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BOARD OF ECONOMISTS 

MANUEL'S FINE BALANCING ACT: 
INVESTOR SPUR VS SOCIAL NEED 
But can government's fiscal conservatism bring needed growth? 

The PM Board of Economists assesses 
the Budget and its aftermath. Members 

this time are Sandra Gordon (chief 
economist, Nedcor Investment Bank Asset 
Management), Brian Kantor (UCT) and 
Kau Msimango (corporate economist, Is­
cor). As always, Raymond Parsons, now of 
Wits University, puts the questions. 
Parsons: Broadly speaking, was the 
Budget speech one of "indicate left, 
tum right" or vice versa? Or was the 
balance spot-on? 
Kantor: The road had been well marked 
in advance. I'm filled with admiration at 
the ability to make and meet the plans, 
which are supply-side and designed to 
attract foreign savings because the key 
presumption is there aren't enough do­
mestic savings. Revenue growth has been 
significantly better than expected, and this 
has given the opportunity, after some se­
vere restraint, to raise non-interest ex­
penditure. That is a legitimate reward for 
fiscal conservatism. The plan for non­
interest expenditure going out is also 
highly conservative, which will be a major 
contribution to economic efficiency, re­
leasing resources for private use. 
Gordon: One theme of recent Budgets has 
been a careful balance of the competing 
objectives of creating an investment en­
vironment, yet addressing social issues. 
Msimango: I continue to be impressed by 
the credibility in detail of the Budget. 
Parsons: Are you comfortable with a 
fiscal deficit target of 2,2% by 2002, 
when government "dissaving" will be 

eliminated? Is this still important? 
Gordon: Dissaving is probably more im­
portant than the deficit, so the trend to­
wards reducing it is positive. I don't think 
there's any need to accelerate the rate at 
which the deficit is coming down. Gov­
ernment has to retain broad support for 
the whole restructuring process. 
Msimango: I'm comfortable with a fiscal 
deficit of 2,2%. 
Kantor: It's the right idea to raise gov­
ernment investment spending. Roads and 
bridges and dams and things like that are 
productive, and investment spending fi­
nanced by government borrowing is an 
old-fashioned virtue. Primary Budget sur­
pluses are growing substantially - that is, 
government revenues in excess of gov­
ernment expenditure net of interest - and 
that means government debt as a per­
centage of GDP is falling, which has 
helped reduce the interest expense. The 
strategy is to bring down that expense to . 
have government spending on more pop­
ular things. The risk is that fiscal con­
servatism is not seen to deliver - by 
which one means economic growth. But 
the numbers on growth and planned-for 
capital inflows are conservative. 
Parsons: Will fiscal planning and 
spending allocations translate into 
more effective "delivery"? Why are 
there such widespread negative per­
ceptions about delivery? 
Msimango: There is a concerted effort to 
keep up the capacity of all government 
institutions to deliver. Provincial govern-
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ments had problems with deficits last year, 
but now they're in good shape, There's 
delay in delegating to local authorities, 
which can't yet deliver on certain aspects 
of social services, There are negative per­
ceptions about the quality of spending If 
you look at education, for example, is it 
aligned to the skills we need? Such doubts 
will persist. Accountability and trans­
parency are important issues, as well, 
Kantor: The one area where there has 
been effective delivery is revenue col­
lection. Delivery means more than money, 
though, it means management capacity, 
and clearly there have been major prob­
lems with the transition to black man­
agement in the public sector. Some of the 
people originally appointed didn't have 
experience or track records, Now, one is 
seeing a more meritocratic and effective 
system of appointing management - and 
Cabinet Ministers, as well , 
Gordon: The first phase was creating the 
framework for reallocating resources, Now 
we're moving into the second phase: the 
efficiency of the resources available to 
government. I .hope the next couple of 
years will establish credibility in delivery, 
Msimango: The clustering that's happen­
ing among government departments will 
eliminate contradictions in policies, 
Kantor: The most effective delivery to the 
poor is giving them cash, especially in the 
rural areas. 
Parsons: Will the reduction in personal 
tax change the structural pattern of 
savings and consumption? To what 
extent does it address fiscal drag? 
Kantor: Bringing down inflation is the 
most important contributor to reducing 
fiscal drag, Marginal tax rates are still high 
and kick in too soon, There's a gradual I 
move to broaden bands, raise thresholds 
and reduce marginal rates, I would like to 
see more of that. Savings in SA are almost 
all corporate and are bound to go up 
strongly this year because corporate earn-

. I 

ing,s w!1I rise strongly through this upward 
swmg mthe business cycle, 
Gordon: The Budget is not enough to 
creat~ major structural change, but it's 
de~l1ltely a first step in the right direction, 
MSlmango: We're coming from a period 
where mterest rates peaked at 25,5% and 
~e?ple accumulated debt just to maintain 
hvmg standards, Probably nearly half the 
I~t~st tax relief will go towards debt ser­
vlcmg; after that, it will be consumed, In 
the absence of a. social welfare system, 
many people contmue to cross-subsidise. 
Kantor: I'm .surprised that we emphasise 
personal savmgs, South Africans own cor­
porations which save on their behalf, so to 
understand savings, you have to under­
stand what happens inside financial in­
stitutions, The return to savings within 
those has been affected by taxes, You don't 
want to undermine the savings system, 
Gordon: Where would you want gov­
ern~ent to put the emphasis to increase 
savmgs? I concentrate on individuals be­
cause I know we tend not to save, 
Kantor: We do save, We put nearly 17% 
on average of formal-sector incomes into 
pension funds. That's probably enough; 
what happens after that is largely irrel­
eyant. ,Savmgs are a function of income, 
Tmkenng with the tax system doesn't 
make much difference. 
Parsons: ~hould more be done to pro­
mote saVIngs? Would you raise Vat? 
Gordon: We knew that in this year's 
Budget the main theme was to be tax relief 
and we've heard that the main theme next 
~ear will be the savings industry, There 
I~n't a culture of savings among indi­
VIduals. m SA, We've made a couple of 
steps m the right direction, but not 
enough, Introducing capital gains tax has 
been seen a~ a front-runner to raising tax 
rates on retIrement funds, which would 
level the playing fields and remove what 
many see as a disincentive to saving, But if 
you want to encourage the man in the 
street to s~ve, you will probably have to 
make savmgs bank deposits tax-free' 
you'!1 have to g~t ~r~ative in ways of 
lockmg. together mdlvIdual savings. Vat 
WIll ultImately have to be hiked as gov­
ernment moves away from direct to in-
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direct tax. When it "is happier with the 
social security net, there will be ~cope. for 
that. Also, it'll have an impact on mflatlon, 
already rising because of high oil ~rices. 
Kantor: We should recogmse our 
strengths: an amazingly well-developed 
system of contractual savings which 
would be the envy even of developed 
countries. Vat is only mildly regressive. 
This idea that some taxes are more or less 

regressive than others is a bad idea. The 
tax system has little to do with the dis­
tribution of income. 
Parsons: So you would raise Vat? 
Kantor: No, not if I were a politician. It's a 
judgment largely about how efficiently you 
collect taxes. We have effective collection 
of taxes through Paye (pay as you earn). 
The Vat system is complicated, it takes a 
lot of bookkeeping, it's tough on small 
businesses. In this Budget, we have an 
increase in the fuel tax 
that'll raise an extra 
R700m. That's an indirect 
tax. They'll look for 
things with low collec-
tion costs and not too 
much refinement of prin-
ciple. 
Msimango: It will be po­
litically difficult to justify 
raiSing Vat. If govern­
ment tries to compensate 
the poor through increased social security, 
the problem is that there has been a lot of 
fraud there. 
Kantor: You don't have to raise the rate, 
you can just remove exemptions. Most 
food is eaten by rich people, but poor 
people will object because their costs will 
rise. You may offer them cash in ex­
change, but they won't believe you. 
Parsons: How substantial are the ar­
guments behind a capital gains tax? Or 
are they mainly symbolic? 
Kantor: The Minister didn't make much of 
the redistribution effects. He referred to 
technical reasons to discourage arbitrage 
between income and capital gains. At 
these rates of tax, there is still an incentive 
to convert, but I think the real reason is to 
become internationally respectable. Most 
major industrial countries do it. It's a 

, 

complicated tax and will be expensive to 
collect. It's a pity because most capital 
gains accrue within financial inter­
mediaries and the benefits are paid out in 
pensions. So it was an incentive to the 
contractual savings industry that has 
gone. But it encourages buying and hold­
ing, which is not a bad idea: the incentive 
is to achieve nontaxable, nonrealised cap­
ital gains and maybe raise debt levels to 
consume off them and expense some of 
the interest. 
Msimango: If the casualties are basically 
contractual savings institutions, that's bad. 
I'm also worried about the cost of col­
lection. 
Parsons: Do you welcome graduated 
company tax for small and medium­
sized enterprises? 
MSimango: The primary objective is to 

- ,_.-- ~ .-

create jobs. The lower the tax rate to small 
and medium-sized bUSinesses who do 
that, the better. 
Gordon: It was an innovative touch which 
none of us had been expecting. We were 
looking for other incentives, maybe for I 

venture capital or subsidised interest rates 
for start-ups. Ultimately the whole thrust 
of policy, to create a low interest en­
vironment, is in the right direction. 

I Kantor: It is positive, especially for job 
creation, but you must 
watch possible abuse. 
Excluding providers of 
services is rubbish -
somebody's trying to be 
too clever. It'll be difficult 
to administer. But bring­
ing people into the tax 
net is important. Now 
there is a huge incentive 
to be taxed as a company 
rather than an individual. 

This will be an incentive to a small busi­
ness to incorporate. 
Parsons: What are the conditions for 
successful inflation targeting? How 
will it affect wage and price-setting 
expectations? 
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Gordon: The primary requirement is some 
measure of buying-in from the social part­
ners. If you look at clothing and footwear, 
household appliances, that kind of thing, 
inflation is already within the target range. 
It's administered prices, like health, ed­
ucation, household occupation rates and 
taxes, where government has a role to 
play, even indirectly or through the para­
statals, that'll be crucial. Inflation there is 
12%-14%, and that's preventing the whole 
structure from coming down. Because the 
Reserve Bank and government's credibility 
now hinge on the intlation target, they'll 
have to address that problem. 

Then we need greater transparency. We 
need to know what the Reserve Bank 
inflation model is. Even if it doesn't give us 
details of the monetalY policy committee 
meetings, I would like to see it specifying 
the intlation target or forecast for the next 
three months. 

Finally, we need more efficient mon­
etary policy. The floating repo rate hasn't 
worked particularly well in a market dom­
inated by a handful of banks. 
MSimango: There is a credibility gap and 
there is not much you can do to prove that 
inflation targeting is good for you. 
Kantor: I don't share the enthusiasm for ./ 
inflation targeting. I don't see how it can ! 
be anything other than exchange rate tar- / 
geting, which is a bad idea. While the' 
outlook for the exchange rate is good, 

there will come a time, and it may be just 
at the time that these inflation targets are 
being implemented, that the commodity 
price cycle turns around and the exchange 
rate comes under significant pressure be­
cause we've had too much monetary 
growth in the interim. Money supply tar­
geting is a good idea but we're not doing 
it; money supply is growing much too fast. 
1 like the idea of low inflation but I don't 
think we'll necessarily get it this way. Most 
inflation in SA is in administered prices, 
and that's tax increases by another name. 
Retail inflation is only 2% now. 
Gordon: But isn't it easier now that we're 
in a time of low global inflation? 

The dustering that's 
happening among . .9o'lernment 
departments will eliminate 
(ontradidions in polities 

'i' .', 

Kantor: Low global inflation has helped, 
but commodity price expansion is off a 
low base. We'll get a lot of real and 
monetary stimulation and a booming 
economy. It'll be hunky-dory provided the 
exchange rate holds up. But when it 
comes under pressure, it'll be the old story 
all over again. 
Parsons: Privatisation seemed to 
come through strongly in the BUdget. 
How much further do we need to go? 
Msimango: It'll be a slow process. Gov­
ernment wants to add technology and 
skills to existing corporates to enhance 
their prices. The partial sell-offs are also 
linked to the empowerment exercise. 
What worries me is that as you privatise, 
you need a regulatory environment so that 
monopolistic practices don't continue and 
deprive us of the benefits of lower prices, 
better savings and things like that. I'm 
happy that local author-
ities are leading the way 
with private-pUblic-sec-
tor partnerships. Yes, 
there are problems In 

terms of capacity, but it's 
the right tool. 
Kantor: If there was one 
disappointment in the 
Budget, it was that the 
signal about privatisation 
wasn't stronger. Budgeted receipts are 
around RSbn. Last year, it was R6bn, 
mainly Sasria. Telkom doesn't seem to be 
in those numbers at all. Privatisation rev­
enues will be much larger and a Significant 
boost to the reduction in debt ratios. But 
why didn't they make more of it? 
Gordon: A White Paper is scheduled. 
There seems to be a tendency in govern­
ment not to steal somebody else's thun­
der. But we need foreign direct investment 
(FDI) funds and privatisation is the route. 
Parsons: How wouJd you evaluate the 

- further steps in exchange control lib­
eralisation? Are they enough? 
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Kantor: In effect, the corporate sector is 
now free of exchange control. That may 
remove some of the incentive to list off­
shore. Taxation of foreign dividends is 
designed to discourage offshore listings. 
Corporates were the main lobby for ex­
change control relief. The fund manage­
ment industry doesn't want exchange con­
trol reform. We must get 
rid of exchange control 
and it's a pity that didn't 
happen in the past few 

, months when conditions 
were totally propitious. A 
special conversion has 
long been needed for the 
R ISbn of blocked rands. 
Msimango: Eliminating 
controls is necessary to 
create credibility with 
foreign investors especially, but relaxation 
on individuals will come more slowly. 
Gordon: Institutions didn 't get anything 
near what they were expecting, but the 
reactions don't seem to be too negative. 
Government is choosing to use capital 
inflows to unwind the forward book in 
preference to easing up on exchange con­
trols. For foreign investors I've spoken to, 
the forward book seems more of an ob­
stacle than eXChange controls. 
Kantor: Capital inflows have been ex­
cellent, portfolio and otherwise, but out­
flows have also been significant. The net 
flow hasn't been particularly impressive. 
Parsons: What is the outlook for the 
rand over the next few months? 

Msimango: I'm looking 
" for further depreciation, 
to R6,40/ US$ by year­

. end. Fundamentals are 
! good but, unfortunately, 
' the dollar is strong 
, against the euro and yen. 
Also, as .we're in an up-

. count will come a little 
under pressure. Interest 

rate differentials will remain positive, so 
there will still be capital inflows, but not 
enough to strengthen the rand. 
Gordon: In the short term, the outlook for 
the rand reflects the dollar. At some point, 
the dollar will lose ground, but I've also 
got R6,40 by year-end. Longer-term, the 
rand will depend on what government 
does to attract substantial inflows to help 
offset easing of exchange controls. 
Kantor: The fundamentals for the rand 
are strong. In real terms it's almost as 
undervalued as in 1986. You can't just 
look at the dollar exchange: 50% of our 
trade is with Europe. But the Reserve Bank 

will continue to act against rand strength; 
it doesn't want it. Our competitive ad­
vantage is the undervalued exchange rate. 
Parsons: Does the Budget create 
more, or less, room for further in­
terest rate cuts? 
Gordon: In the very short term, the Bud­
get probably created less scope for interest 

rate cuts. Cyclical forces 
are dominating at the 
moment and I think 
there'll be no more in­
terest rate cuts. The only 
reason prime isn't going 
higher is that the Budget 
is part of the longer-term 
thrust to create an en­
vironment for short-term 
rates to move lower. 

"Parsons: The Budget 
helped SA to gain the much-coveted 
Standard & Poor's investment grade 
rating. What must we do to consol­
idate on this? 
Kantor: The markets gave us an invest­
ment grade rating long before S&P. The 
sovereign risk premium was down to 
about 2%. J hate the idea of having to pay 
inexperienced analysts for a debt rating, 
and some of the stuff I've read is pathetic. 
In fact, the market does it. Our fiscal policy 
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deserves a five-star rating The Budget 
reduced the share of government spending 
of resource flows and will continue to do 
so, which is important. The total gov­
ernment tax ratio has fallen from just 
under 30% in 1994 to about 24% - a 
significant reduction, even jf on higher 
GOP numbers. I worry about monetary 
policy, and labour. 
Msimango: We need to improve the qual­
ity of spending by more co-ordination. 
Gordon: One reason we were worried we 
wouldn't get an investment credit rating is 
the structural problems: the skills short­
age, the lack of savings, the rising Aids 
infection rate. And it's not enough to say 
we're growing, we want jobs to go with it. 
Kantor: We won't get the jobs because of 
the way we measure employment. 
Parsons: What is your forecast now for 
inflation in 2000? 
Msimango: 6% average for the year. 
Kantor: The GOP deflator will be 5,5%. 
Gordon: 4%, on headline inflation. 
Kantor: Core is unlikely to be below 6%, 
and that's what people will focus on. 
Parsons: And real GDP growth? 
Gordon: 3, 1%. 
Kantor: Between 4% and 4,5%. The of­
ficial forecast is 3,6% for the fiscal year, 
and I can't see it being below that. 
Msimango: 3,5%. • 
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