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Role of Fiscal Policy in Stabilization and
Poverty Alleviation

MARK HORTON

During the post-apartheid period, the South African government has
undertaken a significant and sustained fiscal adjustment that has been

a major force in helping stabilize the economy and make it more competitive
internationally. The headline national-provincial budget deficit was reduced
from 7.5 percent of GDP in 1992/93 to 1.1 percent of GDP in 2002/03
(April–March) (Figure 6.1).1 The deficit subsequently increased in 2003/04
to 2.4 percent of GDP, because of additional social and investment spending.
The decade-long adjustment has comprised both spending cuts and revenue
gains, particularly from income taxes, and has been supported by a compre-
hensive reform of tax policy and administration. The primary balance has
also improved, leading to a more sustainable debt position. A decline in debt-
service payments in recent years has helped free significant resources for
increases in social and investment spending (Table 6.1). Finally, fiscal con-
solidation has contributed to improved economic performance over the past
ten years. Output growth was substantially higher, on average, than during
the previous decade, while inflation was lower, the external current account
position stronger, and foreign exchange reserves higher.

The decade-long fiscal adjustment may be divided into three phases: an
initial consolidation during 1993–96 in support of the political transition;
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1National accounts data were revised in 1999, and periodic payments have been made to
defray central bank losses and to strengthen pension fund reserves. For 1992/93, the deficit
of 7.5 percent of GDP excludes these payments and reflects the new GDP series; on the old
GDP series, the deficit was 8.2 percent of GDP.



a period of policy reinforcement in 1997–98, with adoption of the Growth,
Employment and Redistribution (GEAR) program and a series of institu-
tional reforms; and a decisive breakthrough during 1999–2003, when the
deficit was reduced to well below 3 percent of GDP and the public debt
ratio was placed on a declining path. Adjustment during the first two
phases focused on building policy credibility; during the last phase, the
government targeted a modest stimulus through tax relief and increased
social spending. These efforts have continued with the 2004/05 budget and
medium-term expenditure framework.

Fiscal Adjustment

The substantial fiscal consolidation and improved economic perfor-
mance in South Africa over the past decade can be usefully viewed in the
context of studies of large fiscal adjustment. These have assessed the influ-
ence that the size and composition of adjustment have on sustainability
and macroeconomic outcomes. Fiscal adjustment may affect macroeco-
nomic (and social) developments through a variety of channels. According
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to Keynesian theory, a reduction of the deficit will reduce aggregate
demand and growth, depending on the size of fiscal multipliers and the
extent of crowding out.2

Consolidation may, however, have a number of positive effects that
could outweigh the negative impact of lower government spending or
higher taxes, particularly over the medium term. Fiscal adjustment may, for
example, contribute directly to higher national savings and to lower real
interest rates. This may, in turn, foster increased private demand for con-
sumer durables and investment goods. In cases of particularly large adjust-
ment or adjustment taken under conditions of depressed confidence and
high risk premiums, there may be favorable wealth and credibility effects,
if the consolidation contributes to expectations of a lower future tax bur-
den, a more sustainable external position, or reduced risk of default or
inflation.3 The result may be lower interest spreads, or a lesser degree of
policy uncertainty and lower precautionary savings.

Fiscal adjustment may have other positive effects. Consolidation may
help reduce inflationary pressures and, together with lower interest rates,
help maintain a competitive real exchange rate. Competitiveness gains may
also be fostered by cuts in the public sector wage bill and in transfers, if
these ease pressures on private sector wages. The debt stock and debt-ser-
vice burden may also be reduced, freeing resources for social programs or
capital expenditures. Finally, adjustment may create an impetus to elimi-
nate unproductive expenditures, better target other spending, and stream-
line the tax system by removing distortions and reducing rates.

Interest in the prospect of an “expansionary fiscal adjustment” was
heightened by favorable experiences in Denmark and Ireland in the
1980s. Giavazzi and Pagano (1990) reviewed these cases and concluded
that they were sufficiently large and persistent to alter expectations about
future taxation and contribute to a pickup of consumption, investment
and growth. Favorable conditions faded in Denmark, but in Ireland accel-
erated growth proved durable. Alesina and Perotti (1996) traced these
different outcomes to policy choices, suggesting that increases in direct
taxes and public sector wages in Denmark led to demands for higher pay
in the private sector and, eventually, recession. In Ireland, personal
income taxes were lowered, transfers cut, and civil service wages and
employment reduced, so that wage pressures were muted while invest-
ment and output grew sharply.
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2For a full review of the literature, see Hemming, Kell, and Mahfouz (2002).
3See Perotti (1999) and Giavazzi, Jappelli, and Pagano (2000).



Expenditure-based consolidation has been consistently found to have
more favorable macroeconomic effects and to be more durable than rev-
enue-based adjustments. The composition of spending cuts has also been
found to be important.4 Cuts in the wage bill and in transfer payments
address budget categories viewed as politically sensitive and enhance the
credibility of adjustment efforts. By contrast, cuts in investment or non-
wage goods and services may have a direct, negative impact on growth and
carry little credibility, if they are perceived as merely postponing needed
outlays. Fiscal adjustment in South Africa initially targeted cuts in sectoral
subsidies, and subsequently, a reduction of the wage bill.

Revenue-based adjustments have been found to be associated with less-
favorable macroeconomic outcomes, particularly in industrial countries,
and the risk of reversal is higher. In particular, increased taxes on labor
income may lead to wage demands, weaker competitiveness, or higher
unemployment. Alesina and Ardagna (1998) suggest that adjustment poli-
cies that combine wage moderation in the public sector with lower taxes
on households may have beneficial effects on both unit labor costs and
consumer spending. This formula has been employed in recent years in
South Africa (see Table 6.1).

Revenue gains have been found to contribute to greater durability of
adjustment in emerging market and low-income countries, although rev-
enue improvements may be constrained initially by narrow tax bases, high
tax rates, volatile revenue sources, and weak tax administration. Under
such conditions, expenditure restraint will be needed at the outset, while
comprehensive tax reforms are initiated.5 Once again, this approach was
taken in South Africa during the initial post-apartheid period. The govern-
ment appointed an independent commission in 1994 to recommend a
sweeping modernization of tax policy and administration, and reforms
were progressively introduced in subsequent years. In the interim, cuts
were made in subsidies and transfers, administrative outlays, and defense
spending (see Table 6.1).

Finally, improved policy transparency has been found to boost confi-
dence and contribute to positive outcomes.6 Fragmented budgetary insti-
tutions, as reflected in an excessive number of ministries and agencies or in
ambiguous and unstable relations with subnational authorities, have been
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4See, for example, Alesina and Ardagna (1998); McDermott and Wescott (1996); von
Hagen, Hallet, and Strauch (2001); and Gupta and others (2002).

5See, for example, Goldsbrough and others (1996); Mackenzie, Orsmond, and Gerson
(1997); Abed and others (1998); and Hemming, Kell, and Schimmelpfennig (2003).

6See Hemming, Kell, and Schimmelpfennig (2003).



associated with spending pressures and larger deficits. Institutional reforms
may, therefore, provide important support to fiscal consolidation. Key
measures include improved expenditure planning and management,
including through multiyear budgeting, and more predictable and trans-
parent intergovernmental fiscal relations.7 Institutional improvements in
these areas have been at the heart of structural fiscal reforms in South
Africa over the past decade.

Consolidation and Institution-Building in 
South Africa During 1993–2003

Context for Adjustment

With the impending political transition and concerns with the future
course of policies, the budget deficit in South Africa widened from 2.4 per-
cent of GDP in 1990 to 7.5 percent in 1992. Spending increased by 2!/2 per-
centage points of GDP, while revenues declined, due partly to recession and
drought. A multiparty Transitional Executive Council (TEC) was formed
to guide policies in the run-up to elections in April 1994.

A consensus emerged on the need to initiate fiscal adjustment in order
to restore confidence and provide policy guidance through the transition.
A credit arrangement was agreed with the IMF in December 1993 to help
mitigate the adverse effects of lower mining exports and a surge of grain
imports. The IMF arrangement, which was signed by the incumbent
Finance Minister and the co-chairmen of the TEC, called for a reduction in
the deficit of 2 percentage points of GDP over two years. Measures
included an increase of the value-added tax (VAT) rate from 10 percent to
14 percent, postponement of bracket adjustments under the personal
income tax (PIT), wage restraint, and cuts in defense spending. In January
1994, the African National Congress (ANC) launched the Reconstruction
and Development Program (RDP), an ambitious, multisector reform ini-
tiative that warned of risks of higher inflation, balance of payments pres-
sures, and slow growth in the absence of further fiscal adjustment. The
RDP stressed tax simplification, reorientation rather than increases in
spending, greater budget transparency, and the development of a five-year
fiscal framework.
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7See von Hagen, Hallet, and Strauch (2001).



Initial Phase of Adjustment: 1993–96

Following the ANC’s landslide victory and the formation of a govern-
ment of national unity, the authorities moved quickly to provide greater
policy certainty by announcing a further reduction in the fiscal deficit by
2!/2 percent of GDP over five years. Revenues were to be kept constant as a
share of GDP, capital spending increased by 1 percentage point, and non-
interest expenditures cut, with a focus on rationalizing the complex,
apartheid-era administrative system and reducing transfers and subsidies.
Privatization receipts would be directed to reducing public debt, with
interest savings to support additional social spending.

To provide a road map for revenue neutral tax policy and administra-
tion reforms, an independent commission chaired by Professor Michael
Katz was appointed in June 1994. The first of nine commission reports,
issued in November 1994, set out a broad strategy of rationalizing income
tax brackets and exemptions, maintaining a single, nonzero VAT rate and
strictly limiting zero-rated goods, and strengthening tax administration
through autonomy in budgeting and wage setting and improved assess-
ment and audit procedures. The commission recommended that poverty
alleviation be targeted through spending measures rather than through tax
breaks.

With this fiscal policy framework in place, the government announced
and met its deficit targets during the initial post-apartheid adjustment
phase, thus helping establish credibility. Expenditure cuts focused on sub-
sidies and capital spending in agriculture, transport, communications, and
energy. The wage bill was reduced by 2!/2 percentage points of GDP during
1994/95–1995/96, prior to introduction of a civil service reform program
in 1996/97. With the elimination of exemptions, the corporate income tax
rate was cut to 35 percent in 1995, and the dividend tax halved. The tax and
customs administrations were unified in a new, independent South African
Revenue Services (SARS). Capacity constraints, however, led to a buildup
of unspent funds under the RDP, while weaknesses in provincial expendi-
ture management contributed to overspending.

In spite of these initial gains, the policy environment remained fragile.
Developments in 1996 were characterized by changes in investor sentiment
and pressures on the rand, ostensibly triggered by rumors about the health
of President Mandela in February and by the departure of the National
Party from the national unity government in May. Although the approach
of setting and achieving feasible adjustment targets had signaled modera-
tion and gained credibility, there were growing concerns that the reform
process was moving too slowly.

Mark Horton • 85



Further Fiscal Adjustment Under GEAR: 1997–98

The Growth, Employment and Redistribution (GEAR) strategy was
launched in June 1996 to strengthen the adjustment and accelerate struc-
tural reforms. GEAR emphasized promotion of growth and job creation
through labor market and trade reforms and privatization. Under GEAR,
the fiscal deficit was to be cut by a further 1!/2 percent of GDP to 3.0 per-
cent by 2000/01. Revenues would be kept below 25 percent of GDP, with
continuing tax policy and administration improvements. GEAR aimed to
cut the wage bill by 3 percentage points of GDP and reorient spending to
health, education, welfare, and land reform. A formal medium-term expen-
diture framework would guide budget planning and execution.

The first budget under GEAR, for 1997/98, advanced the expenditure-
based fiscal adjustment, broadened the tax base, and put in place improved
provisions for expenditure management. Spending cuts targeted the wage
bill, goods and services, transfers, and capital investment. Taxation of
fringe benefits was introduced, as were fees on state guarantees. A formula
for revenue sharing with the provinces was instituted. Public accounts were
consolidated at the Treasury, and improved cash control and accounting
standards were introduced. However, substantial provincial overruns reoc-
curred, and provincial borrowing was suspended.

A decisive breakthrough came in 1998/99. The national government
moved with determination to address lingering wage pressures and provin-
cial and municipal expenditure management weaknesses. The government
unilaterally limited civil service wage increases to below contractual provi-
sions and sent teams to work in provincial and municipal finance depart-
ments. Provincial fiscal balances improved by 1!/2 percentage points of
GDP to record a surplus. With administrative improvements taking hold at
SARS, revenues increased by 1 percentage point of GDP.8 The deficit was
cut to 2.3 percent of GDP, compared with a target of 3.5 percent. Building
on this good performance, a medium-term expenditure framework was
instituted in 1998/99.

Consolidating the Gains: 1999–2003

With improved capacity for expenditure management and tax adminis-
tration, successful fiscal consolidation continued during 1999–2003, and
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8Key measures included a focus on large taxpayers, better oversight and accountability,
improved taxpayer service, strengthened information gathering and cross-checking, stepped
up business inspections by dedicated sector teams, and reduction of the number of customs
entry points.



the deficit was lowered further to 1.1 percent of GDP in 2002/03. Reflect-
ing lower interest rates, improved debt management, and a declining debt
stock, interest payments were sharply reduced, and part of the savings was
channeled to capital spending and social transfers. Civil service employ-
ment, which had remained steady since 1994 as the provincial and munic-
ipal administrations were being restructured, was reduced by 13 percent, or
nearly 200,000 positions, from 1998 to 2002. The wage bill was cut by over
1 percent of GDP.

Fiscal policy continued to target a tax burden of less than 25 percent of
GDP through steps to lower tax rates and broaden bases. The corporate
income tax rate was cut from 35 percent to 30 percent (and a lower rate was
introduced for small businesses), a capital gains tax was introduced, and the
personal income tax was switched to a worldwide income basis. Sizable per-
sonal income tax relief was provided through reduction of tax rates and
adjustment of brackets and thresholds. Further improvements in expendi-
ture management came with implementation of the Public Finance 
Management Act (1999), which provided for more timely financial informa-
tion, improved internal control, and introduction of independent audit. An
annual expenditure survey was initiated to develop performance indicators
for strategic planning.

Additional resources were directed to social needs and capital invest-
ment in 2003/04, and the deficit increased from 1.1 percent to 2.4 percent
of GDP. A further easing was planned in 2004/05 to 3.1 percent of GDP.
Major expenditure initiatives include the public provision of anti-retrovi-
ral HIV/AIDS drugs, a further extension of targeted child support grants,
and additional outlays on the Black Economic Empowerment program,
land reform, policing, and provision of free basic utilities to poor house-
holds. The further fiscal easing was expected to lead to a modest increase in
the public debt ratio, which has been on the decline since 1998. The revised
fiscal stance was well received by financial markets and the business com-
munity, reflecting the widely accepted need to step up efforts to address
South Africa’s critical social problems and the strength and credibility of
the country’s fiscal policy institutions.

Assessing Fiscal Adjustment in South Africa

Cyclically Adjusted Estimates

The estimation of trend output growth, described in Chapter 2, provides
a basis for distinguishing how much of the fiscal adjustment evident over the
past ten years reflected business cycle and growth developments as opposed
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to discretionary policy changes. As described in Box 6.1 and Table 6.3, trend
output is used to calculate fiscal stance and fiscal impulse indicators, based
on a year when the South African economy was operating near its potential.
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Box 6.1. Fiscal Indicators

The fiscal stance provides an indication of how the fiscal position in any year
relates to that of a base year, when the economy was considered to be operat-
ing at its potential level. Deviations from the base year position provide an
indication of the extent of cyclical developments as opposed to discretionary
fiscal policies. The fiscal impulse is calculated as the annual change in the fiscal
stance and gives a sense of whether policies are expansionary or contractionary
(see Heller, Hass, and Mansur (1986) and Chand (1993) for further discus-
sion). “Neutral” revenues and noninterest expenditures were calculated as the
annual amounts needed to maintain revenues and expenditures at their 1998
base year levels, relative to trend GDP. Neutral revenues were estimated by
assuming that revenues grow at the same rate as actual GDP, while neutral
noninterest expenditures were assumed to grow at the same rate as trend out-
put. The fiscal stance is the difference between the neutral primary balance and
the actual primary balance. When the actual primary balance in a given year is
greater than the neutral primary balance, the fiscal stance is negative, indicat-
ing a discretionary tightening. A tightening (or loosening) of policies may be
ascribed to revenue or expenditure measures by comparing actual revenues
and expenditures with the neutral figures.

An alternative approach to distinguishing cyclical from discretionary fiscal
developments is through estimation of the structural balance. The structural
balance provides an indication of where the fiscal position would be in a given
year, if the economy had been operating at trend output, and does not depend
on the designation of a base year. Revenues and expenditures are assumed to
have a structural component, reflecting economic performance at trend levels,
and a cyclical component, reflecting the actual position relative to trend (see
Chalk (2002), for more details). For the calculations presented here, two sim-
plifying assumptions were made. First, as the size of government in South
Africa is relatively small, and income-related expenditures, such as unemploy-
ment benefits are limited, the structural balance estimates assume that expen-
ditures are largely independent of cyclical developments. Expenditures on
unemployment insurance have amounted to approximately 0.3 percent of
GDP a year in recent years, and the unemployment insurance fund has consis-
tently run a surplus, in spite of variations of trend output and employment.
Social transfers have increased in recent years, but serve as a long-term inter-
vention, rather than as a form of short-term income support. Second, all rev-
enues are assumed to have the same cyclical component and elasticity with
respect to output. Three sets of structural balance indicators were calculated,
based on revenue elasticities of 1.0, 1.35, and 1.7.



A plausible base year, arguably, is 1998, as real GDP was close to its estimated
trend level in that year, while inflation was moderate and capacity utilization
near its long-run average. Moreover, by 1998, a number of key structural fis-
cal reforms had been implemented, most notably the establishment of SARS
and the strengthening of provincial expenditure management.

The fiscal stance and fiscal impulse indicators confirm that a progressive,
discretionary tightening in policy occurred during 1992/93–1999/2000
(Table 6.2).9 The fiscal stance was strongly positive in 1992/93, but was pro-
gressively reduced through 1999/00. The fiscal impulse, which is the change
in the fiscal stance, was strongly negative in 1993/94, reflecting expenditure
cuts and again in 1998/99, reflecting a balance of revenue gains and spend-
ing cuts. As noted earlier, improvements in the operations of SARS and a
decisive strengthening of provincial expenditure management were key pol-
icy initiatives undertaken that year.

The results also confirm that there was a discretionary increase in expen-
ditures in 2001/02–2003/04, as the government stepped up social and invest-
ment spending. A sizable increase of revenues, mainly from the mining
sector, limited the fiscal impulse from this additional spending in 2001/02
(Figure 6.2). A comparison of the fiscal impulse and the output gap—the
difference between actual and potential output—indicates that policies have
become more calibrated to cyclical developments since 1999/2000 (Figure
6.3). In the initial years of the post-apartheid period, both the fiscal impulse
and output gap were negative, indicating pro-cyclical fiscal contraction. Esti-
mates of the structural balance confirm the pattern of discretionary tighten-
ing in 1992/93–1999/2000 and the increasingly pronounced loosening in
recent years (Figure 6.4). A comparison of the estimated extent of discre-
tionary fiscal policy changes with the output gap indicates that fiscal policy
aimed mainly at consolidation, rather than aggregate demand management,
over most of the decade (Figure 6.5).10 During 2000–03, however, fiscal pol-
icy provided a stimulus in three out of four years.

Deviations from Budget Targets

A further consideration for assessing the effectiveness of fiscal policy is the
extent to which budgetary outcomes differ from intended objectives. In the
initial post-apartheid period, successive annual budgets targeted deficit
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9A possible exception was 1996/97, when actual growth was well above trend, and expen-
ditures provided a boost.

10The observations in the lower left quadrant of Figure 6.5 indicate discretionary fiscal
tightening in the presence of below-trend economic performance.
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reduction, and these objectives were largely met, although there was a period
of underspending at the provincial level, followed by subsequent overspend-
ing by some provincial administrations. During 1999/2000–2002/03, how-
ever, successive annual budgets targeted an easing of 0.5 percent to 1.0
percent of GDP, but outturns deviated significantly from plans (Table 6.4).
In each year, the primary balance was consistently stronger than projected, by
between 0.5 percent and 1 percent of GDP.11

The deviations appear to have reflected consistently higher-than-pro-
jected nominal GDP. Output growth was generally overstated in the budget,
while inflation was underestimated. When inflation exceeded expectations,
nominal expenditures were not fully adjusted in midyear revisions, likely
reflecting concerns with absorptive capacity. Gains from improved tax
administration also proved difficult to forecast, as SARS strengthened cover-
age and compliance in key sectors, particularly mining and financial services.
Corporate tax revenues increased significantly in 1999–2002, outstripping
budget projections.
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Figure 6.2.  Fiscal Stance1

(In percent of GDP)

Overall fiscal stance

11For the period as a whole, the primary surplus was reduced by 0.4 percent of GDP.



Macroeconomic Performance

The post-apartheid fiscal consolidation was associated with improved
macroeconomic performance in South Africa. As discussed in Chapter 2,
growth performance strengthened substantially over the decade, with the
average annual growth rate rising from 0.6 percent during 1985–93 to 2.8
percent during 1994–2003. Higher growth rates reflected gains in total fac-
tor productivity, owing in turn to greater trade openness and private sector
participation. These improvements were supported by fiscal policy, which
emphasized a competitive and efficient tax burden, tight control over the
wage bill, the elimination of subsidies and transfers to industry, well-tar-
geted infrastructure investments, and privatization.12 As described in
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Figure 6.3.  Output Gap and Fiscal Impulse

12The National Treasury’s Budget Review 2003 has estimated fiscal multipliers, in order to
measure the impact of policy changes on output. Increased civil service employment was
found to have a positive multiplier of 1.2 in the short run, but a negative impact in the long
run (–0.02). Increases in civil service wages have a short term multiplier of 0.4, but a long
term multiplier of –0.15. For public investment, a multiplier of 0.9 was estimated for the
short term, while capital spending was found to have a very strong impact in the long term,
with a multiplier of 1.6.



Chapter 13, fiscal adjustment also contributed to a decline in interest
spreads.

Fiscal consolidation appears to have also been associated with lower
inflation in South Africa over the past decade, although as discussed in
Chapter 12, no stable, long-run relationship between the fiscal balance and
inflation (or money growth) has been observed. As discussed in Chapter 9,
however, a correlation of the fiscal balance and the real effective exchange
rate (REER) has been established, with the REER depreciating by 2 percent
for each improvement of the fiscal balance by 1 percentage point of GDP,
probably through the subsequent reduction in the price of nontradables.
Finally, the strengthening of the fiscal balance appears to have prevented a
more pronounced decline in national savings over the decade (Chapter 3).

Fiscal Policy and Social Indicators

The post-apartheid government inherited a legacy of bias and fragmen-
tation in the provision of health, education, and infrastructure services and
deep inequality in wealth and income among population groups. Over the
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past decade, deficit reduction has been accompanied by a reorientation of
spending from defense, administration, and industry subsidies toward
poverty reduction and other social priorities, including crime prevention
(see Table 6.1). A key initiative was the introduction of means-tested child
support grants in 1998, and more recently, the extension of eligibility for
the grants to older children. As of 2003, 2.5 million children were receiving
the grants, compared with 400,000 who received the previous state main-
tenance grant.13 Expenditures in such areas as health and education have
also increasingly targeted nonwage inputs, including textbooks, laboratory
materials, and maintenance, in order to improve the overall quality of
spending. In response to a sizable outflow of skilled medical personnel,
particularly from rural areas, the government has introduced special
allowances for skilled staff, while continuing efforts to limit the overall
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13Two million elderly South Africans received targeted old age grants in 2003, 300,000
more than in 1998, and 900,000 people received disability grants, 35 percent more than in
1998.
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wage bill.14 Capital spending has focused on improving the provision of
basic utility services to schools and clinics, and 56,000 new classrooms and
700 new clinics were built during 1994–2003.15 In addition, since the end
of apartheid, 1.6 million housing units have been constructed for low-
income families, over 3.5 million houses were electrified, and potable water
supply and basic sanitation services were provided to 9 million and 6.4 mil-
lion people, respectively.16 Still, as much as one-third of the population
continues to live in substandard, informal dwellings, due to the large initial
backlog, population growth, and migration to urban areas.17

The reorientation of spending has contributed to improved social devel-
opment indicators in a range of areas, particularly relating to access to ser-
vices and education (Table 6.5). Progress has also been made toward meeting
some of the Millennium Development Goals (MDGs) that were agreed by
world leaders in September 2000 (Table 6.6). The MDGs, which are intended
to be attained by 2015, include (1) eradication of extreme poverty and
hunger; (2) achievement of universal primary education; (3) promotion of
gender equality and empowerment of women; (4) reduction of child mor-
tality; (5) improvement of maternal health; (6) combating HIV/AIDS,
malaria, and other diseases; (7) ensuring environmental sustainability; and
(8) development of a global partnership for development.

While progress has been achieved in some areas, HIV/AIDS has severely
strained the health system and contributed to a decline in a range of health
indicators, notably maternal mortality and life expectancy.18 The decline in
life expectancy has contributed to a decline since 1995 in the Human
Development Index (HDI), as calculated by the United Nations Develop-
ment Program (UNDP). This has occurred in spite of improvements in
two other components of the HDI, educational attainment and PPP esti-
mates of GDP per capita. According to United Nations Development Pro-
gram (2003b), the HDI for the black population has increased since 1995,
although it remains significantly lower than the HDI for other population
groups. The government has published alternative estimates for life
expectancy, which indicate a lower figure at the end of the apartheid era
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14A similar initiative is directed at skilled staff in criminal justice.
15According to South Africa Democratic Teachers Union (2000), 55 percent of schools

lacked sanitation facilities in 1996; by 2000, the ratio was 17 percent. Sixty percent of schools
lacked telephones in 1996 compared with 36 percent in 2000. The percentage of schools
lacking electricity service declined from 58 percent in 1996 to 43 percent in 2000.

16See National Treasury’s Budget Review 2004 for more details.
17See United Nations Development Program (2003b) for additional discussion.
18See Chapter 7 for additional discussion of the impact of HIV/AIDS in South Africa.



and, consequently, a less dramatic decline in life expectancy with the
advent of HIV/AIDS. Correspondingly, the government’s estimates for the
HDI show a significant improvement over the post-apartheid period.19
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Table 6.5. Selected Social Indicators

Indicator Year Year

Access to services
Households with access to piped water 1996 81.2 percent 2001 84.5 percent
Households with a telephone (or cellular 

service) 1996 28.8 percent 2001 42.4 percent
Households without sanitation service 1996 12.4 percent 2001 13.6 percent
Households with trash removal (once a week) 1996 52.2 percent 2001 55.4 percent
Households with electricity connections 1996 32 percent 2001 70 percent
Index of access to utility services 

(housing, water and sanitation, electricity 
and telephones) 1995 0.46 2002 0.60

Index of access to basic health and 
education services, environmental quality 1995 0.52 2002 0.67

Index of safety and security (crime,
prosecution) 1995 0.53 2002 0.49

Index of economic participation 
(employment, earnings, poor) 1995 0.63 2002 0.60

Health and education
Infant mortality (per 1,000 live births) 1990 45 2001 56
Under-five mortality (per 1,000 live births) 1990 60 2001 71
Measles immunization (one-year old) 1990 79 percent 2001 72 percent
HIV/AIDS prevalence (adult population) 1990 0.7 percent 2002 26.5 percent
Life expectancy at birth (years)1 1995 65 2001 50.9
Life expectancy at birth (years)2 1995 57 2001 55
UNDP human development index 1990 0.734 2001 0.684
Human development index (using South Africa

Medical Research Council estimate of life 
expectancy) 1995 0.63 2000 0.71

Children reaching grade 5 1990 75 percent 1999 65 percent
Youth literacy rate 1990 88.5 percent 2001 91.5 percent
Adult literacy (percent of population age 

15 and above) 1990 81.2 2001 85.6

Income and poverty
Households living below the poverty line 1995 28 percent 1999 33 percent
Gini coefficient, excluding social transfers 1997 0.68 2000 0.59
Gini coefficient, including social transfers 1997 0.44 2000 0.35
Gini coefficient, nationwide 1995 0.565 2000 0.578

Sources: United Nations Development Program (2003a); Statistics South Africa (1998 and 2004); and
Office of the Presidency (2003).

1United Nations Development Program.
2South Africa Medical Research Council.

19Office of the Presidency (2003).
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Together with rising unemployment, the impact of HIV/AIDS appears
to have contributed to mixed progress in improving poverty and income
distribution indicators over the past decade. United Nations Develop-
ment Program (2003b) reported that the percentage of South Africans
living below the national poverty line decreased from 51.1 percent in
1995 to 48.5 percent in 2002. However, with population growth over the
period, the total number of poor South Africans increased from 20.2 mil-
lion in 1995 to 21.5 million in 2002. As for international poverty indica-
tors, the UNDP reported that the percentage of South Africans living on
$1 a day or less increased from 9.4 percent in 1995 to 10.5 percent in
2002, with a higher incidence of extreme poverty for virtually all popula-
tion groups, family types, and provinces. There was a slight improve-
ment, however, in the poverty ratio based on an indicator of $2 a day. In
1995, 24.2 percent of South Africans lived on $2 a day or less; by 2002, the
figure was 23.8 percent. An improvement was registered among the black
population, with the share of black South Africans living on $2 a day or
less decreasing from 30.4 percent in 1995 to 28.7 percent in 2002. Poverty
indicators worsened for three provinces that experienced significant
inward migration and urbanization, Gauteng, Western Cape, and
KwaZulu-Natal. The UNDP also reported that income distribution has
worsened in South Africa in recent years, as the Gini coefficient increased
during 1995–2001. The UNDP findings on income inequality contrast
with those of the government, which suggest that income distribution has
improved, particularly when social transfers are taken into account.20

In order to target a sustained improvement in social conditions, the
government has announced an increase in expenditures on social security
and welfare from 4.2 percent of GDP in 2003/04 to 4.7 percent in
2006/07. Continuing efforts to upgrade water and sanitation services
should contribute to improved health indicators, particularly for infant
mortality, while the universal provision of anti-retroviral drugs may help
mitigate the worst impact of AIDS. The government has also initiated a
five-year, R 20 billion (0.4 percent of GDP a year) public works program
to provide job training and employment opportunities for one million
unemployed people in labor-intensive projects, involving rural and
municipal road maintenance, water and sewer projects, rehabilitation of
schools and clinics, and social and environmental conservation pro-
grams. Further efforts are needed to strengthen health and education
agencies at the provincial level and to address regional variations in per
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20See Office of the Presidency (2003).



capita social expenditures and service provision. More generally, sus-
tained progress in attaining the MDGs will require improved economic
performance, as discussed in the other chapters of this book.

Looking Forward: Debt Sustainability

The government’s success in consolidating the fiscal position con-
tributed to a reduction of the ratio of public debt to GDP from 48 percent
in 1999 to 37 percent in early 2004.21 External debt has increased moder-
ately in recent years, from less than 2 percent of GDP in 1997 to 6 percent
of GDP at present, reflecting increased international borrowing and a real
depreciation of the rand.22 Debt service expenditures were reduced from
6 percent of GDP in 1998/99 to 4 percent in 2003/04 (Figure 6.6). This
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21Contingent liabilities amount to approximately 11 percent of GDP, including guarantees
and actuarial liabilities for pension and insurance funds.

22The recent appreciation of the rand reduced external public debt from 8 percent of GDP
in 2002.
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released resources for more productive purposes. Efforts to strengthen
debt management targeted consolidation of debt instruments, a lengthen-
ing of maturities, the introduction of inflation-linked bonds across the
yield curve, improved management of interest rate, currency, and credit
risks, and the elimination of the net open forward position (NOFP) of the
Reserve Bank.23

Looking ahead, fiscal adjustment and institution building have estab-
lished a strong basis to address policy challenges over the next decade,
including providing an enhanced response to HIV/AIDS and furthering
the Black Economic Empowerment program and land reform, while
maintaining a competitive tax burden. The policies contained in the 2004
budget and medium-term expenditure framework provided for an
increase of the average annual national-provincial budget deficit to 3 per-
cent of GDP during 2004/05–2006/07, !/2 percentage point higher than the
expected outturn in 2003/04 and 1!/2 percentage points higher than the
average during 2000/01–2002/03. Additional spending will be directed to
targeted social grants, health and education, criminal justice, and infra-
structure, while the revenue to GDP ratio will be kept at just under 25 per-
cent of GDP.

Under the government’s present budgetary framework, together with
additional assumptions described in Box 6.2, South Africa’s public debt
should remain moderate and sustainable over the coming decade, albeit
with some increase in the debt-to-GDP ratio. In particular, the ratio of
public debt to GDP is projected to reverse its declining trend and increase
from 37 percent of GDP in 2002/03 to 41 percent in 2014/15 (Table 6.7).
Stabilizing the public debt ratio at the level projected for the end of
2004/05, 37.8 percent of GDP, would require revenue or expenditure mea-
sures of 0.2–0.3 percent of GDP a year.

Public debt dynamics appear to be manageable under a variety of
short-term shocks. These include lower GDP growth, a temporary weak-
ening of the primary balance, a 30 percent real depreciation of the
exchange rate, and a one-time, 10 percent increase of the debt stock, anal-
ogous to the assumption of outstanding contingent liabilities (Table 6.8).
However, under each of these shocks, the public debt ratio increases over
the projection period, again highlighting the need for policy flexibility
and possible adjustment (Figure 6.7).
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23The NOFP describes the Reserve Bank’s net exposure in foreign exchange, taking into
account off-balance-sheet positions, such as forward sales and purchases of foreign exchange.
From 1985 to May 2003, the NOFP was negative, at times by very large amounts. The NOFP
peaked at negative $23 billion in October 1998. For further details, see Chapter 11.



Conclusions

South Africa’s successful fiscal adjustment over the past decade has
reflected a number of key elements. Although faced at the beginning of the
process with a recession, worsening fiscal conditions, and transition-related
concerns, the public debt stock was low and the financial system relatively
stable. Moreover, the adjustment effort was supported by a consensus
approach to policymaking and the strong political position of the ruling
ANC. The government effectively used medium-term policy frameworks to
guide expectations and gained credibility by setting and achieving ambi-
tious, but feasible, targets often by very comfortable margins. It reacted
quickly to make necessary policy adjustments, such as imposing restraint
on the growth of civil service wages and establishing greater financial dis-
cipline at the provincial level. Independent expert commissions and exter-
nal advice were used effectively to build capable institutions in revenue
administration and expenditure planning and management. Finally,
expenditure restraint and reorientation and improved efficiency of the tax
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Box 6.2. Assumptions for Debt Projections

Debt projections over the next decade are based on a continuation of policies
outlined in the 2004 budget. In particular, total revenues are projected to
remain at just below 25 percent of GDP, in line with the government’s long-
standing policy objective, while expenditures incorporate an increase in alloca-
tions for HIV/AIDS drugs after 2006/07. In line with the government’s
November 2003 plan for enhanced HIV/AIDS treatment, this spending is pro-
jected to add 0.1–0.2 percent of GDP to spending annually in 2007/08–2010/11,
before leveling off as the program is fully implemented. Other noninterest
expenditures are expected to remain constant in percent of GDP at 2006/07 lev-
els. This assumption provides scope for rationalization of spending, for exam-
ple through lower defense spending once planned procurements are complete.
Privatization revenues are assumed to be in line with projections in the 2004
budget through 2006/07 and zero thereafter.

Macroeconomic assumptions are cautious, with a recovery of GDP growth
to 3.2 percent in 2004/05–2005/06 and 3.0 percent thereafter, in line with esti-
mates of potential output. The GDP deflator is assumed to decline gradually to
3!/2 percent a year. Interest rates are also assumed to decline over the medium
term, but to remain at approximately 2!/2 percentage points above the nominal
GDP growth rate through 2008/09, with a margin of 2 percent thereafter. This
assumption is cautious, as the interest rate-nominal GDP growth differential
over the post-apartheid period has been close to 1 percent. The real effective
exchange rate is projected to remain constant.
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system helped foster better overall economic performance, which in turn
helped sustain the difficult process of adjustment.

The government budget is a primary vehicle for addressing South Africa’s
pressing social problems. This has been reflected in additional expenditures
on social grants, health and education, the Black Economic Empowerment
program, and social infrastructure. At the same time, the government rec-
ognizes that a modern and well-maintained economic infrastructure is vital
to raising growth and living standards. While these spending pressures have
led to a recent increase of the budget deficit, the overall fiscal stance remains
consistent with a viable and sustainable debt position. The challenge facing
the government looking forward is to ensure that spending on social needs
remains compatible with macroeconomic stability and growth.
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