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Abstract

Economic growth remains one of the key macroeconomic objectives of most
governments. South Africa witnessed moderate economic growth rates between
1994 and 2006, except for 1998 when the country recorded a sharp decline in
economic growth as a result of worldwide financial crisis. The key challenge facing
the country is to sustain and improve on the growth performance. South Africa’s
economic growth has largely been demand —driven as indicated by the dominance of
consumption over investment. Growth theorists identify investment, savings, human
capital, productivity and R & D as some of the principal drivers of economic growth
on the supply side. Investment and savings within the economy remain largely below
those of the world’s most successful East - Asian countries. Other indicators further
reveal that there is still room for improvements on the supply-side of the economy.
The growing current account deficits point to the fact that domestic demand is too
high for the country’s productive capacity. Similarly, the declining enrolment in
tertiary institutions and a shift in the structure of production towards high skill
services industry call for a policy shift in line with the unfolding trend. Thus, this
study proposes some policy options that could be considered to sustain South Africa’s

economic growth performance.
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CHAPTER 1

INTRODUCTION TO THE STUDY

1.1 Introduction

South Africa, like most of the developing nations of the world, is plagued by various
economic and social problems arising mainly from a low economic growth rate. These
problems, which include poverty, unemployment and lack of access to basic amenities
such as pipe borne water, electricity and modern sanitation facilities, were
exacerbated by the apartheid policy. The policy legalised political, economic and
social discrimination against a huge section of the population comprising Blacks,
Coloured and Indians. The advent of the new political order in 1994 brought much
hope to these previously disadvantaged race groups, with an expectation that the new

democratic dispensation will usher in a period of economic prosperity for all.

Fallon and Pereira de Silva (1994: 40) note that a key challenge facing South Africa
after the transition to democracy is identifying growth opportunities that could also
reduce unemployment and poverty, the process guaranteeing increased access to
basic services and equitable income distribution. They mean that a continued
perpetuation of extreme inequality in terms of income, wealth and access to social
facilities constitutes a great threat to the economic, political and social stability of the

country.



The new political regime based its hope of economic transformation and development
on the acceleration of the growth prospect of the country. Many government
economic growth strategy documents such as the Reconstruction and Development
Programme (RDP), Growth, Employment and Redistribution (GEAR) and most
recently the Accelerated and Shared Growth Initiative for South Africa (ASGISA)
have emphasised economic growth as one of the core goals of the South African
government. Perhaps, identifying the trends of the South African growth performance

may guide future policy orientation.

1.2 Problem definition

The need to stimulate a higher growth rate has been in the forefront of economic
debates in South Africa in recent times. The government economic blueprints have set
varying economic growth rate targets to be met at different periods, but these have
continuously been elusive. The GEAR strategy document, for example, set a target of
6% economic growth rate for the economy for the year 2000, but only the rate of

4.15% was achieved (RSA, 1996; SARB, 2001).

The low level of economic development as manifested in the continuing low standard
of living of the majority of the population calls for a more concerted effort to redress
the poor growth situation. It is important that any attempt to tackle the problem will
require making available a huge array of goods and services. This, according to De
Wet (1995), requires a higher level of economic growth than what is experienced in
the country. This argument had earlier been advanced by Reid (1989: XI) that

economic growth offered a better means of improving the welfare of nations.



It has further been argued that in order for the country to achieve the United Nations’
Millennium Development Goal of halving extreme poverty by the year 2015, it would
be necessary to achieve a growth rate of above the 6% mark (Lewis, 2001; UN, 2000).
This is in line with the economic growth rate that the government has set for itself in
the ASGISA policy document which envisaged an annual average growth rate of at
least 4.5% between 2005 and 2009, and 6% or higher between 2010 and 2014

(Mlambo-Ngcuka, 2006).

Abedian and Standish (1992: 22) contend that the policies put in place by the previous
South African governments led to economic underdevelopment and inhibited
economic growth. They argue that much of the growth and development witnessed in
the country was largely due to the rich economic resource endowments of the country
rather than suitable economic strategies. De Wet (1995) has in a similar line of
argument noted that the economic policies pursued until the early eighties were not

conducive to long term growth and development.

It has been further suggested that attempts to stimulate higher economic growth
through the adoption of demand stimulating policies have not yielded the much-
desired result. Casteleijn (2001) maintains that the demand management approach by
the South African authorities through expansionary monetary and fiscal policies have
often resulted in higher inflation, increased external deficits, and the crowding out of

the private sector.



The general policy orientation adopted by the new government in 1994 is also a
subject of criticism. The economic programmes are described as being full of
inconsistencies, and characterised by a wide divergence between the delivery of basic
needs, the investment needed to deliver on those basic needs and the economic growth
rate. The relevance of public investment as the key to accelerated economic growth

has also been questioned (Lundhal, 1999: 2, 16).

In view of the inability of the economy to grow at the desired rate, it can thus be
argued that a pressing problem facing the South African transformation and economic
development agenda is how to accelerate and sustain the pace of growth of the
economy to meet the government mandate of halving poverty and unemployment by
2014 as required by the United Nations Millennium Development Goals (UN, 2000;
Mlambo-Ngcuka, 2006). This will obviously require identifying and pursuing
important policies that could boost economic growth in South Africa. Similarly,
policies inhibiting economic growth in the country could be reviewed and possibly

dropped.

1.3 The objectives and importance of the study

This study investigates the South African economic growth performance in the post
1994 period, highlighting its pattern and the contributing factors. It equally attempts
to contextualise the South African growth process within the country’s historical
experience and its macro economic environment. In addition, the study identifies
policy implications of successive government economic policies with a view to

attempt formulating future policy.



Economic growth remains one of the key macroeconomic objectives of the South
African government. The goal of achieving a better life for the citizens depends
largely on achieving a fast and sustainable economic growth rate. It is thus important
to understand the underlying factors for growth in order to be able to formulate
appropriate policies around those factors. Another major significance of this study
will lie in its attempt to identify relevant resources from which policy makers can
draw to achieve a continued increase in the South African economic performance.
Finally, it is envisaged that the outcomes of the study would provide a framework for

further in-depth research into growth related problems in South Africa.

1.4 Research Methodology
The success of any research project depends on the right conceptualisation of what is
being studied, the appropriateness of the methodology adopted, and the correct

application of the methodology to clarify and possibly solve identified problems.

This research is based on the review of some important theories of economic growth,
as well as the drivers and determinants of economic performance. A good
understanding of basic economic theory is an indispensable tool in economic analysis.
The importance of theories generally lies in the fact that they suggest explanations
that corroborate observed facts, as well as assist in understanding the working of an

economy (Todaro, 1992: 34).



A comprehensive review of the relevant literature in the area of economic growth has
been undertaken to form the background to the study. This literature includes articles,
monographs, journals, annual reports and textbooks. The data reflecting the trends
and performance in economic growth has been sourced from the database of local
institutions such as the South African Reserve Bank (SARB), Statistics South Africa
(StatsSA), the National Treasury, the National Productivity Institute' (NPI) and the
Department of Trade and Industry (DTI). Other sources including the United Nations
Statistical Department (UNSD), International Monetary Fund (IMF) and the World
Bank have been approached for additional data. The World Wide Web has also been
an invaluable source as the various search engines on the Internet have been fully
employed to gather further information. Due to the broadness of the area of economic
growth, and the time and logistical constraints envisaged, the scope of the research
will be limited to those key factors as identified in the theories. Nevertheless, it is
hoped that the study will add value to the body of knowledge in the area of economic

growth.

1.5 Outline of the study

The study is structured into five chapters as follows:

Chapter one is the introduction to the study. It discusses the objectives and
importance of the study. It also outlines the method of investigation of the subject
matter. Chapter two presents the theoretical part of the study. The first section of the
chapter looks at the concept of economic growth, its measurement, and contrasts it
with the notion of economic development. The second section takes a look at the

various theories of economic growth that are directly relevant to the study, while the

! The National Productivity Institute is now known as Productivity South Africa (Productivity SA)



third section focuses further on some identified factors that contribute to economic

growth both on the supply and demand sides.

Chapter 3 provides the historical background to the study, and equally reviews the
South African macroeconomic environment and developments. Some of the key
growth strategies formulated and adopted by the government in the period 1994 to
2006 are also briefly highlighted. Lastly, the overall growth performance of the

country is reviewed including the trends of key variables.

Chapter four discusses economic policy options that may be adopted by the

government. These options are proposed based on the current economic growth

strategy frameworks and the prescriptions by the economic growth theories reviewed.

Chapter five summarises and concludes the study.



CHAPTER 2

LITERATURE REVIEW

2.1 Economic growth: definition and measurement

Economic growth refers to an increase in the real value of production and income
within a national economy over a specified period of time (Gills, et al, 1983: 8). This
increase has to be sustainable and long term in nature (Todaro, 1994: 106). Economic
growth can also be simply defined as a process which leads to an increase in the real
Gross Domestic Product (GDP) of a country, and which is measurable and
comparable within two periods (van den Bogaerde, 1972: 19). Dornbusch et a/ (1998:
4) define economic growth as a long-term increase in the productive capacity of the
economy. This involves the expansion of the productive base of the economy through
qualitative and quantitative changes in the resources utilized in the production
process. Furthermore, the expansion is accompanied and fuelled by advancing
technology, and changes in institutional and ideological environment (Kapustin, 1980:

130).

According to Usher (1980:1), the rate of economic growth entails more than just a
statistical figure but rather a ‘summary measure of all favourable developments in the
economy’. Economic growth generates positive feelings, and is assumed to be an
indicator of economic progress and the success of economic policy. Poor economic
growth on the other hand leads to disenchantment and is an indication of the

inadequacy of economic policy.

Usher (1980:2) points out that a measure of economic growth is fraught with

difficulties as any recorded improvement in growth rate that cannot be correlated with



actual improvement in the individual family income and welfare is a source of
misinformation. Acceptable measures of economic growth would most importantly
need to take into consideration issues such as the difference in relative prices over
time, changes in the nature and forms of goods and services between two periods, the
invention of new products that had hitherto not been in existence, and the changes in

the environment over time.

The common measures of economic growth include the Gross Domestic Product
(GDP), GDP per capita, Gross National Income (GNI), Gross Domestic Expenditure
(GDE) and Labour productivity growth. While these measures do not adequately
resolve all the issues around acceptable criteria for the measurement of economic
growth, they offer a pragmatic basis to review the economic progress attained by a

country between two periods.

2.1.1 Gross domestic product (GDP)

The GDP represents the market value of all goods and services produced within the
boundary of a country before the depreciation of fixed capital is taken into account. It
consists of both new products and the replacements of old production factors. In
calculating the GDP, only the final goods and services are taken into account, and the
market value is derived through multiplying the quantities of goods and services by

their respective unit prices (Evans, 2004: 28).



The GDP measured in current prices over a period is referred to as the nominal GDP.
The nominal GDP does not take into account the effect of inflation and its
distortionary impact on the GDP figure (Blanchard, 2003: 24). The adoption of the
real GDP figure circumvents this problem with constant prices from a predetermined
base year used to multiply the quantities of outputs for all the years under review.
The percentage change in the real GDP of a country during yearly intervals, after
eliminating price distortion, thus provides a better measure of economic growth (Abel

& Bernanke, 2005:45).

2.1.2  Gross domestic product (GDP) per capita

The GDP per capita takes into account the population. It is calculated by dividing
annual or period GDP at current market prices by the population figure. A variant of
this measure is the growth in real GDP per capita which is calculated as the growth
rate of total GDP, computed in constant prices, divided by the growth of total
population (Kitov et al, 2007). When the rate of population growth exceeds the real
GDP growth rate, then the real GDP per capita falls. The opposite is the case when
the rate of population growth is lower than the GDP growth rate. A shortcoming of
the GDP per capita as a measure of growth is its inability to reflect how the increase

in production is actually distributed among the population (Blades, 1980: 73).

2.1.3  Gross national income (GNI)

The GNI represents the summation of all the incomes earned by the citizens and / or
residents of a particular country within a specified period. In other words, it represents
the total income that accrues to all those factors of production owned by the citizens
and / or residents of the country (Case & Fair, 2004: 398). Unlike the GDP which

measures only the value of final goods and services produced within a country in the

10



period, the GNI takes into account all the incomes earned by the country’s factors of

production both from within and outside the country.

2.1.4 Gross domestic expenditure (GDE)

GDE is the total value of all the expenditure on goods and services within a country. It
is calculated as the Gross Domestic Product plus imports, but excludes exports
(Fourie, 1997: 176). Buyers of goods and services within the country can be
categorised into three broad groups: the households who purchase goods and services
for their own use; the economic agents, mostly firms, that engage in investments and
build up inventories for future sale or production purposes; and the government,

which purchases goods and services for the benefit of the citizens (Roux, 1990: 9).

2.1.5 Labour productivity growth

Labour productivity measures the ratio of the product of labour at a given period to
the input of the current labour. Improvement in labour productivity serves as a useful
indicator of economic growth and the efficient use of the other factor inputs in the
production process. It is therefore regarded as an essential condition for economic

growth (Kapustin, 1980: 132).

2.2 Economic growth and development

The concepts of economic development and economic growth have often been used
interchangeably. The concept of development is sometimes linked to growth in the
per capita income of a country (Hall, 1983: 2). More often, though, economic
development is interpreted to comprise an increase in the value of output in an
economy, and a fundamental change in its structure and social institutions. It also

encompasses a decrease in the share of agriculture in national output; a rising share of

11



industry; an expansion of consumption from necessities to durables, including
luxuries; urbanisation; the reduction of inequality; and the eradication of poverty in

general (Todaro, 1994:16; Gills et al., 1983: 8).

Thirlwall (2003: 20) states that economic development should further be seen in terms
of the expansion of entitlements and capabilities that are not properly captured in the
aggregate measures of growth in output. Development thus emphasises not only
economic growth but also the composition of output and the economic environment in

which the output is produced.

Economic growth as a subset of economic development is a necessary but not a
sufficient condition for development. For any meaningful development to take place
there must be an increase in the quantity and quality of output available in the
economy, accompanied by structural changes (Todaro, 1992:98). The structural
changes particularly apply to the distribution of economic opportunities and wealth

arising from economic growth amongst the different strata of the society.

2.3 Theories of economic growth

Over the years, different models and theories of growth have emerged. These growth
theories seek to explain the long run behaviour of the economy, and why and how
economies grow (Dornbusch ef al., 1998: 19). This section focuses primarily on the
classical growth theories derived from the works of early writers such as Adam Smith,
Thomas Malthus and David Ricardo. However, mention will be made of other
growth models such as the neo-classical writings dominated by the Solow - Swan
model because of its production approach to economic growth. Equally important

and worth mentioning is the Harrod -Domar model that espouses  the post -

12



Keynesian ideas on the relationship between the savings rate, productivity and growth
rate.  Finally, a mention is made of the theory of endogenous growth associated
mainly with the writing of Paul Romer (1986). It is envisaged that the theories will

assist us understand more clearly South Africa’s growth performance.

2.3.1 The Classical School

2.3.1.1 The Smithian Model of Growth

Adam Smith, in his major work titled "An inquiry into the Nature and Causes of the
Wealth of Nations", published in 1776 laid the foundation for the debate on economic
growth. Eltis (1984: 68 -70) comments that Smith’s major contributions to the theory
of economic growth were anchored on the importance of increasing returns based on
the division of labour; the ability of the market to absorb surplus production; and the

role of profit, which acts as stimuli for further investment.

Smith posits a supply — side model of economic growth that identified labour, land
and capital as the three factors of production. Rostow (1990:35,508) notes that in
Smith’s model, the growth of output is driven by growth in the quantity of factors of
production and the evolution of technology.
This model is represented by the simplest production function below:
Y= (L, K, T e (2.1)

Where, Y, output is a function of Labour, L; Capital, K; and Land, T.
And deriving from equation 2.1

gY =@ (gl, gK, gT, gF) .o (2.2)
Equation 2.2, which incorporates the productivity of the factors into the production

function, indicates that any growth in output (gY) is driven by population growth

13



(gL), investment growth (gK), land growth (gT) and increases in overall productivity

(gF).?

Smith argues that investment and capital accumulation result in the growth of output.
He wrote:

‘every increase or diminution of capital, therefore naturally tends to
increase or diminish the real quantity of industry (sic), the number of
productive hands, and consequently the exchangeable value of annual
produce of the land and labour of the country, the real wealth and

revenue of all its inhabitants’ (Smith, 1776:431).

Rostow (1990: 39) reports that in Smith’s analysis, increased capital accumulation
and investment enlarge the market. This further leads to an increase in the demand for
labour, which in turn leads to an increased wage level. The increased wage level and

accompanying prosperity then lead to increases in population and effective demand.

Terreblanche (1970) points out that the sources of finance for investment are of
paramount interest to Adam Smith. It is further argued that Smith held the opinion
that there is an identity between savings and investments; that savings rise with
increases in income; and that all savings are invested. Furthermore, individuals in the
pursuit of self-interest accumulate savings. Similarly, Adam Smith was of the opinion
that the profit motive is central to the investment decisions and investment would
continue for only as long as profit is above the minimum rate necessary to induce

savings (McConnell, 1943:88).

? Smith is of the opinion that growth in land available could only be made possible as a result of
conquest of new territories or the application of technology, which makes existing land more
productive.

14



Smith further believes that the contribution of labour to increase in output can be

achieved either by increasing the quantity or the quality of labour. He wrote:

‘the annual produce of the land and labour of any nation can be
increased in its value by no other means, but by increasing either the
number of its productive labourers or the productive powers of those

labourers who had before been employed’ (Smith, 1776:438).

Rostow (1990:37) contends that the Smithian model associates increases in the
productivity of labour with the quantity of capital available for labour to work with
and the level of education of labour. Furthermore, the model regards the augmentation
of capital as a means of increasing the quantity of labour that can be employed

(McConnell, 1943:88).

According to Smith, a freely competitive market guided by the forces of demand and
supply is important for economic growth. This enables the free movement of
production resources for optimal allocation between industries. The model indicates
that a country’s laws, institutions and fiscal policies also affect the growth prospects
of its economy. O’Brien (1975:32) points out that Smith canvasses for a minimal
government intervention save for ‘the three sovereign duties as (sic) including
defence, justice, and public works and institutions’. Smith argues that excessive
public consumption could destroy capital and that taxation may induce the owner of

the capital to move it out of the country (Smith, 1776:118).
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Adam Smith regards technology as an engine of growth as these facilitate division of
labour and specialisation, which lead to increased productivity (Eltis, 1984: 72).
Smith believes that there are more productivity increases in manufacturing than in the
primary production process. He argues that economies must take advantage of the
increasing returns enjoyed by industry and the opportunities for raising productivity
associated with it (Rostow, 1990: 39). Smith is also of the opinion that free trade is
crucial for economies because trade enlarges the market, and the export market in
particular has the potential to absorb the higher output from manufacturing (O’Brien,
1975:170). Smith’s model suggests a self-reinforcing growth process whereby
increased capital accumulation allows for the expansion of the market, which leads to

increased profits and further investments (Rostow, 1990:35).

2.3.1.2 Malthus Theory of Effective Demand

Thomas Malthus emphasises the impact of rapid population growth and the
importance of demand in economic growth (Winch, 1987:19, 83; Eltis, 1984:140).
He argues that increasing the productive capacity is of no use if there is no demand
for the increase in output (O’Brien, 1975:214). Malthus argues further that demand
for output could only be increased through the improvement in domestic and foreign
trades. He means that by widening the market, the use of technology and the

subsequent increase in productivity can boost national income (Rostow, 1990:63).

16



Malthus established a link between demand, profit and growth. He argues that an
increase in demand causes a rise in price and, assuming a slowly rising cost of
production, would lead to increased profit, thus encouraging further investments and
growth. He argues that people are inspired by the prospects of profits, and these

release the latent entrepreneurial energy of the society (Eltis, 1984:149; 151).

Malthus is of the view that inventions are an endogenous response to an induced
demand for them. He notes that profitability determines the rate of general technical
advance and inventions as the prospect of profit is a significant incentive to pursue

improvements (Rostow, 1990:63; Eltis, 1984:149).

On the impact of population on national income, Malthus points out that there is a
tendency for population, if not checked, to grow faster than the means of subsistence.
He argues that this would lead to stagnation in per capita income of countries at the
subsistence level due to diminishing returns to agriculture. He argues further that any
increase in per capita resulting from technological progress would lead to more
births, thus forcing per capita income back to previous levels. Malthus however
acknowledges that an increase in population is an important and necessary condition

to increase demand (Rostow, 1990:55; Todaro, 1992:201)
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2.3.1.3  Ricardo’s Model of Growth

In 1817, about forty decades after Smiths publication, David Ricardo in his book
“Principles of Political Economy and Taxation” wrote extensively on the role of
capital accumulation and investment in the growth process. Ricardo maintained that
output growth is a function of physical inputs that go into the production process
(Rostow, 1990:77). Ricardo echoes the views of Adam Smith on the importance of
greater accumulation of capital on economic growth and development. According to
Ricardo (1951: 151),

‘As the capital of a country is diminished, its production will be necessarily

diminished’.

Ricardo acknowledges that capital accumulation results from savings, generated as a
result of increased revenues or as a consequence of diminished consumption (Ricardo,
1951: 131). Profit also plays an important role in the Ricardo model. He argues that
investment and capital accumulation depend on the rate of profit. An increasing rate
of profit would lead to a higher rate of investment and capital accumulation, which in

turn would translate to a higher growth rate (Eltis, 1984:324).

According to Ricardo (1951: 278), raising the efficiency of labour similarly had the
tendency to increase the rate of growth. He identifies technical progress as one
important factor that could increase the efficiency of labour and lead to increased
output. Ricardo explains that technological progress leads to an increase in the output
of labour, which then lowers the cost of labour and raises the rate of profit. The

increase in the rate of profit favours faster accumulation of capital, which in turn
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increases the demand for labour and higher wages, and increased aggregate demand
(Eltis, 1984: 211). Ricardo lays a great emphasis on international trade as an
important catalyst for economic growth (Pressman, 2006:51). Similarly, Ricardo
argues that institutional factors such as the political system, market structure and
socio-cultural values have significant impacts on the process of capital formation and

investment (Terreblanche, 1970).

2.3.2 Harrod —-Domar Post Keynesian growth Model

The Harrod — Domar model establishes the relationship between the savings rate, the
productivity of capital and the economic growth rate (Ray, 1998: 55). The model
states that the output of any economic unit is a function of the amount of capital
invested in it. The model also affirms the importance of savings and investments in

the process of economic growth (Todaro, 1997: 72).

The Harrod —Domar model further states that the growth rate of national income is
positively related to the savings rate and negatively related to the capital - output ratio.
It also notes that the quantity of additional output from an additional unit of
investment, i.e. the rate of growth of national income for a particular level of savings,
depends on the productivity of capital’. The model attributes the low level of
economic growth in many economies to the relatively low levels of new capital

formation in those economies (Todaro, 1994, 70 - 72).

*In this case, the productivity of capital will be the inverse of the capital — output ratio. This is the rate
of output per capital or the rate of output per investment.
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2.3.3 The Neo- Classical School: Solow — Swan Model of Embodied Technical
Progress.

The Neo — Classical growth theory revolves around a production function. The theory
is supply side oriented, and attempts to disaggregate the sources of growth based on
the contributions of factors of production. It emphasises a relationship between the
factor inputs on one hand and output on the other (Wyckoff, 1981: 432). The Solow —
Swan model presents a production function describing the relationship between a

country’s stock of factors of production and the level of its gross national product.

The model is built on the simple neo-classical production function and is presented as
follows:

Y = AK* NP (2.3)
where Y, denotes output, K and N denotes capital and labour respectively, and, A, a

scale factor representing technology assumed to grow at a steady rate.

The Solow- Swan model assumes constant returns to scale and

in equation (2.3)

a+p=1 (2.4)

where a, the elasticity of output with respect to capital, and B, the elasticity of output
with respect to labour equals 1. The model’s constant return to scale characteristic
means that 1 percent increase in the quantity of capital (K) and labour (N) will lead to

a corresponding 1 per cent increase in output (Mankiw, 2007:56).
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The Solow- Swan model allows for embodied technical change. This assumes that
increases in output is not due to only an increase in the quantity of factors of
production but also to changes in the quality and the composition of the factors. The
model states further that the growth of output in the long-run steady state is
determined by the rate of growth of the labour force and the rate of growth of
productivity by labour. It is argued that in the absence of continuing improvements in

technology that enhance productivity, per capita growth would eventually cease.

The Solow — Swan model similarly predicts the convergence of all economies. The
model states that economies with less capital - per - worker relative to their long run
capital — per - worker state tend to have higher rates of return because the introduction
of more capital to an existing level of labour increases the productivity of labour.
These economies enjoy faster growth rates thus making it possible for the economies
at the bottom of the growth scale to catch up with those on top. The attainment of
convergence is however conditional upon the differences in the savings and
population growth rates, and the position of the production function which influences

a country’s output per worker (Barro and Sala -i- Martin, 2004: 17).

2.3.4 The new theory: Endogenous growth

The endogenous growth theory derives mainly from the works of Romer (1986) and
offers an alternative view on the long-run prospects for growth Romer posits that
economic growth is driven by the accumulation of knowledge, a side product of
investment. This means that new investment leads to an increase in the stock of
knowledge, which in turn eliminates the tendency for diminishing returns to capital
(Hagemann & Seiter, 2003: 1). The theory similarly recognises the importance of

international trade and the benefits from trade openness. It regards the flow of benefits
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resulting from technology spillovers due to the stock of knowledge embedded in
imported capital goods as a strong element of the endogenous growth (Agénor, 2000:
506). Critics have condemned the endogenous growth model for dwelling mainly on
the factor that sustains growth without adequately addressing the problem of how to

initiate it (Thirlwall, 2003: 11).

2.4 Supply side drivers of economic growth

The sources of economic growth have the potential to cause national income to
increase from one period to another (Denison, 1967: 7). These sources vary in their
importance from period to period and from country to country, and operate through

the demand and supply sides of the economy (Steyn, 2000: 56).

As espoused in the theories reviewed in the previous section, the supply side
determinants of economic growth encompass the quantity and the quality of a
country’s factors of production. The factors of production include physical capital,
human capital and entrepreneurship. An increase in production requires not only an
increase in the quantity of these factors but also an improvement in the quality of the
factors. The quality of the factors is often referred to as their productivity (Reppas &

Christopoulos, 2005; Lewis, 1955: 164).

2.4.1  Accumulation of physical capital

Capital accumulation and its impact on economic growth feature prominently in all
the theories of economic growth. The capital created by investments in plants and
equipments constitutes a major determinant of growth. The rate of investment in
physical capital determines the ability to expand the production capacity of an

economy (Gills et al., 1983: 42).

22



Physical capital accumulation has a positive effect on human capital and technical
progress. An increase in the stock of physical capital leads to a future increase in the
productivity of human capital. Physical capital accumulation also serves as the
conduit pipe for the introduction of technical progress into the productive system

(Caballe & Santos, 1993; Thirlwall, 2003: 238).

The ability of an economy to accumulate physical capital depends strongly on its rates
of saving and investment. Empirical investigations have confirmed the centrality of
the investment rate to the accumulation of physical capital, and have established it as
the single most robust variable in cross — sectional growth studies (Levine &

Renelt, 1992; De Long & Summers, 1993).

Investment however can only be made possible through domestic savings and foreign
capital (Gills et al., 1983: 42). Inflow of capital from abroad often fills in the gap
between domestic savings and domestic investment. While these foreign investments
are not totally without problems, they come with additional benefits which impact

greatly on the economic growth process.

Generally, investments have the potential to raise a country’s productivity through
enhanced competition. If foreign firms are involved, they can transfer new technology
and managerial expertise to local firms (De Mello Jr., 1997; Bosworth & Collins,
1999). Empirical studies have confirmed the existence of a direct relationship between
foreign investment and the growth of productivity in countries such as Japan (Urata &
Kawai, 2000), United Kingdom and West Germany (Barrel & Pain, 1997), and South

Africa (Arzeki, Ahmed & Funke, 2003).
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2.4.2 Investment in Human capital

Human capital refers to the education, skills and expertise embodied in the labour
force. Human capital can also be ascribed to those factors such as knowledge, skills
and health that can be embodied in labour to raise its productivity (Hall, 1983: 133;
Thirlwall, 2003: 74). It is argued that for any meaningful and sustainable economic
growth to take place there must be an acceptable level of human capital development

(Denison, 1967: 45; Knight, Loayza & Villanueva, 1993).

Investment in human capital takes different forms. These include expenditure on
health facilities, formally organised education, on-the —job and institutional training
and retraining, study programmes and adult education. Empirical evidence supports
the position that improvements in health, nourishment, skill and education lead to an
increase in people’s contribution to economic growth via the increase in the
productivity and the earnings of labour (Ranis et al, 2000; Bloom, Canning &

Sevilla, 2004).

Furthermore Knight et al., (1993) in their panel study of 72 developing countries and
22 OECD countries found that human capital is significant to growth and raises the
productivity of capital investment.  Table 2.1 below presents a summary of the

dimensions of human capital and their importance.
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Table 2.1 Dimensions of human capital and their importance

Activity Importance

Health, primary and secondary education, and raise the productivity of workers, rural and
nutrition urban

Secondary education, including vocational facilitates the acquisition of skills and

managerial capacity

Tertiary education supports the development of basic science, the
appropriate selection of technology imports
and the domestic adaptation and development

of technologies

Secondary and tertiary education also represent critical elements in the

development of key institutions, of

government, the law, the financial system,

Source: Ranis et al., (2000)

Lucas (1988) points out that the higher the level of education of the workforce the
greater the contribution of human capital to productivity and growth. A better-
educated work force will be quick to learn the most efficient production practices, and
will be better at utilizing them. It is also more likely to innovate and assimilate new
technology than poorly educated ones, thus affecting the general level of productivity.
The education and skills of a country’s labour force also considerably influence the
nature and growth of its exports; the nature of its factor endowment; and the
composition of its trade, thereby exerting substantial influence on its growth pattern

(Nelson & Phelps, 1966).

Bloom et al. (2004) identify two major ways through which good health filters into
economic growth. One way is the increase in labour productivity due to improvements
in health and nutrition, and the second is through capital accumulation. Nutrious
food, good shelter, and preventative and curative health measures improve the quality

of human health as well as prevent death and reduce the incidence and severity of
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serious afflictions that can reduce the productivity of labour. The savings rate, and
thus the process of capital formation are also largely influenced by the health and

general well-being of the working population (Hall, 1983: 172 -173).

2.5 The demand side drivers of economic growth

A country’s aggregate demand represents the total demands for goods and services
produced in the economy (Dornbusch & Fischer, 1978: 12). Included in this demand
are domestic demand (consumption, investment and government demands) and
foreign demand (exports). The demand for goods and services is deemed important
for economic growth particularly because of its relevance to the decision to expand

or reduce output and the productive capacity (Chandra & Sandilands, 2003: 256).

The relationship between output and aggregate demand in the simplest form can be

represented in the following equations:

Y=A (2.5)
A=C+I+G+NX (2.6)
therefore Y=C+I+G+NX (2.7)

where Y stands for output; A for aggregate demand; C for consumption demand; I for
investment demand; G for government demand; and NX for net export. Factors such
as the conduct of government monetary and fiscal policies, and consumer and investor
confidence, which affect aggregate demand, thus affect the level of output (Dornbusch

et al., 1998: 85).
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2.6  Other factors facilitating economic growth

Appiah & McMahon (2002) emphasise the importance of strong and democratic
political institutions in the economic growth process. The government makes the
rules that guide economic activities. It is also a referee if there are conflicts in
interpreting the rules (Kuznets, 1981: 59). Social infrastructures such as government
policies and institutions promote the environment conducive to skills development
and for firms to accumulate capital and produce output. Along with efficient and
effective political institutions, good economic institutions are similarly vital for
economic growth.  The financial system, the labour market structure and the
flexibility of the institutional framework significantly affect resources allocation

thereby enhancing or at the worst inhibiting economic growth (Ranis et al., 2000).

There is equally a positive link between economic growth and macroeconomic
stability (Fischer, 1993). Good macroeconomic management facilitates production
and creates appropriate levels of net return on physical capital thus making
investments attractive (Jayasuriya & Wodon, 2005). For example, fiscal policies
through the manipulation of overall government expenditures and receipts exert a
strong influence on aggregate demand, ensure the adequacy of the basic and economic
infrastructures that facilitate production, and contribute to the improvement in the

productivity of human capital (Harberler, 1974: 11; Mlambo & Oshikoya, 2001).

Similarly, urbanisation influences economic growth through its positive impact on
productive efficiency (Szirmai, 2005: 31, 164). Urbanisation increases widespread
reception of unfamiliar knowledge, new values and skills, and ensures rapid diffusion
of knowledge and innovation (Adelman, 1978: 146). Cities make access to education,

health services and infrastructure easier. Large population presents a peculiar
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challenge in the growth process. On the one hand, it offers a potentially more
productive manpower base and an increase in the size of market. On the other hand, it
may lead to a reduction in savings; dilution of capital per head; and the reduction of
the marginal product of labour in agriculture. It may further put a strain on
government budgeting; and lead to congestion and overcrowding thus the degradation
of the environment with severe consequences for economic growth both in the short

and long terms (Gylfasson, 1999: 1046).

Good infrastructures such as efficient communication system, regular power supply
and excellent transport facilities contribute to growth indirectly through their effects
on the marginal productivity of capital (Fedderke and Bogeti, 2006). Empirical studies
confirmed that investments by the public authorities in transport, communication and

energy are positively related to growth (Easterly & Rebelo, 1993; Ebohon, 1996)

The economic growth process within a particular country is not only influenced by
factors that are located within the particular economy, but also by factors which are
outside it and which it has little or no control over. The growth of export trade relaxes
balance of payment constraint on domestic demand, enhances the ability of a country
to import those factors that go into the productive activities and provides additional
stimulus to the growth of local demand thus facilitating economies of scale (Todaro,

1994: 114).
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2.7 Conclusion

The theories of economic growth presented in this chapter from the classical school to
the endogenous theory identified certain factors as being crucial in stimulating and
sustaining the growth process. Broadly, the theories propose increases in the quantity
of the factors of the production viz labour and capital, augmented by increasing
technology and skills to increase their productivity. Similarly, the existence of
effective demand through both domestic and foreign trade is regarded as an incentive

for increased production and output, and further investment.

The importance of capital accumulation through investments and savings are central
to the growth prescriptions of the classical school, the Solow — Swan model and the
Harrod — Domar model. The role of the rate of profit in stimulating further investment
and the contribution of labour and capital productivity were equally attached great
importance. The endogenous growth model further acknowledged the importance of
knowledge accumulation, a product of investment and a major driver in the growth of
output. It is argued that all of these will have to be within a conducive socio — cultural,
political and economic environment for a country to achieve and sustain economic
growth. The absence of legitimate central governments in Somalia and, until recently,
in Zaire (now Democratic Republic of Congo) has been cited as instances where the
absence of a stable political environment has hampered both foreign and intra-Africa

investments (Ilorah, 2004).
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CHAPTER 3

AN OVERVIEW OF THE SOUTH AFRICAN ECONOMY

3.1 Introduction

This chapter provides a background of the South African economy. The first part
focuses on the structure of the economy. The second part looks at the major
macroeconomic developments within the economy in the period 1994 - 2006. The
third part discusses some key economic policy frameworks adopted by the South
African government to promote economic growth in the country since the advent of
the multiparty democracy in 1994. In some cases the period preceding 1994 is

included in the discussion for the sake of comparison.

The analysis in this chapter relies to a large extent on the online databases of the
Statistics South Africa (StasSA), the South African Department of Trade and Industry
(DTI), the World Bank, the South African Reserve Bank (SARB), the United Nations

Statistics Department (UNSD) and UNESCO Institute for Statistics.

3.2 An overview of the economy

3.2.1 Background to the economy

Historically the primary sector had formed the backbone of the South African
economy. From the early 1900s until the great depression of 1929, agriculture and
mining were the main drivers of the economy. The discovery of the mineral resources
in the late 19™ century actually laid the foundation for the modern economy.
However, agriculture played a pivotal role in the development of the economy by
providing the much-needed capital to fund the development of the mines after the

discovery of Gold and Diamond in the late 19" century (Natrass, 1988:23).
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The mining industry in turn spurred the development of the manufacturing sector
around the same period. The accumulation of excess capital and the gradual spread of
technology in the mining sector contributed significantly to the growth of
manufacturing. The South African government further put in place measures such as
tariff regimes and import — substitution policy to further support the development of

the manufacturing sector (Natrass, 1988: 163; 236).

Similarly, political developments in the country also played an important role in
shaping the outlook of the economy. The introduction of the apartheid policy of racial
segregation brought about a racial dimension to the ownership and access to economic
resources and opportunities, making it more or less impossible for black people to
accumulate capital. The policy similarly aggravated the relatively low level of
savings and investment in the country, and the high cost of doing business associated
with the location of infrastructural developments in certain areas for clearly

uneconomical reasons (Kritzinger — Van Niekerk, Eckert & Vink, 1992).

Nevertheless, the apartheid policy influenced the orientation of the government and
contributed to the industrialisation process. Funds were poured into projects that were
capable of the following: ensuring military dominance in the Southern African region
- Armaments Corporation of South Africa (ARMSCOR); ensuring self-sufficiency in
the provision of energy -  South African Coal, Oil and Gas Corporation (SASOL),
Atomic Energy Corporation (AEC) and Electricity Supply Corporation of South
Africa (ESKOM); and promoting national food security in the light of economic and

political sanctions that were imposed on the country (Lundhal, 1999:48). The post
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1994 economic policies such as the Reconstruction and Development Programme
(RDP); the Growth, Employment and Redistribution (GEAR); the Micro - Economic
Reforms Policy of 2002; and the Accelerated and Shared Growth Initiative for South
Africa (ASGISA) constitute a radical departure from the apartheid influenced
economic policies as they sought to include the larger populace in economic policy

planning and implementation.

3.2.2 Economic growth performance

The South African economy achieved a turn around in 1993 after a decade of poor
economic performance. The lifting in 1993 of most of the remaining economic
sanctions imposed on the country signalled the re-admission of the country into the
international community and provided the necessary stimulus for the economy. It
boosted business confidence and international trade relations. These, coupled with the
relatively lower interest rate regime and improved consumer confidence resulted in an
economic growth rate averaging 2.99% during 1994 — 2006 compared to a growth rate
of around 1% in the preceding decade. The low growth performance recorded in 1998
has been attributed directly to the ‘adverse developments in the global financial
conditions’ (Stals, 1998). The East Asian financial market crisis of 1997 in particular
impacted on the South African real economic sector in 1998. See Table 3.1 below

showing the country’s growth performance during the period 1984 — 2006.

Table 3.1 South Africa’s economic growth performance, 1984 — 2006

1984 - 1994 —
1993 1994 1998 2002 2006 | 2006
GDP 1.035 3.23 0.52 3.67 4.99 2.99
GDE 1.034 5.31 -0.14 4.86 8.72 3.60
GNI 1.176 5.12 -0.26 5.13 6.33 3.14
GDP
per
capita -1.099 1.09 -1.58 1.85 3.64 1.35

Source: SARB online database
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The growth rates of the GDE, GNI and GDP per capita similarly increased within the
periods, with the growth rate of the GDE in the period 1994 — 2006 tripling the
growth rate during 1984 — 1993. The growth of the GDP per capita has not however

matched the GDP growth on account of the fast increasing population.

3.2.3 The Supply sector

Generally, the country’s structure of production has followed the same pattern as in
most developed countries where the share of the primary sectors in total output has
declined and the share of services has increased as the economy evolved. Over time,
the South African economy has gradually become less dependent on primary
commodities, with the share of the primary sector in total output steadily declining.

See Table 3.2 below showing the contribution of major sectors to the GDP.

Table 3.2 Percentage contributions by productive sectors to GDP, 1970 — 2006.

1970 — 1979 | 1980 -1989 1990 - 1999 | 2000 - 2006
Primary sector 17.83 14.06 12.25 9.97
Agriculture 3.60 3.41 3.36 2.93
Mining 14.23 10.64 8.89 7.03
Secondary sector 26.01 26.67 24.63 23.71
Manufacturing 19.33 20.67 18.99 18.38
Electricity 1.66 2.29 2.81 2.50
Construction 5.03 3.71 2.84 2.83
Tertiary sector 56.16 59.27 63.11 66.33
Wholesale Retail Trade 13.89 13.92 13.61 14.81
Transport / storage 6.70 717 8.04 10.45
Financial intermediation 14.97 16.03 17.57 20.36
Community / social
/personal 4.80 5.15 5.80 5.99
General government
services 15.81 17.00 18.10 14.71
Total GDP (millions) 485329.06 637765.81 730665.06 938389.29

Source: SARB online database
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The share of the primary sector in the GDP fell from 17.83% in 1970 -1979 to less
than 10% in 2000 — 2006 largely on account of the decline in the output of the mining
industry. Similarly, the share of the secondary sector in the economy declined,
though marginally, from 26.01% in 1970 — 1979 to 23.71% in 2000 - 2006. This is
attributable partly to the contraction in the manufacturing sub-sector and a slow down
in the construction sub-sector. The rapid expansion of activities in the services
industry, particularly the transport/storage and financial intermediation boosted the
share of the tertiary sector in the economy. The tertiary sector alone accounted for

more than 66% of all production in the economy during the period 2000 — 2006.

The rate of growth in the tertiary sector output has had a pull effect on the overall
economic growth rate. The introduction of new telecommunication operators, the
expansion of the network of Telkom and the upgrade of the existing transport

infrastructure particularly boosted the sector.

Figure 3.1 Growth rates of broad economic sectors, 1984 — 2006
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(MNC’s) and intermittent strikes in the period before 1994. The resuscitation of
manufacturing activities after 1994 coupled with increased construction activities
boosted production in the secondary sector and minimised what could have been a
drag effect on economic growth by the declining growth rate of the primary sector in

recent times.

3.2.4 Aggregate demand components

The analysis of economic activities from the supply side and demand side
represented by the GDP and GDE respectively shows clearly that economic growth
has largely been demand driven since 2003 (see fig. 3.2). The excess of consumption
over expenditure indicates an imbalance between production and demand in the
economy and the existence of dis-saving in the economy, with domestic demand
being satisfied from abroad. This in simplest term implies that not enough of current

income is being put aside for investments.

Figure 3.2 Production — expenditure gap, 1994 — 2006
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Consumption expenditure, comprising household consumption and general
government consumption, collectively account for over 80% of aggregate demand in
the economy. The sustained growth in household consumption is driven by many
factors including a general rise in disposable income of households, high level of
consumer confidence, low levels of interest rate and a moderate inflation. The
accelerated service delivery programme of the government and the military
armaments acquisition on the other hand fuels government consumption. Generally,

household consumption represents a pull factor on economic growth as its growth

rates have consistently on the average exceeded the GDP growth rates (see table 3.3).

Table 3.3 Average real growth rates and contributions to real GDP growth of
components of demand, 1984 — 2006

Average real growth rate Contribution to real growth
(percentages) rate of GDP (percentages)
1984 — | 1994 — 2004 — | 1984 - | 1994 — 2004 -
1993 2003 2006 1993 2003 2006

Household 139.75
consumption 1.60 (3) 3.54(5)| 6.87(4) (1) 71.93 (1) 9143 (1)
Government -44.92
consumption 2.95 (2) 1.59 (6) | 5.65(5) (5) 7.08 (4) 22.35(3)
Private -0.82 100.68
investments 4) 5.60 (3) | 10.99 (2) (2) 16.85 (2) 27.97 (2)

-5.52 65.17
Public investments (5) 429(4)| 9.82(3) (3) 9.74 (3) 9.43 (4)
General government -6.04 3.70 7.04 | 33.44 2.87 3.97
Public corporation -4.10 6.16 13.71 31.73 6.87 5.46
Inventory 2658.24 158.65
investments (6) | 76.37 (1) ] 36.76 (1) (6) 4.22 (5) 5.20 (5)
Net Exports 65.23 213.04 | -2.03
Ex f n : el e
cxport o goods and 1) | 44.04 (2) (6) 4)| -9.81(6)| -56.37(6)
Imports of Goods 3.79 4.22 546 | 23.96 35.25 28.83
and services 3.77 5.96 14.54 25.99 45.06 85.20
GDP 1.04 2.99 4.98 100 100 100

Source: SARB online database and own calculation
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Investment demand, made up of private, public and inventories investments, ranks
second largest of the components of demand after consumption. Decomposing
investment demand into the subunits, table 3.4 reveals that the share of private gross
fixed capital formation in aggregate demand increased from 9.71% in 1984 — 1993 to
13.02% in 2004 - 2006. On the other hand the share of the public fixed investment
declined during the same period and its growth rate also lagged behind the growth
rate of the private fixed capital formation (see table 3.3). Inventories investments
represent the smallest and the most volatile part of all investments subcategories in
aggregate demand. At growth rates of 76.37% in the period 1994 - 2003 and 36.76%
in 2004 - 2006, the growth in inventories investment was not strong enough to
significantly affect the overall growth rate of the GDP as it contributed only 4.22%

and 5.20% respectively to the GDP growth due to its very small share in the GDP.

Table 3.4 Relative shares of components of demand in GDP, 1984 — 2006

Share of each component in GDP

(percentage)

1984 — 1993 1994 - 2003 2004 — 2006
Final consumption by
households 60.84 (1) 63.41 (1) 65.87 (1)
Final consumption by

| general government 21.30 (2) 19.24 (2) 19.33 (2)
Private gross fixed capital
formation 9.71 (3) 11.08 (3) 13.02 (3)
Public gross fixed capital 6.22 (4) 4.53 (4) 4.86 (4)
formation 3.87 2.66 2.77
General government
Public corporation 2.35 1.87 2.09
Changes in inventories -0.81 (6) 0.74 (6) 1.20 (5)
Eet E;P]?rts i and sonvi 2.75 (5) 1.00 (5) -4.28 (6)
xport of goods and services

Imports of Goods and 21.19 26.62 26.41
services 18.44 25.63 30.70
Expenditure on GDP 100 100 100

Source: SARB online database and own calculation
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Net exports ranked the least after consumption and investments in terms of its shares
in aggregate demand and contributed the least to the GDP growth rates since 1994.

Net export grew at 44.94% between 1994 and 2003, but due to imports overtaking
exports, it contracted sharply in 2004 -2006 with a negative growth rate of -213.04%.
The low share of net exports in total GDP dampened its impact on the GDP growth
rate despite the strong movements in its growth rate. In view of the fact that the
expansion in the economy is not led by export growth, it can be argued that lack of

tradable investment opportunities could be a binding constraint on the economy.

3.2.5 Investment, savings and FDI

The country’s stock of fixed capital has continued to grow, albeit at a very modest
rate. The percentage of the GDP that goes to capital formation on the other hand
remains largely stagnant at around 18.5%. Unlike the world’s fastest growing
economies such as China, Malaysia and Singapore, which invest more than 20% of
their GDP in capital formation, South Africa’s gross domestic investment on the
average has consistently fallen below the 20 % mark (see fig. 3.3).

Table 3.5 Summary of investments, FDI and savings aggregates, 1984 — 2006

1984 -1993 1994 - 2003 2004 — 2006

Gross fixed capital formation growth -2.87 5.15 10.66
(% change)

Ratio of gross fixed capital formation 15.05 15.42 17.8
to GDP (%)

Fixed capital stock growth (% 1.23 1.24 2.63
change)

Ratio of gross capital formation to 18.5 18.5 18.8
GDP (%)

Ratio of gross saving to GDP (%) 20.8 18.1 14.3
Ratio of foreign direct investment to -2.2 0.4 4.5
GDP (%)

Source: SARB online database and own calculation

Figure 3.3 Gross Capital Formation as percentages of GDP for selected countries
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Savings within the economy, crucial for investment, have been on the downward path
with the ratio of gross savings to GDP falling to 14.3% in 2004 — 2006 from 20.8% in
1984 — 1993. This compares poorly to those of the world’s fastest growing
economies of Asia. In 2005, for example, 14.5% of South Africa’s GDP went into
savings compared to 47.6% for China, 47.1% for Singapore and 31.2 % for Hong
Kong (see fig 3.4).

Figure 3.4 Ratios of gross savings to GDP for selected countries.
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Source: World Bank, 1998; World Bank, 2004; SARB online database
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The share of household savings in total savings for South Africa has also fallen
substantially to a dis-saving of -2.51% in the period 2004 — 2006. The share of
corporate savings, as shown in table 3.6, on the average has however increased

making up about 90% of total savings within the economy in the period 2004 — 2006.

Table 3.6 Share of components of savings in gross savings (%), 1984 — 2006

1984 - 1993 | 1994 — 2003 | 2004 — 2006
Household savings
36.38 14.86 -2.51
Corporate savings
63.62 85.14 89.83
Net savings by general
government -42.49 -46.73 -13.82

Source: SARB online database and own calculation

Foreign Direct Investment (FDI) has traditionally filled the gap between domestic
savings and investment requirement for capital formation. In 2006, 6.4% of total gross
domestic formation was financed by the inflow of foreign capital compared to 1.7% in
1995. The increase in global liquidity and the opening up of the economy after
political reform contributed to the inflow of foreign capital into South Africa. The
acquisition of substantial interests in local companies by foreign investors such as
the privatisation of Telkom in 1997; the buy-out of the De Beers minority
shareholders, the Anglo American company, in 2001;  and the purchase of a
substantial holding in ABSA Bank in 2005 by the Barclays bank accounted for a

substantial part of the inflow (SARB, 2005).

3.2.6 Fiscal and monetary developments
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Government fiscal policy since 1994 revolves around the reduction of the budget

deficit to about 0.5% of GDP through reduction of government consumption
expenditure as a percentage of GDP; the avoidance of a continuous increase in the
overall tax burden; and finally the reversal of the decreasing public investment
(Strydom, 2000; Abedian, 2005).

Figure 3.5 General Government budget balance, 1990 — 2006

Budget surplus / deficit as a percentage of GDP
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Improvements in tax administration and a stricter expenditure control in government
spending facilitated the turn around of government finances from a budget deficit of
6.79% of GDP in 1993 to a surplus of 0.19% in 2006, and the ratio of the national

government debt to GDP declining from 50% in 1995 to 33% in 2006.

The M3 representing the broad money supply increased from 244.2 million rand in
1994 to 1.3 billion rand in 2006. The growth in money supply along with the increase
in demand for credit led the reserve bank to hike interest rates beginning from 1994,
which peaked at 24.5% in 1998. Generally, the country witnessed a gradual decline in

the inflation rate between 1994 and 2006 after a period of double-digit inflation. The
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significant appreciation of the rand, prudent fiscal and monetary stance of the
government, and the moderate wage settlements kept inflation within the target range

of 4 — 6 percent until late 2006.

The reserve bank adopted the policy of inflation targeting as the centrepiece of its
monetary operations in 2000 after shifting from the strategy of money supply
guidelines (du Toit, 2002: 46). The use of interest rates as the central anchor of the
inflation-targeting framework has been criticised for pulling down the pace of growth
in output and employment in the economy (Pollin, Epstein, Heintz and Ndikumana,
20006).

Figure 3.6 Trends in inflation and interest rates
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3.2.7 External trade and exchange rate
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South Africa’s current account deficit has been on the rise and reached 6% of GDP in
2006. The increase has largely been due to the sudden upsurge in consumption by the
middle class and the appreciation of the local currency (Frankel, Smit and
Sturzenegger, 2006). The global commodity boom and the emerging market boom
boosted the local currency. Furthermore, as foreigners invest in South African
equities, the rand prices of equities were pushed up, and this inadvertently led to the
appreciation of the local currency. On long term basis the exchange rate of the rand
has been relatively stable since 1994 except for an episode of rapid depreciation in

the later part of 2001 on account of speculative attack on the currency (Hodge, 2005).

Figure 3.7 Ratio of current account balances to GDP, 1990 - 2006
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The value of South Africa’s international trade has continued to rise since 1994.
Exports, consisting mainly of primary commodities such as gold, diamonds, platinum,
coal and iron ore grew by 71% from R181, 238 million in 1994 to R311, 195 million
in 2006, with the share of manufactured goods in total export also improving.
Similarly, imports made up of mainly capital goods, raw materials and high
technology goods grew by 126%  from R174, 377 million to R393, 687 million

within the same period (SARB online database). Ndlela & Nkala (2003) argue that

43



the predominance of primary goods in South Africa’s export trade is a sign of
structural weakness of the economy and makes the country highly susceptible to
instability in global commodity prices. In spite of the boom in the commodity market
in recent times, the country’s terms of trade has deteriorated as increases in global
prices of imported oil have surpassed the increases in the prices of South African

mineral exports.

3.2.8 Human capital development and employment performance

The development of the country’s human resources base has continued to attract
substantial funding from the government. The fund committed to education and health
needs keeps on growing in absolute terms. Health spending by the government in real
terms increased from 14,475 million rand in 1994 to 39, 635 million rand in 2004
representing a 174% increase on the 1994 spending. Similarly, education spending
between the same period rose by about 177% from R29 756 million to R82, 556
million. The share of education and health in the total government spending averaged

20% and 9.6% respectively in the period 1994 - 2004 (SARB online database).

Notwithstanding the sharp increase in educational spending, enrolment ratios in the
country’s educational institutions have been more or less constant but for very
marginal changes as revealed in table 3.7. The temporary upsurge in the ratios
recorded in 1996 could be attributed to the enthusiasm caused by the opening up of

the educational system to people of all races.

Table 3.7 Enrolment ratios at primary, secondary and tertiary educational levels (%)
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1991 1996 1999 | 2002 2004
Primary (NER?) 90 n/a 94 90 89.4
Secondary (GER®) 69 94 89 90 90
Tertiary (GER) 12 19 14 15 15

Sources: UNESCO Institute for Statistics online database; World Bank, 1998; World

Bank, 1999; World Bank, 2004; WEF, 2006.

The comparatively low level of enrolment in tertiary institutions feeds into the
employment performance of the country. The contraction in the primary and
secondary productive sectors of the economy has led to the shedding of jobs in those
sectors. On the other hand, the expanding services sector
highly skilled individuals and has not been able to absorb the mass of low skilled

individuals disengaged from the mining and the manufacturing sectors (Rodrik,

2006).

due to its nature requires

Table 3.8 Employment growth rates for selected sectors of the economy

1970 -1979 | 1980 - 1989 1990 - 1999 2000 - 2006
Public Authorities 4.93 2.3 -0.57 0.16
Private Sector 2.73 2.7 -0.17 0.40
Non - Agricultural
sector 3.16 2.6 -0.26 0.34

Source: SARB Online database

The decade 1990 — 1999 particularly witnessed a negative employment growth rate in
almost all the sectors of the economy (see table 3.8). The contributing factors include
the pre - existing substantially unused capacity by many firms, the reduction in the

number of workers as part of cost-cutting strategies to enhance international

* Net enrolment ratio (NER) is the number of pupils in the theoretical age group who are
enrolled expressed as a percentage of the same population

> Gross enrolment ratio(GER) is the number of pupils enrolled in a given level of education
regardless of age expressed as a percentage of the population in the theoretical age group

for that level of
education

45




competitiveness in the face of globalization, shortage of skills and the increasing rate
of capital intensity in production. It has also been suggested that the increase in
wages because of trade unions agitations, aggravated by the minimum wage policy
and affirmative action legislations also dampened the demand for labour in recent

times (Wakeford, 2004).

3.2.9 Factor productivity contribution to economic growth

Productivity remains one of the main drivers of output in the economy. du Plessis and
Smit (2006) report that total factor productivity accounted for the growth in output
between 1995 — 2004 overtaking the contribution of labour which was dominant in

the preceding decade. See Table 3.9 below.

Table 3.9 Sources of Growth

Number Period Output Capital Labour TFP
growth contribution contribution
Without Human 1985 — 1994 0.8 0.45 0.63 -0.28
Capital 1995 - 2004 3.0 0.62 0.62 1.76
Labour adjusted by 1985 — 1994 0.8 0.45 1.11 -0.76
years of schooling 1995 - 2004 3.0 0.62 0.88 1.50
Labour adjusted by 1985 — 1994 0.8 0.45 1.49 -1.14
skill level 1995 - 2004 3.0 0.62 0.95 1.43

Source: du Plessis and Smit (2006)

The rate of increase in real GDP exceeded the rate of increase in the total real fixed
capital stock for most of the period since 1994 except in 1998, and this was the case in
all industries except mining. This implies that capital productivity is on the rise as a
lower quantity of capital stock is absorbed in the production of increasing outputs.
Similarly, productivity of labour has been positive since 1993 from a background of
wide swings in productivity in the 1980°s partially on account of recurrent industrial
unrest and political crisis during the previous regime. Growth in labour productivity

averaged 0.5% between 1994 and 1999 and 2.37 % between 2000 and 2006.
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Increasing capital intensity of production, notwithstanding the abundant labour in
South Africa, is  one of the reasons for the resurgence of productivity in the
manufacturing sector in recent years as labour productivity is usually higher in the

capital-intensive sector (Natrass, 2001).

3.3 Post 1994 economic growth framework

At the onset of the new political order in 1994, South Africa because of its past
political history had evolved to become a country of two nations. The first nation is a
modern state, comparable to the advanced nations of the world, well resourced in
terms of its exposure to advanced levels of financial, technological, communication
and transportation infrastructure; and the second nation, a marginalized economy,
characterized by limited resources, lack of access to economic opportunities and the

absence of infrastructure.

Generally, the economy was beset with an array of problems including a stagnant
GDP growth, a falling per capita GDP, falling investment and savings, a declining
formal sector employment, insufficient capital inflows and an investment climate that
was clearly not attractive to external investors (Stals, 1995; Dobson, 2002). The
economic growth rate of around 3%, which was just one percent above the population
growth rate of 2% during 1994 - 2004, was not considered adequate for a significant

improvement in living standards (Pollin ef al., 2006).

The major challenges facing the new multi racial democratic government in 1994
revolved around how to integrate the first and second economies, increase economic
growth, eliminate or reduce economic inequalities and redress the skewed distribution

of wealth that existed because of the past exclusion of a majority of the population
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from gainful economic activities. The government devised successive programmes to
stimulate economic growth and address the identified problems. The programmes in
successive order include the Reconstruction and Development Programme (RDP);
Growth, Employment and Redistribution (GEAR); Micro - Economic Reforms Policy
of 2002; and the Accelerated and Shared Growth Initiative for South Africa

(ASGISA).

3.3.1 The Reconstruction and Development Programme (RDP)

The RDP adopted in 1994 provided a broad outline of the new government’s social
and economic policy. It had as its core objective the fulfilment of the basic needs of
all South Africans and the stimulation of long-term growth of the economy (Lundhal,
1999:54). The programme aimed at reconciling economic development, which is
essentially meeting the needs of the South African people, with economic growth, a

desire of the capital class (Hjort & Ramadiro, 2004).

The RDP focused primarily on the establishment of an environment that is conducive
for an increased rate of private investment. The government intended to achieve a
successful RDP and at the same time avoid any damaging challenge to the capitalist
class that had amassed large amounts of wealth during the previous political order.
The programme acknowledged the potential of the capitalist class to partner with the
new state to provide finance and skills to propel the attainment of RDP objectives
(Hjort & Ramadiro, 2004). In line with its commitment to respect private
ownership of the means of production, the financing requirements for the RDP were
to be met through taxation, government borrowing, privatisation of public enterprises

and foreign aid (ANC, 1994).
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Furthermore, the programme outlined broad strategies to be implemented in order to
facilitate the development of the industrial and trade sectors which were considered as
being crucial to the economic growth process. They included the encouragement of
faster technological development, elimination of barriers to effective competition and
promotion of trade liberalisation. The RDP also advocated for greater access to
education and support for small and medium — sized enterprises as a means of
increasing the productivity of the South African economy and its ability to compete

globally (Lundhal, 1999:54).

The success of the programme lies specifically in its ability in providing political
stability in the country at a time of major political transformation. This, according to
Terreblanche (1999), resulted in private enterprises being able to generate a solid
profit and thus achieve an impressive rate of return on their investments. Terreblanche
maintains that the success of the programme was limited by the poor conception of
the programme and the largely utopian and unrealistic targets set for the programme
by the authorities. Furthermore, the implementation of the programme was
constrained by fiscal and organisational challenges. The failure of the programme to
attract FDI and boost fixed domestic investment, coupled with the global instability in
the emerging markets and the Asian crisis, led to the establishment of the GEAR

framework in 1996 as a replacement.
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3.3.2 The Growth, Employment and Redistribution (GEAR) policy

The GEAR policy was formulated in 1996 first as a follow-up on and later a
replacement of the RDP. The policy framework had a clear goal to stimulate the GDP
growth to 6% and facilitate the creation of 400,000 jobs annually by the year 2000.
These targets are hinged on the attainment of a 10% rise in non-gold export; an
average of 12 % growth in private sector investment between 1995 and 2000; a

public sector investment annual growth rate of 10% by 1998; gross domestic savings

- GDP ratio of 22%; and gross domestic investment at 26 % of GDP (RS i956/.

The policy programme identified certain binding constraints to economic growth in
South Africa that needed to be addressed. These included the currency volatility and
the inappropriate level of the exchange rate; inadequate logistics and the high cost of
doing business due to infrastructure investment backlog; and essential skills shortages.
Other constraints identified included high level of entry barriers to industry, limited
competitions and high cost of key inputs in the production process; excessive and

multiplicity of regulatory requirements and compliance issues; and deficiencies in the

state capacity, organisation and leadership (RS 1996 /.

The policy framework proposed specific strategies to be implemented in addressing
the constraints identified. These included the reduction of budget deficit to boost
business confidence and encourage investment in the economy; the implementation of
tight monetary policy through high interest rates in a bid to keep inflation low; and

maintaining the value of the rand. Furthermore, the government was to promote
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trade liberalisation by removing all obstacles to trade, and reduce tariffs to keep

inflation low and make South African companies more competitive and productive.

Other strategy propositions included the removal of exchange controls in order to
attract investments into the country; increased but regulated flexibility of the labour
market; improved productivity through ensuring that increases in wages do not exceed
increase in labour productivity; education and training of the workforce to increase
their productivity and attract more investment; and finally the restructuring towards
privatisation of public assets that are not considered strategic to warrant government

involvement (RSA, 1996; Lundhal, 1999: 102).

The GEAR policy has been credited for its success in ensuring a degree of macro
economic stability within the country as demonstrated by the reduction of the fiscal
deficit to a target level and the moderation in inflation growth rate (Nattrass, 2001).
Other successes recorded by the programme included a modest improvement in the
economic growth rate; a reduction in income inequality; and moderate improvements
in exports performance and the inflow of Foreign Direct Investment (FDI) (Fine and

Padayachee, 2001: 270 - 74).

In spite of its relative success the GEAR growth model has been criticised on the basis
that it was not backed by any empirical evidence for its suitability for the South
African context since no solid research on it was conducted (Naidoo, 2001).
Similarly, the assumptions on which most of the strategies were based are regarded as
faulty. For example, Nattrass (2001) points out that the model assumed that investors
would respond well and quickly to a lower budget deficit. Contrary to expectation, the

drop in deficit was largely accompanied by a sharp increase in real exchange rate,
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sluggish private investment, and employment and output performances considered
below the set targets. Nattrass (2001) concludes strongly that the GEAR strategy

‘exercised a major, and independently negative impact on growth and investment’.

Other criticisms of GEAR concern its failure to guarantee the commitments of private
investors to the country with many of the country’s major conglomerate such as
Anglo-American moving their primary listing overseas (Fine and Padayachee, 2001:
270 - 74). The fall in output and employment, particularly in the textile and clothing
industry, as a result of the abolition of foreign exchange control and the lifting of
restrictions on import is equally cited as part of the shortcomings of the GEAR policy
framework. Furthermore, it is argued that the excessive focus of GEAR on
macroeconomic stability to the detriment of human capital investment is a serious

oversight in the formulation of the policy (Terreblanche, 1999).

3.3.3 Microeconomic reforms - 2002

The limited success achieved by GEAR prompted the initiative for microeconomic
reforms of 2002 as a means of stimulating further growth in output at the firm level.
The microeconomic reform strategy as in previous strategies seeks ways to remove
obstacles to faster economic growth. Its objectives included the deepening of the
structural changes in the economy with a view to increase the level of savings,
investments and job creation; the strengthening of the institutional capacity to deliver
services and products that will facilitate social and economic development; and the

improvement in the overall efficiency of the economy (Dobson, 2002).
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Microeconomic constraints identified in the economy included inefficiency and the
lack of competitiveness amongst firms due to the tariffs charged by some of the state -
owned enterprises; inadequate basic infrastructures such as roads and communications
especially in the underdeveloped sections of the country; and mismatch in the supply
and demand for labour as a result of low levels of skills and education of the labour
force. Inadequate technology base in the economy was similarly identified as a
serious challenge, due to the low per capita expenditure on information technology;
inadequate investment in research and development; inadequate technology
infrastructure; and a low level of awareness of science by the populace (Dobson,

2002).

In addressing the above-mentioned constraints, specific measures were proposed. In
the area of technology in particular, the government proposed to increase the funding
for strategic areas such as biotechnology, strengthen the research activity in the
private sector, address the issues of intellectual property and indigenous knowledge,
and establish strong centres of excellence in tertiary institutions. Other proposed
interventions included increased funding to enhance human resources development;
improving access to finance through the coordination and subsequent integration of
existing financing vehicles such as Khula and the National Empowerment Fund; and
the  promotion of and support for alternative financial institutions, second tier
institutions and community based saving schemes. To improve the infrastructure the
government proposed putting in place an integrated system of planning and
implementation encompassing national departments, parastatals, and provincial and
local governments (Mphahlwa, 2004).

The microeconomic reform strategy has achieved a measure of success. Vickers

(2003) identifies certain key  microeconomic reforms achieved as including the
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negotiation of a new labour relations dispensation with the trade unions, the
introduction of new legislations and implementation framework in respect of skills
development such as the National Skills Fund and the Sector Training Authorities,
and the development of a new small business development institutional framework
integrating all the existing institutions into a single unit. Hirsch (2004) shares the view
that the micro economic reform is well on course as evidenced by the successful
sector-specific strategies in the vehicle manufacturing and tourism industries. He
however maintains that there is room for further improvements in view of the weak
performances of the potential labour absorbing industries such as the clothing and

textiles, footwear, wood and wood products, and food processing.

3.3.4 The Accelerated and Shared Growth Initiative for South Africa (ASGISA)

The government introduced the ASGISA programme to build on the limited success
achieved by previous growth policy frameworks in meeting the targeted economic
growth rate and new jobs creation (Mlambo- Ngcuka, 2006). According to Frankel,
Smit and Sturzenegger (2006) the programme  basically seeks to consolidate the
gains of post transition economic stability and at the same time accelerate growth in

order to create employment and improve the livelihoods of all South Africans.

The ASGISA strategy framework established certain specific goals and periods to
achieve these. These included halving poverty from about one third of households
in 2004 to less than one-sixth of households in 2014; halving unemployment from
about 30% in 2004 to less than 15% by 2014; and finally achieving growth rates
averaging over 4.5% between 2004 and 2009 and not less than 6% after 2010

(Mlambo — Ngucka, 2006).
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The strategy framework for ASGISA is based on a diagnostic method of analysis. The
method holds that there are certain common characteristics shared by all successful
economies such as sound fiscal and monetary policies and management, and good
governance. Similarly, the method acknowledges that each country faces specific
challenges and constraints that are peculiar to it and which have the potential to
inhibit its transition from a mediocre economy to a growing one (Mlambo — Ngucka,
2006). Hirsch (2006) argues that ASGISA represents a process that mainly
emphasises those “critical path” issues that are necessary for shared growth which if

left unaddressed will stop shared growth.

The main challenges and constraints identified within the framework, and which
ASGISA aims to address include the imbalanced growth trajectory, with economic
growth based on commodity prices, strong inflows and strong customer demand thus
leading to the strengthening of the currency. These have made exports outside the
commodities sector largely difficult and increased the country’s potential vulnerability
to world economies. Other specific challenges identified within the economy included
barriers to entry and competition in some sectors of the economy; the relative
volatility of the currency; regulatory environment and burden on the SMMES;
shortage of skilled labour and disjointed spatial settlement patterns; and seemingly

deficiencies in state organization and capacity (Hirsch, 2006)

The ASGISA policy has equally attracted a lot of criticism. Frankel, et al (2006)
observe that ASGISA relies too heavily on capital accumulation and that there is
little evidence to indicate that local firms will be committed to expand investment to

the magnitude required. They argue that a reliance on foreign savings could widen
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external imbalance and induce vulnerability of the current account. On the other
hand, a reliance on domestic resources may lead to a rise in interest rate and the

‘crowding out’ of other investments (ibid).

Furthermore, the policy emphasis on the role of the state in spearheading the growth
process may be seen as an evidence of a weakness in conceptualising the ASGISA
growth strategy. This is clearly in contradiction to the often referred inadequate
planning, coordinating and administrative capacity of the government machinery.
Similarly, the policy orientation of the ASGISA growth strategies as it concerns
education and skills development appears too narrow. The issue of improvements
in basic education obviously is not given the attention it deserves as a critical

foundation for the development of skills.

3.4 Conclusion

South Africa enjoyed a moderate economic growth between 1994 and 2006.  This
was a turn around from the poor growth recorded in the preceding period. It is a
widely echoed sentiment that the growth performances were positively influenced by
the country’s sound macro economic management. Several concerns, however, have
emerged in respect of the current growth trajectory and the underlying

macroeconomic fundamentals.

Domestic demand has been growing at what is deemed as an unsustainable rate and
this has led to the widening of the current account deficit. Furthermore, the economy
is experiencing an inflation growth outside the target range. The management of the
movements in the real exchange rate by the SARB has been minimal since it focuses
more on inflation targeting and the use of interest rates in correcting any deviation

from the targeted rate. This has resulted in interest rates hike. In addition, job creation
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within the economy has been minimal and is not in line with the modest economic
growth achieved. The contractions in the primary and secondary productive sectors of
the economy further worsen the employment prospect.  All these clearly indicate the
need for a continuous review of the growth policies and strategies in order to pro-

actively manage the underlying economic dynamics.
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CHAPTER 4

POLICY OPTIONS FOR FUTURE GROWTH STRATEGIES

4.1 Introduction

This chapter presents and discusses some broad policy options that might provide a
framework for the formulation of future growth strategies and a basis for the review
of current policies. Many of the policy suggestions in the chapter are linked to the
prescriptions that are contained in the various literature on economic growth studied.
Others arose directly from the observed trend in the country’s economic structure and
performance, and the underlying macro - economic fundamentals. The policy
discussions also take into consideration the criticisms and the shortcomings identified

in previous and present growth strategies.

4.2 The Main Priority Areas

4.2.1 Investment, Savings and Foreign Direct Investment (FDI)

Most of the government’s past and present growth strategies place a huge emphasis
on increasing investment as a prerequisite for economic growth. This emphasis is in
line with the thinking of most economic growth theorists. The South African
investment performance has however not improved to the expectation of policy
makers. Studies reveal that the ratio of investment/GDP ratio has remained below
25%, with the effect on the overall rate of savings discouraging. The FDI has

continued to fill in the shortfall but has thus far remained insufficient.

Specific policy consideration to boost investment may include the review of the
existing system of loan guarantees. By expanding the loan guarantees system and

relaxing the qualification criteria, the government would be easing the constraints on
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the ability of firms to access finance for investment purpose. Similarly, the scope of
the lending activity and focus of the existing development financial institutions should
be widened substantially. Their mandate should be refocused mainly towards
providing adequate finance for new business opportunities and ideas that can
stimulate further investment. Furthermore, the government can give directions to
financial institutions in channelling funds to identified growth sectors, particularly in
the services industry. This may be done by mandating financial institutions to channel
a minimum stipulated percentage of their loan assistance to the identified industrial

sectors (IMF, 2008).

The emphasis on consumption over investment by South Africans is a clear
confirmation of minimal domestic savings. Policy initiatives in this regard may focus
on a wide range of incentives to encourage savings. Specifically, the government must
take a drastic step to limit the transaction costs associated with banking services. This
has to be done taking into consideration the need to respect free enterprise. Similarly,
the transaction costs incurred on investments with insurances and pension funds need
to be revisited (Gross, 2001). Furthermore, traditional instruments for mobilisation
of savings such as stokvels need to be encouraged and assisted to transform into

legally recognised cooperatives (Bernanke, 2004).

Ensuring a continuous inflow of foreign capital is crucial in the short to medium term.
Policies must be evolved that would encourage foreign direct investment into the
country. The privatisation of non-core state assets must be reconsidered as a vehicle
for the promotion of foreign direct investment. The existence of tradable investment
opportunities will go a long way in stimulating additional net inflow of foreign

capital. In this regard, a stable economic and institutional environment would sustain
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international investors’ confidence in the country and simultaneously boost local

investments (Gelb et al, 2007).

4.3.2  Skills development

Aligning the skills requirement of the economy to the broad economic growth agenda
of the government requires that the government at all levels and the stakeholders in
the country develop a policy framework that link human capital development to
current labour market (ILO, 2008). The declining enrolment in tertiary institutions
and a shift in the structure of production towards high skill services industry call for a
policy shift in line with the unfolding trend. An increase in government spending in
education, particularly in the areas of basic mathematics and physical sciences, will
lay a solid foundation for increasing the skills base of the country. The extra funding
injected can also be used to train more educators and to establish specialised
institutions in the mathematical and physical sciences subject areas (MacCormick,

2008).

It is noteworthy that the government is moving in the right direction by collaborating
with the private sector through the establishment of the Sector Education and Training
Authorities (SETAs). Certain policy reforms with regard to the SETAs will need to
be put in place to enhance their ability to achieve the goal of developing skills by
making them more flexible and responsive ( OECD, 2008 :130). Specifically, firms
should be allowed to freely determine their membership of any SETA by allowing
ease of entry and exit. This will provide a mechanism for correction of problems,
and stimulate a robust competition amongst the SETAs in meeting the skill

requirements of their member firms.
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Another important area of policy consideration is the immigration of highly skilled
workers (NZ, 2004:69). The government may consider relocating the processing and
determination of work permits from the home affairs department to the department of
trade and industry. The department in line with its mandate to promote economic
growth will be able to align the skilled immigrants policies to the country’s needs.
The home affairs department may be mandated the responsibilities of only
documenting and issuing work permits. It may also be necessary to put in place an
easy and structured mechanism for issuing work permits to immigrant - applicants
who are in possession of postgraduate degrees from reputable institutions. Another
aspect of the skill policy may entail putting in place appropriate measures to stop the
emigration of highly skilled whites while at the same time encouraging the return of
skilled individuals that have emigrated. The review of the affirmative action policy

may help in this direction (Ehle, 2006).

4.3.3 Infrastructure development

In view of the massive infrastructure requirements of the country, it is important that
private investments in the provision of infrastructure should be encouraged. This can
be done through the provision of several incentives like tax breaks and removal of
constraining administrative bureaucracy (William, 2006). Khan & Khumar (1997)
argue that private capital is more productive than public capital. This argument
supports the implementation of innovative public — private partnership arrangements
such as asset leasing, contract management and concessioning to fully realise the

economic benefits of infrastructural investments.
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4.3.4 Macro economic policy

Broadly, the current macroeconomic strategy of the South African government
particularly the fiscal prudence and inflation targeting has provided much needed
stability in the economy. However, its impact on savings within the economy needs
to be reconsidered. In view of this, it may be necessary to reform the fiscal policy so
that it could foster greater contribution to national savings and bring down the growth
of domestic demand. This could be achieved by targeting a larger fiscal surplus,
which in turn will enable the SARB to achieve the targeted inflation regime with a
lower interest rate. The turn around in government finances as indicated by the budget
surplus and the eradication of government borrowing requirement achieved in 2006
would have to be sustained as a sharp reversal in macro economic outlook often send

conflicting signals to investors (Petrakos et al, 2007).

The policy of inflation targeting on the balance is a well thought out one because of
the widely reported negative impact of high price level on the growth process. It is
well documented that °...high inflation........ distorts decisions that individuals make
about investment, savings, and production; leading eventually to slower economic
growth’ (Saunders, 2003). The dilemma here would be the need for the policy
authorities to reconcile the use of interest rates as a tool to contain inflation with the
need to stimulate investments within an environment of low interest rate. The SARB
may need to review the operations of the inflation-targeting policy, and be more
responsive to fluctuations in the real exchange rate as this tends to impact on the level
of inflation. Policy options may include reviewing the target band of inflation in line

with economic realities (du Plessis, 2005).

62



The growing current account deficits points to the fact that domestic demand is too
high for the country’s productive capacity. In broad terms the government needs to
review the direction of the current growth policy by pushing for a supply oriented
approach rather than a demand oriented one such as improvements in the
infrastructure and skill base of the economy (Abedian et al, 2006). The large and
growing current account deficit in recent times poses several challenges to the
economy. Whilst South Africa has been able to manage the situation through the
continuous inflow of capital, a sudden stop of inflows as a result of, for instance,
dampened demand for mineral commodities might precipitate a crisis for the
country’s external balance. It will thus be necessary to encourage the diversification
of the exports base from primary products, and expand the capacity for manufactured

exports (Ashafa, 2007).

In addition to the earlier mentioned risk posed by instability in exchange rate to
price levels, it equally poses a tremendous challenge to monetary policy formulation.
Excessive appreciations may lead to some industries losing output and profit, and
shedding jobs. A competitive and stable exchange rate will stimulate the channelling
of resources into the export-oriented manufacturing industries. Policy formulation
may focus on the building up of external reserves. Furthermore, the government may
seek to minimise the share of the capital inflows that are short term and the attendant

uncertainties and contagion risks that go with these (Einchegreen, 2008).

4.3.5 Trade policy
It is important that the country’s trade policy remains focussed on the promotion of
trade liberalisation. A high ratio of trade to GDP is generally good for economic

growth as it reduces the frequency and the severity of currency crises (Kandiero &
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Wadhawan, 2003). It also has the potential to stimulate FDI as well as give
confidence to investors. Export friendly policies such as tax rebate as incentives to
producers should be promoted and complex compliance issues discouraged. Perhaps,
the authorities should also promote export guarantee schemes to accommodate small-

scale businesses (Chemingui & Jabsheh, 2008; Oyejide, 2007).

4.3.6 Research and development

Increasing productivity at the firm level will require the lowering of costs and
improving the level of efficiency of businesses, both of which to some extent depend
on advancement in technology. Policies that promote at least minimal level of
education and the general enlightenment of the citizenry will go a long way in
influencing the acceptance of technical progress (NZ, 2004:73). Productivity at the
industry level can further be improved through better technology, introduction of new
ideas and better education and training. The government could put policies in place
that promote subsidising of Research and Development in the private sector,
expanding access to higher education particularly in the areas of science and
technology, and improving cooperation between research institutes and enterprises.
Greater effort should also be directed towards experimental research rather than
laboratory based research. This will greatly improve the linkage between scientific

and technological research, and economic activity at the firm level (Hu et al, 2007).

4.3.7 Role of competition and regulatory framework

At the micro level any attempt to improve productivity will equally involve increasing
the level of competition, thus improving efficiency and thereby lowering input costs
(NZ, 2004:71). Policy initiatives around the standardisation of regulatory framework

for price determination by the publicly owned utilities and economic services
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industries such as Eskom, Transnet and Telkom may prove useful in this regard. More
often than not prices are outcomes of a negotiated process with big customers
thereby putting small industry users at a dis-advantage by effectively cross subsidising

large users and weakening their competitive positions.

Similarly the existence of ‘natural monopolies’ in certain industries constitutes an
obstacle to the lowering of costs and improvement in productivity. For example, the
practice of import parity pricing by which local products’ prices are determined based
on international prices rather than domestic production cost is not conducive for local
economic growth. A policy framework needs to be put in place to discourage the
practice. It is crucial that all stakeholders such as business, consumers and
government develop a sense of awareness of the importance of fair competition for
the country’s economic well being. Platforms should also be created to generate
awareness, and encourage debates and inputs into the competition policy process

(Cuts, 2008).

The government needs to strengthen the competition regulatory institutions and the
anti-competition laws. Greater competition amongst firms will go along way in
improving resources allocation amongst competing uses and serve to improve
technical efficiency. More vigorous competition will encourage innovation and
enhance better corporate management, and at the same time will help to contain
inflationary pressures as excessive margins are depressed (OECD, 2006:16). Proactive
review of anti-competition laws in line with the determination of the competition

tribunal will assist in this direction (Teo, 2003).
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4.3.8 Public service and administration

Recent growth strategies such as the GEAR and ASGISA place a great emphasis on
the role of the public service in facilitating the economic growth process. It is thus
important that policy formulation by the public service must be transparent, stable and
predictable to the extent that they allow private investments to be planned and
responses to be designed for anticipated changes in the policy environment. In
addition, policy implementation must be transparent and credible to engender
confidence in the country’s long-term economic viability and its political stability.
Political institutions must be seen to ensure good governance, promote fairness and
justice, discourage crime and graft, and promote an environment conducive for the
smooth functioning of institutions that support economic growth (Crase & Dollery,

1999).

Improving the capacity of the public service to deliver support and excellent service to
private initiatives is also crucial. In addition to the training and retraining of public
servants, it may be a worthwhile venture to put in place a form of certification
standards for departments whose primary responsibilities are crucial for private sector
economic initiatives. Such may include Companies and Intellectual Property
Registration Office (CIPRO) and the South African Revenue Service (SARS)
amongst others. This will lead to the gradual improvement of government services

over time (Bertucci, 2006).
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4.3.9 Labour dispensation

At the micro level, the contribution of labour legislations and the trade unions to the
slow absorption of labour in the production process must be critically examined.
Against the background of employers’ position on the existence of a myriad of labour
regulations that impose additional compliance requirements on firms, the government
must review the laws without necessarily exposing workers to unfair labour practices
by employers (Bhorat & Lundall, 2004). The trade unions must also be taken into
confidence in government policy formulation to stem the increase in wage agitations
which affect the profitability of firms and their ability to absorb labour, thereby
denying the country the potential contribution of labour to economic growth

especially considering its abundance in South Africa (NZ, 2004:66).

4.3 Conclusion

The main thrusts of all growth strategies revolve around putting in place policies
that ensure macro economic stability, enlarge the productive capacity of the economy
while at the same time stimulating a higher productivity at the firm level. On the
supply side, the expansion of the quantity of the physical and human capital available
within the country is crucial to increase the pace of economic growth. It is also
necessary to continuously improve the quality of these resources in order to increase
their productivity. On the demand side, the expansion of aggregate demand would
stimulate the expansion of the productive capacity in the long run in response to
demand. All these bring to the centre of the debate the capacity of the state, and the
ability and willingness of policy makers to influence and provide a conducive

environment for economic growth.
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CHAPTER 5

SUMMARY AND CONCLUSION OF THE STUDY

5.1 Summary of the study

South Africa has achieved a moderate but encouraging economic performance since
the advent of the new political dispensation in 1994. The GDP grew at an average rate
of 2.99% in the first ten years of the new democracy, and 4.98% over the following
three years.  Other indicators of economic performance such as the GDP per capita,

GDE and GNI also showed robust results.

The study confirms that the South African growth path is in line with most of the
developed countries that have seen an increase in the share of services in their GDP,
and a declining role of the primary sectors.  The tertiary sector, in line with its
increasing share in the economy, enjoyed on the average increasing growth rates that
exceeded the overall economic growth rates, and remained a key driver of economic

growth in South Africa.

Literature on economic growth states that growth results from either the increase in
the quantity of resources utilised in the production process or increase in the
efficiency of the resources, thereby resulting in more output from a fixed quantity of

input (Mehta, 1970: 90).
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The South African macro economic environment has been relatively stable thus
providing a conducive atmosphere for growth. Budget deficit was eliminated in 2006
based on government’s fiscal discipline and financial prudence. Similarly, consumer
price inflation came down from the high figures of around 18% witnessed in the late
1980s. The rand exchange rate was relatively stable for the better part of the period
under review as a result of moderate foreign capital inflows. However, the firmness in
the exchange rate gave rise to undesirable consequences as the country witnessed an

acceleration of the growth of import over export.

Fixed capital formation maintained a positive growth since 1994, though its ratio to
the GDP continues to decline and is less than the ratio for the world’s fastest growing
economies such as China, Malaysia and Singapore. The infrastructure component of
the fixed capital formation however performed slightly better. As with capital
formation, the ratio of domestic savings to the GDP continued to decline, and was
lower than the ratio for world’s fastest growing economies earlier mentioned. FDI on
the other hand played a crucial role in filling the investment — savings gap in the

economy.

Skills shortages continue to pose problems in the economy. The increased share of the
tertiary sector in the economy requires a new category of skilled workers to meet the
labour requirement. The trend towards capital-intensive production had made more

capital available for labour to work with thus the need for more skilled labour.

The study reveals further that recent economic growth performance was consumption
driven with household consumption contributing most to the GDP growth. This is

partly responsible for the country’s widening current account deficit. The share of net
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export in the GDP also shrunk and was negative between 2004 and 2006 with imports

exceeding exports.

To meet the challenges of growth the government put in place strategies and policy
measures designed to take into account the impact of the aforementioned factors,
namely low level of investments and saving, skills shortage, inadequate infrastructure,
and shrinking exports on economic growth. These policy measures included the RDP,

GEAR, Micro —Economic Reforms and lately the ASGISA.

The study also presents some priority areas for further growth strategies. To stimulate
savings in the economy, it suggests that the transaction cost associated with banking
services and the multitude of taxes on insurance and pension payouts be reviewed.
In addition, the traditional instruments for mobilisation of savings such as stokvels
need to be encouraged and assisted to transform to legally recognised cooperatives. It
is further suggested that the privatisation of non-core state assets must be reconsidered
as a vehicle for the promotion of foreign direct investment. Infrastructure
development through the provision of several incentives like tax breaks and removal
of constraining administrative bureaucracy, implementation of innovative public —

private partnership will contribute to the stimulation of investment in the economy.

In the area of skills improvement, it is suggested that the government should increase
its spending on education, particularly in the areas of basic mathematics and physical
sciences. Firms should be allowed to freely determine their membership of any
SETA by allowing ease of entry and exit in order to increase competition and
efficiency of the SETAs. The government may also consider relocating the processing
and determination of work permit from the dysfunctional home affairs department to

the department of trade and industries. Similarly, there is the need to put in place an
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easy and structured work visa (permit) issuing mechanism, and stem the emigration of

skilled workers.

Other policy suggestions include making export tax rebate easily accessible and
devoid of complex compliance issue; expansion of the exports guarantee scheme to
accommodate small scale businesses; subsidising Research and Development in the
private sector; and the standardisation of regulatory framework for price
determination by the publicly owned utilities and economic services industries such as
Eskom, Transnet and Telkom. The government may also put in place policies to
discourage the practice of import parity pricing and strengthen the competition
regulatory frameworks. In addition to the training and retraining of public servants, it
may be desirable to put in place a form of certification standards for departments that

are crucial for private sector economic initiatives.

5.2 Concluding remark

The subject of economic growth is a widely researched one with numerous
recommendations and suggestions already documented. Abel and Bernanke
(2005:211) indicate that there are no sets of magical formulas that can be used to
guarantee a faster economic growth rate. They support their position with the
argument that some countries are still poor despite the tremendous amount of

literature and empirical research on economic growth.

The need to stimulate economic growth calls for policy makers to constantly evaluate
progress made towards this desirable goal. The existing body of knowledge on
economic growth serves to provide a framework within which policy orientation can

be formulated and determined. However, the peculiar characteristics and

71



circumstances of the South African economy indicate that a ‘one size fits all’
approach may not necessarily work for the country and policies that have been
formulated and implemented in other countries may not deliver the desired result for

the country.

It follows that most of the policy recommendations merely provide a broad
framework within which further studies can be undertaken and sector specific policies
can be designed. The economic environment is constantly changing and policies that
are applicable at a period in time might need to be re-evaluated and reviewed at
different stages of economic growth. Detailed policy formulation would thus require a
continuous monitoring of developments in the economy in order to align policies to
these developments, albeit within a broad framework guided by earlier empirical
studies, the literature on economic growth, and patterns and trends identified by this
study. It is hoped that the broad policy areas outlined in this study will provide further
guidance for policy makers to review existing policies and strategies, and fashion out
measures that would be relevant to the present and future growth requirements of

South Africa.
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