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Government Investment, Growth and

Employment in South Africa
NOAH KARLEY*

ABSTRACT

This paper focuses on the impact of government investment on growth and
employment in South Africa. As a prelude to the analysis, the paper refers to
theory and practical cvidence which indicates the way investment can influence
growth and employment. Also, a review of investment patterns in South Africain
the past two decades is followed by a discussion of the impact of government
investment. In the conclusion, suggestions are made, based on the content of the
paper for improving government investment strategy, in order to bring about
growth and cmployment.

Introduction

South Africa is rich in varicty of natural resources (mincrals), a feature of the
country’s cconomic expericnce envied by many other countries. In terms of
monetary and exchange rate policics, it is well managed and income per capitaof
about USS3052 a ycar, puts the cconomy in the upper middle income bracket for
developing countries. Yct South Africa’s cconomic problems run much decper.
One central problem is not just low output but low factor productivity (i.c,
investing a big slice of national income and recciving very little in cconomic
returns). Another is high unemployment.

The two most important influences on Gross Domestic Product (GDP) growth
have been lower investment and declining productivity. These have been com-
pounded by scctoral incificicncics and a culture of non-payment and cvasion of
tax, that affcct government functions. On top of this, negative political sentiments
and crime have pushed the economy below ils productive capacity.

For higher and sustained growth in the future, as sct out in the government’s
growth, employment and redistribution (GEAR) strategy, South Africanceds io
revive the private sector and gencrate morc jobs. This can be achicved by
restructuring government spending and revenuc colleetion, and incrcasing invest-
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ment in infrastructure, that would appcar more attractive to private investors. At
the samc time, growth of total spending must be restricted to meet budget targets.
Rapid growth in skilled labour, especially by upgrading the semi-skilled and
unskilled, needs to be encouraged. It is also important 1o establish a credible
incentive cnvironment to support the orientation of manufacturing towards
export.

The focus of this paper is a discussion of the impact government investment has
on growth and cmployment and how institutional reforms can expedite this.

Definition

Economic growth refers to the process, whereby the productive capacity increase
of a country is such that national income increases over time. Growth may be
attained by means of models designed by experts. It can be facilitated and its pace
quickened if there is appropriate development of the cconomic as well as the
financial system of a country. A well developed system may lead to efficient
utilisation of resources, the benefits of which will be growth in welfare.

In order for an cconemy to grow, resources are needed for production.
Naturally, these resources are limited in supply, relative to the demand for them.
It is therefore imperative that for South Africa’s economy (as is of any economy)
to grow, a part of the present resources should be sacrificed in the form of savings,
which will then gencerate investment, Ieading to higher employment, output, and
living standards in the country over time. If the cconomic system is unablc to make
such sacrifices, the result would be low investment, low output and income,
uncmployment and poverty among the majority of the population.

Effect of Investment on Growth: Some Evidence

Investment involves the sacrifice of current consumption and the production of
investment goods whichare used Lo generate commoditics (Bannock er. al 1992:
230). The critical role of investment in creating growth and jobs has been well
cstablished in industrial socictics. Many studics point to the very low investment
ratc in the United States in the 1970s and carly 1980s as a major reason, along with
lagging productivity growth, for its low rates or per capita income growth since
1970, relative 1o Japan and Western Europe. Indeed, by 1983, gross domestic
investment was only 17% of the Gross Domestic Product (GDP) in the United
States, a ratio well below the 20% figure for 1965, and onc of the lowest of all
industrial countrics (figurcs derived from country tables of the International
Finance Statistical Yearbook 1985).
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Analysis ol the relative contribution of investment to growth in developing
countries are neither as numerous nor, owing 1o data limitations, as conclusive as
thosc of the United States. However, the available sources of growth calculations
(World Bank 1984: 226-227; 1985: 182-183), suggest that the impact of capital
formation on growth is considered in thosc countrics as well, particularly for the
carly stages of development. Sccuring investment ratios of even 15% has proven
a difficult task for many devcloping countrics and in particular some of the 33
nations (other than India and China), falling into the World Bank category of low
income countrics (sec Table 1, firsttwo columns). Nevertheless, all but four of the
countries in this group, did manage to increase the share of gross domestic
investment o GDP over the period between 1960 and 1983. For this sct of
countries as a whole, investment shares rose from 19% in 1960 to almost 26% in
1980 (but from 13 to 18% with China and India cxcluded).

Table 1: Gross Domestic investment & Gross Domestic Savings Rates, 1960-1983

Gross domsstic Gross domestlic
Investment* savings” )
{8s % of GDP) {as % of GDP) Resource gap
Category 1960 1983 1960 1983 1960 %83
Low-income countnas? 19(13)  280(18) 18(30) 24N 13 =211}
Middla-ncoma counties 20 22 19 21 -1 -1
Lower-micdisncoma 15 22 14 17 -1 -5
Uppar-middle-income 22 2 21 23 -1 +1
High-income oll exporters na 29 na 39 - +10
Indusiria) markat oconomvwos 21 20 22 20 + 0
East European non-masicet
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The 59 countrics classed as middle income by the World Bank were, on the whole,
able 10 increase investment shares only slightly from 1960 to 1983. Among
industrial market economics, however, gross _domcstic investment (as percent-
ages of GDP) declined from 21% in 196010 20% in 1983. Table 1 shows thatboth
low and middle income countrics had achicved, on average, higbcr invcst'n?cm
ratios in 1983 than cven the advanced industrialised countrics. Itisnot surprising,
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then, that rates of growth in real GDP, at 5% for low income nations and 4.7% for
middle income countrics, werc about twice as high as the average for the rich
industrial countrics from 1973 to 1983, which was 2.4%.

Also, using the Harrod-Domar model (Harrod 1939, pp.14-33; Domar 1947,
pp.34-55), it has been established extensively in many countrics as a simple way
of looking at the relationship between growth and capital requirements (invest-
ments). According to this model, in order to grow, economies must save and invest
a certain proportion of their Gross Nation Products (GNP). The more they can
save and invest, the faster they can grow. Though with shortcomings, the Harrod-
Domar model also supports the notion that cconomic growth can be achieved by
increasing investment.

Human resources are part of a country’s wealth, and it is people, not machincs
or money, that make cconomics grow. Turning 1o job crcation, it can be asserted
that investment in human capital can boost cconomic growth, provided that this
investment is efficiently utilised. In any case, while capital accumulation is not
viewed as the only solution for growth and employment problems; it is clear,
nevertheless, that cven mildly robust growth rates in incomes can be sustained
over longer periods, only when economics are able (o maintain investment at a
sizable proportion of GDP.

Investment Patterns in South Africa

The way in which total investment behaves, obscures a range of diverse behaviour
patterns of different scetors in the cconomy. Here, it is particularly important to
distinguish between private investment and public/government investment. Pri-
vate scctor investment refers to that part of total capital formation of a country
madc by individuals and corporate bodies. Distinct from private investment,
public sector investment comprises central government and local authorities,
together with the nationaliscd industrics and parastatal capital formation.

Looking at investment history in South Africa before 1990, it is observed that
public investment grew rapidly from 1946 until 1979-1980. Growth was espe-
cially high from 1961 to 1965, and from 1971 to 1975 when the annual average
rcal growth rate exceeded 10%. After 1980, the trend in public sector investment
growth was dramatically reversed with annual growth rates averaging -3.3% and
-6.5 % over the periods of 1981 10 1985 and 1986 to 1991 respectively (Fallon &
Pereira de Silva 1994: 54). Notwithstanding, the cconomy achieved a 10.5%
growth in real gross fixed investment in 1995 and 7% in 1996.
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Figure 1: Fixed Investment by Type of Institution in RSA (1960-1980)
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A closer inspection of the sub-components of public investment as in Figure 1,
shows that investment by government was the first indicator to start falling during
the 1976-1980 period, followed by a decline in parastatal investment only after
1979. This fall in parastatal investment became morc accentuated after 1985, This
is in part due to the privatisation of much of Sasol in 1987 and of Iscor in 1989.
Movements in private investment closely parallel those of the parastatals, but
show a more clear-cut response to the recessions and emporary recovery in the
economy experienced since 1985. Public investment changed over time in
response to policy decisions and ecconomic stimuli that affected risk and expected
profitability. The public investment programme aimed to extend and develop
infrastructure mainly in arcas rescrved for whites, and to promote self-sufficiency
in arcas likcly to be affected by sanctions.

A study conducted by the World Bank on parastatal investment in South Africa
(Khan et. al 1992), suggests that parastatals also respond to changes in economi-
cally rclevant variablgs. Though heavy parastatal investments were guided by
optimistic growth projections and led 10 saturation in white infrastructurc,
movements in the real interest rate had some cffect. The financial sanctions
imposcd in 1985, forced parastatals into the domestic {inancial market at a much
higher interest rate than they had been paying, leading 1o a further drop in
parastatal investment. Although the expansion of public investment in the past
stimulated the cconomy by supporting aggregate demand, it also increased the
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share of the capital stock in sectors with much lower than average output capital
ratios and higher than average capital labour ratios, thus resulting in slower
growth inoutputand cmployment. Over-investment in the parastatal sector before
1985, led to substantially under-used capacity. In this ncw dispensation, the
distributional effect of public investment should be very different and more

equitable.
Economic Impact of Increased Government Investment

The South African cconomy is complex. A major change in the level of an
important variable such as government investment, will inevitably crcate wide
repercussions that will affect virtually every relevant cconomic variable in the
system. Much higher levels of government investment will initially boost the
growth of the economy, also crcating many jobs; but if this does not lead to
corresponding increase in private investments, the short-run benefits cannot lead
1o sustaincd growth. This is because the cconomic impact of any additional
government investment is likely to depend strongly upon other prevailing condi-
tions. In particular, any given level of public investment is clcarly more affordable
the healthicr the state of the private scctor, as the tax base and private savings are
larger. The effect of any given public investment programme will tend to be more
sustainable if productivity growth in the private sector is faster.

Positive Impact

Increased government investment would dircctly serve the redistributive objective
and contribute to improved social stabitity. The immediate needs of the disadvan-
taged majority (the poor) in South Africa arc best served by an increase in
government investment in urban infrastructure, such as water supply, sanitation
and housing in deprived arcas, and in further provision of schools and facilities for
primary health care. These expenditures would be very different in their distribu-
tional effect from much previous public investment, as the latter was largely aimed
atproviding infrastructurc and scrvices that benefitied the white community. Such
investments should, in the presence of greater private investment confidence,
generate sufficient upward multiplier cffects (7) 1o drive the economy back

(1) Multiplier: the factor by which a change in a component of aggregate demand, like
investment or government spending is multiplied to lead to a larger change in equilibrium
national output.
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towards full capacity.

An cxpansion in public investment will immediately affcct a recession-stricken
economy in different ways. Additional government investment will directly add to
domestic demand and reduce the gap, with potential supply, GDP will rise. There
are sccondary cffects both on the demand and the supply side of the cconomy. On
the demand side, increased incomes will stimulate privatc consumption, the
multiplicr cffect, and higher growth in the cconomy will encourage private
investment, the accelerator cffect (2) . Potential supply, the maximum amount that
the cconomy is capable of producing on a sustained basis is affected through a
number of mechanisms. Insofar as additional government investment is in the
production of goods and marketable scrvices, this will add to potential supply in
the cconomy.

Also, such expenditures, in the form of building new roads and schools, or in
irrigating land, will dircctly create new jobs during implementation and increase
output. For cxample, new irrigation will Iead to higher crop yiclds. Provision of
education and training in South Africa is inadequate, both in distributional tcrms
and in terms of future growth needs. Greater emphasis placed in government
budgets on reallocating expenditure towards basic cducation, will be particularly
important to cnsurc that the quality of basic cducation received by the children of
the poor improves. A sufficicnt rapid expansion in skilled labour, an important
prerequisite for growth, would stimulate much higher cmployment growth among
the unskilled (mostly the poor in socicty). Any ncgative effects on unskilled
employment arising from the substitution of skilled for unskilled labour, would
be heavily offsct by the beneficial cffeets of higher growth in the cconomy.

Again, to the extent that social and cquity objectives have 1o be met in the
context of present conditions, public investment may still generate employment
in the interim, and such an investment may cven be desirable. Butcare should be
taken that it does not come into conflict with or megate private investment. Since
government is only onc of the scctors in the cconomy, it is virtually impossible to
expect government to create employment opporiunitics for the whole economy.
Morcover, since the government is not generally guided by profit and efficiency
principlcs, an over-emphasis on employment generation may well result in a
greedy civil service, constituting a vested interest group in its own right and thus
acting as an obstacle o growth in the future.

(2) Accelerator effect: the effect on GDP of the increase in investment that results from an
increase in output. For instance, the greater output leads a firm 10 believe the demand for its
products will rise in the future; theresulting increase in investment leads to growthin output
and still further increases in investment, acceleraling the expansion of the economy.
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Given these implications of public investment, the objective of government
should be to create the necessary environment and smooth the way for private
investment, as can be done, {or instance, by providing the necessary skills base,
which will not be undertaken by the private scctor.

In the past, a scarcity of skilled labour has acted as a brake on economic growth
and this is once again likely to re-cmerge as an important constraint, as the
economy comes out of the present recession. The inadequacy of South Africa’s
skills base is hardly surprising, as past policies ensured that high quality education
and training were only {or the white population (National Manpower Commission
1990).

Faster cconomic growth will clearly require a more rapid expansion of the
skills basc to encompass all racial groups. The importance of basic education is
supported by evidence from South East Asia, where investment in basic education
is pivotal to spurring economic growth and reducing poverty. International
expericnce shows that much of the responsibility for addressing issucs such as
technical and vocational training, adult cducation, and numeracy/basic skills
acquisition, should rcst outside the public scclor. By concentrating government
efforts on basic cducation, the strategy is to lay a solid foundation upon which the
rest of the system can be built.

Furthcrmore, the cxpansion of government investment towards job creation
through rural restructuring and encouragement for small businesses, would serve
primarily to provide more jobs, and would certainly be consistent with greater
social stability. These measurcs will directly improve the welfare of the poor
population. In an economy in which 25% (Fallon & Pereira de Silva 1994: 93) or
so of the labour force is unemployed and in which nearly one half do not have wage
cmployment, the social cost of employing labour lics well below going wage
rates. In such circumstances, employment growth could be even higher if the
structure of production shifted to a more labour-intensive mode.

Finally, the growth ratc in South Africa would accelerate with increased
government invesiments towards boosting cxperts. Exports can influence and
contribute to higher growth, job creation and development through a varicty of
channels. The relative importance of these different channcls scems to vary from
country to country. Numcrous empirical studies have shown the link between
exports and growth (sce for example, Michacl 1977: 49-33; Balassa 1978: 181-
189; Feder 1983: 59-73). Higher export growth rates arc associated with higher
overall growth. While the actual mechanisms differ within these studies (in-
crcased capacity utilisation, scale cconomics, productivity and technological
improvements and so on), there is widespread cvidence supporting the phenom-
cnon. Of the Newly Industrialised Countrics (NICs) (Chow 1990: 91-98), Korea,
Taiwan, Singapore, and Hong Kong arc the most visible examples of countrics
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that expericnced export-led growth.

Since over 20% of the 1997 budget has been carmarked for debt servicing
alone, promoting cxports would help toreduce burdenon the cconomy, Thisisdue
to the fact that to service debt and reduce external indebtedness, a country necds
1o rely on production of traded goods as a source of foreign cxchange. Countrics
with a large export scctor can service external debt more casily because debt
service will absorb a lower fraction of total export proceeds.

According 1o a study undertaken by the South African Chamber of Business
(SACOB 1991), South African manufacturing costs ar¢ 15% higher than the
Organisation for Economic Cooperation and Development (OECD) average,
mainly because South African manufacturing firms pay 24% more than OECD
counterparts for their inputs, but also because their capital and productivity
adjusted labour costs arc higher. In view of this, if government budget allocation
is scheduled to provide subsidy as incentive to help firms offsct the price
disadvantage South African exporters face in international markets, it would help
boost exports and increase growth and cmployment.

Negative Impact

This is not o say that government investments will have no ncgative cffects atall,
Negative effccts of increased governmentinvestments in the cconomy may occur.
First, fiscal deficit will immediatcly rise, unless offsct by rising taxation. Sccond,
higher domestic expenditure will induce increased imports, and possibly reduce
exports, if producers dircct production towards home markets, and causc a
deterioration in the current exiernal account balance. Third, increascs in unit
Iabour costs and the reduction in the spare capacity of the cconomy may stimulate
additional inflation. Fourth, rising demand in the cconomy will pul pressurc on
financial markets, and tend 1o push up real interest rates which may dampen
private investment, Real wagc ratcs will tend to increase if unemployment falls;
this will slow employment growth. All these clfects willbe present as long asthere
is continual growth in public investment.

The Way Forward

For an cxpanded government investment programme 10 force the cconomy onto a
sustainable path, sufficicnt growth must be generated 10 offset the otherwise
negative fiscal balance of payments ceffects. In other words, the cconomy must
“grow its way out of troublc”. The expecied scquence runs as follows: increased
government investment raiscs aggregate demand through both its direct impacton
domestic absorption(3) and through associatcd multiplicr and accelerator cffects.
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If demand rises quickly cnough, it will eventually catch up with potential
supply, and the cconomy will be at full capacity. Subscquent growth in GDP can
only come through increased inputs and improved productivity. Provided that
these conditions arc met, and that supply grows last enough, the fiscal deficit will
eventually fall, asapercentage of GDP and the current external account will move
into a surplus. In practice of course, the movement along an expanding supply
frontier is unlikely to be smooth, as the economy will ingvitably receive a number
of shocks, but these blips can be counteracted through short-term fiscal and
monctary policics.

This rosy description of the growth process will not apply to South Africa,
unless private investment responds more positively to renewed growth. The crux
of the problem is that the overall impact of increased public expenditure or
demand alonce is likely to be insufficient, as the multiplier effect is too small,
owing 1o a high marginal propensity 10 tax out of income in the country.

South Africa’s savings rate of 17% is at a record low, but the macro-cconomic
strategy aims to cut government losscs and boost the level of private savings to
push the overall savings rate closer to 22%. Even with a savings rate of 22%, the
country will require capital inflows, equivalent to about 2-3% of GDP, 1o finance
the shortfall in its projected investment requirements. This has been the country’s
Achilles heel for much of the last decade. For the cconomy to grow its way out of
trouble, and to address growth, investment and ecmployment problems; it would
be worthwhile to undertake institutional reforms.

Privatisation

The impetus for a policy shift is suggested in response to the several adverse
developments in the public sector. The policy shift should focus mainly on
stimulating private scctor activity, through introducing institutional reforms,
removing market impediments, and strengthening financial policies.

High investment levels imply higher future growth through the build-up of a
higher productive capacity. High savings and investment ratios can also be a sign
to international investors of credit worthiness, implying a country’s commitment
to higher futurc output, and raising its perceived ability to service and reduce
external debts. In South Africa, rates of savings as compared 10 other middle
income devcloping countrics such as Malaysia, Korea and Thailand, are lower.,
The low rates are atiributable to low private savings, and public sector inefficien-

(3) Absorption: Total expenditure on final goods and services. Domestic absorption in an
economy is equal to consumption plus investment plus government expenditure (or C+1 +
G), and is equivalent to national income minus net exports.
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cies to some extent.

The weakening of South Africa’s savings ratc and public finances should
prompt the authoritics to re-orientate revenue and expenditure policies. Such
orientation should be scen as essential 1o move towards a more efficient but
diminishing role for the public scctor. The long-term viability of the prevailing
economic development strategy should therelore emphasis diversification and
private sector activity.

The restructuring of a significant portion of the activity of the cconomy would
undoubtedly lead to important improvements in the financial performance of the
public enterprise sector, and government would be able Lo concentrate on doing
what it can do better, rather than be a ‘jack of all trades and master of none’. Since
the source of investment is inadequate, direct forcign investment (DFD) is
inevitably needed in the South African cconomy.

Institutional reforms and privatisation would serve as bait o attract DFL With
aninjection of capital in the form of DFI, productivity would rise and the resulting
higher incomes would eventually generate higher savings, sufficient to carry on
the momentum of capital from abroad. Higher incomes would increase aggregate
demand and so give further impetus to capital formation by creating profitable
investment opportunities, thereby creating more jobs and cconomic growth.,

In an emorging economy such as South Africa, we should sce increasing and
not decreasing cmployment opportunitics. This is because cach opportunity
created is capable of creating other opportunitics. The rate of growth would,
however, depend on the multiplicr and acceelerator effects of the capital injected,
and the soundness of policy framework for all stakcholders. For thisreason, a hi gh
degree of openness and transparency during transformation is necessary.

To strengthen the financial position of government, departments should be
identificd and listed as candidates for privatisation and cfforts must be made to
contract out some government services, and public sector wage increase should
be limited. To enhance productivity, more formal and on-the-job training would
be a preferred incentive to increasing wages, as the latter is inflationary in effect
and can also discourage potential investors, who may consider it as additional cost
likely to reduce their profit margins. On the revenue side, tax administration can
be improved with new hiring, expanded training, and compuicrisation.

In a country suchas South Africa with a relatively large unskilled labour force,
it will be difficult to implement such policy reforms. This is because in the initial
process of climinating incfficicncics, many, especially the unskilled, would lose
their jobs and this could cause social unrest. These short-term blips should be
counteracted with an interim programme of action to mitigate the social cost of
adjustment. .

[t all takes time and cffort. Privatisation programmes not only change policies,
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they constrain policymaking discretion. Efforts to curb discretionary authority,
for cxample, cstablishing transparent [iscal accounting or implementing effective
budget control will be resented and resisted. The difficultics inhcrent to establish-
ing a truly high-quality civil scrvice or an independent and cffective judiciary,
make sweeping reforms a slow process.

Taxation

To ensure that privatisation is successful, it is also nccessary for the tax systcm to
be streamlined to conform with internationally accepted principles and to be
competitive. If South Africaiscompared to developed countrics, one may observe
that taxcs arc not so high. When compared, however, to developing countries at
a similar level of income, such as Malaysia and Korea, it becomes immediately
apparent that taxes arc oo high and uncompetitive. Potential investors whose aim
is 1o maximisc profits, would undoubtedly dircct their capital to these countrics
and certainly not to South Africa.

Finally, it must be mentioned that the behaviour ol a person is a product of the
social environment, thus the culture of non-payment and tax evasion in South
Africa is an indication of an unacceptable and unfricndly environment, created by
the tax system. If taxes are restructurcd Lo meet the pockets of payers, this would
encourage many 1o honour their tax obligations. Non-payment and default rates
would reduce and this would lead 1o increascs in tax revenuc.

Besides this, lowering tax across the board would have a positive effect on
marginal propensity L0 consume, as disposable income would incrcase and more
money would be released to drive the necessary development programmes and
create morc job opporLunitics.

The task ahead is enormous and the road is rough. Successful reforms require
not only sound cconomic policy lormulation, which has to be coordinated,
monitored and justificd; but also the whole-hearted support of the widest spec-
trum of the populace. It is hoped that this contribution will go a long way in
suggesting ways to minimise growth and cmployment problems. One should,
however, keep in mind that the obvious can somclimes be wrong, and in
economics it often 1s.
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