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1. INTRODUCTION

This paper hopes to shed light on how South Africa arrived at the fiscal crisis that it currently faces. The
Covid-19 pandemic has accelerated this crisis, and discussions are under way about how government
should respond in the short term. The paper tries to focus on the structural factors that predate Covid-19
and how the fiscal crisis will define public policy over the medium term. To offer answers to these
questions, I review fiscal data and policy development over the last two decades, in the hope that a better
understanding of the road travelled will help illuminate the path ahead.

The structure of public spending and the dynamics of debt accumulation are looked at in some detail, but
less attention given to taxation. The paper considers monetary policy only to the extent that it might (or
might not) ease fiscal constraints. Macroeconomic trends are looked at insofar as they frame fiscal
choices, but the broader context of the South Africa’s crisis — rising unemployment and poverty, extreme
and entrenched inequalities, economic stagnation rooted in deindustrialisation and financialisation, and
the slow but inexorable disintegration of the Congress movement — is left in the background.

Indeed, South Africa’s crisis is multidimensional, and a single lens such as fiscal policy is inevitably
limited. Nevertheless, I believe it can help illuminate a wider terrain of historical change. As Schumpeter
famously said, “the spirit of a people, its cultural level, its social structure, the deeds its policy may prepare
— all this and more is written in its fiscal history, stripped of all phrases. He who knows how to listen to

its message here discerns the thunder of world history more clearly than anywhere else” (quoted in Martin
etal, 2009). No doubt an exaggerated claim, but there is truth enough in it.

In Section 2, I present evidence of a large expansion of public sector commitments in the decade after
2002. This expansion was deliberate and well-targeted. It included a permanent expansion of core public
services (basic education, health and policing), an increase in pro-poor fiscal transfers, significant real
improvements in the remuneration of public employees and a surge in public infrastructure investment.

Once these new commitments were entrenched, the fiscal policy context changed fundamentally in two
ways, which Section 3 examines. First, the end (in 2011) of the surge in South Africa’s terms of trade
(associated with the commodity price cycle) was the fundamental cause of the subsequent economic
stagnation and permanent slowdown in economic growth, and domestic constraints (such as electricity
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supply disruptions or corruption) were initially of secondary importance. But (second) the policy and
governance environment in which fiscal policy operated also changed after the ANC’s Polokwane
conference in 2007. This resulted in a fragmentation of political power and a shift of policy authority
from constitutional structures of government to opaque and diffuse processes within the ANC. In the
face of slowing growth, government committed itself to further expansions of the public sector but failed
to articulate a fiscal programme to support these aspirations. Government relied on the assumption that
economic growth would accelerate, which would allow its agenda to be implemented. But growth
continued to slow and the social policy agenda set out in the NDP could not be taken forward. Instead of
facing these contradictions, fiscal obligations were extended even as economic growth decelerated, the
capacity of the state deteriorated, and the flow of tax revenue dwindled. Eventually, a second blow to
economic growth occurred after 2015, as investment (both private and public) collapsed in the face of
incoherent policy, regulatory capture and intensifying fiscal crisis.

Section 4 looks in greater detail at the fiscal weaknesses and imbalances that have built up over the last
decade. Central government’s expenditure envelope remained strictly controlled, but costs rose faster
than budgets and a host of new fiscal obligations were taken on. This led to a deterioration in allocation
of resources, as budgets for capital and the procurement of goods and services were driven down to
extract fiscal space. Remuneration of public servants continued to improve faster than budget allocations
for compensation, leading to falling levels of service provision in healthcare, basic education and policing.
While these dynamics worsened the social crisis, the budget deficit remained entrenched and public debt
continued to accumulate. I call the correlation of these factors “austetity without consolidation”. Public-
sector spending was constrained across national and provincial departments but increased through local
government and extra-budgetary agencies. At the same time, the quality of public infrastructure
investment deteriorated so severely that large additional subsidies were required out of general taxation to
keep public enterprises and agencies afloat, and to offset the increased costs that these inefficiencies were
imposing on society.

Section 5 looks to the future. The current fiscal position is shown to be profoundly unsustainable, even
leaving aside the short-term impact of Covid-19. If not resolved, the result will be an unacceptable
increase in the burden of interest payments, which will inevitably raise questions about the willingness of
the state to honour its obligations. South Africa is entering a period of fiscal distress. It is argued that this
crisis cannot be resolved solely by fiscal consolidation and that government’s path of consolidation
proposed in the special adjustment budget is so extreme that it is neither feasible nor desirable. An
attempt at large fiscal adjustment is likely to impose unsustainable social pressures and choke off the
recovery, imposing a second blow to livelihoods on top of the Covid-19 catastrophe. In this unenviable
context, it is natural to look for innovative alternatives. I consider the arguments for central bank
intervention to backstop the fiscal position and find them wanting, at least beyond a short-term palliative,
as they would threaten to worsen rather than ease the crisis.

Lastly, three tentative conclusions are offered about fiscal and macroeconomic policy-making in South
Africa that might arise from the foregoing analysis. First, the resolution of the fiscal crisis depends on
faster economic growth, which will need to be led by private investment. Fiscal consolidation is necessary
but without growth debt will not stabilise. Second, even if growth accelerates, the current structure of the
public economy will have to change. This is likely to entail increased levels of taxation and reductions in
public consumption. Third, the institutions of macro policy coordination should be considered with a
view to a stronger focus on managing adjustments to long-lived shifts in external conditions, rather than
short-term fluctuations around a domestic business cydle.
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2. PERMANENTFISCALCOMMITMENTS

Prior to the first democratic elections in 1994 the African National Congress (ANC) set out its economic
stance for post-apartheid South Africa. The Reconstruction and Development Programme (RDP) made
clear that:

[Glovernment policyand mechanisms of raising finance are crucial to the success of the RDP.

If they were to cause excessive inflation or serious balance of payments problems they would

worsen the position of the poor, curtail growth and cause the RDP to fail. Government

contributions to the financing of the RDP must, therefore, avoid undue inflation and balance of

payments difficulties. In thelong run, he RD P will redirect government spending rather than increasing it
as a proportion of GDP” (African National Congress, 1994: 142—3, emphasisadded)

Once in government, the ANC initially left key economic functions, such as finance minister and central
bank governor, in the hands of “old order” functionaries. In 1985, global banks had dealt the apartheid
state a devastating blow by refusing to roll over South Africa’s debts. For several years before the
election, the ANC had argued in favour of policies that would support capital inflows. The fledgling
democratic state needed to restore the inflow of foreign savings and unlock the balance of payments

constraint, and so continued down the path of liberalisation, open capital markets and fiscal prudence
that had been opened by its apartheid predecessor (Gelb, 2004).

Soon after the appointment of the first ANC Minister of Finance, and in the wake of the market turmoil
that followed, in 1996, government again committed itself to fiscal prudence with the Growth,
Employment, and Redistribution (GEAR) strategy. While GEAR represented continuity with
macroeconomic policy, it implied a new approach to engagement with the party militants, trade unions
and civil society groups that constituted the ANC’s broader activist base. In effect, at the time, the ANC
sought to establish credibility with foreign investors by demonstrating its capacity to discipline and
marginalise its mass base (Gelb, 2007). An IMF analyst later commended South A frica for having
“successfully resisted pressure to use the budget as an instrument for quickly redistributing income”
(Nowak, 2005: 3).

GEAR’s fiscal objectives wete to cut the budget deficit, avoid petmanent increases in the overall tax
burden, reduce public consumption spending and raise government’s contribution to fixed investment. A
rebalancing in the composition of expenditure would reduce the sum of wages, transfers, and the
procurement of goods and services by three percentage points of GDP by the year 2000, to enable an
increase in RDP-related capital spending (Republic of South Africa, 1996). This led to the downsizing of
the public service employment levels over the next five years (Hassen & Altman, 2010), a process that
coincided with integration of apartheid’s divided racial bureaucracies and the reallocation of public
spending towards the imperatives of democratic rule.

Figure 1 shows the evolution of spending since the 1996 fiscal year.2 I have defined “cote expenditure”
quite narrowly, to reflect choices under the direct control of central government; choices that are financed
out of general taxation and borrowing.3

Figure 1 clearly shows the fiscal consolidation associated with GEAR between 1996 and 2000, but this is
dwarfed by the rise in expenditure that followed. Over the decade from 2001, spending grew at a real rate
of 7% each year on average. In today’s prices, between 1999 and 2011, government spending for each
South Africa rose from R12 300 to R24 200. Over this period, tax rates were also eased (as explored
further in Section 4.2): between 1994 and 2009, the corporate income tax rate was lowered from 40 per
cent to 28 per cent; while between 1999 and 2002, the top rate on personal income was lowered from 44
per cent to 40 per cent in 2002, and relief for fiscal drag was provided far in excess of inflation.

2 Meaning the year of the 1996 budget — form here on I drop the “fiscal year” qualification in the text,although this is indicated
in the figures and tables as appropriate.
3 A fuller explanation is providedin the notes to Figure 1.
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Figure 1: Main budget core spending (1996-2019)
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Sources: National Treasury, Stat SA, IHSMarkit, author’s calculations

Note: | define "core spending” as main budget non-interest spending excluding self-financing items and payments for financial assets. It is
intended as a measure of discretionary allocations for the provision of governmentservices under the direct control of the central
government, and which are financed from general taxation and bond issuance. In National Treasury data the main budgetis expenditure
financed from the National Revenue Fund, established in s213 of the constitution as the fund "into which all money received by national
government must be paid, except money reasonably excluded by an Act of Parliament”. Taking this as a baseline, | have excluded debt
service costs, payments funded by the skills levy and the fuel-levy sharing with metros. All of these are “direct charges against the National
Revenue Fund” (see Table 5 of the Budget Review) implying that they are notthe subject of discretionary choices made in the context of the
budget process, and are not appropriated by parliamentary vote. The skills levy payments and fuel levy sharing are also financed by a
dedicated revenue stream and by design, therefore, have no effect on the deficit. They also replaced revenue and spending that was
previously outside the main budget (skills levies to training boards and regional services council levies charged by large city governments
respectively). | have also excluded payment for financial assets. This line it is dominated by very large payments to Eskom in 2009, 2015 and
2018, and smaller payments to other state-owned enterprises. This exclusion is intended to ensure focus on government's underlying
service delivery obligations. Real spending per capita uses Stats SA population estimates (based on census 1996 and census 2001 and mid-
year population estimates from 2002) deflated with the consumer price inflation index

Four elements were behind increased spending in the decade after 2002: an expansion of resource
allocation to health, education and policing; improved remuneration for public servants; a rise in transfer
payments to poor households; and a surge in infrastructure spending.

(a) Expansion of core government servcies
Health, education and policing are the most labour-intensive of government services, absorbing 50%
of the national budget but more than 70 per cent of compensation spending. Extending these
services necessarily entails increasing employment levels. As Table 1, between 2002 and 2012, police
numbers increased by more than 50 per cent, while employment in provincial health departments
grew by 44 per cent. In both cases, the population served on average by each employee fell
significantly. The growth in education employment was more moderate in absolute terms, but made
similarly impressive gains relative to the number of enrolled learners. (See Section 4.3 for after 2012.)

(b) Improved remuneration for public servants
Agreements reached in 2007 resulted in a vastly improved conditions of service for public employees.
Revised salary structures in the form of “occupation specific dispensations” were designed to attract
and retain professional employees. The 2007 agreement also entrenched routine grade progression
(annual promotions to a higher notch on the salary scale). While ostensibly linked to performance
assessments, in practice grade progression became neatly universal, adding 1.5 per cent to the annual
growth rate of the salary bill, over and above the annually negotiated “cost-of-living adjustments”
(which were typically pegged above consumer price inflation). Table 1 shows that provincial spending
per employee in health departments outpaced consumer inflation by an annual average of nearly 5 per
cent over the decade. The figure for education is closer to 4 per cent.
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Table 1: Employment and compensation in health, education and police

fiscal year Ave. annual
2002 2012 growth

Health (provincial departments)

Employees 216 092 310 896 3.7%

Compensation spending per employee (constant 2012 rand) 149 028 238 704 4.8%

Population per employee 174 133 -2.7%
Education (provincial departments)

Employees 426 915 494 048 1.5%

Compensation spending per employee (constant 2012 rand) 179 317 262 869 3.9%

Learners per employee 28 25 -1.0%
Police

Employees (fulltime equivalents) 131 560 197 872 4.2%

Compensation spending per employee (constant 2012 rand) 191770 236 498 2.1%

Population per employee 286 209 -3.1%

Source: Author's calculations based on the following data. Employees and spending: National Treasury: Intergovernmental
fiscal reviews: 2003 (Table 4.1 and Table 5.5), 2004 (Table 4.2 and Table 5.7) and 2014 (Tables 3.4, 4.12 and 11.1); Estimates of
National Expenditure: 2003 (Table 25.1) and 2014 (Tables 25.3, 25.12 and 23.2). CPI| deflator and mid'-year population
estimates: Stats SA; IHSMarkit. Learners enrolled in public school system: Department of Basic Education and Gustafsson
(2020).

Note: Health and education employee numbers and compensation spending reflect the budgets for headcounts and
compensation of both professional and administrative employees in provincial government. Employmentin the relevant
national and municipal functions is excluded from both these sectors. Police reflects total employment in the national
budget vote for safety and security. Itexcludes provincial and local employees carrying out policing functions and includes
many employees who may not be police officers. Compensation spending is deflated using a headline consumer price index.

(c) Arise in transfer payments to poor households

Figure 2 (a) shows that transfers outpaced the surge in compensation spending.4 This expansion had
two parts. First, cash transfers to households, which is made up of social grants and similar payments,
that increased from 3 per cent of GDPin 2001 to 4.6 per cent a decade later. This line item also
includes subsidies to university students from poor households, which accounts for the increase after
2016. Second (and equally significant), the funding of free basic water and electricity for poor
households was financed through transfers to local government starting in 2001. These transfers
increased from 0.8 to 2 per cent of GDP over the period.

(d) A surge in infrastructure spending

Complementing the increases in recurrent transfers and consumption was a surge in capital spending
(Figure 3). The figure distinguishes between outlays largely financed from the budget (in bars) and
infrastructure spending leveraged from the balance sheets of state-owned companies (the line). The
former includes capital transfers from the main budget, which financed an expansion of capital
spending by municipalities, provinces and national departments, and supported the investment
programmes of public agencies responsible for roads, water systems and passenger rail. The budget
also supported large projects, such as the Gautrain and stadium construction in preparation for the
Wortld Cup in 2010. At the same time, Eskom inaugurated a new build programme in response to the
first incidents of load shedding in 2007, while capital formation by Transnet doubled as a share of
GDP, rising from 1 per cent of GDP in 2005 to 2.1 per cent in 2009.

4 The rise in compensation spending observed in Figure 2isless pronounced than mightbe expected from the data in Table 1.
Note that, while police, education and health budgets were expanding, other labour-intensive element of government services
was contained. The defence force, for instance, benefitted from improved remuneration butemploymentlevels remained
constantover the decade (see National Treasury, 2004, 2016b)
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Figure 2: Core spending by national, province and social security funds as a share of GDP
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been modified on the same basis as set out in the notes Figure 1, butdiffers in that social security funds are included and consolidated into

Figure 3: Capital spending by public sector institutions (% of GDP)
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Figure 4: Spending on defence and interest payments
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Source: SARB, IHSMarkit, author’s calculations.

Note: This data is drawn from SARB data on functional classification of expenditure by consolidated general
government. Interest paymentsis denoted ‘public debt transactions' in this dataset.

All through this sustained extension of budgets, government ran a primary surplus.> Despite the easing of
tax rates, rapid economic growth ensured that taxation remained buoyant. Improving commodity prices
coincided with the longest business cycle upswing in South Africa’s history and an easing of global
financing conditions. This combination of factors created a false sense of fiscal sustainability by reducing
the costs of debt servicing and so expanding the apparent fiscal space for social provision. Reduced
spending on defence also created space for expanding social provision. With the demise of apartheid,
South Africa’s defence force withdrew from battlefields in Southemn Africa and deployments against
political resistance at home. As Figure 4 shows, the windfall from reduced defence spending was
concentrated in the years between 1989 and 2000. Although defence spending increased with the arms
deal¢in 2001, it was driven down to 1 per cent of GDP in the years that followed.

In contrast with the RDPs commitment to “redirect government spending rather than increasing it as a
proportion of GDP”, the fiscal consolidation associated with GEAR was followed by a large expansion
of public consumption, and a simultaneous easing of the tax burden. The spending increase was entirely
warranted and well directed. Concerns about crime, both as a social problem and a constraint to faster
economic growth, were widespread (see for instance Stone, 2000). Similarly, improved basic education
and healthcare were (and still are) regarded as essential for social development and economic expansion.
In 2007, the first incidents of load shedding alerted South Africans to the urgent need for new power
generation capacity and accelerated growth, and exposed the inadequacy of economic infrastructure.

Had these expanded resource allocations led to sustained progress in the quality of public services and
been accompanied by improved industrial investment, trade competitiveness and productivity, they might
have formed part of a new dynamic of self-reinforcing growth and development. Had global dynamics
remained supportive, the result might have been a sustainable fiscal path. Instead, the extension of fiscal
commitments and surge in public infrastructure investment was followed by a permanent fall in GDP
growth.

5 The primary balance is the difference between revenue and non-interest spending (i.e. the budget balance minus interest
payments). A primary surplusis a positive primary balance.
6 Arms deal spending peaked in 2005 and continued until 2011.
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3. THEWORLD CHANGES

With hindsight, it is not difficult to see why government was upbeat about South Africa’s prospects in the
first decade of the millennium. As the global commodity boom kicked in, economic growth accelerated,
capital inflows were buoyant, the rand was strong, and inflation and interest rates were benign (see
Frankel et al., 2006). Easier global financing conditions kept the bond yield below accelerating economic
growth (see Figure 27), while inflation remained in check. Despite the extension of fiscal commitments,
government maintained a primary balance backed by rapid growth and buoyant revenue. The
combination of these forces brought the debt-to-GDP ratio down to historic lows and the budget balance
moved into surplus.

However, two factors then changed the conditions under which fiscal policy operated. Global economic
developments redefined macroeconomic fundamentals, as the historic surge in the terms of trade that had
driven South Africa’s growth came to an end in 2011. Coinciding with this was the change in domestic
political conditions that had begun with the ANC’s Polokwane conference in 2007. At the time that the
slowdown in growth demanded fiscal adjustment, government policy became increasingly incoherent and
incapable. This enfeeblement of public institutions eventually led to a collapse in investment and a second
blow to growth after 2015. I discuss each of these changed conditions in turn.

3.1 Global shifts and South Africa’s growth slowdown

The financial crisis of 2009 was a heavy blow, but one that South Africa weathered better than most. The
contraction was initially severe, but the economy rebounded over the next two years. The 2010 World
Cup preparations lifted private-sector confidence and supported a strong recovery in private investment,
which complemented the public sector’s ongoing infrastructure surge. Fiscal expansion in developed
countries buoyed global demand, and South Africa’s export volumes surged. Commodity prices
strengthened once more as Chinese growth rebounded to 10 per cent, down from its peak of 13 per cent
but still remarkably strong.

However, after 2011, China’s economy began to slow, and commodity prices followed. Almost
simultaneously, the European Union curtailed public spending and shifted from a current account deficit
to surplus, imposing deflationary pressures on the world economy (Klein & Pettis, 2020). South Africa
began to decelerate.

Figure 5 shows South Africa’s rate of economic growth since the transition to democracy. In the 1990s,
growth averaged 2.9 per cent —a return to the historical average of 3 per cent (Havemann & Kerby,
2020). Although in the late 1990s, the global turbulence of the Asian crisis and fiscal consolidation at
home weighed down on growth, moderating hopes for a sustained economic dividend for the post-
apartheid state, redemption appeared to beckon as the new millennium dawned. Over the next decade,
growth rates averaged 4.2 per cent — the longest and strongest growth acceleration on record.
Policymakers may have hoped that this represented a new normal, spurred by a stronger macro-policy
framework and world class institutions, but it was not sustained. From 2014, output per capita began to
decline and has continued to do so until today.
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Figure 5: GDP growth (1990-2019)
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Source: SARB, IHSMarkit and author’s calculations

Hoping that the deceleration would be temporary and cyclical, government premised its fiscal strategy on
an economic recovery. In November 2010, the government published its “New Growth Path”, which
emphasised the “counter-cyclical” role of macroeconomic policy and mandated continuing efforts to
leverage the balance sheets of state owned companies behind public infrastructure investment (Republic

of South Africa, 2010).

Fiscal policy remained expansive, with no reversal in expenditure, and large deficits emerged as an
automatic consequence of revenue shortfalls. Interest rates began to fall, and in 2011 real short-term rates
turned negative. Public infrastructure investment accelerated strongly, but the rate of economic growth
continued to decelerate, apparently impervious to macroeconomic stimulus.

Havemann and Kirby (2020) look at pattems of South African growth over more than 300 years and find
that “global growth is the single most important long-run determinant of South African growth”. Prior to
2010, South Africa tracked global growth but then diverged from the world average (see for instance
National Treasury, 2016a: 3), suggesting that domestic and idiosyncratic factors are the primary
explanation for the slowdown in growth. However, Figure 6 paints an alternative picture, finding that
when compared with a group of nonfuel commodity exporters from Africa and Latin America, South
Africa was not alone in diverging from the world average. Up until 2011, China’s rapid industrialisation
had raised the price of commodity exports, while lowering the price on imported wage goods. This
altered the terms of trade for developing countries, with important consequences for growth, distribution
and opportunities for industrial development (Kaplinsky, 2010).

DRAFT DO NOT CITE WITHOUT PERMISSION p9



Figure 6: GDP growth: South Africa, world average and selected nonfuel commodity
exporters
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Source: IMF World Economic Outlook dataset, IHSMarkit, author’s calculations

Notes: Weighted average GDP growth in 23 African and Latin American nonfuel commodity exporters.
Weights are defined using each nation’s average share of world GDP (based on purchasing-power-
parity) between 2010 and 2019. Non-fuel commodity exporters are African and Latin American
emerging market and developing economies whose main source of exportearnings are nonfuel
primary products as defined in IMF data (see IMF, 2015, p. 149; Table D).

In fiscal terms, South Africa is not a “commodity republic” of the kind envisaged by Céspedes & Velasco
(2014), as commodity-linked revenues directly account for a small share of taxation. However,
commodity prices have deep impacts across an economy whose production structure remains rooted in
minerals and energy (Fine & Rustomjee, 1996). Raw and semi-processed minerals still account for the
bulk of South Africa’s exports (Makgetla, 2018), while non-commodity exports — manufactured goods
and services — are increasingly focused on Africa, where growth prospects are even more strongly tied to
commodity prices (Deaton, 1999). The commodity cycle also has an important financial channel that
affects exchange rates, international capital flows and interest-rate spreads. For South Africa, this eases
financial conditions directly, as well as indirectly because of its role as a platform for investment in Africa,
since a significant share of value on the Johannesburg Stock Exchange reflects investments and
production on the African continent. South Africa’s flexible exchange rate and highly developed financial
sector help smooth short-term fluctuations, but longer-lived trends in commodity prices impact decisively
on the path of growth and financial conditions.

Figure 7 shows the historic significance of the last commodity “super cycle”. Panel (a) builds a composite
index using indices of real US$ prices of platinum, gold, coal and other components of South Africa’s
current export basket. This is shown together with an index of the gold price (also in real US$ terms).
Gold dominated South Africa’s exports through most of the twentieth century, reaching a peak in 1970,
after which the current export basket becomes an increasingly more appropriate index. Until 1971, major
global currencies were often fixed against the price of gold, and its fluctuations reflected the evolution of
the international monetary system and long-term inflation trends. After 1971, gold was decoupled from
the dollar, and its price movements became more volatile, as the world shifted to flexible exchange rates.
From South Africa’s point of view, gold price movements increasingly aligned with those of other mineral
eXports.
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Figure 7: Commodity prices and the terms of trade
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From 1970, the commodity price cycle swings up dramatically, reaching a peak in 1980 and then falling
towards a trough around the turn of the millennium. This sets the stage for the “super cycle” between
2002 and 2012 that was driven by China’s rapid industrialisation. The commodity price is reflected in
South Africa’s terms of trade (the ratio between the price of exports and imports) which is shown in
panel (b), with sustained improvements in the terms of trade from the mid-1960s to 1980 and an even
more pronounced and sustained gain between 2000 and 2011.

The observation that terms of trade movements define the pattern of economic growth in developing
countties is standard in economic literature (see for instance Céspedes & Velasco, 2012), and has been
made often in respect of South Africa’s growth path (see for instance Fedderke, 2014). However,
Pritchett (2000) points out that thinking about growth in terms of a business cycle around a stable path of
potential output growth may not be appropriate for developing countries:

[A]llmost nothing that is true of U.S. GDP per capita (or that of other countries of the
Organisation for Economic Co-operation and Development) is true of the growth experience
of developing countries. A single time trend does not adequately characterise the evolution of
GDP per capita in most developingcountries. (Pritchett, 2000: 221)

This difference can be seen when the patterns of growth in South Africa and the USA are compared
(Figure 8). Until the mid-2000s, the USA’s growth rate shows a relatively linear trend, whereas the picture
for South Africa is very different, with periodic accelerations and decelerations lasting over a decade or
more. Solid output growth in the 1950s and 1960s is supplanted by falling GDP per capita, reflecting the
structural crisis of the apartheid economy that coincided with the turn in the commodity price cycle and
the stabilisation of the terms of trade. In the 1990s, growth returns and accelerates through the
commodity boom, but another shift in the trajectory of growth appears to loom as the time series comes
to an end in 2016.
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Figure 8: GDP per capita: USA and South Africa (1950 - 2019)
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In a typical advanced economy, the business cycle reflects short-live shocks to income which are offset by
relatively stable consumption that dampens the cycle. By contrast, economic fluctuations in developing
economies reflect underlying shifts in the growth trend, may be ascribed to shifts in the “policy regime”
(Aguiar & Gopinath, 2007). Since agents perceive these shifts as permanent, consumption (including
government consumption) is raised to meet a higher level of permanent income. This theme is taken up
by Amra, Hanusch and Jooste (2019), who discuss the relevance of this approach for fiscal policy in
middle-income countries over the most recent cycle:

The [commodity] super cycle created the mirage that economic performance had structurally
improved, mistaking a long, commodity-fuelled uptick in the business cycle for higher trend
growth. This thinkingsupported fiscal expansions. When the commodity boomended, it became
apparent that countries had saved less than they should have, and that fiscal policy had, pethaps
inadvertently, been pro-cyclical. It left countries with depleted fiscal buffers and large budgets
when the cycle came to an end, limiting room for fiscal stimulus when needed” (Amra et al,

2019)

3.2 A (self-inflicted) blow to growth

The causes of South Africa’s slowdown were not solely global. Domestic factors included an electricity
supply constraint. In 2007, at the height of the growth upswing, blackouts across the national grid began.
These have recurred intermittently, especially after 2014. Although power shortages would certainly have
placed an upper limit on the rate of growth, their direct impact may not have been large. A recent
estimate by South African Reserve Bank economists found that if load shedding had persisted at the
intensive rate experienced in the first quarter of 2019 for the rest of the year, “it could shave-off about 0.3
pp from the annual growth rate”(Morema et al., 2019). In other words, the direct impact of load shedding
was important but not decisive. However, it is likely that the indirect effects of the Eskom crisis became
more salient, as the promise of a reliable electricity supply began to lose credibility. Confidence weakened,
private sector investments were postponed and government’s failure to resolve the crisis became an
additional drag on efforts to revive the pace of growth.

Related to this was the impact of “state capture”. The increasing incoherence of policy was partly the
consequence of deliberate efforts to repurpose the state and redistribute rents (Chipkin et al., 2018). This
retarded the efficiency of public investment (which is discussed below), undermined tax collection by
disrupting the revenue authority and destabilised efforts to resolve the electricity supply constraint. From
2015, South Affica fell behind even the dismal performance of its global peers (see Figure 6). This second
blow to growth took place in the face of improving terms of trade.
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Several factors coalesced to shift the economy into an even lower gear:

e Falling export growth. South Africa’s export performance has been deteriorating consistently
over decades. After 2012, the European Union shifted to current account surplus, rebalancing
global trade (see Klein & Pettis, 2020). This position strengthened from 2015 and this might have
had an impact on South Africa’s exports.

e Atightening of macroeconomic policy in 2015 (Figure 9). Fiscal policy tightened as South
Africa’s sovereign risk spread widened (see section 5.4 below and Figure 32 below), and this was
followed by a percentage point increase in the repo rate. The dangers of macroeconomic
tightening were well known at the time, with even the IMF advising authorities that “debt
sustainability is essential, but further adjustments need to be carefully designed to avoid
pressuring an already-weak economy” (IMF, 2016: 1)

e The contraction in domestic investment after 2015 was the most important factor. This was
led by the private sector and was most pronounced in mining. The Chamber of Mines blamed
regulatory constraints and electricity shortages for deterring investment (Chamber of Mines of
South Africa, 2017). But the slowdown was far broader than mining — capital formation began to
contract in secondary and tertiary sectors, as business optimism and public confidence in the
direction of the country fell to their lowest levels since the democratic transition (Figure 10).
This was followed in short order by a sharp slowdown in public investment. In this case, the
impact of poor project management, slow demand growth and the policy chaos associated with
state capture took their toll. The balance sheets of state-owned companies had been extended to
create poorly chosen assets whose economic value did not justify the liabilities incurred.

This second blow to growth meant a further significant detetioration in South Africa’s fiscal prospects.
An unusual period of elevated tax buoyancy came to a sudden end (see Section 4.2). The rate of growth
fell below the interest rate raising deep concerns about debt sustainability (Figure 27) and the primary
deficit began to widen.” As the fundamentals of fiscal sustainability were shifting, the demands from
university students for greater public subsidies were widely supported, and eventually accommodated by
the budget. This coincided with an increase in the sovereign risk spread imposing tighter financial
conditions on government (see Figure 32). Behind these shifts in macroeconomic fundamentals and fiscal
sustainability, this second blow to growth coincided with the intensification of the political crisis of
government that had been building for a decade.

7 Ina simple model these three variables — the interest rate, the growth rate and the primary balance— determine the path of the
debt-to-GDP ratio.
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Figure 9: Real growth in selected components of aggregate demand (2010-2019)
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Figure 10: Gross fixed capital formation
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3.3 Political transition

As the world economy responded to the global financial crisis, South Africa was in the middle of a
political transition to a new leadership within the governing ANC. This led to fundamental changes in the
character of political authority and public administration; changes that set a new context for fiscal policy
in the years ahead, and impeded the ability of government to present a coherent response to South
Africa’s weakening economic prospects. At the ANC’s Stellenbosch conference in 2002 the most senior
(“top six”) leadership of the party was elected unanimously and unopposed, as part of a National
Executive Committee that was strongly aligned with the Mbeki cabinet. Five years later, at the Polokwane
conference, every position was contested by two opposing slates. The Mbeki slate lost the contest
decisively.

The Mbeki administration had sought to centralise policy authority, but the Zuma administration that
emerged from the contestation in Polokwane was built on a fragmented coalition. The conference
outcome reflected brokering by provincial party elites who were able to mobilise regional and branch
bureaucracies behind their chosen slate. Mbeki had steadfastly refused to offer them the keys to
government office (Darracq, 2008). Aggrieved, they delivered Zuma victory on the back of a broad
coalition of forces hitherto excluded from influence over state policy. Left-wing activists within the ANC,
the leadership of public sector unions, small black business lobbies, traditional leaders, popular churches
and small-town elites coalesced around Jacob Zuma. His authority was built on a popular coalition that
reflected the fragmentation of South African politics and the elevation of provincial and local elites over
national actors (Chipkin, 2016; 2019). It also meant a more assertive and determined approach to the
distribution of public sector rents (Von Holdt, 2019), and a state-centred approach to development.

Once in office after 2009, Zuma’s most urgent intervention sought to reform “the macro structure of
government” (see for instance Chabane, 2009). The political executive of government was expanded,
while departments and agencies proliferated, resulting in a functionally overstretched and splintered state
machinery (Naidoo, 2019). National Treasury had to share macroeconomic policy authority with new
departments, while planning functions were separated from budgeting and movedinto the Presidency. As
fiscal resources began to tighten and new demands were placed on the policy agenda, the managerial
capabilities of civil service were thrown into disarray.

The new coalition also shifted policy authority towards the ANC’s party structures. These had been
“weakened in the policy making process, which takes place largely in government structures [..] [where]
ministers rely on the expertise of technocrats” (Darracq, 2008: 436-437). A case in point was GEAR:
“Behind the argument of urgency, it was set up in the dark by a small committee of experts working
under |[...] [Thabo Mbeki] and presented as non-negotiable” (Darracq, 2008: 438).

But choices can be made in the dark in various locations. The Constitution imposed clear rules of
accountability, transparency and procedure on state structures, but the committees of the ANC could
operate in relative obscurity, widening the scope for rent-seeking and weakening the capacity of
government to articulate a coherent policy agenda. As political appointees asserted their control over the
state, the turnover of personnel at the most senior level of the public service reached alarming levels: 172
people occupied the position of director-general in 38 national departments between 2009 and 2017 (van
Onselen, 2009).

The basis for this weakening of the state and the elevation of party political structures over the
government executive had been laid long before Polokwane. The public service act of 1994 had
subordinated civil servants to political appointees.® The ANC established the practice of “cadre

8 Section 3(7) of the Public Service Act of 1994 grants ministers, premiers and MECs “all those powers and duties necessary for
... the internal organisation of the department concemed, includingits organisational structure and establishment, the transfer of
functions within that department, human resources planning, the creationand abolition of posts and provision for the
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deployment” through which technical and professional appointments to the civil service and public
enterprises emerged from opaque political consultations. The Mbeki administration built on this
foundation, clipping wings of the independent Public Service Commission to facilitate political
appointments (Msimang cited in Barron, 2020), while Mbeki’s AIDS-denialism sought to erode the
legitimacy of scientific knowledge and technical expertise as a basis for public policy choices.

After the 2009 election a single party continued to preside over government, but policy increasingly
reflected the fragmented dynamics usually associated with coalition governments, including their well-
known inability to resolve policy contradictions, restrain budget deficits and execute effective fiscal
programmes (see Roubini & Sachs, 1989; Perotti & Kontopoulos, 2002). The ambiguous character of
party processes — which by their nature require a broad consensus between disparate factions - left policy
incoherent, weakening the executive of the state and fragmenting authority within it.

While disrupting the state, the Polokwane moment simultaneously signalled a more assertive, more
expansive, more state-centred approach to social and economic transformation, captured in the idea of a
“second transition” (African National Congress, 2012a). An important ANC policy document of the time
— State Intervention in the Minerals Sector, or SIMS — stated that:

Since 2002 there has been unprecedented demand for minerals due to the Asian boom, which
has resulted in historically high mineral prices. It also appears that #bis “Super-cycle” may continue for
another two or three decades, until the mineralsintensity of growth stabilises in China, India and other
rapidly growing developingeconomies. However, due to transport and energy constraints, South
Africa has not been able to fully take advantage of the high prices for iron ore, manganese o,
coal and ferro-alloys, stimulated by the boom... These bottlenecks need to be resolved in order
to grow employment. The robust demand for our resources puts us in a strong position to
maximise their developmental impact, especially if put out to public tender against

developmental objectives (job creation). (African National Congress, 2012b: 8 emphasis
added)

The document went on to observe that “under the current fiscal regime our nation is clearly not getting a
fair share of the resource rents generated from its mineral assets”, and proposed to correct this with a
resource rent tax on the mineral sector, which it claimed would generate R40 billion or about 1.2 per cent
of GDP in annual revenue (ibid:36-37).

Government did not adopt the proposal for a resource rent tax,” but the SIMS document highlights three
assumptions that guided policy thinking at the time:

e The commodity boom would continue, or a restored momentum of global growth would ease
South Africa’s situation. This view, that global growth would accelerate, was mistakenly but
widely held for years after the global financial crisis (see Section 4.2).

e If South Africa could address infrastructure constraints through public investment, economic
growth would accelerate. This was another widely held view.

e If growth did accelerate, the fiscal regime could be adjusted to realise greater resources for public
interventions. Rather than adjusting spending downwards, the public resource envelope could be
expanded without imposing additional taxation on affluent households.

In the event, government adopted a national development plan (NDP) in September of 2012 (National
Planning Commission, 2012). The NDP recognised (on page 31) that global economic growth was likely

employmentof persons additional to the fixed establishment; ...the recruitment, appointment, performance management,
transfer, dismissal and other carcerincidents of employees of thatdepartment,including any other matter which relates to such
employeesin their individual capacities,and such powers and duties shall be exercised or performed by the executive authority in
accordance with this Act”

9 Although a royalty tax had been introduced on mining and petroleum resources in 2008.
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to be lower in the decade ahead, and yet proposed a growth target of 5 per cent, suggesting that this could
be achieved by growing exports, investing in economic infrastructure and removing the policy constraints
to faster expansion. On this basis the plan committed government to an ambitious policy agenda,
comprising 119 policy proposals, which include a large extension of post-school education, the
introduction of a universal health insurance scheme, and the provision of income support for the
unemployed through public works.

The NDP offered scant consideration of the fiscal implications of its proposals. Like the SIMS document,
it assumed that accelerating economic growth would generate the resources necessary to finance
expanded public provision. But while the NDP offered no fiscal programme, and while its core
assumptions proved to be wishful thinking, its expansive social policy agenda continues to define
government’s democratic mandate.

Subsequent policy work did not resolve these issues. For instance, the White Paper on Post-school
Education proposed to expand enrolments in the system by 6 per cent per annum, from 3.6 million in
2014 to 9.2 million by 2030, and increase public subsidies per student (Republic of South Africa, 2013;
Government Technical Advisory Services et al., 2016 Table 1). It made no suggestion on how this would
be funded, except that these policies would be implemented ““as resources become available” (Republic of
South Africa, 2013: xiv, 8, 37). This might be interpretated as a commitment to expand access once
economic growth made it possible.

Similarly, the White Paper on National Health Insurance reached no clear conclusion about funding.
While projecting that public health spending would increase from 4 to 6.2 per cent of GDP, the White
Paper suggested that “focusing on the question of “what will NHI cost’ is the wrong approach as it is
better to frame the question around the implications of different scenarios for the design and
implementation of reforms to move towards UHC” (Republic of South Africa, 2017: 39). Once again, it is
stressed that the “transition [from private to public financing of healthcare] is easier to manage if GDP
growth is more rapid, so that tax changes can be introduced without unduly impacting on household’s
disposable income.”

The Minister of Finance summarised National Treasury’s approach as, “If we do not achieve growth,
revenue will not increase. If revenue does not increase, expenditure cannot be expanded” (Nene, 2015)
The contradiction between dwindling fiscal resources and an expansive policy agenda was left unresolved.
It was assumed that accelerating growth would ease fiscal constraint and if this was to be the case, no
programme to redefine expenditure commitments or raise additional revenues was required. Meanwhile,
the reform of government served to splinter and overburden policy-making, while increasingly
subordinating technical expertise to the political authority of a rudderless and divided ruling party. The
result was a regressive deterioration in the allocation of public finances, and a fall in the real value of
public services received by poor South Africans. While austerity conditions were increasingly felt on the
frontline of service delivery, the fiscal consolidation needed to stabilise the public finances never took
place, and the promise of accelerated growth never materialised.
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4. AUSTERITYWITHOUT CONSOLIDATION

4.1 A structural deficit

Government’s fiscal policy response to the sustained deceleration of growth was to contain expenditure,
while relying on taxation to close the primary balance. Government committed to keep future spending
within the nominal limits of the medium term expenditure framework (National Treasury, 2013: 32;
2014: 8). As a consequence, after rising substantially from 2002, core expenditure plateaued as a share of
GDP after 2012. In real pet capita terms, spending was slightly lower in 2018/19 than it had been in
2011/12 (see Figure 1).

Compensation spending was well contained, increasing only by 0.5 percentage-points of GDP between
2011 and 2018. Transfers remained stable as a share of GDP until 2017/18, but then began to increase as
government channelled resources into free university education (see Figure 2). Capital spending by
general government fell after the 2010 World Cup but recovered over the next five years, driven by
growth in spending by municipalities and extra-budgetary agencies (see Figure 3). The upward shift in
core spending observable in the years to 2019 reflected the implementation of free university tuition; the
expansion of health spending, as the public agencies required for national health insurance were
established; and (above all) the slowing of economic growth (the denominator), which outpaced National
Treasury’s efforts to slow down expenditure (the numerator).

An effective lid on spending and rising revenue meant that the primary deficit did close year after year,
falling to 0.5 per cent of GDP in 2016 (Figure 11) and creating the appearance of credible progress
towards a fiscal correction. But the fiscal space created by rising revenue was more than offset by
increased debt service costs. As a result, the headline deficit number closed. A structurally entrenched
deficit, at 4 or 5 per cent of GDP, was increasingly devoted to finance the interest on debt.

In 2016, the picture changed radically in the face of slowing economic growth. The progress towards a
primary balance was reversed. The proximate cause was the dramatic fall in revenue buoyancy,
particularly the buoyancy of personal income collections.

Figure 11: Core spending, revenue and the deficit
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Note: Core spending is defined in the notes to figure 1. Revenue excludes financial transactions in assets and liabilities, sales of capital assets,
and skills development levy receipts. The budget balance is revenue minus core spending and interest, and the primary balance is revenue
less core spending.
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4.2 Faith, hope and tax buoyancy

Treasury’s growth projections in successive budgets tell a story of enduring faith in economic recovery
and recurring disappointment (see Figure 12a). Reviews by the Parliamentary Budget Office found that
other official forecasters and private sector economists were even wider off the mark than National
Treasury (Amra, 2020; Amra & Ellse, 2018). This included the IMF, whose projections of global demand
were a key assumption in National Treasury’s macro-econometric model. Whatever its foundations, the
widely held belief in an economic recovery served to encourage a strategy of “kicking the can down the
road”, postponing fiscal reckoning until the revival in growth.

Also reducing the pressure for fiscal adjustment was the fact that tax collections were remarkably
buoyant. Revenue collection outpaced GDP growth, so that between 2010 and 2016 the tax-to-GDP ratio
improved every year. SARS was able to announce on-target tax collection at the end of each fiscal year,
shifting attention from rising shortfalls over the medium-term (Figure 12b).

The buoyancy of taxation was almost entirely a result of the surge in personal income tax (PIT)
collections between 2012 and 2016. Figure 13 shows that consumption taxes (mainly VAT and fuel levies)
tracked GDP, while taxes on capital, wealth and corporate income fell sharply after the global financial
crisis and have continued to deteriorate since then.!0 But personal income tax surged even as growth
decelerated. The unusual buoyancy of PIT is explained by several factors. The first is shifts in the
functional distribution of value-added, shown in Figure 13b, that were probably related to the commodity
price cycle. As the cycle turned, rents associated with high commodity prices dissipated, leading to a fall in
the profit share and a concomitant decline in corporate income tax receipts. Meanwhile, compensation of
employees outpaced the growth of GDP until 2017.

Yet during this period, PIT collections grew even faster than earings, and so a second factor to consider
is rising inequality in the labour market. Prior to 2012, the Gini coefficient for labour earnings had
hovered around 0.55 but it jumped to 0.7 in 2015 (Mertino, 2020: fig. 6a,6b, 7). In 2017, earnings
inequality eased, at around the same time that compensation growth fell behind GDP growth for the first
time, and PIT buoyancy collapsed abruptly. This coincidence is consistent with an interpretation that
affluent South Africans sustained real gains in compensation — driving up tax collections — even while the

slowdown in growth led to an unemployment surge among unskilled and low-income workers who fell
below the tax threshold.

A third factor driving tax buoyancy at the time was the impact of tax policy. As mentioned earlier, tax
rates were lowered during the commodity boom. Then, as growth decelerated, government increasingly
resorted to tax increases to sustain fiscal consolidation. Notable tax increases included rate hikes in
dividend withholding tax (2012 and 2010), value-added tax (2018) and the introduction of a new top
bracket on PIT with a marginal rate of 45 per cent (2015). Large adjustments — far outpacing inflation —
were also made to the fuellevy in 2015 and 2016. Figure 14 shows how policy choices eased the burden
of PIT during the commodity boom. Rates were lowered, and taxpayers were given generous relief
through the adjustments to the brackets far in excess of inflation. In the period after 2009, this approach
was reversed, and government increasingly relied on inflation to increase effective tax rates.

10 The categorisation of tax instruments in this discussion is along lines suggested in Saez and Zucman (2019)
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Figure 12: Growth and tax: Forward estimates and outcomes
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Figure 13: Taxation, GDP and the functional distribution of primary income
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Note: The classification of taxes represented in panel areflects the approach suggested by Saez and Zucman (2019). The aggregates
include national, provincial and local taxes, but payroll taxes are notshown. Taxes on consumption includes value-added tax, fuel levies,
excise and ad valorem taxes, importduties, trade taxes, provincial taxes and stamp duties and other small levies and chargers; Taxes on
capital, wealth and corporate income includes taxes on corporate income, mining and other rent and royalties, estate duty, securities
transfer tax and transfer duty. tax collected by local government.
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Figure 14: Bracket creep and consumer inflation (1999-2019)
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Notes: Average PIT bracket adjustment shows the simple mean of percentage changeson all brackets. Simple
mean rate is the average of the rates on all brackets

r 36%

Three points arise from this discussion.

Itis sometimes assumed that the fall in revenue after 2016 was related to the “capture” of the
revenue service and its disruption. The evidence presented here suggests underlying economic
shifts were more important. After 2016 economic growth slowed, and earnings growth slowed
even more.

The evidence presented on tax rates and fiscal drag suggests a procyclical approach to tax policy
in South Africa. While the commodity boom raged, government moved to ease the burden of
taxation but increased taxes when faced with a permanent deceleration of growth.

South Africa has a highly progressive tax structure (see Figure 30), but over the last decade the
combination of tax policy and tax structures may have had regressive outcomes. Consumption
taxes are a large source of revenue in South Africa (Figure 13), and the combination of VAT and
fuel levy hikes since 2009 would have contributed to an increased burden on less affluent South
Africans. The introduction of a new top marginal rate was a progressive step, but the recourse to
fiscal drag is a regressive (and inefficient) means of raising revenue. It raises the effective tax rate
on middle income taxpayers, while those whose earnings fall mainly in the top bracket (i.e. above
R1.5 million) face little consequence. Finally, South Africa’s wealth taxes (such as estate duty,
transfer duty and local government property taxes) are small as a share of general government
revenue, and so taxes on capital are mainly in the form of corporate income tax. These are
subject of generous automatic relief duting periods of downturn, as can be observed in Figure 13.

The combination of these last two factors (procyclicality and regressive elements in the tax policy
response) might lead to the conclusion that a large share of the burden of fiscal adjustment was felt by
less affluent citizens. In South Africa, automatic stabilisers fall almost exclusively on the revenue side and
s0, in recessionary conditions, the burden of adjustment is eased on affluent taxpayers. While tax policy
increased the overall burden, its incidence may have been shifted onto the lower middle classes through
the increasing weight of consumption taxes and the frequent resort bracket creep. Meanwhile, the real
value of public services on which the poorest rely most (education and health) was eroded by the

combination of expenditure constraint and rising wages.
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4.3 Tight budgets, rising pay, falling services

Tight expenditure control without concomitant policy choices led to a deterioration in the quality of
public allocations and an erosion of the value of services. Interest payments outpaced the growth of all
other spending. After 2016, government added free university education to its fiscal obligations, driving
up transfers to universities. To make space for these elements within a limited spending ceiling, capital
spending was severely constrained across all spheres of government, while goods and services budgets
were held down as a share of GDP (see Figure 15)

Compensation budgets were contained across national and provincial government. However,
remuneration improvements continued to outpace budget allocations. As discussed in Section 2, the
occupational-specific dispensations led to a large shift in pay between 2008 and 2012, and annual wage
settlements continued to exceed inflation, adding to the 1.5% annual grade progression adjustment. The
combination of expenditure containment from above and rising salaries from below left departments with
two responses, which both led to pressure on public services:

e To shift budgets from other line items, leading to shortages in the provision of goods and
services, neglect of maintenance and persistent underspending on capital budgets.

e To slow hiring and leave vacant positions unfilled.

Table 2 continues the analysis of compensation trends begun in Table 1, albeit using a different data
source. The robust growth in employment came to a halt after 2012 and employment levels began to
decline in education departments. The service delivery gains in the first period — which reduced the ratio
of the population to each employee — began to deteriorate in education and policing. At the same time
compensation spending per employee continued to outpace inflation by more than 2 per cent in all three
sectors, indicating that real gains in remuneration continued.

Figure 15: Trends in the economic classification of the expenditure (selected items)
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Table 2: Employment and compensation trends in health, education and policing

Ave. annual | Ave. annual
growth growth
2008 2012 2018 2008-2012 | 2012-2018
Health (provincial departments)
Employees (fulltime equivalents) 269216 325580 335866 4.9% 0.5%
Compensation spending per employee (constant 2018 rand) 267432 316345 365272 4.3% 2.4%
Population per employee 185 162 172 -3.2% 1.0%
Population per OSD employee 391 248 249 -10.7% 0.1%
Education (provincial departments)
Employees (fulltime equivalents) 494 841 526 180 498 621 1.5% -0.9%
Compensation spending per employee (constant 2018 rand) 288 631 341038 384225 4.3% 2.0%
Population per employee 25 24 26 -1.1% 1.5%
Learners per OSD employee 29 28 31 -1.1% 1.8%
Police
Employees (fulltime equivalents) 172 162 196 420 191 284 3.4% -0.4%
Compensation spending per employee (constant 2018 rand) 254163 294139 337080 3.7% 2.3%
Population per employee 289 269 303 -1.8% 2.0%
Population per OSD employee 363 341 389 -1.5% 2.2%

Source: Author's calculations based on National Treasury, Persal, StatsSA, Department of Basic Education.

Note: This table is based on data drawn directly from Persal (government's payroll system) and provided by the GTAC public expenditure
and policy analysis unit. This data differs from table 1 (which was based on numbers reported in published budget documents) in that (a)
senior management service employees (i.e. non-OSD level 12 — 16 employees) are excluded, and (b) all employee numbers are stated as

full-time equivalents. Otherwise the coverage and categorisation are comparable to table 1.

Rising pressures on service delivery in the education sector have been apparent for some time. Between
2010 and 2016, the number of permanently employed educators dedlined by 4 per cent, and if temporary
teachers are included the decline was 5 per cent (Gustaffson, 2017). This has led to rising learner-
educator(LE) ratios (i.c. class sizes), particularly in primary schools. “What is worrying is that the overall
national patterns show that schools serving poorer communities have seen larger increases in their LE
ratios” (ibid). The average cost of a teacher increased faster than the budget and the inevitable outcome
was cuts to personnel numbers. The tension between rising salaries and limited service provision was
increasingly resolved by slowing the hiring of teachers, leading to rising class sizes in several provinces
(Spaull et al., 2020). Again, these pressures are confirmed as particularly acute in the poorest provinces.

Similar pressures can be observedin the health sector. Health budgets grew in real terms until 2012 and
then have stagnated (Blecher et al., 2017). While fiscal constraints intensified, cost pressures did not abate.
Rising salaries and occupation-specific dispensations were the main element in these pressures, but prices
of imported medicine and medical equipment were also pushed up by the continuous depreciation of the
rand. Meanwhile, utilisation of the public health system has continued to grow faster than budgets,
putting strain on clinics and hospitals.

At the margin, a large proportion of increased health sector budgets have been deployed through specific
programmes with ringfenced allocations for the treatment of HIV /Aids, TB and malaria, and the roll out
of rotavirus, pneumococcal and human papillomavirus vaccines. While obviously warranted and effective,
such “vertical programmes” can result in targeted successes even while the broader health system is
eroded and starved of resources (Cairncross et al., 1997).

If conditional grants for specific interventions are excluded, and the real input costs and increased

utilisation factored in, resources in the health system have been under significant pressure since 2012
(Blecher et al., 2017). Estimates by the Western Cape health department suggest “an adjusted real decline
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in health budgets of 1.3-2.2% per annum or R7 billion in total over the period from 2015/16 to
2018/19” (ibid). In response to these pressures, health departments imposed limits on hiring and
restrictions on filling (unfunded) vacant posts, centralised procurement and actively managed medicine
purchases and cost containment measures. However, the largest “savings” have been in capital spending
and infrastructure.

Public spending on health and education account for a large share of the consumption basket of poor
South Africans.

What is immediately evident is the dominance of the public sector within consumption for
Africans and, to a slightly lesser extent, Coloureds, particularly among the young and the old.
Public consumption accounts for between one-half and two-thirds of per capita consumption
for Africans under the age of 19 years, and between 45 per cent and 54 per cent among those
aged 70 years and older. Among Coloureds, these proportions are 36—50 per cent and 25—32 per
cent respectively. In contrast, public consumption represents just 9—17 per cent of per capita
consumption among Whites under the age of 19, and 6—7 per cent of consumption for those
aged 70 years and above. (Oosthuizen, 2019:19)

This reflects the incidence of cash transfers, in the form of social grants to children and the elderly, but
also the fact that children are the main beneficiaries of public education, while the elderly use healthcare
to a greater extent than the rest of the population.

These trends in health and education spending indicate a real erosion of the value of core public services
over the last decade. This resulted largely from the combination of constrained budget ceilings and rising
pay for public sector workers. Instead of resolving this contradiction one way or another, it has been
allowed to fester. In effect, the burden of adjustment has been displaced onto users of public services,
including the poorest South Africans.

4.4 Pressure at the centre, slippage at the sides

Although, as shown, core expenditure increased in real terms between 2002 and 2012 and then plateaued,
this is not correct for broader definitions of public spending. Government consumption as it appears in
the national accounts has continued to rise (Figure 16). Yet how can this be reconciled with the claim that
spending has been well contained for a decade? The answer lies in the definition of “core expenditure”
(see the notes to Table 1). This measure focuses on budgets that central govemment can adjust and which
are financed out of general taxation and borrowing. However, not all parts of the public sector depend on
budget revenue, and many have supplementary sources of income.

One example are transfers financed from the skills levy. These are a “direct charge” and not subject to
parliamentary appropriation.!! Changes to the amount levied or the use to which the funds are put
requires amendments to national legislation.!2 At the same time, these transfers do not affect the deficit,
as they are financed by a ringfenced payroll tax, and the amount of expenditure is automatically set equal
to the taxes collected. The money is channelled to the Sector Education and Training Authorities
(SETAs) and the National Skills Fund (located in the Department of Higher Education and Training).
Figure 17 shows that these payments have grown over the last decade, even while expenditure on health,
education and policing has stagnated. The skills levy is a payroll tax, and this increase is driven by the
same forces that resulted in PIT buoyancy described in Section 4.2.

11 See Table 1 of the statistical annexure to the any recentedition of the budget review for a list of direct charges
12 The Skills Development Levies Act No. 9 of 1999
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Figure 16: Government consumption spending (% of GDP)
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The SETAs are one example of “extra-budgetary institutions”, a broad set of around 150 boards,
regulators and public agencies financed partly from transfers out of general taxation, but also through
various user charges, levies or taxes and accounting to various departments of national and provincial
government.!3 Figure 18 shows the growth in consumption spending (i.e. compensation of employees
and goods and services) across different elements of general government. While a comparatively small
subset of expenditure, consumption spending by extra-budgetary institutions and social funds has far
outpaced the rest of government. This may reflect less strict controls over spending within existing
entities, or the proliferation of entities over time.

Between 2011 and 2017, consumption spending by provincial departments, as a share of GDP, has been
stable; its rise since 2018 is largely explained by the slowing of GDP growth. Remarkably, provincial
departments spend significantly less on goods and services than they did a decade ago. Moderate growth
in national government’s compensation spending has been offset by downward pressure on goods and
services.

In contrast to the containment of spending pressures in national and provincial departments,
compensation spending by local government is now around 40 per cent larger than it was a decade ago
(evaluated as a share of GDP). Goods and services expenditure by local government has also escalated
strongly. Local government operations are partly funded from the budget, but in the affluent urban
centres, which account for a large share of the sector’s spending, property taxes finance operations (the
only significant tax on wealth in the South African system), while user charges fund the provision of
water and electricity.

13 Extra budgetary institutions depicted in Figure 16 do notinclude the state-owned enterprises and public utilities responsible
for electricity, water, passenger rail, road construction, broadcasting, postal services, industrial research and others are also
excluded. See SARB (2017). While partof the public sector, these institutions are not part of general government. Also note that
the SARB definition of “extra-budgetary institutions” is not the same as StatsSA’s definition of “extrabudgetary funds and
accounts” (which appears in Figure 3), and the National Treasury’s definitionof “public entities” also defines things differently.
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Figure 17: Skills levy transfers
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Figure 18: Consumption spending by general government
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4.5 Uneconomic public investment and increasing fiscal obligations

State-owned companies led the infrastructure surge that accompanied the commodity boom (see Figure
19). The resources pumped into public infrastructure reached a peak of 8 per cent of GDP in 2009
(adding general government and public enterprises together). While the magnitude of spending is
relatively simple to report, it is far more difficult to gauge the value of the assets created by this spending.
As Pritchett (1999) points out, spending on public investment is not necessarily equal to the increment in
the value of the public capital stock. If the value of the assets produced falls below the cost of producing
them, then investment spending is wasteful. While it lasts, this spending generates construction jobs and
contracts and contributes to aggregate demand. However, if it fails to deliver durable benefits for
economic growth and development —i.e. raising productivity and expanding national output — its impact
is not much different from consumption. Pritchett suggest three reasons for why the value of fixed capital

assets might diverge from their cost of production: relative price shifts, unanticipated technological
changes and mistakes.
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Problems emerged for Transnet with the slowdown in commodity prices. By 2015, its investment
programmes were scaled down and rescheduled due to “reduced demand and lower prices for commodity
exports” (National Treasury, 2016a: 131). In this case, we might say that changes in relative prices
threatened to leave Transnet with stranded assets. If so, the curtailing of Transnet’s investment
programme was the right response at the time. In Eskom’s case, it is likely that “mistakes” played a bigger
role in the collapse of its investment programme. The selection and design of its infrastructure
programme, as well as the execution of its projects reflect problems that are common in infrastructure
mega projects around the world (Flyvbjerg, 2014).

More broadly, the infrastructure boom of 2007-2016, which was driven by both private and public
investments, coincided with a slowdown in economic growth. This is captured by a dramatic increase in
South Africa’s incremental capital-output ratio (or ICOR) — a measure of the impact of investment
spending on economic growth in the subsequent year. Janse van Resnberg et al. (2019) show that the
investment rate increased, but the efficiency of that investment fell:

Over South Africa’s modern economic history, it has historically taken around 3%z to 6 units of
investment to generate a unit of output. Over the past decade, however, the ICOR has worsened
steadily. Over the last six years, it has climbed to more than tripleits long-term average, and it is
now almost four times higher than in the 2000s. Compared with other emerging markets South
Africa’s ICOR has gone from being slightly worse than average ... to being clearly inferior
(behind 82% of peers). This shows the quality of capital spendinghas become much worse over
the post-crisis period. (Janse van Rensburg et al., 2019: 7)

Figure 20 replicates their analysis and shows the share of public sector spending in total gross fixed capital
formation. In the 1970s, public investment accounted for more than 50 per cent of capital formation.
This surge in public infrastructure spending coincided with an increase in the ICOR during that decade.
In the 2010s, the surge in public investment is comparatively smaller, but the escalation of the ICOR is
truly unprecedented.

Figure 19: Gross fixed capital formation by public corporations (selected items)
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One reason for this correlation might be that public infrastructure spending, which is increasingly
important at the margin, is not creating truly productive assets. But spending might also be “wasted”
because infrastructure is built too far ahead of demand, or because broader expectations of economic
growth and demand fail to materialise. Whatever the reason, the “stranded assets” that result impose a
financing burden. Where public sector creates assets with a value below its cost of production, society will
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be saddled with servicing the liabilities that result. These costs might be passed onto households and
firms in the form of higher tariffs or charges for the use of the infrastructure.

This is reflected in the rapid increases in charges for water, electricity and other “administered prices”. In
general, public sector prices have outpaced inflation in the private sector (Mano, 2020). A significant
driver of this divergence may be the costs imposed by poor infrastructure choices. Other factors might
include a public-sector wage premium, a tendency to procure goods and services at a mark-up on the
market price, corruption or a host of other institutional factors.

Whatever the case, rising public sector infrastructure failures will contribute to increased prices, which
impedes economic development and imposes an unacceptable social burden on households. One way of
alleviating this burden is to subsidise the service out of general taxation, which will have several
consequences. Instead of paying the tariff directly, households and firms will carry the burden through
increased taxes or through reduced allocations to other spending priorities. The burden does not
disappear, but its incidence is distributed differently across the population. If the user charge is
concentrated strongly on the affluent (as is the case with e-tolls), this shift is likely to be regressive. In
addition, the incentive of users to limit their consumption of the infrastructure is lessened. In the case of
e-tolls, this means no incentive to avoid congestion. In the case of electricity, intensive users would be
effectively subsidised, which is likely to distort production in favour of electricity-intensive methods and
add to the externalities associated with carbon emissions.

Figure 20: Public investment and the incremental capital-output ratio
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If government is unable or unwilling to subsidise the price of infrastructure services out of general
taxation, it could alternatively “administer” the prices, so that they fall below the real cost of production
(a cost which in this case includes all the inefficiencies and mistakes embedded in the choice of
infrastructure). If this route is taken, a financial imbalance will build up on the books of the agency that
provides the service. The discussion of expenditure thus far has excluded the line item “payments for
financial assets”, which is depicted in Figure 21. It is dominated by payments to Eskom — R60 billion
allocated between 2008 and 2010, in the form of a “‘subordinated loan” that was later converted to
“equity”’; further injections of “equity” in 2015 (R23 billion) and 2019 (49 billion); and a further R112
billion promised for the next few years in the 2020 budget.
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Eskom argues that these bailouts are a quasi-fiscal deficit; an unfunded obligation on its books that arises
because electricity tariffs do not reflect the true economic cost of electricity production (Joubert, 2019;
De Ruyter, 2020). Eskom is not alone in claiming that electricity prices are below the long run marginal
cost of production (see Van der Heijden, 2013 annex 2). In this light, we might think of these payments
as an implicit subsidy to the price of electricity paid out of general taxation. Instead of passing the true
cost of electricity onto firms and households, government has accepted a de facto obligation to subsidise
1t.

Over the last decade, several other large public enterprises and infrastructure projects have — implicitly or
explicitly — been subsidised in this way or will have to be subsidised in the future. A case in point is the
disarray over electronic tolling in urban centres, which is unresolved after almost a decade. Government
appears to have abandoned user charges even for the most affluent users of public infrastructure. Unless
an alternative means to finance this infrastructure is found, national roads will begin to deteriorate in
urban centres leading to gridlock and constraints on economic growth. Pressure will mount for increased
taxation, and the only alternative will be to divert resources from townships and rural roads to affluent
suburbs. In either case, the abandonment of user charges will certainly have regressive consequences, as
the incidence of e-tolls is more progressively distributed than general taxation. More, generally, the
principle of financing infrastructure in affluent areas through user charges will need to be re-established.

Figure 21: Payments for financial assets (% of GDP)

Medium term
expenditure estimate
1.4% B

O Eskom B Other
1.2% . I
1.0%
0.8%
0.6%
0.4%

0.2%

0.0%

N
o
ey

0

Percent of GDP
900z |}
ooz |
8002
6002
0Loz |
oz i
zioz [
c1oz i
vioz [
sz [T
sroz i
voz R
6102
0202
1202 I
zzoz

Source: National Treasury (2020) Chapter 8 (Table 8.2) and Budget Review Table 1

The Passenger Rail Agency of South Africa (Prasa) provides another example of inefficient capital
allocation. Over the last decade, Prasa has received over R103 billion of capital transfers out of general
taxation. From media reports, it appears that this has coincided with the deterioration and collapse of
Prasa’s infrastructure (Ritchie & amaBhungane, 2020). If so, “mistake” would be a generous explanation
for the waste of fiscal resources, and the opportunity they provided for cheaper, more convenient
transport for employed workers has been squandered. In addition to capital subsidies, the budget
provides Prasa with an operational subsidy of R4—R5 billion per annum. Since its formation in 2009,
Prasa’s non-tax revenue (i.e. mainly the income it gets from the sale of tickets to passengers) has
stagnated as the number of paying commuters has fallen. This suggests that Prasa’s revival — which is
wholly warranted from an economic development point of view — will require significant increases in
subsidies, as well as additional allocations of capital, to reverse Prasa’s decline amidst plenty.
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Figure 22: Prasa: Revenue sources and performance metrics
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5. THEFISCALCRISIS AHEAD

5.1 A permanent deficit and rising debt

In May 2020, government’s special adjustment budget reported two debt projections: a “passive scenatio”
representing the continuation of recent trends, and an “active scenario” in which government “stabilises
debt through a combination of reforms that boost economic growth and measures to increase revenue
collection and lower expenditure” (National Treasury, 2020b: 30). The proposed fiscal framework aims
for primary surplus by 2023 to stabilise debt and realise the active scenatio.

While revenue measures are proposed, the active scenario relies heavily on large cuts in expenditure. The
budget documents imply a 4.6 per cent reduction in nominal spending in 2021 following by near-zero
nominal growth in 2022 (Figure 23). This would resultin a 14 per cent reduction of real per capita
expenditure over the next two years.

At least two independent reviews have questioned whether these cuts will be deep enough to stabilise
debt. Burger (2020) reports that

Treasury appears to have underestimated the size of the primary surplus the government wil
have to run to keep it to theactive scenario path [...] [I]tis unlikely that the debt-to-GDP ratio
can be stabilised at anylevel below 100 per cent, as doing sowould require changes in the primary
balance much greater (and much more painful) than is typically seen even in IMF adjustment
programmes.

Keller et al. (2020) attempted to replicate the active scenario, finding that this is possible “only under a
set of (exceptionally) onerous—if not unlikely— assumptions”. They conclude that “the required near-
term interventions to ensure debt stabilization may be far greater than the authorities |...] currently
perceive them to be”.
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Figure 23: Inflation and growth of non-interest spending: “Active Scenario”
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At the time of writing (prior to the tabling of the October Medium Term Budget Policy Statement), the
only element of the plan that has been made explicitis a freeze in the salaries of public servants, which is
currently the subject of legal disputes and industrial action. By my calculations (based on Table 5 of 2020
Budget Review), even if government were to freeze total compensation spending for the next two years,
to achieve the proposed spending targets would require cuts to non-compensation budgets of about R100
billion (or 9 per cent) in 2021 and R130 billion (or 11.5 per cent) in 2022.14

To put this in perspective, capital spending by national and provincial government last year was less than
R50 billion. Therefore, even if all capital spending were stopped next year, government would still need to
find another R50 billion in goods and services, social grants or other transfers. As shown in Section 4,
spending on capital, goods and services by provincial and national government has been under pressure
for several years (see Figure 15). Over the last decade, expenditure containment led to a deterioration of
the quality of expenditure and an erosion of the real value of health and education services. In the
absence of explicit policy choices, the burden of adjustment was shifted onto front line services, in the
form of falling headcounts, deteriorating infrastructure and hidden deficits. Given the size of the
adjustment now proposed, it is difficult to see how this will be achieved without even deeper
consequences for public services and the consumption basket of poor South Africans.

Moreover, expenditure cuts of this magnitude would constitute a very large blow to economic growth. As
Burger points out “this large adjustment would likely dampen economic growth merely by virtue of the
fact that it would be a drag on aggregate demand. This, in turn, might render the policy self-defeating as it
might dampen the denominator in the debt-to-GDP ratio more quickly than the numerator.” Put simply
(and leaving aside the lively debate over the size of South Africa’s fiscal multiplier), a sustained
contraction in government spending is only compatible with accelerated economic growth if private
consumption, exports or investment offset the shock. Such an outcome cannot be ruled out but appears
unlikely.

14 This s aligned with the amounts reported in the special adjustment budget: “Spending reductions amounting to about R230
billion are required in 2021/22 and 2022/23, followed by further reductions in 2023/24. These measures ate in addition to
proposed medium-term reductions of R160.2 billion to the public-service wage bill set out in the 2020 Budget, which are yet to
be finalised. Failure to achieve these reductions will require larger reductions to wages and other spending areas in the outer years
of the spending framework, and higher revenue increases.” (National Treasury, 2020b, p. 34)
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In short, the path proposed would be the largest negative shock to public consumption in South Africa’s
history. Given the size of this shock, it is difficult to imagine how it would be achieved without
substantially curtailing public services. It might be thought that the burden could be placed on
unproductive rents distributed through the public sector, but the magnitudes involved do not add up. As
already shown, budgets for goods, services and capital have been under pressure fora decade, and total
spending on executive and legislative operations across government amounts to not more than R15
billion per annum.

Given the prominence of public spending in the consumption basket of most citizens, especially black
and poor citizens (Oosthuizen, 2019), questions must be asked about the political feasibly of this shock
therapy following fast on the heels of the shock to consumption, employment and incomes that has taken
place in the current year. At the very least, the incidence of the blow (if it is to be inflicted) will be
resisted, and the ensuing negotiations could have unpredictable consequences. In my view, it is unlikely
that government will muster the political energy to inflict such a large adjustment on society. Given the
experience of the last decade, it is more likely that South Africa will continue along a path of very large
budget deficits, which become structurally entrenched at even higher levels than over the last ten years.

As mentioned, National Treasury did not report the assumptions underlying the “passive scenario” in the
special adjustment budget. Figure 24 shows my attempt to “reverse-engineer’ this path using National
Treasury data and assuming the non-interest spending grows in line with consumer prices (i.e. remains
constant in real terms). In this scenario, South Africa faces an entrenched deficit exceeding 10 per cent of
GDP for the next three years. Without a sustained acceleration of economic growth, it is difficult to see
how this deficit will be closed.

Figure 24: Deficit scenarios
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5.2 Debt level vs. debt path

Figure 25 shows National Treasury’s two debt scenarios against the backdrop of the pattern since 1960.
Even if the future does not turn out as bad as the passive scenario, South Africa’s debt level has been
rising since 2008, and the impact of the Covid-19 shock has been to accelerate the pace of debt
accumulation. The path set out in the passive scenario is more plausible than the active scenario. The
fiscal adjustment needed to stabilise debt is too large, and so the realistic question is how much debt
escalation can be slowed. Stabilising and then reducing the path of debt in the next three years will prove
to be a bridge too far.

Figure 25: Debt-to-GDP ratio and projections
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Fiscal sustainability has political, social, economic and financial dimensions (see for instance the
discussion in Schick, 2006). Much debate has focussed on only one aspect — the “threshold” or level of
debt and its consequences for economic growth (for example Reinhart & Rogoff, 2010; Herndon et al.,
2014). In this and the next section, I suggest that this is the wrong focus in South Africa’s case. Instead 1
suggest two other important metrics:

e  Tiscal sustainability depends on the #rgjectory of debt accumulation rather than its level at any
point in time.

e The economic burden of debt should be gauged by the flow interest payments it creates, rather
than the stock of outstanding liabilities.

Figure 26 shows the average debt-to-GDP ratio in selected countty groups. Looking at the debt path of
the “advanced economies”, prior to the global financial crisis of 2008, advanced economy debt was
broadly stable. After 2008 these economies took on significant additional debt to finance their fiscal
response to the crisis and absorb private-sector banking liabilities onto government’s balance sheet.
Between 2007 and 2012, the average debt-to-GDP ratio of this group increased by 44 percentage points
of GDP, and then after 2012, debt stabilised as the European union and other advanced economies
shifted towards “austerity” budgets. The Covid-19 crisis is expected to result once again in advanced
economies adding around 20 percentage points of GDP on average to their stock of public debt. The
IMFs projections may look optimistic, but the point is that debt did stabilise after 2008 and it is now
expected to stabilise even more rapidly.
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Figure 26: Debt-to-GDP ratios in country groups and South Africa (2000-2019)
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When the Covid-19 crisis hit, South Africa had not stabilised its path of debt accumulation, which has
drifted upwards since 2008. In the last few years — as growth slowed further — debt accumulation
accelerated. Whereas many countries engage in counter-cyclical debt accumulation, South Africa’s deficit

path suggests an underlying and unresolved structural imbalance, which existed prior to the Covid-19
crisis but has been aggravated by the crisis.

There is a fundamental difference between a high and stable debt level, and an accelerating rate of debt
accumulation associated with an entrenched, chronic deficit. The picture painted by the passive scenario
in Figure 25 represents a fundamentally unsustainable trajectory, whatever the debt-to-GDP ratio might

be at a particular point in time. And if the trajectory is unsustainable, the question is not if, but when,
South Africa will face debt distress. 15

There is a second reason why simple cross-country comparisons between the level of debt are an
insufficient guide to fiscal sustainability. The reason advanced economies have been comfortable taking
on large chunks of new debt (both after 2008 and now) is that the interest burden of this debt has been
less than the growth in national income. When  (the interest rate to paid to service sovereign debt) is less
than g (the growth rate of the economy), any level of debt and any budget deficit is more sustainable. If 7
stays below g into the future, then debt can be rolled over as it loses value relative to income, making

future tax increases unnecessaty. Conversely, if the rate of interest rises above the rate of growth, then
debt will increase of its own accord, even if there is no (primary) budget deficit.

Aizenman and Ito (2020) call this “the snowball effect”. They show that a positive snowball effect (i.e. 7 <
2) reduces not only the level of debt but also the costs of servicing the debt. Conversely, if the snowball

effect is negative (r > g) the costs of servicing debt rises and so does the potential for financial and
Mmacroeconomic crisis.

15 South Africa is certainly notalone in this position. Sovereign debtdistress in the wake of Covid-19 is anticipated to reach levels

not seen since the crisis of the 1980s (Bolton et al., 2020). The IMF expects 54 lowincome countries to face debtdistress (IMF,
2020).
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Blanchard (2019) presents evidence that r < gis usually the case in the USA, and infers that the “snowball
effects” is likely to remain positive into the future, justifying a higher level of debt. Mauro and Zhou
(2020: Figure 2) show that the same positive condition is widespread across developed and developing
economies, including South Africa where r has been below g for three quarters of the time over the last
150 years or so.

This might suggest grounds for optimism about debt sustainability in general, but Figure 27 gives reason
for circumspection in South Africa’s case. For many years, the interest rate on South Africa’s sovereign
debt has been declining along with the rates of safe assets around the world. ¢ The rising trend in the
bond yield implies that » (effective interest rate) will rise. However, the staggering feature of Figure 27 is
not the movement of interest rates, but the secular decline in the rate of nominal economic growth. In
South Africa, gis now far below 7, and a negative snowball effect makes any deficit and any level of debt
less sustainable.

In much of the world, sovereign interest rates are below economic growth, which has created space for
additional debt. The IMF recommendations that developed economies take on further debt are rooted in
the assumption that this position will be sustained (IMF, 2020). In South Africa’s case, it is barely
conceivable that debt can be stabilised unless the rate of economic growth rises.

Figure 27: Government's interest on debt and the trend in nominal GDP growth (1982-
2019)
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Note: The effective interest rate is interest payments on governmentdebt divided by the average
currentand previous year’s GDP as suggested in Mauro and Zhou (2020)

16 The interest rates a sovereign pays on its debt can be measured in several ways. Often the yield ona 10 year or benchmark
bond is used, but thisis a simplification as the portfolio of outstanding public liabilities is composed of a mixture of instruments.
Moreover,most of public debtinstruments have fixed interest rates, so shiftsin the bond yield take time to change the average
cost of debt. Market yields are therefore best thought of as the marginal interest rate on governmentdebt (i.e. the costat which
additional debtmay be issued), whereas the average rate is given by the ratio of total debt service costs to gross debt. This

effective interest rate is also the appropriate metric with which to gauge debtdynamicsin a standard model Mauro & Zhou,
2020).
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5.3 Anintolerable burden of debt service costs

If debt continues to rise and interest rates do not abate, South Africa faces a significant increase in the
burden of debt on the public finances and the economy more generally. How large will this burden ber In
the active scenario, National Treasury projects that debt costs will absorb 22 per cent of revenue by 2022.
Figure 28 illustrates a plausible projection over a longer period, based on the passive scenario. The graph
shows how debt service costs fell sharply during the 2000s, helping to create the fiscal space for expanded
commitments to social policy discussed in Section 2 above. By last year, 15c of every rand collected in

revenue was allocated to bond holders. If the current trajectory does not change, this will increase to a
third of revenue before the decade is out.

South Africa currently allocates around 4 per cent of the output it produces to servicing public debt. The
numbers shown in Figure 28 imply an increase to 6 per cent of GDP over the medium term, approaching
10 per cent by the end of the decade. This means that a rising share of South Africa’s national income is
allocated to the owners of government bonds.

Figure 29 depicts the institutional identity of government’s creditors. Since 2006, bonds held by non-
residents have increased dramatically, as part of a global flow of capital towards emerging markets. When
non-residents own government bonds, the associated interest payment are an outflow that subtracts from
national income. The resources are extracted from domestic production through taxation and diverted to
non-residents. There is evidence that this cost becomes a drag on economic growth (Aizenman & Ito,
2020). However, since 2018, foreign ownership of government bonds has been waning and has
accelerated sharply since the Covid-19 crisis.

Figure 28: Debt service costs as a share of revenue: History and projection
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Notes: The projection assumes (a) National Treasury’s “passive scenario” debt projections, (b) a
stable effective interest rate on governmentdebt (at 6.5%), (c) nominal GDP growth returning to
10% over the nextfive years (which is just higher than the average since 1994) and (d) main
budget revenue at 26 per cent of GDP.
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Figure 29: Holdings of South African government bonds
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As South Africa’s debt crisis intensifies, it can be expected that foreign exit from the domestic bond
market will continue, and an increasing share of government bonds will be held domestically. “A
domestically held government bond is simply a commitment for future taxpayers to pay future
bondholders in the same economy” (T'oporowski & Jump, 2020). But in an extremely unequal society like
South Africa, the concern should be not only the flow of income overseas, but the impact these payments
have on the distribution of income at home.

Interest payments can be thought of as a transfer of income from taxpayers to bond holders.!” Most
bonds are held by financial intermediaries, such as pension funds and banks, and so the income does not
go directly to households. However, the assets held in these institutions do ultimately benefit (affluent)
households through their ownership of banks and their interest in pension funds.

Figure 30 provides evidence that might help grapple with the distributional consequences of rising
interest payments in South Africa. Panel (a) shows an estimation of the incidence of taxation and
spending in South Africa by three categories of household income, based on household survey data and
reported in Inchauste et al. (2015). Spending is strongly concentrated on the poorest 50 pet cent of the
population, who are estimated to receive 59 per cent of the benefits created. This includes cash transfers
associated with social grants and in-kind payments for education and healthcare. Taxation is strongly
concentrated on the most affluent 10 per cent of households, which contribute 72 per cent of the taxes
covered (including most taxes on personal income, payrolls and consumption but excluding taxes on
corporate income and wealth).

Panel (b) draws on Chatterjee et al. (2020) to illustrate the patterns of asset ownership across the
distribution of wealth in South Africa. According to these estimates, two-thirds of South African wealth is
held in the form of stocks, bonds, pension funds and life insurance assets. Ownership of stocks and
bonds — through collective investment schemes and other vehicles — is strongly concentrated at the top,
with the wealthiest 1 per cent of South Africans owning 95.2 per cent of these assets. The wealthiest 10
per cent of South Africans own 64 per cent of pension fund and life insurance assets.

17 The literature on fiscal incidence is inconclusive on the treatment of debt service costs (see the discussion in Lambert, 2001:
267), but if we neglect the intertemporal aspects of debt contracts and are concemed only with a snapshotof the allocation of
income in a single year interest payments can be though of as a transfer.
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Figure 30: Concentration of income, taxes and spending and wealth ownership by asset
class

(a) Concentration of marketincome, taxation and (b) Concentration of wealth by assets class and
government spending by household income groups wealth group
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This evidence is far from conclusive, but it suggests that if interest payments merit inclusion as part of
evaluations of fiscal incidence (and my view is that they do), debt accumulation will erode the progressive
character of South Africa’s fiscal structure unless financed by a large and even more progressive increase
in taxation.

These distributional consequences of government debt accumulation are strongly related to concerns over
debt sustainability, which John Maynard Keynes explains most lucidly in his 1923 Tract on Monetary Refornz.

The active and working elements in no community, ancient or modern, will consent to hand
over to the rentier or bond holding class more than a certain proportion of the fruits of their
work. When the piled-up debt demands more than a tolerable proportion, relief has usually been
sought... [If] the necessary adjustment is not made in one way, it will be made in another —
probably by the depreciation of the currency. In several countries the existing burden of the
internal debt renders devaluationinevitable and certain soon orlater. (Keynes, 2013: 54-58; also
quoted in Dornbusch, 1996: 13)

5.4 South Africa’s high interest-rate burden

If South Africa continues down the path indicated in the passive scenario, the burden of debt will rapidly
become economically and politically intolerable. This burden is the flow of real resources needed to
sustain interest payments to bond holders.

The relationship between this flow of resources and the stock of debt is not straightforward. As Figure
31(a) shows, in 2019, South Africa’s debt stock was equivalent to around 60 per cent of GDP, close to
that of Germany (at 58.9 per cent). But South Africa allocated 4 per cent of its domestic output to service
its debt, whereas Germany paid over only 0.6 per cent. Italy had a debt-to-GDP ratio (133 per cent) more
than double that of South Africa but paid a lower share of its GDP to service this debt. The proximate
cause of these observations is that South Africa pays far higher interest rates on its public debt than most
countries, and there is a clear differentiation between advanced economies and the rest of the world. Part
of the reason is that inflation tends to be lower in advanced economies, but the higher interest paid by
developing countries also reflects a sovereign risk premium: Creditors regard the liabilities issued by the
USA or United Kingdom as safe assets. Rates offered to developing countries take into account the risk
of sovereign default.
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Figure 31:
(2019)

Gross debt and debt service costs for selected countries and country groups
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Fedderke (2020) uses econometric tools to investigate the factors shaping South Africa’s sovereign risk
premium over the last 50 years. He finds that the spread (or gap) between South Africa’s bond yields and
those of the USA increases when South Africa’s economic growth slows. Other macroeconomic factors
raise South Africa’s risk premium, including higher inflation, higher levels of public and private debt, and
rand depreciation against the dollar. Fedderke finds that “since 2008, the increase in public debt [in South
Africa] has been associated with an increase in the yield spread from 2 to 4.62%”, and claims that the
“substantively dominant association” is that between the risk premium and the South African public

debt-to-GDP ratio (ibid: 28).

Cleatly the level of debt does matter for the cost of debt servicing, and this positive association can be

seen in Figure 31. However, it cannot be the whole story. If it were, Italy would pay more than South

Africa to service its debt. On average, the advanced economy members of the G20 have a debt load that

is almost double their emerging counterparts but face a far lower interest burden.

Further explanations for the difference (in South Africa’s case) are highlighted in the following

observations that Fedderke makes about the long term trends (which are reproduced in Figure 32):

While South African long-term yields declined significantly from 2000 onward (cotresponding
to theadoption ofinflation targeting), this translated into a declining trend in spreads only untl
mid-2006, since when the trend has been upward. Startling is the observation that the rising
spread became evident prior to the sub-prime crisis (though the latter arguably accelerated the
increase), and that the spread in 2019 had reached levels last seen during the 1980 period of
maximal political uncertainty and international financial isolation. (Fedderke, 2020: 5)

While falling spreads were correlated with the adoption of inflation targeting, a more plausible

explanation (also consistent with Fedderke’s econometric findings) is that premium was determined not
by policy innovation but by “macroeconomic fundamentals”, and that these rested on the commodity
price upswing and the easing of global financing conditions. The combination of accelerating growth and
global monetary easing drove down the value of public debt and the cost of servicing it. Even while
government extended its permanent fiscal commitments (discussed in Section 2) its position looked
wholly sustainable. Since then, global monetary conditions have remained easy, but global growth as

slowed, and South Africa’s growth has ground to a virtual halt.
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Figure 32: Spread between US and South African bond yields (1960-2020)
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Political dynamics also left a mark on the risk premium. The timing of the upward shift between
December 2007 and January 2008 coincides exactly with the ANC’s Polokwane conference (see Section
3.2). Subsequent fluctuations are strongly related to political events, such as the dismissal of Nhlanhla
Nene as Finance Minister in 2016. The premium is now — as Fedderke points out —at levels last seen in
the 1980s. That was a time of chronic economic stagnation combined with fundamental uncertainty about
the constitutional order and the ability of then white political elite to sustain economic expansion within
the framework of the existing political settlement — a situation that Marxist scholars of the time called an
“organic crisis”(Saul & Gelb, 1981). While the domestic origins of the crisis are clear, falling commodity
prices, played a significant part in driving economic growth down. Global monetary conditions had also
tightened (because of US policy choices) and in the context of elevated interest rates, the developing
world faced a generalised crisis of debt sustainability.

Today, the high interest rates that South Africa pays on its government debt reflect the twin forces global
economics and domestic politics. The balance between growth and interest rates are determined to a large
degree by shifting global conditions. Capital markets naturally fret the “piled up debt” will demand relief,
or fear what will follow the demise of 1994’s increasingly strained political settlement. Debt sustainability
rests strongly on these assessments of the general prospects for South African growth and perceptions
about its political and social sustainability. As these metrics shift, a basket of fiscal obligations that might
have once appeared right and sustainable becomes the cause of national bankruptcy.

5.5 Can the reserve bank bail out the treasury?

While financial conditions are easy in the USA, Europe and Japan, investors will continue the search for
higher yielding assets. It is quite possible that South Africa will be able to ride in the wake of these global
waves and finance high deficits for a time. However, fiscal policy is unsustainable and so the current
position will come to end, one way or another. When and how this will happen is anybody’s guess, but if
South Africa does not correct its fiscal imbalance, it will be increasingly vulnerable to sudden reversals in
capital flows or shifts in global monetary policy. These could force a disordetly and destructive resolution
of the fiscal position. A precipitous collapse of rand-denominated asset prices might be followed by a
bout of inflation, which would ease the debt burden (as alluded to in the quotation from Keynes above).
However, depreciation of value associated with this kind of default will fall largely on those unable to
move their capital into safer stores of value. In other words, immobile factors of production would see

DRAFT DO NOT CITE WITHOUT PERMISSION p40



their pension fund wealth extinguished as capital shifts offshore, leaving in its wake an unsustainable

fiscal position borne largely by workers, the poor and vulnerable.

But we live in extraordinary times. The central banks of the USA and European union are purchasing vast
quantities of government bonds and other securities. The bonds issued by these countries are absorbed
by global capital markets even when they offer negative real returns. Why should South Africa accept the

destruction of its wealth, when it has monetary sovereignty and regulatory authority over domestic
financial relations, including the debt market? In current global conditions, at least, the central banks of
middle-income countries are able to engage in their own bond purchase programmes (see Figure 33).

Figure 33: Central Bank bond purchases (March-Sep 2020), % of GDP
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The balance sheet of central banks has long been a core policy instrument, with a clear relation to the
structure and conditions for sovereign debt management.!8 As an instrument, bond purchases are always
on the table. The questions relate to the purpose and extent of the operation. As to the purpose, the
central banks of middle income countries are virtually unanimous in declaring the objective to be “restore
stability and liquidity in the bond market” (Arslan et al., 2020).19 The SARB has followed the same script,
buying bonds to ensure market stability and committing to doing so again if necessary:

By purchasing bonds in the secondary market, the SARB has helped restart price discoveryand
has encouraged the re-entry of private sector participants.

We continue to monitor the government bond market and to buy bondswhere we observe signs
of stress at different maturities of the yield curve. This will continue as needed to restore nomal
market functioning. Up to now, it appears our interventions have worked. Volatility has
subsided, and bondyields have largely normalised. While we are not targeting yields specifically,
the fact that the benchmark 10-year yield is back to where it was in February suggests that stress
in the system has eased.(Kganyago, 2020a)

18 The SARB itself acted as “market maker” in the creation of South Africa’s secondary bond market (du Plessis: 2013;

Kganyago, 2020b: 8)
19 Indonesia the only country cited in Arslan etal. (2020) thatexplicitly states the purpose of bond buying to be “to assist the
government finance the handling of the COVID-19 impacton financial system stability if the marketis unable to fully absotb the

[bonds] issued by the Government”
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Although the rhetoric is the same everywhere, the extent and design of these interventions vary widely, as
can be observed in Figure 33. Some are clearly attempts to ease a government’s borrowing constraint. The
SARB’s purchases have been limited. and the bank has argued explicitly that it “cannot take responsibility
for solving a fiscal sustainability problem” (Kganyago, 2020a).

The policy question can viewed in two ways: First, to what extent might the balance sheet of the central
bank absorb financial liabilities created in the wake of the Covid-19 shock, with a view to unwinding these
liabilities at a future date? Second, can South Africa rely on its monetary sovereignty to hold down the
interest rates that government pays on its debt, thereby ameliorating the ghastly rise in debt service costs
and avoiding a crisis of debt sustainability? In my view, the first is possible (see Sachs, 2020) but the
second is not.

The SARB and other central banks have conceded a role as “buyer of last resort” for sovereign bonds.
This has already lowered bond yields (Arslan et al., 2020), and so lessened the fiscal constraint. Further
“signs of stress” are likely, and actions to “restore market functioning” will continue to ease the
conditions under which National Treasury auctions debt. Several observers suggest that, while global
monetary conditions remain supportive, there is scope for more aggressive interventions (Benigno et al.,
2020; Nagy-Mohacsi, 2020).

In my view the SARB can and should act to bring stability to the bond market, and in doing so they will
(whether they like it or not) ease government’s borrowing constraint. But the idea that central bank
balance sheet operations can lower South Africa’s sovereign interest rate or offset the pressures fora
correction to fiscal imbalances on a sustained basis, appears doubtful to me. “Functional finance” or
modern monetary theory might have merit in the USA, Europe and Japan but its logic has been strongly
questioned outside the core centres of the world economy (Aboobaker & Ugurlu, 2020; Epstein,
2020).0One element of this criticism relates to the differentiated position of sovereigns in the global
monetary system.

International monetary relations operate in a complex, hierarchical and asymmetric system. (Eichengreen,
2019; Ocampo, 2019). Resetve currencies ate issued by hegemonic powers at the centre of the system,
and these “safe assets” are perennially in high demand in the rest of the world, giving their issuers distinct
advantages in managing their international macroeconomic relations (Gourinchas et al., 2019). Where a
sovereign can issue safe assets, market participants (i.e. the financial institutions, affluent elite and other
sovereign governments that dominate global capital flows) respond by secking out safe stores of value in
which to deposit their wealth. This has the effect of complementing asset purchases by the central bank
and eases fiscal constraints precisely at the time it is needed. As Adam Tooze points out:

[I]n this crisis, it has once again proved possible forlarge economies with credible central banks
to borrow on an epic scale without suffering financial-market disruption. And this is because of
a dirtylittle secret about very large holders of private capital: In moments of crisis, they’ve got
to put that capital somewhere. And where they always end up putting it is government debt
because that’s the safest portin a storm [...] so there is little difficultyin finding financing for
government action. (quotedin Levitz, 2020)

The result of this behaviour is that government’s action is complemented by financial capital in a manner
that stabilises the economy. When the central banks of the US, UK and Europe announce large
expansions in bond purchase programmes, or other means of effectively monetising the deficit, they
“crowd in” private market participants. Their currencies strengthen, and their financing conditions ease
on global markets. Until now, middle-income countries have been similarly successful and, in motivating
an even more aggressive approach, Benigno el al (2020) stress the “surprisingly favourable investor
reaction” to emerging market bond purchases and the importance of central bank credibility in sustaining
these operations.
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But these responses have been differentiated. In South Africa’s case, investor confidence has been fragile
since the outbreak of the Covid-19 crisis. Figure 34 shows changes in the exchange rates and bond yields
between February and September this year. By and large, the USA, UK and European economies have
seen their exchange rates appreciate and their bond yields fall. The same pattern can be observed in
several emerging markets, including those that have implemented strong bond buying programmes. South
Africa has seen a large exchange rate deprecation and a substantial increase in bond yields. This indicates
that, at least for now, market participants have not regarded South Africa as a safe port in the storm.20

Why might this be the case?

One factor that distinguishes South Africa is the extent of its fiscal crisis, which is examined in Section
5.2. To reinforce the point in the current context, Figure 35 shows the debt path of several middle-
income countries with extensive bond purchase programmes. Of these, only South Africa’s debtis
unstable, raising question marks about when (or if) it will stabilise, and what policy responses are likely to
emerge in the face of debt distress.2! More aggressive bond purchases by the central bank may improve
matters in the short term, as “some bondholders would probably be enthusiastic about a large bond
purchase programme so they could dump their bonds on the SARB and minimise their losses”
(Kganyago, 2020a). But over time, it is unlikely that the central bank could stabilise the value of sovereign
assets by absorbing a significant fraction onto its balance sheet when the solvency of its assets is widely
doubted. In this case, overly aggressive action by the central bank may increase, rather than diminish, the
risk that rand-denominated financial assets (money, sovereign debt, equity and other obligations) will be
subject to sudden crises of confidence and destructive depredation in value.

Of course, this all assumes that the interaction between the sovereign debt issuer and market participants
is purely voluntary. All governments raise compulsory revenues through taxation, whereas the cash
garnered from debt issuance is ordinarily based on voluntary exchange. But government is both the
largest borrower in most nations and the regulator of debt markets, a position that enables it to tilt
property rights in its own favour (Betz & Pond, 2020). The Second World War debts of Britain and the
United States were not paid down by reducing expenditure. Instead, primary surpluses were achieved with
high rates of taxation, complemented by inflation and various forms of compulsory financing or
“financial repression” (Reinhardt et al., 2011). This included “directed lending to government by captive
domestic audiences (such as pension funds), explicit or implicit caps on interest rates, regulation of cross-
border capital movements, and (generally) a tighter connection between government and banks” (ibid).
Similar means were employed in Japan and later the fast-growing Asian developmental states.

20 An alternative explanation mightbe that the world is enjoying a central bank bond buying bonanza and South Africa is alone in
refusing to also printmoney. Such an interpretation is,in my view, not supported if we compare interest rate and bond yield
movements in Figure 33 with the extent of bond purchases in Figure 32.

21 Interestingly, Chile — the only country that mightbe construed to have a debt path like South Africa’s —has eschewed the
purchase of governmentbonds. Its bond purchase programmeis reserved for private sector corporate bonds.
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Figure 34: Change in exchange rates and bond yields (Feb-Sep 2020)
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Note: Real effective exchangerate is the percentage changein the real effective exchange rate index between
February and August 2020 sourced from BIS Statistics Explorer, Table 12-B; Long term governmentbond yield
is the percentage point change in yields reported between as OECD monthly long bond yields in February and
September, through Quantec EasyData. Except for Brazil: http://www.worldgovernmentbonds.com/bond-
historical-data/brazil/10-years/

Figure 35: Debt-to-GDP ratios in selected emerging markets with bond purchase
programmes
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Post-war compulsory financing took place in a context of closed capital markets, an effective social
compact, a capable state and the fastest pace of economic growth in recorded history. Policy action held
interest rates low, while growth was rapid. Today, low interest rates are the natural consequence of
“secular stagnation”, and policy action must face globalised financial markets and broken social compacts.
If the current easing of monetary conditions is not followed with a revival in the pace of growth in the
developed world, it is likely that further global financial turmoil will follow (Aizenman & Ito, 2020).

In South Africa, compulsory financing has been suggested in several forms, including asset prescription
on pension funds, an expansion of the state banking sector, and various proposals for monetary easing
and directed credit on the part of the central bank and development finance institutions. If South Africa
were to go down this path, it is unlikely that these or similar measures could succeed without a different
approach to the regulation of the capital market. The current situation — where South Africa’s capital
markets are strongly integrated and regulated with a light touch, and where South Africa is both an
investor in overseas capital markets and reliant on foreign savings — is not compatible with the coercive
direction of national savings behind public policy goals22.

A transformation of macroeconomic institutions to create conditions in which compulsory financing
might work is not impossible to achieve. But it would be an exceedingly bold strategy under the best of
conditions, given the strength of South Africa’s financial sector. In the face of stagnating economic
growth and ballooning public debt, it is likely to intensify rather than alleviate the macroeconomic crisis
that South Africa faces.

Economic stagnation and falling rates of capital formation can coexist with such attempts at “financial
inflation” (see Toporowski, 2002). If this transpires, the likely result will be monetary disorder and
financial instability, which would add to South Africa’s development challenges.

In the 1970s, African and Latin American nations took advantage of benign financial conditions to
leverage up government debt, but then faced crisis after 1980 when the USA switched its policy regime
towards higher interest rates. Right now, South Africa and other middle-income countries can ride on
easy global money, including through central bank bond purchase programmes. This breathing space
should be seized to resolve the underlying imbalances.

History has not been kind to nations on the periphery of global capitalism that have attempted to sustain
fundamental imbalances over a length period of time, including through monetisation of the deficit (a
history documented in Eichengreen, 2019). As Samir Amin put it:

Wortld capitalist expansion has always had and still has a polarizing effect. From the very
beginning it produced ... a contrast between centre and periphery that was immanent in actually
existing capitalism. In this sense, then the development of the periphery has always entailed
never ending ‘adjustment’ to the demands and constraints of the dominant capital. The centres
are ‘restructured’, the peripheries are ‘adjusted’ to these restructurings. (Amin, 1990: x)

22 As Epstein (2020) points out, advocates of MMT characteristicallyneglect to specify institutional conditions and political-
economy assumptions underlying their proposals.
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6. CONCLUSION

South Africa faces an almost certain fiscal crisis. The social and economic crisis generated by the Covid19
pandemic has accelerated the fiscal crisis, and discussions are under way about how government should
respond in the short term. But the origins of the fiscal crisis are deeper. It is a structural crisis that will
define public policy over several years, if not longer.

Two decades ago, South Africa was confident about its economic future. Public expenditure was
expanded to deliver on social objectives that had been deferred at the outset of the democratic transition.
The expansion of public sector commitments was deliberate, warranted and well-targeted. It included a
permanent expansion of core public services (basic education, health and policing), an increase in pro-
poor fiscal transfers, significant real improvements in the remuneration of public employees and a surge
in public infrastructure investment.

Over the same period (between 2002 and 2012) taxes were lowered in the belief that economic growth
would obviate the need for large sacrifices in return for these improvements. The same assumption
informed the expansive policy framework mandated in the National Development Plan (NDP).

But the path of economic growth shifted to a permanently lower trajectory, mainly because of shifts in
the global economy. An historic surge in South Africa’s terms of trade had fed into economic growth and
financing conditions, making the fiscal position look sustainable. Once China began to decelerate (after
2011) the commodity price upswing was gone, and South African growth decelerated year after year.
Even if South Africa had avoided electricity supply constraints or resisted the rising tide of corruption,
these shifts would still have implied slowing growth and the need for significant adjustments to South
Africa’s policy framework.

The policy and governance environment also changed after the ANC’s Polokwane conference in 2007.
This resulted in a fragmentation of political power and a shift of policy authority from constitutional
structures of government to opaque and diffuse processes within the ANC. Government committed itself
to further expansions of public sector provision but did not agree on a fiscal programme to support these
aspirations. As in the past, it was assumed that a revival in economic growth would generate the necessary
resources without the need to raise taxes. But growth continued to slow and instead of facing up to the
resulting contradiction, fiscal obligations were extended even as the capacity of the state detetiorated and
the flow of tax revenue dwindled. Although domestic constraints — including electricity supply and the
disruption of government — were initially of secondary importance, they culminated in a second blow to
economic growth after 2015. Macroeconomic policy tightened, export performance worsened, and
private and then public investment collapsed in the face of incoherent policy, regulatory capture and
intensifying fiscal crisis.

Over a decade of slow growth South Africa was able to contain the fiscal envelope. It could not, however,
adjust spending downward in line with diminishing growth prospects. In Lesetja Kganyago’s (2020)
words: “aggregate spending ... failed to decline as a share of GDP”. This should not be surprising. From
the Constitution to the National Development Plan the idea of a rising floor of social provision, backed
by secular improvements in South Africa’s economic fortunes have been deeply embedded in policy
DNA. The social consequences of retrogression are so ghastly to contemplate that South Africa has
convinced itself that economic progress is the only possibility. But income per capita has been falling
since 2011, and this looks set to continue. GDP is not the measure of all value, but if it falls the quality of
life — and the real value of public consumption - is sure to follow.

A decade of expenditure containment has already generated chronic fiscal imbalances and public services

have been degraded, with the real value of health, basic education and public security falling. Budgets for
national and provincial departments were strictly controlled but costs continued to rise. Budgets for
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capital and the procurement of goods and services were driven down to extract fiscal space. Moderate
improvements in the salaries of public servants outpaced the growth of compensation budgets, forcing a
reduction in employment of teachers, nurses, police officers and the public administration which supports
these core public services. While these dynamics worsened the social crisis — directly through falling levels
of employment and indirectly by eroding the consumption basket of the poor — the budget deficit has
remained entrenched. Containment of social budgets has been fully offset by the rise of interest payments
leading to a structural deficit. There was austerity without consolidation.

Although spending was constrained in national and provincial departments, public consumption
continued to increase through local government and public agencies. Public infrastructure spending
remained buoyant (until 2016) leveraged off the balance sheets of state companies. But the quality of
public investments deteriorated so severely that large additional subsidies were required to keep public
utility systems afloat and offset the costs that these inefficiencies were imposing on society. Meanwhile,
government continued to widen the scope of its fiscal commitments: New social programmes were
agreed, including free university education, and these new obligations added to the pressure on core
public services.

At first government appeared on track towards a sustainable fiscal position, notwithstanding the increase
in debt. Despite the slowdown in growth, private earnings at the affluent end of the labour market
continued to grow faster than the economy, leading to buoyant tax revenue. In the face of a seemingly
inexorable decline in economic fortunes — and after the second blow to growth in 2015 — tax buoyancy
finally succumbed, and fiscal consolidation went into reverse.

Following Covid19, the fiscal position is profoundly unsustainable. If fiscal imbalances are not resolved,
the burden of interest payments will quickly become intolerable. This makes the future willingness of the
state to honour its obligations questionable. South Africa is entering a period of fiscal distress.

Growth rates are below interest rates and (in these conditions) the primary balance needed to stabilise
debt is not feasible. As Blanchard et al (2020) say “there are economic and political limits to how large a
primary surplus a government can generate. When debt service requires a primary surplus that exceeds
this limit ... debt will explode.”

The crisis cannot be resolved solely by fiscal consolidation, and the path of consolidation proposed by
government in the special adjustment budget is so extreme that it is neither possible nor desirable. The
attempt at large fiscal adjustment would impose unsustainable social pressures and choke off the
recovery, imposing a second blow to livelihoods on top of the Covid19 catastrophe.

In this unenviable context, it is natural to look for innovative alternatives. Some hope that by inflating the
value of rand-assets (including sovereign debt) the central bank can avert the fiscal crisis, and restore the
momentum of growth. This path is fraught with danger. Short term support to prevent the collapse of the
bond market might continue, and this will ease the fiscal constraint to some degree. If global monetary
conditions remain easy, it will be possible to build on the reserve bank’s credibility, extending bond
purchases and other support. But the reserve bank cannot resolve the structural imbalances in South
Africa’s public finances. South Africais a small, vulnerable, fiscally unsustainable economy on the
petiphery of global capitalism with five years of declining per capita output behind it, and an uncertain
path ahead. It is a price-taker on the value of its sovereign liabilities, including money and government
debt. An attempt to resolve the fiscal imbalance by, for instance, monetizing the deficit would invite
financial disorder, worsening both the current crisis and South Africa’s future growth prospects.

Government believes growth can be revived through a renewed commitment to public infrastructure
investment. Without action to restore the regulatory, policy and institutional weaknesses that have
debilitated the public sector, this approach is unlikely to succeed. Achieving these reforms on the other
hand will take time and political effort. In the short term then, the inertia blocking a resumption of
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growth can only be overcome with private investment in the lead. This will require policy commitments
that back a stream of profit that is large, credible and long-lived enough to justify the upfront
commitment of significant private resources. Such a move is unlikely to be popular, but the alternative is
to allocate an even larger volume of public resources as guaranteed income to private capital in the form
of debt service costs, in exchange for a pipeline of state-mediated mega-projects.

Stephen Gelb (2004) proposed that the first decade of South African democracy was underpinned by an
implicit bargain. Private property rights would be protected in return for the redistribution of assets and
ownership, and access to incomes through public sector employment and provision. The redistribution of
assets, whether through land reform, housing policy or black economic empowerment, has not been
successful. In its stead, greater reliance has been placed on the redistribution of income.

South Africa has been held together (just) by an implicit fiscal bargain that has dimensions:

e High levels of taxation, which have financed social grants, universal access to basic education and
healthcare, RDP houses, free basic water and electricity, real pay gains for public servants and a
rising distribution of rent to the middle strata; all of which has sustained the income levels of the
vast majority.

e Collective goods — pensions, education, healthcare, secutity and infrastructure — are provided to
the majority though the state but to the affluent minority through segregated systems of
provision financed by fees, insurance premia and user charges.

Fiscal imbalances and crises will force changes in all these structures. The pace and distribution of the
adjustment needs to be engaged, but the fiscal framework will have to change one way or another. If
South Africa succeeds in raising its rate of economic growth it might stabilize debt but will be left with a
huge burden of debt servicing — income redistributed to affluent households through government interest
payments. This debt overhang implies (logically and considering the evidence of history) a significant rise
in the general rate of taxation (redistributing income away from taxpayers). Without it, the debt cannot be
serviced. Tax increases will need to be focussed on the most affluent and corporate capital, but there will
also be implications for the middle strata. At the same time consumption of collective goods will be
reduced to a level more consistent with South Africa’s waning economic fortunes. The poor and lower
middle class depend to a large degree on public consumption to sustain their living standards (whereas the
affluent are protected in segregated systems), and the current contestation about public sector salaries are
a first indication of a struggle to determine who will bear the brunt of this adjustment.

Since the 1970s, South Africa’s macroeconomic fortunes have been shifted by large swings in the
commodity cycle and global financial conditions. The basic parameters of fiscal sustainability — interest
rates and the rate of growth — are to a large extent determined by these external conditions. As is the case
in any democratic society, political realities constrain the primary balance needed to stabilise debt. Debt is
now unsustainable because growth is low, the interest rate is too high, and the primary balance needed to
prevent a debt explosion is not politically feasible.

Beyond the current crisis South Africa should reconsider its macroeconomic policy framework. It is
currently anchored around the concept of an “output gap”. Inflation targeting and the commitment to
countercyclical fiscal policy both entrench this focus. The more important macro policy function for a
middle-income economy on the periphery of global capitalism is to manage long-lived adjustments to
growth, the terms-of-trade and global financing conditions. This means targeting the real exchange rate.
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