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INTRODUCTION

South Africaemerged from the gpartheld erain 1994 with an urgent need to
complement its palitica liberation and its opening to globa trade and invesment with
economic gains that would benefit al members of the population. As the nation moves
into the 21% century, however, its economy is stagnant, unemployment approaches 30%
of the economicaly active population, and there are enormous racia, gender, and
location-specific digparitiesin leves of income and wedlth.

Reducing these digparities will require increesing employment, since
unemployment is concentrated to alarge degree among those who are poor. Thiswill
reguire action on many fronts, induding efforts to make labour markets function more
efficently a the same time as they assure more equity in the distribution of benefits. It
will aso require reducing digtortionsin capitd markets that favour more capitd-intengve
types of activities. It will require better education and training so that the work force can
become more employable and productive. Findly, it will require a macroeconomic
policy framework that encourages economic growth dong the lines of South Africal's
emerging comparative advantage and increases employment of South African workers,
especidly those who have been disadvantaged by the policies of the pagt.

The mgor thess of the paper is that the macroeconomic policy environment has
favoured financid gability over economic growth and thet this has been an important
element in the failure of the economy to meet the targets of the government’s
meacroeconomic program: Growth, Employment, and Redigtribution (GEAR). Most
digurbing, thelevel of employment in the forma sedtor has dedlined steedily during the
padt five years.

A second part of thisthessis that the macroeconomic policy environment has
been particularly disadvantageous for small, medium, and micro enterprises (SMIMES),
that these enterprises employ more labour, on average, than larger enterprises, and that
this has been an important factor limiting the expanson of employment. Furthermore,
the supply-side measures that were supposed to ease problems resulting from the
trangtion of the South African economy are not seen as having been particularly effective
for the SMMEs

The paper begins with areview of the problems that South Africafaces asit
emerges from the period of gpartheid and tries to grapple with the multiple objectives of
reducing poverty, increasing employment, restructuring the economy in amore open
direction, and raising the rate of economic growth —dl thisin the face of mgor
condrants. The paper then goes on to examine the macroeconomic gods and policies
embodied in GEAR and how these have been met. The paper then takes an dterndive,
longer-term perspective, asit looks at experience over the past 15 years with two critica
vaiables therate of interest and the exchange rate. It dso looks at the more recent
experience with the 1998 financid crigsto see what light this can shed on palicy choices.
The subsaquent section examines evidence regarding the degree of labour intengty in
amd| versuslarger firmsin different sub-sectors of the economy — both directly and



taking into account secondary input-output linkages. The paper then goes on to describe
the findings of arecent survey of SMIMES in Gauteng Province regarding the effects on
these firms of macroeconomic policy and supply-sde messures. The overdl dl
condusions of the paper are then reviewed in the find section.

HISTORICAL BACKGROUND!

To some extent, the problems  of poverty and unemployment in South Africaare
inherited from the earlier eraof gpartheld. Racid segregation resulted in ahighly
segmented |abour market, which reduced both efficiency and eguity. African workers
under apartheid were not free to move from sectors, occupations, and locationsin which
wages were low into those where wages were higher. The result was a sgnificant disparity
in wages and income.

Once redrictions on the rights of Africansto unionise werelifted in 1979, resulting
in argpid growth in union membership, red wages of African workersin manufacturing
rose approximately 50%, while the wages of White workers remained rdaively congtant.
Thisresulted in some catching up of Africans to Whites— overcoming some of the
discrimingtion of the past. But it dso occurred at atime when the demand for lower skill
levels, in which Africans were heavily represented, was faling, while thet for higher kill
level postions, dominated by Whites, wasrising (Bhorat and Hodge, 1999). With stagnant
demand and an African labour force growing a about 2,8% per year (Sadie, 1991), risng
wages for African workers contributed to growing unemployment. Indeed, by 1995, 50%
of Black workers, the vast mgority of them Africans, were without formal sector
employment.

The Stuation would not have been S0 bad if the employment ggp had been filled
by rurd agriculture or the urban informa sector, as occurred in most of sub-Saharan
Africa, but once again the legacy of aparthed wasfdt. Inrurd aress, land was very
unevenly digtributed under apartheid. Furthermore, the government sysematicaly
encouraged capital- intendve agriculture and discouraged subsstence faming. This left
many Africans crowded onto the homeands with land resources totally inadequete to
their needs. Thusit was no accident thet the 1991 population census found thet in dl the
homdands -- both the TBVC countries and the sdf-governing territories -- African
unemployment rates were higher and had risen more sharply over the previous decade
than in the rest of South Africa

Nor was the urban informa sector a better employment cushion. In the citiesand
towns, the rdaivey low leve of informa activity reflected the regtrictions thet were
placed on Blacksin awhole range of urban activities (Kirgen, 1988). The Centrd
Satidicd Service (CSS) estimated, in fact, that in 1989 less than a20% of the Black
labour force wasinvolved in datigtically unrecorded activities, of whom 12% worked on
aful-time bass

1 Much of the material in this section is taken from Stryker, Cassim, Rajaratnam, Bhorat, Leibbrandt, and
Plunkett.



Growth of employment was a o limited because agriculturd and manufacturing
production was protected from imports by high tariff and non-tariff barriers, and capital
flows were highly restricted, discouraging the importation of private capitd. In part this
was areaction to the sanctions imposed on the gpartheid regime from outsde. It dso
reflected an isolationist mentality that South Africacould go it done. But whatever the
reasons, the result was afailure to renew ageing eguipment, growing obsolescence of
technology, and management that was increesingly isolated from new idessin rdaion to
the evalving the globd economy.

Over the years, the dependence of the South African economy on exports of gold,
platinum, and diamonds led to overvauation of the rand in relation to whet the exchange
rate should have been if there were amore diversified export base. 1n addition,
protection againg imports resulted in further overvduation, aswell asabias agang
exports and in favour of import-competing activities Asaresult, many South African
products were not competitive in neighbouring countries or on the world market. To
make exports competitive, the government relied on cash rebates to exporters under the
Generd Export Incentive System (GEIS), a scheme that was highly biased in favour of
larger, less labour-intengve firms

Very early on, the new government renewed the commitment thet South Africa
hed dready initiated to reopen itsdf to the globa economy and to join the newly creasted
World Trade Organisation. This had anumber of important implications. Frg, it
implied thet tariff rates, which were & very high levels would be reduced, that the
dructure of tariff rates would be smplified, thet quantitative redtrictions on trade would
be diminated, and that the Generd Exports Incentive Scheme (GEIS) would be replaced
by supply-sde incentives congstent with WTO membership. The result of these reforms
was a*“cold bath of competition” from imports pouring into the South African economy.
Especidly hard hit was the dlothing and textile industry, which had been highly protected
before, and, even though it had atrangtion period somewheat longer than the rest of the
economy, neverthdess underwent avery painful adjusment. Throughout the entire
economy firms were faced with the necessity of cutting costs and becoming competitive.
Thisresulted in the laying off of workers and the renabilitation or renewa of equipment.
On top of this there was a continuation of the long-term decline in sectors thet hed
traditionally employed a consderable amount of low and semi-skilled labour — sectors
such as agriculture, mining, and congtruction.

To compensate for trade liberdisation, the South African government announced
itsintention to introduce WTO-friendly “supply Sde’” measuresto lower costs and move
toward higher vaue-added production. As part of this effort, the old Regiona Industrid
Development Programme (RIDP) was to be replaced by a new tax based incentive
scheme related to human resource devel opment, |abour absorption, and regiona and
sectord priorities. Tax and other incentives were provided through accderated
depreciation dlowances and tax holidays on new invesment and through a number of
Specid programs to encourage indudtrid innovation, srengthen the relationship between
industry and educationd ingtitutions, facilitete access by firms to needed technologies,
promote increases in productivity, and develop best practice work organisation. Specid



programs were cregted for smdl, medium, and micro enterprises (SMMES) to facilitate
thelr access to loans and other supply-sde incentives (Government of the Republic of
South Africa, 1996, pp. 12-14). SMMEs ds0 benefited from the new export finance
guarantee scheme, implemented in November 1996, the smal/medium manufacturing
deve opment program, the technology and humean resources for industry program, and the
support program for indudrid innovation.

Whileinitid atention was on cross cutting programs, this shifted during 1996 to
sectora/clugter studies conducted by IDC and the Department of Trade and Industry
(DTI). Thegod of these sudieswas to identify clusters of indudtries thet were likely to
be particularly competitive or non-competitive with trade liberdisation (NEDLAC, pp.
20-24, 39, 40). A key issue was the extent to which more labour-intendve smdl and
medium enterprises would be encouraged more through generd incentives or by specific
incentives geared to promoting dugters of activities in which they might play arole.

It was recognised that restructuring the South African economy away from
excessve dependence on primary product exports, particularly mineras, and on goods
produced for the domestic market behind high protective barrierswould require a
depreciation of thered exchange rate. Thiswas welcomed to some extent because it
would soften the blow resulting from tariff reductions. Howewer, it was aso recognised
that areduction in retrictions on capita flows ran the risk of an outflow of capita, which
could cause adepreciation of the rand beyond that needed on current account and result
in severe disruptions in the economy.  Thus the Resarve Bank felt compdled to maintain
high interest rates, partly to discourage capita outflows as capitd redtrictions were
weskened, and partly to encourage inflows of capita to finance the current account
deficit that was anticipated, & least in the short run, as aresult of the trade reforms.

Interest rate policy was dso being used by the Reserve Bank to dampen inflation,
which was of concern because of the unsustaingble stuation regarding fiscd deficits,
which reached 8% of GDP by 1992/93. Thusacritica dement in the Growth,
Employment, and Redigtribution (GEAR) drategy eaborated by the government in 1996
was to reduce these deficits to no more than 3% of GDP in order to take some of the
pressure off of monetary policy, lower interest rates, and stimulate growth and
investment. FHsca prudence was aso thought to encourage foreign investors who might
be interested in investing directly in South African industry and agro-industry
(Government of the Republic of South Africa, 1996, p. 10).

Although there were some efforts towards tax reform, the main thrust of reducing
fiscd deficts fel on the expenditure Sde. Tightened expenditures not only would relieve
inflationary fiscd deficits but dso would release resources required for capitd formation.
Thiswas to be achieved through a restructuring of the public service, holding the annud
increase of the government wage hill to no more than 2%, and drict containment of
spending on other goods and services and on current trandfers. Thiswould dlow an
increase of discretionary goending of a capita nature within the government’s
Recongruction and Deve opment Program of up to 8% per year. Criticd to this program
were reprioritisation within the health and education budgets, expenditures on municipd



infragtructure, restructuring of the welfare system, land reform, and amdl business
support palicies (Government of the Republic of South Africa, 1996, pp. 8-9).

The other main dement of the government’ s reform program involved labour
merket policies. These sought to provide grester flexibility in wage determination and
conditions of employment at same time thet basic protection of workerswasto be
extended to alarger portion of economy. At the same time, there was to be continued
promotion of productivity improvements aimed at increasing the kills of a broad
gpectrum of workersin both the forma and informd sectors (Government of the
Republic of South Africa, 1996, p. 17). ). The mgor ingruments of this policy were the
Labour Reaions Act, the Basic Conditions of Employment Act, the Skills Development
Act, and the Skills Development Levy Act.

Wha isdear from thisandydsisthat awide variety of policies have been
employed in South Africa over the past few yearsto simulate economic growth and
employment. Some of these have rdated directly to the labour market. Others have dedlt
with the structure of private sector incentives, especidly in relation to the globd
economy, and the macroeconomic eements of GEAR. The policies employed have
condged essantidly of two types. Thefirgt have been policiesthat affect the generd
economic environment in which private sector firms operate — policies such asthe
exchange rate, interest rates, tax sructures, and tariff rates — both as these influence the
firmsdirectly and asthey affect the overal sructure and rate of economic growth. The
other palicies have gpplied more specificaly to individud firmsand have generdly
required specific gpprovas or adminidrative procedures involving those firms

The main thesis of this paper can be st out in the fallowing terms:

1. Thegened policy environment has not been conducive to a high rate of
economic growth, nor to a pattern of growth that favours the SMMEs.

2. Theemployment of labour redive to output is grester in SMMESsthanin
larger firms

3. SMMEsareinfluenced more by the generd policy environment than by firm-
Specificincentives.

4. The result has been very duggish expandon of employment.

The policies discussed here are not, of course, the only ones that influence the growth of
output and employment. Nevertheess, they are an important dement in the falure to
absorb more labour into a productive South African economy.

MACROECONOMIC POLICY: GEAR

The new South African government was strongly committed to increesing

employment, reducing poverty, and improving opportunities for those who had been
disadvantaged under gpartheid. At the same time, there was afervent desre to foster

economic growth and earn the respect of potential overseasinvestors by reducing fiscd



defidts, lowering the rate of inflation, maintaining exchange rate Sability, decressing
barriersto trade, and liberalisng externd capitd flows.

Reductionsin tariffs and dimination of quantitetive regtrictions on trade was st
in mation by the WTO agreement, sgned in 1995 and to be fully implemented by 1999,
with the exception of the dothing and textile industry, which had eight years rather then
fiveto comply. For the mogt part, South Africawaswell aheaed of scheduleinits
compliance with the agreement. In addition, South Africa negotiated a trade agreement
with the European Union and isamember of the African Customs Union (SACU), the
Southern African Deve opment Community (SADC) trade protocol, and the Indian
Ocean Rim Initiative (NEDLAC, p. 38). To offset the disruptive effects of these
agreements the supply- side measures described earlier were put into effect.

Macroeconomic policies were incorporated in 1996 by the new government intoa
drategy to promote Growth, Employment, and Redigtribution (GEAR). This Strategy
was firmly committed to the achievement of macroeconomic balance: alower budget
deficit and lowering the rate of inflation. The second important objective wasto get the
economy on a 6% growth path by the year 2000, driven by improved performancesin
fixed invesment and norgold exports. The third important objective was redistribution
through job creation resulting from economic growth and labour market reforms. In
addition, there were to be attempts to increase access to socid services by changing
prioritiesand improving efficiency.

Employment crestion under GEAR was to be achieved in three mgjor ways. Fird,
economic growth would account for about one-third of increased job creation in both
formd and informa sectors. Second, labour-intensive government programmes to build
infrastructure and maintain public worksin rurd and urban areas would account for
another quarter of new jobs. Therest of new employment creation would arisefrom
“inditutiond reformsin the labour market, employment enhancing policy shifts and
private sector wage moderation”. Stronger growth of more labour-intensive components
of indudtry, fadlitated by shiftsin indudtrid palicy, was conddered vitd, aswas
continuation of the thrust of economic policy towards greater openness and
competitiveness within the globa economy. The chdlenge facing labour market policy,
therefore, was “to promate dynamic efficiency, skill enhancement, and the expangon of
reasonably remunerated employment — while at the same time supporting alabour-
intensve growth path which generates jobs for the unemployed, many of whom are
unskilled and have never had previous employment.” (Government of the Republic of
South Africa, 1996, p. 18).

The GEAR grategy compared two scenarios. one reaing to how the economy
could be expected to perform over the medium term, if no policy changes were
implemented; and the other rdaing to how the economy would perform if key policy
changes were made. The government identified the following policy changes as
necessary for higher economic growth and job cregtion:

to reduce the fiscal deficit and contain debt service obligations, lower inflation, and
hence free up resources for investments;



to maintain an exchange rate policy with the objective of keeping the real effective rate
stable at a competitive level;

to maintain consistent monetary policy to prevent inflation;

to further liberalise the capital account of balance of payments;

to further reduce import tariffs;

to introduce tax incentives to stimulate new investments in labour absorbing projects;
to increase the pace of restructuring of state assets;

to engage in infrastructural investment to address service deficiencies and backlogs
to introduce greater flexibility within the collective bargaining system.

GEAR provided quantitetive esimates of the results of the two scenarios, as shownin
Table 1. The core scenario (C) represented the results of unchanged palicy whilethe
integrated scenario (1) embraced the results of policy change.

As can be seen from the table, substantidly higher growth was to be achieved
under the Integrated Scenario over the medium term, with the main driving force behind
growth being government’ s macroeconomic strategy, which was to be based on the
premise that if the fiscal deficit could be reduced, red interest rates would decline, and
greater investment would be encouraged and jobs created. It isimportant to note that,
though the integrated scenario dlowed for much higher growth and risng employment
over the period, unemployment would only begin to dedine margindly under this
scenario to some 32.6% in 2000 from roughly 33% in 1995. Henceit isonly from the
year 2000 onwards that one would see areduction in the rate of unemployment.

The GEAR drategy was sharply criticised as rediricting economic growth to a
leved that was likdy to have little impact on prevailing levels of unemployment,
inequdity, and poverty (ILO Review, pp. 29-45). In particular, the strategy was held to
be deflationary because it cdled for adedline in government expenditures without
corresponding policy measures to promoate the expanson of investment or exports
(Gibson and van Seventer). As shown below, these criticisms gppear to be more
goplicable to the implementation of GREAT than to its conception. For example,
expangon of investment was to be induced through less crowding out of private
investment by the public sector and by lowering the rate of inflation and red rates of
interest. Exports were to be simulated by maintaining thered exchangeraed a
competitive leve, liberdising the capita account, and reducing further import tariffs.



TABLE1
CORE (C) VERSUSINTEGRATED () SCENARIO PROJECTIONS 1996-2000

CHARACTERISTICS Cversus| Cversus| Cversus| Cversus| Cversus| Cversus|
1996 1997 1998 1999 2000 Average
FY Fiscal deficit (% of GDP) 51 51 45 40 40 35 35 30 30 30 40 3,7
Real Government Consumption (% of GDP) | 19,8 19,9 | 19,5 19,5 | 19,1 19,0 | 18,6 18,1 | 18,1 18,1 | 19,0 19,0
Average Tariff (%) 10,0 10,0 | 9,0 8,0 9,0 7.0 80 7,0 80 6,0 88 7,6
Average real wage growth, private sector 0,8 -0,5 15 1,0 1,7 1,0 1,3 1,0 1,4 1,0 1,4 08
Average real wage growth, government 48 44 04 0,7 04 04 03 08 00 04 02 1,3
sector
Real effective exchange rate (% change) -9,6 -8,5 0,7 -0,3 0,1 0,0 0,11 0,0 0,0 00 | -1,8 -1,8
Real bank rate 70 7,0 6,0 5,0 50 4,0 45 4,0 3,7 3,0 52 44
Real government Investment growth 26 34 24 277 22 54 22 75 2,4 16,7 24 71
Real parastatal investment growth 3,0 3,0 25 50 2,5 10,0 2,5 10,0 3,0 10,0 27 76
Real private investment growth 6,3 9,3 42 91 4,4 93 58 13,9 71 17,0 56 11,7
Red non-gold export growth 96 91 75 8,0 64 7,0 55 7,8 53 10,2 69 84
Additional foreign direct investment ($mn) 155 365 504 716 804 509
RESULTS Cversus| Cversus| Cversus| Cversus| Cversus| Cversus|
1996 1997 1998 1999 2000 Average
GDP Growth 33 35 20 29 25 38 29 49 33 61 28 4.2
Inflation (CPI) 84 8,0 | 10,9 9,7 96 81 93 7,7 91 76 95 82
Employment growth (non-agricultural 09 13 10 30| 08 27 09 35 1,3 43 1,1 29
formal)
New jobs per year (‘000) 97 126 | 101 252 | 84 246 103 320 134 409 | 104 270
Current account deficit (% of GDP) 18 22| 1,3 20 1,1 22 1,1 25 16 31 14 24
Real export growth, manufacturing 125 10,3| 104 122 | 75 83 6,6 105 | 54 128 | 85 10,8
Gross private savings (% of GDP) 20,5 20,5 | 20,7 21.0 | 20,8 21,2 | 20,8 21,5 | 20,6 21,9 | 20,7 21,2
Government dissavings (% of GDP) 31 31| 26 23 20 17 1,4 07 09 06 20 19

Source: Growth, Employment and

edisribution, A Macro-Economic Srategy

Implementation of GEAR has not been nearly as successful aswas hoped. One
reason was the globd economic crigs, which spread to South Africain 1998, but even
before this it was gpparent that GEAR was not on track. Table 2 shows the evolution of
some key variables from 1995 to 1999. Except for 1996, real GDP has conggtently
grown more dowly than even the core scenario projected by GEAR. Furthermore,

outsde of agriculture, which was favoured by good wegther but continued to decreaseits




TABLE 2

EVOLUTION OF KEY MACROECONOMIC VARIABLES

Variable 1995 1996 1997 1998 1999

Growth of redl GDP (%) 31 42 25 0.6 12
Growth of non-agriculturd, forma employment (%) -11 -0.7 -1.7 -3.8 -2.0
Growth of labour productivity (%) 53 40 43 48 33
Average real wage growth, private sector (%) 0.9 17 23 8.7 23
Average real wage growth, government sector (%) 40 0.9 35 2.7 21
Government surplus (% of GDP) -49 -49 -4.6 -33 -25
Growth of real Gross Fixed Capita Formation by private 109 74 47 -29 -44
business enterprises (%)

Predominant overdraft rate (%) 205 217 220 227 176
Inflation (% change in CPI) 8.7 74 8.6 6.9 52
Redl rate of interest (%) 11.8 143 134 158 124
Gross private savings (% of GDP) 165 158 145 14.3 14.8
Grossinflows of Foreign Direct Investment (R millions) 4502 H15 | 17587 314 8411
Real export growth, manufacturing (%) 104 9.3 55 23 0.0
Redl effective exchange rate (% change) -15 -6.3 6.4 -9.3 51
Current account deficit (% of GDP) -15 -1.3 -15 -1.6 -004
Source: South African Reserve Bank, Quarterly Bulletin, various Issues.

employment, red GDP in 1996 grew by only about two percent, followed by only dight
improvement the following year before the impact of the financid crissin 1998. Forma

non agricultura employment continued to dedline throughout the period 1995-99, as

South African firms continued to shed labour in order to become more competitive. This

isrevedled by the continued increase in labour productivity, which seemsto have been

uninfluenced by thefinanaid criss. Exoept for 1998, growth in redl wages was lessthan
the growth in labour productivity, resulting in some dedine in unit labour cods.

Growth of red wagesin the public sector was even more restrained thet in the
private sector. This heped to havetheszeof thefiscd defidit in reation to GDP from
4.9%in 1995 to 2.5% in 1999. Although reduced fisca deficits were supposed to leed to
greater investment by the private sector, thisdid not seemto take place. Growth of redl
Gross Fixed Capitd Formation by private business enterprises declined steedily from
1995 to reach alow of —4.4in 1999. One of the reasons may have been high red rates of
interest. Taking the predominant overdraft rate of interes minusthe rate of inflaion asa
measure of thered rate of interest facing private firms, this rate dlimbed to a peek of
closeto 16% in 1998 and was never lower than about 12%. Whatever the sengtivity to
interest rates, theratio of gross domestic investment (GDI) to GDP continued to dedine
to its current low of 14.6 percent —far below the level of 27 percent atained during the
1970s. Theraio of gross domestic savings to GDP was even lower — reaching an dl time
low of 13 percent in the fourth quarter of 1998.2 Meanwhile, the government’ s broad
share of gross domestic fixed investment (GDH ) has only been about 12 percent,
compared with 25 percent in 1986, and the share of net foreign direct invesment (FDI)
has only been about 1.2 percent (NEDLAC, pp. 63-77). Although net FDI shows Sizegble

2 South African Reserve Bank, Annual Economic Report 1999, plus additional data obtained from the
Reserve Bank.




fluctuations from year to year, grossinflows of FDI indicate some improvement in South
Africa s ahility to attract thistype of invesment. Neverthdess, FDI isdwarfed by
portfolio and other types of foreign invesment, which are much more susceptible to
short-term shiftsin capitd flows

With respect to the baance of payments, gold exports continued to declinein
absolute value and as a percentage of exports of goods and services, while non-gold
merchandise exports reached about 30 percent of GDP compared with 16,7 percent in
1995. Mog of thisincrease wasin chemicals, iron and sed, and non-ferrous metds --
sectorsthat employ rdatively little labour. Furthermore, the export performance of the
manufacturing sector was particularly disgppointing, asitsrate of growth fell from over
10% per annum in 1995 to 0% in 1999. Thiswasin Spite of an dmaost continuous
depreciation of therand? Despite this poor export performance, the current account
defiat has been kept within reasonable limits in reaion to GDP.

Even asde from the globd finandd criss, GEAR gppearsto have been overly
optimigtic, for employment creation and other projections were way below target even
before the crigs spread to South Africain the first haf of 1998. Employment inthe
forma sector hasin fact been declining rather steadily, which hasto be ared source of
concern in the context of the very high unemployment thet exists in South Africatoday.
The question arises, therefore, as to whether an dternative sat of macroeconomic policies
might do more to imulate growth, especidly in sectors and among firms that are more
labour-intengve. Aswe shdl seelater in this paper, such firms are likdy to besmdler in
scale and located in sectors that have a comparative advantage in low cost [abour. This
would suggest the importance of lowering the red rate of interest for firms thet depend
heavily on bank borrowing and of alowing the red rate of exchange to seek its
equilibrium levd in the face of the fundamentd changes that are going on in the South

African economy.

The latter is especidly important given the dedline in world gold prices and South
Africa srecent reformsin trade policy. Faling gold prices suggest the need to redlocate
resources into other sectors—into production of nontradables, import-competing
products, and non-gold exports. The most important mechanism for doing thisis
depreciation of the red exchangerate. Lowering of tariffs and dimination of non-tariff
barriers has avery amilar effect on the balance of payments and requiresasmilar
reponse. Without athorough analyss, however, it is difficult to know where the
equilibrium level of the red exchange rate should be, given these fundamental changesin

the economy.
AN ALTERNATIVE PERSPECTIVE

It isuseful to look at the data over alonger period in order to put the more recent
experiencein perspective. The evolution of the nominad and redl effective exchange rates

® The real effective exchange rate (REER) is measured as the ratio of the deflated value of a basket of
currencies of South Africa’s major trading partners to the deflated value of the rand. Thus a downward
movement of the REER is equivalent to a depreciation in the real value of the rard.
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is presented in Fgure 1. Whereas the nomina exchange rateis expressed in terms of
rand/U.S. dollar, the red effective exchange rate (REER) is measured astheratio of the

deflated value of a basket of currencies to the deflated value of therand. A downward
movement of the REER is therefore equivadent to adepreciation in the red vaue of the

rand.

Asisevident, the nomind vaue of the rand in terms of the U.S. dollar depreciated
fairly continuoudy after 1988, with substantia accderation of thet depreciation in 1993

FGURE 1
NOMINAL AND REAL EFFECTIVE EXCHANGE RATE
OF THE SOUTH AFRICAN RAND, 1985-2000
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Source: South African Reserve Bank

Notes: *Nominal exchangeratesarein rand per U.S. dollar. Real effective exchange rates
are expressed as the deflated value of the rand divided by the deflated values of a
basket of currencies of South Africa's mgor trading partners.

and perhgps again in 1998. The red vaue of the rand, on the other hand, appreciated
with some fluctuations from 1985 until it reeched a pesk in the fourth quarter of 1992.

Thaediter the red vdue fdl untl, by the beginning of the year 2000, it was
goproximatdy 19% below its pesk vdue saven years earlier.  This was during a period
when the price of gold on the world market fell by 23% and South African markets were
opened wide to increased competition from abroad. The combinaion of dedining terms
of trade, taiff reduction, and trade liberdisation required a substantia depreciation of the
REER to restore equilibrium.  Whether this was sufficient remains uncertain, especidly
given the fact that the REER today is gpproximately a the same leve as in 1985, when
gold exports were more robust and imports more restricted.
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The broader picture is shown in Figure 2 for long-term treasury bonds and 90-day
tressury bills Red raes of interest are cdculated as nomind rates minus the rate of

inflation as measured by the rate of change of the Consumer Price Index (CPY).

FIGURE 2
REAL RATESOF INTEREST FOR 10 YEARSAND OVER
TREASURY BONDSAND 90-DAY TREASURY BILLS'
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Source: South African Reserve Bank
Notes: 'Redl rates of interest were calculated by subtracting from

nominal rate of interest the rate change of the Consumer Price
Index.

The two rates track each other farly well. They both show a srong upward trend from
1985 until 2000, when the red bond rate was in the vicnity of 10%. The reason for the
upward trend is that the nomind raes tended to reman reativey condant wheress the
rae of inflation fel farly steadily during this period. For example, as shown in Fgure 3,

the interest rate on treesury bonds remaned reatively condant, averaging a litle more
than 15%, while inflation fel from about 15% to about 5%.
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FIGURE 3

NOMINAL RATE OF INTEREST ON 10 YEARSAND OVER TREASURY BONDS
AND THE RATE OF CHANGE OF THE CONSUMER PRICE INDEX
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The pictureislittle dtered if onelooks a arate of interest thet reflects better the
cog of borrowing for private busness, except thet this cost is obvioudy somewhat higher
than the cogt of government borrowing. One such rate is the predominant overdraft rate
on current accounts. Although this seriesis only available back to 1991, it shows atrend
smilar to those for the bond and bill rates. As seenin Figure 4, the nomind rete of
interest fluctuated from 15% to 27% percent. The red rate fluctuated as well, but there
was a definite upward trend, with the redl rate averaging 12.4% in 1999.

One might ask a this point why red interest rates have been dlowed to riseto the
point where they would seem to be an adverse impact on business, egpecidly for amdler
firms, which are unable to take advantage of supply Sde incentives to the same extent as
larger firms* In part this seems to be because the South African monetary authorities
have used monetary policy not only to promote domestic monetary stability but dso to
influence capitd flows and the baance of payments. One reason for thisisthe
liberdisation thet has teken place on externd capital account, rasing fears of a capita
exodus.

4 The reasons for this are discussed later in the paper.
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Figure4

Nomina and Red Predominant Overdraft Rates
of Interest on Current Accounts, 1991-2000"
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Source: South African Reserve Bank
Notes: 'Redl rate of interest was calculated by subtracting from nomind rate of
interest the rate change of the Consumer Price Index.

The vulnerability of the South African economy to short-term capitd outflowsis
especidly acute because of the choice made by the government to finance its borrowing
needs through the issuance of domestic hills and bonds rather than through externd
borrowing. This has had the advantage that debt service payments denominated in rand
have not risen with depreciaion of the currency. On the other hand, it has hed the
disadvantage that it made the economy more vulnerable to the vagaries of short-term
cgpitd movements prompted ather by exogenousforces or by uncertainties regarding the
future pace of depreciation of the rand.

At the beginning of the year 2000, the loan debt of the nationd South African

government totaled R 390.5 billion. Of this 93% was in the form of government bills
and bonds denominated in rand, and less than 7% was denominated in foreign currency.
Of thetotal domestic loan debt, R208 hillion was held by the non-monetary private
sector, an unknown proportion of which was made up of nort resdents. Other
outstanding public debt congsted of the bonds issued by locd authorities, public
enterprises, and other public-sector borrowers, which amounted to about R74 billion
(South African Reserve Bank, Quarterly Bulletin, June 2000). Other rdativey liquid

capitd condsted of stocks and bonds issued by the private sector, as wdl as bank
depogts.
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Although the value of liquid capitd in South Africathat could be shifted abroad is
Szeable, it dso gppearsfor the mogt part to have been rdaively sable, a least in terms
of annud changes. Over the padt five years, annud purchases of portfolio investment by
foreigners increased fairly steadily from R10,651 million in 1995 to R82,389 million in
1999, with only asmdll dip in 1998, the year of finanad criss. At the sametime, there
was afairly seady increase in South African purchases of foreign portfolio invesment
from R1,631 million in 1995 to R31,344 million in 1999, with amodest upward bump in
1998. Movements of other forms of capital were somewhat more volatile, though smaler
in magnitude, but did not reved alarge overdl outflow in 1998,

The quarterly data, on the other hand, indicate less gability. Asshownin Table 3,

TABLE 3
QUARTERLY MOVEMENTSOF PORTFOLIO AND
OTHER NON-DIRECT INVESTMENT, 1993-99*

(R billions)
1998 1999
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

Foragn liaoilities

Portfolio 265 225 1.1 25 109 26.2 299 155

Other non-direct -14 -2.3 14 89 -1T1 -3.0 -9.2 -4.8
Foragn

Portfalio -1 ] -1I13 1 55 -6.2 -5.8 94 5.0 -7.6

Other non-direct 5.1 .0 3.8 -14 21 -2.3 -39 -24

Sour ce: South African Reserve Bank, Quarterly Bulletin, various issues.
Notes: ‘Anincreasein ligbilities (inflow of capita) isindicated by a positive sign; an increasein
assats (outflow of capitd) isindicated by a negative sign.

there was a sharp dedine in the inflow of portfolio capital during the third and fourth
quartersof 1998. Coupled with a persastent purchase of portfolio investment aboroad, this
resulted in anet outflow of portfolio capitd in each of these quarters. However, net
inflows of other nonFDI capitd increased, lessening the overdl net outflow to R1.4
billion in the third quarter. By the fourth quarter, net flows of non-FDI capitd were

positive once again, though they did not return to their pre-crisis levels until the second
quarter of 1999.

The dedlinein portfolio capita inflow led to an increase in the nomind rate of
interest on treasury billsfrom 16.0% in the second quarter of 1998 to 21.6% in the third
quarter. During the same period, the rate on bonds rose from 14.6%to 18.3%. The
predominant rete of interest on overdrafts, which most affects busness, rose & the same
time from 21.1% to 27.0%. It averaged 23.0% during the fourth quarter, and then fell
fairly steedily during 1999, to reach 15.5% in the fourth quarter of 1999 (South African
Reserve Bank).

The mogt important target for monetary policy isthe Reserve Bank’s officid
money-market lending rate, the rate on repurchase transactions. Thisrate rose
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substantialy, by more than 700 badis points from April to August 1998. Thiswasaclear
sggnd that the Bank was employing redirictive monetary policy in order “to dabilise the
foreign exchange market and prevent a continuous spird of depreciaion and price
increases from developing” (South African Reserve Bank, Annual Economic Report
1999).

The 1999 Annud Economic Report of the South African Reserve Bank makesiit
quite clear that the Bank reected first and foremodt to the threet of financid gability
resulting from an exogenous dedine in short-term capitd inflows rather than to the
immediate danger of economic recesson.® Thusamgor part of the burden of adjusment
was thrown on those dependent on borrowed capitd. Asaresult, GDPfdl in the third
quarter of 1998, especidly in the goods-producing, or tradables, industries because of the
dackening of demand. Of particular interest in the 1999 Annud Report isthe following
Saement:

Price movements in the South African securities market had been severdly disrupted by
the internationd financia turmoil of 1998. Market movements became highly voletile

and began to correspond more closaly with movements in emerging markets than those of
mature markets. Money-market interest rates had increased sharply when the rand was
under almost incessant downward pressure around the middle of 1998. This helped
stabilise the foreign exchange market and, in a more generd sense, dl the other financid
markets.... Therisein nomina bond yields from the early months of 1998 was
apparently driven mainly by areassessment of risk assaciated with investment in South
Africaand, possibly, by higher expectations of inflation. (South African Reserve bank,
Annual Economic Report 1999).

This datement suggests the limited ability of the authoritiesin South Africato use
monetary policy to achieve both internd and externd sability. Thefact thet foreign
portfalio investors face subgtantia risks associated with variations in the exchange rate
means that they are not likely to be very sendtive to changesin interest rates done. This
implies that very subgantid interest rate changes may be necessary to influence cepitd
flowsin periods of crigs with potentialy devastating effects on the domestic economy.
Very high interest rates were in fact resorted to in 1998 only after the Reserve Bank tried
unsuccessfully to defend the rand, increasing its net open foreign currency position from
$12.8 billion & the end of April 1998 to $23.,2 billion &t the end of September. Interest
rates peaked in early September and theregfter the currency criss subsided, but it is
difficult to say how much this was due to Reserve Bank monetary policy and how much
to agenerd improvement in internationd financid conditions

Wha iscdear isthat had the internationa Stuation not ameliorated, the cost to the
domestic economy would have been very severe. Part of the reason may have been
because of the shiftsthat occurred in the Bank’ s palicy. By attempting to defend the
rand, when most speculators were betting againg it, the monetary authorities undoubtedly
increased the degree of uncertainty regarding future depreciation, and thusthe risk
premium assodiated with holding South African securities. This mede the use of

® The Bank believed that financial instability would in the long run be even more detrimental to the
economy than a rise in interest rates.
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monetary policy less effective than it would have been if the rand had been dlowed to
depreciate as aresult of market forces. Such a depreciation would have increased to cost
to foreign invetors of sdlling their portfolio assets and converting the proceeds into
foreign currency. Thiswould have hdped to dampen speculaive outflows and would
have meant that |less of the adjustment would have had to be made in the domestic
economy. There would have been someimpact of depreciation on the red economy and
on inflation, of course, and this has to be weighed againg the advantages of dlowing
depreciation to teke place. Inthe end, of course, depreciaion of the rand did ensue, but
in a pattern that was difficult to predict and unlikely to reduce the risk premium

asodiated with holding rand-denominated portfolio invesment.

Thisis evident from Table 4, which shows the monthly evolution of the nomina
and red effective exchange rates of the rand. Form January 1998 to April 2000. The

TABLE4
MONTHLY MOVEMENTSOF THE NOMINAL AND
REAL EFFECTIVE EXCHANGE RATES Jan 1998 - Apr 2000

(AVERAGE FOR THE MONTH)

Month NEER REER
Jan 1998 88472 90.70
Feb 87.83 98.7
Mar 87.18 97 A
Apr 85.83 9731
May 84.90 96.57
Jun 8135 92.82
Jal 70.07 80.78
Aug 60./5 8l.24
Sep 70.21 382.09
Oct 12.25 84.87
Nov 75.23 8893
Dec 71.80 84.60
Jan 1999 70.76 8350
Feb 70.65 8358
Ma 70.78 83.67
Apr 72.36 85.32
May 11.88 85.59
Jun 13.7/0 8797
Jul (3.74 88.2
Aug 7215 86.22
Sep 7275 86.67
Oct 7143 8541
Nov 12.09 30./0
Dec (251 o/ 11
Jan 2000 72.70 “
Feb 72.00
Mar 70.95
Apr 69.65

Sour ce: South African Reserve Bank, QuarterTy Bulletin 2000, p. S105.
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Table shows adramatic drop of the nomind effective exchangerate (NEER) in
July 1998, followed by gradud recovery darting in September. The exchange rate
resumed its depreciaion in December of that year, and theregfter drifted up and down
until by April 2000 it was a itslowest point. Thered effective exchange rate (REER)
followed asmilar pattern, though its overal depreciation was somewheat lessthan for the
nomind rate.

How much further the rand would have falen if the monetary authorities hed
chosen not to intervene remains to be seen, as does the impact that this would have had
on the outflow of capitd, the rate of inflation, and GDP. What is dear isthat the growth
of GDP and of employment over the last five years has been far below the predictions of
GEAR. Thiswould seemto be at least partly attributable to the rising red rate of interest
that has ensued for the last 15 years despite the progress that has been made in reducing
fiscd deficits. Therest of this paper deds with the impact of thisincrease, especidly on
SVIMEs

SMALL, MEDIUM, AND MICRO ENTERPRISES

Due to obgtades originating in the padt, the small, medium, and micro enterprise
(SMME) sector isseverely underdeveloped in South Africa. Even before the gpartheld
era, economic development of the country, based on extractive indudtries, was organised
in an rdaivdy odligopadlidic fashion. Under gpartheid, with formidable discouragement
to entrepreneurid activity for the mgority of the population, only few SMMEs got off the
ground.

Aspart of itsrecaging of the legidative and fiscd environment for labour in the
mid- 1990s, the government announced the macroeconomic framework for growth,
employment, and redidribution (GEAR) in June 1996. The promotion of SMMESs was
conddered to be akey dement in the government’ s srategy for employment creation and
income generaion. The “White Paper on Nationd Strategy for the Devel opment and
Promotion of Smdl Busnessin South Africa’ and the subsequent Nationd Small
Busness Act of 1996 am to creste an enabling environment for smdl busness
da/eloprg\ent, with various programmes and ingtitutions established to give effect to this
drategy.

® GEAR pointsto 6 different channels for helping small and medium enterprises. The Centre for Small
Business Promotion, attached to the Department of Trade and Industry, offersvarious services. The Ntsika
Enterprise Promotion Agency provides non-financia assistance. Khula Enterprise Finance Limited offers
wholesale loans. Khula Credit Guarantee Limited provides|oan guarantees. A pre-shipment export

finance guarantee facility isintended to expand access to working capital. The Competitiveness Fund can
offer small firms consultancy advice on technology and marketing. Thereis also other work now being
done on big-small business linkage programmes and identification of partnerships between large and small
firms.
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Rolein Generating Employment

Many economic obsarvers see smdl and medium Szed firms asthe main
employment generatorsin the South African economy. This notion is based on the
perception that the employment intengty - defined here as the number of jobs per unit of
output - in SMMEsis higher thanin largefirms. Other reated reasons, many of which
overlap, indude:

» Theinability of the forma economy to asorb new entrants to the labour markets
(lessthan 5 percent of those leaving school find work in this sector). Therefore, salf-
employment is seen as aviable option.

» Theabsence of specidisad training of most school-leavers, combined with the poor
kill base of the mgority of the potentid workforce, resultsin apool of mainly semi-
skilled labour. Sdlf-employment again isavigble dternative.

An empirica sudy was undertaken as part of the Equity and Growth through
Economic Researct/Public Strategies for Growth with Equity project, financed by the
U.S. Agency for Internationd Deve opment, which sheds some light on this observation
(Stryker, Cassm, Rgaratnam, Bhorat, Leibbrandt, and Plunkett). The question was
whether samdl firms with less than 50 employees generate more direct and indirect
income and employment per unit of find demand of the goods thet it produces compared
tolargefirms. The andyss was undertaken using a provisond input - output table for the
year 1995, updated from the one published by CSS for the year 1993, which distinguishes
amd| firmsand large firmsfor eech identified production activity. Based on cross-
sectiona CSS data for 1995, the input-output framework alows derivation of economy-
wide and sector-specific coefficients and multipliers by size dassfor 44 SC industry
sectors.

While the condusions should be treated with due caution, in part due to the
difficulties in accounting for intermediate inputs, there is substantia evidence that
supports the hypothesis of the greater |abour intengty of SMMES, both in terms of their
direct hiring and in terms of their linkages with other firms. In two-thirds of the
subsectors, the labour absorptive cgpacity of smdl firmsis higher than for larger firms
Interestingly enough, smdl firms dso seem markedly more profitable, based on ahigher
gross operating surplus per unit of output. This could be expected to the extent that
management isardaivey fixed cost and is spread over many more units of output in a
larger firm.

Table 5 shows sector specific coefficients for selected varigbles. In the first row of
column 1, for example, we see that the value added of smdl enterprisesin agriculture
(with less than 50 employees) per one million rand worth of output is 0.33 million rand,
while for large enterprisesiit is 0.58 million. Small agriculturd enterprises maintain
relatively more jobs than large enterprises. Other sub-sectors where small enterprises
gopear to maintain Sgnificantly more jobs per unit of output than large firms are food,
textiles, clothing, leather products, furniture, paper and paper products, printing and
publishing, pottery and earthenware, machinery, motor vehicles and parts, other
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condruction, and community and socid services: Sub-sectorsin which both large and
amd| firmsemploy a substantia number of workersin relation to the value of output

TABLES
SECTOR-SPECIFIC DIRECT MULTIPLIERS (199%)

vaue added Wage Costs TMpOrts employment value added
(‘000 R)
per Rmillion per Rmillion per Rmillion per Rmillion perjob

SIC(old) Sector smal lage smdl lage smdl lage smal lage smal lage

1 agriculture, forestry and fishing 033 058 01Z 0I0 006 004 2470 1869 1346 3121
21 coal mining 045 044 011 023 012 012 230 551 19412 79.93
24 gold mining 068 073 016 049 006 0.05 565 1839 120.90 39.69
22/3/7/8 diamond and other mining 051 047 019 020 007 007 6.77 588 7478 80.67
311/2 food 020 021 012 011 009 0.08 572 341 3440 60.77
313 beverages 007 025 0.04 009 010 008 118 1.72 62.60144.93
314 tobacco products 021 057 008 011 010 0.06 335 330 617417212
321 textiles 026 033 016 017 015 013 859 513 29.72 64.46
322 clothing 048 045 040 038 014 015 2280 19.43 20.87 23.09
323 |eather products 043 034 023 012 010 011 1060 549 4057 62.67
324 footwear 032 034 026 028 015 015 11.75 1341 2754 25.05
331 wood and wood products 042 040 032 026 008 008 1360 16.38 30.65 24.13
332 furniture 045 039 039 032 012 0.13 1864 11.24 2408 34.73
341 paper and paper products 033 037 019 014 011 010 6.06 287 54.17 129.50
342 printing and publishing 050 044 030 025 006 006 7.4 463 66.99 95.85
351 industrial chemicals 028 031 010 011 0415 015 175 191 159.29164.17
352 other chemical products 033 037 023 023 012 012 517 394 6435 94.37
353/4 petroleum refineries 013 024 006 008 035 030 241 096 54.78 252.28
355 rubber products 025 035 014 021 022 019 499 432 5041 81.84
356 plastic products 036 036 023 021 020 020 768 6.63 46.77 53.74
361 pottery, china and earthenware 043 045 045 048 008 0.08 3834 19.83 11.30 22.86
362 glass and glass products 037 048 021 025 0.08 0.07 072 515 517.27 93.07
369 other non-metallic minerals 050 054 030 030 009 0.09 1209 831 4145 65.10
371 basic iron and steel 041 043 018 022 009 009 348 339 117.51125.66
372 basic non-ferrous metals 016 029 007 011 016 013 160 191 98.19 149.97
381 metal products 042 036 028 022 012 013 781 6.17 5351 5899
382 non-electrical machinery 029 025 023 020 017 018 561 398 5204 62.84
383 electrical machinery 066 0.73 047 053 005 006 1391 1032 47.25 71.02
384 motor vehicles and parts 048 032 025 015 0.13 0.18 7.42 318 64.99100.08
385 other transport equipment 021 024 013 018 014 014 256 290 8327 84.45
386-390 other industries 022 036 013 020 030 011 422 805 5270 4447
41 electricity, gas and steam 000 051 000 013 000 0.02 0.00 197 0.00 258.04
42 water supply 000 034 000 012 000 0.08 000 197 0.00 171.64
51 building construction 031 031 025 026 008 0.08 7.78 1252 4041 24.50
52/53 civil engineering and other 038 035 024 026 007 0.08 1953 6.61 1957 5251

construction
61/2 wholesale and retail trade 059 052 037 031 003 003 671 854 8739 6145
63 catering and accommodation services 0.29 046 016 036 0.04 0.03 309 7.74 9492 59.63
71 transport and storage 047 052 023 032 005 005 405 595 11524 87.12
72 communication 0.00 070 000 035 000 0.04 o0.00 7.03 0.00 100.20
81/8200 finance and insurance 000 058 0.00 052 000 002 000 936 0.00 62.50
831/2/3  business services 062 040 010 016 001 0.06 051 884 1215.12 45.60
9330 medical, dental & other health 046 033 012 021 005 007 453 1215 100.92 27.00
services

9700/9800 other community & social services 028 046 021 038 0.06 0.05 3422 7.03 8.27 66.05
99 other 013 013 011 011 011 0411 3.07 272 4389 49.59

Source: J. Dirck Stryker, Fuad Cassm, Bakanapathy Ragaratnam, Haroon Bhorat, Murray
Lebbrandt, and Danid Plunkett, “Increasing Demand for Labour in South Africa” Draft Fina
Report, Equity and Growth through Economic Research/Public Strategies for Growth with Equity
(EAGER/PSGE) project, October 1999.
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incdlude agriculture, forestry, fishing, dothing, wood and wood products, furniture,
pottery and earthenware, nonmetalic minerds, dectrical machinery, congruction, and
hedth services.

When input-output linkages are taken into account, the relative importance of
SMMEsin cregting employment increases. For the entire economy, small firms directly
employ 7.06 workersfor each R million rand in output, compared with 6.72 workers for
largefirms. Induding input- output linkages raises these figures to 14.48 workers for
sndl firmsand 12.91 for largefirms. Table 6 presents the details for these and other
variables by sub-sector. The ordering of the multipliers does not change very much from
Table 5 to Table 6 but their Sze does change markedly.

Given the limitations of the deta, conclusons have to be viewed with caution. The
direct impact of samdl and large firms, as shown in Table 5, is based on solid detafrom
published data sources, and there is no doubt about the direction of the results. Smal
enterprises are on average more employment intensive and generate more GDP per job
than large firms. The return to cgpitd per unit of output isrdatively higher, whilethe
import intengity islower. It isdso dear, however, that the average wage per job in small
firmsislower than in large enterprises.

If we account for backward linkages, the picture changes to some degree. On the
one hand, the rlative employment intengty of smdl enterprisesis enhanced. By
comparing Table 5 with Table 6, it gopears that on average amdl enterprises employ
relaively more worker than judging by the direct employment/output ratios. In terms of
the other variables, notably contribution to GDP, wage income, and imports, the earlier
conclusons are reversed. For those variables the backward linkages of samd| enterprises
arelessfavourable in that rdaively more imports are required and relaively lessvaue
added and wage income is generated.

Impact of M acr oeconomic Policy on SMMEs

Itisdear that thisandytica framework can make an important contribution to the
andlyss of the employment effects of macroeconomic palicy in South Africaby
disaggregating both small versus large firms and sub-sectors. What is needed, in
addition, isempiricd andydgs of the impect of dternative polides on firmsby Sze-class
and sub-sector. While no solid empirical andlysis has, to our knowledge, been
undertaken on this, there is Some survey data, which has only very recently been
collected, which sheds some light on thisissue. Thisis the enterprise survey, financed
and undertaken by the World Bank in partnership with the Greeter Johannesburg
metropolitan council in the Greater Johannesourg metroplitan arealin the province of
Gauteng in November 1999.

Among SMMEs, inaufficient dermend and the high cost and lack of availahility of
cepitd were liged as two of the four most important congraints on business
expanson’(Chandraand Rgaranam). The larger SMMESs rely more on bank capita and

" The other two were crime and lack of infrastructure.
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TABLE6

SECTOR-SPECIFIC TOTAL MULTIPLIERS (1995)

output Tncome Tabour Income Tmport employment
SIC(old) Sector smal lage smal lage smdl lage smal lage smal lage
11 agriculture, forestry and fisning 216 1./73 0./9 087 035 024 016 0I0 3259 2Z3.61
221 coal mining 181 182 078 078 029 041 020 020 649 975
324 gold mining 133 128 08 08 023 055 009 0.08 739 19.87
422/3/7/8 diamond and other mining 182 187 084 08 036 039 015 0415 10.79 10.16
53112 food 245 243 078 078 038 037 020 019 1940 17.14
6 313 beverages 282 247 073 078 036 035 025 020 1065 9.40
7314 tobacco products 229 170 078 083 032 024 020 011 1068 7.29
8321 textiles 214 203 070 074 039 037 026 023 1495 11.29
9 322 clothing 169 173 075 074 054 053 021 0.22 2701 23.85
10323 |eather products 204 220 080 077 041 033 019 021 1732 13.23
11324 footwear 198 196 070 0.70 045 047 025 0.25 18.13 19.68
12 331 wood and wood products 195 198 083 082 053 048 015 016 21.99 25.09
13332 furniture 181 189 079 076 058 053 019 0.21 2492 18.18
14 341 paper and paper products 210 203 078 079 040 034 020 019 1233 874
15 342 printing and publishing 18 194 08 084 049 046 013 0.15 1237 10.10
16 351 industrial chemicas 205 200 071 072 031 031 026 024 6.62 657
17 352 other chemical products 201 195 074 076 044 043 023 022 10.36 883
18 353/4 petroleum refineries 194 182 055 060 0.27 026 043 037 737 529
19 355 rubber products 201 187 065 070 034 037 032 027 1028 889
20 356 plastic products 181 182 069 069 039 037 028 028 1157 1054
21 361 pottery, china and earthenware 18 183 082 083 065 066 015 0.14 4295 24.28
22 362 glass and glass products 201 184 081 084 044 044 017 014 612 964
23 369 other non-metallic minerals 172 166 082 083 047 046 015 014 16.04 11.94
24371 basic iron and steel 194 191 081 082 039 042 017 016 815 7.93
25372 basic non-ferrous metals 234 214 070 075 033 034 027 023 756 6.96
26 381 metal products 186 194 078 076 048 043 020 022 12.06 10.75
27 382 non-electrical machinery 199 206 072 070 047 046 026 0.27 1095 9.65
28 383 electrical machinery 155 137 088 089 059 061 010 0.09 16.61 12.23
29 384 motor vehicles and parts 172 194 078 070 041 036 021 028 1106 7.92
30 385 other transport equipment 220 214 069 070 040 043 025 024 846 852
31 386-390 other industries 18 197 061 077 033 043 037 020 936 13.56
3241 electricity, gas and steam 100 184 000 091 o000 031 000 0.08 000 5.82
3342 water supply 100 211 000 080 0.00 033 000 016 000 6.50
3451 building construction 210 211 079 0.79 053 055 017 0.17 1590 20.73
35 52/53 civil engineering and other 196 201 080 079 047 050 016 0.17 2543 1284
construction
36 61/2 wholesale and retail trade 165 174 090 0.8 053 050 0.07 0.08 1034 1271
3763 catering and accommodation 234 202 084 08 039 053 013 010 11.05 1381
services
3871 transport and storage 181 173 082 084 042 049 013 011 840 9.88
3972 communication 100 139 000 092 0.00 047 000 0.07 000 949
40 81/8200 finance and insurance 1.00 165 000 093 000 0.74 000 0.04 000 13.77
41 831/2/]3  business services 143 179 083 077 021 036 004 011 307 13.62
42 9330 medical, dental & other health 18 205 08 081 031 044 012 015 923 17.97
services
43 9700/9800 other community & socia services 2.15 186 082 0.86 047 058 014 0.10 4111 12.17
44 99 other 232 232 078 078 049 049 020 020 12.03 11.68

Source: J. Dirck Stryker, Fuad Cassm, Bdakanapathy Rgaratnam, Haroon Bhord,

Murray Lebbrandt, and Danid Plunkett, “Increasing Demand for Labour in South

Africa” Draft Find Report, Equity and Growth through Economic Researct/Public
Strategies for Growth with Equity (EAGER/PSGE) project, October 1999.

are condrained more by high interest rates than the smdler firms, for which accessto
bank credit ismore of anissue. Asanecessary condition for the addition of 10

employees, most 80% of the SMMEs dited the need for increased demand, while 44%

required afal ininteres rates. Of the amall, as opposed to very smdl and micro, firms,
goproximatdy two-thirds had borrowed from a bank within the past five years. High
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interest ratesin 1998 were cited by 38% of the SMMES as having prevented their
expanson or inhibited their ahility to repay old or acquire new debt.

The survey dso demongrated the problems posed for using supply-sde measures
to offset the detrimentd effects of macroeconomic policieson SMMES. According to the
survey results, only 10-20% (depending on the program) of the SMMES are even aware
of the existence of these government programs. A much lower percentage of the firms
hed actudly mede use of the programs. Instead, the SMIMES cite policy sability, lower
interest rates, and skills development (education and training) as the most important
actions that national government can take to aid them.  Safety/security and infrastructure
are the most important actions that could be taken by local governmen.

CONCLUSONS

Theresults of the anadlys's undertaken in this paper suggest that the South African
Resarve Bank has pursued amonetary policy that has emphasised financid sability over
economic growth. In particular, high interest rates have been maintained as away of
avoiding capitd flight, excessive pressure on the exchange rate, and high inflation. This
policy hes largdy been successtul, in part because dedlining fiscd defidits have avoided a
gtuaion in which there was pressure on South Africd s capitd market to finance large
government needs. However, the downdde isthet high interest rates have had a
detrimentd effect on economic growth.

Red rates of interest have been dimbing in South Africafor at leest the past 15
years. Themgor reason for thisisthe persstence of fairly high nomind rates of interest
a the same time that inflation has been fdling. Asaresult, thered rate for most
borrowing by overdraft within the last year or so has averaged about 15%.

A mgor question iswhether rising red rates of interest are currently necessary to
avoid acapita outflow. It may bethat the increased uncertainty in recent years regarding
future depreciation of the rand has increased the risk premium associated with portfolio
invesment in South Africa. Thisislinked with the more generd problem that the South
African government has chosen to financeits defiat out of domegtic rather than externa
borrowing. While this has reduced the cost of debt service & atime when the rand has
been depreciating, it has made this debt more vulnerable to short-term capita
movements, such as those that occurred in 1998.

Perhaps the most important consequences for the South African economy have
been the adverse impact that high interest rates have had on the expanson of SMMES. A
recent survey suggests that the SMMES are quite sengitive to rising interest rates,
epecidly the larger ones, which depend more on bank credit.  Furthermore, it is difficult
to offsat the effects of high interest rates, which pervade the economy, with supply-sde
measures, which tend to be firm-specific and to require gpprovas and adminidrative
procedures that are expendve and time-consuming for amdler firms. Given the labour-
intensve nature of many of the SMIMES the reault isafailure of employment to expand
at the rate that would be possible if more growth- oriented policies were pursued.
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