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Area

Population (1996)

Population growth rate

Employment in the nonagricultural sector

IMF Position (May 31, 1998)

South Africa; Basic Data

1.2 million square kilometers
37.9 million

2 percent

5.18 million

Quota SDR 1365.4 million
Fund holdings of rand SDR 1595.7 million
Holdings of SDRs SDR 113.6 million
Exchange rate US$1=R5.16
1997 1994 1995 1996 1997
Prel.

National accounts

In billions of rand
at current prices

(Percentage change at constant prices)

GDP (at market prices) 594.9 2.7 34 32 1.7
Private consumption 366.7 3.1 4.7 39 2.0
General government consumption 127.0 3.1 -14 6.0 7.1
Fixed investment 103.3 8.7 10.3 7.8 3.5
Gross Domestic Expenditure : 588.0 6.5 5.0 217 1.4
Exports of goods and nonfactor services 1652 1.0 10.5 11.0 53
Imports of goods and nonfactor services 1584 16.1 17.1 9.2 4.6
Savings and investment balances (Percent of GDP)
Total Investment 174 19.0 18.2 16.6
Foreign savings 0.3 2.0 13 1.5
National government finances 1/ (Percent of GDP)
Total revenue 252 253 264 26.6
Total expenditure 30.8 311 31.6 30.6
Deficit -5.6 -5.8 -52 -4.0
Money, prices, and the labor market (Percentage change)
12-month growth of M3 (period end) 15.7 152 13.6 17.2
Consumer prices (annual average) 9.0 8.6 74 8.6
GDP deflator 9.8 8.8 85 78
Average remuneration (pvt. nonagriculture) 10.0 112 10.6 92
Balance of Payments (In billions of U.S. dollars)
Current account balance -0.3 2.7 -1.7 -19
Merchandise trade balance 35 1.7 23 20
Total exports 25.0 289 29.7 304
Gold exports 6.7 6.2 6.1 5.6
Nongold exports 18.3 226 23.6 248
Merchandise imports 215 27.1 274 284
Factor and nonfactor services -39 4.5 4.0 -3.8
Financial account balance 23 42 54 1.9
Net direct investment 02 0.7 0.7 2.0
Portfolio investment 0.3 13 -0.3 2.7
Other 1.7 34 2.9 1.0
Stock of gross reserves of the SARB 31 43 22 58
in months of merchandise imports 1.7 1.9 1.1 26
Stock of net reserves of the SARB (incl IMF) 0.9 3.5 1.6 34
in months of merchandise imports 0.4 1.3 0.7 1.4

Sources: South African Reserve Bank, Quarterly Bulletin; and Fund staff estimates.

1/ Fiscal year, cash basis.



I. RECENT ECONOMIC DEVELOPMENTS
A. Introduction

1. Cautious monetary and fiscal polices during 1997 resulted in a return of financial
investor confidence and capital inflows during 1997 and through April 1998. These policies
helped the South African economy emerge successfully from the exchange market pressures
of 1996 and weather the contagion from the East Asian crisis in the second half of 1997.
Throughout 1997 and up until May 1998, inflation and market interest rates fell considerably,
net international reserves increased and the net open forward position (NOFP) of the Reserve
Bank was reduced sharply (Figure 1). However, renewed turbulence in emerging markets has
recently severely affected South Africa. Despite increases in interest rates, pressures
intensified, and the authorities intervened heavily in the foreign exchange markets.

2. Following relatively rapid growth in 1995 and early 1996, the economy moved to a
lower rate of growth in 1997 and thus far in 1998, while formal employment in the private
nonfarm sector continued to decline. Moreover, little progress has been made in implementing
the structural reforms announced in the Growth, Employment and Redistribution (GEAR)
strategy aimed at accelerating job creation and ultimately reducing open unemployment, which
is disproportionately concentrated among the young and unskilled.

B. Real Sector Developments

3. Economic activity slowed during 1997 intensifying the ongoing structural decline in
Jormal sector employment. Weaker aggregate demand and beneficial developments in certain
exogenous cost-push factors contributed to a dampening of inflationary pressures despite
strong wage growth. An increase in general government dissaving, together with a continued
decline in private saving, more than offset a slowdown in domestic investment, and thus
increased somewhat the economy’s reliance on foreign saving.

4. Real GDP growth slowed from 3.2 percent in 1996 to 1.7 percent in 1997. The
slowdown was particularly marked in the second half of the year, as real GDP growth fell to
an annualized rate of 0.9 percent, compared with 3.3 percent in the second half of 1996. The
sluggish economic activity continued in the first quarter of 1998 as real GDP grew by

0.7 percent (seasonally adjusted annual rate) over the previous quarter. With population
growth estimated at 2 percent, real GDP per capita declined slightly in 1997, the first such
drop since 1993. Real GDP at factor cost increased by 1.7 percent in 1997 compared with
3.1 percent in 1996.

5. The main source of growth in 1997 was the manufacturing sector, which grew by
3.3 percent and was responsible for just under half of the growth in output for the year.
However, after growing at an annualized rate of close to 7 percent during the first half of the
year, manufacturing output declined during the second half of the year at an annualized rate



Figure 1. South Africa: Economic Indicators
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of almost 1 percent. The contrast in the performance between the first and second halves of
the year may have been attributable in part to developments in the external sector, including
the termination of the export incentive program, the economic crisis in East Asia, and
movements in the real effective exchange rate (see below, in Section VII).! The other
important contributors to growth were the financial services sector, reflecting continued high
activity in the financial markets, and the electricity, water and gas sector, which benefitted
from increased demand for electricity in neighboring countries and the expansion of electricity
and water availability to the less developed regions of the country.

6. Output in the mining sector grew by 1.2 percent in 1997, after declining for three
consecutive years. New measures to boost productivity in the gold mines, strong export
demand for coal, and higher world prices for platinum were the main reasons for the
turnaround in the mining sector. In contrast, agriculture output declined by 1 percent in 1997,
after having grown by 29 percent in 1996 as a result of exceptional climatic conditions.
Excluding agriculture, real GDP at factor cost grew by 1.8 percent, the same growth rate as in
1996.

7. Growth in real domestic demand decelerated from 2.7 percent in 1996 to 1.4 percent
in 1997, reflecting a significant slowdown in private consumption and a major reduction in
inventories. The slowdown in demand occurred despite an increase of 7.1 percent in real
general government consumption, following a rise of 6.0 percent in 1996. The growth in
private consumption expenditure slowed from 3.9 percent in 1996 to 2 percent in 1997 as real
disposable income grew by just 0.7 percent in 1997 (and by only 0.1 percent between the
fourth quarter of 1996 and the fourth quarter of 1997), owing mainly to continued declines in
employment and increased personal income tax collections. The deceleration in private
consumption was across-the-board, but was especially marked in durable goods, where
consumption declined throughout the year (most notably in transport equipment and furniture)
following very strong growth in the fourth quarter of 1996.

8. As has been the case since 1994, fixed investment grew faster in real terms than real
GDP in 1997 but at less than half the rate of growth of the previous year (3.5 percent
compared with 7.8 percent in 1996). Investment spending on nonresidential buildings and
other construction continued to grow at a strong pace in 1997, up by 9.6 percent for the year;
in contrast, spending on machinery and equipment grew by 2.4 percent, compared with an
average annual growth rate of 14.1 percent during 1994-96. Residential investment grew by
only 0.3 percent, prolonging a stump that began in 1993,

"The real effective depreciation of the rand in 1996 bolstered the competitiveness of South
African manufactured goods and stimulated production in the first half of 1997; but the real
appreciation of the currency in the first half of 1997 had the opposite effect on manufacturing
output in the second half of the year.
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9. The slowdown in fixed investment occurred in both the private and public sectors:
private investment, which comprises almost three-quarters of total fixed investment, grew by
3.1 percent in 1997 compared with 6.1 percent the previous year. Public investment,
comprising both the general government and government-owned enterprises, grew by

4.6 percent in 1997 compared with 12.7 percent the previous year. In terms of the sectoral
distribution of investment spending, real investment continued to be strong in the
manufacturing sector, growing by 6.2 percent in 1997, reflecting the introduction of tax
incentives®. However, there were real declines in investment in the agriculture and utility
(electricity, water and gas) sectors following very strong growth in 1996.

10.  There was a large reduction in inventories in 1997 (R3.1 billion, or 0.3 percent of
GDP) as the general slowdown in final domestic demand (consumption plus fixed investment)
and the high level of interest rates encouraged manufacturers as well as wholesalers and
retailers to economize on inventories. The decumulation of inventories was responsible for
reducing the growth rate of real GDP by 2 percentage points.

11.  In 1997, net exports contributed 0.3 percentage point to the overall real GDP growth
rate compared with 0.5 percentage point in 1996 and three consecutive years of negative
contributions during 1993-1995. Growth in both exports and imports slowed markedly in
1997, but the former grew faster than the latter for the second consecutive year.

12.  Gross national saving continued its downward trend, falling from 16.9 percent of GDP
in 1996 to 15.2 percent of GDP in 1997. Thus, although domestic investment declined from
18.2 percent of GDP in 1996 to 16.6 percent in 1997, there was an increase in the reliance on
foreign saving, as seen in the worsening of the current account deficit from 1.3 percent of
GDP in 1996 to 1.5 percent of GDP in 1997. With private consumption rising faster than
disposable income, personal saving as a percent of disposable income fell to 0.9 percent, its
lowest level in many years. Corporate saving also declined. In agriculture, mining, and
resource-based manufacturing sectors, the decline was largely attributable to weak income
growth associated with a fall in output (in agriculture) and lower international commodity
prices. In manufacturing, operating surpluses also were adversely affected by input costs rising
generally faster than producer prices. Overall, private saving declined from 19.1 percent of
GDP in 1996 to 17.8 percent in 1997, while general government dissaving increased from

2.3 percent of GDP to 2.7 percent.

13.  Despite the growth in real GDP in 1997, the unemployment rate is unlikely to have
declined from its 1996 level of 32 percent (October Household Survey estimate).
Nonagricultural employment in the formal sector declined by 130,000 positions (or

>Two tax incentive schemes geared at promoting the manufacturing sector were introduced in
1996: an accelerated depreciation allowance for new investments; and income tax holidays for
firms undertaking new investments and satisfying location, labor absorption and industrial
policy criteria (see SM/97/162 for details).
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2.4 percent between December 1996 and December 1997), with public sector employment
falling by 1.6 percent and private sector employment dropping by 2.9 percent. The fall in
formal employment in the private sector continued a pattern of substitution of capital for labor
that has been underway since 1990 and which is attributable in part to the increase in the price
of labor relative to capital. After growing at roughly the same rate between 1985 and 1990,
wages in the formal private sector grew almost twice as fast as the price of investment goods
between 1990 and 1997 (Figure 2). Apart from the private services (including financial, hotel
and transport sectors) and commerce sectors, which increased employment during 1997 by
1.1 percent and 0.6 percent, respectively, all the other nongovernment sectors shed workers,
including mining and manufacturing, which reduced employment by 6.8 percent and

5.2 percent, respectively.

14.  In December 1997, the parliament passed the Basic Conditions of Employment Act,
which established basic workplace standards. These standards mainly relate to the duration of
the work week (reduced from 46 to 45 hours, with the objective of progressively reducing it
to 40 hours), overtime pay (increased from 1's to 1Y4 times regular wages), maternity leave
(minimum of 4 months), annual leave (three weeks and six weeks paid sick leave every 36
months), minimum working age (of 15 years, or if the work is inappropriate to a child of that
age, 18 years), and severance pay and other employee rights at the time of dismissal. The act
allows for certain departures from these provisions through collective bargaining, provided
that “core rights” are not infringed.?

15. Nominal wages grew by 10.6 percent in 1997 compared with 11.2 percent in 1996.
Wage increases in the private sector, which averaged 9.5 percent, were somewhat lower than
in the public sector, where wage increases averaged 12.1 percent. In this context, real wages
grew by 2.7 percent in 1997, compared with 1.3 percent in 1996. The acceleration of real
wages in an environment of declining employment most likely reflects an inflation rate that
was much lower than had been expected at the time of the wage negotiations. On the other
hand, the growth in unit labor costs decelerated, increasing by 6.8 percent in 1997 compared
with 9.2 percent in 1996. The slowdown in the rate of growth of unit labor costs was
attributable to a faster pace in average labor productivity growth, from 1.9 percent in 1996 to
3.6 percent in 1997, reflecting to a significant extent the substitution of capital for labor.

16.  Inflation, as measured by the consumer price index, declined from 9.4 percent during
the 12-month period ended December 1996 to 6 percent by December 1997, and further to
5.0 percent during the 12-month period ended May 1998. The sharp decline in inflation was
aided by one-off effects from slower increases in food prices in the second half of the year and
a drop in mortgage costs following the reduction of the Bank rate in October 1997 and March
1998. Excluding these effects, which have a weight of about 45 percent in the overall index,

*In response to private sector concerns, the implementation of certain aspects of this act is
awaiting a specially commissioned report to assess its impact on small and medium-sized
companies.
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underlying inflation declined from 9.3 percent during the 12 month period ended December
1996 to 7.3 percent by December 1997, before increasing slightly to 7.4 percent in April
1998. The moderation in underlying inflation was attributable to tighter financial policies, a
10 percent nominal effective appreciation of the rand in the first half of 1997, the above-
mentioned slowdown in the growth of unit labor costs, and a considerable slowdown in
imported inflation.

C. Developments in Public Finance

17. The national government met its fiscal target for the 1997/98 fiscal year by reducing
its fiscal deficit by over 1 percentage point of GDP. However, fiscal consolidation at the
general government level was not as great, as the finances of the provinces and local
authorities deteriorated. The government presented a 1998/99 budget that projected a
Jurther decline in the deficit and included a number of tax changes. Also, for the first time,
the government presented a multi-year spending framework.

Developments in 1997/98

18.  The fiscal deficit of the national government declined from 5.2 percent of GDP in
1996/97 to 4 percent of GDP in 1997/98, in line with the budget target (Figure 3). Revenue is
estimated to have exceeded the budget target by R1.5 billion despite lower-than-projected
growth in GDP.* As a result, ordinary revenue increased from 26.4 percent of GDP in
1996/97 to 26.6 percent of GDP in 1997/98 (compared with a budget target of 26 percent of
GDP). Significant improvements in tax administration, particularly in the area of personal
income tax (PIT) and including increased collection of tax arrears, were responsible for the
better-than-projected revenue performance. These improvements more than offset a shortfall
in collections (relative to the budget projection) from income tax on gold mines because of
weaker-than-expected gold prices, from VAT because of sluggish growth in private
consumption, and from customs duties partly because of tax evasion and partly because the
budget had not taken into account the impact of the tariff reductions of 1996.

19. Total expenditure exceeded budget projections by R1.0 billion mainly because of
extraordinary transfers of R2.1 billion to the provinces at the end of the fiscal year to help

“The numbers quoted in this section exclude extraordinary revenue, such as sales of oil stocks
and privatization receipts, and extraordinary expenditure, such as transfers to the government
pension fund or the Contingency Reserve Fund of the South African Reserve Bank (see
Section VI).
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Figure 3. South Africa: Government Finances, 1990/91- 1998/99 1/
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them offset overruns emanating primarily in their education and welfare budgets.’
Nevertheless, in terms of GDP, total spending by the national government fell from
31.6 percent in 1996/97 to 30.6 percent in 1997/98 (compared with a budget target of
30 percent of GDP).

Consolidated General Government Finances
(In percent of GDP)

1996/97 1997/98

Central Government -5.5 -4.2
National Government . -52 -4.0
Extra-budgetary institutions -0.2 -0.2
Social Security Funds 0.0 0.0

Provinces 1/ -0.4 -0.8

Local Authorities 1/ 0.1 -0.2

TOTAL -5.9 -5.2

Sources: Department of Finance; Reserve Bank; and Fund staff estimates.

1/ Staff estimates, based on net financing to the provinces and local authorities.

20.  As shown in the table above, the fiscal deficit of the general government is estimated
to have declined from 5.9 percent of GDP in 1996/97 to 5.2 percent of GDP in 1997/98. The
lower reduction in this deficit than that recorded at the national government level reflected a
deterioration in the financial situation of the provinces and local authorities.

21.  Expenditure overruns at the provincial level amounted to R6 billion, or 1 percent of
GDP. Yet they might have been larger were it not for spending adjustments made during the
fiscal year as task teams led by the Department of Expenditure and Finance conducted
frequent and intense interactions with provincial treasuries to assist them in identifying areas
of adjustment. Apart from the structural problems such as poor financial management systems
and personnel, the deterioration in the provincial finances was attributable mainly to two
factors:

(1) The 1997/98 budgets were based on 1996/97 budgets, instead of actual
spending in 1996/97, which was characterized by significantly larger-than-projected increases
in payroll spending, particularly through increases in employment and salaries for teachers and

STwo provinces, Kwazulu-Natal and Eastern Cape received a total of R1.5 billion on
condition that they put in place measures to help contain expenditure. A key problem facing
these provinces is the absorption of a large number of employees of the administrations of the
former TBVC states and self-governing territories.



-17 -

health personnel. In this context, provinces were given unfunded mandates, i.e., national
government departments set standards, which the provinces were responsible for observing,
but did not provide adequate funding. The main example of this was in education, where the
national government established national teacher-pupil ratios, which set off a wave of teacher
hirings and caused large overruns in provincial education budgets. The 1998/99 budget
relaxed these standards, without compromising the government’s medium-term social
objectives (see below).

(i) Certain provinces may have intentionally underbudgeted in key areas such as
education, health and welfare, anticipating that the national government would accommodate
the resulting overruns. '

22. The worsening of the finances of the local authorities was attributable to poor financial
management systems and increases in personnel and administrative expenditures. The local
authorities also have an ongoing problem of unrealistic budgeting, which arises from revenue
projections that either do not sufficiently take into account the high level of nonpayment for
services (water, electricity, sewerage, etc.) or do not provide for an intensified effort to
strengthen collections.

The 1998/99 budget

23.  The 1998/99 budget for the national government targets an overall deficit (excluding
extraordinary revenues) of 3.5 percent of GDP, reflecting the authorities’ continued
commitment to fiscal consolidation envisaged in GEAR. Revenue is projected to decline
slightly to 26.4 percent of GDP, while expenditure is budgeted to decline by 0.7 percentage
point of GDP to 29.9 percent of GDP. Domestic bond issues will finance the bulk of the
deficit, leaving a customary small amount to be financed externally.

24, Total revenue in 1998/99 is projected to increase by 9 percent, mainly because of the
impact of tax measures and planned improvements in tax and customs administration (see box
below). Personal income tax collections are projected to rise by 6.2 percent in nominal terms,
but to decline as a percent of GDP, as a result of measures to limit the bracket creep that are
estimated to reduce revenue from this source by R3.7 billion. This revenue decline is expected
to be more than offset by higher revenue resulting from more efficient collection of all taxes,
increases in the fuel levy and other excise duties, and an increase in the tax on retirement
funds. (Revenue measures are explained in more detail below.)
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Improvements in Tax and Customs Administration

The South African Revenue Authority (SARS) obtained administrative autonomy with the passage of the SARS
Act in October 1997. Under the arrangement, SARS has considerably increased its flexibility in managing its
resources, while remaining accountable to the Minister of Finance. With the help of technical assistance from
abroad it has embarked on a significant transformation process with goals and objectives of the organization
driven by performance, including a provision for incentive bonuses for workers. As part of the transformation
process it has issued a Client Charter which sets out the rights (such as fair and impartial treatment by SARS)
and obligations (such as honesty and prompt and full payment of taxes) of taxpayers.

On October 1, 1997, SARS launched an extensive coordinated campaign to broaden the tax base through
registering those persons, businesses and employers outside the tax net. Activities have included information
gathering, cross-checking tax information, and business to business inspection using 1,500 SARS personnel. As
a result of this effort, it was able to evaluate 162,792 entities of which more than 30 percent were liable for, but
in default of, registration for tax purposes. In order to improve tax compliance the government proposes to give
the Commissioner of SARS powers to publish the names of tax defaulters who have been convicted of an offence
in terms of tax laws that he administers. In a major effort to reduce smuggling across borders, 96 designated
posts of entry were cut to 19 of which 9 are currently staffed by customs officials and the remainder are expected
to be operational by mid-July 1998.

25.  On the expenditure side, the wage bill is projected to rise by 6.3 percent in nominal
terms, but to decline in relation to GDP from 12.8 percent in 1997/98 to 12.4 percent in
1998/99. This reflects an increase in wages that is R1.5 billion lower than envisaged in the
3-year Civil Service Conditions of Service Agreement.® Capital expenditure and transfers to
provinces are budgeted to fall in real terms.

26.  The budgeted transfers to the provinces for 1998/99 reflect a more realistic projection
of provincial spending in education, health, and welfare. Moreover, several measures have
been taken to monitor and control provincial expenditure in order to prevent a recurrence of
the problems of last year. These measures include placing all provinces and national
departments on the same centralized personnel system; the planned passage of the Treasury
Control Bill later this year, which will improve financial management; setting standards for
financial reporting and accountability; and conditioning certain transfers to provinces on their
designing credible budgets and taking steps to improve collection of own revenue.

The CSCSA, which became effective in July 1996, extends over three years and covers the
civil service wage grid, the combined wage bill of the national and provincial governments,
employment policies, and the pension fund. The minimum wage was increased, wage scales
compressed, and the wage bill set to rise by R6.5 billion for each of the three years, while
savings from the “right sizing” program were to be applied to increase wage rates. The
reduction in the wage bill referred to above was justified on the grounds of lower inflation and
is being challenged by the civil service unions.
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Tax changes in 1998/99

27. The 1998/99 budget introduced a number of tax changes, including taxation of
personal income and fringe benefits, taxation of retirement funds, and customs and excise
duties. Consistent with the recommendations of the Third Interim Report of the Katz
Commission regarding personal income taxation, and following up on changes that were
implemented at the time of the 1997/98 budget, the tax schedule was revised to (i) eliminate
bracket creep; (ii) increase the standard deduction from R3,215 to R3,515; (iii) raise the
deduction for persons over 65 years from R2,500 to R2,660; (iv) reduce the marginal rate
from 41 percent to 39 percent for individuals with taxable income between R46,000 and
R60,000; (v) increase the level of income to which the maximum rate of 45 percent applies
from R100,000 to R120,000; and (vi) lower the number of income tax brackets from 7 to 6
(see table below).

28.  Three changes to the tax treatment of fringe benefits were introduced in order to
reduce distortions. First, the laws governing the taxation of housing benefits provided by
employers were modified: originally announced at the time of the 1997/98 budget and
intended to minimize tax avoidance, the laws were modified to eliminate possible adverse
effects on lower income groups. Specifically, the law reaffirmed that the value of the
accommodation for tax purposes would be equal to the cost to the employer except in cases
where (a) it was customary for an employer in the industry concerned to provide free or
subsidized housing to its employees; or (b) it was necessary for the particular employer to
provide free or subsidized housing for the employees to properly perform their duties. These
modifications are scheduled to become effective on March 1, 1999 and thus would have no
revenue impact in 1998/99. Second, employers’ contributions to their employees’ medical
insurance funds that exceeded 66 percent of the total contributions were made subject to tax
as an employee fringe benefit effective April 1, 1998. Third, the taxable portion of the
transportation allowance paid to employees in order to compensate them for the use of their
private cars on official or company business was raised from 40 percent to 50 percent of the
allowance.

29.  The tax rate applicable to retirement funds on their gross interest income and net rental
income (as well as dividend income from real estate investment trusts) was increased from

17 percent to 25 percent effective March 1, 1998; and, regarding the taxation of trusts, a new

rule governing the tax treatment of losses was introduced, and the tax rates on income vesting
in trusts were raised effective March 1, 1998.
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South Africa: Summary of Effects of Tax Proposals; 1998/99

(In millions of rand)
Revenue gain (+)/
Revenue loss (-)

Personal income tax:
Adjustment of table and rebates ‘ -3,700
Fringe benefits :

* Travelling allowance 150

* Contributions to registered medical funds 700
Increases in effectiveness and efficiency of collections 1,000
Nonmining companies: Increase in effectiveness and efficiency of collections 400
Trusts: Adjust rate structure and new treatment of losses 150
Value-Added tax:
Adjustments—export scheme 150
Increase in effectiveness and efficiency of collections 400
Tax on Retirement Funds: Increase in rate 1,218
Customs and Excise:
Increase excise duty on beer, wine, spirits and tobacco 1,010
Increase in effectiveness and efficiency of collections 100
Increase in fuel levy 1,660
Other taxes:
Increase in effectiveness and efficiency of collections 100
Revenue gain 3,338

Source: Department of Finance, Budget Review.

30. A number of specific excise duties were raised: the tax on gasoline and diesel (the fuel
levy) was raised by 10 cents a liter effective April 1, 1998; the duties on beer and grain
alcoholic beverages were raised by 6 percent, in line with inflation, while the increase in the
duties on wines was somewhat higher (between 14 percent and 20 percent, depending on the
type of wine); the duties on tobacco products were raised by 29 percent, in line with the
policy recommendation of the health authorities.

31.  Continuing a process that began at the time of the 1997/98 budget, a number of ad
valorem excise rates—on such items as cosmetics, photographic equipment, audio and video
electronic equipment and motorcycles, were lowered from 15 percent to 10 percent, after
having been reduced from as high as 37% percent to 15 percent at the time of the 1997/98
budget. In addition, a new list of items were made subject to the 10 percent tax, including air
conditioners, cell phones, yachts and other water sports equipment, so that the overall revenue
effect is expected to be neutral.
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32.  Inorder to curb serious VAT evasion through false declaration of exports to
neighboring countries, especially of cigarettes and liquor, traders from these countries will no
longer be able to purchase these products free of VAT in South Africa or obtain a VAT
refund at a land border post. The zero-rating for these products will now only apply when
South African sellers consign or deliver goods to purchasers outside the country. To further
improve tax collection, the government also proposed that prior to the approval of any
overseas investment by residents, an investor must have a tax clearance certificate.

33.  The authorities have decided to impose a one-off charge (at a rate of 2.5 percent) on
the windfall gain that will accrue to policyholders of two large insurance companies when they
demutualize, possibly in the upcoming eighteen months. The revenues, which will be off-
budget, are earmarked for a fund to support youth employment and training.

The medium-term expenditure framework (MTEF) and social expenditures ’

34.  The MTEF—which sets out three-year spending plans for the national and provincial
governments, and aims at ensuring that budgets reflect the government’s social and economic
priorities—is one of the most important reforms of the budgetary process introduced by the
government. It will help to improve the allocation of resources to priority areas and encourage
more efficient planning and management of budgetary resources, by providing a framework
within which policy proposals can be assessed, roll-overs reduced, and transparency in
government outlays enhanced. The MTEF is a critical tool for implementing and coordinating
the new intergovernmental financial system which is prescribed by the Constitution, whereby
each level of government is responsible for drawing up a budget reflecting its priorities but is
constrained by overall consolidated budgetary resources.

35.  The MTEF identifies several priority areas of government spending for the three-year
period. These include efforts to improve financial management and enhance the capacity of
provincial education departments; promote the transformation of education, health and
welfare services in the provinces; and support labor-based poverty alleviation programs.
Priority was also given to children’s needs, including free health care for pregnant women
and for children under six years of age, a primary school nutrition program expected to reach
4.9 million children, and a child-support grant aimed at refocussing social security in favor of
poor children.

36.  In education, the single largest component of government spending, the MTEF
envisages spending remaining constant in real terms in the last two years after increasing by
16 percent (in nominal terms) in 1998/99. Emphasis will be placed on supporting tertiary
education, where demand has been rising at a fast pace.

"Data in this section refer to the consolidated spending of the national and provisional
governments.
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37.  Inhealth, after a 25 percent increase in 1998/99 (compared with the 1997/98 budget
projection), spending is expected to increase in line with inflation for the remainder of the
MTEEF period. The delivery of primary health care—under the principle of equal access of
quality services throughout the country—is the main priority in national health policy. The
government’s goal is to increase the average number of publicly-provided primary health care
consultations from 1.8 visits per person in 1992/93 to 2.8 by the year 2000. Given resource
constraints, reprioritizing spending in favor of primary care implies a shift of resources within
and between provinces and from tertiary health care hospitals to district services.

38.  Spending on welfare and social security is expected to remain constant in real terms
over the MTEF period. The welfare and social security system comprises statutory grants for
specific entitlement programs and welfare services. Social assistance and welfare services will
focus on the transformation of the child and youth care system, including services catering for
abused and neglected children, probation services, and community-based care for children
with disabilities. A grant of R100 per child per month subject to means testing replaced one of
R430 per month for parents and R135 per child per month for up to two children under

18 years. The new program—expected to benefit 3 million children—will, however, cost the
government more than twice the previous one because of its wider coverage. The Department
of Welfare has also launched a new program for support of income-generating projects aimed
at women and youth, and drawing on funds from poverty alleviation programs.

D. Monetary Developménts and Policies

39.  Monetary developments in 1997 and early 1998 were characterized by volatile and
strong growth in narrow and broad money aggregates. This was reflected in robust credit
expansion and a substantial accumulation of foreign assets—the latter owing to a surge in
foreign capital inflows.

Money and credit

40. A noticeable slowdown in the growth rate of broad money (M3) toward the end of
1996 continued during the first half of 1997 (the 12-month growth rate fell from 13.6 percent
in December 1996 to 12.7 percent by June 1997), but this pattern has reversed since then, and
the 12-month growth rate increased to 17.2 percent by December 1997 and further to

17.5 percent by April 1998 (Figure 4). This rate of growth in M3 compares with the informal
guideline range of 6-10 percent set by the South African Reserve Bank (SARB), and implied a
further slowdown in income velocity, as inflation fell during the year. The rapid growth in M3
was reflected in a large rise in savings and time deposits, as real interest rates increased
following the slowdown in inflation; a strong increase in check and transmission deposits by
companies, as they increasingly made use of new cash management services supplied by



Figure 4. South Africa: Monetary Indicators and Interest Rates, 1992-98
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banks; a dramatic rise in turnover in the equity and bond markets during 1997, which raised
demand for transaction balances; and a sharp increase in (short-term) deposits in the fourth
quarter of 1997, as investors in the equity and bond markets shifted from long-term bonds and
equity to more liquid investments following the crisis in Asia.

41.  The counterpart to the nearly R55 billion rise in broad money in 1997 was increases in
the net domestic assets of the banking system of R48 billion and in the net foreign assets of
R6 billion. Most of the rise in the former was due to robust growth in credit extension to the
private sector, which increased by 14.5 percent in 1997 and 15 percent in the 12 months to
April 1998 (down from 16.1 percent in 1996), approximately evenly distributed between
households and companies. As a consequence of this rapid growth, credit to the private sector
as a proportion of GDP increased for the fourth consecutive year, from 63 percent in 1996 to
67 percent in 1997. The expansion in private sector credit during 1997 and early 1998 can be
attributed to a number of factors, including household borrowing to smooth private
consumption, as real disposable income stagnated;’ strong demand for working capital by the
corporate sector; increased borrowing by businesses in a period of (perceived) temporary
slack in demand; a switching of trade financing from foreign to domestic sources, as a result
of exchange rate uncertainties; a sharp increase in credit to local authorities;!® and increased
demand for speculative investments in financial assets. Offsetting factors were a slowdown in
the growth of mortgage advances from 16.9 percent in 1996 to 11.5 percent in 1997, in part
reflecting higher risks perceived by banks, but also owing to less demand as growth in
disposable income remained sluggish and real interest rates increased. Similarly, there was a
substantial deceleration in credit extension in the form of instalment sales and leasing finance,
owing to slower household expenditure on durable goods.

42.  Following the disturbances in the foreign exchange markets in 1996, financial
investor confidence returned in early 1997 and strong capital inflows resumed. These

capital inflows resulted in some monetization of the economy as the net foreign asset position
of the consolidated banking system increased by R9 billion between December 1996 and
March 1998, mainly reflecting a strong increase in net international reserves of the SARB
(see Section LE).

*Turnover in the secondary bond market increased by 41 percent in 1997, from an aggregate
amount of R3,023 billion in 1996 to R4,269 billion in 1997. Similarly, turnover in the
secondary share market rose by 77 percent; from R117 billion in 1996 to R207 billion in 1997.

®As a result, household indebtedness increased from 66 percent of disposable income in 1996
to 68 percent in 1997. However, this increase also reflected the extension of banking services
to low-income households which earlier did not have access to formal credit facilities.

"°Credit to local governments has been recorded as private sector credit, but starting in mid-
1998, the SARB will publish separate series for credit to the private sector and to local
governments.
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Interest rates and liquidity

43.  The level and structure of interest rates were also affected by developments in the
foreign exchange market. During 1996, the SARB raised the bank rate (the Reserve Bank’s
accommodation rate for overnight loans to the banks, see below) from 15 percent to

17 percent in two steps of one percentage point, as a response to the pressures in the foreign
exchange markets. The bank rate was kept at this relatively high level through the first three
quarters of 1997, reflecting concerns about the strong growth in credit and money aggregates.
However, as the foreign exchange market stabilized and inflation decelerated, the SARB cut
the bank rate to 16 percent in October 1997, and when the new monetary arrangement was
introduced in early March 1998 (see below), it initially set the repo rate—which replaced the
bank rate—at 15 percent (see Figure 4). :

44.  Even though the bank rate was kept at 17 percent during the first nine months of
1997, money market conditions eased during the second and third quarter of the year.

This was reflected in a decline in the “money market shortage” (the amount of overnight
accommodation extended to banks by the SARB at the bank rate) from R10.5 billion at end-
March 1997 to 6.5 billion at end-September. However, following contagion effects from

the turbulence in Asia’s financial markets in the fourth quarter of 1997, the money market
shortage rose to R10.2 billion at end-December. The tightening of market conditions and a
lack of securities qualifying as collateral for the “regular” accommodation window forced the
banks to borrow from the Reserve Bank’s “second-tier” window, which carried a penalty rate
of 75 basis points above the bank rate.

45.  The yield on long-term government bonds and short-term treasury bills declined
throughout 1997 and the first quarter of 1998, reflecting expectations of lower inflation, a
relatively stable nominal exchange rate development, and reductions in the bank rate. The
yield on the benchmark R150 government bond (maturing in 2005-2007) fell by about

350 basis points between January 1997 and April 1998 to 12.4 percent, and tender rates on
3-months treasury bills fell by about 330 basis points over the same period to 12.9 percent.
This general downward movement in market interest rates was temporarily interrupted on
two occasions: in March 1997 when uncertainties regarding the budget proposal emerged,
including concerns about the impact of an expected partial relaxation of exchange controls on
residents; and in late October and early November 1997, when contagion from the Asian crisis
spread to the South African financial markets.

46.  OnMarch 9, 1998, the Reserve Bank changed its operational procedures for providing
banks with short-term liquidity: a repurchase auction system was introduced whereby banks
tender on a daily basis for liquidity that is determined by the Reserve Bank. The objective

of the new repo system is to enhance the flexibility and responsiveness of money market
interest rates to liquidity conditions. In the system that prevailed until March 9, the SARB
accommodated banks’ liquidity needs virtually automatically at the prevailing bank rate,
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provided that the banks had sufficient eligible securities." In the new system, the repo rate is
determined in daily auctions of short-term liquidity. In addition to the allocation of liquidity
through the repo auctions, banks have access to a marginal lending facility (MLF) at which
they can borrow liquidity overnight at a penalty rate. Eligible securities for entering into
repurchase transactions with the SARB consist of Treasury bills, Land Bank bills, Reserve
Bank bills, and government bonds irrespective of their maturity.

47.  To facilitate the transition to the new system, the repo rate was initially fixed at

15 percent for a test period of about two weeks, while the interest rate at the marginal lending
facility was kept at the previously prevailing bank rate (16 percent). After this initial test
period, the repo rate was allowed to be determined in daily repo auctions, and it slowly started
to drift downward, reaching 14.8 percent on May 11. To further stimulate activity in the
interbank market and discourage banks from extensive use of the MLF, on May 20, the SARB
increased the MLF rate to 3 percentage points above the previous day’s repo rate.

48.  With the introduction of the repo-based system, the regulations for cash reserve
requirements were simplified. Effective April 23, 1998, the cash reserve requirement was
changed to 2% percent of banks’ total liabilities on which no interest is paid, from the
previous system where requirements were 2 percent on total liabilities, on which no interest
was paid, plus 1 percent on short-term liabilities, on which interest was paid. In addition, to
provide banks with greater flexibility in their liquidity management, banks were allowed to
meet their cash reserve requirements on the basis of an average amount calculated over each
monthly maintenance period, rather than on a daily basis.

Recent pressures in foreign exchange markets

49.  As mentioned above, contagion effects from the financial turmoil in East Asia in
October 1997 led to pressures in South Africa’s financial and foreign exchange markets. The
authorities responded by letting market interest rates rise, while limiting intervention in the
foreign exchange markets, and allowing the rand to depreciate. Between October 20 and end-
November, long-term government bond yields increased by about 50 basis points, share prices
declined by about 13 percent, and the rand depreciated by 3'% percent. However, the financial
markets recovered in the following months, and by end-April 1998, share prices were

15 percent higher and bond yields were 130 basis points lower than their respective values
prior to the onset of the pressures.

Eligible securities consisted of t-bills, Land Bank bills, Reserve Bank bills, and government
bonds with outstanding maturities of up to 91 days. In the event the banks needed additional
liquidity, they could borrow from the SARB at the bank rate plus a penalty margin (75 basis
points during 1997), using as collateral the above-mentioned instruments but with outstanding
maturities of more than 91 days but less than 3 years.
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50.  However, turbulence in emerging markets escalated in May and June 1998, and,
following rumors that the SARB would sharply devalue the rand in mid-May, South Africa
experienced renewed strong pressures in the foreign exchange and financial markets. The
authorities responded initially by reducing the supply of liquidity relative to the banks’ needs
at the daily repo auctions forcing banks to access the MLF; as a result, the repo rate and the
effective cost of borrowing increased gradually (Figure 5). On May 26, as the pressures
intensified, the authorities raised the repo rate to a fixed level of 18 percent but subsequently
lowered it in two steps to 17 percent on June 12. Although the interest rate of the MLF was
raised in two steps to 15 percentage points above the repo rate on June 2, the impact of this
sharp increase was dampened as the SARB increased the supply of liquidity through the repo
window, largely sterilizing the exchange outflows.

South Africa: Interest Rates and Liquidity, May—June 1998

Interest Rates Liquidity
(In percent) (In billions of rand)
Repo MLF 1/ Average Repo MLF 1/ Total
May 12 14.80 16.00 14.80 240 0.00 240
May 18 15.15 16.00 . 15.87 0.50 2.89 3.39
May 20 15.50 18.26 17.57 1.50 4.54 6.04
May 26 18.00 28.00 18.34 9.00 0.31 9.31
June 2 18.00 33.00 20.44 11.00 2.14 13.14
June 3 18.00 33.00 18.00 12.00 0.00 12.00
June 4 17.50 32.50 18.68 12.00 1.03 - 13.03
June 12 17.00 32.00 18.33 9.60 0.93 10.53
June 18 17.00 32.00 17.75 12.70 0.67 13.37
June 19 20.38 40.38 24.24 10.00 2.39 12.39
June 22 23.99 43.99 26.59 10.00 1.50 11.50
June 26 18.31 3831 19.85 10.30 0.88 11.18
1/ Marginal lending facility.
51.  As pressures continued, the SARB again allowed the repo rate to be determined in

daily auctions on June 19 and further raised the interest rate of the MLF to 20 percent above
the repo rate. The repo rate increased to 24 percent on June 22, as the SARB allotted less
liquidity than demanded in the daily auction, before it declined to 18.3 percent on June 26.
Throughout the period of pressures, the SARB also intervened heavily in the foreign exchange
markets, and the net open forward position of the Reserve Bank rose by US$5.1 billion during
May 1998 (see Section L.E). Between end-April and June 26, as a consequence of the turmoil,
the rand depreciated by 17.1 percent to R5.92 per U.S. dollar, the yield on the R150
government bond increased by 200 basis points to 14.7 percent, and share prices declined by
16.5 percent. '
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E. The Balance of Payments

52. The external current account deficit of 1.5 percent of GDP in 1997 was little changed
Jrom that recorded in 1996 (1.3 percent of GDP), although non-oil export volume growth
decelerated significantly in 1997 compared with the previous two years. Favorable financial
investor confidence in 1997 and until May 1998 led to an increase in international reserves
and a decline in the NOFP. However, renewed pressures since May and large-scale
intervention by the Reserve Bank resulted in the NOFP increasing from US$12.8 billion at
end April to US$17.9 billion at end May.

53.  The external current account deficit was 1.5 percent of GDP in 1997, compared with
1.3 percent of GDP in 1996. However, as a share of GDP, the deficit narrowed to an
annualized rate of 1 percent in the first half of 1997 driven by a surge in nongold exports,
before widening to 1.9 percent in the second half as nongold exports slowed, gold prices
continued to weaken, and imports strengthened.

54. The merchandise trade balance, while remaining in surplus, narrowed as a share of
GDP in 1997 as growth in both exports and imports slowed considerably from the high rates
recorded in 1996. This slowdown reflected an easing in volume growth, as the terms of trade
were little changed.'” The slow growth in merchandise exports was concentrated in nongold
export volumes, as gold volumes rose for the first time since 1992. The volume of nongold
exports increased by 4.5 percent in 1997, which represents a significant slowdown from the
growth rates recorded in 1995 and 1996 (of almost 16 percent a year on average). Moreover,
this slowdown in annual rates of increase masks the fact that nongold export volumes grew by
an average of only 0.1 percent a quarter in the five quarters to December 1997." This
slowdown in export growth may reflect a combination of factors: (i) the rand appreciated
considerably in real effective terms in the first half of 1997, (ii) the economy may have
reached the end of an upward structural shift in the level of exports (and imports) resulting
from the elimination of trade sanctions in 1994; (iii) the General Export Incentive Scheme

"’The aggregate terms of trade for goods (i.e., including gold) and nonfactor services fell by
1.4 percent in 1997, while the terms of trade excluding gold rose by 1 percent.

“Data on export volumes by broad industry sectors are unavailable, but over this period
export values have grown in mining and manufacturing and fallen in agriculture and other
sectors.

“Developments in indicators of competitiveness are discussed in more detail in Section VII.
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(GEIS) was terminated in July 1997, and (iv) the crisis in East Asia is likely to have
dampened exports to those countries in the second half of 1997.

55. The value of gold exports in U.S. dollar terms continued to decline in 1997. The drop
in the gold price—from an average of US$388 an ounce in 1996 to US$331 an ounce in
1997'® —was only partly reflected in domestic currency earnings by exporters due to some
hedging operations and the depreciation of the rand against the U.S. dollar. Indeed, export
unit values fell by 7.3 percent in domestic currency terms compared with a 15 percent fall in
the spot price. The trend decline in gold export volumes was interrupted in 1997, as a
reduction in inventories helped increase export volume by 5% percent.!”

56.  The easing in import growth in 1997 relative to 1996 reflected a slowing in import
volumes as prices rose in domestic currency terms at a rate broadly similar to that in the
previous year. While import volume growth slowed, owing to the effects of both a
deceleration in domestic economic activity and the convergence to a higher normal level of
imports, the import penetration ratio, i.e., the share of merchandise imports in gross domestic
expenditure, increased from 26.7 percent in 1996 to 27.6 percent in 1997. Import prices in
domestic currency terms rose by 6 percent in 1997, after a 7 percent increase in 1996, as the
impact of a further depreciation of the rand and rising foreign wholesale prices offset most of
the impact of lower world oil prices.

57.  The deficit on the services account widened further, although it fell slightly as a share
of GDP in 1997. While service receipts grew by 19.1 percent and payments rose by

12.7 percent, the much higher level of debits than credits meant that the value of the deficit
continued to widen. Tourism and investment income made the largest contributions to the
increase in service credits while payments of investment income, owing in part to the
relaxation of exchange controls on South African residents investing abroad, and South
African tourism abroad, made the major contributions to the growth in service debits. The rise
in investment income payments and receipts reflects the large increase in inward investment in
the bond and equity markets, through outright purchases and asset swaps (see below).

58.  After rapid growth in capital inflows in 1995, the financial crisis of 1996 saw net
capital inflows fall sharply, with a net outflow of short-term capital, as the rand came under
repeated speculative pressure. However, having weathered these disturbances, South Africa
saw a resumption of strong capital inflows in 1997, as mentioned above. Total inflows

*The ending of the GEIS also appears to have played a part in the volatility of nongold
exports in 1997, with a surge in exports immediately preceding the ending of the scheme
followed by a fall immediately thereafter.

' Average daily fixing price in the London market.

"Production was 495 tons in 1997, down only slightly from 497 tons in 1996.
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reached US$4.4 billion (up from US$0.5 billion in 1996), with long-term inflows rising from
US$1.7 billion to US$6.6 billion, although short-term flows remained negative as the nonbank
private sector reduced its short-term indebtedness.

59. The net inflow of long-term capital reflected both strong public and private inflows.
The public sector inflows included two successful foreign currency offerings by the authorities
in June 1997—a 20-year, US$500 million “Yankee” issue and a 7-year, ¥ 40 billion “Samurai”
issue. Public corporations were also active, with Eskom, Transnet, and the Development Bank
of Southern Africa undertaking eurorand issues in 1997. Eskom completed a further eurorand
issue in January 1998. During 1997, foreigners were net purchasers of R26 billion of stocks
on the Johannesburg Stock Exchange and R15 billion of bonds on the South African Bond
Exchange, for total purchases of around R41 billion. Approved asset swaps continued to
increase in 1997, reaching around $8.8 billion, although actual outflows amounted to only
around $4.2 billion. The total use of the asset swap mechanism since its inception has been
significantly below the amount potentially available to be swapped, suggesting that the
existing limits remain nonbinding. As discussed in Section LF, these ceilings were raised
further in 1997.

60.  There was a sharp increase in the volume of activity in the Eurorand market during
1997 and until early 1998. In a typical Eurorand transaction, an international entity (for
example, the World Bank or the Government of Sweden) with high credit rating issues rand-
denominated paper and swaps the rand obtained for dollars. The counterparties to this swap
arrangement (usually an international bank or financing house), which have acquired the rand
liability, will seek to hedge this liability by buying rand-denominated assets (for example, long-
dated South African government bonds), which leads to a capital inflow into South Africa.'®
Between September 1995 (when the Eurorand market came into being) and October 1997,
cash investments in Eurorand totaled R28.8 billion, of which over 70 percent were in the first
10 months of 1997.

61.  Capital inflows remained strong in 1998 until the exchange market pressures in May:
thus, nonresident purchases of equities and bonds increased by R35.7 billion in the first four
months of 1998, but by only R2 billion between May and June 19. The impact of the

'®Although eurorand issues should typically lead to net capital inflows, this need not always be
the case; for example, if the counterparty that acquires the rand liability from the issuer buys
rand-denominated assets as part of an arrangement with a South African institution that
invests in foreign assets (as permitted under the reserve Bank’s foreign exchange regulations
relating to asset swaps), then there need not be a capital inflow.

PThe actual book value of Eurorand investments between September 1995 and October 1997
was about R126 billion. The difference between the book value and actual cash investments is
accounted for by long-dated zero-coupon bonds.



-32-

experience market pressures was especially severe in the bond market which experienced
sizable outflows, while in the equity market the inflows declined but remained positive.

South Africa: Nonresidents’ Net Purchase of Bonds and Equities
(In millions of rand)

Equity : Bonds Total
1996 5,254 3,384 8,638
1997 26,202 14,778 40,980
1997 Q1 3,470 6,085 9,555
1997 Q2 8,238 7,408 15,646
1997 Q3 7,888 5,986 13,874
1997 Q4 6,606 -4,701 1,905
1998 Q1 12,819 10,097 22916
April 1998 6,535 6,235 12,770
May 1998 3,547 -3,042 505
June 1998 1/ 2,972 -1,526 1,446

1/ Through June 19.

62.  Long-term foreign direct investment increased from around US$600 million in 1996 to
an estimated $2 billion in 1997; however, most of the increase was related to the sale of a

30 percent stake in the telecommunications company, Telkom, to a foreign consortium in the
second quarter, which raised around $1.25 billion.

63. Gross official gold and foreign exchange reserves rose substantially in 1997, reaching
US$5.9 billion at end-December 1997 compared with US$2.2 billion a year earlier. Reserves
continued to increase in early 1998, reaching US$6.5 billion at end-April. As reserve liabilities
remained relatively stable, net official reserves rose from US$1.3 billion at end-December
1996 to US$3.4 billion at end-December 1997 (equivalent to 10 weeks of imports), and then
to US$4.4 billion at end-April 1998.° However, as a result of heavy intervention in the
foreign exchange market, net official reserves fell to US$2.8 billion at end-May, while gross
reserves remained at US$6.4 billion, as the SARB drew down its credit lines (thereby boosting
reserve-related liabilities).

Net official reserves include liabilities to the IMF.
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64.  The SARB used the strong improvement in investor confidence in early 1998 to help
reduce the NOFP. By end-April 1998 the NOFP had fallen to $12.8 billion, implying an
oversold forward position—obligations to deliver foreign exchange in excess of rights to
receive foreign exchange—of $17.5 billion.* However, in response to pressure in the
exchange markets in May, the authorities intervened heavily in the forward market, and by the
end of the month, the NOFP had increased to US$17.9 billion, and the oversold forward book
had risen to US$21 billion. :

65.  Because of the composition of capital inflows in the first half of 1997, South Africa's
external foreign currency external debt fell slightly from US$23.6 billion (20 percent of GDP)
in December 1996 to US$23.4 billion (18 percent of GDP) in June 1997. The most recent

data available on rand-denominated foreign debt relate to end-1996, at which time total
external debt was estimated at $32.9 billion, or 26.1 per cent of GDP (see Section VIII).

F. Capital Control Liberalization

66. South Africa has followed a strategy of progressively easing exchange controls since
1994, reflecting the government’s commitment to the eventual abolition of all controls on
capital transactions and has made considerable progress in this regard in recent years.?? With
the abolition of the financial rand mechanism in 1995, all exchange controls on nonresidents
were eliminated. They are able to purchase shares, bonds and other assets without restriction
and to repatriate dividends, interest receipts and current and capital profits, as well as the
original investment capital, from South Africa at will. Nonresidents are also free to hold rand
accounts in the banking system. The major remaining constraint on nonresidents relates to the
amount that nonresident-controlled organizations may borrow domestically, although this too
has been relaxed. In March 1998, the authorities raised the threshold from which the
restriction would apply from 50 percent to 75 percent of nonresident ownership.

67.  Exchange controls on residents have been considerably relaxed. Rather than allowing
complete liberalization of a particular type of current or capital transaction while others
remained prohibited, the authorities have pursued a strategy of allowing an increasing array of
transactions, with each subject to a quantitative cap. These caps have been progressively
raised over time, to the point where many have become nonbinding and, in some cases,
abolished.

2'South Africa has also met repurchase obligations of SDR 307 million to the IMF under the
Contingency and Compensatory Financing Facility during 1997 and SDR 77 million in the first
quarter of 1998. The remaining obligations under this facility fall due over the course of 1998
and involve a principal amount of a further 230 million SDRs.

22SM/97/162 contains a discussion of South Africa’s history with exchange controls.
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68. There are no controls on the transfer of funds arising from the import or export of
goods and services.”> Some minor restrictions remain on the current transactions of individuals
although the March 1998 budget increased the allowance for individuals traveling abroad to
R100,000 per calendar year for adults, up from R80,000 (R30,000 and R20,000, respectively,
for children under 12 years of age). The need to pre-register before using a credit card while
overseas was abolished, and the budget foreshadowed that additional administrative reforms
affecting current transactions would be announced in the near future.

69. While restrictions remain on capital transactions by resident corporations, institutional
investors and private individuals, these too have been subject to progressive easing. Until this
year, authorized dealers in foreign exchange were restricted to holding daily balances of no
more than $1.5 billion in foreign exchange. Although this limit was removed in January 1998,
prudential restrictions prevent the banks from having a net open foreign exposure exceeding
15 percent of net qualifying capital and reserves.

70. Since July 13, 1995, resident insurance companies, pension funds, and unit trusts have
been permitted to apply to the South African Reserve Bank to invest in foreign assets via
swap arrangements with nonresidents. These limits were initially set at 5 percent of total
assets but were subsequently increased to 10 percent of total assets in June 1996 in the
context of the GEAR. At that time, these institutions were granted permission to transfer
abroad in 1996 up to 3 percent of the net inflow of funds received in 1995, subject to the

10 percent limit on total holdings of foreign assets. The 1997/98 budget permitted a further
transfer, in 1997, of 3 percent of the inflow of funds in 1996, broadened the definition of
institutions that may undertake asset swaps and increased the flexibility in the definition of the
10 percent limit of assets. The 1998/99 budget continued this process and raised the limit on
asset swaps to 15 percent of total assets, while allowing 5 percent of the previous year’s net
inflow of funds to be invested abroad in 1998.2 An additional 10 percent of the net inflow of
funds may be invested in securities listed on SADC member stock exchanges, subject to the
overall limit on foreign assets of 15 percent of total assets.

71.  The 1998/99 budget also further relaxed restrictions governing direct investment
abroad by residents, including currency transfers abroad. Corporates can now invest abroad
R 50 million per project—approved by the exchange control department—and up to

R250 million per project in member countries of the Southern African Development

% Although the foreign currency proceeds of exports must be repatriated to South Africa
within 180 days.

**In some instances, domestic prudential regulations have supplanted these limits as the
binding constraint on investment abroad by residents.
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Community® (previously R30 million and R50 million, respectively). Firms will also be
allowed to list on the Johannesburg Stock Exchange to raise capital for projects within the
SADC region, subject to these investment limits. The limit on investments abroad by private
individuals—which had been set at R200,000 per person effective July 1, 1997—was also
raised to R400,000 per person in March 1998.

72.  Limits on the value of goods that can be exported by emigrants upon their departure
from South Africa were also raised. Previously, emigrants were subject to a limit of R100,000
for household and personal effects, and a similar limit on the value of motor vehicles. The
distinction between the two categories has now been abolished and the limits replaced by

a combined cap of R1 million. However, restrictions on former emigrants’ “blocked”
funds—estimated at about R10 billion or US$2 billion—remain unchanged.

G. Trade Policy Developments

73.  Considerable progress has been made in rationalizing the external trade regime in the
last few years. According to data compiled by the Industrial Development Corporation (IDC)
(Table 1), South Africa reduced the number of tariff lines from 7,163 in 1994 to 6,638 in
1997, at the same time, the simple average tariff was reduced from 21.2 percent in 1994 to
17.9 percent in 1996 and to 14.4 percent in 1997, while the import-weighted average tariff
declined from 14.4 percent to 9.9 percent and 9.2 percent. Reductions in the average tariff (in
absolute terms) were similar for all categories of goods. The share of imports entering at

zero duty increased from about 41 percent in 1994 to about 56 percent in 1997. Tariff
rationalization also involved a reduction in the maximum rate, which was reduced from

924 percent in 1994 to 72 percent in 1997. Notwithstanding these changes, which generally
reduced the complexity of tariffs and the average level of protection, the tariff rationalization
process during 1996 and 1997 involved increases in tariffs on agricultural products, vegetable
oils, sugar, textiles and clothing, footwear, and motor vehicle products and a reduction in the
share of goods entering at duty free rates. In 1996 and 1997, South Africa imposed final
antidumping duties on 17 products affecting imports from 32 countries. As of end-1996,

35 final antidumping duties were in force. '

#Qther than Namibia, Swaziland, and Lesotho where funds are already free of restriction.
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Table 1. South Africa: Tariff Reform, 1994-97
(in percent unless otherwise indicated)

1994 1995 1996 1997
A. Number of tariff lines ‘
All 7163 7163 7163 6638
of which: ad valorem 6763 6763 6763 6463
Capital goods 1438 1438 1438 1385
of which: ad valorem 1361 1361 1361 1359
Intermediate goods 2649 2649 2649 2558
of which: ad valorem 2499 2499 2499 2431
Consumer goods : 3072 3072 3072 2688
of which: ad valorem 2899 2899 2899 2668
B. Average tariffs
All Simple 212 193 17.9 14.4
Import Weighted 14.4 10.6 9.9 9.2
Maximum 924.0 90.0 83.0 72.0
Capital goods
Simple 9.1 5.6 4.7 52
Import Weighted 11.1 6.9 6.4 54
Maximum 549.0 65.0 61.0 57.0
Intermediate goods
Simple 10.0 6.6 6.3 52
Import Weighted 7.7 5.2 5.0 48
Maximum 639.0 32.0 30.0 26.0
Consumer goods
Simple 36.5 36.7 342 27.9
Import Weighted 322 27.6 25.9 16.9
Maximum 9240 90.0 83.0 72.0
C. Averages excluding items entering duty free
All Simple 27.5 34.8 32.9 26.6
Import Weighted 242 30.3 28.7 20.9
Percent of duty free imports 40.5 63.6 63.7 55.9
Capital goods
Simple 14.7 17.9 17.5 17.4
Import Weighted 22.1 26.3 25.1 15.2
Percent of duty free imports 498 73.8 73.9 64.5
Intermediate goods _
Simple 14.5 15.6 14.7 13.0
Import Weighted 125 149 14.1 12.2
Percent of duty free imports 383 615 61.6 60.9
Consumer goods 7
Simple 40.1 47.1 439 34.8
Import Weighted 40.1 48.1 451 35.1
Percent of duty free imports 19.8 40.3 40.3 51.8

Source: Industrial Development Corporation
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74.  There has also been significant liberalization in the agricultural sector. The number of
marketing boards had been reduced from 22 in 1992 to 14 in June 1997, as of January 1998,
all the marketing boards were abolished. As a result, all remaining restrictions on the import
and export of agricultural products have in principle been eliminated, although these products
will continue to be subject to sanitary and phytosanitary regulations.

75.  Negotiations on the free trade agreement (FTA) with the European Union (EU)

have acquired renewed momentum. The EU’s current offer envisages the elimination of tariffs
on about 89 percent of its imports from South Africa over a three-year period, of which

96 percent (85 percent of total imports) would be liberalized upon entry into force of the
FTA. 78 percent of the EU’s imports from South Africa were already duty free in 1994. The
EU’s offer excluded from the FTA agricultural products that accounted for about 48 percent
of South Africa’s agricultural exports. In turn, South Africa’s offer would eliminate its tariffs
on about 81 percent of its imports from the EU over a 12-year transition period.”® South
Africa was contemplating special protocols to exempt, or extend, the transition pertod for
certain agricultural products (to avoid exposing them to subsidized agricultural exports from
the EU) and other sensitive manufacturing sectors under the FTA.?

76.  Inaccordance with the 1996 Trade Protocol of the Southern African Development
Community (SADC), South Africa intends to eliminate its tariffs on intra-SADC trade faster
(over a five-year period) than other countries (following an eight-year period, as stipulated in
the SADC Trade Protocol). However, the authorities also intend to give certain sensitive
sectors, including textiles and clothing, footwear, and automobiles, special treatment,
exempting them from the FTA or delaying their liberalization. Negotiations are expected to
commence among SADC members to determine the phasing of the tariff liberalization and the
treatment of these sensitive sectors.

77.  Negotiations are ongoing on changes to the revenue sharing formula under the
Southern African Customs Union (SACU).”® SACU members have been dissatisfied with the
existing arrangements. For countries other than South Africa (Botswana, Lesotho, Namibia,
and Swaziland (BLNS countries)), there has been a loss of fiscal discretion because South
Africa sets the common tariff and the excise tax for SACU as a whole; in addition, import
duties designed to protect South African producers have the effect of raising prices for all

*%In addition to the scope and timing of tariff liberalization, agreement is outstanding in a
number of areas, including antidumping, safeguards, competition policy, intellectual property,
and government procurement. ‘

Y"These protocols would cover red meat, dairy, grains, sugar, automobiles and components,
textiles and clothing, TV assembly, and chemicals.

*The current formula is described in detail in the 1996 Selected Economic Issues Paper
(SM/96/109, Section IV, Appendix II).
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SACU members. Certain guidelines for a possible new revenue sharing formula (RSF) have
been agreed. These include: the customs pool should not include excise duties; the RSF
should not place a fiscal burden on any member; all members’ shares should be calculated and
there should be no residual calculations; calculations should be based on verifiable data; any
major change in the RSF would need to be accompanied by a transitional arrangement; and
there should be a built-in review mechanism of 5 years. Agreement on the RSF is linked to the
institutional arrangements for the new tariff-setting process. The BLNS countries are seeking
a greater role in this process in order to address the loss of fiscal discretion under the existing
arrangements. In addition, they are seeking an additional share of the revenue to compensate
them for the loss of such discretion and for the price-raising effect that they experience.

II. GROWTH ACCOUNTING
A. Introduction

78. This section undertakes an examination of the growth performance of the South
African economy since 1970 from a supply side perspective. It seeks to identify the
contribution of three factors—capital, labor, and technological progress (or alternatively
efficiency)-—to economic growth. One of the motivations underlying such an exercise is to -
explore whether the growth process has been “intensive” or “extensive”. The former occurs
when long-run economic growth is driven predominantly by an increase in factors of
production—Iabor and capital; the latter occurs when such growth is a result of increases in
the efficiency of the economy. High rates of economic expansion are not sustainable under an
intensive growth process.” Extensive growth—based on improvements in technology or
efficiency—can, on the other hand, be sustained over longer periods of time, and thus offers
the best basis for increasing the economy’s long-run supply potential.

79.  Based on measurements of total factor productivity (TFP) growth at aggregate and
sectoral levels, this study compares the performance of the South African economy with that
of some high-performing East Asian countries, discusses the possible determinants of TFP
growth, examines the performance of the manufacturing and mining sectors, and estimates the
long-run growth potential of the South African economy as well as the inefficiency in the
nonfinancial public enterprise sector and its output consequences.

B. Methodology

80. Growth accounting exercises are based on the following relationship between output,
inputs, and technology, and are derived from a simple Cobb-Douglas production function:

®This is because there are limits (usually demographic) to the increase in the growth of labor;
also, higher growth in capital (than in labor) will lead to diminishing returns to capital thereby
reducing output growth over time even if capital growth is maintained.
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s g/q = aA/A + o (o Kk) + (1-a) (al/0) €Y

where, q, k, and ¢ denote respectively output, capital, and labor; A represents the level of
technology; o and (1-c) are the shares of output that accrue to capital and labor, respectively.
Equation (1) simply states that the rate of growth in output per capita (the left hand side) is
the sum of: the rate of change in the technology (aA/A, hereafter referred to as total factor
productivity growth (TFP)); the rate of growth in capital per capita weighted by its share in
output; and the rate of growth of labor per capita weighted by its share in output.

81.  TFP growth is a key variable of interest in a growth accounting exercise because it
measures how efficiently the factors of production are being used in generating output. In
equation (1), given data on q, k, ¢, and &, TFP growth is determined as the residual. The
parameter ¢ can be estimated in three ways: first, by directly using data from the national
income accounts (hereafter referred to as the “NIA approach”) which measure the income
that is distributed to factors of production; and second, by a regression approach, where
typically output per worker is regressed on capital per worker. Both these approaches suffer
from disadvantages which are described in Sarel (1997).%

82.  Instead, this study uses values of & computed by Sarel (1997) (hereafter referred to as
the “SM approach”) for each of the 9 major kinds of activity in the national income
accounts.’! These sectoral values of o are the simple average for a sample of 26 countries for
which disaggregated data were available.>® To obtain the value of « at an aggregate level,

*The national income approach implicitly assumes that capital and labor markets are perfectly
competitive and that the income accruing to each factor of production is equal to the value of
its marginal product. In the case of South Africa, with large imperfections in the labor market
this assumption does not hold. Second, this approach ignores the impact of government
policies that affect the returns to the different factors. For example, subsidies to capital could
result in the return to capital exceeding its marginal product. The regression approach suffers
from two drawbacks: it assumes that factor shares are constant over time and that the growth
rate of each input is exogenous.

3'The nine activities with their respective capital shares are: agriculture (0.275), mining and
quarrying (0.601), manufacturing (0.308), utilities (0.538), construction (0.189), commerce
(0.232), transportation and communication (0.320), financial and business services (0.604),
and government and other services (0.0812). It can be seen that the more capital-intensive
sectors such as mining and utilities have higher capital shares.

2To check whether the typical capital share is affected by the level of development of a

country, Sarel regresses these sectoral capital shares on the average capital stock per person,

and finds that the coefficients are insignificant for all sectors at the 1 percent confidence level,
(continued...)
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sectoral values of the capital shares are weighted by the share of each sector in aggregate
output. Hence, under the SM methodology, the capital shares vary over time only to the
extent that the sectoral composition of output changes. Figure 6 compares the capital share
obtained under the NIA and SM approaches. Two differences are discernible. First, whereas
the SM approach yields a relatively constant capital share, the NIA approach yields values that
change significantly over time. Two such episodes of striking change in the capital share
occurred in the early 1970s and early 1980s when the marked surge in the price of gold
increased the profits accruing to this sector and hence for the economy as a whole. Second,
for the nongovernment sector, the NIA approach yields a value for the capital share that is
about 12 percentage points greater on average than under the SM approach. The larger
average capital shares recorded in the national income accounts can possibly be ascribed to
two factors. First, to the favorable treatment of capital (Selected Issues Paper, SM/95/90)
which could have increased the returns to capital; and the significant labor market distortions,
resulting in wages above their market clearing levels, combined with a greater-than-unity
elasticity of labor demand, could also have reduced the share of labor in total output.®

C. Results
Growth performance

83.  The growth accounting exercise is carried out at an aggregate level as well as for
different sectors. Real GDP of the private nonagricultural sector’® grew at an annual average
rate of about 3.5 percent in the 1970s, slowing down considerably to about 1 percent a year in
the 1980s and 1990s (Figure 6). At a disaggregate level, manufacturing output also exhibited
this pattern of robust performance in the 1970s (5.4 percent annual average rate of growth)
followed by faltering growth thereafier. In contrast, the mining sector has witnessed declining
trend growth since the 1970s, with some deceleration in this trend in the 1980s, owing in part
to the gold boom, which saw a large increase in gold prices.

Contribution to growth

84.  Table 2 depicts the contribution of the factors of production and TFP to aggregate and
sectoral growth performance. Here too, a common pattern emerges. The 1970s witnessed

%2(...continued)
and marginally significant for three sectors at the 5 percent confidence level. This statistical
insignificance validates the use of the average sample value for all countries.

*For South Africa, Chadha (1994) estimates an elasticity of unskilled labor demand with
respect to wages of -1.5.

**The private nonagricultural sector excludes the category of “general government” but
includes the nonfinancial public enterprises.
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Figure 6. South Africa: Selected Indicators, 1971-96
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Table 2. South Africa: Growth in Output, Factors, and Total Factor Productivity, 1971-1996

1971-80
Output  Capital Labor TFP
Nonagriculture, nongovernment 1/ 3.5% 6.3% 2.4% -0.3 % (-0.7%)
Mining -1.2% 6.6% 2.0% -5.8%
Manufacturing 5.4% 8.2% 2.6% 1.0%
1981-90
Output  Capital  Labor TFP
Nonagriculture, nongovernment 1/ 1.1% 2.8% 0.7% -0.3 % (-0.5%)
Mining 0.4%  56%  -02% 3.6%
Manufacturing 0.3% 2.3% 1.0% -1.1%
Nonfinancial public enterprises 4.7% 8.7% 9.0% -4.1%
1991-96
Output  Capital  Labor TFP
Nonagricuiture, nongovernment 1/ 1.0% 1.9% -22% 1.6 % (1.2%)
Mining -0.9% -0.3% -5.2% 1.3%
Manufacturing 0.5% 3.5% -1.6% 0.5%
Nonfinancial public enterprises 1.7% 1.7% 2.8% -0.4%
1971-96
Nonagriculture, nongovernment 1/ 2.0% 3.9% 0.7% 0.2 % (-0.2%)
Mining -0.8% 4.6% -0.5% -3.3%
Manufacturing 23% 4.8% 1.0% 0.1%
Nonfinancial public enterprises 2/ 5.2% 7.4% 6.2% -1.4%

Sources: Fund staff estimates

1/ Figures in parentheses use capital shares derived from the national income accounts;
all other figures use capital shares based on Sarel (1997)
2/ 1977-1996; annual average growth of output during 1977-80 was about 12 percent
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substantial capital accumulation, averaging over 6 percent a year for the economy as a whole,
and as high as 8 percent a year in manufacturing. During this period, employment creation was
quite substantial, varying between 2 percent a year for the mining sector, and close to

2.5 percent a year for the rest of the economy. TFP growth, however, was poor. Thus, capital
and to a lesser extent labor, were the primary engines of growth. In other words, South Aftica
was at a stage of intensive rather than extensive growth.

85.  During the 1980s, factor accumulation slowed down, mirroring the decline in output
growth. Excluding the mining sector, which saw substantial investments related to the boom
in gold prices and to the fact that mines were becoming deeper, capital growth declined to an
average of about 2-3 percent a year. Employment growth, at about 0.7-1 percent a year,
started lagging behind the growth in the labor force. At the same time, aggregate TFP growth
remained broadly unchanged, although it deteriorated substantially in the manufacturing sector
(see below).

86.  While real GDP growth in the 1990s remains close to that in the 1980s, its
determinants have been very different. Capital accumulation slowed further in the 1990s,
employment started to exhibit substantial negative growth rates, but TFP growth turned
around and began to increase substantially, bolstering the flagging growth process. In each
sector and at the aggregate level, TFP growth improved by about 2 percentage points a year
(see below). Thus, insofar as there has been growth in the 1990s, it has been extensive rather
than intensive.

87. The robustness of these estimates of TFP growth was tested using an alternative
estimate of the capital share (obtained from the national income accounts). The absolute
magnitude of TFP growth was modified somewhat, but the change in TFP growth over time
remains broadly as described above. For example, if the capital share is estimated using the
NIA approach rather than the SM approach, TFP growth in the private nonagricultural sector
was about 0.4 of a percentage point a year lower in the 1970s and 1990s and 0.2 percentage
point a year lower in the 1980s.** Accordingly, the turnaround in TFP growth between the
1980s and 1990s was about 1.7 percentage points a year rather than 1.9 percentage points
under the SM approach.

Possible determinants of TFP growth

88.  Whereas the neoclassical growth model assumes technological progress to be

~ exogenous, the new (or endogenous) growth theory views TFP growth as an outcome of
policy and institutional factors. One important determinant of TFP growth emphasized in the
latter is the amount of research and development undertaken in an economy (Romer (1997)
and Grossman and Helpman (1997)). For countries such as South Africa that do not invest

A higher capital share reduces the contribution of TFP (the residual) because the growth in
capital exceeds the growth in labor.
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greatly in research and development, international trade and FDI offer important vehicles for
technological spillovers that allow them to close the technology gap vis-a-vis industrial
countries (Coe et al. (1997)). More specifically, since this technology will be embodied in
machinery and equipment, capital goods imports acquire special significance. Relatedly,

De Long and Summers (1991) have argued that investment in equipment has been a critical
variable explaining differences in growth performance across countries. In the case of South
Affica, FDI has traditionally been low and cannot explain the variations in TFP growth.
However, Figure 6 and the table below suggest that all these factors, namely, openness of the
economy, imports of capital goods, and equipment investment, may have had a role in

explaining the improved TFP growth performance of South Africa in the 1990s relative to the
1980s.

89.  Another set of factors that could have affected the overall efficiency of the economy
relates to the role of the public and private sectors in investment. In the case of South Affica,

Selected Factors Affecting TFP Growth

(In percent)
1970s 1980s 1991-97
Share of trade in GDP (real terms) 61.2 49.0 61.9
Share of capital goods in imports n.a. 341 3901/
Share of equipment and machinery in investment 29.6 377 435
Share of private business sector in investment 512 60.8 71.0
Share of private business sector in investment in 66.0 50.8 75.9

equipment and machinery

Sources: Reserve Bank Quarterly Bulletin; and Fund staff estimates.
1/ 1991-96

public sector investment led to significant excess capacity. Mitra (1994) has pointed out that
South Africa’s transport, communications, and electricity generation systems faced substantial
excess capacity during the apartheid years. In addition, as suggested by the analysis of the
performance of nonfinancial public enterprises below, public sector investment may also have
been inefficient. Figures 7a and 7b as well as the table above indicate that the sharp increase in
the share of the private sector in overall investment and in investment in equipment and

machinery may have contributed to the improvement in TFP growth between the 1980s and
1990s.3¢

*Tt is possible that there were also complementarities between public and private investment
that affected TFP growth with a lag in the 1990s.
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Figure 7. South Africa: Public and Private Sector Investment, 1971-96
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Caveats

90.  An economy’s supply potential is affected not only by the quality and quantity of its
physical capital stock, but also its human capital stock embodied in the labor force. Since the
work of Mankiw et. al. (1992) and Barro and Sala-i-Martin (1992), it has become customary
to undertake the growth accounting exercise by adjusting the labor force by its human capital
content, usually proxied by educational attainment. In the endogenous growth models, human
capital is seen as important not only in itself but also in enhancing the ability of an economy to
exploit the fruits of technological progress (see Coe et al. (1997)). The analysis in this study
does not take account of the human capital factor in part because of the lack of readily
available proxies for the human capital embodied in the labor force. Because of this omission,
TFP growth should be interpreted as the measure of an economy’s capacity to generate more
output using a fixed quantity of inputs, and encompasses factors such as the level of
knowledge, proficiency, skill, and other similar concepts.’’

Cross-country comparisons

91. A cross-country comparison of South Africa’s growth and TFP performance is
sobering, while offering some ground for optimism. The table below compares these
indicators for South Africa with five Asian countries—Indonesia, Malaysia, the Philippines,
Singapore, and Thailand—and the United States. Over the longer period, South Africa’s
performance has, with the exception of the Philippines, been substantially below that of the
comparator countries both in terms of output per capita and TFP growth.>® Between 1978 and
1996, the Asian countries grew about 5 percent a year faster than South Aftica, while
registering TFP growth which was close to 2 percentage points a year higher than that for
South Africa.”® However, for the most recent period—1991-96—South Africa’s TFP growth
of about 1.6 percent a year was not far behind that of the fast growing Asian economies
whose TFP growth averaged between 2 and 2.5 percent a year; notwithstanding this improved
efficiency, South Africa’s overall growth performance remained well behind that of the
comparator countries.

92.  The marginal product of capital (MPK) is not directly related to TFP growth, but is a
key variable in determining the return on investment and hence the growth rate of capital and

*"It should be noted, however, that the failure to incorporate human capital will affect the
measurement of TFP growth only to the extent that rate of growth in the proxy for human
capital has been different from the rate of growth in the changes in employment.

**The comparison’s are based on Sarel’s estimates for these countries for the period 1978-96.

*As noted below, in the steady state, each 1 percentage point difference in TFP growth
translates into a difference of output growth of over 3 percent a year, assuming a capital share
of about two-thirds.
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output. As Sarel (1997) notes, MPK is particularly important in cross-country comparisons
because capital tends to flow to countries that offer a high return to investment.

South Africa: Comparison of Output and TFP Growth with Selected Countries

(In percent)
1978-96 1991-96
Growth in TFP Growth Growth in TFP Growth
Output per Output per
Person Person

Indonesia 47 1.2 5.1 2.2
Malaysia 45 2.0 54 2.0
Philippines 0.2 -0.8 1.6 0.7
Singapore 5.1 2.2 49 2.5
Thailand 52 2.0 65 23
United States 1.1 03 1.3 0.6
South Africa -0.3 0.2 -1.5 1.6

" Source: Sarel (1997); and staff estimates.

93. Under a Cobb-Douglas production function, the MPX is by definition equal to the
product of the capital share (=) and the average product of capital. The table below compares
South Africa’s marginal product of capital with those in the comparator countries. Both over
the long term and for the most recent period, the MPK for South Africa is lower than that for
most comparator countries. The table also shows that the main source of variation in the MPK
is not the capital share, which is roughly the same for South Africa as for other countries,*
but the average product of capital which remains substantially below that for comparator
countries, including the United States. According to the neo-classical growth model, both
average and marginal product of capital will tend to decline over time as capital deepening
takes place. The figures tend to suggest that South Africa has experienced significant capital
deepening without the commensurate benefits in terms of the higher rates of growth
experienced by these countries which suggests that such deepening has been inefficient. The
low and declining returns to capital are the dual of the increasing capital intensity, which in
turn may have been affected by labor market rigidities and by the negative real interest rates
(and correspondingly low user cost of capital) during the 1970s;*' two sectors where this
process has been particularly evident are mining and manufacturing (Figure 6) which have
seen a rise in the capital-labor ratio by a factor of 2.5 and 3.6, respectively, over the last 25
years.

“*This is partly by assumption but also reflects the fact that South Africa’s sectoral
composition of output may not be very different from that of the comparator countries.

“However, real interest rates which were negative during the 1970s turned around in the
1980s and 1990s without any apparent impact on the capital-labor ratio.
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South Africa: Capital Share, Marginal and Average Product of Capital

(In percent)

Marginal Product of Capital Capital Share Average Product of Capital

1978-96 1991-96 1978-96 1991-96 1978-96 1991-96
Indonesia 20.8 154 323 323 63.4 478
Malaysia 15.0 14.1 326 326 479 433
Philippines 16.3 152 29.7 29.7 55.0 512
Singapore 13.0 12.9 34.8 34.8 38.8 37.0
Thailand 187 16.8 29.5 29.5 64.9 57.0
United States 10.9 102 28.1 28.1 372 36.2
South Africa 12.1 12.8 35.6 36.7 329 35.8

Source: Sarel (1997) and staff estimates.

D. Sectoral Perspectives

94. It is instructive to examine more closely the growth accounting exercise for two
sectors—mining and manufacturing—that are of particular importance for South Africa. Both
sectors produce tradable goods and together constitute more than one-third of South Africa’s
GDP in 1997. The manufacturing and mining sectors accounted for 27 percent and 5 percent,
respectively of total formal sector employment in 1996. Mineral exports constituted about

41 percent of South Africa’s total exports in 1995.

Manufacturing

95.  The manufacturing sector witnessed high growth rates and rapid accumulation of
capital and labor in the 1960s and 1970s, behind high tariff and nontariff barriers, consequent
upon South Africa’s decision to adopt an import-substitution strategy. In the 1980s, a
constellation of factors, including the progressive exhaustion of import-substitution
possibilities, the gold boom of the 1980s which was akin to a “Dutch disease” phenomenon,
and rising wages resulted in a loss of competitiveness of the domestic manufacturing sector
(Figure 8). In the early 1990s, in contrast, lackluster manufacturing sector performance owed
more to the generalized recession, disinflationary policy in the face of a major deterioration in
the public finances, and the uncertainties ahead of the political transition.

96.  However, the progressive liberalization of the economy and the lifting of sanctions,
have raised the overall efficiency of the manufacturing sector. TFP growth has increased by
about 1.6 percentage points a year relative to the 1980s, reflected in the improvement in the
profitability indices (see Figure 8). The increased openness of the economy and the rising
share of capital goods imports described above may have played an important role in TFP
growth developments between the 1980s and 1990s. It is important to note that the openness
indicator also correlates well with the deterioration in TFP growth in the manufacturing sector
between the 1970s and 1980s.
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97.  However, it is striking that TFP growth in the manufacturing sector has consistently
lagged behind that in the economy as a whole, by about 1.5 percentage points a year. During
the 1990s, even the mining sector has experienced faster TFP growth than manufacturing (see
below). This is contrary to the usual pattern observed in other countries of the tradable goods
sector witnessing faster TFP growth. One possible explanation for this lagging performance of
manufacturing is that it continues to be relatively insulated from foreign competition by high
effective protection, which impedes the attainment of higher levels of efficiency.

Mining

98.  Asnoted above, the mining sector witnessed substantially negative TFP growth in the
1970s and 1980s, which has been reversed in the 1990s. The low and negative TFP growth in
the mining sector observed in South Africa in the 1970s and 1980s would be paradoxical
given the fact that this sector was relatively open. But these developments as well as the
turnaround in TFP growth in the 1990s can possibly be explained by taking into account the
evolution of South Africa’s world market share of its major mining exports.

99.  Table 2 and Figure 9 show that in the 1970s and 1980s South Africa invested heavily
in the mining sector and reaped high rents despite poor efficiency: one indicator of this was
the high MPK, which was in excess of 50 percent in the 1970s and almost 30 percent in the -
1980s. The high inefficiency, manifested in the negative TFP growth, was possible given
South Africa’s dominant supplier status.*? However, the return to capital declined as this
dominance ebbed in the 1990s. This was caused by increased competition from countries that
had more easily recoverable deposits than South Africa, where mines were becoming deeper
and more capital-intensive; the increased competition probably necessitated restructuring in
the South African mining industry, leading to improvements in TFP growth in the 1990s.

E. Estimating Long-Run Potential Growth Rates

100. The growth accounting exercise facilitates the estimation of an economy’s long-run
potential growth rate of real GDP.** Under the standard neoclassical growth model, if capital

#South Africa’s share of world gold production is shown below.

(In percent)

1971 1976 - 1981 1986 1991 1996

68 59 51 40 29 22
Source: Commodity Year Book

#Such an estimation is very sensitive to the underlying assumptions and should be viewed as
indicative of possibilities rather than as a serious forecasting tool.
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Figure 9. South Africa: Nonfinancial Public Enterprise and Mining Sectors, 1971-96
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accumulation is determined endogenously, and the growth rate of labor supply and factor
shares remain constant, then the current rate of TFP growth can be extrapolated to calculate
long-run growth rates. The steady-state solution for the long-run growth rate per capita is
equal to the TFP growth rate divided by the share of labor in output, i.e.,:*

aq/q = (aA/A) / (1-a) (2)

101. Inthe case of South Aftica, if current rates of TFP growth are maintained in the
future, an assumption that relies crucially on the implementation of the structural reforms
envisaged in the GEAR, and if the available labor supply to the economy in the future
comprises all new entrants to the labor force, the long-run growth rate will be close to

6 percent a year. However, if the available labor supply to the economy in the future could
include the current stock of unemployed in excess of what might be considered a natural rate
of unemployment, potential output growth in the future could be higher.

F. The Nonfinancial Public Enterprise Sector and Privatization
Background

102.  The nonfinancial public enterprise (NFPE) sector encompasses the public business
enterprises and the public corporations. While both types of entities are controlled by the
government, the former needs to seek legislative approval for their budgets while the latter
does not. Table 3 lists the most important NFPEs as well as their sectors of activity. In South
Aftica, the share of output accounted for by the NFPEs increased from about 6 percent in
1978 to over 8 percent in 1996.

103.  As a consequence of an intensive program of public investment, the NFPE sector
witnessed substantial real growth averaging about 5 percent a year in the decade and a half
prior to the 1990s. However, in the 1990s, their output growth moderated to about

1.7 percent a year (see Table 2). Public sector investment increased as a result of the
transportation and communication infrastructure programs (launched by TRANSNET, the
transportation conglomerate, and the former Department of Posts and Telecommunications) in
the early 1970s, and of the utility services programs (initiated by ESKOM, the electricity
company and the Rand Water Board) in the late 1970s. During the 1970s and 1980s, public
sector investment also grew through a substantial expansion in industries considered to be

*In the standard neoclassical growth model, the capital-labor and capital-output ratios are
constant given the level of technology. However, equation (2) expresses the change in the
steady state value of output per capita (or per worker) when there is technological progress
(i.e., TFP growth). Under these conditions although the steady state value of the capital-
output ratio does not change, the capital-labor and output-labor ratios do; thus, output grows
faster than the growth in the labor force with the difference being related to TFP growth.



Table 3. South Africa: Major Nonfinancial Public Enterprises

Company Activity

Category I (Essential Infrastructure Services)
Eskom Electricity supply
Telkom 1/ Telecommunications
Spoornet Rail transport
S.A. post office Postal services
SABC Broadcasting
Portnet Ports
Sarcc Rail commuting

Airports company 1/

Air traffic and navigational services

Category II (Public Policy/Interest Dimension)

Air transport services
Air transport control

Denel Manufacturing
Petronet Oil/petrol pipeling
Atomic energy board Atomic research
Armscor Armament
Mossgas Oil exploration
SAA Alir transport
Strategic fuel fund Fuel funding
Soeker (pty) Ltd. Oil exploration
Foskor Mining

Category III (No Public Interest Dimension)
Sun Air 2/ Air transport
Autonet Road transport
Safcol Forestry
Alexkor Alluvial diamond mining
Px Parcel express
Abakor Abattoirs
Aventura Holiday resorts

Source: World Trade Organization’s Trade Policy Review of South Africa.

1/ Partially privatized.
2/ Fully privatized.
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strategically important, such as iron and steel (ISCOR), synthetic fuels (Sasol and Mossgas),
and armaments (Armscor and Denel).

104, The 1980s saw large increases in factor absorption as capital and employment grew at
close to 9 percent per annum accounting for more than 100 percent of the growth in output.
Thus, TFP growth of the NFPEs averaged -4 percent during this period. In the 1990s,
however, growth of capital and employment slowed down. Labor absorption by the NFPEs
far exceeded that of the rest of the economy during the 1980s and 1990s.

105.  That NFPEs have not received explicit budgetary support, or that some enterprises—
such as ESKOM and TRANSNET—have good credit ratings and regularly access
international capital markets, are neither necessary nor sufficient conditions for establishing
that they have made efficient use of society’s scarce resources.* Growth accounting offers a
useful tool for measuring the economic performance of the nonfinancial public enterprises
(NFPE:s) as it allows an estimation of TEP growth.

106.  One measure of the inefficiency of the NFPEs is the difference between its TFP
performance and that of the rest of the economy. In the 1980s, this differential was close to
4.5 percentage points a year which narrowed to 2 percentage points a year in the 1990s
(Figure 9). The methodology described above can be used to measure the output
consequences of this inefficiency. If the NFPEs could attain the efficiency levels of the private
nonagricultural sector i.e., achieve TFP growth of about 1.6 percent, their steady state growth
rate, even allowing for the fact that NFPEs have a lower share of labor in output, could be
increased by about 3 percent a year. There is a therefore a need for a major restructuring
effort, including privatization and policies to inject competition into the domestic economy,
such as trade liberalization and domestic competition policies, to help achieve such higher
levels of efficiency.*

*“For example, ESKOM’s positive financial performance may to some extent be related to the
fact that it has not had to pay income tax and stamp duties. Further, several parastatals
received substantial financial support from the Reserve Bank in the form of subsidized cover
for their international borrowing during the 1980s and early 1990s.

*In 1996, under the auspices of the National Economic Development and Labor Council
(NEDLAC), a National Framework Agreement was concluded among the social partners,
establishing the guidelines for the process of restructuring state assets. For the purposes of
privatization, the NFPEs have been placed in three categories (Table 3): (i) NFPEs with an
explicit role in the provision of basic needs; (if) NFPEs which do not provide essential
infrastructure services but nevertheless have a public policy dimension; and (iii) NFPEs which
fit neither of the above descriptions. The restructuring process has a number of objectives,
including the need to make NFPEs more competitive, to assist in the repayment of
government debt, to deliver affordable services to the population, and to address historical
(continued...)
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G. Summary and Conclusions

107.  Moderate rates of real GDP growth in the 1970s were followed by very low rates in
the 1980s and 1990s. The sources of growth varied in these three periods. In the 1970s and
1980s, growth was driven largely by increases in the factors of production, notably capital.
However, in the 1990s, the improvement in economy-wide efficiency, as measured by TFP
growth, was the main engine of growth. This pattern of a turnaround in TFP growth in the
1990s relative to the earlier periods was evident not only at the aggregate level but also at the
sectoral level.

108.  This improvement in TFP growth in the 1990s could have been due to

(i) technological factors, as reflected in the increased share of capital goods in imports and the
increased share of machinery and equipment in investment; and (ii) to efficiency-inducing
factors such as the increased openness to trade and a greater role for the private sector in
investment. There is some evidence of large-scale and inefficient capital accumulation,
reflected in the high and rising capital-labor ratios and in the attendant low returns to capital
compared with, for example, the East Asian countries.

109.  If the TFP growth achieved during the 1990s is maintained, for which the
implementation of structural reforms is a prerequisite, the potential growth rate of the South
Affican economy can be close to 6 percent a year.

110.  Despite relatively low levels of efficiency, the mining sector enjoyed high returns to
capital in the 1970s and 1980s, possibly because of South Africa’s dominant supplier status in
those periods. However, as this dominance ebbed, this sector was forced to improve its
efficiency levels which resulted in a strong increase in TFP performance in the 1990s.

111.  The manufacturing sector also effected improvements in efficiency in the 1990s, but
the level of TFP growth still lags behind the rest of the economy. This is contrary to the
pattern observed in most countries, possibly due to the high levels of effective protection
which hamper efficiency.

112, The growth accounting exercise also reveals the magnitude of the inefficiency of the
nonfinancial public enterprise sector. TFP growth in the NFPEs has remained negative in the
1990s and substantially less than that for the economy as a whole. If this difference could

be bridged through restructuring and privatization as well as other measures to enhance

*(...continued)

imbalances. At this stage, whereas restructuring could take the form of majority divestiture for
the last category, the government intends to devise specific divestiture strategies for
enterprises in the first two categories on a case-by-case basis, taking into account the needs of
individual sectors.
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domestic competition, potential output growth of the NFPEs could be increased by about
3 percent a year, yielding considerable efficiency gains, and fiscal benefits could also be
achieved as privatization proceeds are used to reduce government debt and the interest bill.
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Data Sources and Methodology

Data for the growth accounting exercise were obtained from the South African Reserve
Bank’s Quarterly Bulletin. Selected data on nonfinancial public enterprises (nominal value
added, nominal capital stock at replacement value, and nominal remuneration of employees)
were provided by the Reserve Bank.

All aggregates relating to the private sector exclude “General Government.” The agricultural
sector includes agriculture, forestry and fishing. The mining sector includes mining and
quarrying. Thus, GDP of the private nonagriculture sector is the difference between series
6003 (GDP at factor cost) and the sum of the series 6031 (GDP of agriculture, forestry and
fishing) and of series 6043 (GDP of general government).*’

Fixed capital stock for the economy (series 6149) and individual sectors (series 6140-6148)
are calculated on a replacement value basis. Employment data refer to the formal sector
(series 7000-7009). National income-based capital share estimates were derived from series
6285 which is the ratio of remuneration of employees to GDP.

For the NFPEs, real value added was obtained by deflating nominal value added using a price
series for the nonagricultural sector. An employment series for the NFPEs was obtained by
deflating the nominal wage bill by remuneration per worker in the public authorities (series
7011). Estimates of the real capital stock were derived by deflating the nominal capital stock
by the price series for gross domestic fixed investment. Two estimates of the share of
capital in output of the NFPEs were used: the first was the capital share for the private,
nonagricultural, nonmining sector, and the second, based on the ratio of the nominal
remuneration of employees to nominal value added in the NFPE sector. The data on NFPEs
exhibit discontinuities owing to the reclassification of some enterprises: TRANSNET was
classified as an NFPE in 1990, and TELKOM and the South African Post Office were added
to the list of NFPEs in 1992.

#1 All series references relate to those in the Reserve Bank’s Quarterly Bulletin.
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III. INFLATION, MONEY DEMAND, AND PURCHASING POWER PARITY IN SOUTH AFRICA

A. Introduction

113.  Inflation has fallen considerably in South Africa during the 1990s. Annual growth in
the consumer price index fell from 16.2 percent in 1991 to 9.4 percent in 1993 and further to
6.8 percent in 1997. However, developments in broad money (M3) have not followed the
same pattern. Although the annual growth rate in M3 fell from 13.8 percent in 1991 to

5.9 percent in 1993, it has since increased to 17.3 percent in 1997. During the 1970s and
1980s, fluctuations in inflation and money growth were even larger (Figure 10). The
contrasting developments in inflation and money growth during the 1990s have led analysts to
question whether there exists a stable relationship between money growth and inflation, i.e.,
whether money demand is stable, and whether it is appropriate for the Reserve Bank to use
M3 as an intermediate target for its monetary policy decisions.*** As a consequence of the
perceived uncertainty in the relationship between money and prices, and as a means of
enhancing the transparency and credibility of monetary policy decisions, the possibility of
adopting an explicit inflation targeting regime in South Africa has been discussed, mirroring
the monetary policy regime in countries such as New Zealand, United Kingdom, and Canada.

114. At the same time, the nominal exchange rate has fluctuated widely in South Africa
(Figure 10). For example, in recent years, the nominal effective exchange rate depreciated by
21.5 percent in 1996, appreciated by 6.0 percent during the first half of 1997, before it
depreciated again by 6.4 percent in the second half of the year.*® Although the presence of
trade sanctions reduced imports as a share of GDP during the 1980s and early 1990s

(Figure 10), it is likely that movements in foreign prices and the nominal exchange rate have
also contributed to inflationary developments in South Africa.

“Strictly speaking, an unstable relationship between money growth and inflation does not
necessarily imply that money demand is unstable, as the latter would be expected to vary with
fluctuations in other variables, such as real income and nominal interest rates.

“The Reserve Bank has announced annual guidelines for growth in broad money since 1986
(6-10 percent in 1997). However, actual growth in M3 has substantially exceeded the
guideline range during the last few years, and the authorities have on several occasions
announced that the Reserve Bank in practice is guided by developments in a number of
different indicators including, various price indices, the shape of the yield curve, the nominal
exchange rate, and the output gap.

*The Reserve Bank’s measurement of the nominal effective exchange rate is used throughout
the paper; an increase in the effective exchange rate means an appreciation of the rand. See
Appendix for details.



- 60 -

Figure 10. South Africa: Inflation, money growth, exhange rate, and trade developments, 1970-97
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115.  The purpose of this empirical study is to simultaneously examine the long-run and
short-run relationships between prices, the exchange rate, and various monetary aggregates in
South Aftica. This includes a search for a stable money demand relationship, and an
examination of the purchasing power parity (PPP) hypothesis. In the course of doing this, the
leading indicator properties of different aggregates for inflation are studied, and the issue of a
potential structural break in the data since 1994—the starting year of the successful political
transformation of the economy and the lifting of sanctions—is tentatively examined.

116.  The results indicate that (i) there exists a sensible and stable money demand type of
relationship between M3, nominal income, and long-term interest rates, as well as a long-run
relationship between foreign prices, the nominal effective exchange rate, and domestic prices;
(ii) temporary deviations from the long-run equilibrium in the money market and, in particular,
in the external market are important for short-run inflation fluctuations; and (iii) there are
indications of a structural break in the data sometime around 1994, implying that a given rate
of money growth is likely to lead to an inflation rate that is about 2-3 percentage points less
per year after 1994, ceteris paribus.

117.  The rest of this section is organized as follows: Section B briefly reviews some earlier
studies related to inflation, money demand, and PPP in South Aftica, before it lays out the
theoretical and methodological approach in the current study, and discusses some data issues.
Section C presents the empirical results, while Section D summarizes the findings and
concludes.

B. Background, Methodology, and Data

118.  Previous empirical studies have either focused exclusively on the demand for money or
the degree of pass-through from exchange rate movements to inflation. In a previous Selected
Issues paper (SM/96/109), it was argued tentatively that narrow money (notes and coin in
circulation outside the banking system) might warrant a more prominent role in the monetary
policy framework, as this aggregate is a fair leading indicator for inflation, and as the demand
for narrow money appears to be stable. However, on the first point, DeJager and Ehlers
(1997) show in an extensive study that growth in M3 is a better and more stable indicator for
future inflation rates than narrow money, and that M3 has a consistent negative relationship
with interest rates. Hurn (1991) has examined the demand for M3 in South Africa, using data
for the period 1965-90, and finds that the long-run effects of prices, real income, and interest
rates are significant and of sensible magnitudes. This contrasts with Moll (1997) who argues
that the results for long-run money demand are more robust when the models include a
narrow definition of money.

119.  The issue of PPP and whether there is a full pass-through from exchange rate
movements to domestic prices, have been discussed recently by Tsikata (1998) and
Subramanian (1998). Although the results are sensitive to the choice of price aggregates and
sample period, indications are that the effective nominal depreciation of the rand during the
1990s is almost fully reflected in higher prices of imported goods.
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120.  The first step in the empirical section below includes a general examination of the
leading indicator properties of various monetary aggregates for inflation. This is motivated by
two reasons: (i) in the context of an inflation target regime, it is important to find a set of
indicators that contain information about future inflation rates,** as the lags between changes
in the monetary aggregates (or instruments) and their effect on inflation typically are relatively
long; and (ji) this exercise can possibly cast some light on which money aggregate and interest
rate might be suitable to include in the money demand framework. The leading indicator
properties for inflation were examined with the so-called “Granger-causality” tests, and by
inspecting the associated impulse-response functions.”> Hence, the following equation was
estimated:

Ap,=0t+2f=1 51'Apt‘i+2;‘=l BiAxt—i+81 (1)

where p refers to the underlying price level, and x denotes variables such as money and credit,
interest rates, exchange rates, wages, or output (see Appendix for details). The variable x is
said to “Granger-cause” p if the null hypothesis of #,= §,=...= = 0 is rejected.

121.  The theoretical underpinning for the study of money demand and the PPP relationship
is standard. Hence, assume that the domestic price level in the economy, p, is a linear
combination of the price level for tradeable goods, p;, and nontradeable goods, pyy,
respectively, i.e., p=a p, + (I-0)p,,, where O<a<1. The PPP hypothesis implies that the price
of the tradeable good is determined in the world market and equal to p, = p*- e in domestic

*!An inflation target regime basically involves a two-step approach: First, the authorities
project the future inflation rate under current policies by studying indicators such as current
and past values of money growth, interest rates, exchange rates, and output activity.
Together, these “leading indicators” are used to evaluate the inflation-momentum in the
economy which is compared with the inflation target. Second, if projected inflation is outside
the target, the authorities pursue an appropriate policy mix using available instruments to
correct for the discrepancy. The empirical analysis in this paper is related to the first of these
steps, i.e., it can be regarded as a preliminary attempt to find useful leading indicators of
inflation.

It should be noted that the “Granger-causality” concept has a different interpretation from
what is usually meant by causation. The intuition behind Granger-causality is simply that if an
event y is the cause of an event x, then y must precede x in time, and by using past
observations of y in addition to past observations of x, the forecast of x should improve.

As is conventional in the literature, all variables are expressed in natural logarithms, except
for the nominal interest rate. Hence, the first difference of a variable equals the percentage
change from the previous quarter.
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currency, where e is the nominal (effective) exchange rate (defined as foreign currency per
domestic currency), and p* represents foreign prices. The price of nontradeables is then
determined by adding an assumption of equilibrium in the money market, i.e., where real
money supply equals real money demand: »°-p = m?(},i), with real money demand assumed to
be a positive function of real income, y, and a negative function of the nominal interest

rate, i.** Thus, we end up with a system of 6 interrelated variables /p, p*, e, m, y, and i,
where economic theory suggests that two long-run relationships could be found; one between
domestic prices, foreign prices, and the nominal exchange rate, and another between domestic
prices, money, real income, and the nominal interest rate. While we would expect both the real
exchange rate and real money demand (or, alternatively, velocity) to be fairly stable in the
long-run, we would also expect temporary deviations from these two long-run equilibriums to
affect future fluctuations in prices such that the long-run equilibriums are restored.

122. In addition to these considerations, a dummy variable for the period 1994-97 was
added to the model in an attempt to identify a possible structural break associated with the
economic effects of the political transformation that took place in the early 1990s. This
transformation, as well as some important economic structural reforms, could arguably have
affected both the long-run money demand relationship and the real exchange rate, since it led
to both some financial deepening (as nonwhite households gained access to formal banking
services to a larger extent), as well as a strong increase in foreign competition which in turn
could have had a one-off effect on the domestic price level.**

123.  The empirical analysis was carried out using quarterly data between 1970:1 and
1997:4. The underlying consumer price index (CPIu) was used rather than the headline
consumer price index (CPI) throughout the study. By using CPIu, which excludes highly
volatile food prices and housing costs from the CPI, it was expected that the signal to noise
ratio would improve in the estimations. To further examine whether broad money or narrow
money is more closely related to inflation, three different monetary aggregates were used in
the analysis: NC, notes and coin in circulation outside the banking sector; M1, consisting of
NC plus cheque and demand deposits; and M3 (broad money) consisting of M1 plus medium-
and long-term deposits. In addition, when estimating the money demand relationship, two

**More precisely, economic theory suggests that demand for money depends on the
opportunity cost of holding money. Although the opportunity cost for holding cash is larger
when the nominal interest rate is higher, it is ambiguous whether broader definitions of money
are positively or negatively related to the nominal interest rate, as broader money typically is
interest bearing. Ideally, one should control for any differences between the “own” deposit
interest rate and the interest rate on alternative assets (such as government securities). See
Ericsson (1998) for further discussions.

*The dummy was included in the model without restricting it to the cointegrating vector,
implying that the average growth rates of the variables can change at the time of the structural
change while the cointegrating vectors remain unchanged.
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alternative interest rates were used: 3-month t-bill rates, and 10-year government bond yields.
Traditional unit root tests (not reported) indicated that all series were integrated of order 1,
i.e., the series were nonstationary in levels but stationary in first-differences.

124.  The nonstationarity of the data together with the notion that none of the variables a
priori can be regarded as exogenous (possibly with the exception of foreign prices), suggested
that an appropriate methodology would be to start with a nonstructural vector auto regression
model (VAR), and use Johansen’s cointegration tests to examine whether there existed any
long-run relationship among the variables. As a second step, economic theory (as described
above) was used for identification, turning the empirical model into a structural VAR, and
specific cointegrating vectors—related to the PPP and money demand hypothesis—were
estimated and tested. Hence, to allow for dynamic interaction among the variables in the
system, the two long-run relationships (as suggested by theory) were estimated separately but
simultaneously.

C. Results

125. The results from the Granger-causality tests are reported in Table 4. The tests

were conducted for the whole sample period and for the subperiods 1972:2-1984:4 and
1985:1-1997:4. Although the results are not very impressive when the whole sample period is
considered, the subsample regressions show that the overall results are driven by a very poor
relationship between the variables during the first subperiod. However, for the later subperiod
(Table 4b), a number of reasonable leading indicators for inflation were found, including
narrow money aggregates (M1 and, possibly, NC), interest rates and interest spreads,* the
nominal exchange rate, foreign prices, wages, and output fluctuations.”” The associated
impulse response functions for some selected aggregates are displayed in Figure 11. They
show that movements in broad money contain information about the underlying inflation rate
further into the future than narrow money, and that a depreciation of the rand indicates a pick
up in underlying inflation within two quarters. An increase in the output gap tends to be
followed initially by a fall in underlying inflation, but this fall is more than reversed in the

%The Granger-causality tests should be interpreted with particular caution when (long-term)
interest rates are used as an indicator. It is well-known that aggregates which reflect forward-
looking behavior often are good predictors of various macroeconomic time series. Obviously,
this does not mean that these variables “cause” fluctuations in other variables; it rather reflects
that the market uses current information efficiently.

*"The same tests were performed using inflation rather than underlying inflation. The results
(not reported) were similar to those in Table 4, although foreign prices and wages seemed to
contain less predictive information about future inflation than for underlying inflation, whereas
the opposite was true for M3.
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Table 4. Leading Indicators and Underlying Inflation

(Marginal significance levels) 1/

a) Full sample: 1972:2 - 1997:4

Lags Money and Credit Interest rates 2/ Exchange rates Wages Output gap
k) Ml M3 PSC 3mS  10yS US$ NEER P* Wage ULC GDP Gap 3/
1 0.25 099 056 . 0.14 045 0.16
2 031 093 073 0.15 0.18 0.16 0.73 0.26
3 053 033 050 0.38 0.35 0.36 0.57 0.32 094 022
4 029 033 0.32 0.56 046 0.29 0.19 041 0.75 0.30
5 037 0.16 038 0.69 0.8 0.42 0.76 0.41
6 0.51 024 057 0.65 0.68 0.64 0.86 0.54
7 055 029 064 036 0.66 0.68 044 068
8 029 022 075 046 035 0.77 0.14 0.18
b) Subsample: 1985:1 - 1997:4
Lags Money and Credit Interest rates 2/ Exchange rates Wages Output gap
(3] NC Ml M3 PSC 10yS US$ NEER P* Wage ULC GDP Gap 3/
1 0.88 : 010 012 088 024
2 0.66
3 0.17 029 0.18
4 0.15 0.15 0.21
5 0.32
6 0.23
7 0.37
8 0.53

1/ The p -values are the marginal significance levels for a Wald-test (Chi*2(k)) of the hypothesis that the estimated
coeffients for the relevant variable are jointly zero. Shaded numbers indicate rejection of the hypothesis of no Granger-
causality of a monetary indicator at the 10-percent level. All regresssions include seasonal dummy variables.

2/ The interest rate indicators include the level of the interest rates (3-months t-bills and 10-year government bonds), and the
spread against the comparable U.S. interest rate. Hence, these indicators are not in first-difference form.
3/ Gap stands for output gap. This indicator is not in first-difference form.
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Figure 11. South Africa: Impulse responses of inflation to a unit shock in a monetary variable
(Bivariate VAR models including 4 lags)
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subsequent 3-6 quarters, possibly indicating that output shocks on average are driven by
fluctuations in aggregate demand.™

126.  Shifting to the long-run relationships among the variables, the results from the
cointegration tests are summarized in Table 5. The number of cointegrating vectors was
estimated using the Johansen (1988) procedure. It is well-known that cointegration tests in the
Johansen setting are sensitive to the lag-length of the VAR. Although it is common to include
4 lags in the VAR when quarterly data are used, common information criteria tests® indicated
that only 2 lags should be included. However, inspection of the standard diagnostic tests
suggested that a VAR-order of 3 or 4 was more appropriate. Hence, the results are reported
with 2, 3, and 4 lags included in the VAR, respectively.

127. The economic model suggests that 2 cointegrating vectors should be found, and the
cointegration tests typically picked up 2-3 stationary vectors, but the results varied between
0 and 4 vectors depending on the number of lags included in the model, as well as on the
choice of monetary aggregate and interest rate (see column 2 in Table 5). Despite these
somewhat inconclusive results, restricted cointegration tests were performed under the
assumption of the presence of two cointegrated vectors. The parameters in the restricted
model were constrained to test whether the two stationary vectors could be represented by the
two long-run relationships discussed above. The results were in general supportive of the
theoretical arguments: the hypothesis that one of the cointegrating vectors includes only the
variables p, p*, and e, (column 3, Table 5) was rejected in only 3 of the 18 specifications,®
and the hypothesis that one cointegrating vector includes only the variables p,m, GDPand i
(column 4, Table 5) was rejected in only 4 of the 18 specifications. However, the joint test of
the two hypotheses was typically rejected when M1 or NC was included in the model, but it
was not rejected when M3 was included in the model (column 5, Table 5).

128.  Turning to the parameters of the cointegrating vectors, it can be noted that the
estimated parameters for the nominal effective exchange rate and foreign prices have the
expected signs. However, the joint hypothesis of the coefficients being equalto -1 and 1,
respectively, (so-called “strict PPP”) was almost always rejected (not reported). Nevertheless,
it is interesting to notice that the joint movements in the nominal effective exchange rate and
foreign prices seem to be almost fully reflected in domestic prices in the long-run, in the sense

**If the output gap is due to a positive aggregate supply shock, one could expect a
(temporary) fall in inflation, whereas the opposite would be true when the output gap is the
result of a shock to aggregate demand.

*Both the Akaike Information Criterion and the Schwarz Bayesian Criterion were examined.

*By not constraining the coefficients to equal 1 (in absolute values), the test allows for
various fixed costs, such as transportation and menu costs, to vary over time and across
countries. This test is sometimes referred to as a simple test of PPP.
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Number of
Lags Cointegrating Likelihood Ratio (LR) tests of: :
vectors 2/ PPP  Mon-d Joint Restricted cointegrated vectors
P ¢ 2 M3 GDP  1Qybond  3mt-bill
2 1,3 0.23 4.12% 6.27 -1 -0.79 1.41
-1 0.85 -1.58 0.09
3 0,3 0.20 1.84 2.12 -1 -0.80 139
-1 0.89 -1.59 0.07
4 0,3 3.81 0.99 3.98 -1 -0.81 1.38
-1 0.94 -1.54 0.05
2 4,3 4.44 0.11 5.90 -1 -0.76 1.44
-1 113 -1.80 -0.02
3 3,3 4.11 0.45 5.54 -1 -0.78 1.39
T 112 -1.63 -0.02
4 1,3 1.51 331 6.67 -1 -0.78 1.38
-1 1.14 -2.01 -0.02
e e p* M1 GDP 10y bond 3mt-bill
2 2,2 4.04 3.80 4.05 -1 -0.70 1.62
-1 0.56 3.98 0.09
3 L2 128 7.42% 8.51* -1 -0.79 1.45
-1 0.60 176 0.01
4 0,1 0.72 1.10 9.08* -1 -0.85 1.38
-1 0.65 0.79 0.07
2 3,2 4.72 0.02 5.26 -1 -0.73 1.55
-1 0.52 2.84 -0.01
3 3,3 6.84* 314 8.83* -1 -0.75 1.50
-1 0.60 2.53 -0.03
4 1,2 2.58 0.76 3.10 -1 -0.76 1.48
-1 0.55 2.60 -0.01
r e e* NC GDP 10y bond 3mt-bill
2 1,2 0.90  9.14%*  13.60%* -1 -0.81 1.39
-1 0.91 -1.95 0.12
3 0,2 1.09  8.68**  8.90** -1 -0.83 1.36
-1 0.88 -1.22 0.09
4 0,0 1.69 3.58 3.85 -1 -0.84 1.36
-1 0.81 -0.95 0.14
2 3,3 717" 0.23 8.44* -1 -0.76 1.46
-1 0.80 0.55 0.03
3 3,2 13.69* 210 14.00%* -1 -0.82 1.32
-1 1.02 0.27 -0.04
4 0,1 3.59 1.07 3.74 -1 -0.79 1.44
-1 0.63 1.99 0.06

1/ The VAR also include (unrestricted) seasonal dummy variables and a time dummy for the period 1994:1-1997:4.

2/ Number of cointegrating vectors based on Johansen's Trace statistic and the maximum eigenvalue statistic, respectively, at the
grating 8 P Y.

5-percent significance level. * and ** indjcate rejection of the LR-test at the S-percent and 1-percent significance level, respectively.
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that the sum of the estimated parameters (in absolute values) is relatively close to 2. A
possible explanation for these results is that domestic price-setters sometimes hesitate to
adjust domestic prices in line with exchange rate fluctuations—perhaps because they regard
these fluctuations as temporary. This would explain a coefficient of less than one for e. But
since this behavior would erode competitiveness in the long-run, the price-setters compensate
by increasing domestic prices by slightly more than a corresponding increase in international
prices.

129. The estimated coefficients in the money demand relationship have the expected signs
and are of a plausible magnitude when M3 is included in the model. The estimated coefficient
on M3 is between 0.9 and 1.1, and the coefficient on real income is between 0.6 and 2.
Constraining the coefficient on M3 to equal 1 yields an income elasticity for real money
demand of 1.8 (where the VAR includes 3 or 4 lags and the interest rate variable is
government bond yields), but the standard errors are fairly large, and the joint hypothesis of
the coefficients on M3 and GDP being equal to 1 and -1, respectively, could not be rejected.
The estimated coefficient for the nominal interest rate is positive when the government bond
rate is used but negative when the t-bill rate is used. A possible explanation for this result
could be that the own deposit rate for broad money is more closely related to the short-term
t-bill rate than the long-term government bond rate. However, the magnitudes of the
estimated coefficients are quite small, and a likelihood ratio test shows that the interest rate
can often be excluded from the cointegrating vector, indicating that M3, prices, and real
income form a cointegrating vector, i.e., velocity is stationary.

130.  The results were less encouraging when narrow money (M1 or NC) was included in
the model: the estimated coefficient on real income was quite unstable and often had the
wrong sign, and when the coefficient on M1 or NC was constrained to equal 1, the estimated
income elasticities become even more implausible. Consequently, a sensible and stable long-
run money demand relationship for narrow money could not be established.

131. To further test the robustness of the results regarding the real demand for broad
money and PPP, an error-correction model for short-run fluctuations in the underlying
inflation rate was estimated. The hypothesis was that in the case of either a disequilibrium in
the money market or a deviation from PPP, some adjustment would have to take place in the
subsequent period(s) to restore long-run equilibrium, and a good candidate for such an
adjustment would be the domestic price level. Hence, a regression was estimated with the
underlying inflation rate as an independent variable on lagged residuals from the two restricted
cointegration vectors (the error-correction terms)®' and lagged observations of the underlying
inflation rate, quarterly growth rates in money and real output, and a linear combination of the
nominal exchange rate and foreign prices. As the focus was shifted to the short-run properties

$1The error-correction terms were derived from the restricted VAR model which included M3,
and interest rates on government bonds (each with 3 lags), with the coefficients on prices and
M3 constrained to -1 and 1, respectively.
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of the data, the regressions were estimated both for the whole sample period, and for the
shorter subperiod 1985:1-1997:4,

132, The results broadly confirmed the hypothesis regarding inflation adjustments (Table 6);
the estimated coefficients on the error-correction terms always came in with the expected
negative signs, indicating that temporary deviations from the long-run equilibrium in the
money market and from the PPP equilibrium result in short-run inflation adjustments which
tend to restore the long-run equilibria. For example, the results indicate that if the real
effective exchange rate depreciates (above its long-run equilibrium level) during a quarter due
to an unexpected increase in foreign prices or a nominal depreciation of the rand, underlying
inflation will increase in the subsequent quarter to partly offset the real depreciation. Likewise,
for a given level of real income and nominal interest rates, a positive shock to M3 will result in
a pickup in underlying inflation in the subsequent quarter. Although the magnitudes of the
error-correction coefficients appear quite small (for example, the estimated coefficient of
-0.04 for the PPP error-correction term indicates that 16 percent of any deviation from the
long-run equilibrium is restored within 1 year), they are similar to what is typically found for
other countries.®® It can also be noted that the estimated coefficient on the error-correction
term from the money demand relationship is only significant in the subperiod 1985-97, which
is consistent with the results from the Granger-causality tests that the money-price relationship
is more reliable during this period. Finally, the estimated coefficient for the 1994-97 dummy
variable has the expected negative sign and is significant in most specifications, indicating that
for a given rate of money growth, the underlying annual inflation rate after 1993 would be
about 2-3 percentage points less than during the period 1972-1993, everything else equal,
thereby suggesting an important process of financial deepening in recent years.

133.  The results further show that there is marked persistence in the inflation rate, as
lagged inflation enters significantly. However, the other lagged variables were typically
nonsignificant, implying that past observations of these variables were less important, once
one controlled for the dynamics of inflation and the deviations from the long-run PPP and
money demand relationships. In addition to the monetary aggregates mentioned above, a
number of alternative aggregates—which potentially could affect short-run fluctuations of
inflation—were included in different specifications of the error-correction model. These
included growth in nominal wages and unit labor costs, other measures of the output gap, and
measures of the fiscal balance. However, these variables were also nonsignificant once one
controlled for the inflation dynamics and the error-correction terms.

134.  The fit of the error-correction model was reasonably good (see Figure 12), especially
when the focus was on the subperiod 1985-97. Figure 12 also plots the dynamic forecasts for
1997 using equations (1) and (5) in Table 6. Although the forecast overestimates the inflation

52For example, McDonald (1995) finds that the speed of adjustment of a deviation from PPP is
about 2 percent per month for bilateral U.S. dollar, German mark, and Japanese yen exchange
rates.
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Table 6. Short-Run Fluctuations in Underlying Inflation,
Results from the Error-Correction Model 1/

Ap=a+y . 8Ap, +3 7 BAX,_+y,ECppp+Y,ECmon+e,

Independent variable: Underlving mflation

1971:2 - 1997:4 » 1985:1 - 1997: 4
k=4 k= k=4 k=2 k=2 k=4 k=2
¢)) 2 3 4 (&) (6) )
Dum9497 2/ 0.67* 0.76%* -0.75%* -0.82%% -0.68* -0.48 -0.45
0.35) (0.34) (0.32) (0.34) (0.39) (0.42) (0.50)
EC-ppp (-1) -0.03* -0.04%* 0.04%+* -0.04%* -0.04% -0.04%* -0.02
(0.02) (0.02) 0.01) 0.02) (0.02) (0.01) (0.02)
EC-mon (-1) -0.01 -0.02 -0.02 -0.01 -0.05* -0.06%* -0.05%
(0.02) (0.02) (0.02) (0.02) (0.03) (0.02) (0.08)
Yoo, 0.38** 0.30%* 0.32%% 0.20%* 0.00 0.20 0.21*
M3 3/ 0.06 0.00 -0.20%
GDP 3/ 0.06 0.01 018
(r~-e) 3/ 0.04 0.03 0.01 0.06 0.06
M1 3/ 0.01 -0.01
GAP 3/4/ 0.07 -0.08
R-square: 0.51 0.47 0.48 0.48 0.76 0.70 0.73
Observations: 107 107 107 107 52 52 52

1/* and ** indicate significance at the 10-percent and 5-percent level, respectively, of either the t-test for a single coefficient
or of a Wald-test for the sum restriction. All regressions include seasonal dummies. % is the number of lags, and # 1s the number
of additional independent variables.

2/ The coefficients for Dum9497 are multiplied by 100.
3/ k lags of the variable were included. The reported coefficient is the sum of the estimated coefficients for the  lags.
4/ GAP 1s the output gap. This variable is not in first difference form.
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Figure 12. South Africa: Actual values, fitted values, and forecasts of the underlying inflation rate.
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rate in the first quarter of the year (due to an estimated large coefficient on the first-quarter
dummy variable), the actual inflation outcomes in the following three quarters are well within
the forecast confidence interval.

D. Summary and Conclusions

135.  The main results in this study are that two long-run stable relationships involving
domestic prices can be identified: one between domestic prices, M3, real income, and long-
term interest rates, indicating that demand for broad money is stable in the long-run; and one
between domestic prices, foreign prices, and the nominal effective exchange rate, indicating
that the real effective exchange rate is stable in the long-run. The results further show that
temporary deviations from these two long-run equilibria (in the money market and in the
external market) are important for short-run inflation fluctuations. Finally, there are
indications of a structural break in the data sometime around 1994, implying that, ceteris
paribus, a given rate of money growth is likely to lead to an inflation rate that is about

2-3 percentage points less per year after 1994.

136.  Aninteresting aspect of the results is that even though the South African economy
has undergone a number of important structural changes during the period under
review—including long periods of trade sanctions, the presence of the financial rand system
and widespread exchange controls on residents, different monetary policy regimes (see
below), and considerable swings in the terms of trade—the long-run relationships between
the examined macroeconomic and financial aggregates are fairly stable, and consistent with
economic theory. In this context, it is perhaps not surprising that it is the broadest measure
of money that seems to work better in the long-run, although fluctuations in narrow money
aggregates might be useful for short-run inflation projections.

137. Notwithstanding the long-run results, the results regarding the short-run fluctuations
are strengthened when the analysis focuses on the subperiod 1985-97, as the fit of the
inflation model improves considerably. This is probably explained in part by the shift in the
monetary policy regime that took place in the early 1980s, when the Reserve Bank moved to a
system of indirect control of money supply. This shift implied a greater scope for the use of
short-term interest rates, rather than changes in cash and liquid asset requirements combined
with credit ceilings and interest rate controls, thereby enhancing the responsiveness of
monetary aggregates to macroeconomic developments. In addition, the opening up of the
economy during the 1990s—including the trade reforms and liberalization of capital
controls—has probably made the domestic economy more responsive to fluctuations in
international markets.

138.  To sum up, two general pdlicy conclusions emerge from this study: (i) the result
regarding the PPP hypothesis implies that any attempts to enhance competitiveness by actively
depreciating the nominal exchange rate will be eventually dissipated through higher domestic
inflation, and (ii) the result regarding the stability of money demand means that growth rates
in broad money cannot be ignored when monitoring and forecasting inflation developments,
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although the quantitative effect of money growth on inflation appears to have declined during
the last few years.

139.  To further understand the dynamic interplay between various macroeconomic
aggregates in South Africa, it would be interesting to expand the current framework to
include different types of shocks (aggregate demand and supply shocks, or real and nominal
shocks, etc.), and trace, for example, the simultaneous response of output and inflation. The
structural VAR model used in this paper is a suitable framework for such an exercise, and
Moll (1997) has taken interesting steps in that direction.
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Data
All data series are from the South African Reserve Bank, Quarterly Bulletin, except for the
U.S. interest rates which are taken from IMF, Infernational Financial Statistics. The

following variables are included in the study:

CPIu: Underlying consumer price index. This index equals total CPI excluding “food and
nonalcoholic beverages”, “home owner’s cost” and “value added tax”.

NC: Notes and coin outside the banking system.

M1: NC plus checking deposits.

M2: Ml plus short- and medium-term deposits.

M3: M2 plus long-term deposits.

PSC: Credit extension to the private sector.

3m: Interest rate on 3-months t-bill.

10y; Interest rate on 10-year government bonds.

3mS: Spread between interest rates on 3-months t-bills in South Africa and the U.S.
10yS: Spread bétween interest rates on 10-year bonds in South Africa and the U.S.
USS$: Nominal exchange rate; Rand per US dollar.

NEER or E: Nominal effective exchange rate including (weights in brackets) U.S. dollar
(51.7), British pound (20.2), Deutsche mark (17.2), and Japanese yen (10.9).

P*: Effective producer price index in foreign countries, including the same four countries and
weights as when calculating the NEER.

Wage: Remuneration per worker in the nonagricultural sectors.
ULC: Unit labor costs in the nonagricultural sectors.
GDP: Real gross domestic product, 1990 prices, seasonally adjusted.

Gap: Output gap; calculated by using the Hodrick-Prescott ﬁltey (with A=400) on real GDP.
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IV. THE BANKING SYSTEM AND BANK SUPERVISION IN SOUTH AFRICA

140.  This chapter analyses the banking system and the bank supervision framework in place
in South Africa. Section A reviews the main characteristics of the banking system, provides an
assessment of the soundness of the banking system, and describes the degree of concentration
and competition in the marketplace. Section B discusses the main elements of the bank
supervision framework in South Africa, with special emphasis on those areas where action
could be taken to further improve the operations of the supervisory authorities. Section C
concludes and provides a summary of the main recommendations,

A. The Banking System
Main characteristics of the banking system

141. By end-1997, the South African banking system consisted of 46 banks and five mutual
banks. There are no state-owned banks. The number of foreign banks operating in South
Africa has increased significantly following the passage of the Banks Amendment Act of 1994,
there are now 10 subsidiaries and 11 branches of foreign banks as well as 60 representative
offices. In addition to banks, large insurance companies figure prominently in the South '
African financial system; these companies developed rapidly in the past owing to tax
advantages for savers. The Bank Supervision Department of the Reserve Bank (BSD) has full
supervisory authority over the banks, while the Financial Services Board (FSB), an
independent agency, supervises all nonbank financial institutions.® :

142.  The banking system grew strongly in 1995-97, even as the economy slowed down.
Total bank assets rose by 19 percent in 1997, following an expansion of almost 40 percent in
1995-96 (Table 7); in real terms, deposits grew by 10 percent a year during the last three
years, while loans increased by almost 11 percent a year during the same period. The rapid
expansion of the banking system during 1995-97 was the result of the entry of new and
aggressive foreign banks as well as the opportunities for new business arising from the lifting
of sanctions and the economy’s globalization. South African banks deal almost exclusively in
domestic currency: by end-1997, foreign currency deposits and loans represented only

2 percent of total deposits and loans.

The FSB, an independent agency, supervises the nonbank financial institutions, which in
1997 included 49 long-term insurance companies, 68 other insurance companies, 1,222
insurance intermediaries, 15,426 retirement funds, 216 friendly societies, 168 unit trust
schemes, 25 participation bond schemes, three stock exchanges, 50 stockbroking firms, 156
financial instrument dealers, and 103 portfolio managers.
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Table 7. South Africa: Indicators of Bank Soundness, 1994-97
(In percent, unless otherwise indicated)

1994 1995 1996 1997

- Number of banks ' 40 45 44 46
Capital adequacy ratio 9.5 10.0 9.68 9.93
Total assets (billion rand) 330.8 3386 460.6 5494
Total deposits (billion rand) 253.2 300.8 347.5 420.9
Total loans (billion rand) 278.2 325.7 390.4 470.7
Nonperforming loans/Total loans 3.6 33 3.3 3.2
Loan provisions/Nonperforming loans 65.0 66.4 60.8 59.0
Liquid assets held/Liquid assets required . 113.0 114.2 111.0 115.2
Large credit exposure (granted)/Capital 1032.5 981.9 12435 934.5
Large credit exposure (used)/Capital 365.4 436.7 429.8 314.6
Return on equity 16.4 16.3 12.6 14.6
Net spot open position in foreign currency/Capital n.a. -43.5 -61.4 -41.7
Total net foreign currency position after hedging/Capital n.a. 0.0 1.8 -0.4

Source: South African Reserve Bank; and Fund staff estimates.
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143.  Bank lending to households represents approximately two-thirds of bank lending to
the private sector.* The strongest growth of lending to households during the last three years
was concentrated in credit cards (26 percent a year), instalment sale credit (24 percent a year)
and overdrafts (18 percent a year); these three types of credit amounted to 25 percent of bank
credit to households in 1997. However, mortgage lending was by far the main component of
bank lending to households, accounting for two-thirds of the total. Loans to the public sector
were only 2 percent of total bank lending and are conducted on a purely commercial basis.

144.  Mortgage lending grew by 11 percent in 1997, after having increased by around

19 percent in 1995 and 17 percent in 1996. This rapid growth reflected the banks’ interest in
promoting such lending, owing to the low risk-weighted capital requirements attached to it
and low credit risk, as well as its attractiveness for debtors, given the flexibility of mortgage
loans to provide access to the capital of the repaid portion of a loan at comparatively low
interest rates. Following the rapid growth in 1995-96, mortgage lending slowed in 1997,
reflecting higher risks perceived by banks as well as lower demand owing to increased real
interest rates. There has not been a real estate asset price bubble in South Affica: the average
nominal value per real estate transaction increased by only 4 percent a year during 1995-97; in
some instances, there has been a decline in real estate prices, which has given rise to cases of
negative equity.

Soundness of the banking system

145.  The South African banking system appears to be generally sound: the banks are well
capitalized, as the average risk-weighted capital adequacy ratio for the system as a whole
reached 9.9 percent by end-1997, a slight increase over 1996, compared with the required
minimum ratio of 8 percent stipulated by the Basle principles (Table 7). Thirty-one banks had
a capital adequacy ratio of 11 percent or better in 1997 (Table 8). At the same time, reported
nonperforming loans have remained at 3.2 percent of total loans.

146.  South African banks are well run and organized, and in general have sophisticated risk
management systems and corporate governance schemes in place. Banks reacted swiftly to the
pressures arising from renewed competition from foreign banks that started in 1995, the new
opportunities opened up by the lifting of international sanctions, and the gradual lifting of
exchange controls, and have invested significantly in adopting modern technologies and in
developing more sophisticated financial products.

147.  The banking system has been profitable during the last few years. By end-1997, return
on equity reached 14.6 percent, up from 12.6 percent a year earlier (Table 7). Local banks
were more profitable than foreign-controlled banks, in part reflecting the fact that the retail

#Overall household indebtedness in South Africa has grown substantially, from around
55 percent of personal disposable income in 1992 to 68 percent in 1997.
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Table 8. South Africa: Indicators of Barik Soundness, According to Capital Adequacy Levels, 1994-97 (cont.)
(In percent, unless otherwise indicated)

1994 1995 1996 1997
I Banks with capital adequacy ratio between 8 and 9 percentin 1997 1/
Number of banks 4 4 4 4
Capital adequacy ratio 9.6 9.4 8.7 83
Assets/Total banking system assets 37.1 374 38.6 37.1
Deposits/Total banking system deposits 388 39.0 39.6 37.8
Nonperforming loans/Total loans 32 32 32 3.6
Loan provisions/Nonperforming loans 740 74.8 60.5 53.6
Liquid assets held/Liquid assets required 1157 127.5 120.1 130.8
Large credit exposure (granted)/Capital 701.6 869.1 1292.7 1616.5
Large credit exposure (used)/Capital . 288.0 387.5 419.7 438.9
Retumn on equity 17.5 27.9 14.0 15.5
Net spot open position in foreign currency/Capital n.a. -26.7 -50.5 -23.3
Total net foreign currency position after hedging/Capital n.a. 2.9 2.8 -1.7
II. Banks with capital adequacy ratio between 9 and 11 percent in 1997

Number of banks 9 9 9 9
Capital adequacy ratio 8.5 9.0 8.6 . 9.4
Assets/Total banking system assets 513 51.2 50.4 49.0
Deposits/Total banking system deposits 51.2 51.7 50.4 49.5
Nonperforming loans/Total loans 4.0 36 3.4 32
Loan provisions/Nonperforming loans 63.6 63.3 61.9 64.0
Liquid assets held/Liquid assets required 107.2 101.4 105.1 1304
Large credit exposure (granted)/Capital 1172.6 1012.6 1288.8 571.4
Large credit exposure (used)/Capital 3634 477.4 459.7 172.1
Return on equity 14.6 11.6 12.9 14.5
Net spot open position in foreign currency/Capital na. -50.9 -87.9 -67.0
Total net foreign currency position after hedging/Capital n.a. -1.8 3.5 1.4

1/ Excludes two small banks with capital adequacy ratio of approximately 8 percent, owing to statistical problems.
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Table 8. South Africa: Indicators of Bank Soundness, According to Capital Adequacy Levels, 1994-97 (concl.)
(In percent, unless otherwise indicated)

1994 1995 1996 1997
IIL. Banks with capital adequacy ratio between 11 and 15 percent in 1997
Number of banks 11 11 11 11
Capital adequacy ratio 20.6 22.1 214 14.0
Assets/Total banking system assets 52 53 6.0 7.7
Deposits/Total banking system deposits 4.0 42 5.6 7.3
Nonperforming loans/Total loans 3.7 1.6 33 36
Loan provisions/Nonperforming loans 431 . 68.0 457 52.6
Liquid assets held/Liquid assets required 1234 1582 102.7 114.8
Large credit exposure (granted)/Capital 423.5 5172 678.4 795.4
Large credit exposure (used)/Capital ) 2272 2773 313.8 461.8
Return on equity 9.5 5.6 11.9 13.1
Net spot open position in foreign currency/Capital n.a. -9.2 -13.6 -23.0
Total net foreign currency position after hedging/Capital n.a. 23 -6.4 -6.4
IV. Banks with capital adequacy ratio greater than 15 percent in 1997

Number of banks 15 19 18 20
Capital adequacy ratio 12.1 164 26.7 . 342
Assets/Total banking system assets 4.7 4.0 2.5 38
Deposits/Total banking system deposits 4.0 3.1 2.3 3.0
Nonperforming loans/Total loans 1.6 2.1 5.0 1.6
Loan provisions/Nonperforming loans 54.0 52.0 58.0 55.6
Liquid assets held/Liquid assets required 164.7 124.1 109.7 1317
Large credit exposure (granted)/Capital 43299 27125 1054.7 621.0
Large credit exposure (used)/Capital 13393 764.4 388.1 284.4
Return on equity 233 4.1 12.1 174
Net spot open position in foreign currency/Capital n.a. -60.8 3.1 15.9
Total net foreign currency position after hedging/Capital n.a. 0.8 0.3 0.3

Source: South African Reserve Bank; and Fund staff estimates.
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segment—where, as described below, foreign banks are not currently active—is the more
profitable one.

148.  Cost control and an expansion of the banks’ business into new areas help explain
current profit levels. Although bank costs are high in South Africa, mainly reflecting the large
number of branches, significant levels of overhead, and high cost of security services, banks
have been taking measures to reduce them. At the same time, banks have successfully
developed alternative, noninterest sources of profit, and transaction-based fee income and
investment income now represent over 50 percent of banks’ revenues.

149.  The excess of short-term liabilities over short-term assets (i.e., with less than 30 days
maturity) for the banking system as a whole stood at 3.3 times its qualifying capital and
reserves in 1997; in the case of the four largest banks, this mismatch represented over

3.6 times their capital while in the rest of the banking system it was 2.8 times the level of
capital. However, in light of the robust capital adequacy position of the banks and of their
strong corporate governance systems, this mismatch should not be cause for excessive
concern. Also, South African banks maintain adequate levels of liquidity; on average, liquid
assets exceeded the regulatory minimum by about 15 percent in 1997, up from 11 percent in
1996.

150.  Reflecting adequate profitability levels and prospects, as well as better results relative
to most other sectors of the economy, bank share prices have experienced marked increases in
recent years: 130 percent in 1994-96 followed by around 45 percent in 1997. One-off factors,
including the listing of new institutions and the positive effects of announced mergers, are
additional reasons explaining such increases.

151.  To remain adequately sound and profitable, however, the banks in South Africa will
need to continue to be alert to important challenges lying ahead, particularly those arising
from the cycles of economic activity. Slower economic growth and increasing unemployment
tend to weaken the quality of bank assets while limiting the growth of financial intermediation.
At the same time, the economic and social changes, which will arise when the much-needed
structural reforms announced in the GEAR are implemented, will introduce uncertainty.

152, Inmeeting these challenges, South African banks will need to continue with their
efforts to reduce costs and tap new areas of activity in order to maintain high levels of
profitability. In view of the strong competition in the corporate and the higher-income retail
markets, banks will need to tap the lower-income segment of the retail market—which is
costly and fraught with risks—in order to expand their activities and maintain high profits. At
the same time, however, the banks are well positioned to reap substantial benefits from the
rapid integration taking place between the South African economy and those of neighboring
countries.

153.  Sometimes the authorities have applied moral suasion on banks to increase their
lending for low-income groups, especially in the area of mortgage lending, but there have not
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been any formal instances of directed lending or interest rate controls in South Africa. To
ensure the continued health of the banking system, the authorities must continue to avoid
forcing banks to adopt measures that would endanger depositors’ interests and promote
financial disintermediation.

Concentration and competition in the banking system

154.  The South African banking system is highly concentrated: by end-1997, the largest
four banks accounted for 75 percent of the banking system’s assets and 76 percent of its
deposits (Table 9).% The four largest banks, which until the late 1980s operated as a formal
cartel, continue to be dominant in the retail banking segment; in addition, they own the
national ATM network and carry out almost all the clearing in the South African payment
system. However, mainly reflecting the entry of new foreign banks as well as increased
activity by smaller banks, the four largest banks have experienced a loss of market share. By
the end of 1994, their assets and deposits had represented 80 percent and 82 percent,
respectively, of those of the overall banking system, while their capital and reserves dropped
from 75 percent of the banking system’s total in 1994 to 66 percent in 1997,

155.  There are no legal barriers to entry in the South African banking system, although the
high cost of retail banking acts as an impediment to entry in some segments of the market.
Banks in South Africa are licensed as universal banks, and offer a full range of services to both
corporate and personal clients. The largest banks offer a wide diversity of services, while the
smaller banks—including the foreign banks—tend to behave as niche banks, specializing in a
few banking products. As a result, competition levels differ in the different segments of the
market. Banks must establish legally separate subsidiaries to operate in the markets for equity
securities and insurance.

156. The strong presence of foreign banks in the corporate end of the market and in trade
finance as well as in the higher-income retail market has given rise to very competitive
conditions in these market segments. The foreign banks have brought important innovations to
the marketplace, both in terms of operational efficiency as well as of the introduction of new
products and access to foreign markets, forcing the local banks to rise to the occasion in order
to remain competitive.

157.  There is limited competition, however, at the lower end of the retail banking market,
which continues to be dominated by the large local banks and is substantially less price-
sensitive than the market segments mentioned above. This market is characterized by high
operating costs, related to the security situation, the poor enforceability of collateral, the very
small scale of individual operations, and the lack of a widespread banking culture among
lower-income groups. The larger banks are expanding very cautiously in the low end of the

$The four largest banks are ABSA, Standard, First National Bank, and Nedcor. Two other
banks, NBS Boland and Investec, account for an additional 10 percent of the market.
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Table 9. South Africa: Assets, Loans and Deposits in the Banking System, 1994-97

Total Growth rates Percent
(Billion rand) (Percent) of total
1994 1995 1996 1997 1995 1996 1997 1994 1997
1. Assets
Total banking system 330.8 388.7 460.6 5494 17.5 18.5 19.3 100.0 100.0
Four largest banks 266.0 3109 366.8 410.5 16.9 18.0 11.9 80.4 74.7
Rest of banking ystem 64.7 77.8 93.8 138.9 20.2 20.6 48.1 19.6 253
Local banks 320.1 378.0 449.9 526.3 18.1 19.0 17.0 96.8 95.8
Foreign banks 10.7 10.7 10.7 23.1 0.0 0.0 116.0 32 42
II. Loans
Total banking system 2782 325.7 390.4 470.7 171 . 19.9 20.6 100.0 100.0
Four largest banks 2228 260.8 310.1 351.7 17.1 18.9 134 80.1 74.7
Rest of banking ystem 554 64.9 804 118.9 17.1 238 48.0 19.9 253
Local banks 262.8 2643 381.6 450.2 0.6 44 .4 18.0 94.5 95.7
Foreign banks 154 614 8.8 20.5 298.0 -85.7 132.5 5.5 43
I Deposits

Total banking system 253.2 300.8 347.5 4209 18.8 155 21.1 100.0 100.0
Four largest banks 206.9 248.7 278.9 318.6 20.2 12.1 14.3 81.7 75.7
Rest of banking ystem 463 52.1 68.7 102.3 12.5 31.7 4389 183 243
Local banks 2426 296.7 342.8 404.7 223 15.6 18.1 95.8 96.2
Foreign banks 10.6 4.2 4.7 16.2 -60.4 12.1 244.6 4.2 3.8

Source: South African Reserve Bank; and Fund staff estimates.
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retail market and are restructuring their business by closing costly branches and promoting the
growth of an electronic banking network. It does not seem likely that foreign banks will enter
the low-end retail market at any time soon, not only because of the high operating costs but
also because the very high prices of bank shares prevent them from purchasing established
local banks.

158. Nevertheless, established banking institutions in the low-end retail market face
competition from small informal lending institutions. Micro-lenders insist that they do not take
deposits from the public—which would constitute an illegal activity given that they are not
registered as banks—but there is anecdotal evidence that they do so, which permits them to
expand the scale of their activities. Given that micro-lenders are not subject to the oversight of
the BSD, banks complain strongly about being subject to unfair competition.

159. The interbank market is not yet highly developed in South Africa. So far, smaller
banks prefer to follow a strategy of keeping liquid funds at hand, lending them to the larger
banks in the overnight market. In addition to these loans, the larger banks obtain resources
from the central bank on a daily basis through the repo auction system. At the time of the
introduction of the repo system, there was a large spread between the average interest rate in
the interbank market and the rate paid for central bank funds at the daily repo auctions, and
the dispersion of the interest rates bid by the banks was quite small. However, as the banks
got accustomed to the new system and following a sharp rise in the interest rate for borrowing
at the Reserve Bank’s marginal lending facility, the repo rate became more sensitive to
liquidity conditions, and the spread between the interbank and repo rates diminished,
indicating that the efficiency of the interbank rate has improved.

160. The large level of concentration in the financial market has allowed the largest banks
to reap significant benefits from economies of scale, and to some extent facilitates the task of
the supervisory authorities, but it is also a source of systemic risk. There is, therefore, a need
for measures to promote an expansion of the smaller banks’ market share and thus stronger
levels of competition in the banking system. These include actions to encourage the continued
entry of foreign banks in all segments of the banking system; enhance the smaller banks’
competitive edge; improve the transparency of the interbank market and of the market for
central bank funds (including, for example, setting limits to the participation of individual
institutions); and promote a more level playing field between formal and informal players in
the retail banking market.

161. The BSD is studying how to address the need for regulation of micro-lenders, and 1s
planning to assist this sector to become self-regulated. It is entirely appropriate to regulate the
activities of micro-lenders in order to promote healthy competition in the retail segment of the
financial market as well as to create a level playing field among all those concerned. However,
if micro-lenders take deposits, and given that their size is larger than that of other self-
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regulated informal financial institutions,® the authorities may want to consider the advantages
of direct regulation and supervision of this sector by the BSD as against those of self-
regulation.

B. Issues in Bank Supervision
Operations of the Bank Supervision Department

162.  The regulatory framework for banks in South Africa is quite robust by emerging
market standards. The supervisory authorities focus their activities on modern principles of
risk assessment, and strive to comply with the Basle core principles for efficient supervision.
The BSD conducts its business competently, and its activities are held in high regard by the
banking community.

163.  The BSD (whose head is known as the Registrar of Banks) was set up in April 1987
after being transferred from the ministry of finance to the central bank, and its responsibilities
and functions are specified in the Banks Act and the Mutual Banks Act, and are supported by
the Reserve Bank Act. The Banks Act and the Mutual Banks Act define the institutions to be
regulated by the BSD as those accepting deposits as a regular feature of their business and
acting as a financial intermediary in the use of such deposits. No person may conduct the
business of a bank in South Africa—i.e., accept deposits—unless registered as a bank with the
BSD, except for institutions such as credit unions and savings clubs, which, given the small
size and nature of their operations, are permitted to accept deposits within a framework of
self-regulation. The BSD considers that the legal basis for the conduct of its supervisory
activities is appropriate. Although the head of the BSD is an employee of the Reserve Bank,
the BSD is fully autonomous in the conduct of its business. BSD staff have legal immunity
with respect to the discharge of their supervisory duties.

164.  The current staff of the BSD—S55 in number—are somewhat overstretched, owing in
part to added responsibilities in the department following the recent entry of foreign banks and
the internationalization of the local banks’ activities. The BSD is presently in the process of
hiring 20 more employees, of which 15 will work as bank analysts. Despite strong staff morale
and salaries, which remain competitive with those in the banking industry, the BSD, as other
supervisory agencies around the world, suffers from a high rate of staff turnover, in part
reflecting perceived limitations regarding upward mobility. The average length of employment
with the BSD is 3-4 years for analysts, although the problem is less severe at senior levels.

165.  Training of staff members is an important concern for the BSD, which has a structured
program that is managed by its training section. In addition to in-house training activities,
BSD staff receive training from outside institutions, such as courses offered by external
auditing firms or seminars conducted by financial institutions, and are expected to attend a

%Micro-lenders are organized in a union, and their loan portfolio amounts to about R6 billion.
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12-month course on banking at a local university to bring their qualifications up to the
required standard. The BSD also has a mentor system in place, by which an experienced
supervisor is assigned to work with every new staff member for a certain period of time to
provide intensive on-the-job training. At the same time, the Reserve Bank, and the BSD in

particular, has contributed significantly to developing supervisory expertise elsewhere in
Africa.

166.  The main focus of bank supervision by the BSD is the assessment of risks assumed by
banks and of the quality of the banks’ risk management procedures; in addition, the BSD is
charged with ensuring compliance with prudential requirements. Off-site supervision of banks
is an essential component of the work of the BSD. It is based on several forms which the
banks must regularly submit to the BSD, covering information in the areas of balance sheet
and income statement, off-balance sheet activities, risk-based returns, and prudential
requirements. An internal monthly off-site report is produced for each bank; it includes peer
group comparisons and an analysis of deviations from “normal” trends.

167.  The information submitted by banks has improved noticeably during the last five years
as a result of the introduction of the new bank reporting framework established by the Banks
Act of 1990. The BSD performs routine checks to assess the quality and veracity of the data
received by the banks. If it believes that the information provided by a bank is defective, it
requests an ad-hoc independent external audit. In addition, the quality and veracity of data are
verified in general terms by the external auditor during the course of the annual audit of the
bank. This procedure needs to be improved, however, because the BSD has no systematic
procedures in place, ‘other than during the annual external audit, to ensure that the data that it
receives from the banks truly portray underlying positions and trends.

168. The BSD employs a two-pronged approach to bank licensing: initial authorization and
final registration. The latter is only granted subject to compliance with the conditions imposed
at the time of initial authorization. Applicants are required to submit a detailed application,
including information on their business plan (in terms of the usual prudential reporting forms),
the people involved (to test for “fit and proper” criteria), and capital requirements (minimum
requirements are currently R50 million, but the BSD does not view favorably applications
based on less than R150 million). To further enhance the licensing process, the BSD should go
ahead with current plans to formalize the licensing process, including by specifying and
documenting the objective criteria to be used in licensing banks.

169.  As part of the efforts to ensure the highest quality of the supervisory function, the
Reserve Bank’s internal audit service has recently, conducted a thorough evaluation of BSD
compliance with the 25 Basle core principles for effective bank supervision. It concluded

that the BSD already complies with the majority of the core principles, although it noted
opportunities for improving compliance in several areas, the most important of which include
capital adequacy requirements, the need for on-site inspections and for clarification of the role
of the external auditors, the need for clear guidelines regarding loan loss provisioning methods
and large exposures, and the importance of consolidated supervision. The internal audit also
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identified other areas for improvement which seem to be of less urgency at the present time.
These include the need for enhanced supervisory legislation, improvements in the licensing
process and a review of the supervisory forms filled by the banks.

On-site inspection and the role of the external auditor

170.  The BSD’s point of view regarding on-site bank inspection versus off-site supervision
is that the one is not a substitute for the other, but rather that what matters is the balance
between the two. In particular, by combining the results of on-site activities and the
information produced from off-site supervision, the BSD strives to arrive at a judgmental
conclusion regarding the bank’s overall risk position and health and thus to implement a
supervisory program which is commensurate with the particular circumstances of each bank.

171.  The on-site activities currently performed by the BSD itself consist mainly of
discussions with senior bank staff at different levels, including the holding group managing
director (if applicable), the bank managing director, the bank’s risk managers (including the
internal auditor), and the bank’s operational heads. The objective of these discussions is to try
to establish the nature of future strategies, systems and controls, and the current risk position
of the bank. Furthermore, the BSD makes an annual presentation to the full board of directors
of the bank, which includes a discussion of the bank’s risk position. Additionally, an annual -
trilateral discussion is held between the BSD and the bank’s Audit Committee and external
auditors, covering the latter’s reports and the reactions to it on the part of bank management,
as well as the manner in which the Audit Committee discharges its duties and responsibilities
in terms of the requirements of both the Banks Act and corporate governance practice. BSD
also performs sporadic visits to branches of South African banks abroad to conduct these
discussions.

172, The actual on-site inspection of banks in South Africa is carried out by external
auditors on behalf of the BSD. The BSD provides input into the formulation of the terms of
reference for the external auditor’s mission. The BSD may also request extraordinary external
auditor reports on any bank at any time, to deal with any perceived difficulties; an average of
5-6 of these extraordinary external audits, which are paid for by the banks concerned, are
undertaken every year. The largest banks have to be audited jointly by two auditing firms. The
external auditing teams vary in size from 5 people for the smaller banks to around 20 people in
each of the two joint teams auditing the larger banks. The BSD has licensed only six of the
more reputable auditing firms to conduct on-site inspections on its behalf, although pressures
are mounting to enlarge this group, especially by including black-owned auditing firms. While
the BSD would be well advised to strengthen its own role in on-site bank inspection activities,
as discussed below, as long as the external auditors remain in charge of conducting these
activities, the authorities must continue to be very strict with respect to approval procedures
for them.

173.  The external audit teams produce three reports: a statutory review, which is disclosed
publicly; a report on the prudential returns submitted by the bank to the BSD, which is
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forwarded to the latter; and a letter to the bank’s management, which discusses the external
auditor’s main findings. The report submitted to the BSD is discussed in a trilateral meeting
between the BSD, the external auditor, and the bank’s audit committee. The auditors’ letter to
the bank’s management is often seen by the BSD, but only after the audited bank has
authorized the auditor to share it with the BSD. The report on the bank’s prudential returns in
respect of the financial year-end concerns itself with data that are three months old when
forwarded to the BSD. Moreover, in the course of their work, the auditors check the veracity
and quality of data submitted by the bank to the BSD for the last month of the financial year.
The external auditors also report whether, in their opinion, the information contained in the
returns for other months reasonably reflects the information of the management accounts and
is prepared using the same accounting policies as those applied in the annual financial
statements.

174.  The system of using external auditors in lieu of on-site inspections may have the
advantage of economizing BSD resources and instilling an air of impartiality, but it limits
severely the BSD’s options, as it adds one more layer in the conduct of bank supervision.
First, even if the BSD specifies minimum requirements to be met by external auditors and
participates in the design of the terms of reference for the on-site inspection, it cannot ensure
the quality of the work in the same way as if it carried out the on-site inspections itself. In
particular, BSD analysts do not acquire a full intimate knowledge of the banks under their -
responsibility and the BSD is not capable of reacting immediately to problems that become
apparent during the course of the on-site inspection. Second, the BSD can only check the
veracity of the data provided by the banks indirectly and only on the dates for which an
external audit has been programmed. Third, given that the external auditor acts simultaneously
as the bank’s private agent and as the supervisor’s proxy, conflicts of interest may impair the
timeliness and quality of the information received by the BSD, even after taking into account
that the external auditor is under the legal obligation to inform the BSD of any situation that
might endanger depositors’ interests. Finally, given that the BSD is not under the legal
obligation to inform the external auditors of its concerns or to share its monthly off-site
reports with them, the external auditing team might not always conduct its investigation with
the benefit of full information.

175.  Against this background, the BSD should consider a more active participation in the
area of on-site inspections, with its own resources and at its own initiative and discretion.”’
However, given resource and expertise limitations at the present time, the BSD may need to
adopt a gradual approach and target on-site inspections on specific risk areas. It would seem
advisable to start by including BSD staff as part of the external auditors’ teams and to
promote initially BSD on-site inspections with a limited focus, while gradually garnering the
expertise and resources necessary to undertake full on-site inspections.

%It is interesting to note that the British supervisory authorities, which used to rely on external
auditors in much the same way as in South Africa, have now decided to gradually develop
their own on-site inspection capability.
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Nonperforming loans and loan provisioning

176.  As mentioned above, reported nonperforming loans stood at 3.2 percent of total loans
by end-1997, about the same level as in 1995 and 1996. In 1997, the ratio of nonperforming
loans to total loans was 3.6 percent in banks with a capital adequacy ratio of 8-9 percent and
1.6 percent in banks with a capital adequacy ratio of over 15 percent (see Table 8).

177.  Since bank lending has been growing rapidly, the stability of the ratio of
nonperforming loans to total loans obviously indicates that nonperforming loans also have
been growing fast, i.e., by over 18 percent in 1996 and 16 percent in 1997 (albeit from a low
base); most of the nonperforming loans have arisen in the area of household credit.
Nonperforming loans in the four largest banks expanded by 48 percent in 1996-97, mainly
reflecting problems in mortgage lending, while nonperforming loans in the rest of the banking
system grew by about 11 percent during the same period. Against this background, it is
important that banks remain alert, as the rapid growth of bank lending in the current context
of slow growth, significant unemployment and high indebtedness of households, could lead to
a further deterioration of banks’ assets. '

178. Nonperforming mortgage loans represented the largest category of nonperforming
loans, accounting for 43 percent of the total. The problem in this area has been related in part
to the authorities’ efforts to promote lending by the larger local banks in the area of low-
income housing. As a result, such banks set up a market-based mortgage program for low-
income households that would complement the subsidies received from the government
towards the purchase price of a house. However, around R2 billion—out of a total of about
R9 billion lent in this area—are in arrears. At the same time, banks have experienced serious
problems in their attempts to repossess collateral owing to difficulties in enforcing court-
mandated actions. The banks and the authorities have been discussing setting up a Mortgage
Indemnity Fund, which would reimburse banks a portion of the overdue amounts pending
repossession of the collateral. Against this background, it is essential that banks are not
required to lend on nonmarket related terms.

179. There also has been a growing incidence of nonperforming loans in the area of
instalment credit, which reached 12 percent of all nonperforming loans in 1997. In addition to
the problems arising from the sluggish economic environment, problems reflected the fact that
credit appraisals are frequently done by the commercial firm selling the good being financed.
These firms are not always fully capable of conducting adequate credit appraisals, and as a
result the bank may end up providing loans of dubious quality. The BSD should, therefore,
ensure that banks set up improved frameworks for ensuring the originators’ abilities to
appraise the creditworthiness of instalment credit applicants.

180.  Loan provisions have not kept up with the expansion of nonperforming loans: they
covered 59 percent of the value of nonperforming loans in 1997, down from 61 percent in
1996 and more than 66 percent in 1995 (see Table 7). Furthermore, the decline was more

intense in the case of banks with a capital adequacy ratio of 8-9 percent than in banks with
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better capitalization levels (see Table 8). Current levels of loan provisions seem adequate
given available collateral, but the decline in loan provisioning raises concerns because it
increases banks’ vulnerability.

181. The methods of loan classification and provisioning are left to the initiative of the
banks as there are no rules in the Banks Act or issued by the BSD instructing banks in these
areas. The larger banks have so far followed apparently prudent rules in this regard, but the
risk that such rules might be relaxed if confronted with distress should not be minimized. In
addition, smaller banks tend to set their loan loss provisions on the basis of the levels
provisioned by the larger banks, which may not be appropriate if the quality of their loan
portfolio differs from that of the larger banks. Thus, the BSD has been thinking of moving to a
more regulated environment in this regard, given that bad loans are growing rapidly and that
loan classification and provisioning practice differs from bank to bank. It would be very
important to ensure that early progress is made in this direction, by issuing explicit and
mandatory loan classification and provisioning rules that would trigger corrective action
automatically and prevent the emergence of risky practices in this regard.

182. At the same time, to help limit the riskiness of the banks’ asset portfolio, the BSD
should go ahead with its plans to introduce more stringent capital requirements regarding
mortgage financing and lending to local authorities. In the case of mortgages, a risk weighting
of 50 percent is currently assigned to the full outstanding balance of fully-secured residential
mortgage loans. An increase to 100 percent in the risk weighting assigned to those portions of
home loans that exceed 80 percent of the value of the residential property is under
consideration, given that mortgage loans against repaid principal tend to be used for purposes
other than real estate and that, in some cases, negative equity has lowered the quality of
outstanding mortgages. Regarding bank lending to local governments, which has been
growing rapidly, there are currently no regulations;®® the BSD’s proposal to raise the risk
weighting applicable to such loans from 10 percent to 100 percent is appropriate.

183. Loan loss provisions are currently fully deductible for tax purposes, which is clearly in
accordance with best practice internationally. Therefore, it would be important to avoid
limiting such deductibility by shifting it from the year when the provision is made to the year
when the actual loss occurs, as currently being considered by the authorities.

Large exposures

184.  Current practice in South Africa is that banks are self-regulated in the area of large
exposure. There is no established limit on the aggregate position of large exposures of a bank,
and banks are only required to report individual transactions that result in the bank being
exposed to a single client by more than 25 percent of qualifying capital and reserves. In

*Bank lending to provincial governments, however, are limited by law to overdrafts for
bridging purposes only.
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addition, banks have to report on a quarterly basis all exposures in excess of 10 percent of the
net qualifying capital and reserves; instead of being subject to approval by the BSD, such
loans have to be approved by a board-appointed committee of the bank. If a bank has
excessive exposure to individual parties, the BSD will discuss with it the implicit risk. By end-
1997, actual usage of large credits fell to 315 percent of capital and reserves (see Table 7).
However, on a granted basis, large credit exposure was 935 percent of capital and reserves,
considerably higher than the Basle guideline of a maximum of 800 percent; if fully used, these
credit lines would raise banks’ risks markedly and thus limit their ability to expand their
operations abroad.

185.  Lenient regulations with respect to large credit exposures may have been justified in
the past on the grounds that international sanctions had effectively closed the South African
economy to the rest of the world and it was unavoidable that, first, highly concentrated
corporate ownership structures would arise and, second, that they would turn to the local
banks for their financing needs. However, this situation is rapidly changing: the economy is
opening up and South African banks and corporations actively compete in the global
marketplace (which, in the case of the banks, requires that they abide by internationally-agreed
prudential limits). Against this background, formal guidelines in accordance with international
best practice standards are needed to place hard limits that would effectively constrain large
credit exposures of local banks. Although the new guidelines should be introduced gradually
s0 as to give time to all those affected to adapt to them, the fact that large credit lines are not
fully used should make it easier to implement them.

Consolidated supervision of financial conglomerates

186.  As mentioned above, banks are supervised by the BSD while nonbank financial
institutions are supervised by the FSB.® In principle, the BSD and the FSB have no
overlapping or conflicting mandates and scope, but the complex cross-ownership structures in
the South African financial system may sometimes blur their areas of authority. The authorities
have established the Policy Board for Financial Services and Regulations to provide a formal
framework for BSD-FSB collaboration, and a number of projects of mutual interest are being
carried out. However, coordination between the BSD and the FSB in day-to-day operations
still remains mainly sporadic and ad-hoc. The two institutions share information when
necessary, but the FSB has some statutory limitations in doing so; the inclusion of BSD staff
in FSB inspections has been used as a way of dealing with this problem. No case of distress
involving both the BSD and the FSB has arisen so far; in such a case both institutions would
have to agree on a lead supervisor, even though no procedures have been established in this
regard.

187. The BSD and the FSB should give high priority to developing a formal framework for
consolidated supervision, a task made easier by current market trends toward consolidation

®The FSB was set up six years ago; it was previously part of the Department of Finance.
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and rationalization of the operations of major players in the financial market. The discussion at
times has veered off in the direction of the required institutional setup, i.e., whether the BSD
and the FSB should continue to exist as separate institutions or should be merged. However,
it seems more important to address the practical arrangements that must be followed to
conduct efficient consolidated supervision, including issues such as statistical reporting by the
conglomerates to the BSD and the FSB, sharing of confidential information among both
institutions, measurement of capital and definition of capital adequacy for institutions
belonging to a financial conglomerate, harmonization of licensing and prudential requirements,
conduct of on-site inspections of financial conglomerates, and the principles that would guide
joint administration of possible distress cases, including the nomination of the lead supervisor.

Deposit insurance

188. No formal deposit insurance scheme exists at this time in South Africa, because of
concerns that it would introduce moral hazard into the banking system and distort the
incentive structure. The BSD is now of the view that it would be useful to introduce such a
scheme. Indeed, given the need to operate in an environment with clear rules, to protect small
and unsophisticated depositors, and to promote competition among banks, and that the
banking system is generally sound at the present time, it would seem highly appropriate to
introduce a limited, well-designed, and adequately financed deposit insurance scheme.

189. Given that all instances of bank resolution in the last ten years or so have included a
significant element of ad-hoc deposit insurance, the public already expects that such support
would be provided whenever a bank experiences distress; thus, moral hazard is already
present. Moreover, in the absence of clear indications of the extent of the deposit guarantee,
the authorities may be exacerbating the moral hazard problem. In addition, explicit deposit
insurance may contribute to enhance the smaller banks’ competitive edge; it is interesting to
note that deposits in two small banks that were recently restructured actually expanded after
the authorities made an explicit and public commitment to guarantee those deposits. Thus, the
balance tips strongly in favor of setting up a deposit insurance scheme in South Africa.

190.  Such a deposit insurance scheme requires explicit legislation that would make it clear
that deposit insurance would be available only in case of bank insolvency; that it would cover
only a certain proportion of deposits, up to a specified limit; and that it would be used only
after applying the shareholders’ capital to cover the deposit obligations of the failed bank. To
avoid adverse selection, membership in the deposit insurance scheme should be compulsory
for all banks. The scheme should be financed by contributions from insured institutions;
although in some cases it has been proposed to determine such contributions according to the
risk attached to each institution, it.would seem better to use a uniform premium for all
institutions to avoid creating a competitive advantage for some banks and in recognition of the
fact that the reduction of systemic risk benefits all banks equally. In addition, the legislation
would need to establish the institutional setup for the deposit insurance scheme and its
relationship with the BSD and the lender-of-last-resort function of the Reserve Bank, and
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specify in no uncertain terms the sources of funding of any financial gap that may arise
between accumulated bank contributions and the scheme’s financial obligations.

Exit policy

191. Inprinciple, Reserve Bank policy is that insolvent banks should fail and lender-of-last-
resort support should be extended only to illiquid but solvent banks which are in possession of
collateral, and following a due diligence report. However, this has not always been the case.
In the past, some banks in distress have been considered “too-big-to-fail” and the Reserve
Bank has granted them “soft loans,”in the form of a loan at a low interest rate or the purchase
of part of their bad assets. Moreover, in past episodes of bank failure, the BSD has followed
an ad-hoc exit strategy, claiming that the nature of each case of bank failure is special and that
there are operational advantages of operating in a surprise mode.

192.  The absence of preestablished rules regarding bank exit is detrimental to the operations
of the banking system and the Reserve Bank. Under current arrangements, it is not clear
whether the Reserve Bank or the Department of Finance should take the lead in cases of bank
distress, whether the bank in distress should be restructured or liquidated, who should finance
such restructuring or liquidation, and what the limits are to the Reserve Bank’s financial
responsibility. Thus, even if drafted in general terms, to allow for some flexibility in light of
the specificities of each case, clear exit rules should be formulated to deal with aspects that are
common to all cases of bank failure. In addition to the issue just mentioned, these rules should
include the process of appointing a curator, the rules governing the responsibilities of the
bank’s shareholders, the uses of the bank’s capital, the way in which bank assets will be
disposed and the financing of any financial gap remaining after using the resources from the
deposit insurance scheme (if established) and the sale of bank assets.

193.  Under current practice, if a bank in distress is insolvent, it is supposed to be placed
under the control of a curator, who has extensive powers to be used in the interest of the
bank’s depositors.”® The BSD, however, cannot impose curatorship on a bank. Rather, the
bank’s board of directors must formally request it; after receiving the request, the Reserve
Bank proposes a curator, and the Minister of Finance appoints him or her. Usually the
authorities apply moral suasion on the bank concerned to request curatorship, which generally
goes along; it is possible, however, that a bank may refuse to do so, as in the case of a small
bank liquidated in 1997—where it took almost a year for the bank to agree to call for a
curator. In principle, the Reserve Bank can go to court and request the authority to liquidate a
bank, but current procedures in this regard are cumbersome and inefficient. It would therefore
be important that the BSD be able to declare a bank under curatorship at its own initiative,
even against the will of the bank in question; banks, in any case, should retain the option of
challenging the BSD’s action in court, as with any other unilateral decision made by the BSD.

When in curatorship, a bank continues to operate, but deposits are frozen and subject only to
limited withdrawals.
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194.  Also, exit policy should be transparent; the procedures, amounts, conditions,
collateral, and overall strategy involved in the restructuring or liquidation of a bank must be a
matter of public knowledge. Currently, the Reserve Bank retains the discretion of conducting
secret operations to help restructure a bank in difficulties, which in the past has given rise to
doubts about the legality of some restructuring operations; even if unfounded, such doubts are
detrimental to the effectiveness and authority of the Reserve Bank as bank supervisor.

195. In South Africa, the procedures specified in the Companies Act, rather than in the
Banks Act, are followed in case of liquidation of banks. Because banks are very different
from other kinds of corporations, this creates serious problems in case of failure, as depositors
are not distinguished from creditors and thus may not be legally entitled to be reimbursed first.
The authorities need to consider modifications of the relevant legal texts to correct for this
problem, or attempt to deal with it by including clear guidelines in this regard as part of the
legislation that would govern the deposit insurance scheme.

Banks’ perception of the BSD

196. Banks in general have a positive view of the BSD, and value highly the ability to
maintain informal contacts and a transparent relationship with it. The BSD is seen as an
agency capable of detecting problems at an early stage and of taking appropriate action to deal
with them. Banks appreciate BSD’s analysis of their banking business; in fact, in some of the
smaller banks, BSD supervisory reports are used by management as a planning tool. Banks
find BSD’s proactive stance very useful; for example, the current BSD efforts to ensure
compliance with “year 2000" requirements are held in high regard by the banks. The
supervisory requirements imposed by the BSD are not viewed by the banks as being too
onerous. Finally, banks feel comfortable with BSD licensing requirements for new banks, as
well as with the current levels of public disclosure of bank information.

197. Nevertheless, banks consider that there are four important areas where operational
improvements are needed: (i) the BSD needs to enhance its resource and skill base to deal
effectively with the rapid changes in the banking environment in South Africa; (i) the
supervisory authorities need to improve the way consolidated supervision is conducted;

(iii) although peer group comparisons are found to be extremely useful in the analysis of
individual bank soundness, small and foreign banks consider that comparisons may need to be
refined to better represent these banks’ particular roles in the market; and (iv) the BSD should
attempt to tackle more in-depth the growing money-laundering problem.

C. Conclusions and Main Recommendations

198. The South African banking system appears to be generally sound. In 1997, the overall
risk-weighted capital adequacy ratio reached 9.9 percent, while the ratio of reported
nonperforming loans to total loans remained at about 3.2 percent. The banks are profitable,
and bank share prices have outperformed most other share prices in South Africa by
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significant margins. Recently, the relaxation of foreign exchange controls and the entry of
several foreign banks have provided important opportunities for technological progress and
product diversification in the local banking system and underlie a welcome increase in
competition among banks. As in all countries, however, banks in South Africa must remain
vigilant to meet the challenges arising from continued foreign competition, the cycles of
economic activity, and the changes associated with the social and economic reforms.

199.  The BSD conducts its business efficiently, and its activities are held in high regard by
the banking community. The adoption of a modern, risk-based supervisory framework, based
on the Basle principles for effective banking supervision, has been instrumental in minimizing
the challenges faced by the banking system, such as those mentioned above, and the
implications for systemic risk arising from high levels of concentration in the banking sector.
In its constant search for further improvements in its operations, the BSD is appropriately
considering changes in several areas. Among these, emphasis needs to be placed on: (i) the
establishment of a formal limited deposit insurance scheme; (ii) the adoption of loan
classification and provisioning procedures that would be applicable to all banks; (iii) the
improvement of methods for consolidated supervision of financial conglomerates in line with
the work being done in conjunction with the FSB, given the importance of conglomerates in
the South African financial sector; and (iv) the regulation of informal micro-financial
institutions to enhance healthy competition in the retail segment of the market. At the same
time, the supervisory authorities could consider changes in other areas, including (i) a more
active role for on-site inspections of banks by the BSD to further enhance the quality of its
supervisory work; (ii) the use of hard limits in the area of large exposures in line with
international best practice to limit the potential high levels of risk; and (iii) the adoption of a
formal framework to govern exit policy in the banking sector in order to increase
transparency.

V. TAX REFORM IN SOUTH AFRICA

200. Tax reform in South Africa has been guided by the recommendations of an
independent tax commission, headed by Professor Michael Katz, which was appointed in 1994
to review and make recommendations on selected aspects of South Africa’s tax system. As of
May 1998, the Commission had issued six interim reports, with a seventh report (on tax
assignment between different levels of government) expected to be completed shortly. Given
that the first three reports of the Commission have been reviewed in previous staff papers, this
section discusses the fourth, fifth, and sixth reports which cover the capital transfer tax, the
implications of the source or residence principle in South Africa’s tax system, and the taxation
of benefit funds, respectively.

A. Capital Transfer
201.  Inits Third Interim Report, the Commission had accepted the desirability of a wealth

tax because of the huge inequalities in income and assets in South Africa. Although it was of
the view that redistribution was often better achieved through expenditure policy, it
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nevertheless considered that a tax on wealth could make a significant contribution to the
overall fairness of the tax system.

202. Wealth can be taxed through an annual wealth tax (AWT) by imposing a levy on the
stock of wealth at a particular point in time. It can also be taxed through a wealth transfer tax
(WTT) by imposing a levy when wealth is transferred from one person to another by gift or as
a result of death. In its fourth interim report, the Commission expressed the view that,
although an AWT could, in theory, be designed to achieve the redistributive objectives with
few economic distortions, in practice the tax might not constitute a major source of revenue
because of the difficulty in enforcing it. In addition, the tax is difficult to assess and
administer. For these reasons, the Commission recommended against an AWT or a one-off
wealth tax. Instead, it favored a WTT, complemented by gift taxes to avoid erosion of the tax
base, because it is simpler to collect.

203. As regards the form of the wealth transfer tax, the Commission considered two
options: (i) an inheritance tax, in which the heirs are taxed on their shares of the assets being
bequeathed; and (ii) an estate tax, in which the estate itself is subject to tax; in the end, the
Commission recommended maintaining the existing estate duty (complemented by the existing
donations tax) on grounds of administrative ease.

204. Under existing law, income received by or accruing to a trust is subject to income tax
to be paid by the trust during the fiscal year in which such income is received by or accrued to
the trust; alternatively, if the income is distributed by the trust to a beneficiary during the fiscal
year, the beneficiary is subject to the income tax. However, assets, and the distribution
thereof, are not subject to a capital transfer tax, and thus present an opportunity to use
generation skipping trusts to avoid capital transfer taxes. In order to address this issue, the
Commission recommended that trusts be subject to the capital transfer tax provisions on the
basis that, at periodic intervals (25 to 30 years), net assets of trusts be valued and taxed at
rates applicable to inter vivos (among the living) donations and assets without rebate. As
regards the distribution of capital out of trusts, the Commission recommended that such
distribution should be subjected to the capital transfer tax in all circumstances except in
situations where to do so would result in double taxation.

205. To encourage individuals to promote causes which the government considers as being
important to the public good, the Commission recommended that bequests to certain
identified nongovernmental organizations, determined periodically by the government, should
constitute a discharge of the estate’s obligation to pay tax.

206. Given that South Africa’s income tax is based on the source principle (see below), the
Commission considered whether there would be advantages in extending the capital transfer
tax provisions to a residence basis, thereby bringing under the tax net capital assets acquired
offshore, such as by inheritance or donation from nonresidents. It did not recommend such an
extension, however, on the grounds that it could not be enforced effectively.
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207. The Commission’s recommendations are sound, and if implemented should improve
the fairness of the South African tax system. Even though they may not make a significant
dent in the gross income and wealth inequalities that characterize the South African economic
system, they constitute an important step forward. However, the recommendation to grant
special concessions as incentives to encourage socially beneficial bequests can, over time, be
abused and thereby narrow the tax base.

B. The Source Versus Residence Principle in the South African Tax System

208. A country that adopts the source principle seeks to tax all income that is derived
within the state’s jurisdiction while a country that adopts the residence principle seeks to tax
all income derived by its residents regardless of the source of such income. In practice, income
tax systems in many countries have included elements of both principles, and the South
African system is no exception. It has developed on the basis of the source principle but it has
been extended by a number of provisions that bring passive income derived from outside
South Africa into the tax net.

209. The Commission recommended that South Africa continue to tax active income on a
source basis, as this will enhance South Africa’s re-integration into the world economy. In
addition, maintaining the source basis for income taxation is tax neutral. In particular, it
pointed out that as long as South African income tax rates are higher than those of trading and
investment partners, taxing on a residence basis would mean that South African businesses in
foreign countries would have to compete at a major competitive disadvantage. Similarly,
foreign companies Operating in South Africa will pay income tax on income earned in South
Africa at the same rate as domestic companies.”

210.  Asregards passive income, the Commission recommended that South African
residents (corporate or individual) pay their income tax irrespective of the source of the
income. It justified the recommendation on the grounds that taxing passive income on a world
wide basis would protect the tax base from possible erosion when capital controls are lifted,
and South Africans invest offshore in greater amounts than at present. To prevent avoidance
through re-characterization of taxable passive income as nontaxable dividends, appropriate
anti-avoidance measures would be required. In this regard, the Commission underlined the
importance of keeping such measures simple for effective implementation.

"'To deal with taxability of cross-border active income, the Commission recommended that
South Africa introduce into its laws the notion that liability to tax arises from identification of
a permanent establishment. The Commission further recommended adoption of the definition
of permanent establishment in the United Nations Model of Tax Convention because it
provides wider scope to impose tax on nonresidents compared with the OECD Model Tax
Convention.
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211.  With a view to clarify the definition of the source of interest income—which is
currently not defined in the law—the Commission recommended that the source of interest
should be the location where the credit or funds are being applied (as opposed to where the
funds are sourced) which, in most cases, means the debtor country. As a consequence, interest
from portfolio investment (that is payment to an unconnected lender) to a nonresident investor
should continue to be exempt from the normal income tax as well as from the nonresident tax
on interest income (NRTT). However, in cases where the interest arises from borrowing and
lending between connected parties, only the exemption from the normal income tax should
apply. For consistency reasons, the Commission recommended that such income should also
be subject to the 12.5 percent secondary tax on corporations.

212. Finally, with a view to enhancing the favorable tax regime for corporate headquarters
and holding companies, the Commission also recommended exemptions on fee incomes of
such companies.

213. The Commission’s recommendation to tax passive income on a source basis would
extend the income tax base and, over time, prevent its erosion as exchange controls are lifted.
However, it is important, as recognized by the Commission, that simple and effective anti-
avoidance measures accompany the implementation of this recommendation. It is questionable
whether granting tax exemptions to corporate headquarters and holding companies is an
effective way of encouraging these entities to locate in South Africa rather than in neighboring
countries.

C. Benefit Funds

214.  Currently benefit funds are exempt from income tax. Therefore, contributions received
and investment income earned by benefit funds are tax exempt. Depending on the
circumstances, contributions made by employers on behalf of their employees are tax
deductible up to: (i) a percentage of each individual employee’s “approved remuneration;”

(ii) a limit of 10 percent of the employee’s remuneration (at the discretion of the
Commissioner); and (iii) an amount, calculated for each employee separately, equal to the sum
of contributions made on his/her behalf in respect of benefit and retirement funds. Member
contributions to benefit funds do not qualify for deductions under the income tax, except for
contributions to registered medical schemes made by the elderly (and others who have
incurred medical expenses exceeding the greater of R1,000 or 5 percent of income), and
contributions to benefit funds that provide disability benefits in the form of income
replacement policies. The combination of tax-deductible contributions by employers, tax-free
investment income, and benefits that are often treated as capital receipts, or taxed at
concessionary rates provide ample scope for tax avoidance which the recommendations of the
Commission sought to address.

215. The Commission recommended that employer contributions to friendly societies
should no longer be tax deductible but that these societies’ investment income should remain
untaxed. As regards registered medical schemes, it recommended that (i) investment income
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remain untaxed; (i) employer contributions should be limited to “rand for rand”—that is, for
every rand contribution by the employee, a corresponding contribution by the employer can be
claimed as deduction; and (iii) self-employed persons should be entitled to deduct 50 percent
of their contributions. As for medical savings accounts, which are provided by some medical
schemes, and can be accessed to meet major medical expenses or, in some cases, post-
retirement medical contributions, the Commission recommended that a final withholding tax
be imposed on interest credited to, and cash withdrawals (for any purpose other than to
another registered medical scheme) from, the accounts.

216. Limiting employer contributions to a “rand for rand” deduction to registered medical
schemes should enhance revenue collection, while the entitlement to deduct 50 percent of
contributions by the self-employed makes the system equitable. In addition, the
recommendations on benefit funds significantly reduce the scope for avoidance.

VYI. THE NONFINANCIAL PUBLIC SECTOR

217.  The nonfinancial public sector of South Africa is composed of the general government
and the nonfinancial public enterprises. The general government comprises the national
government, social security funds,” and the extrabudgetary institutions” (which together
make up the central government), the provincial governments (which, prior to 1994, were the
former provincial authorities, TBVC states, and self-governing territories), and the local
authorities (i.e., municipalities). In 1997/98, the public sector borrowing requirement, PSBR
(excluding extraordinary receipts and spending), was 5.1 percent of GDP, down from a recent
peak of 8.8 percent of GDP in 1992/93 (Table 10 and Figure 13).”* Including this
extraordinary spending, the recent peak of the PSBR was 10.9 percent of GDP in 1993/94.

218. It has been customary when analyzing fiscal issues in South Africa to focus exclusively
on the national government. For example, the staff’s assessment that fiscal policy is

"Including the Unemployment Insurance Fund, the Mines and Works Compensation Fund,
and the Workmen’s Compensation Fund.

"Including universities, technikons, museums, parks boards, libraries, research councils, the
National Road Fund, the Legal Aid Board, the Special Defense Account, and the Atomic
Energy Corporation. Independent accounting arrangements outside the State Revenue
Account exist for these institutions.

"*Extraordinary receipts include sales of oil stocks and privatization receipts by the national
government, and extraordinary expenditure includes transfers to the Reserve Bank Gold and
Foreign Exchange Contingency Reserve Account or transfers to' government pension funds
(see below, in the section on National Government).
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Table 10. South Africa: Public Sector Borrowing Requirement (PSBR) of the Nonfinancial Public Sector

1991792 1992/93  1993/94  1994/95 1995/96 1996/97 1997/98
{(In billions of rand)

Central Government 18.3 312 40.7 253 29.5 30.7 26.0
National government 15.6 323 40.2 24.8 28.9 29.0 244
Extra budgetary institutions 2.7 -1.1 0.3 0.4 0.4 1.4 14
Social security funds 0.0 0.0 0.2 0.2 0.2 0.2 03

Provinces 2.3 0.6 0.9 1.6 0.0 24 4.7

Local Authorities 0.6 0.7 0.6 0.5 0.5 -0.5 1.0

General Government 16.6 324 421 27.4 30.0 32.6 31.7

Public Enterprises 1.7 1.9 0.8 -0.8 0.9 -0.7 -0.3

Nonfinancial Public Sector 18.3 344 43.0 26.6 309 31.9 314

GDP 320.2 347.9 395.6 444.9 497.3 556.0 613.0

(As a percent of GDP)

Central Government 5.7 9.0 103 5.7 5.9 5.5 4.2
National government 4.9 9.3 10.2 5.6 5.8 52 4.0
Extra budgetary institutions 0.8 -0.3 0.1 0.1 0.1 0.2 0.2
Social security funds 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Provinces -0.7 0.2 0.2 0.4 0.0 04 0.8

Local Authorities 0.2 0.2 .1 0.1 0.1 -0.1 0.2

General Government 52 9.3 10.7 6.2 6.0 59 52

Public Enterprises 0.5 0.5 0.2 -0.2 0.2 -0.1 -0.1

Nonfinancial Public Sector - 5.7 9.9 10.9 6.0 6.2 5.7 5.1

MEMORANDUM ITEMS:

PSBR (excluding extraordinary spending)

National government 43 82 6.4 5.6 5.2 52 4.0

Central government 5.1 7.9 6.5 57 53 5.5 42

General government 4.6 82 6.9 6.1 54 5.9 5.2

excluding the national government 0.3 0.0 0.5 0.6 0.2 0.6 12

Nonfinancial public sector 5.1 8.8 7.1 6.0 5.6 5.7 5.1

Primary balances (surplus (+))

National govemnment -0.5 -4.4 -4.9 -0.1 0.1 0.9 24
excluding extraordinary spending 0.1 -33 -1.1 -0.1 0.7 0.9 2.4

Central government -1.2 -3.9 -5.0 -0.2 0.0 0.7 22
excluding extraordinary spending -0.6 -2.9 -12 -0.2 0.6 0.7 2.2

Provinces 0.8 0.1 0.1 -0.1 0.2 -0.3 -0.8

Local Authorities 0.1 0.0 0.1 0.1 0.2 0.3 0.0

General government -0.3 -3.9 -4.8 -0.2 0.4 0.7 1.5
excluding extraordinary spending 0.3 -2.8 -1.1 -0.2 1.1 0.7 1.5

Sources: Department of Finance; South African Reserve Bank; and Fund staff estimates
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appropriate and on the right track stems mainly from the fact that the national government
(1) met its 1997/98 fiscal deficit target of 4 percent of GDP (down from 5.2 percent the
previous year) and (ii) presented a 1998/99 budget that seeks to reduce the deficit to

3% percent of GDP, on the way to deficits of 3 percent of GDP in subsequent years.

219.  While the national government remains the most important level of government from a
macroeconomic perspective, an increase in the budgets of other levels of government during
the 1990s as well as the fiscal federalism arrangements defined in the 1994 constitution imply
that an assessment of fiscal policy that looks only at the national government would be
incomplete. Indeed, the national government is directly responsible for only 39 percent of total
general government spending; 37 percent of capital expenditures; and 77 percent of the deficit
(Figures 14 and 15). As explained in Section I, the improvement in the fiscal situation of the
general government in 1997/98 was due entirely to the national government because the
financial performance of both the provinces and the local authorities deteriorated.

220. This section, through a number of charts and tables, presents a picture of the
consolidated nonfinancial public sector of South Africa, with the objective of facilitating a
more complete analysis of the public sector’s finances and its performance. Because detailed
discussion of the fiscal developments in the national government has been standard in all staff
reports and Selected Issues papers, this section concentrates on the other constituents of the
public sector, most notably the provinces and the local authorities.

221.  While data for the national government are of a high quality,” the data on the
provinces and local authorities are not as good and therefore the estimates presented here are
preliminary. Moreover, provinces and local authorities do not utilize a single standardized
financial accounting system, which hinders the aggregation and consolidation exercise.”® Thus,
in addition to published above-the-line data on the provinces and local authorities, this study
utilizes “below-the-line” data (i.e., financing data) on banking system credits and deposits, and
issues and redemptions of bonds and other securities.

A. South Africa’s Federalist System

222. The 1994 constitution established national, provincial, and local governments as
autonomous spheres and prescribed to each level of government functions for which it has
concurrent or exclusive responsibility. To allow each sphere of government to carry out the
functions prescribed for it, and taking into consideration each sphere’s sources of own
revenue, the constitution requires that nationally raised revenue be divided equitably between

*National government data for 1996/97 and 1997/98 are still preliminary and subject to
change.

"*As mentioned in Section I, however, all nine provinces and the national government moved
to the same centralized personnel management system, PERSAL in 1997/98.
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Figure 14. South Africa: General Government Overall Deficit, 1991/92 - 1997/98

(Contribution of individual levels of government in total general government, in percent)
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Figure 15. South Africa: General Government Expenditure, 1991/92 - 1997/98

(Contribution of individual levels of government in total general government, in percent)
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the three spheres of government. Thus, while most of the general government revenue is
raised by the national government, a significant portion is transferred to the provinces because
of their substantial expenditure responsibilities and their own limited revenue sources. Local
authorities, because they have more sources of own revenue, receive substantially less in the
form of constitutionally mandated transfers from the national government.

223. These constitutional provisions became a reality on January 1, 1998 with the passage
of the Intergovernmental Fiscal Relations Act, which established a formal process for
considering intergovernmental budgetary issues, including setting out the process to arrive at
the equitable sharing of nationally raised revenue among the three spheres of government (and
the allocation of the overall provincial share among the nine provinces). Thus, 1998/99 is the
first year in which the formula-based system of revenue sharing among the different levels of
government has been in place.

224. The new intergovernmental fiscal system is radically different from the previous
system.”” Then, transfers were determined and administered through functional committees, in
which national government ministries controlled allocations to the provincial counterpart
departments. In the new system, provinces now budget for themselves, with provincial
executive councils and legislatures allocating and voting funds according to their priorities,
although they must still follow national norms and standards where they are applicable.

B. General Government

225. The overall deficit of the general government, reflecting the pattern of the deficit of
the national government, reached a peak in 1992/93 and has declined since then, returning in
1997/98 to the level of 1991/92 (Table 11). The combined deficit of the other levels of general
government remained very small, only beginning to rise in the past two years, mainly on
account of the provinces, and even then only reaching a little above 1 percent of GDP in
1997/98. General government revenue has remained roughly constant at around 31 percent of
GDP during the 1990s, although it has shown a slight upward trend in the last two years, in
part because of improved tax administration procedures. The decline in the deficit since
1992/93 has come from almost similar reductions in current and capital spending; given that
interest payments have increased by one percentage point of GDP over this period,
noninterest current expenditure has declined more markedly.

226. The national government has two important instruments of control to regulate the size
of the budget deficits of the provinces and the local authorities. First, consistent with the
provision in the constitution that allows provinces and municipalities to borrow for bridge
financing (which must be repaid within 12 months) and to finance capital spending, the
government enacted the Borrowing Powers of Provincial Governments Act (1996) to regulate

"See 1997 Selected Issues (SM/97/162) for a description of the new intergovernmental
structure.
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Table 11. South Africa: General Government Finances

1991/92 1992/93 1993/94 1994/95 1995/%96 1996/97 1997/98
(In billions of rand)
Tax revenue 85.1 90.8 105.9 122.2 133.1 153.6 172.1
Nontax revenue 13.2 14.0 16.4 18.2 221 239 22.8
Total current revenue 98.3 104.8 1223 140.3 155.2 177.5 194.9
Capital revenue 0.3 0.3 0.4 0.4 0.7 0.5 0.5
Total revenue 98.6 105.0 122.7 140.7 155.9 178.0 195.4
Grants 0.0 0.1 0.0 0.0 0.1 0.5 0.2
Total revenue and grants 98.6 105.1 122.7 140.7 156.0 178.5 195.6
Goods and services 70.6 79.1 91.1 96.2 105.8 122.9 132.7
Interest 15.6 19.0 23.1 26.6 322 36.4 41.0
Other 14.0 21.5 25.8 26.6 27.9 32.0 329
Total current expenditure 100.2 119.6 139.9 149.4 165.9 191.3 206.6
Total capital expenditure 13.9 17.6 244 17.7 19.1 18.6 20.3
Total expenditure 114.1 137.2 164.3 167.2 185.0 209.9 226.9
Net lending 1.1 04 0.6 0.9 1.1 1.1 0.5
Total expenditure & net lending 115.2 137.6 164.9 168.1 186.1 211.0 2273
Balance -16.6 -324 -42.1 -27.4 -30.0 -32.6 -31.7
GDP 320.2 347.9 395.6 444.9 497.3 556.0 613.0
(As a percent of GDP)

Tax revenue 26.6 26.1 26.8 27.5 26.8 27.6 28.1
Nontax revenue 4.1 4.0 4.1 4.1 4.4 43 3.7
Total current revenue 30.7 30.1 30.9 315 31.2 319 31.8
Capital revenue 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Total revenue 30.8 30.2 31.0 31.6 314 32.0 319
Grants 0.0 0.0 0.0 0.0 0.0 0.1 0.0
Total revenue and grants 30.8 30.2 31.0 31.6 314 321 31.9
Goods and services 22.0 22.7 23.0 21.6 213 22.1 21.6
Interest 4.9 5.5 5.8 6.0 6.5 6.5 6.7
Other 4.4 6.2 6.5 6.0 5.6 5.8 5.4
Total current expenditure 313 344 354 33.6 334 344 337
Total capital expenditure 43 5.0 6.2 4.0 3.8 33 33
Total expenditure 35.6 394 41.5 37.6 37.2 37.8 37.0
Net lending 0.4 0.1 0.1 0.2 0.2 0.2 0.1
Total expenditure & net lending 36.0 395 41.7 37.8 374 38.0 37.1
Balance -5.2 -9.3 -10.7 -6.2 -6.0 -5.9 -5.2

Sources: Department of Finance; South African Reserve Bank; and Fund staff estimates
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provincial borrowing and the Local Government Transition Act (LGTA, 1996), to regulate
borrowing by local authorities. In the case of the provinces, it had been agreed that they
would not borrow at all in the 1997/98 and 1998/99 fiscal years, but as mentioned in

Section I, a number of provinces utilized bank overdraft facilities in 1997/98.”¢ In the case of
the local authorities, borrowing equal to about 55 percent of capital expenditure was budgeted
for in both 1996/97 and 1997/98. The second instrument of control for the national
government arises from its responsibility for fiscal coordination. The LGTA gives it the
authority to annually determine aggregate guidelines for both current and capital expenditure
for the local authorities. For 1996/97 a growth rate of 10 percent was set for both current and
capital spending, followed by 8 percent for 1997/98 and 6 percent for 1998/99.

C. National Government

227.  The deficit of the national government has been reduced substantially since 1992/93,
reflecting the authorities’ serious commitment to macroeconomic stability and sound public
finances (Table 12). The deficit reached a peak of R40.2 billion (10.2 percent of GDP) in
1993/94 , but more than a third of this amount was attributable to extraordinary spending.”
Excluding extraordinary expenditure, the overall deficit peaked in 1992/93 at 8.2 percent of
GDP. Since that time the burden in reducing the deficit has been shared almost equally by
revenue and expenditure, with revenue rising from 23.8 percent of GDP in 1992/93 to

26.6 percent of GDP in 1997/98 and expenditure falling from 33.1 percent of GDP to

30.6 percent over the same period.

D. Provinces

228.  The provinces moved from a balanced budget in 1995/96 to a deficit of 0.8 percent of
GDP in 1997/98, mainly because of substantial increases in social spending (Table 13). As
shown in Figures 14 and 15, the relative size of provincial budgets has grown substantially
during the 1990s, with provincial outlays accounting for 41 percent of general government

78Some provinces made provisions in their 1998/99 budgets to repay the full amount of the
overdrafts—for example, Gauteng’s overdraft was scheduled to be repaid in the first month of
the new fiscal year—while others are only likely to be able to eliminate their overdraft
balances over a number of years, given the size of their overdrafts and the need to reform
structurally unsound finances.

PThis consisted of R7.3 billion in transfers to the Government Service Pension Fund in order
to raise its actuarial funding level and to help finance early retirements under a package
offered to public workers; and R7.5 billion in transfers to the Gold and Foreign Exchange
Contingency Reserve Account of the Reserve Bank in order to cover Reserve Bank losses
incurred on forward exchange market operations over a number of years. Similar transfers to
the Contingency Reserve Account of R3.8 billion and R3.1 billion were made in 1992/93 and
1995/96, respectively.
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Table 12. South Africa: National Government Finances

1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
(In billions of rand)

Total revenue and grants 1/ 77.9 82.8 96.7 112.2 125.9 146.8 163.2
Tax revenue 76.2 80.6 94.1 110.3 123.1 142.6 160.1
Nontax revenue 1.7 22 2.5 1.9 2.7 36 2.9
Grants 0.0 0.1 0.0 0.0 0.1 0.5 0.2
Total expenditure & net lending 93.5 115.1 136.9 137.0 154.8 175.8 187.6
Current expenditure 88.0 106.2 122.4 129.0 146.7 168.9 180.8
Goods and services 30.1 335 353 373 249 303 323
Interest 139 17.1 20.8 242 293 34.1 39.4
Subsidies, other current transfers 54 11.9 143 59 39 4.8 7.1
Transfers 38.7 43.8 51.9 57.1 85.6 97.1 100.3
To provinces 28.7 309 37.1 459 72.0 84.5 86.9
To local authorities 24 2.6 3.1 22 33 29 3.2
To extra-budgetary institutions 75 10.2 11.7 9.2 102 9.1 8.8
To social security funds 0.0 0.0 0.0 0.0 0.0 0.1 0.0
Other 0.0 0.0 0.0 -0.2 0.0 0.5 1.3
Other 0.0 0.0 0.0 4.5 3.0 2.6 1.7
Capital expenditure 53 9.7 15.2 8.1 8.2 7.1 7.6
Net lending 0.1 -0.7 -0.7 -0.2 -0.1 -0.2 -0.9
Balance -15.6 -32.3 -40.2 -24.8 -28.9 -29.0 -24.4
Extraordinary expenditure 2.0 3.8 14.8 0.0 3.1 0.0 0.0
Current transfers 2/ 2.0 0.0 73 0.0 0.0 0.0 0.0
Capital transfers 3/ 0.0 38 7.5 0.0 3.1 0.0 0.0
Balance excluding extraordinary spending -13.6 -28.5 -254 -24.8 -25.8 -29.0 -24.4
GDP 320.2 347.9 395.6 444.9 497.3 556.0 613.0

(As a percent of GDP)
Total revenue and grants 24.3 23.8 244 25.2 253 26.4 26.6
Tax revenue 23.8 23.2 23.8 24.8 24.8 25.6 26.1
Nontax revenue 0.5 0.6 0.6 0.4 0.5 0.6 0.5
Grants 0.0 0.0 0.0 0.0 0.0 0.1 0.0
Total expenditure & net lending 29.2 33.1 34.6 30.8 311 31.6 30.6
Current expenditure 27.5 30.5 30.9 29.0 29.5 304 29.5
Goods and services 9.4 9.6 8.9 8.4 5.0 5.4 53
Interest 4.3 49 53 5.4 5.9 6.1 6.4
Subsidies, other current transfers 1.7 34 3.6 1.3 0.8 0.9 1.2
Transfers 12.1 12.6 13.1 12.8 17.2 17.5 16.4
To provinces 9.0 8.9 9.4 10.3 14.5 152 142
To local authorities 0.7 0.7 0.8 0.5 0.7 0.5 0.5
To extra-budgetary institutions 2.3 2.9 30 2.1 2.1 1.6 1.4
To social security funds 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other 0.0 0.0 0.0 0.0 0.0 0.1 0.2
Other 0.0 0.0 0.0 1.0 0.6 0.5 03
Capital expenditure 1.7 2.8 3.9 1.8 1.6 1.3 1.2
Net lending 0.0 -0.2 -0.2 0.0 0.0 0.0 -0.1
Balance -4.9 -9.3 -102 -5.6 -5.8 -52 -4.0
Extraordinary expenditure 0.6 1.1 38 0.0 0.6 0.0 0.0
Current transfers 0.6 0.0 1.9 0.0 0.0 0.0 0.0
Capital transfers 0.0 1.1 1.9 0.0 0.6 0.0 0.0
Balance excluding extraordinary spending -4.3 -8.2 -6.4 -5.6 -5.2 -5.2 -4.0

Sources: Department of Finance; South African Reserve Bank; and Fund staff estimates
1/ Excluding extraordinary revenues
2/ In 1993/94, transfer to the Government Services Pension Fund
3/ Transfers to the Gold and Foreign Exchange Contingency Reserve Account
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Table 13. South Africa: Finances of the Provinces

1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
(In billions of rand)
Tax revenue 3.1 3.7 4.0 3.8 1.0 0.9 0.9
Nontax revenue 2.3 2.1 2.3 3.0 4.3 35 2.9
Total current revenue 5.4 5.7 6.3 6.7 5.3 4.4 3.8
Transfers from the national government 28.7 30.9 371 459 72.0 84.5 86.9
Total revenue and grants 34.2 36.6 434 52.6 77.3 88.9 90.7 -
Goods and services 22.8 26.7 31.6 349 529 61.7 68.0
Interest 0.2 0.8 1.2 1.0 0.9 0.9 0.0
Subsidies, other current transfers 5.8 7.0 8.0 14.5 14.1 16.6 18.9
Transfers to local government 1.1 0.7 1.6 2.6
Other 58 7.0 8.0 134 - 134 15.0 16.3
Statistical discrepancy 1/ 0.0 0.0 0.0 0.0 3.9 5.8 2.6
Total current expenditure 28.8 344 40.7 50.5 71.9 84.9 89.6
Total capital expenditure 2.9 2.7 35 3.7 54 6.3 5.7
Total expenditure 31.8 37.1 442 54.2 77.3 91.2 95.3
Net lending 0.1 0.1 0.1 0.1 0.0 0.0 0.1
Total expenditure & net lending 31.9 37.2 443 542 773 91.2 95.4
Balance 2.3 -0.6 -0.9 -1.6 0.0 -2.4 4.7
Change in net credit from banks 2.4 4.7
GDP 320.2 347.9 395.6 444.9 497.3 556.0 613.0
(As a percent of GDP)
Tax revenue 1.0 1.1 1.0 0.8 0.2 0.2 0.1
Nontax revenue 0.7 0.6 0.6 0.7 0.9 0.6 0.5
Total current revenue 1.7 1.7 1.6 1.5 1.1 0.8 0.6
Transfers from the national government 9.0 8.9 94 10.3 14.5 15.2 14.2
Total revenue and grants 10.7 10.5 11.0 11.8 15.5 16.0 14.8
Goods and services 7.1 7.7 8.0 7.8 10.6 11.1 11.1
Interest 0.1 0.2 03 02 0.2 0.2 0.0
Subsidies, other current transfers 1.8 2.0 2.0 33 2.8 3.0 3.1
Transfers to local government 0.0 0.0 0.0 0.2 0.1 0.3 0.4
Other 1.8 2.0 2.0 3.0 2.7 2.7 2.7
Statistical discrepancy 1/ 0.0 0.0 0.0 0.0 0.8 1.0 0.4
Total current expenditure 9.0 9.9 10.3 11.3 14.5 153 14.6
Total capital expenditure 0.9 0.8 0.9 0.8 1.1 1.1 0.9
Total expenditure 9.9 10.7 11.2 122 15.5 16.4 155
Net lending 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total expenditure & net lending 10.0 10.7 11.2 122 15.5 16.4 15.6
Balance 0.7 -0.2 -0.2 -0.4 0.0 -0.4 -0.8

Sources: Department of Finance; South

African Reserve Bank; and Fund staff estimates

1/ Difference between the deficit as calculated from "below-the-line", i.e. net financing, and

as calculated from "above-the-line", i.e.

revenue minus expenditure
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spending in 1997/98 compared with 28 percent in 1991/92. This increase in relative
importance reflects the provinces assuming the role prescribed for them in the constitution as
having primary responsibility for the social welfare functions of government, namely
education, health, and social assistance. As a result, the growth in the provincial share of
noninterest expenditure of the general government categories is even more marked: provinces
now account for 51 percent of general government spending on goods and services (including
personnel costs), up from 32 percent in 1991/92; almost 57 percent of other current outlays
(mostly welfare payments and subsidies to the private sector), up from 45 percent; and

28 percent of capital spending, up from 21 percent in 1991/92.

South Africa: Provincial Expenditure

1996/97 1997/98

Billions Percent Billions Percent
of Rand of Total of Rand of Total

Education 36.6 40.1 38.9 40.7
Personnel Expenditure 31.1 340 34.6 36.2
Other Expenditure 5.5 6.1 43 4.5

" Health ' 203 223 223 233
Personnel Expenditure 11.8 12.9 13.9 14.6
Other Expenditure 8.5 9.4 8.4 8.8

Welfare 15.5 17.0 17.3 18.1
Personnel Expenditure 0.5 0.6 0.6 0.6
Transfer Payments 14.5 15.9 15.9 16.7
Other Expenditure 0.5 0.5 0.8 0.8

Other functions 18.8 20.7 17.0 17.8
Personnel Expenditure 5.8 6.3 6.0 6.2
Other Expenditure : 13.1 14.3 11.0 11.5

Total ' 912 100.0 55.0 100.0
Personnel Expenditure / 49.1 53.8 40.5 57.6
Other Expenditure 42.1 46.2 95.5 42 .4

Source: Department of Finance
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229. Education is typically the largest item in provincial budgets, accounting for about

40 percent of total expenditure (see above). Provincial responsibility covers primary and
secondary education, special education, teacher training and technical colleges. Salaries for
education personnel account for 90 percent of total education spending. The size of provincial
health budgets tends to vary between 15 percent and 35 percent of total expenditure
depending largely on whether the province supports an academic hospital *

230. AsFigures 14 and 15 and Table 13 indicate, the overwhelming proportion of
provincial funds come in the form of transfers from the national government, own revenue of
the provinces accounts for only about 2 percent of general government revenue and finances
only 4 percent of provincial expenditure. The major components of own revenue are licenses
and fees, including motor vehicle licenses and hospital fees. For 1998/99, the national
government rejected a recommendation by the Financial and Fiscal Commission that the
provinces be granted additional taxation authority in the form of a surtax on the personal
income tax.®!

E. Local Authorities

231.  The local authorities comprise six metropolitan councils (which account for about half
of total expenditure); transitional councils, which are responsible for municipal functions in -
other areas; and district or services councils, which are responsible for infrastructure and
regional services. Apart from normal municipal functions, the main functions of the local
authorities include administering public housing and providing water, electricity and sewerage
services. In 1997/98 municipal budgets totaled R52.3 billion, including bulk purchases of
electricity and water.*?

232. The budget deficit of the local authorities has remained low throughout the 1990s
(Table 14). Revenue and spending by the local authorities have remained roughly constant at
around 4 percent of GDP, resulting in deficits that have remained below R1 billion. These
numbers, however, do not measure the serious cashflow problems being experienced by local
governments. These problems have resulted in the drying up of private sector demand for

In the 1998/99 budget, the national government provided for a special conditional transfer of
R3 billion to four provinces that have large central hospitals in order to cover the cost of the
services these hospitals provide to the region and the nation as a whole.

81The constitution (section 228) provides for taxing authority on the part of the provinces. The
national government is awaiting a report from the Katz Commission (see Section V) on
provincial taxation issues, after which it will prepare draft legislation on the subject.

%2Revenue and expenditure pertaining to the actual purchase and sale of utility services are not
included in the fiscal tables since these do not represent government functions under the GES
framework.
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Table 14. South Africa: Finances of the Local Authorities

1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
(In billions of rand)

Tax revenue 4.2 4.8 5.7 6.0 6.7 7.5 8.3
Nontax revenue 6.2 53 7.1 8.4 9.5 8.9 8.0
Total current revenue 10.4 10.2 12.8 14.4 16.2 16.4 16.3
Capital revenue 0.2 0.2 03 0.3 0.6 0.4 0.4
Total revenue 10.6 104 13.1 14.7 16.8 16.8 16.7
Transfers 24 2.6 3.1 33 4.0 4.6 5.9
From national government 2.4 2.6 31 22 33 29 32
From provinces 0.0 0.0 0.0 1.1 0.7 1.6 2.6
From extra-budgetary institutions 0.0 - 00 0.0 0.0 0.0 0.1 0.1
Total revenue and grants 13.0 13.0 16.2 18.0 20.8 214 22.6
Goods and services 73 8.2 10.5 117 14.1 15.0 15.7
Interest 1.0 0.8 0.9 1.1 1.7 1.0 13
Subsidies, other current transfers 0.0 0.1 0.1 0.1 0.3 0.0 0.0
Total current expenditure 8.3 9.0 11.5 12.8 16.1 16.1 17.0
Capital expenditure, including discrepancy 1/ 4.9 4.2 4.8 5.1 4.6 4.2 5.9
Total expenditure 133 132 16.3 18.0 20.7 203 22.9
Net lending 0.3 0.5 0.5 0.5 0.6 0.6 0.7
Total expenditure & net lending 13.6 13.7 16.8 18.5 213 209 23.6
Balance -0.6 -0.7 -0.6 -0.5 -0.5 0.5 -1.0
Change in net credit from banks -1.0 1.5

. Net issues of marketable securities : 05 -0.4
GDP ) 320.2 347.9 395.6 444.9 497.3 556.0 613.0

(As a percent of GDP)

Tax revenue . 1.3 14 1.4 13 1.3 . 14 1.3
Nontax revenue 1.9 1.5 1.8 1.9 1.9 1.6 1.3
Total current revenue ’ 33 2.9 32 32 33 3.0 2.7
Capital revenue 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Total revenue 3.3 3.0 33 33 34 3.0 2.7
Transfers 0.7 0.7 0.8 0.7 0.8 0.8 1.0
From national government 0.7 0.7 0.8 0.5 0.7 0.5 0.5
From provinces 0.0 0.0 0.0 0.2 0.1 03 0.4
From extra-budgetary institutions 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total revenue and grants 4.1 3.7 4.1 4.0 42 39 37
Goods and services 23 24 27 2.6 2.8 27 2.6
Interest 03 0.2 0.2 02 03 0.2 0.2
Subsidies, other current transfers 0.0 0.0 0.0 0.0 0.1 0.0 0.0
Total current expenditure 2.6 2.6 29 2.9 3.2 2.9 2.8
Capital expenditure, including discrepancy 1.5 1.2 1.2 1.2 0.9 0.8 1.0
Total expenditure 4.1 38 4.1 4.0 4.2 3.6 37
Net lending 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Total expenditure & net lending 4.2 39 4.2 4.2 43 3.8 39
Balance 02 -02 -0.1 -0.1 -0.1 0.1 -02

Sources: Department of Finance; South African Reserve Bank; and Fund staff estimates
1/ Discrepancy is the difference between the deficit as calculated from “below-the-line", i.e. net credit from the banking system plus
net issues of securities, and as calculated from "above-the-line", i.e. revenue minus expenditure
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local government securities and intervention by the national government in the administration
of some municipalities. The cashflow problem reflects widespread non-payment of utility
bills, which has threatened the financial viability of a number of municipalities. As of
September 1997, outstanding debt owed to the local authorities in the form of unpaid utility
bills amounted to R9.3 billion, or approximately 25 percent of annual revenues from these
sources.

233. In contrast to the provinces, local authorities’ reliance on transfers from other levels of
government is relatively small. Own revenue of the local authorities accounts for about

75 percent of their total revenue and comprises about 10 percent of general government
revenue. With the exception of grants for rural water infrastructure, capital transfers from the
national government are made under the consolidated municipal infrastructures program
(administered by the Department of Constitutional Development). The main sources for
operational (current) transfers are intergovernmental grants from provincial budgets and
implicit subsidies from national and provincial departments. However, this system was found
to be unsatisfactory as it was not based on any objective criteria and resulted in inequitable
and unpredictable allocation. As a result, a transparent, formula-based system will be
introduced during 1998/99, consistent with the provisions of the Intergovernmental Fiscal
Relations Act.

234. Inresponse to the financial problems of the local authorities, owing mainly to poor
credit control procedure and the fact that only 70 percent of municipal residents are regular
payers, the government launched “Project Liquidity” to monitor the state of local government
finances and intervene where necessary. Under this program, whose legal basis was
established in an amendment to the Local Government Transition Act, teams of financial
experts in each province visit all the municipalities, report on the problems encountered and
make recommendations for action. As a result of this program, Johannesburg is now being run
by a ten-person task team that was appointed to restructure the municipal budget and to
restore health to the public finances.

F. Extrabudgetary Institutions and the Social Security Funds

235. The extrabudgetary institutions rely on transfers from the national government for
about half of their overall revenue, with fees charges and other nontax receipts comprising the
other half (Table 15). Transfers, however, have been declining as a percent of GDP during the
1990s, and deficits, though very small, have begun to rise in recent years. The declining
transfers reflect lower allocations in the national government budget to the Special Defense
Account, universities and technikons.

236. The social security funds obtain most of their revenue from payroll taxes (Table 16).
For the Unemployment Insurance Fund the employee and employer contribute one percent of
the employee’s earnings. The contributions to the compensation funds vary depending on the
riskiness of the insured’s occupation.
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Table 15. South Africa: Finances of the Extrabudgetary Institutions

1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98

(In billions of rand)
Tax revenue 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Nontax revenue 2.7 4.0 4.1 4.5 52 7.4 8.5
Total current revenue 2.8 4.0 4.2 4.6 53 7.5 8.6
Capital revenue 0.1 0.0 0.1 0.1 0.1 0.1 0.1
Total revenue 2.9 4.1 4.3 4.7 54 7.6 8.7
Grants 7.5 10.2 11.7 9.2 10.2 9.1 8.8
Total revenue and grants 10.4 143 16.1 13.8 15.6 16.7 17.5
Goods and services 10.3 10.7 13.6 12.2 13.8 15.8 16.5
Interest 0.6 04 0.1 0.3 0.3 0.3 0.4
Subsidies, other current transfers i1 0.7 1.3 0.5 0.6 0.6 0.6
of which: to local authorities 0.0 0.0 0.1 0.1
Total current expenditure 12.0 11.9 15.0 13.1 14.7 167 17.5
Acquisition of fixed assets 0.7 0.9 0.8 0.8 0.9 1.0 1.1
Capital transfers 0.0 0.0 0.1 0.0 0.0 0.0 0.0
Total capital expenditure 0.7 0.9 0.9 0.8 0.9 1.0 1.1
Total expenditure 12.7 12.8 15.8 13.9 15.6 17.7 18.6
Net lending 0.4 0.4 - 0.6 0.3 04 0.4 0.3
Total expenditure & net lending 13.1 13.2 16.4 14.2 16.0 18.1 189
Balance -2.7 1.1 -0.3 -0.4 -0.4 -14 -1.4
Domestic financing 2.7 -1.1 0.3 0.4 0.4 1.4 14
Foreign financing 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total financing 27 -1.1 03 0.4 04 1.4 1.4
GDP 320.2 3479 395.6 444.9 497.3 556.0 613.0
(As a percent of GDP)

Tax revenue 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Nontax revenue 0.8 1.1 1.0 1.0 1.0 13 1.4
Total current revenue 0.9 1.2 L1 1.0 1.1 1.4 1.4
Capital revenue 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total revenue 0.9 1.2 1.1 1.0 1.1 1.4 1.4
Grants 23 2.9 3.0 2.1 2.1 1.6 14
Total revenue and grants 3.2 4.1 4.1 3.1 3.1 3.0 2.9
Goods and services 32 3.1 34 2.7 2.8 2.8 2.7
Interest 0.2 0.1 0.0 0.1 0.1 0.1 0.1
Subsidies, other current transfers 0.3 0.2 0.3 0.1 0.1 0.1 0.1
of which: to local authorities 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total current expenditure 3.7 34 . 3.8 29 3.0 3.0 2.9
Acquisition of fixed assets 0.2 03 0.2 0.2 0.2 0.2 0.2
Capital transfers 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total capital expenditure 0.2 0.3 02 0.2 0.2 0.2 0.2
Total expenditure 4.0 37 4.0 3.1 3.1 32 3.0
Net lending 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Total expenditure & net lending 4.1 38 4.1 3.2 32 3.3 3.1
Balance -0.8 0.3 -0.1 -0.1 -0.1 -0.2 -0.2

Sources: Department of Finance; South African Reserve Bank; and Fund staff estimates
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Table 16. South Africa: Finances of the Social Security Funds

1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
(In billions of rand)
Tax revenue 1.5 1.7 1.9 2.0 2.2 2.5 2.7
Nontax revenue 0.3 04 0.4 0.4 0.4 0.5 0.5
Total current revenue 1.8 2.0 22 24 2.7 3.0 33
Capital revenue 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total revenue 1.8 2.0 22 24 2.7 3.0 33
Grants 0.0 0.0 0.0 0.0 0.0 0.1 0.0
Total revenue and grants 1.8 2.1 2.3 2.5 2.7 3.0 33
Goods and services 0.0 0.0 0.1 0.1 0.1 0.1 0.1
Current transfers 1.6 1.9 22 2.4 2.6 29 32
Total current expenditure 1.6 1.9 2.3 2.5 2.7 3.0 33
Acquisition of fixed assets 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Capital transfers 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total capital expenditure 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total expenditure 1.6 2.0 23 2.5 2.7 3.0 33
Net lending 0.2 0.2 0.2 0.2 0.2 0.2 0.3
Total expenditure & net lending 1.8 2.1 24 2.6 2.9 32 3.5
Balance 0.0 0.0 -0.2 -0.2 -0.2 0.2 -0.3
GDP 320.2 347.9 395.6 444.9 497.3 556.0 613.0
(As a percent of GDP)

Tax revenue 0.5 0.5 0.5 0.5 0.4 0.4 0.4
Nontax revenue 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Total current revenue 0.6 0.6 0.6 0.5 0.5 0.5 0.5
Capital revenue 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total revenue 0.6 0.6 0.6 0.5 0.5 0.5 0.5
Grants 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total revenue and grants 0.6 0.6 0.6 0.6 0.5 0.5 0.5
Goods and services 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Current transfers 0.5 0.5 0.6 0.5 0.5 0.5 0.5
Total current expenditure 0.5 0.6 0.6 0.6 0.5 0.5 0.5
Acquisition of fixed assets 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Capital transfers 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total capital expenditure 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total expenditure ’ 0.5 0.6 0.6 0.6 0.5 0.5 0.5
Net lending 0.1 0.0 0.0 0.0 0.0 0.0 0.0
Total expenditure & net lending 0.6 0.6 0.6 0.6 0.6 0.6 0.6
Balance 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Sources: Department of Finance; South African Reserve Bank; and Fund staff estimates
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G. The Nonfinancial Public Enterprises®

237. The nonfinancial enterprises command an important presence in the South African
economy. Total assets are equal to about 30 percent of GDP, while total liabilities equal about
17 percent of GDP. In 1995, these enterprises had a turnover equal to 11 percent of GDP and
they employed almost 320,000 persons.

238.  As discussed in Section II, the nonfinancial public enterprises, for the most part, do
not represent a drain on government finances. In fact, in the past year, the government has
been able to sell unprofitable enterprises like Sun Air (airline). The restructuring (including
sale of minority interest to a strategic private sector partner) of South African Airways is now
the government’s priority in the area of public enterprise policy. The aggregate deficits of the
early 1990s have turned into small surpluses in recent years, even as investment spending has
increased substantially (Table 17).

83See Table 3 in Section II for a list of the most important enterprises.
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Operations of the Nonfinancial Public Enterprises

1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
(In billions of rand)
Net saving -3.5 -6.7 -6.3 -4.3 -4.3 -2.6 -1.7
Depreciation 10.7 13.0 13.5 13.9 14.4 15.0 11.6
Gross saving 7.2 6.2 7.2 9.6 10.1 12.4 9.9
Investment 8.9 8.1 8.0 8.8 11.0 11.7 9.6
Balance -1.7 -1.9 -0.8 0.8 -0.9 0.7 0.3
GDP 320.2 347.9 395.6 444.9 © 4973 556.0 613.0
(As a percent of GDP)

Net saving -1.1 -1.9 -1.6 -1.0 -0.9 -0.5 -0.3
Depreciation 33 3.7 34 3.1 2.9 27 1.9
Gross saving 2.2 1.8 1.8 22 2.0 2.2 1.6
Investment 2.8 23 2.0 2.0 2.2 2.1 1.6
Balance -0.5 -0.5 -0.2 0.2 -0.2 0.1 0.1

Sources: Department of Finance; South African Reserve Bank; and Fund staff estimates
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VII. MEASURES OF EXTERNAL COMPETITIVENESS

A. Intreduction

239.  With the introduction of the Growth, Employment and Redistribution (GEAR)
strategy in mid-1996, the authorities embarked on a program designed to transform South
Africa into “a competitive, outward oriented economy.”” The GEAR places considerable
importance on “a powerful expansion by the tradeable goods sector” as a means of generating
sustainable growth. Accordingly, one major policy challenge is to ensure that South Africa’s
external competitiveness is sufficient to play an appropriate role in the desired economic
transformation.

240. Inits broadest sense, external competitiveness covers a wide range of economic
factors, some of which are directly amenable to being influenced by policy. Moreover, some
elements of competitiveness are not obviously reflected in changes in prices. For example,
even if the nature and price of a product appears unchanged, better telecommunications or
transport links can allow a supplier to provide more rapid and convenient service. This is
clearly an improvement in the quality of the product—there has been a change in the hedonic
characteristics of the good—but one which may not be not fully captured in economic
statistics.

241.  While recognizing the impossibility of reflecting all facets of competitiveness in a
single indicator, some insights can be obtained by considering the more narrowly focussed
issue of developments in international price competitiveness. The real exchange rate, e, is
defined as £P/P*, where E is the nominal exchange rate (measured as foreign currency per
unit of domestic currency) and P and P* are domestic and foreign price indices. E and P* are
weighted averages of bilateral nominal exchange rates and foreign trading partner prices
respectively. Since competitiveness is here defined in terms of the relative price of foreign
goods in terms of domestic goods, a decrease in the indicator denotes an improvement in
competitiveness.” Such an improvement should be manifest through, inter alia, an
improvement in export volume growth, everything else being equal.

B. Estimates of the Real Exchange Rate
242.  Ontwo commonly cited measures South Africa appears to have made significant

competitiveness gains in recent years. First, as shown in Figure 16, from 1994 to mid-1996
nongold merchandise export volumes grew rapidly, and faster than growth in major trading

'Growth, Employment and Redistribution: A Macroeconomic Strategy, 1996, page 3.

*Issues associated with the practical specification of real exchange rate measures are discussed
in detail in Turner and Golub (1997).
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partner imports.®> Second, by March 1998 the South African Reserve Bank’s estimate of the
real effective exchange rate, SARB-REERY, was around 15 percent below that in 1990, with a
particularly sharp improvement evident since late 1995 (Figure 17).

Figure 16. Nongold Merchandise Export Volumes-
Actual and Implied by Partner Import Growth
(In millions of rand)
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Sources: IMFE’s Direction of Trade Statistics; and Fund staff estimates.

243.  The growth in nongold merchandise exports is broadly consistent with the growth in
partner country non-oil merchandise imports between 1990 and 1994. Faster growth in South
Africa’s exports than in partner imports—a rising market share for South Africa—from 1995
may be at least partly attributable to the depreciation in the rand in real effective terms and a
series of structural reforms, including in the trade area. It is also possible that some of this

*Implied partner country import growth is calculated from the actual growth in imports of
goods (excluding oil) in countries which together account for more than 95 percent of trade
with South Africa. Weights are based on each country’s share in South Africa’s exports.

“Calculated as the nominal effective exchange rate deflated by relative producer prices.
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growth is a consequence of the end of sanctions and would have occurred even in the absence
of the depreciation and the reform program.®

244. Ifthe effect of sanctions had been to impose a barrier to South African exports into
particular markets, the removal of sanctions would provide a stimulus to export growth, as
South Africa would recover its “natural” market share in previously closed markets. However,
such a “sanctions-ending” boost to growth would be only temporary—growth in exports
would eventually settle in line with partner market growth unless competitiveness continued to
improve. In the transition period, though, export volumes could be expected to grow faster
than the growth in world trade in the exported products. In contrast, if sanctions had no
impact on South Africa’s ability to export, the very rapid growth in export volumes is more
likely to be attributable to competitiveness improvements alone.

245. Caution also needs to be exercised when considering developments in the SARB real
exchange rate index as it is likely that the measure overstates the extent of the improvement in
competitiveness, particularly in recent years. The SARB measure is based on a comparison

Figure 17. Real Effective Exchange Rate
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Sources: South African Reserve Bank; and IMF’s Information Notice System and Direction of Trade Statistics.

with only four trading partners—the United States (with a weight of 51.7 percent), the United
Kingdom (20.2), Germany (17.2) and Japan (10.9). This is not necessarily a problem if these

*Changes in taste and/or technology may also have triggered faster growth in demand for
South Africa’s exports.
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countries were responsible for the bulk of trade with South Africa. However, their total two-
way trade was only around 40 percent of South Africa’s total trade in 1996, a share that has
declined in recent years as can be seen in Figure 18.°

246. An alternative measure of the real exchange rate that covers a broader set of trading
partners is available from the IMF’s Information Notice System (INS). The INS real effective
exchange rate, INS-REER, covers trade with 16 countries.” Weights are derived taking into
account trade in manufactured goods and primary commodities, and reflect both direct and
third market competition. (The weights are set out in Table 18).

247. Figure 17 shows that a significant wedge opened up between the two measures during
the course of 1997 and early 1998, suggesting that competitiveness gains may have been more
modest than implied by the SARB measure—around 5 percent relative to 1990 according the
INS-REER measure. Figure 19 shows that the SARB nominal effective exchange rate, SARB-
NEER, fell more sharply than the INS-NEER. This reflects the strength of the U.S. dollar and
the U.K. pound during 1997 relative to the currencies of the broader set of trading partners
covered by the IMF measure. In terms of the REER, the large depreciation of the rand in
nominal effective terms in 1996 translated into a significant depreciation in real effective terms
on both measures but, according to the INS-REER measure, much of this was subsequently
unwound through the first half of 1997 as the rand strengthened and South Africa’s inflation
rate continued to run ahead of that of its trading partners.® In addition, the broader IMF
measure reflects the real depreciation vis-a-vis the U.S. dollar and the pound experienced by
many of South Africa’s trading partners.

248. While having a wider coverage of partner countries than the SARB measure, the INS
measure is open to the criticism that its weights are based on trade flows for the period
1988-90 and are therefore outdated. As Figure 18 illustrates, there has been a noticeable shift
in South Africa’s trading pattern since 1990, in part due to the lifting of trade sanctions.

*Over the period 1994-96, specific trading partners can be identified for only around

76 percent of South Africa’s total merchandise trade. For simplicity, that part of merchandise
exports and imports for which a partner could not be identified has been pro-rated across all
partners in accordance with their share in identified trade.

7 Australia, Belgium, Brazil, Canada, France, Germany, Hong Kong, Italy, Japan, the
Netherlands, Spain, Switzerland, Sweden, Taiwan, United Kingdom, and the United States.

5Tt remains to be seen whether the large nominal depreciation of the rand since the latter part
of 1997 will translate into a sustainable real depreciation.
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Table 18. Country Weights in Various Measures of South Africa’s Real Exchange Rate

Country SARB-REER INS-REER DOTS-REER ULC-REER
United States 51.70 14.81 11.53 16.35
Germany 17.20 20.78 12.52 17.75
United Kingdom 20.20 11.55 11.13 15.78
Japan 10.90 14.49 964 13.62
Argentina 0.80
Australia 1.47 1.79 2.49
Austria 2.19 3.04
Belgium 4.09 3.28 4.59
Brazil 1.59 1.29
Canada 231 1.09 1.48
China 2.09
Congo, Rep. of 0.70
Denmark 0.60 0.80
France 6.57 3.18 444
Hong Kong 2.25 2.58
India 0.89
Indonesia . 0.50
Iran 2.09
Ireland 0.60 0.81
Israel . 1.19
Italy 8.58 517 7.28
Kenya 0.70
Korea 3.08
Malawi ' 0.60
Malaysia 0.99
Mozambique 1.49
Netherlands 3.40 2.78 3.90
Saundi Arabia 0.60
Singapore 1.49
Spain 1.81 1.49 2.18
Sweden 1.19 0.89 1.26
Switzerland 3.26 2.98 4.22
Taiwan 1.85 2.98
Thailand ‘ 0.70
Zambia } 0.99
Zimbabwe ) 3.38

Total 100.00 100.00 100.00 100.00

Sources: South African Reserve Bank; IMF’s Information Notice System and Direction of Trade Statistics.
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Figure 19. Nominal Effective Exchange Rate
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249. An alternative to INS-REER can be calculated by replacing the existing INS weights
with weights derived from the shares of 36 countries in South Africa’s total trade between
1994 and 1996 (Table 18). While increasing the coverage of trading partners and using more
timely data on trading patterns relative to the IN'S measure, this alternative approach fails to
capture the impact of competition in third markets.

250. The result of calculating this direction-of-trade-based measure, DOTS-REER, is also
shown in Figure 17. While the time profile differs until late 1995, the INS and DOTS-based
measures move closely thereafter, both suggesting that there was little net gain in
competitiveness since 1990 and that the improvement of 1996 was largely unwound during
the first half of 1997.

251. The relative price variable used in measures of international competitiveness should,
theoretically, represent the ratio of the domestic and foreign price indices of tradeable goods.
Moreover, as noted by Turner and Golub (1997), these indices should be exogenous with
respect to the exchange rate and unaffected by very short-term pricing decisions. In practice,
such measures do not exist and the more common measures of the real exchange rate tend to
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use indices of consumer (CPI) or producer prices (PPI), domestic production deflators or
export and import unit values.

252. The SARB measure is based on relative producer price movements, while the INS and
DOTS measures are based on movements in relative CPIs. As a practical matter, CPI-based
measures have some advantages over PPI-based measures. Because the CPI is the most
common means of measuring inflation, data on movements in CPIs tends to be more timely,
and the design of CPI tends to be reasonably similar across countries. However, both the PPI
and CPI baskets suffer from shortcomings. In particular, both are comprised of traded and
nontraded goods and there is no reason why the prices of both types of goods should move
together over time. To the extent that the prices of traded and nontraded goods diverge
significantly, relative CPIs or PPIs may provide an inadequate picture of developments in
competitiveness.

253. One way to minimize this problem is to calculate REERSs based on movements in
unit labor costs.” Due to data limitations, these are usually calculated for the manufacturing
sector. Measures based on ULCs have a number of advantages as indicators of international
competitiveness: they capture cost developments in an important sector exposed to
international competition; offer a reliable gauge to the relative profitability of traded goods;
are convenient from a statistical standpoint as fairly comparable data on the manufacturing
sector exist for a number of countries; and, by construction, they bring into focus the largest
component of nontraded costs and value added. Thus, ULC-based REERS provide a useful
adjunct to CPI-based measures.

254. Figure 20 shows the results of estimating a REER measure based on data on unit labor
costs in manufacturing in South Africa and 16 industrialized economies for the period 1990

to the second quarter of 1997 (the latest available data).'® The results are consistent with
previous measures—competitiveness improved in the 1990s, although the exclusion of South
Africa’s increasingly important Asian trading partners may overstate the extent of the
improvement in competitiveness. Figure 20 compares this ULC-REER measure with a
CPI-REER measure derived from the 1994-96 direction of trade data and normalized for the
smaller group of 16 trading partners for whom the ULC data are available. While the two
measures tend to move fairly closely together, the DOT measure for the 36 countries will only
approximate a broader ULC measure if manufacturing unit labor costs move in line with
changes in the CPI in the countries for which ULC data are unavailable.

*For a detailed discussion of the relative merits of different approaches to estimating the real
exchange rate, see Turner and Golub (1997) and Zanello and Desruelle (1997).

“Data on unit labor costs are only available for 16 countries. Weights are calculated by
dividing each country’s DOT weight by the sum of the DOT weights of the 16 countries.
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Figure 20. REER-DOT S
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255. While, all measures of the real effective exchange rate cited above point to some
improvement in external competitiveness, it is not possible to infer from this anything about
the appropriateness of the level of the real exchange rate. Time series data on the real
exchange rate per se do not provide sufficient information to determine whether movements
reflect changes in economic fundamentals or misalignments of the nominal exchange
rate—this requires some idea of developments in the equilibrium real exchange rate. However,
estimating movements in the equilibrium real exchange rate requires a lengthy time series of
data. Given the structural changes that have occurred in South Africa since 1994, many of
which have only occurred in the last year or two (so that the full extent of their impact in
many cases is yet to be seen in the data), it would be difficult to estimate the impact of
developments with precision.”! Recent research has concentrated on characterizing the
influences on the equilibrium real exchange rate using simulations rather than presenting

In addition to the lifting of sanctions in 1994, major easings in exchange controls on capital
transactions occurred since 1995, import duties were reduced significantly with the abolition
of the import surcharge in 1995, most remaining quantitative restrictions on imports were
replaced by tariffs by 1996, and the price of gold fell sharply in 1997.
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estimates of the extent, if any, of any real exchange rate misalignment (see Aron et. al.
(1997)).

256. After very rapid growth, nongold merchandise export volumes, while volatile, have
grown by an average of only 0.1 percent per quarter in the five quarters to December 1997.
While data on export volumes by country of destination or by industrial sector are unavailable,
Table 19 shows that the most rapid growth in the value of nongold exports has occurred in
manufactures—under plausible assumptions, it is reasonable to assume this also reflects
developments in export volumes. Within this sector, the most rapid growth—and the major
contribution to the increase—has occurred in exports to Asia and to Affica. In Asia, exports
to Hong Kong, Korea, Singapore, and Taiwan accounted for more than 60 percent of
manufactured exports to Asia in 1996, with exports to Indonesia and Malaysia growing very
rapidly.'? The aftermath of the Asian financial crisis and the increasing signs of a regional
recession suggests that prospects for continuing rapid export growth to the region have been
diminished, at least temporarily. The rapid growth of exports to the rest of Africa is a
welcome sign of increased regional integration but again the scope for sustained double-digit
growth in exports will be constrained by the capacity for growth in other regional economies,
particularly as Zimbabwe has been South Africa’s largest and fastest growing market for
manufactures. Combined with increased competition in commodity export markets (and the
continuing trend decline in gold exports), this weakening in the outlook for manufactured
exports suggests caution in extrapolating the continuation of past growth rates in nongold
export volumes." Given the emphasis placed in the GEAR on the role of export-led growth in
transforming South Africa’s economic prospects, this suggests that renewed efforts to boost
South Africa’s international competitiveness through faster implementation of structural
reforms may be required. The discussion in Section III and recent experience suggest that
competitiveness cannot be durably improved as a result of the depreciation of the rand
because it is likely to be eventually dissipated through higher domestic inflation (see
Appendix).

2Exports to Asia appear to have been boosted in part by the start-up of the so-called “mega
projects,” and by some diversion of nonferrous metal exports from traditional European
markets to Asia. ’

BProgress on free trade agreements with the EU, and within SADC, would likely provide a
fillip to South Africa’s exports in the medium term but at this stage the final form of these
agreements remain unknown.
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Table 19. Composition and Destination of South Africa’s Exports 1/

Composition of South Africa’s Exports

Export Category Share of Exports in 1989 Share of Exports in 1996
Gold 36.1 21.5
Primary products 203 19.4
Beneficiated primary products 233 27.8
Material-intensive products 4.9 7.1
Manufactured products 5.6 ' 17.0
Unclassified 9.8 7.2

Destination of South Africa’s Manufactured Exports

Value of Exports Annual Average

Share of Total in 1996 Growth Rate in U.S.
Manufactured (In millions of U.S. Dollar Export
Region Exports in 1996 dollars) Values, 1992-1996
European Union 243 33493 4.7
Far East 23.1 3184.8 11.9
Southern Africa 17.8 2455.7 15.4
Rest of Africa 8.5 1170.8 243
North America 10.1 1394.8 11.6

Source: “South Africa’s Manufacturing Exports: Recent Market Trends” by Pieter Laubscher
in Trade and Industry Monitor, December 1997.

1/ Data apply to Southern African Customs Union members, i.e., Botswana, Lesotho,
Namibia, South Africa, and Swaziland and are only available for the period 1992-1996.
However, South Africa’s share of the total SACU export basket is estimated to exceed

90 percent and the data presented here exclude “other manufacturing” which is dominated by
diamond exports from other SACU members.
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C. Conclusions

257.  Despite South Africa’s growing reliance on exports as a source of economic growth
in recent years, it is unclear to what extent this can be attributed to developments in
competitiveness. It is possible that nongold export volumes have been temporarily boosted
by the catch-up effects of the removal of sanctions, leading to a step adjustment in export
growth rates, although they have also reflected some improvement in competitiveness.

258.  Existing measures of competitiveness, however, do not provide a guide to the
appropriateness of the level of the real exchange rate. The extent of structural changes in
recent years suggests that estimates of the equilibrium real exchange rate are likely to be of
limited value until these changes have become fully embedded into South Africa's economic
and industrial structure.

259.  Given the importance of increased integration with the world economy for South
Africa’s economic transformation, sustained strong export growth seems imperative. In that
regard, the performance of nongold exports in volume terms over the last two years is
disturbing. Further stimulus to exports will require competitiveness enhancing measures such
as labor market reform that promotes employment and skill accumulation; trade reform that
reduces the anti-export bias of current policies and enhances efficiency; and with continuing
efforts to reduce South Africa’s inflation rate to levels comparable with those of its major
trading partners.
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Pass-through from Exchange Rates to Domestic Prices

Earlier analysis by the staff drew attention to the relatively limited response of import and consumer prices to the
large depreciation of the rand in 1996. Extending the analysis over a longer time period, from 1992 to 1997, and
taking into account the trade liberalization that has occurred during this pericd, the following conclusions emerge:

Between 1992 and 1997, the pass through from foreign prices to imported prices was between 77 percent
and 85 percent (see figure below), depending on how foreign prices are measured.

When a lower bound estimate for tariff reductions during this period is incorporated, the pass-through was
larger, between 84 percent and 92 percent. Tariff reductions are captured through changes in the ratio of
duties collected to imports. This lower bound impact of trade liberalization between 1992 and 1997 is
equivalent to a decline of about 3.5 percentage points in import prices; it is a lower bound because
insofar as liberalization has entailed the replacement of quantitative restrictions (QRs) by equivalent
tariffs, measured duty collections will be higher, biasing downwards the impact of tariff reduction. If it is
assumed that the elimination of QRs has contributed as much as tariff cuts, the pass-through will be
between 90 percent and 100 percent.

However, the wedge between changes in foreign prices and in the imported component of producer prices
remains high, with only about 56 percent of the foreign price increase being reflected in imported producer
prices.

Figure 21. Pass Through, 1992-1997
(1992 =100)
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Thus, over the period 1992-1997, exchange rate changes are almost fully reflected in domestic prices, once 2
sufficiently long period is considered to allow for lagged impacts, and the impact of trade liberalization on prices is
taken into account. This is consistent with the conclusion in last year’s staff report that over time fuller pass-through
(than was evident in 1996) would make itself manifest. However, it is puzzling why producer price increases are so
much lower than increases in other prices. *
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VIII. INTERNATIONAL RESERVES AND EXTERNAL DEBT
A. Overview

260. South Africa’s external debt is moderate by international standards although its
international reserves are considerably exceeded by the oversold forward position of the South
African Reserve Bank (SARB). A significant proportion of foreign debt is denominated in
domestic currency terms, in part due to capital inflows into the bond market in recent years
and in part to historical limits on the ability of emigrants to transfer capital abroad.! Reserves
are unencumbered and usable reserves cover a high proportion of short-term foreign currency
external debt. '

261. Data quality is high, assisted in part by a history of extensive exchange controls.? That
said, there are a number of areas in which the authorities could improve the statistical base,
particularly as regards the timeliness of data collections from the private nonfinancial sector.
In addition, the experience in Asia has illustrated that foreign debt alone is not an adequate
indicator of external exposure, and it would be important that the authorities expand their
collection of data to address some of the “missing pieces”. The authorities are aware of the
importance of ensuring high quality data, and are considering steps to maintain the existing
integrity of data on debt as exchange controls continue to be progressively eased.

B. Monetary Authorities

262. South Africa's reserve assets (gross foreign reserves) comprise the gross foreign
reserves of the SARB (the gross official reserves) plus the short-term foreign assets of the
private banking sector and the central government.’ Data on official reserves are compiled and
marked to market daily. They are made public within one week of the end of the month, in
accordance with the requirements of the Special Data Dissemination Standard (SDDS), to

'The amount of capital that could be transferred from South Africa on emigration has been
subject to a cap—assets in excess of these limits have been forced to remain in South Africa
and comprise part of external debt. This cap was raised to R1 million (almost US$200,000) in
early March 1998.

2A brief history of South Africa’s experience of exchange controls is contained in the
Appendix.

31t is expected that South Africa will switch to treating only official reserves as reserve assets,
consistent with the treatment proposed in the Fifth Edition of the Balance of Payments
Manual (BPM5), when the compilation and presentation of external accounts is made BPMS5-
consistent in early 1999.
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which South Africa subscribes.* Table 20 shows that at the end of May, 1998, South Africa's
gross official reserves stood at US$6.4 billion or the equivalent of 10 weeks of imports of
goods and nonfactor services. At the same time, net official reserves were US$3.1 billion’, or
around one month of imports. By way of comparison, at end-December 1997 gross official
reserves were US$5.9 billion and net official reserves were US$3.8 billion. At that time, the
rest of the monetary sector held an additional US$1.7 billion of gold and other foreign
reserves.

263. The foreign assets of the SARB are readily available and controlled by the authorities.®
The authorities advise that official reserves are unencumbered and are not placed on deposit
with foreign branches of domestic banks. Virtually all reserves are held as instruments with A1
or higher credit ratings. The authorities also indicate that there are no contingent liabilities
other than those related to the SARB’s forward operations.

264. Monthly data on the stock of reserve-related liabilities of the SARB and of South
Africa’s total gross external reserves are published in the SARB Quarterly Bulletin with a two
to three month lag. However, the monthly Statement on Gold and Foreign Exchange
Reserves contains data both on gross official reserves and the extent to which foreign credit
lines have been utilized in building gross reserves, which allows net reserves to be inferred on
a monthly basis. The Monthly Release of Selected Data (available within four weeks of the
end of the month) also provides data on changes in the total net foreign assets, with a lag of
one month, which allows the level of gross external reserves to be inferred between Bulletin
releases.

265. The SARB has traditionally operated extensively in forward foreign exchange markets
on account of the government, running a large oversold forward position. Due to the need to
facilitate imports and capital inflow during the period of sanctions, the SARB provided cover
at less than market rates for both short-term and long-term transactions: “corporates could
borrow abroad and hedge their exposure cheaply by buying forward cover from SARB at a
cost subsidized by the South African taxpayer.”” The SARB’s operations in the forward

“The SDDS recommends, however, that reserves be published weekly.

*National definition. If obligations to the IMF are also excluded, net official reserves were
US$0.3 billion lower on May 30, 1998 and were US$0.4 billion lower on December 31, 1997.

SLess than US$35 million of official reserves is actually unavailable, comprising amounts
lodged with international agencies as subscriptions or deposits, and a further US$2 million is
in the form of fully collateralized gold loans to jewelers.

"Annual Report, 1997, Banking Supervision Department, SARB, forthcoming, page 10.



- 135 -

Table 20. Official Reserves and Reserve-Related Liabilities

December 31, 1997 May 29. 1998
Rand, billion US$, billion Rand, billion USS, billion

Gross official reserves 28.5 5.9 32.9 6.4
Gold 1.2
Foreign exchange 4.8
Reserve-related liabilities 1/ 98 2.0 17.1 3.3
Net official reserves 18.6 38 158 3.1
Oversold forward book -20.2 ' 21.0
Net open forward position -16.3 -17.9
Gross reserve cover 2/ 2.0 4 22
Net reserve cover 2/ 13 1.1
Total reserve assets 3/ 36.6 7.5 453 8.8
Memorandum item:
External Debt
Foreign currency 4/ , 105.8 23.4
Short term 11.7
Percent of GDP . 10.2
Domestic curtency 5/ 43.8 93
Short term 6/ 7.6
Percent of GDP 6.2
Short-term debt/total debt
(foreign currency only) 4/ 0.50
Short-term debt/total debt
(all external debt) 6/ 7/ 0.59
Interest payments as a share of expoft
receipts (calender 1996) 7.2
Ratio of usable reserves to short-term
foreign currency debt
Gross 8/ 0.55
Net 8/ 0.27

Sources: South African Reserve Bank; and Fund staff estimates.

1/ Includes foreign loans received but excludes obligations to the IMF.

2/ In months of imports of goods and nonfactor services.

3/ Includes reserve assets held by the private sector. The most recent data is for end-March 1998.

4/ At June 30, 1997.

5/ At December 31, 1996.

6/ Emigrants' blocked funds are assumed to be long-term debt; all other rand-denominated debt is treated as short
term.

7/ Domestic currency debt at December 1996 plus foreign currency debt at June 1997.

8/ Usable official reserves at May 29, 1998, to short-term foreign currency debt at June 30, 1997.
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market are now priced at market rates and are exclusively short term. However, the average
original maturity of all outstanding contracts is around 9 months, due to pre-existing long-
term contracts. The net open forward position (NOFP)—the oversold forward book less net
official reserves—is now published monthly, within one week of the end of the month. As at
May 30, 1998, the NOFP stood at US$17.9 billion (around 14 percent of GDP) and the
oversold forward book was US$21.0 billion. Data on unrealized gains and losses on the
forward book are released periodically, although not on any regular schedule.

266.  The authorities occasionally use transactions in other derivatives to manage reserve
assets. These have generally involved the use of options to hedge portfolios (e.g., gold
production), rather than to influence the exchange rate per se. Forward sales to nonresidents
against future gold production are also sometimes used to drawdown pre-export credit lines.
On one occasion an interest rate swap has been used for hedging purposes. In all cases,
financial derivatives are marked to market on a daily basis, although gains and losses are not
reflected in the accounts of the monetary authorities until the contracts mature.

C. Total External Debt

267. Inline with the Fund’s standard approach, South Africa’s data distinguish between
domestic and foreign obligations according to residency—foreign liabilities are obligations to
nonresidents regardless of the currency in which the obligation is denominated. Domestic-
currency denominated claims on nonresidents and the foreign currency assets of a South
African resident foreign-owned bank are all included in the foreign assets of the South African
domestic banking sector. By the same token, only the equity and loans provided by a South
African parent bank to its offshore branches or subsidiaries are included in the foreign assets
of the domestic banking sector—all other assets of the branch or subsidiary are assets of the
country in which it undertakes operations.

268.  South Africa publishes comprehensive data on foreign assets and liabilities (debt

and equity) of all sectors although these data—published in the International Investment
Position (IIP)—are available only on an annual basis, with the most recent data being for
December 31, 1996. Data are compiled by the SARB using enterprise-based sample surveys
and periodic censuses. The most recent Census® compiled estimates of the stock of assets and
liabilities as at December 31, 1995. The Quarterly Bulletin contains JIP data on assets and
liabilities by country or region of residence and by industry sector, while the Census also
provides a cross tabulation. For example, the Census reveals that at end-December 1995, the
construction sector had R224 million of foreign liabilities to EU residents, of which R89 mil-
lion was in the form of debt.

8The Fifth Census of Foreign Transactions, Liabilities and Assets, December 31, 1995, South
African Reserve Bank Quarterly Bulletin, March 1998.
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269. While the lags are still lengthy, data on foreign debt are generally compiled in a more
timely fashion than are data on total external liabilities. The South African authorities compile
debt data separately for both the foreign and domestic currency obligations of the public and
private sectors. While the foreign currency debt is compiled on a semiannual basis, data on
domestic currency obligations to nonresidents is currently compiled only annually. Table 21
shows that at December 31, 1996, total external debt was US$32.9 billion (26 percent of
GDP). At June 30, 1997, foreign currency denominated debt was US$23.4 billion (18 percent
of GDP), virtually unchanged from the level of end-December 1996. At end-June, some
US$9.1 billion of foreign currency debt was short term, on an original maturity basis, while
another US$2.6 billion could be considered short-term on a residual maturity basis’, resulting
in total short-term obligations of US$11.7 billion (9 percent of GDP) between mid-1997 and
mid-1998. While it is likely that the vast majority of short-term debt would be rolled over or
replaced by other short-term debt obligations, gross usable reserves cover a little over

50 percent of this obligation and net reserve cover is only around half this amount (Table 20).

270. Official data and those reported by the Bank for International Settlements (BIS)
appear to be broadly consistent, recognizing the limited coverage of the latter (Table 21).The
BIS data indicate that the foreign and domestic currency obligations to reporting banks
amounted to US$20.4 billion at end-1996, at which time the official statistics suggested total
external debt of US$32.9 billion. This difference is likely to reflect blocked funds, and
liabilities to non-BIS reporting banks and other nonresident sources. At end-June 1997,
BIS—reporting banks claims had risen to US$23.3 billion, of which US$3.6 billion were
international securities. At that time, official data suggested that foreign banks held

US$15.5 billion of South Africa’s total foreign currency debt of $23.4 billion—however,
information on bank holdings of the US$4.2 billion of foreign currency bearer bonds and of
rand-denominated bonds was not available. The bulk of South Africa’s foreign currency debt,
US$17.3 billion, was denominated in U.S. dollars at end-June 1997.

271.  The long lag in compiling official estimates of rand-denominated external debt is
undesirable. However, much of the domestic currency investment of nonresidents occurs
through domestic nominee companies, and the SARB has now reached agreement with
interested parties to move to semiannual collection and compilation of this data. While
residency is not recorded at the time of the original purchase of securities, residency status is
recorded when debt securities are traded on the Bond Exchange of South Africa, even if the
trades involve nominee companies. The data are compiled and released by the exchange on a
daily basis.*® Between January 1, 1998, and the end of April, 1998, nonresidents purchased
R468 billion of bonds while selling R452 billion respectively, resulting in net purchases of
bonds through the exchange of R16 billion or a little over US$3 billion.

9Around US$1.2 billion of which was due in the second half of 1997,

1®Nonresident purchases of equity on the Johannesburg Stock Exchange are also recorded and
released on a daily basis.
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Table 21. Comparison of Official and BIS Data
(In billions of U.S. dollars)

December 1996 June 1997  September 1997

South African official statistics

Foreign currency denominated debt 23,583 23,389
Renegotiated debt _ 2,736 2,589
Other foreign currency debt 20,847 20,800

Short term 8,800 9,105
Monetary sector 5,926 6,750
Nonmonetary private sector 2,874 2,355

Bearer bonds and notes 3,979 4,177
Public sector 3,266
Monetary sector 270
Nonmonetary sector 641

Medium- and long-term loans 2,161 1,720
Public sector 430
Monetary sector ' 360
Nonmonetary sector 930

Other public sector 4,233 3,879

Other nonmonetary private sector 1,674 1,919

Rand-denominated debt 9,344 n.a.

Total foreign debt 32,927 n.a.

BIS Statistics

Total claims on: 16,643 19,695 20,253
Nonbanks 7,571 9,664 10,053

Of which: loans and deposits 6,562 7,127 7,119

Banks (residual) 9,072 10,031 10,200

Of which: loans and deposits 9,285 9,663 9,510

Plus:

Holdings of international securities 3,800 3,600 3,600
Money market instruments 100 100 100
Bonds and notes ) 3,700 3,500 3,500

Total obligations to BIS
reporting banks 20,443 23,295 23,853

Sources; South African Reserve Bank; and Bank for International Settlements, various
publications.
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272.  The Quarterly Bulletin includes an annual amortization schedule showing the residual
maturity of foreign currency denominated external debt, distinguishing between liabilities on
the basis of original maturity and by economic sector of the debtor (Table 22). OECD and
BIS data on the maturity structure of South Africa’s total external debt appear broadly
consistent with the official data (Table 23). Note that while no official data exist on the
maturity structure of domestic currency debt, for the purposes of this exercise it has been
assumed that emigrants’ blocked funds are long-term debt and that all other domestic
currency debt is short term.

External debt—public sector

273. The foreign currency external debt of South Africa’s public sector was US$8.8 billion
at end-June 1997, of which US$1.3 billion is debt remaining under the Final Agreement of the
debt standstill. The SARB estimates that, at end-December 1996, nonresidents held around
US$7.6 billion in rand-denominated bonds, resulting in total public sector foreign and
domestic currency external debt of US$16.4 billion, or about half of total external debt of
US$32.9 billion.

274. The public sector also had pre-existing guarantees over US$1 billion of private sector
foreign currency external debt at the end of June 1997, although no loan guarantees are
currently serviced by government agencies. The authorities have provided staff with an
amortization schedule for outstanding government-guaranteed debt which suggests that the
bulk of this debt should be amortized within the next three years.

External debt—private sector
Banking sector”

275. Data for the banking sector is collected by a complete enumeration of institutions.
Data on the domestic banking sector’s net external position are collected on a monthly basis.
The private banking sector is a net debtor to the rest of the world. At December 31, 1997,
short-term foreign assets amounted to US$1.7 billion while liabilities were US$9.7 billion
(Table 24)."2 Note that borrowing from nonresident sources by the banking sector, which is

"For a review of the banking system and the regulatory and supervisory framework in South
Africa, see Section I'V.

2Note that this data does not line up exactly with the BIS-reporting-banks data on liabilities
of South African banks as part of lending of commercial foreign banks to South Africa is
lending to the SARB.
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Table 23. Maturity Structure of External Debt

(In millions of U.S. dollars)

Official 1/ OECD 2/ BIS 3/

Long term : 19,217 11,060
Banks 5,118 9,476 9,642
Nonbanks 700
Multilateral 883
Other 14,099 4/

Short term 13,516
Banks 10,434 10,153 13,247
Other 3,082 5/ 838

Total 32,733 22,052 22,889

Sources: SARB—Quarterly Bulletin, March 1998; BIS—The
Maturity, Sectoral and National Distribution of International Bank
Lending, First Half 1997; OECD, External Debt Statistics, 1997.

1/ End-June 1997 foreign currency debt plus end-December
1996 rand-denominated debt. Foreign currency debt is recorded
by residual maturity. Domestic currency debt is assumed to be
long term in the case of emigrants' blocked funds and short term
for bond holdings.

2/ End-December 1996, original maturity.

3/ End-June 1997, original maturity—note that the BIS data is
simply debt held by banks.

4/ Includes emigrants' blocked funds.

5/ Includes foreign holdings of rand-denominated bonds.
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Table 24. External Assets and Liabilities of the Private Sector 1/

(In billions of U.S. dollars)

December 31, 1997

Rand, billions USS$, billions
Total assets (claims on nonresidents) 8.1 1.7
Deposits with and loans to other banks 6.8 1.4
- inrand 1.3 0.3
- in foreign currencies 55 ' 1.1
Other foreign assets 1.3
Total liabilities (obligations to nonresidents) 47.3 9.7
Foreign currency deposits of nonresidents 7.5 1.5
- Short term 2.5 0.5
- Medium term ’ 34 0.7
- Long term 1.6 03 .
Foreign currency loans and
advances received 23.2 4.8
- Short term 9.4 19
- Medium term 11.0 2.3
- Long term 2.8 0.6
Nonresident rand deposits 2/ 133 2.7
Domestic cwrrency loans and advances
received from nonresidents 2.9 0.6
Loans under repurchase agreements from
nonresidents 0.1 0.0
Other liabilities to nonresidents 0.2 0.0
Net liabilities of the private banking sector -39.2 -8.1
Memorandum items:
Resident foreign currency deposits 2.1 0.4
Liabilities of foreign branches of
domestic banks 3/ ‘ 27.0

Sources: South African Reserve Bank; and Fund staff estimates.

1/ Excluding equity.
2/ Includes blocked as well as freely transferable rand deposits.
3/ Estimate.
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on-lent to the public sector or private sector, is recorded as part of the short-term foreign
liabilities of the monetary sector and not as the liabilities of the end-borrower."

276.  Although the published statistics on the banking sector do not distinguish foreign-
owned from domestically-owned resident banks, the data for individual banks are available on
the SARB Internet website.** Foreign owned resident banks are primarily subsidiaries and
branches of industrial country banks.

277. The foreign exchange exposure of South African resident banks is relatively limited.
Prior to January 1998, the combined holdings of foreign exchange of all authorized dealers in
foreign exchange was restricted to US$1.5 billion. Although this limit has been removed,
prudential restrictions prevent banks from having net open foreign exposure exceeding

15 percent of net qualifying reserves and capital. Banks report their commitments each month,
but no distinction is made between resident and nonresident counterparties.

278. The forward market in foreign exchange has grown rapidly since the lifting of
sanctions. However, at end-December 1997 the banking sector’s position was well matched,
with commitments to purchase under forward contracts almost offset by commitments to sell,
at all maturities (Table 25). Gross and net put and call currency options also appeared
relatively small, although no data are available on the extent of gross margin calls on
derivative transactions.

279.  The banks are required to mark derivatives to market on a daily basis."* Unsettled
derivative transactions that comply with the recognition criteria issued by the International
Accounting Standards Committee'® are reflected in the balance sheets of the banks. Risk-
based returns are prepared in line with generally accepted accounting principles and these
returns are reconciled with the bank’s balance sheet and income statements, as well as to their
individual management accounts. This treatment follows international practice. Forward
transactions remain off-balance sheet until the time of delivery, although the change in the
market value of options is included.

280. While South Africa uses a standard residency criterion to determine its external
obligations, this does not necessarily capture all facets of a country’s vulnerability to short-
term capital movements. In particular, the experience in a number of Asian countries suggests

BFifth Census, pages 4-5.
YAt http://www.resbank.co.za

5This also applies to members of the South African Futures Exchange (SAFEX) and
professional fund managers.

16Contained in “Framework for the Preparation and Presentation of Financial Accounts.”
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that the short-term liabilities of the offshore branches and subsidiaries of domestic banks can
be a source of considerable pressure even though they are not formally part of the nation’s
foreign debt. Gross liabilities of South African controlled banks located abroad is estimated to
have been US$27 billion at end-1997. This is likely to overstate total liabilities because of
cross claims on parent institutions and banking relationships with other South African
residents. Offshore banks also undertake off-balance sheet activities, with the form these
activities take and the magnitudes involved required to be reported to the SARB as part of
usual supervisory practice.

Nonbank private sector

281. Nonbank private sector debt was about US$6.9 billion, or around one-third of South
Africa’s total foreign currency external debt, at end-June 1997. Of this, around US$2.8 billion
was short term (on a residual maturity basis), and about US$2.4 billion of the latter amount
was trade finance.

282. Asnoted above, the experience of the Asian crisis suggests that there is benefit in
looking beyond traditional measures of foreign debt when considering a country’s risk
exposure.

283. While comprehensive data exist on corporate external-debt exposures, no official data
exist on the extent to which these are guaranteed by the banking system. Nor are official data
available on the extent to which foreign currency loans have call options that are likely to
change their character. Similarly, little data are available on the off-balance sheet operations
of the corporate sector. While large firms with dedicated treasury units are likely to mark
derivatives to market on a daily basis, no data exist on the magnitude of derivative
transactions in the nonbank sector, nor on the treatment adopted by firms in general between
financial reporting periods. For reporting dates, the authorities advise that unrealized gains
and losses should be included in the firms’ income statements.

284. South Africa does not publish data on the liabilities of foreign subsidiaries of
nonfinancial private sector firms. However, exchange control regulations require that all firms
with offshore branches, subsidiaries, offices or joint ventures, submit financial statements on
these operations to the Exchange Control Department (ECD) of the SARB, at least annually.
Corporate entities which have subsidiaries abroad may expand such activities without ECD
approval provided that expansion is financed by foreign borrowing (with no recourse to, or
guarantee from, the parent) or by retained profits, although the parent is required to provide
ECD with the proposed plans at an early stage. If the foreign borrowing is to be supported by
a guarantee from the parent company, ECD must give prior approval. The application requires
that ECD be advised of denomination, amount, interest rate, terms, etc., of the borrowing.
Moreover, if the guarantor is subsequently required to service the loan, funds may only be
remitted with ECD’s prior approval. As a practical matter, this means that ECD has access to
data which, if collated, would provide information on the extent to which offshore subsidiaries
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of the nonfinancial sector were creating a contingent liability on South Africa. Similarly, given
that prior permission is always required before a South African resident can borrow abroad,
and loans for any purpose—other than trade—have to indicate whether the loan is guaranteed
by a South African resident bank, the ECD potentially has available to it comprehensive data
on the extent to which corporate external debt is guaranteed by the banking system. This
suggests that use of the data available to the existence ECD could go some way to filling in
the remaining gaps in the overall picture of South Aftica’s external exposure.

D. Conclusions and Recommendations

285. Reserves are unencumbered and rose significantly between the end of 1996 and May
1998. However, as has been the case for some time, the major source of vulnerability for
South Africa can be traced to the large NOFP of the Reserve Bank, which amounted to
US$17.9 billion at the end of May. The maintenance of a high NOFP requires interest rates to
be higher than would otherwise be the case, entails potential quasi-fiscal losses, and risks
undermining the credibility of monetary and exchange rate policy.

286. On the basis of available information, South Africa’s external debt position appears
relatively sound. Total external debt remains moderate as a share of GDP while foreign
currency debt has declined to below 20 percent of GDP. Total external debt—both domestic
and foreign currency denominated—has remained relatively stable during the 1990s, varying
between 22 percent and 26 percent of GDP. However, short-term debt and maturing medium-
term debt remain high relative to gross official reserves.

287. Whatever their other costs, the existence of exchange controls on residents (and
their associated documentation) have been helpful in allowing the authorities to develop
comprehensive and high quality data on foreign liabilities. In discussions with the Fund staff,
the authorities noted that the challenge was now to ensure that the quality of data is
maintained in the face of further capital control relaxation and eventual removal.

288.  The timeliness of data collections offers room for improvement. While data on
international reserves are currently published monthly, as required by the SDDS, transparency
would be improved by adopting the SDDS’s recommendation that data be published on a
weekly basis. It would also be desirable, at a minimum, to align the periodicity of collections
of rand-denominated debt with that of the semi-annual compilation of foreign currency debt in
order to provide a more complete picture of foreign debt obligations. Ideally, the compilation
of comprehensive debt statistics would be done on a quarterly basis.

289. The reporting of debt on a residual maturity basis is welcomed, but it would also be
worthwhile for the authorities to consider whether it is possible to collect data on contingent
liabilities accruing to various sectors of the economy, and on the extent of contingencies (or
acceleration clauses) in debt contracts that could allow long-term debt to be converted to
short-term debt in the event of financial or exchange pressures.
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290. The authorities also acknowledge that existing data have some gaps due to the
difficulties in reconciling stocks and flows, the difficulty of valuing intangible nonfinancial
assets, and the potential omission of companies with foreign exchange transactions, assets and
liabilities from the regular surveys.

291. Finally, it also seems desirable to attempt to periodically integrate available data on
the activities of offshore subsidiaries of South African resident financial and nonfinancial
enterprises with the existing data on the external obligations of residents to develop a broader
measure of foreign exchange exposure. Collecting data on nonresident holdings of South
African equities would also help in this regard.
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EXCHANGE CONTROLS 7

Comprehensive exchange controls were introduced in South Africa in 1961 to contain the
capital outflows that followed the "Sharpeville massacre." While restrictions on nonresidents
were eliminated in the early 1980s, restrictions were maintained on residents because of
concerns about the impact on the exchange rate, real estate and stock markets in the event
that residents chose to transfer significant funds out of South Africa, although a more liberal
attitude prevailed toward approving applications by local firms to borrow and make certain
types of investments abroad.

Capital controls were subsequently reimposed in August 1985 in response to a combination of
adverse economic developments, an intensification of political pressures, and the imposition of
international financial sanctions. Foreign debt had reached an estimated US$23 billion, almost
43 percent of GDP, and South Africa’s ability to meet the principal and interest payments
falling due was severely curtailed. On August 28, 1985 the authorities declared a debt
moratorium ("standstill"). Its initial impact was to freeze all debt repayments but the end-
result was a freeze on repayments of private debt to foreign commercial banks under the then
existing terms.'® As a result of negotiations with the major foreign creditors, the maturity
structure of the existing debt was lengthened.”” Around US$2.6 billion of renegotiated debt
was still outstanding on June 30, 1997 although this is scheduled to be completely amortized
by August 2001.

From 1985, nonresidents were subject to controls, including in the form of a dual exchange
rate system. The Commercial Rand was used for foreign trade, authorized capital transfers
and current payments including remittance of dividends and interest payments. The Financial
Rand was used for financial transactions by nonresidents and outward capital transfers by
residents and emigrants. Controls over residents were extensive and covered both capital and
current transactions, while emigrants were subject to limits on the amount they could transfer
out of South Africa upon departure, with any funds in excess of these limits “blocked” from
leaving.

This section draws on chapter 5, “Capital Liberalization Strategy” of South
Africa—Selected Issues (SM/97/162, 6/24/97), and Chapter 2, “Historical Background” of the
SARB Exchange Control Manual. This later document is available on the SARB website at:
http://www.resbank.co.za.

There is some public debt included under the standstill due to loans incurred in the name of
private banks which were on-lent to public corporations.

A detailed description of the debt standstill is contained in Chapter 6, “The Debt Standstill”
of the SARB Exchange Control Manual.
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This regime of controls remained broadly unchanged until the election of the Government of
National Unity in 1994. An important element of the policy framework of the new government
was the removal of exchange controls. However, its room for maneuver was restricted by the
large size of potential capital outflows if institutional investors were to diversify their portfolio
with foreign assets and if emigrants were able to gain access to previously "blocked" funds.
These concerns were exacerbated by South Africa's low level of international reserves and the
large NOFP.

As a result, the authorities adopted a pragmatic approach to the removal of exchange controls,
indicating that they would be phased out as conditions allowed. The first major step occurred
in March 1995 with the abolition of the financial rand mechanism and, with it, most of the
controls on nonresidents. The net effect of this has been that nonresidents are free to invest
anywhere, to introduce and repatriate funds at will, and to hold rand-denominated deposits.

The government has subsequently eased controls on residents, allowing an increasing array of
transactions, with each subject to a cap. These caps have been progressively raised over time
to the point where for many, mainly current account, transactions they have become
nonbinding or have been abolished. However, some form of restrictions still apply to most
capital account transactions by residents.

In particular, exchange control regulations require that prior approval be sought for foreign
borrowing. As part of the process, applicants must submit information on the purpose, terms
and conditions of the loan, including an amortization schedule. While residents have greater
freedom to invest abtoad or in foreign currency deposits in South Aftrica, they must also
receive prior permission from the ECD (and have status of taxpayer in good standing from
the SA Revenue Service) before transferring capital overseas. Firms wishing to invest
overseas must support their applications by setting out the benefits to South Africa from the
investment. All sales of foreign exchange over R40,000 must, at a minimum, be reported to
the ECD, even if this amount is less than the current cap on the transaction being undertaken.
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IX. THE SOUTHERN AFRICAN DEVELOPMENT COMMUNITY AND OTHER REGIONAL
INITIATIVES

A. Introduction

292.  There is growing impetus for regional integration in Southern Africa under the
auspices of the Southern African Development Community (SADC). SADC, which comprises
14 members (Table 26), envisages cooperation between members on a wide range of areas,
including intra-SADC trade liberalization, exchange and payments system, financial services,
infrastructure, investment, human resource development, and sectoral development. The
SADC treaty provides for protocols that will set out the principles and procedures for
cooperation between member states in each of the areas.

293. The SADC Trade Protocol was signed in August 1996 and aims to create a free trade
area (FTA) among member states.” It envisages the dismantling of tariff and nontariff barriers
between SADC members over an eight-year period. However, South Africa has espoused the
principle of asymmetric liberalization, whereby it will reduce its barriers on imports from other
SADC countries over a five-year period. The exact modalities of liberalization, namely, the
phasing of the tariff and nontariff reductions and the treatment of certain sensitive sectors, will
be decided during the course of negotiations scheduled for the second half of 1998, based on
initial tariff offers made by SADC member countries.

294. SADC is only one of a number of regional integration initiatives in southern Affica.
The others include the Cross-Border Initiative (CBI), the Common Market for Eastern and
Southern Africa (COMESA), the Southern African Customs Union (SACU), the Commission
for East African Cooperation (EAC), and the Indian Ocean Commission (IOC) (see Table 26).
In addition, there are a number of bilateral agreements which provide for selective
liberalization such as those between South Africa on the one hand and Zimbabwe, Malawi,
and Mozambique on the other.

B. Features of SADC Trade 2

295. Trade within the SADC region, although small relative to its overall trade, has been
rising (Tables 27-29). Between 1990 and 1996, intra-SADC trade as a share of total trade

'As of June 1998, only two members had ratified the Trade Protocol.

*Trade data are based on the IMF’s Direction of Trade Statistics. Data for South Africa
actually correspond to SACU’s external trade, providing a better basis for analyzing SADC
integration because in reality SADC would involve integration between already integrated
members (i.e., those in SACU), and the non-SACU SADC countries. Due to the lack of
reliable data, 3 of the 14 SADC members have not been included in the analysis.
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Table 26. Summary of Regional Groupings in Southern Africa
SADC COMESA SACU CBI EAC
Angola Angola
Botswana Botswana
Congo, Dem. Rep. of Congo, Dem. Rep. Of
Lesotho Lesotho Lesotho
Malawi Malawi Malawi
Mauritius Mauritius Mauritius
Mozambique Mozambique
Namibia Namibia Nanmuibia Namibia
Seychelles Seychelles Seychelles
South Africa South Africa
Swaziland Swaziland Swaziland Swaziland
Tanzania Tanzania Tanzania Tanzania
Zambia Zambia Zambia
Zimbabwe Zimbabwe Zimbabwe
Burundi Burundi
Comoros Comoros
Djibouti
Ethiopia
Eritrea
Kenya Kenya Kenya
Madagascar Madagascar
Rwanda Rwanda
Somalia
Sudan
Uganda Uganda Uganda
Internal Liberalization | Internal trade Internal Internal trade
by 2006, no liberalization by liberalization | liberalization
commitment on 2000; objective of and low and common
external liberalization common external harmonized external
tariffs by external tariffs by
unspecified date tariffs by end | 2000

1998
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increased from 4 percent to 10 percent, and as a share of GDP from 2 percent to 6 percent.’
For Africa as a whole, intra-trade represents 8 percent of total trade and 3 percent of GDP.
Thus, there appears to be some nascent dynamism to SADC trade even in the absence of
preferential arrangements.

296. Four features are noteworthy about intra-SADC trade in 1996. First, non-SACU
SADC countries in aggregate rely to a great degree on SADC, and on SACU in particular
(which is dominated by South Africa), for their imports, but to a lesser degree on SADC as a
market for their exports (see Tables 27 and 28). Second, there is greater variation between
these countries in terms of the importance of SADC as a source of their imports than as a
destination for exports. Third, in absolute and proportional terms, SACU exports more to
SADC countries than it imports from them, thereby running a large trade surplus on intra-
SADC trade (in contrast, all other countries register a deficit on such trade). Fourth, for
SADC as a whole, its dependence on the region for imports matches the importance of SADC
as a market for exports (i.e., the share of intra-SADC imports in SADC’s total imports (about
11 percent) is roughly the same as the share of intra-SADC exports in SADC’s total exports).

297.  On the import side, Malawi, Mozambique, Zambia, and Zimbabwe exhibited a high
degree of reliance on the region for their overall imports in 1996, from 44 percent in the case
of Zambia to 64 percent in the case of Mozambique, compared with a figure of about

11 percent for the region as a whole. These figures themselves mask the disproportionate
importance of SACU for supplying the SADC countries. For all non-SACU countries, SACU
supplied between 65 percent (Malawi) and 97 percent (Zimbabwe) of all imports from SADC
countries. A very small proportion of the imports of Tanzania, Mauritius, and Angola
(between 10 and 17 percent) originate within SADC. SACU sources an even smaller
proportion of its imports (1.5 percent) from other SADC members.

298.  On the export side, SADC represents an important export market for Zimbabwe

(and to a lesser extent for Mozambique and Malawi). For other non-SACU countries, SADC
accounts for less than 10 percent of each country’s exports. For most countries, it is actually
SACU that absorbs the bulk of goods exported to the SADC region (82 percent in the case of
Malawi, 60 percent in the case of Zimbabwe, and 50 percent for Mauritius). SACU exports
close to 10 percent of its total exports to the region.

C. The Welfare Economics of SADC
299.  The static gains and losses from preferential trade liberalization are well-known (Viner

1950). When preferential liberalization leads to inefficient domestic production being replaced
by efficient production in the partner country, there is a gain (to constituents and to the

*Some of this increase could reflect increased recording of South Africa’s trade consequent
upon the dismantling of sanctions.
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arrangement as a whole) in welfare; conversely, when efficient production from the third
country is substituted by inefficient production in the partner country there is a loss in welfare.
On balance, either of these effects could dominate, and the assessment of net benefits is
ultimately an empirical one. The discussion below elaborates on the likely effects in the case of
SADC.

300.  Summers (1991) and Krugman (1992) have forcefully argued that there is a
presumption that countries that are natural trading partners—defined as when two countries
trade more with each other than suggested by their underlying income—will benefit when they
enter into an FTA. Further, countries that are geographically close or contiguous should,
ceteris paribus, be natural trading partners given the lower transportation costs. A crude,
albeit indicative, index proposed by these authors for gauging natural trading relationships is
to compare actual trading patterns with “geographically neutral” trade, in which country

A’s share of B’s exports is equal to A’s share of gross world product. If the index is greater
than 1, A is a natural trading partner because B is exporting more to A than is suggested by
A’s share of world income.

301. Table 29 contains calculations for this index for the SADC region. Surprisingly, the
relevant indices all exceed one by a large margin, suggesting natural trading relationships
within the region. Two inferences may be tentatively drawn from Table 29. First, that SADC
countries’ trade links are intensifying as manifested in the rising value of the index. Second,
and as suggested by the trade numbers presented above, the relationship between SADC and
SACU is asymmetric; while SACU may be a natural trading partner for non-SACU SADC
countries, the converse may be less true.

302. More recent theoretical work (Bhagwati and Panagariya (1996)) casts considerable
doubt on the natural trading partner hypothesis, enough to even reverse its basic conclusions.
This work shows that the more two countries are natural trading partners, in the sense of
trading a lot with each other, prior to the formation of an FTA, the greater the likely loss from
the FTA because of the large adverse impact on fiscal revenues, including from diverted
imports (which is not compensated by reduced prices and higher consumer surplus). The
second important conclusion is that the more a trading partner is an inefficient supplier,
compared with third countries, the greater the likelihood that an FTA with that partner will be
welfare-deteriorating because of inefficient trade diversion (see the Appendix for an analytical
elaboration of these propositions).

303. These results have strong implications for SADC countries. For non-SACU countries
that import a large proportion of their total imports from within the region, an FTA is likely to
lead to substantial revenue losses, not only on the initial volume of imports but also the newly
diverted imports. These countries will therefore need to enhance their domestic tax base to
offset these losses. Second, insofar as South Africa, which is the predominant partner within
SADC, is an inefficient supplier relative to third countries, non-SACU countries as well as
SADC as a whole stand to lose from the FTA. The enhancement of South African efficiency
thus holds the key to ensuring that SADC is a welfare-enhancing proposition for SADC.
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Although South Africa’s imports from SADC are very small, it would stand to gain from an
FTA in those labor-intensive products (such as textiles, clothing and footwear), which are
currently heavily protected, because partner countries are likely to be relatively efficient
suppliers of these products.

D. Revenue Dependence

304. Inthe latest year for which data are available, trade taxes accounted for between

3 percent of total government revenue in South Africa to about 40 percent for Malawi and
Mauritius, with the average at about 20 percent (see below). Countries with high reliance

on trade taxes are of course at greater risk from weakening their fiscal position, absent
corresponding fiscal reforms to strengthen the domestic tax base. While the overall reliance
on trade taxes tends to be high in SADC countries (with the exception of South Africa

and Botswana), the actual collections from intra-SADC imports are not high, varying from

2 percent in the case of Tanzania to about 5 percent for Malawi, Mozambique, Zambia, and
Zimbabwe. SACU countries collect less than 1 percent of their import revenues from SADC
trade. It should be noted, however, that these numbers are pre-SADC numbers and understate
the likely adverse impact of the FTA because they ignore the marginal response which, ceteris
paribus, is likely to lead to a greater proportion of imports being sourced from within SADC,
exacerbating the revenue loss.*

Importance of Trade Taxes for SADC Countries

(In percent)
Country Share of trade taxes in total revenue Share of taxes on SADC imports in
recurrent government revenue (1995)
Angola 4.6 n.a.
Botswana 84 n.a.
Lesotho 24.6 na.
Malawi 38.8 5.1
Mauritius 38.8 5.0
Mozambique 27.0 5.1
Namibia 15.2 na.
South Africa 2.8 na.
Swaziland 30.3 n.a.
Tanzania 16.0 20
Zambia 164 5.0
Zimbabwe 18.6 59

Sources: Fund staff estimates; and IMANI (1997)

“In these circumstances, it will be very important that SADC countries that are heavily
dependent on revenue from trade taxation undertake steps to strengthen their domestic tax
bases to compensate for the likely revenue losses from SADC.
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E. The Challenges of SADC
Need for external liberalization

305. Regional trading arrangements can be beneficial in promoting efficiency and growth.
However, to do so they must minimize the risks of inefficient trade diversion. Some principles
that will help achieve this are: first, FTAs should be comprehensive in their scope, applying to
virtually all trade between partners without carve-outs for special sectors or products; second,
transition periods for the phase-in should be reasonably short; and most importantly, regional
liberalization should be accompanied by external liberalization.® In a recent empirical study,
Vamvakidis (1998) demonstrates that economies grew faster afier nondiscriminatory
liberalization, but slower after participation in an FTA. Economies also had higher investment
ratios to GDP after nondiscriminatory liberalization but lower ratios after joining an FTA.

As noted above, one of the biggest challenges facing SADC is to ensure that preferential
liberalization does not lead to inefficient trade diversion, a real possibility if barriers to external
trade are not considerably and simultaneously reduced. At this stage, SADC does not
contemplate external liberalization.

Multiplicity of regional initiatives

306. SADC is only one of a number of preferential regional initiatives that are proliferating
in the region with overlapping memberships (see Table 26), conflicting objectives and time
schedules.® For example, the Cross-Border initiative (CBI), unlike SADC envisages the
elimination of barriers to intra-CBI trade and the liberalization of external barriers by October
1998.7 The Common Market for Eastern and Southern Africa (COMESA) envisages the
liberalization of intra-trade barriers by 2000 and is working toward the objective of a common
external tariff by an, as yet, unspecified date. The Commission for East African Cooperation
(EAC) foresees internal and external liberalization by 2000. Adding to the multiplicity will be
the FTA between the European Union and South Africa that is currently being negotiated.

*Other principles include the need for rules of accession to FTAs and rules of origin to be
simple and transparent.

SIn addition, overlapping initiatives lead to costly duplication of administrative resources and,
by utilizing scarce political and human capital, create the risk that the reform momentum for
any one initiative or for multilateral liberalization will be dissipated.

"The CBI envisages that member countries would adopt, by October 1998, a tariff structure
comprising no more than three (non-zero rates) rates, with a maximum tariff (including all
import-specific charges) of 20-25 percent and a trade-weighted average of no more than

15 percent. While some members may have already achieved these targets, or close to doing
s0, others have still some way to go.
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307. This multiplicity poses a number of questions that need to be addressed relatively
soon, given the schedules of some of these initiatives. Could SADC members treat non-
members better under new or existing arrangements? For example, if South Africa enters into
an FTA with the European Union, can it give better treatment to the EU than to its SADC
partners? How will rules-of-origin be designed in the context of this multiplicity? Is there the
capacity to monitor such rules? If the external tariffs are different for SADC and CBI, there
will be scope for trade deflection (or transhipment) through countries that are participants in
both. Customs officials will not only have to distinguish between goods originating in SADC
and say the EU, but also between goods originating in SADC and CBI countries.® If two
countries are members of both CBI and SADC, will they be obliged to reduce internal barriers
in accordance with the slower schedule of SADC or the faster schedule of CBI? In either case,
there will be a different pace of liberalization among countries within a regional grouping,
creating the need for rules-of-origin even during the transition period.

The impact of an FTA between South Africa and the EU on SADC members

308. An agreement between South Africa and the European Union (EU) is likely to have a
number of effects on SADC member countries. For non-SACU SADC countries, there is
likely to be a loss of export competitiveness in the EU markets because it would erode the
value of the preferential access (relative to South African exports) that they currently receive
in the EU agreement as a result of the Lomé agreement.” This loss relates not only to trade but
the potential reduction in investment that had located in these countries to benefit from the
benefits granted under the Lomé agreement. In addition, it would erode the value of the
preferential access (relative to European exports) that will be conferred on these countries in
the South African market by SADC. Offsetting these losses will be the gains to the region and
to the non-SACU SADC countries deriving from the increased efficiency that the FTA with

¥The problem of appropriate rules of origin will arise not only when there are overlapping
memberships but also within a regional grouping such as CBI. The reason is that, although all
CBI members are in principle committed to the same tariff structure, that common structure
does not apply on a product-by-product basis; thus, the problem arises because CBI is not
envisaged to be a customs union with a common external tariff.

*The loss of competitiveness in the EU market need not be large because about % of South
Africa’s exports already enjoy duty free access in the EU market under the Generalized
System of Preference scheme.
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the EU will induce in South Africa.'® As noted above, this increased efficiency is necessary for
these countries to benefit from SADC.!

F. Conclusions

309. SADC is one of a number of initiatives in the southern African region. A number

of questions arise from the multiplicity of initiatives, involving overlapping memberships,
conflicting objectives, varied schedules for liberalization, and disparate sets of exclusions from
liberalization. Steps need to be taken by SADC member countries (and by COMESA and the
EAC) to rationalize these initiatives and make them mutually consistent; in this context, and in
view of the benefits of more broad-based liberalization, they should strive toward achieving
the external liberalization objectives of CBL

310. SADC is more likely to be beneficial for countries other than South Africa and for

the region as a whole, the more efficient is South Africa and the more the FTA is combined
with liberalization of external trade barriers. This underscores the need for the region, and
especially South Africa, to improve its efficiency levels, through more ambitious structural
reform. SADC may prove to be welfare-enhancing for South Africa in those sectors such as
textiles, clothing, and footwear, where regional partners such as Zimbabwe and Zambia are
efficient suppliers. This benefit underlines the need for South Africa to avoid exclusions of the
so-called sensitive sectors from SADC, thereby providing increased access for exports of
regional partners. '

This too is subject to the caveat that the FTA with the EU should not lead to inefficient trade
diversion away from efficient suppliers.

UFor SACU members (other than South Africa), in addition to the effects noted above, the
FTA with the EU is likely to reduce fiscal revenue, and therefore there they will need to take
offsetting steps to enhance the domestic tax base. For countries such as Swaziland and
Botswana, a key factor determining the impact of the EU agreement will be the status of the
preferential access granted to these countries by the EU (under special protocols) for certain
products such as sugar and beef. There need not be a significant adverse impact in the EU
market if such access is maintained.
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Two Impacts of an FTA with Reference to SADC

This appendix highlights two likely impacts of the formation of an FTA among SADC
countries. First, the more SADC countries import from each other, the greater the welfare loss
from the FTA. Second, the more efficient the trading partner relative to the rest of the world,
the more likely the welfare gain to countries and to the region as a whole.

Let us assume that Malawi is planning to integrate preferentially with South Africa (SA) under
SADC. In Figure 22, MM represents the import demand curve for a product imported by
Malawi. The supply curve of the product available from South Africa, the potential partner,

is EE. Supply from the rest of the world (ROW) is assumed to be perfectly elastic and
represented by HR.

Under a nondiscriminatory tariff at rate t per unit, supplies from SA and ROW as perceived by
the consumer in Malawi are given by E' E and GB, respectively. Total imports into Malawi
equal OQ; of which OQ, comes from SA and Q, Q, from ROW. Malawi collects tariff
revenue equivalent to rectangle GHNS. The welfare gains to Malawi equal the tariff revenue
(GHNS) and the consumer surplus equal to KGS. The welfare gain to SA is the area HDU,
which is the producer surplus for South African exporters.

Suppose that Malawi integrates with SA by eliminating the tariff on SA’s supplies but
retaining it on those from ROW. Imports from SA increase to OQ, and those from ROW
decline to Q, Q,. The welfare consequences for Malawi are that its consumer.surplus gains
remain unchanged? because the domestic price continues to be determined by supplies from
ROW which still faces a tariff t; but its revenues have now declined (to the area FLSN)
because no tariffs are applied to imports from South Africa (the revenue loss is the sum of the
loss on Malawi’s initial level of imports from South Africa (0Q,) and the newly diverted
imports (Q,Q,). This leads to the first proposition that the greater the level of initial trade
between Malawi and SA, the greater the revenue loss. The gain to SA from the FTA is the
area GFUH, which is the increase in producer surplus to South African exporters. However,
SADC as a whole loses (by an amount represented by the area FLU) because the gains to SA
are less than the loss to Malawi.

Suppose instead that South Africa is a more efficient supplier than ROW. This case is shown
in Figure 23 below, where the perfectly elastic supply now represents SA’s supply schedule.
With a nondiscriminatory tariff, the welfare gains to Malawi are the same as above. However,
in the case of an FTA, the welfare consequences are different. The welfare gains to Malawi
comprise (i) the increased consumer surplus (equal to RSN plus GHNS), which arises because
the consumer price in Malawi has dropped by the full extent of the tariff] (ii) less the tariff
revenue losses on imports from South Africa (WNSJ); the latter are outweighed by the

1ZAll comparisons are relative to the situation under the nondiscriminatory tariff.
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former, and total welfare increases (by the areas RSN+HWYZ). This establishes the second
proposition that the more efficient the partner country, the more likely the gains from an FTA.
In this case, it is also true that the FTA as a whole also gains (equivalent to the gains to
Malawi) because there are no losses to South Affrica.

Of course, it is also true that in both situations considered above, nondiscriminatory tariff
reduction is superior to an FTA and remains the first-best policy option.

Figure 22. Welfare Calculus of an FTA When Partner Country is Less Efficient than ROW

Country Nondiscriminatory tariff FTA
Malawi KGS+GHNS KGS+GHNS-GFLH
(Malawi loses)
South Africa HDU HDU+(GFLH-FLU) = GFUH
(South Africa gains)
SADC (Malawi + South KGS+GHNS+HDU KGS+GHNS+HDU-FLU
' Africa) (SADC loses)
t
/
/
E
c \) F S
‘l\
;
. l
/ |
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Figure 23. Welfare Calculus of an FTA When Partner Country is More Efficient than ROW

Country Nondiscriminatory tariff FTA
Malawi KGS+GHNS KGS+GHNS+RSN+HWYZ
(Malawi gains)
South Africa . 0 0
' (No change to South Africa)
SADC (Malawi + South KGS+GHNS KGS+GHNS+RSN+HWYZ
Africa) (SADC gains)
K gt
E
G J A F S
H
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Table 31. South Africa: Gross Fixed Investment and Capital Stock, 1992-97

1997

Share of total

1993

1994

1995

1996

1997

Total gross investment

By type of organization
Private enterprises 1/
Public corporations
Public authorities

By sector
Mining
Manufacturing
Financial services 1/ 2/
Community, social, and
personal services
Other sectors

By type of asset
Residential building
Nonresidential building
Construction works
Transport equipment
Machinery and other

equipment
Transfer costs

Real fixed capital stock 3/
Private enterprises 1/

Public corporations
Public authorities 4/

100.0

73.1
13.9
13.1

9.0
28.7
219

10.6
29.8

9.2
10.1
14.9
12.4

50.4
2.9

100.0
49.9

19.6
30.6

(Annual percentage change; at 1990 prices)

-2.8

-1.6
-13.4
2.6

-274
5.1
-0.1

1.8
-3.8

-2.3
-6.7
-10.6
-7.0

32
1.3

0.5
1.0

-2.3
1.7

8.7

133
-1.8
-2.1

19.8

9.9
10.7

-0.7
7.5

2.0
-1.1
-3.0

6.1

18.4
15.9

0.9
1.8

-2.3
1.6

103

13.0
-1.7
15.7

9.7
20.9
7.8

-9.2
12.2

0.1
-5.9
0.6
13.0

20.4
24

1.3
2.6

-1.7
1.4

7.8

6.1
15.0
10.6

2.0
7.4
24

4.6
15.7

1.3
9.2
9.9
2.8

10.0
2.8

1.6
2.7

-1.2
1.7

3.5

31
4.0
5.3

4.5
6.2
32

37
1.0

0.3
8.1
10.6
-1.1

33
-8.7

1.7
2.6

-0.9
1.8

Source: South African Reserve Bank, Quarterly Bulletin.

1/ Including transfer costs.

2/ Finance, insurance, real estate, and business services.

3/ End of period.

4/ General government plus four departmental enterprises (Community Development Fund,
Government Motor Transport Trading, Government Printing Works, National Housing Fund).
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Table 32. South Africa: Financing of Domestic Investment, 1992-97

(In percent of GDP at market prices)

1992 1993 1994 1995 1996 1997
Gross private saving 1/ 21.4 22.4 20.9 19.5 19.1 17.8
Less: Depreciation 2/ 13.6 13.1 12.7 12.6 12.3 12.3
Net private saving 7.7 9.3 8.1 6.9 6.9 5.5
Net personal saving 2.7 3.4 2.6 1.2 1.3 0.5
Net corporate saving 5.0 59 5.6 5.8 5.6 5.0
Gross general government saving -4.3 -5.1 -3.7 -2.6 -2.3 -2.7
Less: Depreciation 2/ 1.1 1.1 1.0 1.0 1.0 1.0
Net general government saving -5.4 -6.2 -4.8 -3.6 -3.3 -3.7
Net domestic saving 0.9 1.5 3.7 5.3 49 33
Net foreign saving (current account -1.5 -1.6 0.3 2.0 1.3 1.5
surplus -) :
Net domestic investment 0.9 L5 3.7 53 49 33

Source: South African Reserve Bank, Quarterly Bulletin.

1/ Before inventory valuation adjustment.
2/ Provision for depreciation at replacement value.



175 -~

‘Jusunsufpe uonen[ea AIojusaur pue uonerooxdap 10y uotsiaoid LYY /7
"PHIOM 91} JO 1591 o4 0} pred UOTIEISUNIIAT 33U 10] jusunsnipe 1YY /|

‘utgagng A14014ong) “Yueg 341959y UROLY YINOS :30IN0S

60 |4 61 't 1Y /Z Swodur ajqesodsip eaosiad
Jo 1u9012d ® se Furaes [RUOSIDJ

1'¢s- 'cC 8°8¥- oS- [A 33 L9TE Guraes [euosIad
0°s¢ (4 X4 19 0vv Y41 vL91 peoiqe pue

JusuIuIaA0g [ersusd 03 SIoJsuel], (SS9
801 'zt L'El |4t Lot 80L°99¢€ aImpuadxd IPWNSUO0D ARALLJ (SS9
96 €l (AN L 01 611 6¥91LE auroout ofqesodsIp [euosIag
(44! I'etl 147! €07 ! 6TI°LY SOXE} 199II(] SS9
€01 &4 811 0cI L1I1 8LL'SEY QUIOIUT JUSHM])
6¢cl 91 [ [49% Sev 0LL peoiqy
(a4t 14 011 14! 96 89¢ sosuidIojuo ssousng
'S L8 661 $9 €0 0£¥°€T JUOWIINA0S [IOUSD)
$'s 6’8 961 8¢ LT 896pT POAIS0AI SI9JsULI],
Pel 114 ] (4114 6Ll 6LE°€01 Ayredord woxy swoout JoN
96 €01 0TI To1 011 1€8°01¢€ /1 59940[dWId JO UOILIAUNUISI JON

93ueyo Jussrad PUeI JO SUOITIUI c.H
swroout ajqesodsip
JO orgonng

L661 9661 S661 p661 £661 - L661

L6-€661 ‘SPIOY2SNOY] JO Swioou] a{qesodsi(] JO TMOID) (eI INOS “€€ dqel,



US|y 414214017y ueg SAJASYY UBILYY [INOS :99IN0S

- 176 -

Lo S0 0 L't 0 97T 1% v's oy 0T e £ 8¢ 81 Lv8  98pp JuswIdA03 [eIoudd ssa JAD
WS UMPURIOWAIN
90 Vo €0 6T §0- 9T Ve R4 8t Ll I'¢ 6 14 91l 0000  9'6C¢ 1502 10108] 18 0D
0 0 00 I'T- l- 4 Le 91 T 14Y L1 01 60 4y £61 €701 SIOIALGS JaY)0 PUE JUIWWIBAOT [BISUSH
LT [4! 90 vl S'1 S'e 6'c $T o€ | ¥4 (A 9¢ 9T o el 0¢EL SavIAIRS SSaulsnq pue
‘aJe1sa [Bal ‘0URMSUL ‘QDUEUL]
80 9T 0¢ 14 9’0 T (43 81 (A ST [ (43 Lt T 8L I'ly HOUEIIURILIO0) pue ‘33e10)s ‘Hodsuel]
s ¥'0- €1 0T 1T 8¢ o §'s 9T §0 Le $9 6'¢ S0 191 7's8 Bupiegen pue apel) [1ejal pue J[esajoym
[t 90 0 [ 9°0- 8¢ TT 0e 60 "1 8T Lt T 90 695  §10¢ 103335 3d1Alsg
€l [ 0¢ 1 Sl Tl 01 L1 [A4 vl 81 L1 1 89- 67 4% i uononysuo’)
$0 60 $0 9 0P 6 9'9 6 €9 {34 6V 33 L't [ih4 0y 0IT Tojem pue ‘sed ‘Arolnasg
70 $0- TI- 99 'L T 60~ 6T 80~ £ ¥0 9L §T [4Y 6t L9t Sunmogynuey
[0 (A Lo 9 I'9 ST 4\ I'e 0 (A% Tl o 9¢ 00 Loe 8791 103035 Anysnpuj
£ vl 0s 0L €l 01 v oS 0 (A v re- st €7 gL TIY Suikurend pue Sufuy
9 oo o 06 60t~ Iy L'6S 6'%9 0'66 01 1'62 6v1- 0Tl 0ve AN 1) 74 Surysy pue ‘Aysaio) “2ImmOUIY
£0- 80 8¢ |4 sel- 14 §'SI L9l 6'SC £0 68 §L- £T L £l ¢'s9 103095 Areurtid
(sares [enuue e paisnfpe A[[euoseas) (saoud (661 Ie 98uryo s8eiusolad [enuuy) (saoud Juaumd 1y)
je101 jo puer Jo
I Al I 1 1 Al IIX I 1 Wadlad  suoljjlg
8661 L661 9661 L661 9661 S661 P661 €661 L661

86-£661 1500 10198 12 JONPOIJ QNSO SSOID) [89Y BOLYY YINOS “p€ S[qEL



- 177 -

Table 35. South Africa: Indicators of Mining and Quarrying Activity, 1991-97

Weights 1/ 1991 1992 1993 1994 1995 1996 1997
(Annual percentage change)

Production volume 100 -09 0.4 3.0 -1.6 -1.6 -0.5 2.0
Gold 458 0.7 2.0 1.0 -6.5 -102 42 -0.6
Nongold 542 -1.1 -0.9 4.7 2.6 5.0 2.0 3.6

Gross fixed investment at 1990 prices -6.8 -18.7 274 19.8 9.7 2.0 4.5

Fixed capital stock at 1990 prices 2.1 0.1 -2.0 -1.0 -0.4 -0.3 0.0

(In percent)
Memorandur items:
Share in total capital stock
at 1990 prices 8.6 8.6 8.4 8.2 8.1 7.9 7.8
Share in total nonagricultural )
employment 13.0 12.2 11.7 11.5 11.2 10.7 10.5
Share in real GDP at factor cost 9.6 10.0 10.1 9.6 9.0 8.6 8.6

Source: South African Reserve Bank, Quarterly Bulletin .

1/1In 1990.
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Table 37. South Africa: Nonagricultural

Employment, 1990-97

(1990 = 100)
Public Authorities 1/ Private sector
General Business Manu- Grand
government  enterprises 2/ Total Mining facturing  Total 3/ total
1990 100.00 100.00 100.00 100.00 100.00 100.00 100.00
1991 103.20 98.50 102.40 92.70 97.80 96.50 98.30
1992 105.30 94.50 103.60 85.30 95.10 93.10 96.30
1993 106.10 82.40 102.30 79.60 93.40 90.80 94.30
1994 108.00 76.80 103.10 78.00 93.60 89.70 93.80
1995 108.00 76.40 103.30 76.20 94.40 90.40 94.30
1996 114.10 75.30 108.60 72.80 90.90 88.00 94.30
1997 113.90 73.20 108.10 70.60 87.60 86.00 92.80
(End of quarter; seasonally adjusted)
1992
| 104.00 96.60 102.80 87.70 96.00 94.40 97.00
I 104.70 95.50 103.30 85.20 95.30 93.70 96.60
m 105.80 94.00 104.00 83.80 94.30 92.40 96.00
. v 106.70 91.90 104.30 82.40 94.70 92.00 95.80
1993 '
1 106.40 86.60 103.30 80.70 94.30 91.80 95.30
i1 105.10 83.80 101.80 78.80 93.50 91.10 94 .40
m 105.80 80.30 101.80 78.70 92.90 90.70 94.10
v 106.90 79.10 102.40 77.70 91.60 89.80 93.70
1994
I 107.00 77.60 102.40 78.10 93.20 89.50 93.50
I 107.60 76.50 102.70 78.40 93.40 89.50 93,60
I 108.10 75.80 103.10 77.30 94.10 89.80 93.90
v 109.30 77.30 104.30 77.30 94.10 90.00 94.40
1995
I 109.40 77.00 104.30 77.10 94.50 90.40 94,70
I 105.20 77.00 101.10 76.70 94.90 90.70 93.90
I 105.80 76.20 101.50 75.50 94.60 90.30 93.70
1A% 111.70 75.20 106.20 74.50 93.50 90.10 95.00
1996
I 112.50 75.00 107.10 72.90 91.80 88.80 94.40
I 114.20 75.60 108.70 72.00 90.90 88.00 94.40
111 114.70 75.40 109.20 72.70 90.00 87.60 94.20
v 114.90 75.00 109.30 72.30 90.50 87.60 94.30
1997 .
I 113.30 74.70 107.80 71.60 89.00 86.90 93.30
11 114.50 74.00 108.60 70.70 87.10 86.30 93.10
11 114.10 73.30 108.20 69.70 86.60 85.90 92.70
v 113.50 71.00 107.60 67.40 85.80 85.10 92.00

Source: South African Reserve Bank, Quarterly Bulletin.

1/ Central government, local authorities, provincial administrations, statutory bodies, and
national and independent states (TVBC).

2/ Transnet and the Department of Posts and Telecommunications.

3/ Includes also construction, commerce, and private services sectors (e.g. banking, insurance, hotels,
transport and laundary)
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Table 40. South Africa: National Government Finances, 1994/95—1.998/99 1/
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1994/95  1995/96  1996/97  1997/98  1997/98  1998/99
Budget Est. Budget
(In billions of rand)
Total Revenue 112.2 127.3 148.4 163.0 164.5 177.4
Ordinary Revenue 112.2 1259 146.8 161.8 163.2 176.6
Inland revenue 93.7 105.4 1229 1374 139.6 149.1
Customs and excise 16.5 17.7 19.7 21.5 20.6 24.5
Nontax revenue and grants 1.9 2.8 4.2 2.8 31 3.0
Extraordinary revenue 2/ 0.0 1.3 1.6 1.3 1.3 0.8
Total expenditure 136.9 154.8 175.8 186.6 187.6 200.3
Current expenditure 128.8 146.6 168.7 1789 180.0 192.4
Goods & services 373 249 303 323 38.6
Transfers to Provinces 72.0 84.5 84.1 86.9 90.4
Interest 3/ 242 29.3 34.1 39.6 394 42.5
Other 67.3 20.3 19.8 55.2 21.4 20.9
Capital expenditure 8.1 8.2 7.1 7.6 7.6 7.9
Primary balance -0.5 1.8 6.7 16.0 16.3 19.6
Excluding extra-ordinary revenue -0.5 0.5 5.1 14.8 15.0 18.8
Overall balance -24.8 -27.5 -27.4 -23.6 -23.1 -22.9
Excluding extra-ordinary revenue -24.8 -28.8 -29.0 -24.8 -24.4 -23.7
(In percent of GDP)
Total Revenue 25.2 25.6 26.7 26.2 26.8 26.5
Ordinary Revenue 25.2 253 26.4 26.0 26.6 26.4
Inland revenue 21.1 21.2 22.1 22,1 22.8 22.3
Customs and excise 3.7 3.6 3.5 3.5 3.4 3.7
Nontax revenue and grants 0.4 0.6 0.8 0.5 0.5 0.5
Extraordinary revenue 2/ 0.0 0.3 0.3 0.2 0.2 0.1
Total expenditure 30.8 311 31.6 30.0 30.6 29.9
Current expenditure 29.0 29.5 30.3 28.8 29.4 28.7
Goods & services 8.4 5.0 54 5.3 5.8
Transfers to Provinces 14.5 15.2 13.5 14.2 13.5
Interest 3/ 54 5.9 6.1 6.4 6.4 6.4
Other 15.1 4.1 3.6 8.9 3.5 3.1
Capital expenditure 1.8 1.7 1.3 1.2 1.2 12
Primary balance -0.1 0.4 1.2 2.6 2.7 2.9
Excluding extra-ordinary revenue -0.1 0.1 0.9 2.4 2.4 2.8
Overall balance -5.6 -5.5 -4.9 -3.8 -3.8 -3.4
Excluding extra-ordinary revenue -5.6 -5.8 5.2 -4.0 -4.0 -3.5
Memorandum items:
Consolidated national and provincial
governments (percent of GDP)
Wage bill 10.7 11.9 12.9 11.9 12.8 12.4
Nonwage-noninterest current expenditure 11.3 9.9 10.8 9.5
Capital expenditure 2.7 2.6 2.6 2.4 24 2.2
GDP (billion Rand) 444.9 497.3 556.0 621.0 613.0 669.3

Sources: Department of Finance; and Fund staff estimates.

1/ National budget, fiscal year begins April 1.

2/ Excludes privatization receipts
3/ Cash basis.
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Table 41. South Africa: National Government Revenue, 1993/94-1998/99 1/

(In billions of rand)

1993/94 1994/95 1995/96 1996/97 1997/98 1997/98 1998/99
Budget Prel. Budget
Revenue 98.1 112.2 1273 148.4 163.0 164.5 177.4
Inland Revenue 77.9 92.4 103.9 121.1 135.7 137.6 147.3
Income tax 50.2 59.9 68.1 82.3 89.6 91.7 95.8
Gold mines 0.6 1.2 0.9 0.5 0.8 0.5. 0.2
Other mines 0.5 0.5 0.7 1.3 1.4 1.4 1.2
Nonmining companies 11.2 13.3 153 20.9 22.4 20.5 22.6
Individuals 37.8 45.0 51.2 59.5 65.1 69.4 71.8
Sales tax/VAT 25.4 29.3 32.8 35.9 40.3 40.1 43.4
Other 2.3 32 3.0 3.0 5.8 5.8 8.1
Customs and Excise 16.2 17.9 19.2 21.4 23.2 224 26.3
Customs duty 34 4.2 53 6.5 7.1 6.0 6.7
Surcharge 1.8 1.2 0.5 0.0 0.0 0.0 0.0
Excise duty 5.0 5.8 6.5 6.7 7.9 7.9 9.0
Fuel levy 7.9 8.4 8.9 10.4 11.6 12.1 14.4
Other 1.3 1.6 1.9 2.2 1.9 1.6 1.8
SACU payments -3.1 -32 -3.9 -4.4 -5.2 -5.2 -5.6
Nontax Revenue 2.5 1.9 2.7 3.6 2.8 2.8 3.0
Grants 0.0 0.0 0.1 0.5 0.0 0.0 0.0
Extraordinary Revenue 2/ 14 0.0 1.3 1.6 1.3 25 0.8
of which: Sales of oil stocks 1.4 0.0 1.3 1.6 1.3 1.3 0.0
Memorandum items:
Direct taxes 50.9 61.0 68.9 82.9 93.0 91.7 95.8
Indirect taxes 432 49.3 54.2 61.3 66.0 70.0 72.6

Source: Department of Finance.

1/ Fiscal year begins April 1. Excludes repayment of budget lending.
2/ Excludes privatization receipts.
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Table 42. South Africa: National Government Revenue, 1993/94-1998/99 1/

(In percent of GDP)
1993/94 1994/95 1995/96 1996/97 1997/98 1997/98 1998/99
Prel. Budget Prel. Budget
Revenue 24.8 25.2 25.6 26.7 26.2 26.8 26.5
Inland Revenue 19.7 20.8 20.9 21.8 21.8 22.4 22.0
Income tax 12.7 13.5 13.7 14.8 14.4 15.0 14.3
Gold mines 0.2 0.3 0.2 0.1 0.1 0.1 0.0
Other mines 0.1 0.1 0.1 0.2 0.2 02 0.2
Nonmining companies 2.8 3.0 3.1 3.8 3.6 33 34
Individuals 9.6 10.1 10.3 10.7 10.5 113 10.7
Sales tax/VAT 6.4 6.6 6.6 6.5 6.5 6.5 6.5
Other 0.6 0.7 0.6 0.5 0.9 1.0 1.2
Customs and Excise 4.1 4.0 3.9 39 37 3.7 3.9
Customs duty 0.9 1.0 1.1 12 1.1 1.0 1.0
Surcharge 0.4 0.3 0.1 0.0 0.0 0.0 0.0
Excise duty 1.3 1.3 1.3 1.2 13 1.3 13
Fuel levy 2.0 1.9 1.8 1.9 1.9 2.0 22
Other 0.3 04 04 - 04 0.3 0.3 03
SACU payments -0.8 -0.7 -0.8 -0.8 -0.8 -0.9 -0.8
Nontax Revenue 0.6 0.4 0.5 0.7 0.5 0.5 0.5
Grants 0.0 0.0 0.0 0.1 0.0 0.0 0.0
Extraordinary Revenue 2/ 0.4 0.0 0.3 0.3 0.2 0.4 0.1
of which: Sales of oil stocks 0.4 0.0 0.3 03 0.2 0.2 0.0
Memorandum items:

Direct taxes 12.9 13.7 139 14.9 15.0 15.0 14.3
Indirect taxes 10.9 11.1 10.9 11.0 10.6 114 10.9

Source: Department of Finance.

1/ Fiscal year begins April 1. Excludes repayment of budget lending.

2/ Excludes privatization receipts.
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Table 43. South Africa: Economic Classification of National plus
Provincial Government Expenditure, 1992/93 - 1998/99% 1/

1992/93 1993/94 1994/95 1995/96 1996/97 1997/98 1998/99
Budget Budget Budget
{In billions of rand)

Goods and services 60.1 67.5 712 83.1 91.2 98.3 107.4
Remuneration of employees 42.4 477 56.5 59.0 67.6 738 83.3
Other 17.7 198 20.7 24.1 23.6 24.5 24.1

Interest 2/ 17.5 222 24.9 303 346 386 43.0

Current transfers 327 316 348 39.0 371 372 394
Businesses 10.8 8.6 8.0 8.5 77 69 55
Households 10.7 11.4 149 16.6 16.3 17.6 18.7
Foreign 0.2 0.3 0.2 03 0.2 0.3 0.2
Other general government institutions

and funds 11.0 113 117 136 12.8 12.5 15.0

Capital expenditure and transfers 7.8 10.1 11.3 16.7 142 - 14.8 14.4
Investment 52 6.8 7.9 11.7 10.1 9.4 8.4
Capital transfers 23 3.0 3.0 4.7 39 53 6.0

Businesses, households and foreign 0.4 08 0.5 0.7 0.5 1.4 1.1
Other general government institutions 1.9 2.1 2.5 4.0 | 34 4.0 49
Purchases of shares and loans 03 0.3 0.4 0.2 0.2 0.1 0.0

Unatlocated - - - - 0.5 1.3 1.0

Less: Unspent funds 3/ 1.9 42 8.0 13.0 - - -
Surrenders 0.4 0.7 1.6 4.1 . - .
Funds rolled over to new year 1.5 34 6.4 8.9 -- - -

Total expenditure {cash) 116.2 1273 140.2 156.0 177.6 190.2 205.2

(In percent of GDP)

Goods and services 173 17.1 17.4 16.7 16.3 158 16.1
Remuneration of employees 122 12.1 12.7 11.9 12.1 11.9 12.4
Other : 5.1 5.0 4.7 48 4.2 3.9 36

Interest 2/ 5.0 5.6 5.6 6.1 6.2 62 6.4

Current transfers 9.4 8.0 7.8 7.8 6.6 6.0 59
Businesses 31 22 1.8 1.7 1.4 11 08
Households 31 29 33 33 2.9 2.8 2.8
Foreign 0.1 0.1 0.1 0.1 - - .
Other general government institutions

and funds 32 2.9 2.6 27 23 2.0 22

Capital expenditure and transfers ’ 22 2.6 2.6 33 2.5 2.4 2.1
Investment 1.5 1.7 1.8 24 1.8 1.5 13
Capital transfers 0.7 0.8 0.7 0.8 0.7 0.9 0.9

Businesses, households and foreign 0.1 0.2 0.1 0.1 0.t 0.2 0.2
Other general government institutions 0.6 0.5 06 0.8 0.6 0.6 9.7
Purchases of shares and loans 0.1 0.1 0.1 - - - --

Unaitocated - - - - 0.1 0.2 0.1

Less: Unspent funds 3/ 0.5 1.0 1.8 2.6 - - -
Surrenders 0.1 0.2 04 0.8 - - -
Funds roiled over to new year 04 0.9 14 1.8 - - .

Total expenditure (cash) 334 322 315 3i4 316 30.6 30.7

Source: Department of Finance.

1/ Fiscal year begins April 1; includes transfers to local government, extrabudgetary funds, and social security funds (though
not extraordinary transfers). Actual figures for 1996/97 and 1997/98 not available.

2/ Does not include exchange rate losses on amortized loans, as in Table 40.

3/ These comprise allocations that were unspent during the fiscal year. It is not possible to separate these funds from the
allocations shown in the other lines. The amounts rolled over are shown within the allocations in the next fiscal year.
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Table 44. South Africa: Functional Classification of National plus
Provincial Government Expenditure, 1992/93-1998/99 1/

1992/93 1993/94 1994/95 1995/96 1996/97 1997/98 1998/99
Budget Budget Budget
(In billions of rand)

Protection services 21.2 23.1 27.1 27.7 28.1 29.6 33.0
Defence 10.8 10.7 12.9 12.8 11.8 10.7 11.0
Other 2/ 10.4 12.4 14.2 149 16.3 18.9 22.0

Social services 51.8 58.0 65.4 79.6 ’ 814 88.6 102.1
Education 244 27.8 31.6 36.7 39.2 40.3 46.8

Non-tertiary 21.0 23.8 27.1 31.0 32.3 33.1 38.5
Tertiary 34 4.0 4.6 5.6 6.8 72 8.4
Health 12.7 14.0 15.6 17.7 18.5 20.2 25.1
Social security and welfare 10.0 10.8 13.7 15.7 16.4 18.4 19.8
Housing and related services 1.3 1.6 1.6 35 1.6 4.2 39
Other 3/ 34 3.9 2.9 6.1 57 5.5 6.5

Economic services : 18.4 18.3 17.8 20.2 19.5 18.9 17.1
Agriculture, forestry and fishing 6.1 37 3.6 43 4.4 4.5 4.3
Transport and cormnmunication 5.6 6.6 6.7 1.7 7.7 7.3 6.5
Other economic services 4/ 6.7 7.9 7.4 8.3 7.5 7.1 6.3

of which: export trade promotion 2.7 2.5 2.2 2.3 1.9 1.4 --

Other noninterest 5/ 9.2 9.9 13.2 12.4 13.5 13.2 9.0

Interest payments 6/ 17.5 222 24.9 30.3 34.6 38.5 43.0

Unallocated funds . - - - - 0.5 1.3 1.0

Less: Unspent funds 7/ 1.9 4.2 8.0 14.1 -- -- --
Surrenders and suspensions 8/ 0.4 07 1.6 5.2 - - -
Funds rolled over to new year 1.5 34 6.4 8.9 -~ 48 3.6

Total expenditure (cash) 116.2 127.3 140.2 156.0 177.6 190.2 205.2

Source: Department of Finance; and Fund staff estimates.

1/ Fiscal year begins April 1; general government comprises central and provincial governments,
but excludes local governments, extrabudgetary funds, and social security funds. Actual figures for 1996/97
and 1997/98 not available.
2/ Police, prisons and law courts.
3/ Recreation and culture, community development, other community services and sewerage and sanitation.
4/ Including water, fuel and energy, mining, manufacturing and regional development.
5/ Including foreign affairs, general reserach, general administration, cost of raising loans,
unallocable expenditure, and certain transfers to government enterprises.
6/ Does not include exchange rate losses on amortized loans, as in Table 40.
7/ Includes allocations that were unspent during the fiscal year. It is not possible to separate these funds from the allocations
shown in the other lines. The amounts rolled over are shown within the allocations in the next fiscal year.
8/ In 1995/96, includes recovery from pension fund of R 1060 million, which cannot be allocaied in the categories above.
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Table 45. South Africa: Functional Classification of National plus
Provincial Government Expenditure, 1992/93-1998/99 1/

1992/93 1993/94 1994/95 1995/96 1996/97 1997/98 1998/99
Budget Budget Budget
(In percent of GDP)

Protection services 6.1 5.8 6.1 5.0 5.0 4.8 4.9
Defence 3.1 2.7 29 2.3 2.1 1.7 1.6
Other 2/ 3.0 31 32 2.7 2.9 3.0 33

Social services 14.9 14.7 14.7 14.3 : 145 14.3 153
Education 7.0 7.0 7.1 6.6 7.0 6.5 7.0

Non-tertiary 6.0 6.0 6.1 5.6 5.8 53 57
Tertiary 1.0 1.0 1.0 1.0 1.2 1.2 1.2
Health 3.7 35 35 32 33 33 3.8
Social security and welfare 2.9 27 3.1 2.8 29 3.0 3.0
Housing and related services 0.4 0.4 0.4 0.6 0.3 0.7 0.6
Other 3/ 1.0 1.0 0.6 1.1 1.0 0.9 1.0

Economic services 5.3 4.6 4.0 3.6 35 30 2.6
Agriculture, forestry and fishing 1.7 0.9 0.8 0.8 0.8 0.7 0.6
Transport and communication 1.6 1.7 1.5 1.4 1.4 1.2 1.0
Other economic services 4/ 1.9 2.0 1.7 1.5 1.3 1.1 0.9

of which: export trade promotion 0.8 0.6 0.5 0.4 0.3 0.2 0.0

Other noninterest 5/ 2.7 2.5 3.0 2.2 2.4 2.1 1.3

Interest payments 6/ 5.0 5.6 5.6 55 6.2 6.2 6.4

Unallocated funds -- - -- - 0.1 0.2 0.1

Less: Unspent funds 7/ 0.5 1.0 1.8 2.5 -- - -
Surrenders and suspensions 8/ 0.1 0.2 04 0.9 - -- -
Funds rolled over to new year 0.4 0.9 1.4 1.6 - 0.8 0.5

Total expenditure (cash) 334 322 315 28.1 31.6 30.6 30.7

Source: Department of Finance; and Fund staff estimates.

1/ Fiscal year begins April 1. Actual data for 1996/97 and 1997/98 not available.

2/ Police, prisons and law courts.

3/ Recreation and culture, community development, other community services and sewerage and sanitation.
4/ Including water, fuel and energy, mining, manufacturing and regional development.

5/ Including foreign affairs, general reserach, general administration, cost of raising loans,

unallocable expenditure, and certain transfers to government enterprises.

6/ Does not include exchange rate losses on amortized loans, as in Table 40.

7/ Includes allocations that were unspent during the fiscal year. It is not possible to.separate these funds from the allocations

shown in the other lines. The amounts rolled over are shown within the allocations in the next fiscal year.

8/ In 1995/96, includes recovery from pension fund of R IOGb million, which cannot be allocated in the categories above.
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Table 46. South Africa: Financing of the National Government Budget, 1992/93-1997/98 1/

(In millions of rand)

1992/93 1993/94 1994/95 1995/96 1996/97 1997/98

Fiscal balance before borrowing 2/ -29,446 -26,819 -25,522 -30,234 -31,115 -26,523
Government stock, bonds, and bills 28,180 38,755 24,990 32,536 22,423 19,370
Government stock, bonds and bills issued 32,219 41,385 34,433 41,372 28,613 23,405
Discount on government stock -4,039 -2,630 -9,443 -8,836 -6,190 -4,035
Loan levy 0 0 -710 0 0 0
Other financing 0 0 -19 -4.215 -4,120 -3,976
Foreign loans 537 -140 2,604 1,745 1,277 3,815
Use of cash balances 5,286 1,537 -1,374 1,883 5,812 389
Unusual receipts 1,221 1,506 31 1,358 1,603 2,949
Privatization 108 0 0 0 0 1,697
* Other 3/ 1,113 1,506 31 1,358 1,603 1,252
Unusual transfers -5,777 -14,840 0 3,073 0 0
Gold and Foreign Exchange
Contingency -3,777 -7,500 0 -3,073 0 0
Government Pension Funds -2,000 -7,340 0 0 0 0
Total financing 29,447 26,818 25,522 30,234 31,115 26,523

Source: South African Reserve Bank, Quarterly Bulletin, and Fund staff estimates.

1/ Fiscal year begins April 1.

2/ Reserve Bank data for the central government deficit differ from Department of Finance data owing to
differences of definition and timing,.

3/ Includes receipts from the sale of strategic stocks held by the National Supplies Procurement and
Central Energy Funds.



Table 47.

South Africa: National Government Debt, 1992/93-1997/98

(In millions of rand)

1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
External debt 1/ 2,348 5,201 8,783 10,944 11,394 14,560
Domestic debt 143,384 184,769 218,493 259,860 292,572 319,938
Marketable 138,681 ° 181,890 216,476 258,892 289,852 318,438
Bonds 132,852 174,612 209,458 248,192 275,552 301,153
Bills 5,119 6,568 7,018 10,700 14,300 17,285
Loan levies 710 710 0 0 0 0
Nonmarketable 4,703 2,879 2,017 968 2,720 1,500
Bonds 334 279 175 61 0 0
Bills and floating rate stock 4,366 2,597 1,839 904 2,717 1,497
Loan levies 2/ 3 3 3 3 3 3
Gold and foreign exchange
contingency reserve account 3/ 8,934 2,190 4,147 0 2,169 73
Debt of former homelands 4/ 13,072 8,883 4,472 1,810
Total government debt 154,666 192,160 244,495 279,687 310,607 336,381
(In percent of GDP) 44.5 48.6 492 56.1 55.9 54.9
Memorandum items (as a percentage of total debt):
External government debt 1.5 2.7 3.6 3.9 3.7 4.3
Domestic government debt 92.7 96.2 89.4 92.9 94.2 95.1
Marketable 89.7 94.7 88.5 92.6 93.3 94.7
of which: Bonds 85.9 90.9 85.7 88.7 88.7 89.5
Nonmarketable 3.0 1.5 0.8 03 0.9 0.4
Other (listed above) 5.8 1.1 7.0 32 2.1 0.6

Sources: South African Reserve Bank, Quarterly Bulletin; 1997/98 Budget Review; and staff estimates.

1/ Adjusted for exchange rate changes.

2/ Including tax redemption certificates and personal saving.

3/ Includes losses on forward exchange cover provided by the Reserve Bank.
4/ This debt is being gradually regularized, mainly into marketable bills and government stock.
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Table 48. South Africa: Growth Rates of Monetary Aggregates, 1988-98 1/

MIA Ml M2 M3

(Percentage change from year ago)

1988 25.0 23.1 352 273
1989 10.4 9.6 26.7 223
1990 143 15.1 12.8 12.0
1991 17.7 14.0 15.7 12.3
1992 March 252 13.5 11.5 9.0
June ' 18.6 10.5 11.5 72
September 23.6 232 12.8 8.7
December 16.2 17.5 10.8 8.0
1993 March 19.4 10.4 5.1 5.7
June 18.1 11.0 1.8 33
September 6.9 0.0 1.3 4.3
December 16.6 6.7 3.9 7.0
1994 March 25.7 19.4 13.6 12.3
June 25.1 . 28.2 17.4 15.0
September 28.8 26.1 18.5 14.3
December 24.8 23.7 20.6 15.7
1995 March 6.6 10.4 12.6 12.2
June 17.0 7.8 15.6 16.8
September 12.9 12.7 11.5 16.1
December 16.8 193 13.9 15.2
1996 March 16.1 27.0 17.8 15.3
June 14.7 28.7 17.9 15.7
September 18.7 30.7 184 14.5
December 21.9 30.9 15.7 13.6
1997 March 257 30.1 17.8 16.5
June 24.5 19.1 13.0 12.7
September 252 23.7 17.5 16.3
December 23.0 17.3 18.7 17.2
1998 March 25.0 14.8 15.3 153

Source: South African Reserve Bank, Quarterly Bulletin.

1/ M1A includes coins and bank notes in circulation and check and transmission deposits with banking
institutions, building societies, and the Post Office Savings Bank. M1 is defined as M1A plus other demand
deposits with banking institutions. M2 is defined as M1 plus other short-term deposits and medium-term
deposits with banking institutions and building societies, plus savings deposits with, and savings
bank certificates of, the Post Office Savings Bank. M3 is defined as M2 plus all long-term, deposits with
banking institutions and building societies (including, for the latter, other "share” investments), plus
investments in national savings certificates issued by the Post Office Savings Bank.
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Table 49. South Africa: Monetary Survey, 1994-97

1994 1995 1996 1997
(In billions of rand)
Net foreign assets -7.4 -1.5 -22.0 -15.7
Short-term -5.0 9.2 -23.9 -16.7
Gross reserves 14.1 18.2 16.8 36.6
Reserve Bank 111 15.7 10.3 28.5
Commercial banks 3.0 25 6.5 8.1
Liabilities 23.1 27.4 40.7 533
Reserve Bank 5.2 0.0 0.0 9.8
Commercial banks 18.0 27.4 40.6 43.5
Long-term 1.7 1.7 1.8 1.0
Net domestic assets 251.5 288.7 341.5 389.9
Credit to government, net 15.5 5.8 10.2 20.0
Claims on government 319 31.8 39.6 48.2
Government deposits 16.4 25.9 29.5 28.2
Credit to private sector 268.9 316.2 367.0 420.1
Other items, net -32.9 -33.3 =357 -50.1
Broad money (M3) 244.1 281.2 3194 374.2
of which M1 94.5 112.7 147.6 173.1
(Annual percentage change)
Net foreign assets -13.2 -2.2 -192.8 28.8
Net domestic assets 156 14.8 18.3 14.2
Credit to government, net 107.8 -62.3 74.6 96.2
Credit to private sector 17.0 17.6 16.1 14.5
Other items, net -66.4 -1.3 7.2 -40.2
Broad money (M3) 15.7 15.2 136 17.2
(Contribution to growth in M3)
Net foreign assets -0.4 -0.1 -5.2 2.0
Net domestic assets 16.1 15.2 18.8 15.2
Credit to government, net 38 -4.0 1.5 3.1
Credit to private sector 18.5 15.4 18.1 16.6
Other items, net -6.2 -0.2 -0.9 -4.5
Memorandum items:
Income velocity of M3 1.84 1.78 1.76 1.64
Official risk indicators 1/ (In percent)
Share of non-performing loans in total lending 3.6 33 3.2 3.2
Risk-based capital asset ratio 9.1 10.0 9.7 9.9
Financial sector risk factors
Share of foreign exchange loans in total ending 2/ 3/ 5.0 4.7 3.7 3.6
Share of foreign deposits in total deposits 2/ 0.4 0.5 1.3 2.0
Share of foreign currency denominated liabilities in total liabilities 2/ 5.4 6.2 5.8 6.3
Share of short-term deposits in total deposits 4/ 355 36.9 43.4 43.6
Share of mortgage advances in private credit 5/ 42.8 43.2 433 42.7
Increase in value per real estate transaction 2/ 14.4 4.2 2.7 5.0
Market assesment )
Share prices of financial institutions 6/ 379 505 558 786

Sources: South African Reserve Bank; and Fund staff estimates.

1/ Banks are audited using acceptable international standards. In addition, in line with the EU's Capital Adequacy
Directive, capital adequacy requirements are also imposed on securities trading.

2/ Annual average.

3/ Including foreign financing in bank's own name on-lent to clients.
4/ Short-term deposits include cheque and demand deposits.
5/ Annual average, except for 1998 which is the March figure.

6/ Index, 1990 = 100.
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Table 50. South Africa: Interest Rate Developments, 1993-98

(In percent)

Short-term rates Long-term rates

Rate on Predominant

Rate on three-month rate on new

interbank deposits with Clearing Government mortgages;

Bank rate/ deposits Treasury commercial bank prime bond participation

Repo rate 1/2/ at call 2/ bill rate 3/ banks 2/ overdraft rate 2/ yield 2/ 4/ bonds 2/
1993 March 109 113 11.9 16.3 14.5 15.9
June 13.0 10.8 11.9 12.0 16.3 14.7 15.1
September 13.0 112 116 117 16.3 133 15.1
December 12.0 9.6 10.2 10.3 153 123 15.1
1994 March 120 9.6 10.1 10.3 153 13.0 14.0
June 12.0 104 10.8 10.5 153 14.5 14.0
September 13.0 9.8 108 11.5 163 16.9 14.0
December 13.0 11.6 125 12.6 16.3 16.8 15.1
1995 March 14.0 11.9 13.0 13.5 17.5 16.7 15.1
June 15.0 12.9 13.8 143 17.5 16.8 16.7
September 15.0 13.6 14.0 13.8 18.5 15.5 17.5
December 15.0 14.8 139 135 18.5 14.6 17.5
1996 January 15.0 143 14.0 13.8 18.5 13.8 17.5
February 15.0 143 13.9 13.8 18.5 14.1 . 17.5
March 15.0 14.1 14.1 13.8 18.5 15.0 17.5
April 16.0 14.6 143 143 19.5 15.8 17.5
May 16.0 16.0 15.9 14.8 20.5 16.5 17.5
June 16.0 16.0 15.8 15.5 20.5 15.8 19.5
July 16.0 153 15.0 15.2 19.5 154 19.0
August 16.0 : 16.2 15.9 15.5 19.5 15.8 19.0
September 16.0 154 153 152 19.5 154 18.3
October 16.0 15.7 15.0 155 19.3 15.8 183
November 17.0 16.9 153 15.8 20.3 16.2 183
December 17.0 17.7 15.9 16.0 203 16.2 18.6
1997 January 17.0 17.2 16.2 16.0 203 15.8 19.6
February 17.0 16.0 15.8 15.8 20.3 15.0 19.6
March 17.0 16.0 15.8 15.8 20.3 152 19.6
April 17.0 15.9 15.8 15.8 20.3 152 19.6
May 17.0 15.6 15.7 15.8 20.3 15.1 19.6
June 17.0 153 15.5 155 203 14.7 19.6
July 17.0 15.2 15.1 15.5 203 142 19.6
August 17.0 15.6 148 15.3 20.3 14.2 19.6
September 17.0 155 14.7 153 203 142 19.6
October 16.0 14.8 14.6 15.0 193 14.1 19.6
November 16.0 15.0 14.6 14.5 193 14.5 19.6
December 16.0 15.0 14.7 14.5 19.3 14.1 18.6
1998 January 16.0 14.8 144 14.5 19.3 136 18.6
February 16.0 143 14.0 193 135 18.6
March 15.0 13.0 13.1 183 133 18.6
April 14.9 13.0 ' 12.9 183 13.0
May 18.0 17.0 133 183 14.0

Sources: International Monetary Fund, Infernational Financial Statistics; and South African Reserve Bank, Quarterly Bulletin.

1/ Until February 1998, Reserve Bank's discount rate for short-term government paper. Thereafter, average repurchase rate.
2/ End of period.

3/ Averages for each Friday of the month.

4/ Average yield on government bonds with a maturity of ten years and more.
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Table 52. South Africa: Balance of Payments, 1993-97

(In millions of U.S. dollars)

1993 1994 1995 1996 1897

Current account balance 1,852 =340 -2,736 -1,697 -1,913
Trade balance 5,844 3,485 1,721 2,328 1,979
Exports 24,172 24967 28,857 29,734 30,378
Net nongold, fo.b. 17,299 18,298 22,644 23,613 24,774

Gold 1/ 6,872 6,669 6,214 6,121 5,604
Imports, f.o.b. . -18,327 - -21,481 27,136 27,406 -28,399
Nonfactor services -2,009 -1,937 -1,462 -681 A -496
Credits 3,730 4,171 4,740 5,030 5,475
Debits -5,739 -6,108 -6,202 -5,711 -5,971
Factor services 22,115 -1,933 -3,029 3,272 -3,287
Credits 716 891 1,145 1,118 1,353
Debits -2,831 2,824 -4,174 4,389 -4,640
Interest -1,905 -1,877 -2,496 -2,567 -2,968
Dividends and profits -825 -827 -830 -1,115 -1,030
Taxes -101 -120 -120 2 0
Transfers 131 45 33 -73 -109
Private 68 29 -36 -44 -84
Official 64 74 69 -29 -24
Capital account balance -4,666 1,219 5,240 621 4,394
Long-term capital, net -83 987 5,026 1,569 6,519
Private 800 -169 2,100 14 2,246
Official -883 1,156 2,926 1,554 4,273
Short-term capital, net -1,623 1,392 1,842 1,768 -764
Private -1,792 860 2,264 1,981 -693
Public 169 533 422 213 212
Errors and omissions -2,960 -1,160 -1,629 2,716 -1,360
Change in net reserves (on a transactions basis) 2/  -2,814 881 2,489 -987 2,349
Change in liabilities relating to reserves 3/ 2,274 -117  -1,455 -1 1,662
SDR allocations and valuation adjustments 493 97 86 693 53
Change in gross reserves 2/ -47 861 1,121 -296 4,064

Memorandum item:

Current account/GDP (in percent) 1.6 -0.3 2.0 -13 -1.5

Sources: South Affican Reserve Bank, Quarterly Bulletin; and Fund staff estimates.

1/ Net foreign sales of gold plus changes in the gold holdings of the Reserve Bank and other banking institutions.
2/ Gold and foreign exchange reserves of the Reserve Bank, the banking sector, and the Central Government.

3/ Liabilities refated to reserves include all foreign short-term liabilities of the Reserve Bank and other banking
institutions and short-term foreign loans to the Central Government by foreign banks and authorities.

The national definition excludes obligations to the Fund.



- 195

* JINI 21 0} SUOLEBSIQ0 aPN[OXS Ing
Ste0] UBI0I0] ULI0}-4I0YS PUE Jued SAIsSY i) JO SORIIGRI] ULS}-4I0YS USIRI0] [[é SPRIOUT SOAIOSOI OF Poye[el SSHINIQEIT /S
“JUSUIIBAOL) [BIUS)) ST} PUB “10309s BUDULq oY) “JUBE SATesay ST JO §9AI0SaT S3UBYIXS USI2I0) PUB PIOD /b

*SUONOBSURY PAPIOOIUN SUIPN[OUT J0J09S ATRJSUOWINOU SjeAlld /€
“ueq satesay ayi BWpNOXy /T

‘suoyISUl SUNjIreq JOY0 puB Nuey SAIasay ot Jo sdurpjoy pjod ayp up sadusyo snid pjod Jo sofes udieo) 10N /1
“SOYRWISS JJE)S pUn pue ‘uysjng djiaiong) jued oAlosay UBOLY YIuo§ :S30In0g

619 LT9 12554 68¢ [4%°] [45% 9eT- L6l- 828 € ove- TLS $9A19591 $S0IF I STy
spuounsn{pe

S01 4! 6¢ Ive- €L 0¢l we ve o1~ 0L~ S9 ¥01 uoyenyeA pue suonedofe JYJs
/S S9AI9521 0)

SoL LOL 192~ 47 3 1el 6 I- 99¢- 98- 009- (1t pare]el SOIfIqEI] Ut 93UBYD
/¥ (sIseq suonyoBsUBIL

1sT- £9¢- 91LC i8¢ £69 Pes- 98- LES" S0T°1 127! 68C 088 © U0) S2AJ2s0I JaU U] 55Ul

68¢ LEE 16T 8 122" 65T €LT [ ¥4% (4541 98 98Z°1 £v9°T sjusweAow feides [Bl0L
Svi- eLYV- 651°T- 9s¢- 8¢eL- cot- 989°1- S0~ oL~ L0S- £08- 1144 /23890
£ L6 8vL (489 LTLT so1- Sl 6£0°1- 66V 1274 9111 414 /T 303038 djeAlq
9 €1- st- (4 ST 98- (44 $8- 11 L LOS- 0s 103295 dHqud

i 8SH 1~ 9Ty 96~ £96 y6T- 5T 879°1- £61- LEE S61- 656 30U ‘feydeo ULIa-LI0YS
9011 091°1 74 o 06€ 150°T- £ST 314 90L (484 9¢s $69 LSy Jojoas jeAld
SLS- cE9 118°¢ 8¥S (443 81T 65T 66§ €5T°T Ly9 L8L LTT Joyoas oljqud

(439 S6L°1 3€E°E LE6 6Cl- 33 149 SOET $99°1 £81°1 181 89 3ou “(epdeo uua-guo]

0y9- 009- 961~ 09~ 6¢l- SLS- 6SL- piz- L9T- TiL- 866~ €9L- S0UB[8q JUNOIJE JUSLIT)

(paisnfpe AJjeuosess Jou ‘Bjep [BNOY)

SeL- 98V~ 96¢- 8LE" see- €L (4% 0s€- 00§~ $8¢- 810°T- 8¢8- 30UB[Eq JUNOJIE JUSLINY

656" 6L6” 896~ $86- 196~ L66™ 086" £01°T- LEOT- £vT1- 610°1- 091°1- SiajsuBg pue sa0IATS 19N
(444 £6v €L9 L0S LT9 ¥eL Leg £SL LES LS8 4 e S0uefeq Spelf,

£ETL- pLILL £61°L- 158°9- LSL'Y ¥£6°9- £2L°9- 910°L- £20°L- 789°9- SyLs- £89°9- ‘qoy ‘spoduwy

8EE°T 66€°1 78€°1 8841 PIv'1 L09T 8911 £69°1 98¢£°1 60L°1 0€s°T 065°1 /1 sodxe p[od joN

611°9 8029 £87°9 0L6°S 0L6°S 150°9  T6¥'S 911% pLL9 1£8°¢ LTS Siv's "q0y ‘spodxs pjo3uoN

(so1n3iy paysnipe Ajjeuosess)
Al IIL II I Al I 1II 1 Al 1II II 1
L661 9661 S661

(srefjop "§°[) Jo suoy[Iu uJ)

L6-5661 ‘Sauked Jo souejeq Apspend [BoLJY HUOS "€ 9[qEL



- 196 -

*JNT 941 0} suoyedjqo sepnjoxs Ing seRLIoOYNE
v:m syueq US1010] Aq JUSURLISAOD) JeIua)) S1) 0} SUeo[ USIaJ0] WLIS]-JIOYS puk MUBH SAI0SSY SU JO SSUIfIqRT] Ulls]l-1joys uJrelof [[e opnjoul S3AIso1 0} PJe[T SSUIIqel] /S
‘JUSURIISAOD) [eRUS)) SU pue ‘10j0ss Supjueq sy “ueg 2AI9s9Yy OU) JO S2AIsl 93UrYoXs USI9I0f PUB P[OD /b
‘SUOYOESUEY PAPIOIAIN SUIPRIIUT J0J09s ATRISUOWIUOU )AL /€
ureg] aa10s9Y oty uIpnjoxy /T
‘SuUORMNSUY Sunjueq JOUO pue Nuegd oAI9s9Y] oYy Jo sSurpjoy pjoT oy wx soSueyd snjd pjod Jo sefes uSiaIof 1N /1
‘uyeyng Ajs1aonc) e SAISSSY UBOMY YINOS :S30IN0S

9L6°C €167 LETIT 6§97 1€6°C LSST- 9101~ ThL- L20°E £8- 168~ 10T /b $oA1893 55018 Ul 98uRyD
sjusugsnfpe

€05 PLS $9T $80°T- LEE €8S 8£0°1 L8TT Le- $SZ- LET 0LE UOTIBN[BA PUE SUOTROO[[E JS
/S SOATSS3I 0}

LLY'E 095°€ 991°1- 020 179" 98¢ 6€ ' 8cEl-  SIE- S81Z-  89%°I- pajejel soRIfigel] Ul a3ueyD)
J (siseq suoyoesuvly

vOT - 1CTT- 8EITI 0TL1 122°¢ 9TLE- €607~ STOT- 0by L8Y 1$0°1 6EL°E ® 10) $9AI9891 JoU U] a3uel)

0 0 0 0 0 0 0 0 0 0 0 0

1481 $9¢°1 9I0°CT  ¥6L'E 998°E 9SI‘l-  9L1T L1Z1- 8LE'S $80°¢ €89 858°s sjustzAous [e3ideo 1810,
969" 8617~ 8LIS-  60S°T- £TY'E- LS S9T'L- 061~ 1LS'C-  912C- €T6T- 91§81 J{x="Te)
S1- €IS TYeE'S 80T 9008 69~ LT9 916°¢" ¥Z8°1 888 190 STLT JT 103095 ajealid
8T 09- 99- £€T- S11- 98¢€- £6- 61¢- o L6 P81~ 8LI Joposs oljgnd

£89- ILL°9- TOGT- vebe So¥'y TIET- 980°T-  LEI9- SOL- €21~ 604" 61v°E jou ‘[eydeo uusiioys
91€‘s LBES PI1T-  8SLT VL8 OEI‘T 12201 7997 S0s°T 956°1 625T 829°1 103095 3jBAL]
9L°T-  6¥6T TEOLT  OLPC SLTY yL6- 8111 85T°C 8LSY 09¢C £98°C 118 Joyass o1[qny

125%4 O¢E'g 816%1 8TV 665~ 961 7977T 06 €809 9IEy T6€°S 6£¥T 19U “Tepided unsy-5uo]

SLO‘E-  98LT-  8L%- ¥LOC- Sh9- 0LST-  69T°¢ 808" 9L6- 8657T-  TE9'E-  6ILT- 90UB[Eq JUNOIOB JUSLINY)

(paisnfpe AJjeuosess J0U “BJep [enOY)

1es’e-  9sTT-  ITET- SOLT- IS§1-  1TT1- 861 ITET- ST8T-  90v'T-  soL'e-  686°T 30Ure[eq JUNOIOE JUSLIND)

609  LvSY-  STEY- v LSYy-  LSYr T 091 68L°c-  EESH-  TIL'E SEIY SIoJsUeX PUB SO0IAISS JoN
6L0°T 62T LOOE 6ELT 906°C 9€T'E £70°T 6£8°C £96°1 FAN 9 LP1T soue[eq apel],

SSLbE-  8E0°€E-  LPITE-  P06°0E- TEETE-  966°0€-  1L6RT-  8bP°9T- $99°62~  SLEWT-  €SSHT-  0E8°ET- ‘q-o’J ‘suoduif

679 6679 $LI%9 TIL9 8559 ¥81°L STE9 £€2°9 790°s PE€T9 695°S 0L9%S /1 spodxa pjog1aN

pov6T  1€8°9C  9L6'8C  1€6°9C 6L9°LT  SVO'LT  OL9ET  PSO'ET €96°TT  69T°I1T 68681  90E'61 "q'0J ‘sHodxe pjosuoN

(sean3yy paysnfpe 4|jeuosess)
AL it il 1 Al il il 1 Al il I i
1661 9661 S661

(pusx yo suoy[[iw uf)
L6-5661 ‘siusuked Jo aouefeq Ajieprend) [BOLJY ROS ¢S 9[qBL



~ 197 -

‘pasufpe Ajfeuosess aie vjep Apyrend) /¢

‘o8e10ae poutad (- uonyeroaidop) soBueyo sje1 s3ueloxe 10J paysnlpe sooud JoWINSUOD SALR[OY /¥

SIOIAISS JOJOBJUOU pUR SPO0D) /€
‘pueryy /T

"Swayl winpuelouiswr 10§ jdeoxs eyep Apepenb pajsnfpe Ajjevosess /1

‘SOJRTUNSS YIS PUL] PUR SOUSYDIS [DIOUDULL [DUOYDULBIUT “PUN ATRISUOIN [RUOYRUIN] ‘uyang A14a210n7) “ueg] oAI9SSY UESLIY YInog [$90100§

Lo 00 91 1'0- £0- LT L'l 01 v'T o't 79 (A /6 (suodxq "Jour) puewap ousswoq
'8 £9 L6 801 puewop odw [fo-UoN
(4 9T 6T (R4 PUBLISP DUSAWOP [€I0],
(4499) ssswred Fuipei,
£ v'0- Pe 01 L0 $T £01-  £0 0L L 0¢e 2 /v 1B
6't- vi- €T '8 8T £ yir- 1l 70 0zl- V'L [ [BWWON
(SA1) ayes o3uByoxe oAl
1SWB}] WNPURIOWIN
I'o- [ 8T €1 ¢l L'1- 80 [ 01 §'0 §'0- 0'e s8uelp o8ejusoIsg
¢T01l 9701 L'tol 67001 9'66 I'Tor 8701 0201 +$201 #1101 6001 #$10T 00T = 0661 Xapuf
pjo3 Buipnjoxyg
0 I 6’1 90 91 e1- 61 8’1 v1- T vl (134 95ueYd a3EjUs0Iog
¥I01  TI0T L'T0T 8001 Y101 10t S+01 9701  ST10T 6701  S00T 6101 001 = 0661 Xopy]
plo3 Surpnjou]
/€ SPBY JO SWLS],
71 €T 1°0- 80" (44 't vy 80 99 6L '8 9L $391ATOS JOJOBJUOU pUB SPOODH
/T Spodul Jo onjeA 3
01 el L't S0 9C L1 £'s |4 L'L £ 6L (10 3¢ $901A13§ JO}OBJUOU PUE SPO0T ploduoN
£1 80 8’1 PI- T 1T 9 9T s $'01 6'9 0Tt S9JTAISS JOJORJUQU pUE SPOOH)
. /Z SHodxe Jo onjeA JIU[)
0'e 1'0- 8% 10~ Ve 9y 8t €1 9 76 [ VA 791 SSOIAJSS JOJORJUOU pue SpooH)
spodut Jo swnjop
€0 €1 (A% €1- 1'1- [ £e 't £¢ 6'rl 129! (184 SOSIAISS JOJORJUOU PUB SPOOS PJOSUON
£0- 10 ¥ 'l L'C 6'11 Al (4 €S vl 00t 01 §90JAISS JOJOBJUOU pUB SPOOH
spodxa Jo swumjop
Al Jutl )1 I Al Il 1 I
L661 9661 L661 9661 se6l 7661

(pourad snoirexd woly s3ueyo sfeusoled)
L6-v661 ‘suodur puw spodXd JO dnjeA UM PUB SWAJOA [BOLYY HOS 'S§ S[qRL



- 198 -

Table 56. South Africa: Services and Transfers, 1993-97
(In millions of dollars)

1993 1994 1995 1996 1997

Services
Receipts 4,446 5,062 5,885 6,147 6,828
Freight 353 381 336 253 295
Other transportation 1,017 1,020 1,005 936 1,029
Travel 1,327 1,569 1,917 2,293 2,581
Investment income 716 891 1,055 1,006 1,230
Interest 129 188 268 238 544
Dividends and profits 501 602 664 653 686
Taxes 87 102 124 115 0
Other income 1/ 1,033 1,202 1,572 1,660 1,693
Payments - -8,570 -8,933  -10376 -10,100 -10,611
Freight -1,241 -1,364 -1,859 -1,828 -1,920
Other transportation -1,010 -1,166 -1,171 -1,012 -1,022
Travel -1,870 -1,848 -1,822 -1,737 -1916
Investment income -2,831 -2,824 3,446 -3,684 -3,998
Interest -1,905 -1,877 -2,496 -2,567 -2,968
Dividends and profits -825 -827 -830 -1,115 -1,030
Taxes -101 -120 -120 -2 0
Other payments 2/ -1,619 -1,731 -2,077 -1,839 -1,755
Net -4,124 -3,871 -4,491 -3,953 -3,783
Freight -887 -983 -1,524 -1,575 -1,625
Other transportation 7 -146 -166 -76 7
Travel -543 279 95 556 664
Investment income -2,115 -1,933 -2,390 -2,678 -2,768
Interest -1,777 -1,690 -2,228 -2,328 -2,424
Dividends and profit -324 -226 -166 -462 -344
Taxes -14 -18 4 113 0
Other -386 -529 -505 -179 -61
Net transfers 131 45 33 -73 -109
Private 68 - =29 -36 -44 -84
Central Government 64 74 69 -29 -24
0 0 0 0 0
Net invisibles -3,993 -3,825 -4.458 -4,025 -3,891
(In percent of GDP) (3.4) (3.1) " (3.3) (3.2) (3.0)

Sources: South African Reserve Bank, Quarterly Bulletin ;, and Fund staff estimates.

1/ Income from nonmerchandise insurance and other foreign earnings.
2/ Payments for nonmerchandise insurance and other foreign payments.
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Table 57. South Africa: Net Capital Movements, 1993-97
(In millions of dollars)

1993 1994 1995 1996 1997

‘ Prel.

Long-term capital -83 987 5,026 1,569 6,519

Public sector -883 1,156 2,926 1,554 4273

General government 51 992 1,123 1,866 . 2,784

Public corporations -935 164 1,803 -312 1,489

Nonbank private sector 819 218 2,000 310 2,425

Direct investment, net -172 -100 385 855 -261

Nondirect investment, excluding 131 208 368 -1,477 -1,065

net purchases of securities
Net purchases of securities 860 110 1,247 931 3,751
by nonresidents

Banking sector -19 387 100 295 179

Short-term capital -1,555 1,392 1,842 1,768 -764

Public sector 169 533 -422 -213 -72
General government 145 485 -475 0 0-

Public corporations 24 48 53 -213 =72

Nonbank private sector -712 -102 -79 -321 -936

Direct investment -130 295 -35 101 -530

Nondirect investment -582 -398 -44 -422 -406

Banking sector -1,013 962 2,343 2,303 244

Errors and omissions -2,960  -1,160 -1,629 -2,716 -1,360

Net capital movements -4,598 1,219 5,240 621 4394

Sources: South African Reserve Bank; and Fund staff estimates.
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Table 58. South Africa: External Debt, 1992-97 1/

1992 1993 1994 1995 1996 1997 4/
(In millions of U.S. dollars)
Debt outstanding (at year-end)

Medium- and long-term 2/ 8,342 8,145 11,444 12,549 11,424 11,653
Public sector 3/ 5,260 5,481 6,197 7,319 7,249 7,325
Private sector 3,082 2,664 5,247 5,230 4,175 4,328

Short-term 2/ 8,959 8,545 7,203 9,765 12,159 11,736
Public sector 3/ 3,200 3,731 3,684 1,363 1,958 1,515
Private sector 5,759 4,814 3,519 8,402 10,201 10,221

Total external debt 17,301 16,690 18,647 22,314 23,583 23389
Public sector 8,460 9,212 9,881 8,682 9,207 8,840
Private sector 8,841 7,478 8,766 13,632 14,376 14,549

Memorandum items: (In percent)

Total external debt (in billions of rand) 5/ : 83.2 86.7 98.8 120.5 154.2

Debt /GDP 5/ 227 21.8 23.0 24.7 26.1

Debt / Exports of goods and nonfactor services 5/ 95.1 89.2 92.9 95.1 91.8

Share of short-term debt n total debt 51.8 51.2 38.6 438 51.6 50.2

Interest payments/exports of 6.6 6.7 6.3 7.2 7.2

goods and nonfactor service

Sources: South African Reserve Bank, Quarterly Bulletin ;, data provided by the South African authorities; and

Fund staff estimates.

1/ Foreign currency denominated debt.

2/ The distinction between short-term and long-term debt is not based on the original maturity structure, but on the
schedule of repayments, i.e. , short-term debt comprises all amortization payments due over the next year.
3/ Central Government, local authorities, public business enterprises, public corporations, and debt of the monetary

sector that is not affected by the debt standstill.
4/ As of end-June 1997.
5/ Including rand denominated debt.
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Table 60. South Africa: Exchange Rate and Gold Price Developments, 1992-98
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{Average date)
U.S. dollar/ U.S. dollar/ Effective exchange rate 3/ London gold price 5/
Rand Financial rand 1/ Nominal Real 4/ Rand U.S. dollars
Discount Index 1990=100
1992 0.351 0.206 37.160 94.40 107.70 980 344
1993 0.306 0.233 20.880 91.00 105.50 1,177 360
1994 0.282 0.246 12.900 86.30 100.80 1,363 384
1995 0.276" .79.90. 97.80 1,393 384
1996 0.233 70.30 90.30 1,664 388
1997 0.217 70.60 96.60 1,523 331
1996
Jan. 0.275 81.6 102.2 1,453 399
Feb. 0.267 79.4 99.7 1,516 405
Mar. 0.255 75.9 95.6 1,557 396
Apr. 0.238 71.4 90.0 1,657 393
May 0.229 69.2 87.9 1,715 392
June 0.230 69.5 89.2 1,677 385
July 0.228 68.4 87.9 1,684 383
Aug. 0.221 65.9 85.2 1,753 387
Sep. 0.222 66.8 87.2 1,725 383
Oct. 0.219 66.1 86.9 1,744 381
Nov. 0.215 64.4 85.2 1,759 378
Dec 0.214 64.9 86.5 1,729 369
1997
Jan. 0.215 66.9 89.7 1,648 355
Feb. 0.225 72.0 97.0 1,544 346
Mar. 0.225 72.9 98.8 1,561 352
Apr. 0.225 73.2 99.5 1,532 345
May 0.224 72.0 98.1 1,536 344
June 0.222 71.5 98.0 1,532 341
July 0.219 71.7 98.5 1,477 324
Aug. 0.213 71.4 98.2 1,517 324
Sep. 0.213 70.6 97.4 1,514 323
Oct. 0.212 69.5 96.2 1,530 325
Nov. 0.207 67.4 933 1,481 306
Dec. 0.205 68.4 94.9 1,408 289
1998
Jen. 0.202 68.4 95.2 1,408 289
Feb. 0.203 68.0 94.9 1,468 297
Mar. 0.201 67.7 95.1 1,472 296
Apr. 0.198 66.8 94.0 1,551 308
May 0.197 1,523 299

Sources: South African Reserve Bank, Quarterly Builetin; and International Monetary Fund, International
Financial Statistics.
1/ End-of-period.

2/ The difference between the commercial and the financial rand as a percentage of the commercial rand.
3/ IMF estimates.

4/ Relative consumer prices, adjusted for exchange rate changes.

5/ Average daily fixing price per fine ounce.









