
   
VOLUME 2 ISsuE 1 

  
Police Budget 

Increased spending doesn’t 
mean better policing 

The police budget has exceeded the defence budget in recent years. Yet higher 

spending has not resulted in less crime. PETER BATCHELOR examines the 

ongoing obstacles to improved police services. 

HE rising levels of crime and 
violence have led to increased 

pressures from all quarters for 

government to allocate more 

resources to the police. But 

will allocating more money to the police 

budget solve the problem which represents 

one of the greatest threats to our new 

democracy? 

The police budget has grown more than 

twice as fast as the rest of the national bud- 
get since 1984, and in 1995 accounted for 

7.5% of the national budget and 2.3% of 
GDP. During the same period the South 

African police increased from 47 000 in 
1984 to 115 000 before the elections in 
April 1994. The new South African Police 

Service (SAPS), which incorporates 30 000 
officials from the former homeland police 

forces, has 145 500 members. 

Table 1 (page 2) provides data on the 
shares of the police and defence budgets in 
the national budget between 1990 and 
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1095. What is evident is that the cuts in 
the defence budget have been used to re- 

allocate resources to the police budget, and 

that the police budget now accounts for a 

larger share of the national budget than the 

defence budget. This seems appropriate 

given the absence of a clearly identifiable 

external military threat and the increasing 

levels of crime and domestic violence since 

1990. 

Last year the SAPS, in a submission to 

the parliamentary committee on safety and 

security, suggested that they could operate 

with less money by improving the manage- 

ment of police services and by the more 
creative use of available resources. The 

1995/96 allocation of R8,851 billion rep- 
resented a nominal increase of 3.4% over 

the 1994/95 allocation. 
In the past few years the police has been 

one of the few government departments 

which has regularly underspent on its bud- 

getary allocation. This was related to prob- 

Reprioritisation: 

Government faces 
tough choices. 
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lems in recruiting personnel to fill autho- 

rised posts, and an inability to use 

resources efficiently and effectively. 

The structure of the police budget for 

1995796 is dominated by personnel 

expenditure, which accounts for 74% of 

the total, with 7% allocated for capital 

spending, and 19% for operating expenses 

(See table 2, page 2). In terms of the vari- 
ous programmes of the budget, the visible 

policing programme accounted for the 

largest share of the budget (47%), followed 

by auxiliary and associated services (21%) 

and crime combating and investigation 

(20%) (See table 3, page 2). 

Despite the increases in the police bud- 

get and the size of the SAPS, crime levels 

have continued to rise, pointing to the fact 

that throwing more money at the police 

will not necessarily solve South Africa’s 

crime problems. 
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THIS and the next issue of Budget 

Watch (Budget Watch 6 and 7) will 

focus on the 1996/7 budget which is to 
be presented by the Minister of Finance 

in parliament on Wednesday, March 13. 

In this issue we present a critical pre- 

- “view of the budget. In each article we 

have asked the author to highlight the 
current major policy issues as well as 

policy options for addressing these in   

Budget preview: 
the 1996/7 budget 

— 

the budget. We concentrate on four 

important expenditure votes (education, 

health, police and housing), revenue 

and an assessment of reprioritisation. 

Our Behind the Facts column is devoted 

to the deficit and its impact on the econ- 

omy. In the next issue of Budget Watch, 

the same authors will critically review 

the budget in the light of their budget 

previews presented in this issue.     
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Ability to deliver 
holds the key 
One of the major lesson of 1995/96 for the Housing Ministry has 

been that delivery in this sector is a slow business and even when 

Vi 

laz"o ums of money are available they cannot be quickly spent. In 

" ‘of the sizeable amount of its budget allocation that remains 

unspent for 1995/96 housing will probably attract a smaller slice of 

theeavdget for 1996/97. MARY TOMLINSON considers the position 

of Bedsing in the national budget. 

WATCHING the Housing Ministry’s bud- 
get proceedings this year will be a bit like 

rereading Cinderella. Last year the minis- 

ter arrived in a gold coach; the next time 

she will be transported in a pumpkin — a 

very real measure of the sector’s success in 

tackling the housing backlog. 

For years, the housing budget has con- 

sistently received one of the lowest budget 

allocations. However, in recent years the 

overall allocation has begun to grow, 

reaching a peak of R2,8 billion in 
1995/96. Knowing that within the South 

African budgetary system the cabinet 

makes the broad, and possibly the most 

important, decisions on how much money 

will go where, one can imagine the rather 

uncomfortable situation the Minister of 

Housing is currently finding herself in by 

having to explain why so little of last 

year’s housing budget has been spent. 

We can’t go into a long explanation as 

to why there has been so little housing 

delivery — suffice it to say that the policy 

has taken longer to formulate and logjams 

have been harder to remove than 

expected. The environment has radically 

altered from a year ago when the sector 

was rewarded with a substantial boost, 

from 1.3% to 2.3% of the budget, towards 

its overall demand*for a 5% slice of the 

budget. In trying to predict what will hap- 

pen this year, one may assume that at best 

the housing sector will keep the same level 

of allocation as last year. More likely, the 

housing budget will be scaled back to 

Education 
spending: Broader 
issues come first. 

reflect the slower-than-expected pace at 

which the ministry has performed. ° 

This is not to say that large-scale home- 

lessness is no longer a national priority. 

But, besides the usual debates around 

tradeoffs — should we put more money 

into housing and less into education — an 

important criterion in this year’s negotia- 

tions will be the ability to actually spend 

the money. What we have seen, at least 

with respect to housing, is that it is far 

more difficult to spend large sums of 

money then to attract large sums of 

money. The lesson being that housing 

products take, at minimum, 18 months 

(and often even longer) to deliver, result- 

ing in enormous amounts of unspent cash 

at the end of the budget year. 

The resultant tying up of large amounts 

of capital waiting to be spent is therefore 

proving to be extremely uneconomic over 

the long term, particularly with the myriad 

of RDP needs. Moreover, this view was 

reflected in the actions of the RDP min- 
istry during October 1995 when Minister 

without Portfolio Jay Naidoo stated that 

the R700 million that had been allocated 

from the RDP fund for housing subsidies 

last year had not been spent and was being 

re-allocated for infrastructural provision. 

It therefore seems appropriate that gov- 

ernment generally, and housing in particu- 

lar, will move towards a cash flow 

budgetary approach in 1996/97, shifting 
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Reprioritisation 

S the big day approaches 

budget predictions abound. 

Unfortunately most budget 

watching focuses on new 

revenue measures that 
have an immediate impact on people’s 

ives. What draws less attention but is 

orobably equally significant for the long- 

erm future of the economy is the overall 

evel of borrowing and changes in the com- 

osition of expenditure. 

The big challenge for the government in 

he 1996/97 budget is to maintain its rep- 

itation for fiscal discipline which means a 

urther reduction in the deficit, while 

lemonstrating that it will be able to deliver 

on pre-election promises. Paradoxically it is 

he latter more than the former that will 

orovide an indication of the government’s 

bility to maintain fiscal discipline over the 

ong term. If the government is unable to 

jeliver within the current fiscal constraints 

hen the pressure to bust the budget con- 

traint may rise inexorably. 

Herein lies the crucial difference 

etween the operation of fiscal policy in 

he new versus the old South Africa: con- 

rolling popular demands for higher spend- 

ng will be considerably more difficult 

inder a fully democratic and decentralised 

ystem of government. Not only can the 

omplaints of those who suffer from cuts 

n government expenditure be heard more 

learly, but the cost of providing even basic 

ervices are markedly higher when the 

ountry is considered as a whole. 

Thus affordable delivery will require 

tronger institutions, better management 

nd a clearly defined sense of what govern- 

nent can do best and what should be left 

o the private sector. 

The evolution of expenditure during 

1095/96 has indicated just how difficult it 

s to control spending under the new dis- 

Controlling spending in an era 
of popular demand 

The government faces tough choices in maintaining fiscal discipline while delivering on its election promises. 

RICHARD KETLEY believes pressure to break budget constraints will rise inexorably unless government is able to meet the demands of 

a population whose voice is more audible than ever before. 

pensation. Although it is likely that the 

final deficit will be in the order of 6% of 

GDP compared to an original target of 

5.8%, this has only been possible because 

of the strong revenue performance in the 
face of considerable expenditure over-runs. 

The new provincial administrations 

have floundered in trying to match newly 

established entitlements around welfare 

and education within their budget alloca- 

tions — not to mention the difficulties of 
trying to forge new unitary structures out 

of the old apartheid bureaucracies. 

The expenditure pressures that emerged 

during 1995/96 also throw light on what 
the government can expect to achieve 

from reprioritisation. Monies allocated to 

the RDP fund, which is intended to accel- 

erate reprioritisation, -trickled out slowly 

(unintentionally aiding the government in 

its efforts to control overall spending). 

Money set aside for the government’s flag- 

ship plan to build one million houses also 

remains largely unspent. 

At the same time provinces found that 

their social spending spiralled dramatically. 

Part of the problem was the over-ambitious 

application of equity-based formulas which 

reallocated money away from the metro- 

politan provinces. These provinces found 

that cutting back expenditure is a slow and 

difficult process. All these devel ents 

reflect reprioritisation of a sort — bit of 

the sort that the government intended. 

In the RDP White Paper the GNU set 

out what has been subsequently viewed as 

its fiscal and expenditure strategy. The main 
features of that document were that govern- 

ment would freeze recurrent spending at 

current levels and increase capital spending, 

within the bounds of an overall fiscal pack- 

age, while expenditure would be refocused 

on infrastructural spending, and integrated 

rural and urban development strategies. 

This has largely failed to materialise. 

Increased social spending pressures 

unless carefully managed will breach the 

constraint on recurrent spending, and at 

the same time crowd out the more ambi- 

tious infrastructural and rural development 

plans. There is clearly a need for the gov- 

ernment to replace the RDP White Paper 

with a more focused strategy that takes full 

cognisance of the cost of delivering on 

many of the new policies and national 

standards that are emerging in the white 

papers produced by spending departments. 

Such vision would need to make use of 

some system of medium-term expenditure 

estimates to ensure that policies are 

aligned with available resources over the 

duration of the programme. But a vision or 

growth strategy that aims for horizontal 

reallocation between departments cannot 

succeed unless accompanied by vertical 

institutional reform. 

Vertical institutional reform has several 

components, all of which change the rela- 

tionship between the spending depart- 

ments, the planning/finance department 

and the legislature. Budgets almost every- 

where are complex and opaque documents 

and trying to push the budget in one direc- 

tion or another inevitably requires consid- 

erable information that is very difficult and 

costly to collect and assess. 

There is invariably an asymmetry 

between the information available to those 

meant to approve budgets and those that 

draw them up. Hence the frustration of 

planning agencies and budget committees 

which try to trim expenditure. The solu- 

tion to this problem that is emerging in 

reforming OECD countries is to try to 
judge departments on what they deliver 

and to allow them considerable freedom in 
choosing what inputs they require in order 

to deliver. 

This simplifies the policy management 

problem by focusing attention on policy 

and delivery issues where planning agents 

and politicians have the informational 

advantage and away from unit costs. How- 

ever changing the focus of the budget from 

inputs to outputs implies a radical change 

in the way that government is organised. 

Optigg the use of inputs means 
allowin, artmental managers consider- 

able flexibility over employment and asset 

management. In South Africa the average 
director-general currently has no control 

over the staff establishment of his or her 

department nor the salaries paid. In such 

an environment there are few incentives to 

deliver, and an infinite range of excuses. 

In many departments there are a grow- 

ing number of vacancies as salaries have 
failed to keep up with the private sector 

and director-generals are unable to alter 

the pay and conditions to attract suitably 

qualified applicants, with delivery suffering 

as a result. 

However before director-generals can be 

given this level of autonomy over their 

budgets, appropriate financial systems need 

to be in place to ensure that autonomy is 

matched by responsibility. 

The systems of financial controls and 

management in many government depart- 
ments have fallen way behind the stan- 

dards demanded by shareholders in the 

private sector. A corollary of this is that in 

many departments budgeting is a sub-func- 

tion of accounting and has little or no rela- 

tionship to policy formulation. 

Implementing these vertical reform 

measures will require vision and leadership 

at both the political and technical level. 

However economic management and 

expertise is currently dispersed between a 
  

Continued on page 5 
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Crime in South Africa is primarily a 

ocio-economic problem, which has been 

xacerbated by the legacy of apartheid and 

ne changes and instability brought about 

y the political transition to democracy. 

herefore the alleviation of poverty, job 

reation, and improved social and eco- 

omic justice are important prerequisites 

r combating crime. 

Given the government’s commitment to 
scal discipline, and the stated goal of 

2ducing the budget deficit, as well as the 

ct that the police have not demonstrated 

n ability to use their resources effectively, 

is unlikely that the police budget will see 

real increase in the 1996/97 budgetary 

llocations. 

There is evidence to suggest that the 

APS needs to concentrate on internal 

eform, service delivery and the effective 

tilisation of existing resources before it 

an contemplate expanding its establish- 

nent. Thus, what is required is more effec- 

ive policing rather than simply more 

olicing. 

There are a number of internal problems 

  

TABLE 1: GOVERNMENT BUDGET: 1990 — 1995 
DEFENCE AND POLICE BUDGETS (%) 
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which continue to limit the ability of the 

SAPS to become a more effective police 

service. The amalgamation of 11 police 

agencies with different rank structures, 

procedures and resources has been particu- 

larly problematic, and has resulted in an 

uneven distribution of resources through- 

  

Mission 

BUDGET Watch is a joint publication of 

he Budget Project, based at the Univer- 

ity of Cape Town, and the Budget Infor- 

mation Service, based at the Idasa Public 

[nformation Centre. 

The national budget is the foremost eco- 

nomic policy instrument in the country. It 

is prepared, during an 18-month cycle, 

largely by the civil service and ratified by 

the cabinet. There is virtually no scope for 

formal civil society input, and public 

debate is usually limited to the six-week 

period immediately surrounding the 

Finance Minister’s budget speech in 

March. Clearly, there is a need for on- 

going public engagement over the entire 

budget process. Critical options have to be 

statement 

debated openly as they evolve by parlia- 
ment and citizens in appropriate forums. 

Budget Watch aims to promote and 
enrich ongoing national dialogue on bud- 
getary issues in South Africa. It is intended 
to provide a critical assessment of policy 
options for those engaged in policy analysis 
and formulation in the public, private and 
NGO sectors. 

If you wish to submit articles, suggest 
issues we should consider or wish to 
receive a copy of Budget Watch please 
contact the editors. ; 
Iraj Abedian, phone (021) 650 2719, 

Jax 650 2854, 

Warren Krafchik, phone (021) 418 3464, 

Jax 25 1042. |   

out the SAPS and between the nine- 

provinces. 

The distribution of police resources still 

reflects the legacy of apartheid in that 

almost 87% of all police stations are 
located in traditionally white areas, with 

the result that the SAPS is unable to 

deliver an effective police service in the 

townships and former homelands. 

The fact that nearly 75% of the police 

budget is spent on personnel costs gives 

the police little flexibility with respect to 

capital spending (more police stations) and 

reallocating resources within the SAPS. 
Systems for the collection and manage- 

ment of crime information are still totally 

inadequate, and severely limit the ability of 

the police to deliver an effective service. 

The fact that most of the police 

resources are tied to personnel costs, and 

that all resources are allocated from Preto- 

ria means that the provinces, and the 

provincial police commissioners and 

MECs, have little control over the allocation 

of resources at a provincial or local level. 

The low levels of pay and the difficult 

and sometimes dangerous working condi- 

tions, have led to significant personnel 

losses and contributed to the demoralisa- 

tion of large sections of the SAPS, thereby 

TABLE 2: POLICE BUDGET 1995/96 
STRUCTURE OF BUDGET (%) . 

Operating Costs 
(18.4%) 

Capital Costs 
(7.3%)    

   

   

     

       

Personnel Costs 
(74.3%) 

Source: Estimates of expenditures, Dept. 

of Finance (1995) 

TAfiLE 3: POLICE BUDGET 1995/96 
PROGRAMMES (%) 

Human 
Resources 
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Source: Estimates of expenditures, Dept. 

of Finance (1995) 

undermining its effectiveness. The ineffi- 

cient use of resources is evidenced by the 

fact that certain “civilian” functions, such 

as the management of logistics, continue to 

be performed by police personnel rather 

than by civilians, who are cheaper because 

they don’t need uniforms, equipment and 

police training. 

The military culture of the old South 

African Police continues to hamper the 
development of a service-oriented, profes- 

sional culture within the SAPS. The fact 

that the defence force continues to act in 

support of the SAPS with respect to border 

control and the maintenance of law and 

order, particularly in KwaZulu/Natal, sym- 

bolises the inability of the SAPS to effec- 

tively carry out its primary functions. 

How can the police become a more 

effective and accessible institution and 

thereby begin to deal with the problems of 

rising crime and violence? 

Internally there are a number of ways in 

which the SAPS can begin to improve the 

management and delivery of its services 

without requiring additional resources. The 

concept of community policing, which 

involves the establishment of Community 

Police Forums (CPFs) at all police stations 

throughout the country, is seen as the 

most appropriate and cost effective method 

for combating crime. Within the frame- 

work of community policing it has been 

suggested that allowing the CPFs to 

become involved in the allocation of 

resources at station level, in consultation 

with station commanders, could improve 

the effectiveness of community policing. 

Another issue which must be urgently 

addressed is the redistribution of police 

resources from traditionally white areas to 
the townships and the former homelands, 

and also the redistribution of national 

police resources to those provinces (eg 

Eastern Cape) which are chronically under- 

funded in terms of their geographic area, 

size of population and levels of crime. 

Ultimately, the ability to provide an 

effective, accessible, professional and cost: 

efficient police service does not depend on 

increasing police numbers or increasing the 

size of the police budget, but rather on the 

more effective use and distribution of exist- 

ing resources and on strengthening the 

relationship between the police and the 

communities they serve. 

  

Peter Batchelor is a Senior Researcher at 

the Centre for Conflict Resolution at the 

University of Cape Town. He is also Co- 

ordinator of the centre’s Project on Peace 

and Security. 
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Richard Simpson 

NY country’s budget must 

be open to careful scrutiny 

and vigorous debate. This 
is especially true of South 

Africa. In the past, the 

budget has been a tool of political oppres- 

sion rather than the means by which the 

government can allow the macroeconomy 

to grow so as to benefit present and future 

generations of South Africans. 

Many economists feel that benefits are 

highest when budget deficits are low. 
Higher budget deficits occur when the 

government is unable or unwilling to con- 
trol spending. This situation is often 

described as loose fiscal policy. But any 

analysis of the budget must take into con- 

sideration the likely monetary policy posi- 

tion of the South African Reserve Bank 
concerning exchange rates, exchange con- 

trols and the money supply. 

Given that the present governor of the 

Reserve Bank nurtures an independent 

and anti-inflation image, monetary policy 

can be described as restrictive. With South 

Africa making greater links to the world 

economy, lax fiscal policy coupled with 

tight monetary policy would cause our 

exchange rates to appreciate. As a result 

South African firms would sell fewer 
goods abroad. 

One obvious trade-off that arises is that 

there would be increased employment by 

government and firms with government 

contracts as the government spends more, 
but these gains would be lost as employ- 

ment fell elsewhere in the economy as 

exporters cut production. Thus the gov- 

ernment’s position as regards the size of 

budget deficit, or fiscal policy, can have 

very important implications for major 

macroeconomic variables. Fiscal policy 

and monetary policy must be looked at 

together. And many economists favour 

low budget deficits together with restric- 
tive monetary policy. 

A higher budget deficit lowers national 

savings available for private investment in 

the macroeconomy. One can think of the 

supply of savings as being smaller at any 

interest rate. The result, as in any market 

supply, is a higher interest rate. A higher 

interest rate, as any businessperson will 

tell you, means less investment. And with 

less investment comes fewer jobs. 

Further, investment includes invest- 

ment in housing and higher interest rates 

will mean fewer houses are built or 

bought. Another trade-off arises. The gov- 

ernment is spending more on housing but 

as interest rates rise the private sector cuts 
back on investment in housing. Greater 
government involvement in the economy 
means less private sector involvement. An 
honest budget from the government must 
attempt to quantify these effects. 

A budget deficit has effects beyond the 
year in which it is implemented. Invest- 
ment, like a deficit, is what economists 
call a flow. Investment adds to the capital 
stock of the nation. This capital stock is 
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important, as it is the means by which 

goods are produced. This process gener- 

ates incomes for people. Lower invest- 

ment means a lower capital stock. A lower 

capital stock will mean less output. As the 

economy’s output is lower so too are 

incomes and thus, in aggregate, less is 

consumed. Individuals in the macroecon- 

omy will be worse off than before. 

And not just this year but in all future 

years. And we have not even considered 

the higher taxes that future generations 

are going to pay to retireJV‘. debt we 

accumulate this year. i 
The budget deficit has implications for 

the trade deficit. If the next budget deficit 
is going to be higher, then aggregate 

demand will rise. Part of this demand will 

spill over into international mgarkets as a 

portion of the rise in demalty? spent on 

imports. The result: the current account of 

the balance of payments will worsen. But 

higher domestic interest rates will encour- 

age capital inflows. These can be used to 

finance the higher imports 

One would expect higher budget 

deficits relative to domestic 

output in lean years. But when 

the macroeconomy improves, 

deficits should be cut back 

significantly. 

Now if the capital flows are large, and 

immediate, and a country has a floating 

exchange rate, then the exchange rate 

should appreciate which would further 

depress net exports. And it can be the case 

that the change in net exports is as large 

as the stimulus from the higher govern- 

ment spending. Accepting for the moment 

that the exchange rate is determined by 

market forces, it all depends on the degree 

of capital mobility. Fiscal policy, expressed 

via a higher deficit, has a greater positive 

impact on the economy the less there is 

capital movement. 

In the South African context, the effects 

of the budget deficit on exchange rates are 

made more complicated as residents are 

subject to foreign exchange controls. How- 
ever, the higher borrowing from abroad 

associated with a higher budget deficit will 
increase the supply of foreign exchange 

and this will result in an appreciation of 

the Rand. Domestic goods will be rela- 

tively dearer and foreign goods cheaper. 

Imports will rise and exports will fall, 

although the strength of this effect is open 

to debate. If it is substantial, it would 

reduce any expansionary effects associated 

with higher government expenditures. 

However capital mobility is likely to 

increase as exchange controls are relaxed. 

Thus, given the above reasoning, higher 

deficits are not going to stimulate the 

economy. In fact, given the good perfor- 

mance of the economy in the past year 

and the high forecasted rate of growth in 

GDP for the coming year, now is the time 

to decrease the deficit and reduce South 

‘Now is the time to 
reduce the deficit’ 

The government’s position as regards the budget deficit can have major 

implications for the macroeconomy. But fiscal policy alone is not a sufficient 

yardstick for evaluating the road ahead for the economy; it needs to be 

considered alongside monetary policy. RICHARD SIMPSON considers some 

issues around the question of the national debt. 

Africa’s massive debt accumulated in more 

profligate years. 

One has to be careful when evaluating 

the size of the budget deficit. The size of 
government purchases is a political deci- 

sion. However, government revenues 
depend in large part on the state of the 

economy. If incomes are rising and inter- 

est rates are low, coupled with high con- 

sumer confidence, then government 

revenue from all taxes is higher. So a bud- 

get deficit could be smaller when the 

economy is doing well due to this revenue 

effect, even if the government spends 

exactly the same amount of money as it 

did in the previous year. Likewise the bud- 

get deficit can be larger, with no change in 

government expenditure, if the macro- 

economy is in recession. The reason: a 

recession means lower income and thus 

lower tax receipts. 

As the budget deficit depends on the 

state of the economy or the business cycle, 

it will be overstated in recessions and 

understated in booms. The budgetary 

process needs to be reformed to reflect the 

true budget deficit, adjusting for the cycli- 

cal variation in national income around its 

secular or long-term trend. In a recession, 

the appropriate budget deficit would be 

the difference between the actual budget 

deficit and the cyclically adjusted deficit. 

This assumes that the only role of the gov- 

ernment is to ease the hardships associ- 

ated with cyclical changes in income. It 

may have other goals and this would raise 

the deficit over and above the amount 

associated with alleviating the recession. A 

transparent budget must make an attempt 

to deal with these separate goals of fiscal 

policy. 

Monetary policy and financing the 

budget deficit 

Crudely, the government has three 

options open to it when financing the 

deficit. It can raise taxes, or it can channel 

public savings to the government by sell- 

ing government bonds, or if there is a 

compliant monetary authority, the money 

supply can be increased. Most budgets 

have some increases in taxes coupled with 

the selling of government bonds. This year 

(1996/7 budget) is unlikely to be any dif- 
ferent, although borrowing from abroad is 
likely to show substantial growth. Another 

way to finance a government deficit is to 

increase the money supply. 

This is also known as printing money. 

However, this can be difficult especially if 

the country has an independent central 

bank. The government needs the co-opera- 

tion of the Reserve Bank in order to 

finance the deficit in this manner. The 

technical aspects of increasing the money 

supply can be complicated, but one 

method is to have the Reserve Bank hold 

government debt in exchange for increas- 

ing the stock of money. 

There is one immediate problem. The 

deficit is a flow. But it is being financed by 
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changing the stock of money. Thus the 

change in the money stock must continue 

to rise if the deficit is maintained in future 

years. However if income does rise with 

the increased government expenditure, 

then as government revenues are directly 

related to income, the deficit can be 

financed from these extra revenues, and 

the money stock increases are no longer 

required. Economists are divided on 

exactly how long it takes for revenues to 

catch up. Many think revenues never 

catch up. 

Also of concern, under the printing 

m?Y @ option, is the effect on interest 
rates. Some would argue that, as there is 
more money in the macroeconomy, inter- 

es—“‘,s would fall. 
(o] ever, government expenditure is 

also rising and this will put upward pres- 

sure on interest rates. So, at least initially, 

it may be that interest rates are fairly con- 

stant. But as the money stock increases get 

smaller and smaller as government rev- 

enue rises, interest rates should fall. This 

effect on interest rates is by no means a 

settled question amongst economists. But 

this is not the only, or the most important, 

effect. If the stock of money changes so 

that the rate of growth of the money sup- 

ply increases, then inflation will result. 

Inflation imposes more costs on the ecour- 

omy than benefits. 

Also, one can be sure that the rate of 

inflation will be higher than the rate of 

increase of the money supply. Any nomi- 

nal interest rate has two components: the 

real interest rate, which need not concern 

us and the expected rate of inflation, 

which always does. Thus if the budget 

deficit is financed by printing money, and 

inflation is expected to rise, which will be 

the case, then interest rates will rise. So 

even though the government can print 

money to finance the deficit it should not. 
If the Reserve Bank can maintain its con- 

stitutional independence, this and future 

budgets will not be financed in this way. 

But we still need to be vigilant to ensure 

that it does not happen. 

Even if the government does not 

finance the deficit by printing money, a 

deficit can still have major implications for 
monetary policy. If the deficit is financed 
through borrowing domestically there will 

be upward pressure on interest rates. Thus 

the Reserve Bank would have to tailor any 

monetary policy action to the new level of 

interest rates implied by the borrowing 

activities of government. This may hinder 

the ability of the Reserve Bank to adapt to 

ever-changing international and domestic 

circumstances. Financing the deficit by 
money creation need not be the only link 

of the deficit to monetary policy. 

Some policy options 

A proper budgetary process must be put 

in place at the provincial level. The 

provinces budgets should have the same 

scrutiny and debate as devoted to the 

  
  

national budget. Mention will most likely 

be made of this in the upcoming budget, 

but the issue will not be dealt with in any 

substantive way this year. Which is a pity, 

as this could be one means of bringing the 

deficit down. 

The budget should provide a much bet- 

ter picture of the nature of expenditure. 

We have heard a great deal about chang- 

ing the priorities of government. Budget 

expenditure patterns should begin to 

reflect these changes. There is always the 

danger that instead of redirecting expendi- 

ture, new priorities could just add to the 

existing level of expenditure. This must 
not happen. An open, honest and democ- 

ratic budget would add to the credibility of 

government. 
The government should encourage pri- 

vate savings. In order to do this, interest 

earned on any saving should receive a low 

or no rate of tax. This allows savings to 

accumulate at a faster rate because of the 

effect of compound interest. There have 

been some indications that the present sys- 

tem is going to be changed so as to tax 

investment income as it accumulates. In 

the South African context, such a change 

cannot be analysed in isolation from the 

distribution of income and wealth. 

Crudely we can think of those house- 
holds with high savings and those with 

low savings: richer and poorer. Typically, 

if one reduces the return to savings, those 

with high incomes will respond by increas- 

ing savings. Those with low incomes and 

facing lower return do two things. First, 

they substitute away from saving: current 

consumption is now relatively cheaper. 

However, with lower returns, the poor are 

even poorer and attempt to restore savings 
to higher levels. So for these households 

the total effect is ambiguous. Taxing the 
return to savings as it accumulates will hurt 

the relatively disadvantaged in South Africa. 
The past year has been one of growth 

in real domestic output. And all indica- 

tions are that higher rates of growth are 
expected in the coming year. It is a mis- 

take to focus on the deficit in one year. 

Economies are dynamic. One would 
expect higher budget deficits relative to 

domestic output in lean years. But when 

the macroeconomy improves, deficits 

should be cut back significantly. 

In other words, the government bor- 

rows in bad years and should attempt to 

reduce debt in good years. All indications 

suggest that the outcome of last year’s 

budget is a deficit above 6% of GDP. This 

is not prudent fiscal policy. Especially as 

all the past accumulated deficits, the debt, 

amounts to nearly 60% of GDP. If the 

March budget has a projected deficit of 5% 

or lower next year, we must see that this 

is indeed brought to fruition. Budgets are 

promises and must be kept. 

Dr Richard Simpson is a lecturer in eco- 

nomics at the University of Natal, 

Pietermaritzburg. 
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Health Budget 

Looking back and 
looking ahead 
The government’s stated aim is the improvement of access to health care services for all. 

BUPENDRA MAKAN, NICOLE VALENTINE and JOSES KIRIGIA consider the health budget for 1995/96 

and highlight challenges for the 1996/97 allocation of resources. 

HE mission of the Depart- 

ment of Health is to promote 

and maintain optimal health 

for all South Africans through 

a balanced health system and 

through the integration of the health sys- 

tem within the broad context of social 
reconstruction and development. The key 

objective of the department is to develop a 

comprehensive primary health care 

approach, guided by the principles of 

equity, affordability, accessibility, effective- 

ness, efficiency and appropriateness. 

The main challenges the 1996/97 bud- 
get addressed are considered below: 

Government budgetary constraints: 

Prior to 1994/95, there was a progressive 

decline in the health budget as a percent- 

age of the total budget from 11% in 
1991/92 to 10.2% in 1994/95 (Table 1). 
However, there was a slight increase in the 

1995/96 budget. The government budget 

for the 1995/96 financial year was R153,1 

billion while the total health budget was 

R15,4 billion (equivalent to 12.4% of total 

non-interest expenditure). 

ABLE -1: THE 1995/96 HEZ 

    
  

  

GOVERNMENT BUDGE 

Financial Year Percentage of Total 
Government Budget 

199 11.0 

    

1993/94 10.6 

  

1995/96 12.4 

*Source: South Africa (1995), Budget Review: 
15 March 1995, Cape Town:Department of 

Finance. 

[t is unlikely that increases of this nature 

will continue given the increasing rate of 

population growth, limited tax base and 

obligations to service the government debt. 

Health sector cost escalation: The 

South African health sector, like other 

countries, is experiencing cost escalation 

due to increases in the price of inputs. This 

problem is magnified in South Africa by 

the legacy of salary disparities within the 

public health sector which need to be 

addressed. 

Policy of increasing accountability: 

In order to maximize the efficient use of 
resources, the department stresses the 
need for the decentralisation of resource 
allocation to the provinces. An indicator of 
the government’s commitment to this pol- 
icy is the observed reduction in the budget 
for the national health department. The 

budget allocated to the national health 

department decreased from R1,6 billion to 
R1,2 billion between the 1994/95 and the 

1995/96 financial years.This represents a 

nominal decrease of 24%. 

Geographical maldistribution of 

health care resources: Historically, per 

capita public sector health care expendi- 

ture has been significantly higher in the 

former provincial administrations than in 

the former homelands. Even with the rein- 

corporation of the homelands into the nine 

provinces, significant provincial disparities 

in the distribution of health care resources 

remain. 

The per capita health care expenditure 

in Table 2 illustrates the large disparity 

between provincial budgets.The Western 

Cape (R513 per capita) and Gauteng 

(R458 per capita) have a disproportionately 

higher per capita expenditure than 

Mpumalanga (Eastern Transvaal). Unfortu- 

  

  

Bupendra Makan 

  

Who benéefits? ... A key budgetary principle should be to promote primary health ‘ 2 services. 

nately, historical data is not available as the 

1995/96 budget was the first to be struc- 

tured around the new provinces. 

Resource allocation formula: The 

geographical reallocation of resources will 

be affected through the use of a new 

resource allocation formula that will 

change the way in which budgets are allo- 

cated to provinces. 

Distribution between levels of care: 

Table 3 is based on estimates from the 

revised provincial and national budgets. 

This table reflects a dual imbalance: firstly, 

between levels of hospital care, and sec- 

ondly, between hospital and primary level 

care. The total amount allocated to general 

hospital care represents 62% of the total 
revised health care budget compared with 

approximately 19% allocated to primary 

health care. The remaining 19% is allo- 
cated to specialist psychiatric hospitals, TB 

hospitals, emergency services and adminis- 

tration. 

In spite of the fact that only 19% of the 

budget is allocated to primary level care, it 

represents an improvement over alloca- 

tions made in previous years and has 

increased from 11% made in the 1992/93 

financial year. 

The cost of salary equalisation in 

the public health sector: It is estimated 

that the cost of equalisation of health per- 

sonnel remuneration, by adjusting to the 

highest current salary levels within the 

public service, will exceed R1,3 billion. 

This will have a significant impact on the 

health budget. 

Major policy options 

Strengthening of primary level 

health care (PHC) services: The primary 
health care approach encompasses making 

available a comprehensive package of PHC 

services, including district hospital ser- 
vices, environmental health services, and 

other preventive, promotive and monitor- 

ing services, and comprehensive personal 

ambulatory services, including access to 

essential medicines for PHC. Given depart- 

mental objectives there should be a clear 

increase in the amount allocated to PHC 

over time. 

Redistribution of resources from the 

WAN:1 8 B s (e VA 1\ (e AN B8 :1V] o Y] =3 ol od = (el =\ X 
OF THE OVERALL HEALTH BUDGET ! 

Province 1995/96 

(R’000) 

Eastern Cape 174 201 

Northern Cape 
Western Cape 178988117 

KwaZulu/Natal 2,907,739 
Free State 1,060,189 
‘Mpumdlanga RATon 
Northern Province 1,1444,376 

North West e 
chfeng 3,241,925 

Subtotal 14,306,569 

iNational S o LIS 
Total s 15,437 672 

B 

1995/96 Per Capita 
Public Sector Health Care 

Expenditure (Rands) 

Percentage 
of Total 

301 ‘ 

SIS 

383 
R 

271 

458 

    
*Source: South Africa (1995), Budget Review: 15 March 1995, Cape Town:Department of Finance. 

        

hospital sector to the PHC sector: 

Departmental objectives should also 

require a clear shift of resources from the 

tertiary hospital sector to the primary 

health care sector. The current primary 

allocation of only 19% of the total health 

care budget is not consistent with the 

stated objective of the department. 

Redistribution of resources from 

over-resourced to under-resourced 

provinces: The budget should reflect an 

increase in the allocation of resources to 

address the geographical resource maldis- 

tribution. For example, the current budget 

to the Eastern Cape of R2 billion is similar 
to the R1,9 billion allocated to the Western 

Cape in spite of the Eastern Cape’s larger 
population and historical neglect in the 

provision of health services. 

Alternative sources of finance to 

expand the revenue base: In the light of 

the increasing public sector health care 

responsibilities, there is a need to broaden 

the revenue base of the health sector. 

In addition to general tax revenue, other 
potential sources of revenue include: user 

fees and other cost recovery measures,ded- 

Nicole Valentine 
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Joses Kirigia 

icated payroll taxes, private provider licens- 

ing fees, user fees/levies on medical insur- 
ance contributions, restructuring of tax 

concessions/subsidies on medical scheme 

contributions and dedicated tobacco and 

alcohol excise taxes. 

A point to consider is that the increase 

in taxes without them being dedicated to 

the health sector does not ameliorate the 

financing constraints. 

Reviewing the public/private mix: 

There is potential for the government to 

play an active role in co-ordinating the pro- 

vision of health services between the public 

and private health sectors. The reorganisa- 

tion of the public health sector should con- 

sider the private health care providers’ role 

in health care provision and financing. 

Strengthening of management 
capacity and efficiency in the health 

system: The implementation of user fee 

systems and other cost recovery pro- 

grammes, rationalisation (of specialists 

units and between levels of care) and 

improved management in lieu of adminis- 

tration of public health services will also 

improve the public health system. 

Looking forward 

The1996/97 health budget 
In order to reflect the government’s 

stated commitment to improving the 

access of the majority of the population to 

health care services, we would expect the 

1996/97 health budget to reflect: 
e an increase in the allocation to primary. 

health care services; 

e a relative redistribution of resources from 

the hospital sector to the primary health 

care sector; 
o redistribution from over-resourced to 

under-resourced provinces; 

o rationalisation of certain specialist units; 

e the consideration of alternative sources 

of health care financing; 

e a review of the role of the private sector 

in health care provision and financing; 

and 

o the implementation of efficiency 

improvement mechanisms. 

A review of the 1996/97 budget will pro- 

vide an indication of the extent of the gov- 

ernment’s commitment to addressing the 

inadequate access to health care services 

which affects the majority of the population. 

  

Bupendra Makan, Nicole Valentine and 

Joses Kirigia work at the Health Economics 

Unit of the Department of Community 

Health, University of Cape Town 

TABLE 3: CONSOLIDATED REVISED PROVINCIAL AND NATIONAL BUDGET 

Institutional Categories 

Nurse Tra|n|ng 

Specu::hst Psychlofnc Hosp!fc|s 

B Hospitals 
”Emergency Serwces 

* Administration 

Total 

    

475 689 

16 123, 865 

Total Percentage of Total 

R’000 % 

170, 459 1.06 

598,417 371 

    

£ 100.00 

Van den Heever, A (1996): Work-in-Progress on resource utilisation formula for South Africa, 

Johannesburg: Centre for Health Policy. 
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Education Budget 

Budget Waich 5 

Higher funding: A knee-jerk response? 

  

Servaas 
van der Berg 

IKE all ministers, Education 

Minister Sibusiso Bengu 

wants more money for his 

portfolio. He uses 1995’s 
abysmal matriculation results 

as evidence that educational funding is 

inadequate. As the pass rate was particu- 

larly low in more poorly funded provinces, 

he jumped to the conclusion that poor 

provinces require more money to improve 

results and indicated that he would request 

much more funding for school education. 

But is it desirable that more funds be 
voted for education? Was the minister’s 

response to ask for more money not just a 

knee-jerk one? Many observers do not 

believe education should receive much 

more funding in the present circumstances. 

Although there was a slight decline in edu- 

cational spending as a percentage of GDP 

last year, the general trend in the past 

decade has been upwards, and this cannot 

continue indefinitely. 

South Africa already spends a greater 

proportion of her national product on edu- 

cation than most countries in the world: 

seven cents in every Rand that South 

Africans produce go to education, by far 

the most costly social programme. In fact, 

the state spends more money on education 

than on health, housing and welfare 
together. The more poorly funded 

provinces with the lowest pass rates also 

have the largest homeland legacy, and in 

these provinces there is a great deal wrong 

with education. Underfunding is just one 

of the problems. 

Until the funds spent on education are 

better distributed and utilised, additional 

funds may contribute little to improving 

the quality of education. As Andrew Don- 

aldson once observed: “Good primary 
school teachers cannot be conjured up by 

new Estimates of Expenditure.” 
The budget will tell how the Minister of 

Finance and the cabinet responded to the 
pleas for more funds for education. Let us 

hope that the budget does not increase 

funding for education inordinately. The 

first priority should be to get the structures, 
administration and teachers working. Only 

thereafter could additional funds be use- 

fully deployed. 
In the light of the financial costs of edu- 

cation and the expressed need for greater 
funding to appoint more teachers and build 

The budget allocation for education will show 

whether the Minister of Finance and the cabinet 

share the view of Minister of Education Sibusiso 

Bengu that poor pupil performances must be 

addressed by greater funding for schools. 

SERVAAS VAN DER BERG argues that this may 

be just a knee-jerk response and other issues 

must be addressed before inordinate increases 

in spending are approved. 

more schools, we should also be wary of 

large teacher salary rises. Almost three- 
quarters of the budget for school education 

goes to paying teacher salaries. Salary 

increases raise the cost of providing educa- 

tion without improving the quality of 

teaching in any major way. In the present 
situation, where there is an oversupply of 

teachers at schools, it makes little eco- 

nomic sense to increase their salaries much 

more than inflation. So salary increases of 

10% or more would be excessive and 

would seriously erode the real purchasing 

power (in terms of teachers) of public 

money and the future capacity to deliver 

education within a given budget. 

Education is a provincial responsibility, 

at least at school level. The provisional allo- 

cation of educational transfers from central 

to provincial government is shown in the 

central budget, although provi have 

some scope to reallocate such ferred 

funds. In education — as in the other major 

social spending categories, health and wel- 

fare — provincial inequalities largely derive 

from apartheid-based racial inequalities. 

Redistribution across provinces isggssential 

for greater educational equity? ently 

the intention seems to be to fund all 

provinces equally within five years. 

As the graph below shows, the 

provinces with above-average financial 

resources per pupil are mainly those where 

the voters of the three-chamber parliament 

were numerically important (especially the 

Western and Northern Cape). These 
provinces have to scale down the cost of 

education per pupil considerably. This can- 

not but require that some teachers lose 

their jobs, despite the assurances to the 

contrary of President Mandela. 

The Financial and Fiscal Commission 
has put forward proposals on the allocation 

of funds between the provinces, but this 

commission may be a toothless tiger: its 

recommendations have thus far been 

largely ignored and the formulas for redis- 

tribution between provinces determined by 

ministers and MECs. So only the budget 

will tell how much inter-provincial redistri- 

bution there will be. 

Based on the Financial and Fiscal Com- 
mission’s pupil numbers, the table below 

sets out transfers required for immediate 

parity in per pupil spending levels between 

provinces. The Western Cape would have 

  

  
Hold back funds? ... Improved education needs a shift in priorities. 

to make by far the biggest absolute cut- 

back: it would receive R1 billion less under 

parity than budgeted this year, implying a 

reduction of one-third in its educational 

resources. To reach per capita parity in five 

years would require that the Western Cape 

receive significantly less funding this year 

than last, implying a sharp real decline. If 
fiscal cutbacks in the Western and the 

Northern Cape are substantial, expect 
major cutbacks in teachers also to occur 

there. This should be reflected in a similar 

decline in teacher numbers (figures of up 

to 6 000 have been mentioned for the 
Western Cape by June this year). But the 

Western Cape response to fiscal crisis 

appears to be similar to the brinkmanship 

Transkei made famous. 

This year the Western Cape will mas- 
sively overspend on education through 

postponing restructuring and the dismissal 

of teachers, which places pressure on the 

central government to make financial 

resources available to it. But despite all the 

posturing, the provinces would be relieved 

just to have greater certainty on future 

provincial allocations. The absence of clear 

policy on resource allocation at central gov- 

ernment level has made provincial educa- 

tional planning very difficult. The budget, 

unfortunately, will not yet bring that clar- 

ity. 
In the poorer provinces that Mr Bengu 

wants to help, on the other hand, addi- 

tional funds may contribute very little. 

There the issue is availability of real 

resources of teachers, schools and books, 

and the administrative capacity to ensure 

that these resources are effectively 

deployed. Too rapid increases in spending 

may Qbe desirable, for the absorptive 
capaci®of educational institutions of addi- 

tional funds is limited. Steady but incre- 

men.ange needs to be the motto. 
In thwest, for instance, about one- 

sixth more resources would become avail- 

able per pupil in the next five years, but 
while pupil numbers are still rapidly 

expanding, there is no guarantee that the 

additional teachers will be available to 

increase capacity so rapidly. A 6% plus 
growth rate in the number of teachers 

seems unachievable. 

Rumour has it that the shifts away from 

funding universities will slow this year. 

The universities, to be sure, are financially 

troubled, largely because state funding cut- 

backs are occurring at the same time as the 

intake of students from poorer communi- 

ties has risen sharply, increasing opposition 

to higher fees. For the universities the 

important trade-offs between considera- 

tions of quality versus access are still not 

treated systematically in a coherent govern- 

ment funding policy. In the absence of 
such a policy, financial planning has largely 

made way for crystal ball gazing and short- 

termism at the universities 

Important decisions also need to be 

made on the allocation of funds amongst 

tertiary institutions. The role of educational 
colleges needs to be reconsidered now that 
universities provide more future teachers 

and the demand for teachers is no longer 
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TABLE 1: CENTRAL-PROVINCIAL TRANSFERS 

GRAPH: PROVINCIAL EDUCATION ALLOCATIONS PER PUPIL, 1995/6 ; AND PARITY REQUIREMENTS 
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Province Budgeted transfers 
1995/96 

Free State R1 961m 

Gauteng R4 524m 

Mpumalanga R1 772m 
KwaZulu/Natal R5 372m 

Eastern Cape R4 497m 

Western Cape R3 115m 

Northwest R1 896m 
Northern Cape R691m 

‘Northern Province R3 613m 

Total Provinces R27 440m 

National standards Additional 
grant* 1995/96 requirement 

R1 589m - R372m 

R3 979m - R545m 

R1 752m -R21m 

R5921m R549m 

R4 622m R125m 

R2 068m _-R1 048m 

R2 207m R310m 

R428m - R262m 

R4 045m R432m 

R26 608m -R833m 

* The Financial and Fiscal Commission’s national standards grant is approxin?atel){ equal to the 

national average expenditure per pupil multiplied by the number of pupils in a province, Le. the expen- 

diture if expenditure parity were to apply. 
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everywhere expanding as much as in the 

past. Though it has become conventional 

wisdom to argue that we require more 

technical education, it is not clear that the 

technikons and technical colleges are ade- 

quately meeting needs and providing qual- 

ity education. 

Last year, budgeted central government 

funding of technikons went up by a mas- 

sive 25%, while universities received only 
10% more (approximately the inflation 
rate). This year’s budget may show 

whether that shift is part of a longer-term 

pattern and in the debates around the bud- 

get it may also become clearer what, if any, 

long-term direction has been decided upon. 

Servaas van der Berg is a professor in the 

economics department at Stellenbosch 

University. 

  

Controlling 
spending in era 
of popular 
demand 

Continued from page 2 
  

wide range of institutions and depart- 

ments. It must be a matter of top priority 

for the political leadership to develop a 

technical capacity to oversee both the hori- 

zontal and vertical transformation of the 

budget. But this will again involve hard 

choices and placing a commitment to 

delivery and technical expertise above 

institutional and past political rivalry. 

Where does this leave the government? 

As usual, facing hard decisions. The gov- 
ernment needs to decide on its expendi- 

ture priorities and empower those charged 

to deliver while guaranteeing them ade- 

quate funds. 

This involves careful planning, single- 

track  budgeting, strong financial manage- 

ment and civil service reform. 

In the next budget, serious budget 

watchers should keep an eye less on 

whether VAT is increased than on search- 

ing to see if the budget shows any evi- 
dence that the government is facing up to 

the challenges ahead. 

  

Richard Ketley is Mission Economist for 

the World Bank, based in Johannesburg.
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Raking in revenue 

UDGETS, like political par- 

ties” policies, tend to be a 

reflection of what is possible, 

both politically and economi- 

cally. Dealing from a position 

of strength, bold and imaginative steps may 

be possible but dealing from a position of 

weakness, or at least uncertainty, limits the 

choice of possibilities. 

In South Africa, the GNU is clearly deal- 

ing from a position of political strength but 

economically there is a great degree of 

fragility and uncertainty. Proponents of 

simple flat-rate taxes such as are currently 

receiving a surge of attention in the United 

States, are therefore extremely unlikely to 

be seriously listened to in South Africa. 

Quite apart from their regressive nature 

(and VAT faces enough difficulty from that) 

such systems are untried and their true 

revenue-gathering power is a matter of 

great uncertainty if, apart from uncertainty 

about the rate to be applied, there is a sig- 

nificant simplification as regards the 

income to which the single rate is applied. 

So incremental change which avoids 
throwing the baby out with the bathwater 

is undoubtedly the path that South African 

budgets will follow for the foreseeable 

future. This, too, is the route recom- 

mended by the Katz Commission. 

Goals & constraints 

What, then, are the fiscal or structural 

issues pushing the March 1996 budget one 

way or the other, and what are the factors 

constraining or encouraging government in 

following these courses? In this, of course, 

[ am looking only at the revenue side of 

the budget and assuming firstly that total 

government expenditure does not exceed 

last year’s proportion of GDP (30,6%) and, 

furthermore, that the deficit before borrow- 

ing will be reduced below last year’s target 

of 5,8% of GDP. 

Corporate tax 

The last two budget speeches have 

made it clear that government recognises 

that South Africa’s corporate tax rate does 

not encourage foreign investment. It is true 

that other factors — particularly political sta- 

bility and labour productivity — are more 

important than tax rates to a foreign 

nvestor but taxation remains an important 

criterion and is one of the earliest factors 

taken into account in considering an 

nvestment decision. It seems likely that a 

reduction in corporate rates will take the 

orm of a reduction in secondary tax on 

companies (STC) to around 10%, leaving a 

combined rate of company tax and STC 

amounting to about 40%. 

The Katz Commission’s recommenda- 

tion of a reduction in STC to 15% is not 
sufficiently bold. Interestingly, when the 

rate of the STC was increased from its orig- 

inal 15% to its current 25%, collections of 

STC apparently reduced from a forecast of 
R1,8 billion to about R1 billion in the cur- 
rent year, primarily as a result of the conse- 
quent inclination of companies to declare 
dividends by way of the issue of capitalisa- 
tion shares, which avoids the STC liability. 

It seems reasonable to suggest, there- 
fore, that if the rate is now reduced — to 
say 10% — collections will recover and pos- 
sibly increase to, say, R2 billion in current 

terms. 

As an aside, it needs to be remembered 

that STC has been singularly successful in 

achieving one of its stated aims at the time 

of its introduction, namely the encourage- 

ment of companies not to declare divi- 

dends but rather to reinvest. 

The outcry in some quarters against tax 

avoidance (of STC) through the issue of 

capitalisation shares, completely misses the 

point that government’s aim has been 

achieved — companies have retained their 

cash and will, presumably, put it to good 

productive use. 

A reduction of the rate of STC would 
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therefore reduce that effect (there seems to 

be sufficient push from the investing public 

in favour of cash dividends to make at least 

a fair number of listed companies reconvert 
from capitalisation issues to cash) but 

would produce greater revenues. 

If a reduction in the rate of STC does 

reinstate revenue collections on the basis 

of a combined company tax rate of 40%, 
while still leaving the possibility of reduc- 

ing the rate to the underlying 35% com- 
pany rate by not declaring a dividend (or 

doing so by way of a capitalisation issue) 
then it seems to me that this is the best of 

all possible worlds. 

Government will have somewhere in 

the region of R1 billion more to help 

rearrange other parts of the revenue side of 

the budget and at the same time will have 

reduced South Africa’s tax rates to an inter- 
nationally acceptable 40% on distributed 

profit. It needs to be remembered that cor- 

porate tax rates vary immensely around the 

world; developing economies (our competi- 

tors) have rates by and large between 35% 

and 45% whereas mature socialist-inclined 

economies have rates between 45% and 

55% (and a similar trend is apparent in 

individual rates). 

What is important for us to remember is 

that we are a developing country which 

must encourage investment. If that means 

giving the investor a higher after-tax return 

to compensate him for other uncertainties 

in the investment decision (and?outh 

Africa, particularly, the perceived Gaestion 

marks over political stability and labour 

productivity) then that is wha[‘st be 

done. 

We cannot expect hard-nosed interna- 

tional investors to put their money where 

our mouth is! In that context, my belief is 

that government must simply tough it out 

with Cosatu. 

Personal tax 

Alleviating the middle-income bulge in 

personal tax (which, depending upon one’s 

point of view, starts and finishes some- 

where in the range of R35 000 to R100 000 

per annum) is clearly overdue. A review is 

needed at all income levels. In real terms, 

South Africans are far more heavily taxed 

today than they were 5, 10, or even 15 
years ago and my own recommendation 

would be to look for an adjustment which 

moves the top income tax rate of, say, 45% 

out to the R140 000 per annum level. 
This would bring us back to somewhere 

around the same real position as that 

which existed in about 1980. But that, I 

think, would be too indigestible a political 

decision immediately and a move out to 

R100 000 would seem to me to be appro- 

priate and achievable and would be recog- 

nition of the fact that far too high a 

proportion of South Africa’s individuals of 

all races currently fall into the top marginal 

bracket at R80 000. Without access to the 
department of revenue’s own statistics and 

an appropriate computer program, it is dif- 

ficult to judge what the elimination of fis- 

cal drag for all individuals and a claw back 

of prior years fiscal drag for the middle 
income group will cost, but as much needs 
to be spent on this as is reasonably avail- 
able. 

It needs to be remembered, too, that 
moving top rates and brackets need not 
cost much in lost revenues if one fiddles 
the rates appropriately at lower levels (not 
that I would condone such fiddling). But 
the perception of a more friendly tax 
regime is almost as important as the actual 
numbers and some adjustment is crucial. 
This is critical for tax morality which has   

recently left a lot to be desired in the South 

African tax system. 

Tax deficit 

Reducing the deficit is at least as impor- 

tant — and probably more so — than the 

other goals. If the budgeted deficit is to be 

reduced from 5.8% to 5.3% (which would 
be a satisfactory achievement), an addi- 

tional R2,5 billion in 1995 Rands will be 

required. VAT produces roughly R2 billion 

in revenues for every percentage point and 

is an obvious potential source of revenues. 

As so often pointed out by the Katz 

Commission and others, VAT is an effec- 

tive and instantaneous revenue-gathering 

mechanism, and is reasonable proof against 

tax avoidance and evasion (it is possible to 

evade any tax but VAT is more likely to 

reach into the grey economy than most). 

The real question here is how a 1% 

increase can be sold to Cosatu and other 

justifiably concerned interest groups who 

can see the effect of such a tax upon their 

constituency or themselves. Both the 

Margo Commission and the more recent 

Third Interim Report of the Katz Commis- 

sion strongly advised that poverty relief 

mechanisms be put in place and the parlia- 

mentary joint committee on finance has 

also emphasised this need during January 

this year. An investigation into such mech- 

anisms was announced in the 1991 bud- 

get, but nothing happened. 

  

David Clegg 

It is true that most poverty relief deliv- 

ery programmes are prone to corruption, 
requiring as they do the distribution of vast 

amounts in cash. Poverty relief must not, 

however, be allowed to take the form of 

further zero ratings or exemptions in the 

VAT system and this principle has, it seems, 

been properly accepted by government. 

Poverty relief should likewise not take 
the form of price control and it should, 

likewise, not take the form of subsidies to 

producers of basic requirements (bread, 

maize, milk etc) — for subsidies without 

price control are simply an invitation to 

inefficiency or profiteering. A concentrated 

effort must therefore be made to find an 

appropriate mechanism. 

Other issues 

Other significant possibilities which 

would affect the revenue side of the bud- 

get are the proposed changes to retirement 

fund and retirement lump-sum taxation 

and the proposed abolition of marketable 

securities tax (the charge of 1% on all 
transactions on the Johannesburg Stock 

Exchange). 

Despite the broad acceptance of the 
Katz Commission proposals on retirement 

taxation by the joint parliamentary com- 

mittee on finance, [ consider it unlikely 

that these changes will be announced or 

factoregainto this year’s budget. Although 

the K Commission investigation has 
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been open and transparent, it will doubt- 
less be necessary to sell the ideas to trade 
unions both on the private and public sec- 
tor side. 

Moreover, it needs to be considered 
whether the proposed preservation of 
accrued public sector tax-free status would 
not be unconstitutional if similar protection 
Wwas not granted to private sector employ- 
ees who have similarly-accrued future ben 
efits at hypothetical future rates of tax 
more beneficial than those proposed. 

The abolition of Marketable Security 
Tax has been on government’s to-do list for 
some years but has not previously enjoyed 
such emphatic support as it has received 
this year from the Katz Commission. The 
cost of abolition would be approximately 
R330 million per annum which seems a 
small price to pay if the knock-on effect of 
consequent foreign investment into the 
economy (albeit into the stock market 
which produces no taxable revenues for 
government) is to increase the general 
level of economic activity. 

My own view is that abolition this year 
is unlikely but that a further 0.5% reduc- 

tion will send the right signals to the inter- 

national community without constituting 
another perceived slap in the face for those 

who view the markets as one of the many 
unacceptable faces of capitalism. 

In summary, then, ultimately all tax is 

payable by the individual so it should not 
really matter too much which extraction 

mechanism is used to pluck the feathers. 

But the perception that the tax burden is a 

fair one is critical in building a culture of 

tax morality. Current negative perceptions 

need to be addressed this year through 

some meaningful personal tax relief and 

through a poverty relief programme. 

  

David Clegg is a partner of Ernst & Young 
Tax Consulting Division. 

  

Ability to deliver 

Continued from page 1 
  

away from the lump-sum allocations it has 

used in the past. For example, in the 

upcoming budget, one should expect to 

see a commitment for, say, 100 000 capital 

subsidies to be paid out over two to three 

years rather than the enormous lump-sum 

allocations that have characterized the 
housing budget to date. 

Besides the ability of the housing depart- 

ment to spend its budget in a timely man- 

ner, there will be other key considerations 

that will affect the size of this year’s alloca- 

tion. Of particular note in this will be its 

commitment to the goal set out in the 

urban development strategy document pro- 

duced by the RDP Ministry and the 

Department of Housing to deliver one mil- 
lion houses over five years, and the standard 

of housing the government will provide. 

With respect to the first issue, in an 

interview with RSA Review (Nov-Dec 

1995) the minister reconfirmed the gov- 

ernment’s aim to deliver a million houses. 

However, despite this continued commit- 
ment to the overall goal, it may be neces- 
sary for government to extend the length 

of time within which it is able to carry out 

this goal, say from five years to six or 

seven. The impact on the budget would 

therefore be felt according to the number 

of subsidies government believes it will be 

paying out over the next budget year and 

those immediately following. 

As for the second issue, South Africans 

may recall that in recent years the housing 

debate has centred around what the stan- 
dard of housing should be and how much 

it will cost to deliver it — should there be 

site and service or should there be four- 

roomed houses. This debate was supposed 

to be settled by the adoption of the capital 

subsidy (R5 000 — R15 000) for house- 

holds earning less than R3 500 per month. 
And while the debate does not seem to 
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Too little too late ... no end in sight to housing backlog. 

have entirely ended over the standard of 

housing to be provided, nevertheless the 

message has been filtering down from the 

housing ministry that, at least in the near 

future, the amount of the capital subsidy 

will not be increased. The signal is one of 
commitment to seeing this new policy 

through rather than going back and start- 
ing over. Budgetary implications are thus 

fairly straightforward. 
[n addition to the housing department’s 

ability to spend its allocation and its contin- 
ued stated commitment to providing a par- 

ticular housing standard within a specified 
time frame there will be other issues that 
will be considered in determining the size 

of the allocation. One issue to note is the 
stabilisation of the housing environment. 

In last year’s budget speech in parlia- 

ment, the minister noted that the stabilisa- 
tion of the housing environment is an 

essential prerequisite to the success of the 

overall housing programme. But, in the 

recently released ministerial task team’s 

report on housing delivery, it is explicitly 

stated that the Masakhane campaign, 

which seeks to normalise the housing envi- 

ronment, has failed. 

Lastly, the 1995/96 housing budget 
reflected the need to phase out certain 

inequitable categories of state assistance 

that had been available under the previous 
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government, for example, the First Time 

Home Buyers’ Subsidy Scheme and the 

state-assisted home-owners scheme, and 

redirect money to the more equitable capi- 

tal subsidy scheme. This year this process 

of phasing out the old dispensation will 

continue, with further reductions in the 

allocations to defunct programmes and a 

re-prioritization of spending to programmes 

that have evolved out of the new housing 

policy. For example, one should expect to 

see a hefty allocation to bring a National 

Housing Finance Corporation (NHEC) on 

line, and more money for consumer educa- 

tion, housing support and data collection. 

With the release of the ministerial task 

team’s report, new areas of potential spend- 

ing, for example, a marketing campaign 

and the setting up of high-powered teams 

to assist the provinces to break through 

delivery logjams, have been highlighted. 

Predictions therefore for the 1996/97 

budget see a dip in the overall budget — 

with a shift towards cash-flow budgeting 

rather than lump-sum allocations, particu- 

larly with respect to subsidies — and a con- 

tinued shift in resources towards categories 

of spending which will facilitate delivery 

under the new housing policy. 

  

Mary Tomlinson is a senior researcher at 

the Centre for Policy Studies, Johannesburg. 
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