricted.  

Since the Old Age Grant is widely available and only restricted by age and a reported income 

threshold, any changes to the current system besides alteration of the income threshold could 

increase administration (as the closer a grant is to a universal grant, the less administration is 

required to determine income threshold compliance) and undo some of the effort over the past 

years to ensure that all eligible elderly individuals are able to receive the grant. Recently, the 

OAG was reformed to make it available to both men and at age 60, where previously men had 

to wait an extra 5 years for eligibility. Given that the average eligibility age was decreased and 

that lifespans in South Africa are not increasing at a too rapid rate, it does not seem necessary 

to undertake gradual increases to the social security eligibility age as has been done in more 

developed countries who are experiencing ageing populations faster than South Africa. 

Therefore, grant base reduction or expansion reform will primarily be focused around the 

poverty and inequality economic impacts of alteration of the income threshold to be eligible 

for the grant. These reform simulations will be done on a percentage basis with reference to 

poverty and income quintile indicators. The microsimulations will seek to evaluate whether the 
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current level of the OAG is sufficient in addressing poverty and inequality among the elderly 

or if an alternative monthly OAG amount is more effective given revenue change implications. 

2.2.2 Methodology of 2020 Baseline Microsimulation Investigation 

The SAMOD is utilized to investigate the Old Age Grant under current conditions and under 

theoretical reforms. Using the Statistics Presenter application of the SAMOD, outputs of 

poverty, inequality, and revenue/expenditure indicators as well as their allocations can be 

produced from microsimulation. The current conditions of the OAG relative to a counterfactual 

simulation where the OAG does not exist will be used to contextualize where reform may be 

needed as well as to determine the magnitude of expenditures and distribution of benefits 

within the South African population. This baseline simulation will indicate the static impact of 

the OAG on overall poverty and poverty in families with older individuals along with Gini 

coefficient and incomes of the five income quintiles. 

2.2.3 2020 Baseline Microsimulation Investigation Results and Discussion 

Utilizing the SAMOD, the Old Age Grant costs approximately 80 billion Rand per year at the 

2020 grant amounts, which is a maximum of R1860 per month for those under 75 and R1880 

for those 75 and older from the beginning of 2020 (Wright, et al., 2020). This is of course a 

large fiscal expenditure that will likely only grow as the share of the population that is elderly 

increases over the years and as the grant amount is increased to adjust for inflation. However, 

the OAG has a significant impact on reducing poverty in South Africa. The Old Age Grant is 

estimated to reduce poverty by 7,51 percent overall and by 30,95 percent in households with 

elderly individuals (when compared to a counterfactual simulation where there is no OAG). 

The OAG alone reduces the Gini coefficient by 0,028 and is responsible for approximately and 

additional R2000 in income per annum for the average household in the lower three income 

quintiles. These values indicate the significant impact of the OAG in reducing poverty and 

inequality in South Africa.  

However, if one were looking to alter the monthly amount given for the purposes of some 

degree of fiscal austerity while seeking to minimize the impact on poverty that would be 

induced by any reduction in the grant amount, potential reforms could be to reduce the grant to 

either the monthly upper or lower poverty line for 2020 which are R1268 and R840 per month 

respectively (Wright et al., 2020). In 2021, the monthly upper bound poverty line has increased 

approximately 5,3 percent to R1335 and the lower bound poverty line has increased 6 percent 

to R890 for 2021 (Statistics South Africa, 2021:3), but 2020 values will be used for this 
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investigation given available data. Given that the aim of the Old Age Grant is to reduce poverty 

and assuming that some elderly individuals have no other sources of income outside of the Old 

Age Grant, the minimum allowable amount payable by the OAG should be the poverty lines 

to minimize poverty among the elderly.  

2.3.1 Methodology of Simulated Reductions to the Old Age Grant 

In order to simulate the impact of a reduction of the Old Age Grant amount to the upper and 

lower bound poverty line, alternative scenarios where the allocated monthly amount for the 

OAG are changed to R1286 and R840 respectively (with no change applied to the R20 boost 

given to those age 75 and above) in the SAMOD are microsimulated. Rules regarding the 

income threshold for eligibility will be unchanged to isolate the impact of the grant increase. 

Comparison tools within the Statistics Presenter application in the SAMOD will be utilized to 

determine the income-based results of the reduction of the grant on changes in government 

expenditure, poverty levels of the overall population as well as households with elderly 

individuals, the Gini coefficient, and average annual income levels for those in the lower 

income quintiles who are impacted by the reform. Results are presented in Table 1 in the 

subsequent section. 

2.3.2 Results and Discussion of Simulated Reductions to the Old Age Grant 

Table 1: Simulation of the Old Age Grant Using the Poverty Bounds as the OAG Amount 

Simulated 

Monthly 

OAG  

Amount  

Percentage 

Change in OAG 

Amount from 

2020 Baseline 

Reduction in 

Government 

Expenditure 

Overall 

Poverty Level 

After Reform 

(Net Increase 

in Overall 

Poverty) 

Poverty for 

Households 

with Elderly 

Individuals 

After Reform 

(Net Increase 

in Poverty) 

Increase in  

Gini 

Coefficient 

R1 268 -32% R27,5 Billion 28,74% 

(2,97%) 

32,09% 

(11,60%) 

0,0073 

R840 -55% R46,6 Billion 30,48% 

(4,71%) 

39,79% 

(19,31%) 

0,0136 

 

In the alternative scenario where the OAG was reformed to the upper bound poverty line of 

R1268 per month as seen in Table 1, there would be a R27,5 billion reduction in government 

expenditure on the Old Age Grant programme. However, using the upper poverty bound, this 

would have the impact of increasing the share of the population in poverty from 25,77 to 28,74 

percent for a net change of 2,97 percent and this also increases poverty in households with 

elderly individuals from 20,49 to 32,09 percent for a net change of 11,60 percent. The Gini 
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coefficient is expected to increase by 0,0073 due to this reform and those in the lowest income 

quintile are expected to have their annual incomes reduced by R466. As one can see, the OAG 

is vital in providing social security to the nation as it is one of the few social grants given to 

the poor. The significant increase in poverty for households with elderly individuals despite 

the grant amount meeting the upper bound poverty line emphasises that the OAG is used by 

inter-generational households as a significant income source for the entire household. 

Therefore, by proxy, the Old Age Grant acts as an income supplement that provides social 

security not only for elderly individuals, but also their entire households, especially among the 

poor. This implies that grant reductions will negatively impact more than just the elderly and 

will increase poverty.  

If the Old Age Grant were to be lowered to the R840 per month lower bound poverty line as 

presented in Table 1 above, government expenditure on the Old Age Grant is reduced by R46,6 

billion. In this case poverty increases from 25,77 to 30,48 percent overall for a net change of 

4,71 percentage points and would be increased from 20,49 to 39,79 percent of households with 

elderly individuals for a net change of 19,31 percentage points when using the lower bound 

poverty line to evaluate poverty. The Gini coefficient is expected to increase by 0,0136 and the 

20th and 40th income quantiles are expected to see their average annual household income 

reduce by R985 and R1328 respectively. This impact is even more severe than the reduction 

of the grant to the upper bound poverty line and would result in an overall poverty increase by 

150 percent from grant amounts of the upper to the lower bound for poverty in South Africa 

and a 166 percent increase for households with elderly individuals.  

Therefore, to minimize the impact on poverty and inequality while still reducing fiscal 

expenditure, the maximum recommendable reduction in the amount provided by the Old Age 

Grant should be to the upper bound of the poverty line. While this reform is feasible, the 

acceptability of this policy is likely low as worldwide public sentiment surrounding any 

nominal reduction of entitlement benefits outside of the long term is exceedingly negative (Gist, 

1996:345-354). The aim of the OAG is to provide an income supplement for the poor members 

of elderly South Africans who have insufficient funds to finance consumption in their old age 

and often lack the ability to work. Significant reductions in the OAG would only exacerbate 

poverty for the elderly from current levels and defeat the government’s fiscal attempts to fix 

the breakdown in the Lifetime Consumption-Savings model that the poor elderly face.  
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2.4.1 Motivation for Microsimulation & Methodology of Increases to the OAG 

Although there are fiscal expenditure constraints faced by the South African Government, the 

impact of an increase in the OAG on government expenditure, poverty, and inequality should 

be investigated to determine whether the current Old Age Grant amount sufficiently addresses 

the lack of savings that the poor elderly in South Africa have for retirement. If a larger OAG 

better addresses poverty and inequality among the elderly targeted by the grant, the reform 

should be considered for implementation, subject to its costs.  

From 2019 to 2020, the OAG amount was raised by 4,5 percent from R1780 to R1860 

(presumably to partially account for inflation) and this has been roughly the average increase 

since 2014 (Wright et al., 2020). 4,5 percent also is approximately the average inflation rate in 

South Africa over the past decade where the South African Reserve Bank inflation target is 

between 3 to 6 percent (although inflation did reach levels near the upper bound of the inflation 

target from 2012 to 2017) (Phiri, 2016:111-112). Therefore, to roughly keep the real purchasing 

power of the OAG constant, the approximately 4,5 percent annual increase is sufficient. 

However, in order to investigate whether larger increases in the Old Age Grant would have 

greater impact in reducing poverty among the elderly and to what extent poverty is reduced for 

the expenditure, microsimulation involving a 9 percent (double annual inflation), 18 percent 

(quadruple annual inflation) and 27 percent (sextuple annual inflation) increase from 2019 to 

2020 (leaving all eligibility criteria and grant increases for reaching 75 years of age unchanged) 

will be investigated in place of the 4,5 percent increase that took place to account for inflation. 

These amounts will be R1940, R2100, and R2260 per month respectively. Rather than 

continuing this large annual increase, these proposed reforms are of a one-time increase equal 

to 2-, 4-, and 6-times annual inflation increases applied in 2020 as opposed to the standard 4,5 

percent. The benefits from this one-time increase would theoretically be compounded to future 

years as the annual inflationary increase could be based on the upwards adjusted amount 

simulated and a one-time increase would have a lower revenue impact in the long run than a 

continuous higher percentage increase. Results from these simulations through the Statistics 

Presenter application in the SAMOD are presented in Table 2 in the subsequent section. 
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2.4.2 Results and Discussion of Microsimulation of Proposed Increases to the OAG 

Table 2: Microsimulation Results of Measured Percentage Increases to the OAG Amount 

Simulated 

Monthly

OAG 

Amount  

Percentage 

Increase in 

OAG Amount 

from 2019 

Increase in 

Government 

Expenditure 

Overall 

Poverty 

Level After 

Reform 

(Net 

Decrease in 

Overall 

Poverty) 

Poverty for 

Households with 

Elderly Individuals 

After Reform 

(Net Decrease in 

Poverty) 

Decrease in  

Gini 

Coefficient 

R1 940 9% R3,88 Billion 

25,62% 

(0,15%) 

20,19% 

(0,30%) 0,0011 

R2 100 18% R11,51 Billion 

25,10% 

(0,67%) 

17,91% 

(2,58%) 0,0029 

R2 260 27% R19,16 Billion 

24,54% 

(1,23%) 

15,48% 

(5,01%) 0,0046 

 

As presented in Table 2, if the Old Age grant had been increased 9 percent from 2019 to 2020, 

compared to the 4,5 percent increase that did occur to make the monthly OAG amount R1860, 

it would have cost an additional R3,88 billion in government expenditures. This would have a 

minimal impact on poverty, reducing overall poverty from 25,77 percent to 25,62 percent for 

a net reduction of only 0,15 percentage points. Households with older individuals would have 

seen a net poverty reduction of only 0,30 percentage points and there is a minimal impact on 

poverty with the Gini coefficient reducing by 0,0011 (if the grant were to see a doubled 

percentage increase from 2019 to 2020 when compared to the 2020 baseline figures). 

Households in the lowest income quintile would have seen their income rise by R76 per annum 

on average compared to the 2020 baseline.   

The 18 percent grant increase would cost R11,51 billion more than the 4,5 percent increase in 

2020, while overall poverty would only see a net 0,67 percentage point reduction and poverty 

in households with older people would reduce by a net 2,58 percentage points. The Gini 

coefficient would reduce by 0,0029 and those in the bottom two income quintiles would see an 

annual income increase of R176 and R251 respectively when compared to the 2020 baseline 

of the 4,5 percent grant increase. 

Finally, the 27 percent grant increase would cost R19,16 billion more than the 4,5 percent 

increase in order to reduce overall poverty by a net of 1,23 percentage points and 5,01 

percentage points net in households with older individuals. The Gini Coefficient would fall by 
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0,0046 and households in the lowest two income quintiles would see respective income 

increases of R333 and R446 annually on average compared to the 2020 baseline.  

The reduction in poverty overall and in households that include an elderly individual in the 

microsimulations that involved hypothetical grant increases emphasise the spill-over of the Old 

Age Grant to the family members of the elderly. While this spill-over of the grant is beneficial 

to the South African society as it provides a grant income to individuals that would otherwise 

be in poverty, in terms of grant targeting, it is less likely that grant increases beyond the current 

levels would have significant impact on reducing poverty for the elderly individuals themselves 

if the current R1860 grant amount already exceeds the R1268 upper bound of the poverty line. 

Therefore, while there are economic benefits to increases in the OAG, there is a diminished 

marginal benefit of increasing the OAG as increases no longer have poverty reducing benefits 

for the intended beneficiaries of the grant. Although it is not the intent of the Old Age Grant, 

the household gains from increases to the OAG can be viewed as an alternative to other poverty 

aimed grants, although better targeting could be utilized if the aim was to reduce poverty on a 

broader scale. While the spill-over of the grant to the younger members of the household 

including elderly individuals may act as a payment for taking care of their elderly family 

member, this is not the direct intention of the grant. A separate unemployment grant may be 

better targeted to serve those who are unemployed or underemployed but are still in the working 

age population, but it would entail further administration and therefore involve additional 

administrative costs for its implementation.  

Reviewing the results from the various static microsimulations of increases and decreases to 

the Old Age Grant while taking fiscal constraints in mind, it is recommendable to maintain 

current values of the Old Age Grant while maintaining the annual 4,5 percent inflation 

adjustment or if reform is desired, only a modest increase or decrease in the OAG amount 

would only have minimally negative impacts on revenue and poverty respectively. Given the 

high levels of unemployment, poverty, and inequality in South Africa, decreases in the OAG 

amount would have a more severe impact on the economy due to risk aversion, losses are felt 

more significantly by individuals than gains. In terms of social security for the elderly, for those 

whose income is only the OAG, being only slightly above the upper bound poverty line is a 

somewhat precarious position to be in for those who lack other sources of income to assist them 

as well as the high costs of long-term care when ageing. Therefore, from a standpoint of 

ensuring that the OAG provides sufficient social security to the elderly, only maintaining the 

status quo or moderate increases are recommendable.  
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2.5.1 Motivation for OAG Base Adjustments & Composite Reform 

The Old Age Grant means testing income threshold is set to be approximately what the higher 

income tax threshold is for individuals at age 65. This is intended to separate those whose 

income is low enough for the government to deem them in need of assistance and those who 

make large enough incomes in old age to be able to support themselves. The income tax 

threshold is currently R86280 for an individual, which is quite high considering that R50720 

is the average of the top income quintile for income in South Africa in 2020 (Wright et al. 

2020).  A composite reform of both the income threshold for the OAG and the increased tax 

threshold would lead to greater government expenditure when increasing the thresholds and a 

reduction when the threshold falls. Investigating microsimulation of adjustments to the income 

threshold for the OAG can advise the poverty and inequality impacts of potential reforms.  

The income threshold for the Old Age Grant is increased roughly 4,5 percent per annum on 

average to account for inflation to avoid “bracket creep,” which could cause individuals to see 

real reductions in the Old Age Grant amount they receive due to upwards adjustment in wages 

in response to inflation (Wright et al., 2020). When applying any increases to the OAG income 

threshold, these reforms have no impact on poverty and inequality according to the static 

microsimulation under the SAMOD, as the threshold far exceeds the upper bound of the South 

African poverty line and only leads to increased expenditure by making individuals with higher 

incomes become eligible for the grant. Increases to the threshold simply make individuals 

earning higher incomes eligible for the grant without any benefit to the poorest individuals, 

which would simply be wasteful expenditure that is not in line with the social assistance 

purposes of the Old Age Grant.  

Rather than increasing the income threshold, reductions may be more revenue conscious while 

having little to no impact on the grant recipients that fall on the lower end of the income scale. 

The means testing income threshold for the Old Age Grant in South Africa is set relatively high 

which indicates that it is intended to only exclude the small portion of the population at the top 

of the income scale from receipt of the grant while including the majority of the population 

who fall in lower income brackets (Van der Berg et al., 2010:18-19). While this broader 

inclusion may lead to less accurate targeting of the grant, it ensures that those in need of income 

supplements in old age are eligible for the OAG. This explains the current levels of the means 

tested income threshold. However, a lower income threshold for the Old Age Grant would 

allow for greater targeting of the poorest members of society and based on the government 
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expenditure savings from these reforms, there may be sufficient revenue to suggest increases 

to the OAG amount distributed. 

2.5.2 Methodology of Microsimulation of OAG Base Adjustments 

A microsimulation using the SAMOD will be undertaken to investigate the impact of a 

reduction of the income threshold of the Old Age Grant on revenue, poverty, and inequality 

indicators. Specifically, the income threshold for the OAG will be reduced to half of its current 

amount to R43140, while leaving the OAG amount distributed and the rules surrounding grant 

reductions unchanged (other than the altered income threshold). This amount was chosen so 

that results would be significant enough to determine the economic impact, while still 

maintaining an income threshold amount three times the annual upper-bound poverty line. The 

Statistics Presenter application in the SAMOD will be utilized to provide results on the net 

changes to government revenue before and after the reform as well as the impact on the overall 

poverty rate as well as for households with elderly individuals. The notable changes in income 

for the five income quintiles will be examined for the distributional impact of the reform The 

results from the restrictions on the simulation will provide evidence of the isolated impact of 

income threshold reductions for the OAG and will allow for motivation for a composite 

simulation that involves a modest increase in the OAG grant amount coupled with a reduction 

in the income threshold for the OAG.  

This composite microsimulation that will be run in the SAMOD will involve an increase in the 

OAG amount to R1910 per month while reducing the Old Age Grant income threshold to the 

previously modelled R43140 income threshold. The income threshold from the previous 

microsimulation was used as a baseline and the amount R1910 was chosen to determine 

poverty and inequality changes while maintaining a relatively revenue neutral reform. All other 

rules to the allocation of the OAG will remain unchanged to isolate the impact of this reform. 

Identical analysis technique to the previous reform on reducing the income threshold alone is 

utilized for this composite reform to provide results for analysis and discussion. 

2.5.3 Results and Microsimulation of OAG Base Adjustments & Composite Reform 

A SAMOD microsimulation of a reduction in the income threshold for the OAG provides 

interesting results. If the current individual income threshold were to be reduced to R43140 – 

half of its current amount – there would still be no impact on poverty for OAG recipients as 

that threshold is still nearly triple the annual upper bound of the poverty line. However, this 

income limit reduction for the means testing of the grant results in a reduction of R2,23 billion 

Stellenbosch University https://scholar.sun.ac.za



 
 

31 
 

in fiscal expenditure and slightly reduces income inequality as most of the grant reductions due 

to a lower income threshold for eligibility come from those in the top income quintile. This 

suggests that a revenue neutral method of reforming the Old Age Grant that reduces poverty 

and inequality may be to reduce the income threshold for grant eligibility while increasing the 

amount provided in the grant for those with lower incomes who are still eligible for the grant. 

This reform method makes the OAG more targeted towards the poorer portion of the elderly. 

However, this revenue neutral approach to reform may not be welfare neutral due to the nature 

of utilities where the utility loss of such a reform may not be equal to the utility gain.  

As for the composite reform, where the income threshold for the Old Age Grant is reduced to 

R43140 (half of its current level for individuals) and increase the grant payment to R1910 per 

month which is a R50 per month or 2,7 percent increase to current 2020 can be simulated in 

the SAMOD to test this theory. The results of this microsimulation relative to the 2020 baseline 

are presented in Table 3 below. This combined reform of the Old Age Grant yields a R46,22 

million reduction in fiscal expenditure, while reducing overall poverty by a net of 0,08 

percentage points and a net of 0,3 percentage points in households with elderly individuals with 

reference to the lower bound national poverty line. In terms of inequality, this reform reduces 

the Gini coefficient by 0,0005 and the bottom four income quintiles see their annual incomes 

rise on average, while the top income quintile sees an average income reduction likely due to 

those near the bottom of the quintile losing their eligibility for the grant.  

Table 3: Microsimulation of a Combined Grant Base and Amount Adjustment 

Simulated 

Monthly 

OAG 

Amount  

Percentage 

Increase in 

OAG Amount 

from 2020 

Baseline 

Reduction in 

Government 

Expenditure 

Net 

Decrease 

in Overall 

Poverty 

Net Decrease in 

Poverty for 

Households 

with Elderly 

Individuals 

After Reform 

Decrease 

in  

Gini 

Coefficient 

R1 910 2,7% R46,22 Million 0,08% 0,30% 0,0005 

 

Overall, this microstimulated experiment indicates that future reform of the Old Age Grant that 

seeks to have minimal revenue impact while having an impact on poverty and inequality can 

look to reduce the number of individuals eligible for the grant by reducing the means tested 

income threshold for the grant and in exchange increase the value of the grant. It is inadvisable 

to reduce the means testing income threshold for the grant too much lower than R43000 in 

order to ensure that the elderly in the middle-income categories are not subject to economic 
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hardship due to being partially or fully phased out of eligibility for the OAG as a result of any 

income threshold reductions. The amount of R43000 per annum may be too low as an income 

threshold for the OAG as it still cannot be qualified as wealthy, but it does work to target the 

OAG more effectively towards the poor. Those in upper portion of the income brackets 

generally have private pensions to provide adequate income smoothing in old age and therefore 

excluding them from the Old Age Grant will not have a significantly large impact on their 

ability to avoid poverty (Redonda & Axelson, 2021:12-18).  

Since the Old Age Grant is intended as an anti-poverty measure for the poorest members of 

South African society who were unable to save or lack sufficient savings to smooth 

consumption during retirement, it should be relegated more towards the poor. Due to the steep 

reduction of the grant amount for those close to the income threshold, a reduction of the 

threshold will not remove significant amounts from those no longer eligible. Additionally, the 

increased disbursement amounts for the still eligible individuals has a measurable impact in 

reducing poverty and inequality. 

As a result of this investigation of the combined OAG amount and base adjustments, the most 

recommendable reform option for the Old Age Grant among various alternatives is to reduce 

the means tested income eligibility threshold for the grant while providing a modest increase 

for the amount disbursed. The microsimulation used by this paper aimed for minimal revenue 

impact when determining values for reform, but if South Africa was less restricted in its budget 

if it were to have higher tax revenues or lower nondiscretionary expenditure requirements for 

loan repayments and social expenditures, an approach where the grant amount was increased 

even more may have further poverty reducing effects. A clear balance must be made with 

regards to reform of the Old Age Grant in keeping with its intended purpose. The grant must 

provide adequate social assistance to the poor elderly members of the South African society 

while also avoiding unnecessary fiscal expenditure on individuals with higher retirement 

incomes who are able to privately provide the funds for their consumption in retirement. The 

other old age-related fiscal expenditures provide some degree of income shielding for the 

elderly through the tax code, so excluding those individuals from receipt of the old age grant 

fall in line with equitable reasoning and does not unduly threaten the economic security of 

those in the upper income brackets in their old age.  
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3. Investigation of the Higher Tax Threshold Tax Rebates for the Elderly 

3.1 An Overview of the Higher Tax Threshold Rebate 

The South African personal income tax offers a tax threshold below which no income is taxed. 

A higher threshold is offered to older individuals, increasing at 65 years of age and again at 75. 

The following higher tax thresholds are available in the personal income tax for the 2019/2020 

tax year: R87300 for those less than 65 years of age, R135150 for those between 65 and 75 

years of age, and R151100 for those age 75 and above. Taxable income below this level is 

returned via a rebate. This higher tax rebate for the elderly primarily impacts those who are 

ineligible for the Old Age Grant as the standard tax threshold for individuals below the age of 

65 is R87000. While this rebate benefits those in the middle- and upper-income groups of the 

elderly, this tax expenditure is one of the old-age related tax expenditures that offers 

preferential treatment and may offer some degree of further social security to those in the 

lower-middle income class. The primary intent of the higher tax threshold offered to the elderly 

is to provide tax differentiation between the income of elderly and younger taxpayers as the 

elderly have less of an ability to react to economic changes due to time constraints.  

This tax threshold acts as a rebate to reduce the amount of tax owed rather than reducing taxable 

income as a deduction would. As a result, this tax expenditure is more proportionally beneficial 

to those at the lower end of taxable incomes than high income earners. A deduction would 

benefit higher income earners more due to being subject to higher marginal tax rates. By 

shielding the first R135150 to R151100 of income (in the 2019/2020 tax year) for the elderly, 

this protects those earning relatively small incomes from taxation. The old age boost in the size 

of the threshold provides a shield for an additional R47850 and R63800 respectively for those 

who have attained 65 and 75 years of age. This increased tax threshold returns income that 

would be taxed for younger individuals and is returned via a tax rebate up to an annual 

maximum of R8199 for those reaching age 65 and R10935 for those 75 and older (Department 

of Social Development – Republic of South Africa, 2021:12). It is estimated that around 400 

000 elderly individuals in South Africa receive these tax rebates through the increased tax 

threshold (Department of Social Development – Republic of South Africa, 2021:12).  

Unfortunately, there are some individuals with incomes that fall in the reduction range for the 

Old Age Grant and near the bottom of the scale for the income tax who essentially fall through 

the state-provided safety net for the elderly and the current system is unable to remedy this.  

The OAG is issued according to the formula of 1,6 times the annual Old Age Grant amount 
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minus a fifth of qualifying income with a maximum cap as the R1860 monthly amount and a 

minimum of R100 (amounts less than R100 through this calculation have been deemed to be 

not worth the administration fees and are therefore not issued) (Wright et al., 2020). As a result, 

according to 2020 figures, individuals with qualifying incomes above R66960 see a drop-off 

rate of R1 for every R5 in income above that amount. Therefore, individuals with annual 

incomes above R66960, but below the under 65 years tax threshold of R87300 may see only 

partial income support by the South African governmental social security net for the elderly. 

3.2 Theoretical Examination of the Higher Tax Threshold Rebate for the Elderly 

Tax codes tend to desire the implementation of horizontal and vertical equity. Horizontal equity 

is the premise that individuals with similar incomes should be taxed at a similar rate (Lambert, 

2003:5-6). Vertical equity implies that individuals with higher incomes should pay more tax, 

which is in line with proportional or progressive taxation (Lambert, 2003:5-6). Vertical equity 

tends to hold, but horizontal equity is often violated by tax expenditures. Generally, for tax 

codes to violate horizontal equity, it must be justified by either an economic or social welfare 

reason (Lambert, 2003:5-6). The inclusion of higher tax threshold via the personal income tax 

code creates an allowance to differentiate between ordinary working individuals and the elderly 

by reducing taxation for the elderly to account for the greater uncertainty and potentially higher 

unexpected costs combined with potential under saving for retirement. This allowance lets the 

elderly retain more of their income and at least at the lower ends of the income scale can help 

to reduce poverty.  

The higher tax thresholds for the elderly mainly benefit those in the upper income levels as 

only those who are liable for tax above the standard personal income tax thresholds would be 

able to take advantage of this benefit. An estimation of what the tax thresholds should be based 

on international comparisons was undertaken by Jordaan and Schoeman (2018). This 

microsimulation study ultimately found that relative to its peer countries, the tax thresholds 

both for those below and above age 65 are too high (at least according to 2005/2006 simulated 

data) (Jordaan & Schoeman, 2018:6-8). However, this investigation was aimed more towards 

increasing tax revenues and less on the poverty and inequity impact of threshold changes. The 

proposed reform to match data from peer nations would ultimately be regressive relative to the 

current system and would not benefit the beneficiaries of the tax rebate from the higher tax 

threshold.  
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Alternatively, increases to the tax threshold for those 65 years and older and 75 years and older 

will only increase income inequality. The marginal tax rates for those in lower tax brackets are 

relatively low and given that the number of elderly individuals receiving the increased tax 

threshold is less than 10 percent of the elderly population, increases to the already higher tax 

threshold for the elderly would conflict with governmental equity goals (Department of Social 

Development – Republic of South Africa, 2021:12). While such increases would benefit the 

recipients of the tax rebate, equity and government revenue implications suggest that the social 

welfare costs may exceed the benefits to the higher income earners who are less in need of 

income support than their poorer counterparts. The tax rebate may be more effective in 

improving social welfare among the elderly and addressing a lack of savings for retirement if 

it reached a larger portion of the population. Therefore, a composite reform between the higher 

tax threshold and the Old Age Grant may be better at impacting a larger segment of the elderly 

population. 

3.3 Motivation for Microsimulation of the Higher Tax Threshold 

The recently released Green Paper by the South African Department of Social Development 

suggests implementing reform to the Old Age Grant and rebates provided through the increased 

tax threshold (Department of Social Development – Republic of South Africa, 2021:13-14). Its 

most backed proposal involved a complete elimination of the rebates provided by the higher 

tax threshold for the elderly combined with making the Old Age Grant completely universal at 

age 65, while means testing would remain for those between the ages of 60 and 65. Since the 

increased tax threshold does not come into effect until age 65, this plan would ultimately 

provide the Old Age Grant to those with higher incomes and increase government expenditures.  

In order to evaluate the Green Paper’s proposal, the SAMOD is utilized to analyse the 

distributional impact on poverty and inequality by removing the higher tax threshold and using 

the saved revenue to make the Old Age Grant universal (non-means tested). Some analysis into 

universal pensions in South Africa has been undertaken by Jouste and Rattenhuber (2019), 

although their reforms are more useful for interpretation in the nations other than South Africa 

as the relatively high old age grant amount means that setting international poverty bounds as 

targets would reduce the grant amount given out and ultimately increase poverty as shown by 

analysis in the Old Age Grant section of this paper. The universal pension idea approach will 

focus analysis more on revenue implications and the impact on specified households (i.e., 

poverty level change in households with elderly individuals) rather than the impact upon the 
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Gini coefficient and Foster-Greer-Thorbecke poverty measures (Jouste & Rattenhuber, 

2019:12-13). This investigation will be a more useful evaluation of the proposal put forth in 

the recent Green Paper (Department of Social Development – Republic of South Africa, 2021). 

While this reform would benefit the elderly who make up the “missing middle” who receive 

little from the Old Age Grant due to its phase-out as incomes rise and had incomes below the 

income threshold and therefore could not take full advantage of the tax rebate, it also provides 

the OAG to individuals with incomes high enough to not need any government assistance. The 

Green Paper suggests that the revenues needed to fund the universalisation of the OAG would 

come from the revenue gained by the removal of the rebates, but considering that the maximum 

amount provided by the rebate is less than that of the Old Age Grant, it seems that there may 

be some revenue shortfall unless a means testing set at higher than current levels were to be 

implemented to remove those in high income brackets from receipt of the grant (Department 

of Social Development – Republic of South Africa, 2021:13). However, this restriction would 

make the grant less universal.  

The third reform proposal in the Green Paper that suggested only making the Old Age Grant 

universal at age 75 may be more fiscally feasible given current lifespans in South Africa 

(Department of Social Development – Republic of South Africa, 2021:13-15). However, given 

that the revenue loss from the higher tax threshold for the elderly is primarily from those under 

65 combined with the fact that the number of South Africans reaching age 75 is relatively small, 

this reform may be more relevant in the somewhat distant future when the South African life 

expectancy increases (United Nations, Department of Economic and Social Affairs, Population 

Division, 2019:1-3). 

3.4 Methodology for Microsimulation of the Higher Tax Threshold Rebate 

This investigation will be undertaken using microsimulation in the SAMOD. An initial 

investigation into the initial impact of the higher tax thresholds for the elderly from the 2020 

baseline is simulated relative to a counterfactual scenario where the higher thresholds are 

removed. The poverty, government expenditure, and inequality indicators from this 

microsimulation will give a clearer picture of the economic impact of this tax rebate on the 

elderly. These baseline statistics will then be evaluated against the Green Paper’s preferred 

reform proposal. This will involve removing the increased tax thresholds for elderly individuals 

while implementing the Old Age Grant universally at age 65, while means testing remains for 

those between age 60 and 65. The Green Paper fails to specify how the means testing for the 
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Old Age Grant for those between 60 and 65 will be relaxed and doing so would only increase 

fiscal expenditure, so it was left unchanged in the microsimulation. 

The changes in results for the simulated poverty, government expenditure, and inequality 

indicators will examined to evaluate whether the Green Paper’s preferred reform proposal 

would benefit the individuals currently utilizing the higher tax threshold and whether the 

increased costs justify the suggested change. As this tax rebate only benefits those with incomes 

high enough that they do or would pay tax, it has a different target group than the Old Age 

Grant and this should be considered when evaluating the continuation of the higher tax 

threshold for older individuals. When evaluating this tax expenditure from a distributional 

outlook, an analysis as to whether the higher threshold has a positive impact on poverty and 

inequality will indicate whether its inclusion can be justified as an impactful attempt to resolve 

the issue of a lack of savings for the elderly in retirement.  Additional analyses on whether this 

fiscal instrument has a positive benefit on intended beneficiaries (by addressing savings for the 

segment of the elderly who would be subject to tax in the absence of the tax benefit) will be 

undertaken. Poverty and inequality impacts should also be considered in the evaluation and 

will be utilized to motivate any changes to the Green Paper’s reform proposal though economic 

theory.  

3.5 Results and Discussion of the Higher Tax Threshold Rebate Investigation 

The tax rebate provided through the higher tax threshold for elderly people costs the South 

African Government an estimated R1,95 billion in forgone tax revenue according to SAMOD 

microsimulation (Wright et al., 2020). The rebate for those aged 65 or over accounts for 

approximately R1,83 billion in foregone tax revenue, while the additional rebate for those aged 

75 and above accounts for only R123 million. These rebates only benefit the top income 

quintile so a tax reform that involves their removal has no impact on poverty and only a slight 

reduction in inequality measures due to slightly higher taxation for wealthier individuals.  

If the Green Paper’s proposal to eliminate the tax rebates for the elderly through the higher tax 

thresholds is implemented (making the Old Age Grant universal at age 65 with no means 

testing), this ultimately results in far higher fiscal expenditure and will do little to alleviate 

poverty and inequality (Department of Social Development – Republic of South Africa, 

2021:13-14). The results from the investigation shown in Table 4 below find that the proposed 

reform from the Green Paper gains the R1,950 billion in tax revenue from the removal of the 

tax rebates, but results in an additional R8,296 billion in grant expenditure which would be a 
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net expenditure increase of R6,46 billion. Additionally, this reform has no impact on poverty 

and only results in modest income increases for the top three income quintiles, with the top 20 

percent of income earners benefitting the most. This means that the reform slightly increases 

income inequality among the elderly. The Green Paper suggests that the difference in revenue 

could be regained by increasing the means testing to the current tax threshold or using general 

tax revenue to fund the difference, but either proposition will ultimately result in higher 

expenditures on income subsidization for the elderly than at current levels with the gains from 

the reform going to middle and/or upper income earners (Department of Social Development 

– Republic of South Africa, 2021:13-14).  

Table 4: Microsimulation of a Universal OAG Without Increased Tax Thresholds 

Simulated 

Monthly 

Universal 

OAG 

Amount  

Tax 

Threshold 

Increases for 

the Elderly 

Net Increase 

in 

Government 

Expenditure 

Net 

Change 

in 

Overall 

Poverty 

Net Decrease 

in Poverty for 

Households 

with Elderly 

Individuals  

Income 

Brackets 

with Income 

Increases 

R1 860 Eliminated R6,46 Billion 0,00% 0,00% 

Top 3 

Income 

Quintiles 

 

Therefore, while there may be efficiency gains in both the grant and tax areas, reduction in 

administration costs to police and process the paperwork for means testing, and potentially 

greater social security for those whose income caused them to fall in between the coverage of 

the tax rebate and the grant, this reform is inadvisable. The increase in fiscal expenditure for 

minimal gains is only advisable if the policy reformers are looking for simplicity or to 

supplement the incomes of the middle to upper income earners who already receive income 

support from the current tax threshold rebate. If means testing were to be retained for those 65 

and above combined with the removal of the old age tax rebates, that reform would be revenue 

saving and could potentially be used for a modest increase of the Old Age Grant or a relaxation 

of the means testing, but as it stands, the authors of the Green Paper should evaluate more 

promising and equitable reform options.  

Part of the motivation provided in the Green Paper for this reform proposal is that the additional 

tax rebate given to those reaching age 75 is far higher than the increase given to Old Age Grant 

recipients at the same age (Department of Social Development – Republic of South Africa, 

2021:13). However, this realization neglects the fact that the maximum annual amount of the 
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Old Age Grant at its initial levels exceeds the combined maximum total amount offered by the 

old age tax rebate at age 75. There certainly is a degree of income inequality created by the 

higher increase in benefit for those 75 and above offered through the tax system when 

compared to the Old Age Grant, but the maximum Old Age Grant amount is higher overall. 

Greater inequity occurs for those who are in the OAG phase-out range and receive reduced 

benefits from both the higher tax threshold rebate and the Old Age Grant.  

Additionally, while there are certainly negative government expenditure consequences to 

completely universalizing the Old Age Grant, the trade-off is that making the OAG universal 

may reverse the behavioural disincentives of working that are created by means testing for the 

Old Age Grant (Department of Social Development – Republic of South Africa, 2021:25-26). 

Those who earn incomes above the threshold for the full amount of the grant currently see a 

steep reduction to the amount distributed to them through the Old Age Grant. By making the 

grant universal without decreasing the grant amount, this disincentive would no longer be in 

place and South Africa may see higher employment among the elderly seeking to supplement 

their incomes beyond the Old Age Grant. This induced behavioural change may be beneficial 

to the economy as well as to the individuals who would now be able to attain higher incomes 

for retirement consumption than if they were restricted to just the grant amount due to means 

tested reductions. 

 

4. Medical Expenses Tax Credits for the Elderly 

4.1 Overview of the Medical Constraints Faced by the Elderly 

In addition to concerns regarding sufficient income to finance consumption in retirement, the 

elderly face an increased need for medical care, which results in higher medical expenses 

(National Institutes of Health, 2011:3-11). As one ages, the body begins to degrade, and health 

issues increase. Younger individuals have lower medical needs (on average) than the elderly 

(Solanki et al., 2019: 175-176). The increased demand for medical care during old age 

coincides with greater income uncertainty, which makes retirement a precarious time for 

economic stability for the elderly (Shrivastava et al., 2013:1224-1225). In addition to 

confronting more complex and costly health issues in old age, long-term care for memory-

related health issues such as Alzheimer’s disease and dementia can be an extremely 

burdensome cost of growing older (Mitzner et al., 2009:718-721).  
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The advancements in medical treatment have increased since World War II, and so have the 

costs (Liaropoulos & Goranitis, 2015:80-82). Worldwide, senior citizens often allocate a large 

share of their incomes to medical care, and this can create financial hardship on individuals 

who already struggle to finance their retirement. The Lifetime Consumption-Savings model 

implies rationality for individuals, but few individuals realize the degree to which consumption 

spending on medical costs will increase in old age relative to when they were younger. 

Furthermore, the severity of the medical conditions that the elderly face influences their overall 

expenses and can potentially result in pre-retirement expenses being exceeded. Few individuals 

plan for such a potential outcome.  

South Africa’s healthcare expenditure is higher than all other African countries (Malakoane et 

al. 2020:59-60). In South Africa, medical expenditure counts for approximately 8,8 percent of 

Gross Domestic Product (Mahlathi & Dlamini, 2015:3-4). Roughly 4 percent of GDP is spent 

by the South African Government on health care, and slightly more than half of total healthcare 

expenditure is spent privately or by Non-Government Organizations (United Nations 

International Children’s Emergency Fund (UNICEF), 2019:95-6). For 2020/2021, the 

estimated governmental expenditure was estimated to be: R25,3 billion on HIV/AIDS, 

Tuberculosis, and Child/Maternal health, R400 million on Primary Care Services, R24,8 billion 

on Hospitals, along with R5,7 billion on other administration and compliance costs (United 

Nations International Children’s Emergency Fund (UNICEF), 2019:95-6). These estimates 

(based on previous years) were created before the emergence of Covid-19 but give a sufficient 

estimate of Government healthcare expenditure and its allocation in non-pandemic times.  

4.2 The Medical Industry in South Africa 

The medical industry in South Africa is split into the public and private sector. All citizens 

are eligible for at least partially subsidized health care dependent on income through the 

public sector and those with lower incomes may be eligible for nearly complete subsidization 

(Burger & Christian, 2020:43-47). This means that utilizing the public sector can reduce or 

even eliminate medical expenses, which benefits the elderly who are subject to increasing 

medical needs due to old age. Approximately 83 percent of the South African population uses 

the public sector, where public health funding is distributed based on per capita measures 

rather than regional medical needs (Ngobeni et al., 2020:2). Unfortunately, this means that 

the public sector in South Africa struggles to meet the demand for health care, which causes 

those with higher incomes to elect private sector health care (Harris et al., 2011:117-118). 
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The private sector usually offers lower wait times for elective procedures which those with 

enough income may find beneficial. Additionally, there is a perception that the private 

healthcare industry provides better quality medical care (Burger & Christian, 2020: 44-45).  

However, use of private health care or having high enough income to only qualify for partial 

subsidization of healthcare in the public sector can result in larger medical bills for the 

elderly even if they have medical aid to help mitigate some of the risks and costs. In 2015, the 

annual expenditure per individual in the private sector for age 60 and above was R16570 for 

those with no chronic diseases, R29661 for 1 chronic disease, and R53426 for greater than 1 

chronic disease (Solanki et al., 2019:177). Besides children 4 years or younger with chronic 

diseases, the elderly outspends all other segments of the population on private healthcare, 

indicating the need for the elderly utilizing the private sector to have sufficient funding for 

healthcare (Solanki et al., 2019:177). Spending a large portion of the household income on 

medical care can increase the risk of poverty and for the elderly who are already at higher 

risk of poverty due to often a lack of wage income combined with greater medical care needs 

(on average) due to ageing, this risk is even worse. 

The South African social security system primarily relies on the public sector to address the 

medical needs of the elderly. As lower income members of society utilize the public health care 

system at all ages, there is not a dire need for a separate system to provide healthcare for the 

elderly, such as Medicare in the United States. Poorer elderly South Africans have a majority 

of their medical costs subsidized and see little change in their healthcare circumstances before 

and after old age outside of a greater individual need for healthcare, which is addressed by the 

public system (Kelley et al., 2019:1-12). Individuals who only receive partial subsidization or 

utilize the private healthcare system, however, may face greater difficulties in old age if their 

consumption of health care increases as that will reduce consumption available for other areas. 

Some workplaces in South Africa offer medical aid coverage through partial subsidization of 

the premiums by the employer, but this benefit tends to end in retirement after the individual 

ceases their employment. Additionally, those who utilize the private healthcare system tend to 

have higher paying employment in their working years, which may result in a stark difference 

in available income to cover medical costs in old age when faced with increased medical costs, 

should they have not accrued sufficient savings for retirement (Söderlund & Hansl, 2000:378-

379).  
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Public sector health care in South Africa is primarily funded by general tax revenues. This 

practice works well in a nation where there are high levels of poverty and inequality, and the 

poor would be otherwise excluded from medical care were a fully private system to be utilized. 

Poor health negatively impacts one’s quality of life and economic potential, which makes 

health care something that is socially beneficial for government intervention. Additionally, 

healthcare consumption positively benefits others – especially through treatment and 

prevention of diseases – making it a merit good. Merit goods see underinvestment by 

individuals, but have benefits that justify provision regardless of consumption, differentiating 

them from public goods (Ali, 2016:107). This justifies their purchasing in quantities above 

what is purchased in private market, generally through governmental public provision 

(Pulsipher, 1971:266-267).  

High levels of poverty in South Africa create a substantial market failure for the affordability 

of healthcare. The poor have demand of healthcare and are unable to completely afford it 

privately. In the absence of government intervention and public funding, the poor would be 

unable to receive healthcare in South Africa, despite its positive externalities to others. As a 

result, healthcare is deemed to be a merit good that merits some degree of governmental 

provision, which has led to the development of a public healthcare sector in most countries. 

However, in South Africa, the public sector’s difficulties in providing sufficient supply and 

quality of medical care have allowed for the private healthcare sector to remain as part of the 

market for those that can afford it. The private sector helps to provide additional supply to meet 

demand and offers generally lower wait times and a perceived higher quality of care to those 

with the medical insurance and funds to afford private health care.  

While the government would likely prefer utilization of the public health care sector given that 

it is already funded as a public benefit, individuals that elect to seek private health care do help 

to reduce the burden on the currently overburdened public health care sector by shifting their 

demand to the private sector. This allows for the demand and supply in the public sector to be 

more closely aligned. As a result, the private healthcare sector indirectly works to reduce wait 

times for public health care, which positively benefits the poor. Additionally, the individuals 

who utilize the private health care system have elected to privatize their cost of receiving 

medical treatment, which means that this cost is no longer the direct responsibility of the 

government.  
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However, since health is a merit good (which justifies government subsidization of healthcare 

for the poor), the government should assign utility to medical care for all South Africans, even 

if they have elected to not use the public sector (Pulsipher, 1971:266-273). Additionally, since 

those who pay personal income tax tend to be part of a medical aid scheme and/or utilize the 

private health care sector, it would make sense for the government to provide them with some 

benefit towards their healthcare considering that they are partially responsible for funding the 

public system for those who are less able to privately fund their own medical care (Söderlund 

& Hansl, 2000:378-379). The exact horizontal equity violation justification for medical tax 

credits is that between two individuals with identical incomes, if one incurs higher medical 

expenses that are non-discretionary, they have a lower ability to pay the same amount of tax as 

the individual with lower medical expenses. Therefore, this tax credit is used to account for 

differences in personal circumstances that are not reflected in income alone (Barrios et al., 

2016:2-6). As a result, it is justifiable that the South African government provides tax benefits 

for medical care to those who must privately fund their medical treatment due to incomes 

exceeding the threshold for full subsidization.  

4.3 An Overview of Medical Tax Credits in South Africa for the Elderly 

Those who utilize the private medical sector and partially subsidized public sector rely on 

medical aid schemes to reduce individual risk via means of insurance. However, when one 

becomes older, medical needs increase when compared to when one is younger, which can 

potentially result in higher out-of-pocket payment on medical costs. For those utilizing medical 

aid schemes, the government presumes that they are subject to some degree of taxation (which 

is often the case given the income levels of those using the private sector for healthcare) and 

provide some medical cost assistance through the personal income tax (Söderlund & Hansl, 

2000:378-379). The South African Government provides additional funding to those who do 

not receive complete heath care subsidization by means of tax credits. The standard Medical 

Tax Credit (MTC) available to individuals of all ages for enrolment in a private medical aid 

scheme along with the Additional Medical Expenses Tax Credit (AMTC) help to subsidize 

some of the cost of private medical care in old age, but as the assistance is based on a percentage 

scale – covering a third of qualifying costs – there is still a significant cost exposure to the 

elderly utilizing the private health care sector.  

The presence of a public healthcare system has created a lack of legislation around creating a 

partial cost ceiling like the “catastrophic coverage” in the private sector where co-payment 
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percentages are substantially reduced above a certain annual expenditure amount, which 

exposes the South African elderly to theoretically unlimited medical costs in the private sector 

subject to medical needs (Koch & Setshegetso, 2020:6-10). Luckily, due to the availability of 

essentially free health care for qualifying medical treatments in the public healthcare system, 

the number of households in South Africa that face catastrophic medical expenses is relatively 

low (Koch & Setshegetso, 2020:6-10). 

All individuals receive a fixed amount to subsidize medical aid premiums and a percentage-

based tax credit for out-of-pocket fees through the MTC, although this amount is increased for 

the elderly through the Additional Medical Expenses Tax Credit. While initially a tax deduction, 

Additional Medical Expenses Tax Credit was changed to a tax credit in 2012/2013 in order to 

bring greater equity (under a deduction, lower income earners were only able to claim up to 

their taxable income, thus favouring higher income earners) (Moosa, 2016:3-7). Currently 

those aged 65 and above are eligible for a tax credit of “33,3 percent of the fees paid by the 

person to a registered medical scheme (or similar qualifying foreign fund) as exceeds three 

times the amount of the Medical Tax Credit to which that person is entitled, plus 33,3 percent 

of the qualifying medical expenses paid by the person (for example out-of-pocket expenses) 

which exceeds the amounts available to persons under the age of 65” (South African Revenue 

Services, 2020:1).  

The Medical Tax Credit is a fixed amount of R319 per month for the 2020/2021 tax year, so 

this provides reasonable subsidization of high medical aid premiums. The MTC is part of the 

tax code as its purpose is “to bring about greater fairness and help achieve greater equality in 

the treatment of medical expenses across all income groups” (South African Revenue Services, 

2020:1-2). By providing subsidization of medical aid plans, the government makes private 

healthcare more affordable to the less wealthy and additionally contributes to the health care 

costs of those who already participate in medical aid schemes. As a result, the national 

government is involved in the health care of all South Africans. There is a large decrease in 

enrolment in medical aid schemes after the age of 65 likely due to the loss in employment 

income (Omotoso & Koch, 2017:582-587). The AMTC subsidy for medical scheme fees 

attempts to reverse this trend. The AMTC provides additional protection for the elderly as those 

under the age of 65 receive 25 percent in credit whereas the elderly is given 33,3 percent credits 

and younger individuals have the credit only beginning at above 7,5 percent of their taxable 

income prior to the application of the AMTC (South African Revenue Services, 2020:1-3). 
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While the AMTC increases the credit amount given to the elderly on a percentage basis, it is 

still insufficient coverage for those in the middle-income brackets. 

This increased government subsidization of health care for the elderly who must privately fund 

medical treatment indicates a recognition that the elderly face a greater need for medical care 

as well as a reduced ability to react to unexpected economic shocks (unanticipated health care 

expenses) from restrictions on income in old age after leaving the labour market for retirement. 

Since these individuals exceed the income requirements for full subsidization of public 

healthcare or have elected to seek private sector medical treatment, generally they have 

incomes that place them above the poverty line and therefore they have some degree of 

consumption flexibility (Söderlund & Hansl, 2000:378-379). However, should an individual 

be subject to unexpected and high medical treatment costs, this may result in an inability for 

them to smooth consumption during retirement in other consumption areas and create undue 

economic hardship. Therefore, the medical tax credits are intended to act as a government-

provided buffer to help alleviate some of the financial risk that results from the increased 

likelihood of medical needs in old age.  

As medical expenses are significant burdens to older individuals, the two medical tax credits 

should be evaluated to ensure that adequate levels of social security are provided for the elderly 

not receiving full subsidization of medical care. Given the existence of the public health care 

system, the tax credits should not be sizeable enough to unequivocally encourage use of the 

private healthcare system as this would undermine the public system. Additionally, care must 

be taken to ensure that spending per individual through these tax credits does not exceed what 

is spent on those fully subsidized by the public medical sector to ensure that equity is 

implemented and that those with an ability to pay take some degree of private financial 

responsibility for their medical treatment. Considering budgetary constraints for health 

spending and governmental proposals such as the National Health Insurance (NHI) plan which 

would theoretically provide free health care to all South Africans (thereby effectively reducing 

or eliminating the differences in care in the private sector), it is not the governmental aim to 

give preferential treatment to those receiving the medical tax credits, but rather to provide an 

equity rated subsidization of medical costs for those who only receive partially subsidized 

public medical treatment under the current system (Department of Health – Republic of South 

Africa, 2015:3-15). These factors must be taken into consideration when evaluating the medical 

tax credits for the elderly as they currently are as well as under any potential reform. 
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4.4 Theoretical Background and Motivation for Reform of the AMTC 

A major issue that surrounds medical tax credits is the behavioural impact of the credit on 

health consumption behaviour. Two negative issues that arise with medical insurance are 

adverse selection and moral hazard. Adverse selection occurs when those who have more 

complex or frequent medical needs are more likely to opt-in to medical insurance and/or utilize 

more comprehensive plans (Bajari et al., 2014:752-753). With regards to the Additional 

Medical Expenses Tax Credit, the 33,3 percent credit for medical aid scheme fees that exceed 

three times the Medical Tax Credit (R957 in the 2020/2021 tax year) could have some adverse 

selection behavioural effects if the credit is large enough to create a substitution effect that 

encourages individuals to seek medical insurance or medical insurance with greater coverage 

of conditions (which would likely correspond with higher premiums for the purposes of this 

section of the AMTC) if they know that they suffer from pre-existing conditions or are more 

likely to suffer from certain conditions due to genetics or simply old age. This response may 

very well be present in the South African medical insurance market for the elderly given that 

the AMTC tax expenditure proportion allotted to medical scheme fees far exceeds that for out-

of-pocket fees. The lack of any caps on the credit such as on the AMTC for individuals younger 

than 65 makes this tax credit more susceptible to adverse selection as the tax credit does not 

put a limit on the amount of the credit (only that it is a third of medical scheme fees above 

R957), which could allow an individual to negate any tax liability that they may have, while 

receiving a high premium medical insurance at the expense of the government and tax revenues.  

The fact that the Additional Medical Expenses Tax Credit is non-refundable only increases the 

inequality of the credit as those who have larger taxable incomes are able to theoretically 

receive higher tax credits, while those who have small tax liabilities or incomes below the tax 

threshold are only able to receive little to no benefit from this additional government 

subsidization of medical insurance and are likely relegated to the public medical sector. While 

the reform that changed the medical tax credits from deductions into credits improved the 

equity of the tax expenditure, it still excludes the poorer elderly individuals in South Africa 

from potential subsidization of private medical cover. Considering that private healthcare usage 

by lower- and middle-class South Africans is non-zero (despite the financial burden) for 

reasons such as lower wait time or location, reform of the AMTC to a refundable credit or 

providing higher percentages of subsidization for those with lower incomes (rather than starting 

the AMTC at three times the MTC amount) could make medical insurance more affordable to 
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those in the middle lower income group (Söderlund & Hansl, 2000:378-379). Therefore, if the 

aim of the medical tax credits is to improve equality of medical treatment for individuals in all 

income groups (as SARS states), the tax credit should be amended to also apply more to those 

in the middle-income groups who make use of medical aid schemes (South African Revenue 

Services, 2020:1-3).   

Moral hazard is an additional issue that impacts the Additional Medical Expenses Tax Credit. 

In health insurance, moral hazard is the instance that those who have medical insurance are 

more likely to utilize medical services more often due to having insurance cover part of the 

fees as well as having less personal responsibility for risky behaviour (Bajari et al., 2014:752-

753). This corresponds with the AMTC because the one third credit for out-of-pocket 

qualifying medical expenses acts as additional subsidization of medical costs. This incentive 

to seek more care due to reduced financial burden is why disincentives for excessive use of 

treatment such as deductibles and co-payments exist in the health insurance industry. Since the 

uncapped partial subsidization of qualifying medical expenses is part of the personal income 

tax code, individuals with sufficient tax liability may have economic incentives to seek more 

frequent and more extensive medical treatment since the portion covered by the AMTC is a 

sunk cost that would be payable via the personal income tax anyways, so its application towards 

medical expenses only benefits the elderly individual. However, given that this portion of the 

AMTC for the elderly is estimated to be only roughly 5,5 percent of the total tax credit allotted, 

this issue is not extremely prevalent given the current tax credit. This may be a result of the 

availability of the public healthcare sector to meet the needs of the majority of the elderly and 

some individuals electing for higher premium and lower out-of-pocket expense medical 

insurance plans. 

Dynamic responses to the Additional Medical Expenses Tax Credit ultimately depend on the 

elasticity of individual preferences as well as the percentage of expenses offered as a credit 

combined with the taxable income of the individuals. The current conditions of the AMTC 

make approximately two thirds of medical aid fees and out-of-pocket medical expenses the 

responsibility of the elderly individual, which helps to disincentivize negative externalities 

such as adverse selection and moral hazard. Were the credit percentage to be increased too high 

it would incentivize these market failures. For example, were 100 percent of out-of-pocket 

costs to be credited, individuals with sufficiently high tax liabilities could simply forego 

medical insurance or seek the most extensive treatment as they would not individually be 

responsible for the costs. Likewise, if medical scheme fees were completely subsidized by the 
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credits, individuals with higher tax liabilities would have the incentive to seek medical 

insurance with high premiums and low out of pocket fees or extremely comprehensive plans 

as this would simply be offset by tax liability. As a result, any reform that increases the AMTC 

from current levels must consider the dynamic behavioural impact that will influence health 

care consumption habits of elderly individuals. Since the medical needs of the poor are 

addressed by full subsidization in the public health care system and they are not able to receive 

non-refundable tax credits if they are not subject to income tax, increases of the percentage 

refunded via the AMTC would only result in an increase of potential tax revenue being 

collected by the higher earning members of society, which is equity decreasing. 

The AMTC does have some merit in helping those who do not qualify for full subsidization of 

medical fees through the government funded public health care system as well as acting as a 

behavioural incentive for those with high enough incomes to use the private sector for health 

care to free up resources for those unable to afford private healthcare. This means that any 

reform of the AMTC for the elderly must balance between reducing the burden of medical care 

for the elderly who are in the middle-income groups, while not incentivising those with higher 

incomes to take advantage of the tax credit to subsidize premium health care at the expense of 

tax revenue that could be used to fund the public health care sector along with other equity-

increasing fiscal expenditures. Regrettably, the microsimulation of the SAMOD is static in 

nature and is therefore unable to tell the dynamic effects of changes in the rate given through 

the AMTC. However, the static microsimulation still gives a picture of the economic impact 

prior to any behavioural changes.  

4.5 Methodology of SAMOD Microsimulation of the AMTC 

The Additional Medical Expenses Tax Credit for the elderly will initially be investigated 

through microsimulation in the SAMOD for the 2020 baseline impact of the two parts of the 

AMTC as well as the combined impact relative to an alternative 2020 microsimulation with 

the omission of the AMTC. The results from this microsimulation will be analysed for the 

government revenue impact of the tax credit as well as the degree of its impact on poverty and 

inequality indicators, if any. The identically named AMTC for disabled individuals and the 

MTC will be unchanged to isolate the impact of the AMTC designated for the elderly.  

In order to investigate the Medical Scheme Fees Credit portion of the AMTC, an initial 

microsimulation in the SAMOD of an alternative 2020 scenario that alters the credit amount 
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given by the AMTC from 1/3 to 1/2 (of medical expenses exceeding three times the MTC) will 

be simulated relative to the 2020 baseline of the AMTC to determine the government revenue 

impact of this reform. In order to isolate the effect of the reform through fixed effects, all other 

tax and benefit policies will remain identical to the 2020 baseline. Poverty and inequality 

implication results of the reform are non-existent due to the tax credit only being available to 

those who exceed the tax threshold and therefore are not considered to be poor. Additionally, 

a more progressive reform that involves keeping the credit for the Medical Aid Fees portion of 

the AMTC at the current 1/3 credit reimbursement rate, while changing the amount for fees 

that the AMTC takes effect at from three to two times the MTC amount (R638 per month rather 

than R957) will be tested as an alternative reform. This microsimulation will be evaluated in 

the same way as the previous potential reform combined with the application of economic 

theory to evaluate its effectiveness. 

The out-of-pocket expenses reimbursement portion of the AMTC will similarly have reforms 

simulated in the SAMOD. A promising reform would be to create a two-tiered progressive 

weighting to the credit. This would involve a higher than 33,3 percent credit for out-of-pocket 

expenses up to a certain amount followed by an equal to or lower percentage than 33,3 percent 

for out-of-pocket medical expenses for the elderly that exceed the threshold amount. This 

reform would allow for greater subsidization of out-of-pocket medical care for those who are 

at the lower end of the taxable income scale, while reducing tax expenditures on those with 

larger taxable incomes. However, a consequence is that it would reduce the efficiency of the 

tax credit while increasing administration fees.  

A reform using 2020 uprated data where the first R5000 of out-of-pocket medical expenses for 

the elderly under the AMTC receives a tax credit for 50 percent of qualifying medical expenses 

and qualifying expenses above R5000 would be adjusted to the 25 percent credit that those 

below the age of 65 receive will be simulated against the 2020 baseline in the SAMOD. The 

amount of R5000 was chosen because those with R2500 (half of R5000) or more of taxable 

income after the application of the tax threshold rebate for those above age 65 would have 

incomes of greater than R100000 which puts one solidly in the 50-80% income deciles for 

households, which would put one at an even higher income decile as an individual (Chatterjee 

et al., 2020:1-2). These results of the microsimulation will determine the revenue impact of 

such a reform and economic theory will motivate the utility of the reform relative to the current 

status.  
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4.6 Results and Discussion of SAMOD Microsimulation of the AMTC 

When evaluating a fiscal instrument, it is useful to determine the instrument’s current 

budgetary and societal impact. When the SAMOD is run comparing the 2020 baseline tax 

system and a counterfactual 2020 simulation where the medical tax credits are not implemented, 

the results shown in Table 5 below show that the additional benefits given by the Additional 

Medical Expenses Tax Credit to those aged 65 and amount to an estimated R1,033 billion in 

foregone tax revenue as a result of the two credits (Wright et al., 2020). Of this tax expenditure, 

the credit for out-of-pocket medical expenses accounts for R56,92 million of the AMTC total 

for the elderly, while the additional subsidy for medical aid premiums makes up R953,4 million 

in foregone tax revenue. Additionally, the combined impact of the two portions of the AMTC 

accounts for an additional R22,33 million in lost tax revenue. These tax credits have essentially 

no impact on poverty and inequality, which is somewhat expected considering the relatively 

low enrolment in medical aid schemes in South Africa combined with the fact that those who 

have private medical insurance or would be liable for significant out-of-pocket medical fees 

are mainly relegated to the higher income deciles. The intended recipients of these tax credits 

are those who have enough money to seek health care outside of the public system. 

Table 5: Microsimulation of the 2020 Baseline Impact of the AMTC 

Overall Forgone  

Revenue from 

the AMTC  

Tax Expenditure  

on the Out-of-

Pocket Portion of 

AMTC 

Tax Expenditure  

on Medical Aid 

Fees Portion of 

AMTC 

Additional 

Foregone  

Revenue Impact 

of Combined 

AMTC 

R1,033 Billion R56,92  Million R953,40 Million R22,33 Million 

 

As most of the foregone government revenue from the Additional Medical Expenses Tax Credit 

for the elderly is concentrated in the portion of the AMTC that covers medical scheme 

premiums, while the out-of-pocket expenses credit is comparatively smaller, this suggests that 

the elderly face high medical scheme fees as a more significant burden. This is evidenced 

further by the Fish and Ranchod (2007) empirical investigation that found that medical scheme 

fees were a significant barrier in keeping lower- and middle-income families out of private 

healthcare. As medical scheme fees are regularly occurring and relatively fixed unless one 

changes medical schemes, this is an anticipatable amount that can be planned for prior to and 

during retirement. However, in order for insurance to be uninterrupted, a medical aid scheme 
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member must not miss any payments to ensure continuous coverage. The uncertainties around 

income and poor retirement savings planning can make it difficult for some of the elderly to 

continue to afford their medical insurance premiums at a time when their need for medical care 

is relatively higher. Therefore, the tax credit is intended to help ensure that the elderly who 

must contribute towards their medical fees due to having incomes above the threshold for full 

subsidization are able to have reduced risk surrounding financing their health. The out-of-

pocket medical expenses of the AMTC tax expenditure is relatively low partially due to the 

fact that per capita out-of-pocket medical spending in South Africa is relatively low. In 2010, 

out of pocket medical spending per capita was approximately 45,90 US Dollars, which was 

only 8,5% of current health expenditure per capita (Koch & Setshegetso, 2020:9). 

If the Medical Aid Scheme fees reimbursement portion of the AMTC for those over 65 were 

to increase the tax credit to half (rather than a third) of excess medical scheme fees above three 

times the amount for the MTC, this would reduce tax revenue by an estimated additional 

R392,47 million as seen in Table 6 below. This reform would primarily benefit those in higher 

income brackets and the dynamic effects would likely result in even further losses in tax 

revenue.  

Table 6: Microsimulation with Adjustments to the Medical Aid Fees Portion of the AMTC 

AMTC Credit 

Percentage for 

Medical Fees 

Medical Aid Fees per 

Month Above which 

the AMTC Takes 

Effect 

Increase in Tax 

Expenditure from the 

AMTC 

50% 

(Up from 33,3%) 

R957 

(Unchanged) R392,47 Million 

33,3% 

(Unchanged) 

R638 

(Lowered from R957) R144,65 million 

 

The reform that more effectively targets those with lower incomes eligible for the AMTC for 

the elderly would be to leave the credited percentage at 33,3 percent while allowing the credit 

to take effect at two times the MTC amount rather than three. This small adjustment results in 

an increase in tax expenditure of R144,65 million as seen in Table 6 above. This tax expenditure 

would be more equitable as it gives an effective higher subsidization to the lower end of 

medical scheme fees before levelling out which amounts to a higher than 33,3 percent 

subsidization of the first R957 per month in medical aid fees than under the current system.  
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While this reform involves incomplete targeting as all individuals receiving the AMTC would 

receive this credit increase, by providing higher (although not complete) subsidization of the 

lower end of medical aid fees, the effect created is a higher relative percentage of subsidization 

for those with medical aid that has lower monthly fees which are generally populated by those 

with lower retirement incomes (Fish & Ranchod, 2007:30-35). An additional dynamic effect 

that cannot be measured in the model is that this reform could result in a greater uptake in 

insurance among the elderly as insurance would become slightly relatively cheaper for those 

receiving the tax credit, which is presumably part of the aim of providing tax expenditures for 

those enrolled in medical aid schemes. This dynamic impact would ultimately result in higher 

costs if those previously uninsured began to receive the tax credit but given that it would 

improve social security for the elderly by reducing the risk of the impact of unexpected medical 

expenses on consumption, the cost would be at least partially offset by the utility of this social 

security societal benefit.  

As for the microsimulation of the Out-of-Pocket Expenses portion of the AMTC, by increasing 

the credit percentage for the first R5000 while reducing it for qualifying medical expenses 

beyond this amount, part of the increase in tax credit issued to the first R5000 is offset by the 

percentage reduction for higher qualifying medical expenses. Additionally, by subsidizing half 

of the first R5000 of qualifying out-of-pocket medical fees, this reformed tax credit would act 

as more comprehensive risk mitigation for several doctors’ visits or one or two hospital visits, 

which would act similar to more basic private medical insurance plans by essentially “covering” 

a set amount of visits after which subsequent medical care is more the responsibility of the 

patient.  

This reform of the medical expenses portion of the AMTC works to effectively increase 

subsidization for those at the lower end of the taxable income scale while reducing it for those 

with higher taxable incomes, thereby increasing equity and discouraging moral hazard through 

the reduction in the percentage of medical fees that are applied as a tax credit beyond R5000. 

Overall if this reform were to be implemented, it would cost an additional R28,46 million in 

foregone tax revenue as shown in Table 7 below, where part of the increase in tax credits for 

medical expenses up to R5000 is offset by the reduction for out-of-pocket medical expenses 

beyond R5000. This is a modest increase in tax expenditure, but it is relatively small compared 

to the size of tax expenditure on the medical scheme fees portion of the AMTC for the elderly 

and the benefits towards increasing equity justify the loss of tax revenue. 
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Table 7: Microsimulation of the Out-of-Pocket Expenses Portion of the AMTC for the Elderly 

AMTC Credit 

Percentage for First 

R5000 of Additional 

Medical Expenses 

AMTC Credit 

Percentage for Medical 

Expenses Above R5000 

Increase in Tax 

Expenditure from 

the AMTC 

50% 

(Up from 33,3%) 

25% 

(Reduced from 33,3%) R28,46 Million 

 

One could consider a reform where one section of the AMTC (either the medical aid fees or 

out-of-pocket medical expenses support) is increased while the other is decreased. However, 

since the two sections target separate but similarly important areas, it is inadvisable to 

implement such a change. If the medical aid fees portion were to see a higher benefit at the 

expense of a reduction in tax credit for out-of-pocket medical expenses, this would likely 

encourage a behavioural shift to medical aid plans with higher premiums and lower out-of-

pocket expenses and those who have disrupted or are without medical insurance would see a 

greater financial burden of medical fees through a diminished medical expenses credit from the 

AMTC. If the medical expenses portion of the AMTC were to be increased for a reduction of 

the medical aid scheme fees section, there would be a behavioural incentive to choose a medical 

aid scheme that has lower premiums and higher out-of-pocket expenses when compared to 

current levels. Since the aim of an efficient tax code is to minimize distortion, neither scenario 

is desirable, so a reform that involves greater weighting on one portion of the AMTC would 

ultimately be in opposition to minimization of behavioural distortions.  

The Additional Medical Expenses Tax Credit seems more favourable to those with higher 

incomes at first glance, but one must consider the more comprehensive government provision 

for those with lower incomes through significant subsidization in the public sector. The AMTC 

for the elderly is therefore intended as a safety net to ensure that those who are less subsidized 

in the public sector are not subject to undue economic hardship and interruption to normal 

consumption patterns in retirement if they are exposed to unexpected medical expenses. 

Therefore, the AMTC should seek to balance between providing a safety net for those in the 

middle to upper-middle income brackets who are most at risk of medical expense difficulties 

in the absence of a National Health Insurance (NHI) scheme while also minimizing the fiscal 

expenditure on the safety net. 
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5. An Overview of Preferential Pension Contribution Tax Treatment 

5.1 The Development of Private Pensions 

Private pensions have arisen as a necessity for working individuals in the face of increasing 

lifespans. Prior to the medical advances of the World Wars, retirement age was roughly around 

one’s expected lifespan, which could allow one to minimize or even ignore the final period of 

the Lifetime Consumption-Savings Model (Terziev, 2019:124-126). Given the history 

surrounding work and retirement, there was an expectation that individuals provide for 

themselves if their lifespans extended beyond their working years or relied on familial support 

(OECD, 2011:82-85). However, as individuals are living longer, it becomes a necessity to save 

income for retirement.  

Without public sector intervention, individuals privately provided income for their retirement 

through savings accumulated while working or faced poverty in old age (Terziev, 2019:124-

128). With a short expected lifespan beyond working age, it was relatively easy to plan 

retirement income. However, as lifespans increased and greater atomization of families the 

amount of private savings needed for retirement substantially increased. One’s expected 

lifespan beyond working years became much less predictable which increased the uncertainty 

around the amount of savings required to have sufficient income smoothing during retirement 

as modelled through the Lifetime Consumption-Savings Model (OECD, 2011:82-85). In order 

to mitigate the risk of failing to have sufficient income for consumption smoothing during 

retirement, individuals began to increase their private savings during their working years, and 

this developed into the private pension.  

Beginning in the late 1800s and more commonly in the Post-War world, employers began 

offering private pension plans for their employees after retirement in the defined benefit format 

especially after urging from unions (Owens, 2014:1-2 and Sharpe, 2021:11-12). Defined 

benefit plans were annuitized fixed amounts promised up-front based on employee earnings 

and years of employment with the employer under the understanding that the worker would 

work most of their working career at the same company (Cocco & Lopes, 2011:931-933). The 

defined benefit pension through the employer helped to encourage employee loyalty and 

improve employee-employer relations.  

Today’s workers are less likely to spend their entire careers at a single company than in the 

past and as a result prefer more moveable pension plans than the historical defined benefit 

pensions that are still seen in the South African public sector. Additionally, as individual 
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lifespans increased, it became an increasing burden for companies to finance defined benefit 

pensions as the period that the benefit was paid out increased on average, while the number of 

years in the company remained relatively the same. This increase, combined with inflationary 

uncertainty and fluctuating financial markets created a great deal of risk for companies, which 

led to a swich to defined contribution plans for employees in most of the private sector (Stewart 

& Yermo, 2009:26-27). With defined contribution plans, the employer contributes a fixed 

percentage of an employee’s wages into the retirement fund up front and put into a personal 

account for the employee through the employer linked private investment firm (Blommestein 

et al., 2009:2-3). In this way the employer no longer bears the risk of financing the pension in 

the future when the employee is retired, and the risk is now shifted onto the employee.  

However, with the burden of funding retirement placed on the employee through defined 

contribution private retirement plans, individuals were made responsible for managing their 

retirement savings as well as their own level of contribution to the personal retirement account 

as the fixed annuitized amount from defined benefit plans had to be electively acquired under 

defined contribution plans (Sharpe, 2021:11-13). The private market has provided solutions to 

this issue through a market for annuitization of pension funds, but often these annuities do not 

cover as much of retirement consumption as the old defined benefit pension plans – in part due 

to the increased number of years that retirement income is needed for as a result of higher life 

expectancy. 

In addition to increased lifespans requiring retirement income for a longer period of time, 

increased costs of living relative to wages and turbulent economic times causing individuals to 

withdraw from their retirement savings to smooth current consumption have resulted in many 

elderly individuals reaching retirement without sufficient retirement savings to smooth their 

consumption over their lifetime. This has resulted in a higher degree of poverty for the elderly 

– even among those with middle-class incomes during their working years. This would suggest 

that use of the private market for retirement savings is sub-optimal, which is partially impacted 

by time discounting of money and uncertainty. Usually, imperfect markets justify government 

intervention. In this case working individuals have the ability to save more but lack the 

incentives to optimally save for retirement. Public sector intervention can act to solve part of 

this problem, but a preferable alternative is to have the government incentivize individuals to 

utilize private market opportunities to minimize government burden of risk in income provision 

for the elderly.  
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5.2 Theoretical Background for Pension Tax Incentives 

Imperfect markets result for individual private saving for retirement due to an inability for 

individuals to properly estimate expected outcomes while working and can only reassess their 

expectations after they have already retired and can no longer meaningfully alter the amount 

they have saved for retirement (Kapeliushnikov, 2015:84-86). Additionally, changes in 

personal time discount rates of money over the long term, which can be described as 

“hyperbolic discounting” result in a violation of rational decision making (Kapeliushnikov, 

2015:84-86). Individuals tend to have higher immediate discount rates than long-term discount 

rates, which leads to individuals underinvesting in things with long-term benefits (Horn & Kiss, 

2020:1-3). In the case of retirement pension savings, this means that working individuals fail 

to allocate sufficient income to their private pension funds and reach retirement without 

incomes sufficient to fund their non-working years. Additionally, there is a moral hazard issue 

in the presence of public pensions that cause individuals to under-save for retirement if they 

believe that the government will provide for them (Whitehouse, 1999:32-33). In order to 

overcome this behavioural issue of individuals in the private market, government intervention 

through incentivization acts as a potential solution. 

Tax incentives for certain behaviours generally induce individuals to marginally increase their 

performance of that economic behaviour through the medium of the substitution effect which 

makes that decision relatively cheaper (Gneezy et al., 2011:192-193). Monetary incentives can 

act through a direct price effect to make incentivized actions provide greater utility and thereby 

increasing the incentivized behaviour as long as it is not impacted by crowding out effects 

(Gneezy et al., 2011:192-193). Governmental incentivization of perceived positive actions that 

individuals may not take on their own is referred to as libertarian benevolent paternalism 

(Qizilnash, 2021:4-6). In order to address the imperfect markets created by individual decisions, 

the government needs to utilize the insights from behavioural economics to softly coerce 

behaviour that improves welfare through use of incentives (Qizilnash, 2021:4-6). This 

theoretical concept is the main motivation behind tax incentives for pension contributions as 

the government seeks to encourage private investment in retirement funds during working 

years by individuals, so that the government does not need to provide as substantial income 

support for individuals in old age (National Treasury – Republic of South Africa, 2012:11-14).  
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5.3 The South African Context of Pensions and Pension Reform 

In international retirement literature, the general aim is to achieve a 75 percent replacement 

rate for income in retirement (Sharpe, 2021:12-13). This required percentage may be even 

higher for South African households as they do not reduce consumption in retirement as much 

as their global counterparts (Reyers, 2018:345-346). As a 40 percent replacement rate of 

working years income is the benchmark minimum suggested for retirement in South Africa 

(although far below the international standard of 75 percent), it is advisable to have a sizeable 

retirement savings fund in order to maintain income smoothing supplementary to the 

government provided old age tax rebate or Old Age Grant (Reyers, 2018:345-346). This means 

that individuals must have sufficient savings or continuous income to maintain relatively 

smoothed levels of consumption. For the poor, the Old Age Grant provides continuity of 

income in retirement and may even be an increase in income to those unemployed prior to age 

60 (Zeka et al., 2020:2-3). However, for those with higher pre-retirement incomes, to ensure 

relatively smoothed consumption throughout retirement, they must either have a consistent 

form of either wage or investment income or have accumulated sufficient savings to finance 

their retirement (Zeka et al., 2020:2-4). The primary method through which middle to upper 

income South Africans who were formally employed during their working years fund their 

retirement is through savings accumulated in a retirement pension fund (Reyers, 2018:345).  

It is estimated that between 7 to 11 million South Africans have some degree of a retirement 

fund (Department of Social Development – Republic of South Africa, 2021:35). This is a high 

level of coverage among the elderly and indicates that there is some effort being undertaken by 

working individuals to set aside income to allow for consumption smoothing in retirement. 

However, the levels of savings in these retirement accounts tend to be rather low and are often 

insufficient to maintain a similar level of consumption in retirement (Zeka et al., 2020:3-6). It 

is estimated that over half of South Africans have pensions that can only provide 28 percent or 

less of their pre-retirement consumption (Reyers, 2018:345). These low levels of savings are 

often attributed to individuals converting the pension fund into cash when moving to a new job 

or individuals initiating early withdrawal of funds during working years to fund emergency 

expenditures, both of which are subject to financial penalties that only diminish the value of 

the fund and leave little for retirement.  

This occurrence represents sub-optimal savings conditions for retirement in South Africa. 

While global trends indicate a lack of savings for retirement, in South Africa, where there is 
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less of a financial safety net than other developed countries (as the Old Age Grant is the only 

form of direct income assistance), this lack of savings is even more burdensome as individuals 

must shoulder more of their own financial risk than under more comprehensive social security 

systems for old age (Moleko & Ikhide, 2017:140-141). Much like other countries, the South 

African Government has implemented early withdrawal penalty fees on pension funds as well 

as tax incentives for pension fund contributions to encourage retirement savings among the 

working to act as behavioural influences on savings for retirement (National Treasury – 

Republic of South Africa, 2012:5). This incentive structure has induced the long run impact of 

individuals being more personally responsible for their financial security in old age. 

Tax expenditures on pension contributions have historically been justified as a government 

incentive to encourage saving for retirement, which is considered a socially desired behaviour 

(Barrios et al., 2016:2-5 and Avram, 2014:1-4). Pension tax expenditures in South Africa make 

up an exceedingly high proportion of tax expenditures (roughly 35 percent) and tend to benefit 

those in higher income deciles (Redonda & Axelson, 2021:1-2). In fact, the amount of revenue 

estimated to be forgone in taxes as a result of preferential tax treatment on pensions is estimated 

to exceed the amount spent on the Old Age Grant (Van der Berg, 2002:19 and National 

Treasury – Republic of South Africa, 2019:5).  Taking this into account, the large number of 

elderly individuals receiving the OAG relative to those who have received preferential pension 

tax treatment during their working years would suggest that the preferential tax treatment of 

pensions may favour higher income earners too much if the government aims to increase equity 

among the elderly. 

Pensions in South Africa are separated into three separate types: Pension Funds, Provident 

Funds, and Retirement Annuity Funds. Pension Funds are paid out 1/3 lump-sum with the rest 

annuitized, while Provident Funds provide only the cash lump-sum. Retirement Annuity Funds 

are for the self-employed and are an annuity as the name suggests (Republic of South Africa – 

National Treasury, 2012:9-12 and Redonda & Axelson, 2021:4-6). The expansion of pension 

fund types from the historical defined benefit pension fund is attributed to changes in the labour 

market as well as changes in employer preferences in providing retirement plans to employees 

due to inflationary and longevity risks (Van der Berg, 2002:14-21). However, the benevolent 

paternalistic aims of the South African Government still result in a slight preference towards 

retirement funds with a greater degree of annuitization to ensure that retirement funds are 

longer lasting (National Treasury – Republic of South Africa, 2012:5) 
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In 2017, moderate reform to the tax expenditures in South Africa took effect, now treating 

employer contributions as fringe benefits (and thus taxable) and increased the deductible 

amount of contributions up to 27,5 percent (although this was capped at R350000 per annum) 

(Willows et al., 2018:2). This reform resulted in uniform treatment between the three types of 

retirement funds, which previously were given different tax treatment (National Treasury – 

Republic of South Africa, 2012:5-6). The change resulted in increases in the number of 

individuals (and contribution amounts) participating in the tax expenditures from the Provident 

Fund and Retirement Annuity Fund retirement funds for employee contributions (Redonda & 

Axelson, 2021:10-11). As a result, although data is limited post-reform, the reform helped to 

boost private savings from individuals with retirement funds outside of the standard pension 

fund (Redonda & Axelson, 2021:11). Therefore, this government tax expenditure has helped 

to boost savings while working (at least for the individuals in South Africa with formal 

employment that includes a retirement fund), which is in line with the Lifetime Consumption 

savings model to attempt to reduce the necessity for government spending to supplement 

insufficient income in retirement for those who fail to save during working years. 

The increased taxation on employer contributions is an attempt to consider the distributional 

effects of the pension-related tax expenditures and reduce the amount of tax reduction on what 

is essentially delayed income for those in the upper income deciles. As employer contributions 

(which could be considered additional wage income) are now taxed as fringe benefits, that 

income is no longer subjected to preferential tax treatment (South African Revenue Service, 

2021:22-23). This change reduces the regressive impact of the reduced taxation on pension 

contributions. The cap on retirement contributions was also an attempt to stop high income 

earners from shielding income from taxation if they delay their consumption until retirement 

(Redonda & Axelson, 2021:6). These reforms attempted to reduce extensive use of the 

preferential tax treatment to limit the taxation of income put into pension funds as essentially 

delayed consumption, but in order to encourage some savings for retirement, the preferential 

treatment was only slightly curtailed.  

As this reform had little net impact on reducing the regressivity of the preferential pension tax 

treatment (and may have even exacerbated it), further reform with greater focus on the 

distributional impact of policy changes may be useful in reducing poverty and inequality in 

South Africa (Redonda & Axelson, 2021:13). The preferential tax treatment of pensions in 

South Africa generally only applies to those who are formally employed and have a pension 

plan through their job. Unfortunately, this removes a significant portion of the population from 
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the benefits of this tax expenditure as those who are unemployed or lack formal employment 

with a pension plan are ineligible for this tax benefit. Those with larger incomes are more likely 

to save larger amounts through the pension (as personal and employer pension contributions 

tend to be related to a percentage of income) and thus the pension tax expenditures favour those 

in higher income deciles. As a result, preferential tax treatment of pensions is not a very 

progressive fiscal expenditure. However, the preferential tax treatment exists both to encourage 

savings as well as to encourage individuals to privately take on the planning and risk for 

funding their retirement.  

While pension funds are likely more prudent in preserving retirement income than provident 

funds that pay out in a lump sum, provident funds do have some advantages in allowing those 

with fewer assets outside of their retirement funds to be able to make large purchases such as 

land, cattle, or houses (Van der Berg, 2002:18-19). Annuities have the benefit of fixed income 

in retirement, but they may be less beneficial in South Africa with a life expectancy only 

slightly higher than the retirement age. For this reason, provident funds may be more appealing 

to those who have lower expectations for their life expectancy, while those that believe that 

they may have a longer retirement may be drawn to annuity funds to ensure a set income for 

the rest of their life which substantially mitigates risk regarding consumption during retirement. 

Annuitizing assets may negatively impact the ability to allocate bequests to subsequent 

generations, but as many individuals currently have enough difficulty funding their retirement 

when alive and bequests are omitted from models such as the Lifetime-Consumption Savings 

Model, it is acceptable to set those aside as a potential concern and rather focus on the more 

pertinent issue of maintaining funding for relatively constant consumption. 

Unfortunately, retirement plan decisions during working years can have significant impacts on 

the size and stability of pension funds when one reaches retirement. The Green Paper highlights 

the fact that the management fees for private pension funds erode the potential savings for 

retirement that an individual could attain in the absence of these fees (Department of Social 

Development – Republic of South Africa, 2021:37). This negative consequence of managed 

retirement funds results in a significant diminishment in potential retirement income that South 

African individuals could have if they were to utilize alternatives such as unmanaged funds. 

However, often employers outside of the government have a designated managed fund into 

which employer contributions are deposited, which restricts the choices of retirement savings 

for employees.  
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5.4 Aims of this Investigation of Pension Tax Incentives 

Regrettably, the SAMOD does not currently include pension data, hence microsimulation of 

the South African pension tax expenditures is not possible using current methods. Further 

investigations could utilize tax administrative data for empirical analysis or the forthcoming 

PITMOD which is a personal income tax microsimulation model for South Africa that is 

currently unavailable to researchers at the time of writing. Alternatively, an extensive literature 

review of pension taxation reform in South Africa and abroad, alongside a historical 

understanding of the evolution of pensions and pension tax expenditures in South Africa, will 

form the backbone of this section of the investigation. The analysis of pension tax expenditures 

will investigate the impact of changes before and after the reforms that took effect in 2017 as 

well as potential motivations behind these changes. These motivations will be evaluated as to 

whether the aims of the reform were achieved. Recent reform proposals in South Africa will 

be analysed using discussion around pension reform internationally and additional reforms will 

be proposed to fit the South African pension system and context where applicable. Given the 

degree of poverty and inequality in South Africa, emphasis will be placed on reforms that 

reduce the regressivity of the pension-based tax expenditures and/or increase tax revenue to be 

made available for redistributive purposes.  

While this exercise will be looking at static reform rather than dynamic effects like the Redonda 

& Axelson (2021) paper was able to do, some data from pension taxation reform in other 

nations can give an idea of what some behavioural changes could be. The international pension 

tax reform discussion should offer policies that are aligned with altering the current South 

African pension tax expenditures to reduce poverty and inequality (Whitehouse, 1999:32-34). 

As the United States and European Union have ample literature on pension reform, those 

countries will form part of the discussion, although careful consideration will need to be taken 

to ensure that the context of different levels of development and different government systems 

for providing social security are accounted for when applying any international reform ideas to 

South Africa.  

Reforms of interest may target increasing benefits from the pension tax expenditures for those 

in the lower income deciles, although consideration should be done of those who are informally 

employed or unemployed and therefore cannot benefit from these expenditures (Hendrie et al., 

2007:37). Therefore, an analysis should be taken into whether the current allocation of 35 

percent of tax expenditures to pensions – which is a significant amount of foregone tax revenue 
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– is socially beneficial to South Africa as a whole. The Lifetime Consumption-Savings model 

is used as a guide to justify some of the government’s spending on this tax expenditure, given 

that private pension fund contribution is concentrated more highly among higher income 

earners than the poor (Redonda & Axelson, 2021:12). 

5.5 Outline of South African Pension Contribution Tax Treatment Reform 

The recent pension fund reform that has equalized tax treatment between pension funds and 

provident funds has helped to minimize distortions in individual preferences for selecting a 

type of retirement fund. Prior to 2015, employees were able to deduct individual contributions 

to provident funds from taxation, while pension funds were allowed a 7,5 percent tax deduction 

(Republic of South Africa – National Treasury, 2012:6-12 and Redonda & Axelson, 2021:6). 

This difference in tax treatment economically favoured pension funds over provident funds and 

is likely a contributing factor between the stark difference in the number of individuals enrolled 

in each fund prior to 2016. However, after the reform that equalized tax treatment of the two 

retirement funds, the number of individuals enrolled in provident funds increased substantially. 

Provident funds are more economically attractive to the poor as evidenced by the far lower 

overall contribution amount to the fund type despite fairly close numbers of contributors to 

provident and pension funds (Redonda & Axelson, 2021:11). As a result, this reform 

effectively had the incentive of encouraging lower-middle income working individuals to 

increase their retirement fund contributions as well as their likelihood to participate in the fund 

in order to take advantage of the tax benefits.  

Individuals with lower incomes tend to prefer the provident fund over the pension fund because 

the provident fund requires a lower amount of annuitization and provides the majority of the 

benefit as a lump sum which can be used for larger purchases that lower income individuals 

may not have been able to afford during work. From a risk standpoint, the pension fund 

requirement of a greater proportion of annuitization should ensure a greater degree of financial 

stability in retirement than in the case that provident fund members utilize their lump sum 

payments for less long-term looking endeavours (Hendrie et al., 2007:33-39). This is part of 

the reason that the government offered a preferential tax benefit for the pension fund over the 

provident fund as the government was attempting to incentivise making economic decisions 

that provide more stable income in retirement (National Treasury – Republic of South Africa, 

2012:5-6). However, given that individuals have varying preferences and anticipated lifespans 

during retirement, a one size fits all approach is inappropriate for retirement in South Africa. 
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The shorter-term spending of the lump sum payment from the provident fund may result in a 

greater financial assistance from government in the long-run should the individual require a 

greater amount from the Old Age Grant if their retirement savings are depleted. However, too 

much governmental influence in the retirement planning of individuals can discourage 

participation as evidenced by the sharp jump in enrolments in provident funds after the 

equalization of tax treatment between the two funds (Gneezy et al. 2011:192-194 and Redonda 

& Axelson, 2021:11). Tax incentives must align with consumer preferences or often the results 

of a fiscal policy may not align with its intended effects as the principal-agent signalling of the 

tax incentive is less effective (Gneezy et al. 2011:192-193).   

5.6 Empirical Literature and Reform Options from Abroad 

Historical econometric studies in the United States have found that these tax incentives have 

little impact on individual savings rates and that most of the increase to the retirement plans 

are “a cumulative store of their tax advantages with no change in personal savings rates” 

(Lindeman & Ozanne, 1987:98-99). The tax incentives on pension contributions do increase 

pension savings, but it is suggested that individuals take advantage of this tax incentive to shift 

savings from other savings instruments to receive a higher effective return on those savings as 

a result of the preferential tax treatment (Whitehouse, 1999:32-34). Empirical evidence 

suggests that preferential tax treatment of pension contribution has little to no impact on the 

level of national savings and simply acts as a costly mechanism to shift the market 

concentration of where savings are held (Whitehouse, 1999:32-34).   

Given that the intended impact of the tax incentives given to pension contributions is to increase 

retirement savings rates and thereby create greater financial stability among the population 

cohort when they reach retirement, the actual economic impact falls short of its goals. The tax 

incentives do result in overall increases in retirement income for retirement fund contributors 

according to empirical evidence (Lindeman & Ozanne, 1987:99-100). However, considering 

the high levels of poverty and inequality in South Africa combined with a restricted fiscal 

budget due to a narrow tax base, the significant expenditure of tax revenue on pensions – 35 

percent of tax expenditures – seems less justifiable considering the concentration of the tax 

incentives benefiting those with higher incomes to a proportionally higher degree. A reduction 

in pension tax incentives and redistribution of that gained tax revenue to those with lower 

incomes to ensure higher standards of living for the poor in retirement may be a more equitable 

approach.  
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The United States sees the fourth- and fifth-income quintile receive the largest benefit from 

retirement tax incentives as a share of pre-tax income (Toder, et al., 2017:14-19). Toder, et al. 

(2020) estimate the distributional impact of retirement savings tax incentives in the United 

States with varying limits to maximum contributions to defined contribution retirement plans. 

The results from this investigation show that stricter annual contribution limits ($15000 and 

$20000 were simulated) result in individuals in upper income groups having higher tax liability 

with minimal impact on those in lower income groups (Toder, et al., 2020:8-9). Such a reform, 

if implemented in South Africa, would involve reducing the contribution limit from R350000 

per annum and could be an effective way to reduce the large expenditure on pension-related 

tax expenditures in South Africa in a way that does not affect those in the lower income scale, 

thereby increasing equity. An additional proposal simulated by Toder, et al. (2020:10) was the 

implementation of a refundable tax credit instead of the currently non-refundable one. This 

refundable credit set at a lower refund rate of 21,3% for the tax credit for revenue neutrality in 

the United States and it reduced tax liability for the bottom four quintiles while increasing 

taxation on the top income quintile (Toder, et al., 2020:10). This suggested tax reform would 

benefit even those in the lowest income groups in South Africa as refundable tax credits are 

given even to those with no tax liability and it would act as a reasonable solution to the issue 

of the 2017 South African pension tax incentive reform that ultimately had a slight increase in 

inequality that was noticed by Redonda and Axelson (2020:13).  

While such a reform may have a negative impact on national savings as those in higher income 

brackets would likely see less incentive to make as large of retirement contributions, a 

refundable tax credit for pension contributions combined with a reduction in the percentage 

given in the tax credit would reduce inequality and benefit those at lower incomes. Ultimately 

such a reform may result in greater participation by those at the bottom of the income scale in 

the private pension savings market and would allow for more comprehensive social security in 

old age for those at the bottom of the income scale. 

5.7 Review of Recent Pension Reform in South Africa 

The South African Department of Social Development in South Africa has recently proposed 

the creation of a National Social Security Fund (NSSF) to create a more adequate social 

security net for workers (Department of Social Development – Republic of South Africa, 

2021:11-12). This proposed fund is intended to better provide social security programmes than 

the current system and would be funded by an 8 to 12 percent mandatory contribution from 
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employees earning above R22320 per annum on income up to R276000 per year (Department 

of Social Development – Republic of South Africa, 2021:11-12). This fund is intended to 

provide a defined benefit to all South Africans, but it is suggested that those with earnings high 

enough to be subject to tax should privately save for retirement for sufficient consumption 

smoothing in retirement. The contribution cap for the NSSF is intended to give higher income 

earners greater opportunity to privately invest in their retirement savings (and to not dampen 

their investment in the economy) as the likely relatively low pay-out of the fund will be far 

below what they could have attained from retirement investment in the private sector 

(Department of Social Development – Republic of South Africa, 2021:48). The NSSF fund 

will use fund indexation to protect the value of contributions and be tax deductible until the 

disbursement is withdrawn (Department of Social Development – Republic of South Africa, 

2021:63-67). In order to account for a gradually aging population in South Africa, the NSSF 

fund is set to be disbursed to individuals at age 65, which is five years later than the Old Age 

Grant.  

The NSSF appears to be more comprehensive than the current Unemployment Insurance Fund 

(UIF) and partially mimics the Old Age Survivors Disability Insurance (OASDI) fund in the 

United States in that it collects a portion of income to contribute into an earmarked common 

fund for distribution in old age to those who contributed. This is unlike the Old Age Grant 

which is simply funded from general tax revenues and beneficiaries of the OAG are not 

required to have contributed while working. The NSSF will likely be redistributive in nature 

given the income threshold before contribution becomes mandatory and the flat rate pay-out 

will benefit those at lower incomes. However, such a fund will likely negatively impact higher 

income earners as the fund will unlikely be able to provide a disbursement of an amount that 

they would be able to privately save on their own if the pay-out is to be uniform for all members 

of the fund (Department of Social Development – Republic of South Africa, 2021:11-12).  This 

is further suggested by the statement in the paper recommending additional private savings for 

those above the tax threshold (Department of Social Development – Republic of South Africa, 

2021:11-12). This incomplete coverage for those with higher incomes suggests that the NSSF 

is primarily intended to be an agent bringing more equity to the current retirement system and 

providing further retirement savings for those with employment during their working age years 

among the lower income earners.  

This eight to twelve percent mandatory contribution will effectively reduce real wages for 

workers and this reduction may induce the behavioural response of a reduction in savings and 
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retirement contributions for workers in order to maintain consumption smoothing. Those at 

higher income levels will likely respond to the effective reduction in income with some 

reduction in pension retirement savings due to the income effect and since the Department of 

Social Development paper indicates that those with higher incomes would likely be able to 

attain higher returns on private savings. Therefore, this will have the overall impact of a 

reduction in pension fund accumulation for higher income earners at the time of retirement or 

a reduction of current consumption to finance this effective reduction of income if current 

retirement contribution levels are to be maintained, which will have negative economic 

consequences. Additionally, research on the employee/employer split of the OASDI and 

Medicare/Medicaid taxes in the United States have shown that the burden is shifted almost 

entirely to the employee in the long run, which is negative for the individual employees 

(Brittain, 1971:110-111). 

The National Social Security Fund is a potential reform option for ensuring that employed 

individuals (especially among lower income earners) mandatorily save for retirement by 

implementing more government oversight through a government-controlled savings fund 

similar to that of other developed nations. However, wide income disparities of workers in 

South Africa would make it so that the fund ultimately has negative economic consequences 

and would be of little benefit to higher income earning workers who would effectively 

subsidize the distributions of lower income workers. If income disparity in South Africa 

becomes less of an issue in the future and the distribution amount from the NSSF is raised to 

an amount that is closer to what higher income earners could have received through a private 

pension plan investing in a safe asset such as government bonds (similar to the Social Security 

programme in the United States) the NSSF fund could be more promising as a supplemental 

retirement savings vehicle. As it stands, the NSSF mainly penalizes high income earners and 

would create negative economic consequences for those individuals who already perceive 

themselves to be overburdened with tax.  

The Green Paper also argues for a reform of private pension funds owing to the fact that they 

comprise of insufficient funds to smooth consumption in retirement as well as retirement fund 

fees reducing potential savings (Department of Social Development – Republic of South Africa, 

2021:15-16). The proposed reform is for auto-enrolment in employer occupational funds rather 

than the current optional enrolment and the government will continue to provide tax deductions 

on their contributions to the funds. There have been a multitude of studies that find that auto-

enrolment into pension funds increases the participation rate in the funds and this can lead to 
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greater employee savings for retirement to hopefully create more adequate retirement savings 

on average for working individuals (Chalmers et al., 2021:1-7). While it may remove some 

semblance of personal choice and responsibility, sometimes it is best for the government to 

guide citizens into making socially responsible decisions that they may not have made on their 

own without government intervention into their behaviour. 

By mandating auto-enrolment of employee contribution into a retirement fund, the South 

African government will enact paternalism to cause working individuals to act in their own 

self-interest in a way that they may not act if left to their own devices (Thomas & Buckmaster, 

2010:1-3). This acts as a foil to incentivization policy and alternatively works by having 

individuals simply not take any action as they are made to make the socially beneficial action 

and any alternative will take effort. Benevolent paternalism is sometimes even more effective 

than incentivization through taxation due to the lack of effort required by the individual to 

make the socially beneficial choice. Additionally, paternalistic mandates such as auto-

enrolment in employer pension funds are far less costly to the government than offering tax 

incentives which makes it achieve a similar impact at a lower cost to tax revenues.  

As a result, creating an auto-enrolment into employer pension funds will have a positive impact 

on the level of retirement savings among South Africans as auto-enrolment experiments 

generally achieve higher pension participation even after individuals opt out of contributions 

then where individuals must elect to opt in (Cribb & Emerson, 2020:664-667). This higher rate 

of retirement savings will hopefully have the economic impact of reducing uncertainty in 

retirement income levels and boost retirement fund levels to above the abysmal 28 percent or 

less that nearly half of South African individual retirement funds have (Reyers, 2018:345). As 

auto-enrolment in pension plans comes at a significantly lower fiscal cost than the 35 percent 

of tax expenditures that the preferential tax treatment of pensions costs, a more relevant reform 

to the South African pension sphere may be to reduce the deduction percentage afforded to 

employee pension contributions and rather use benevolent paternalism to attempt to increase 

savings rates at a far lower fiscal cost. 

 

6. Conclusion 

Social Security is a composite system with many facets as opposed to a single policy. For the 

elderly in South Africa, social security measures provided by the government by means of 

fiscal instruments address many of the consumption financing issues that come with old age, 
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but the system is not completely comprehensive. The fiscal instruments of the Old Age Grant, 

the Higher Tax Threshold Rebate for the elderly, the Additional Medical Expenses Tax Credit 

for the elderly, and Preferential Tax Treatment of Pension Contributions all independently 

work to solve a portion of the issue of insufficient income for retirement faced by the elderly. 

However, the reforms in isolation lack synergy and through carefully planned combined reform, 

a more complete income support system can be created that provides for all South Africans. 

The income issues of the elderly worldwide and especially in South Africa need to be addressed 

in a way to minimize poverty and inequality while avoiding significantly burdening 

government revenue that can be used for alternative fiscal expenditure.  

In isolation, the poor and those at the lower-middle end of the income scale have income 

support provided for them by means of the Old Age Grant and have their increasing medical 

costs covered by the public healthcare system. Meanwhile, those in the middle to upper income 

brackets receive boosted income by means of the tax system. The increased tax threshold 

increases the level of income before which one is taxed and helps to reduce tax liability. The 

AMTC works to boost medical aid fee support and out-of-pocket medical expenditure for those 

that utilize private healthcare beyond what those below age 65 receive to help mitigate the costs 

of the private health system. Additionally, the government provides tax incentives to those 

formally employed to behaviourally influence individuals to privately save for retirement in 

amounts higher than what they would have without incentivization. 

On the surface this system appears to cover the need for income support in retirement to 

maintain consumption smoothing under the premise of the Lifetime Consumption-Savings 

Model. However, the system provides significant support for those at the two ends of the 

income spectrum and unfortunately the individual policies fail to completely cover those in the 

middle as evidenced by this paper. Additionally, given the poverty and inequality legacy left 

by Apartheid, it becomes necessary to ensure adequacy in the income for the poorer older 

individuals in South Africa as reducing consumption has more serious considerations for 

poorer individuals than for the wealthy. However, in order to allow all individuals in South 

Africa to have some degree of income smoothing, income assistance through the tax system 

should also be applied to even the wealthy, although perhaps to not such a degree as their poorer 

counterparts. 

The investigations of this paper found that the Old Age Grant and higher tax thresholds for the 

elderly act to address individuals mainly from the two ends of the spectrum. Reductions to the 
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OAG only increase poverty and increases in the monthly OAG amount do not reduce poverty 

among the elderly, although it does reduce poverty among the general population by means of 

spill-over and increases the monthly income for elderly individuals in the lower income 

quintiles. The higher tax threshold is mainly targeted to those with incomes at the level that 

they do pay tax or would in the absence of the tax rebate. The maximal rebate from the tax 

threshold even at age 75 is less than the annual distribution of the Old Age Grant but given that 

individuals receiving the rebate have relatively higher incomes, it would make sense that they 

need less income support. The Green Paper’s suggestion for eliminating the higher tax 

threshold rebate in exchange for universalizing the OAG certainly provides interesting results 

when simulated in the SAMOD (Department of Social Development – Republic of South 

Africa, 2021:13-14). As the reform stands with no means testing, this would be a poor from an 

equity standpoint and would only increase government expenditures. However, if means 

testing were to be implemented with a higher income threshold and a slower reduction rate than 

the current OAG, the Green Paper’s proposed reform would be ideal in providing better income 

support for those that fall in between the OAG and higher tax threshold income support. This 

would leave those at the upper portion of the income scale with less income support, but the 

benefit from the removed higher tax threshold rebate for the elderly could be replaced by the 

already existing preferential pension contribution treatment and Additional Medical Expenses 

Tax Credits. 

Regarding income support for medical treatment, the poor are generally covered by the 

government through public healthcare (although there could be improvements to quality and 

the supply), but those that utilize private healthcare are exposed to potentially high costs. The 

current AMTC provides a proportional reimbursement for Medical Aid Fees and Out-of-Pocket 

medical expenses. While this is helpful, those in the middle-income groups have a lower ability 

to pay and therefore the SAMOD microsimulated reforms that involve more progressive 

treatment of the tax credit work to make the private healthcare sector more accessible to those 

in the middle-income range while not substantially reducing support for those in higher income 

brackets. Such a reform acts to expand options of healthcare through increasing the income 

support for those with a lower ability to pay.  

Finally, the preferential treatment of pensions can be reformed to include more of the 

population by means of refundable tax credits and lower credit percentages. This reform would 

increase poverty and include workers at lower incomes in the private pension market more 

comprehensively, which may reduce the strain on the assistance measures for the poor and 
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reduce poverty among the elderly in the long run. Since the tax incentives encourage little 

saving beyond the incentivized amount, the 35 percent of tax expenditures spent on pensions 

could stand to be reduced and setting a lower cap on contributions may help to reduce revenue 

loss of this less effective tax expenditure as proposed by the simulation run on United States 

data (Toder et al., 2020:10). Alternatively, creating a national social security fund among 

workers would act as alternative for redistribution to the poor, but such a scheme would be far 

more burdensome on upper income earners and would act as a net tax on them. 

Through these combined reforms, gaps in the social security system for the elderly can be more 

adequately addressed. The fiscal instruments used to provide income support for the elderly 

are well established and with moderate reform, can more comprehensively address the lack of 

retirement savings for the entire income distribution of South Africa. Reform is not without its 

issues and the dynamic effects of any changes need to be considered to avoid impacts that 

diminish the intended effects or even work in the opposite direction. However, with carefully 

considered implementation, the incomplete retirement savings market can be addressed by the 

fiscal instruments that impact the elderly to reduce poverty and inequality in such a way that 

the government fiscal budget is not overly burdened.  
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