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

Component Contribution at 

September 2007



Food 3.2



Transport 0.4



Medical care 0.5



Housing (excluding mortgage rates) 0.8



All groups 6.7



Source: Stats SA

                                 



Report of the Portfolio Committee on Finance on the Medium Term Budget Policy Statement (MTBPS) 2007, dated 9 November 2007.

1. Introduction

The Minister of Finance tabled the MTBPS before Parliament on 30 October 2007. The MTBPS contains government’s broad outlook for the upcoming fiscal years, provides information on budget allocations and priorities over the same period, and indicates how the intended expenditure would be financed. The MTBPS provides crucial information of prioritization over the medium term within the context of increased uncertainty in the world economy. It also provides the opportunity for Parliament and broader civil society to debate and input on the broader trends of the budget and whether the budget is aligned in achieving the priorities as set out in government’s 2004 Programme of Action.

In tabling the MTBPS, Government met its obligation under section 28 of the Public Finance Management Act (PFMA) 2001 that requires National Treasury to table multi-year budget projections for revenue, expenditure and key macro-economic projections on an annual basis. The MTBPS is a policy statement reflecting policy and budget priorities. In the past it has been viewed by many observers as a “mini-budget” but with the new format Government clearly wants to emphasise that it is not a “mini-budget” rather government’s outlook of the economy over the medium term and projected budget  framework. 

The Portfolio Committee on Finance is mandated to consider and report on the MTBPS with the exception of those sections dealing with the medium-term budget priorities and the division of revenue. The Committee therefore deliberates on the macro-economic outlook, fiscal policy and revenue trends. 

Following the tabling of the MTBPS and the engagement with the Minister of Finance and National Treasury, the Committee held a public hearing on 2 November 2007 receiving submissions from invited economists that commented on the policy statement. 

This report reflects the main themes emerging from the engagement with the Minister of Finance and National Treasury, as well as the input of the economists. 

2. Emphasis of 2007 MTBPS

Although the 2007 MTBPS did not provide greater detail on the 2008/9 budget it highlights what would be required to achieve the 6per cent growth as outlined in Accelerated Shared Growth Initiative for South Africa (Asgi-SA). Strong emphasis is placed on investment in economic and social infrastructure to promote economic growth and sustained employment creation over the long term. 

Key to sustaining the positive growth path would be for government to ensure that economic gains achieved since 1994 would be entrenched through structural reforms with specific focus on trade and productive capacity. The 2007 MTBPS emphasised a sustained higher growth path through focusing on the following:

· Accelerating economic growth and the rate of investment;

· Creating employment;

· Investing in community services and growing the social wage;

· Improving the effectiveness of the state, including combating crime and promoting a service oriented culture; and

· Building regional and international partnerships for growth and development. 

The Minister further emphasised that in support of sustainable growth and long-term growth targets, government will continue to promote macroeconomic stability, a favourable investment climate and expanded economic opportunities.  

3. Economic policy and outlook

Macroeconomic stability, created through sound fiscal and monetary policy mix, ensured an economic environment conducive to further growth. Current economic growth, according to the Minister of Finance, is partly due to high commodity prices, low interest rates and strong international demand that contributed to our income growth and financing investment through capital inflows. 

Unlike, with the tabling of 2006 MTBPS and the Budget in February 2007, the global economic outlook has become more uncertain with higher inflation and slower projected growth for the major economies, making the outlook “less positive” for South Africa.  The slow projected global growth rate, the subprime mortgage crisis in the US and associated credit crunch resulted in a slower growth projection for 2008. Risks identified by National Treasury to the economic outlook are that of slow global economic growth associated with the widening of the current account deficit and weak export performance. Further contributing factors for a more cautionary approach would be the high global oil and food prices and the risk for a wider current account deficit.  

Sound macroeconomic policy would serve as a buffer to the SA economy should there be sharp decline in global growth and rapid fall in commodity prices, as growth remains broad-based an investment rising. As alluded to earlier by National Treasury, fiscal policy must contribute to economic growth and financial stability. 

GDP growth for 2007 was revised upwards since February by 0.1 per cent to 4.9 per cent with the growth rates for 2008 and 2009 revised downwards to 4.5per cent and 4.8 per cent respectively.  Projected inflation would return within the target range over the medium term which could possibly result in stronger consumer spending than the 4.2 per cent projected.  

The Committee noted the concerns from National Treasury with respect to the credit crunch and its possible effect on South African and emerging economies. According to Jac Laubscher the release of the GDP numbers in the US economy shows the enormous drag the housing construction sector had on the economy with a sharp decline in property prices. In South Africa and emerging markets we have seen positive growth in the property and housing sector. The impact of a decline in the US economy would be felt by the emerging economies that would damper economic growth.  The structural improvements over recent years by emerging economies would insulate them to some extent against this contagion. The appropriateness of the National Credit Act could not be overemphasised as many of the problems experience in the US could have been avoided.  

3.1 Inflationary pressures

A key policy challenge faced by Government is to maintain a robust investment and economic growth within an inflationary environment. Upward pressure on inflation was identified in the 2007 MTBPS as high global prices for agricultural commodities and low domestic production, high oil prices, high capacity utilization in many sectors of the economy, and the average wage settlement above 8 per cent. 
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The main drivers of the upward inflationary pressure remain food and energy prices. If food and energy prices were excluded, the CPIX would be within the target range. Lumkile Mondi argued that the rising oil, metal and food prices remain a concern on the inflationary front and pose a risk for the global as well as the domestic economy. CPIX inflation has exceeded the upper limits of the inflation target range since April 2007. CPIX would average at 6.2 per cent in 2007 before declining with the target band over the medium term. 

Lumkile Mondi is of the view that high food and energy prices would lead to higher inflation. He believes that the projected decline in growth level from 4.9per cent to GDP this year to 4.5 per cent next year would have an adverse effect on investment. Higher producer prices eventually feed into rising consumer prices which does not provide sufficient comfort for a reduced CPIX inflation in due course. Combined high real wage increases, rising food inflation, high oil prices and the widespread capacity constraints run the risk of introducing secondary inflation. These pressures could herald a sustained period of inflation outside the target range with resultant high inflation. 

Although the 2007 MTBPS takes into account higher inflation, the level of inflation is lower to what Jac Laubscher projects. He argues that there must be an assumption by National Treasury that inflation would come down rapidly to 5.4per cent rather than 5.9 per cent as he projected. Jac Laubscher is less pessimistic than Lumkile 

Mondi in that he does not believe that inflation would be outside of the 3-6 per cent target range for an extended period. He believes that we would see a return of inflation within the target range by the middle or the third quarter. Interest would also decline at a much slower rate that projected by National Treasury which therefore would result in a lower growth rate of 5.25 rather than the projected 5.4 per cent. 

3.2 Inflation targeting 

Although the 2007 MTBPS did not raised inflation targeting as a policy matter robust debate occurred with respect to inflation targeting and the target range. Inflation target regimes are currently in place in about 20-30 countries. This figure is increasing, and the Federal Reserve in the US has appointed a technical committee to look at the matter. The motivation behind introducing inflation targeting regimes was to establish credibility for Monetary Policy and to manage inflation expectations. Jac Laubscher expressed the view that a debate is necessary on whether it is the best policy option available, but agrees that it would be difficult to reconsider if it is a global trend. 

Lumkile Mondi informed the Committee that recent study around Monetary Policies on whether inflation targeting leads to better management of Monetary Policy was not conclusive. The study concluded that as long as there is a commitment to contain inflation one would probably arrive at the same point. 

3.3 Current account deficit

The MTBPS highlighted that South Africa’s balance of payments position remains positive despite the growing mismatch between savings and investments reflected in the deficit of the current account. The sharp increase of the current account over the medium term remains a concern for the Committee.  The current account deficit averaged 0.6 percent of Gross Domestic Product (GDP) from 1994 to 2002. The high levels of imported intermediate goods and capital goods for investment, has resulted in a significant deterioration of the trade balance from a surplus in 2003 to a deficit of 2.5 per cent of GDP in 2006. Currently, the deficit on the current account was pushed to 6.7 per cent of GDP during the first half of 2007 from 6.2 per cent in the first half of 2006 caused by the same factors alongside sharply higher oil prices.  Rudolf Gouws highlighted the fact that South Africa has the ability to afford the large current deficit due to better improved economic performance. 

All economists agree that a current account deficit had developed despite the improvement in the terms of trade. The rate of growth in the last number of years was over more or less 8 per cent, whereas the growth in GDP was 5 per cent. The sustainability of the current account deficit, however, depends on what happens internationally. Laubscher believes currently that the capitals inflows are portfolio investment and the continuation of the inflows are dependent on the performance of our financial markets. The performance of the equity as well as the bond market has been in line with what is happening in the emerging markets. So long as this scenario prevails it bodes well for the economy and the current account deficit.  South Africa is borrowing capital to finance the current account deficit and the economists are of the view whether we will continue to get capital remains uncertain. However, the Minister welcomed the fact that policy makers are conscious about the current account deficit, but that they should not press the panic button yet.

3.4 Skills development and labour absorption

The Labour Force Survey of March 2007 shows an increase in total employment to 12.6 million which meant that nearly 200 000 jobs were created. Government acknowledged that more needs to be done to improve labour absorption. Although the Labour Force Survey shows continuous progress in labour absorption, the Committee enquired what the key impediments, beside skills, were, to address unemployment among the youth, and if infrastructure investment does not provide an opportunity for labour absorption.  

The Minister agrees that people entering the labour market without the necessary skills present a constant problem. This is a key element that prevents the entry of youth to the labour market. With regard to the impact of infrastructural development as a key source for labour absorption, the Minister is of the view that key departments, such as transport and public works have a role to play. Having a productive labour market requires the necessary investment in education and skills development which would reduce the wage pressure in key sectors where skilled labour is required. 

The 2007 MTBPS underscore Government’s commitment in developing human capital through spending that underpins both the Joint Initiative on Priority Skills Acquisition (Jipsa) and the broader skills framework. These initiatives and commitment were welcomed by the Committee. 

3.5
Black Economic Empowerment

Regarding Black Economic Empowerment (BEE), the Committee enquired to what extent the current BEE had been catered for in 2007 MTBPS. 

The Minister confirmed that broadening access and drawing people into more formal economic activity is crucial. Employment equity and BEE are Constitutional imperatives to address the past injustices. Government must take the necessary measures to ensure that the level of political participation match economic participation. Government policies that foster transformation and enhance competition are imperatives for positive economic outcomes. The MTBPS highlight this as one of the policy challenges for government as BEE policies could accelerate new market entrants that indirectly contribute to higher productivity. 

3.6
Trade reform

The 2007 MTBPS highlights the fact that not many South African companies have penetrated the international markets. An important aspect of the current policy review is to focus on microeconomic reform in an effort to boost export, and grow the country’s productive base. Although South Africa’s export performance is strong in base metal, mineral and automobiles, it is inconsistent with respect to other manufactured imports. 

To continue to grow and to sustain the growth South Africa must increase its export capacity through developing a diversified, export-orientated manufacturing base.  The Minister is of the view that there would be increase attention on trade policy, including a review of import duties and other protection measures as National 

Treasury is of the view that it was not effective, in that it did not lead to job creation or investment. He believes that some economic gains could be achieved through further tariffs reduction and simplification that promotes innovation in production and market strategy. The Minister believes that South Africa must not wait on multi-lateral trade talks to ensure a better trade environment, but should move quickly to secure advantageous deals.

A view expressed in the Committee was that, although it welcomed the simplification it raised concerns with respect to the reduction of tariffs. A distinction should be drawn between the degree of protecting the infant industries and developed industries, particular in the light of BEE, as it requires protection. The Committee further enquired whether the proposed tariff reduction would indeed lead to increase competitiveness and industrialisation. 

The Minister believes that the continued impasse in the World Trade Organisation’s Doha round warrant a more unilateral approach to capturing economic gains of lower tariffs may be appropriate. He informed the Committee that some emerging countries were already moving in different directions on trade interest and, is gaining a competitive advantage in agriculture, manufacturing and services. South Africa should not hide behind protectionist measures to address the imbalance but should build competitiveness in the manufacturing industries by cutting tariffs and should grow exports. The policy statement maintains that tariffs maintain profitability of domestic firms and boost profitability of foreign exporters at the expense of the South African consumer.  

4. Fiscal Policy

The Committee, as well as economists, welcomed government’s approach by setting out a fiscal framework, taking into account the associated global risks, which shows restraint in government expenditure growth, with the emphasis on improving government savings and investment. Long-term fiscal caution was evident with the emphasis on saving the current dividends and investing in infrastructure that would ensure long-term growth. 

As highlighted in the 2007 MTBPS the South African economy is subject to temporal global and local cyclical factors. Therefore fiscal policy should mitigate in ensuring an orderly correction of these economic and financial imbalances over this period. The 2007 MTBPS recognised the importance of the contribution of government savings as it provides a buffer against a decline in cyclical revenue. The 2007 MTBPS highlights that the fiscal policy must contribute to the sustainability of economic growth and employment creation by ensuring that:

· Fiscal policy do not place excessive burdens on the economy;

· Government save to protect jobs and investments when cycle turns; and

· Fiscal policy does not add pressure to interest rates. 

Fiscal policy, therefore, should lessen the macroeconomic concerns with government’s focus on microeconomic reform in an effort to boost export and grow the countries productive base.

The rate of growth in public spending moderating slightly over the medium term with an additional R 81.4billion added to government’s projected spending over the next three years, bringing the spending growth to 6.4per cent a year in real terms, according to the Minister of Finance, in contrast to the 9per cent over the past years. The emphasis would be on investment-supporting growth and job creation as well as boosting critical social and human development programmes. 

Public sector borrowing requirements are set to broaden over the medium term to about 1.2 per cent of GDP. As stated in the MTBPS, the increase is driven by accelerating capital investment at all level of the public sector. The reduction of government deficit and the improved fiscal position creates the space for public sector borrowing without placing pressure on capital markets and interest rates. 

The Minister highlighted, in his engagement with the Committee that “Quality and efficiency” are emerging as the real challenges on the spending side of government’s budget. He emphasised that the move towards wiser spending would be led by the Government as more and more resources would be shifted to the frontline of service delivery. The result is that government departments have been requested to source a saving of R 2.3 billion over the next three years. National Treasury also indicated that more emphasis would be placed on improving the efficiency of public spending with the expected slowing of growth in 2008. 

4.1 Structural budget balance

Government must be applauded for publishing estimates of the structural budget balance. The introduction of a new fiscal tool was to ascertain what part of revenue flow was sustainable and what was cyclical. As outlined in the 2007 MTBPS the structural balance is an estimate of the budget balance after adjustment for cyclical revenue and spending. This is done by considering differences between potential and actual GDP growth, shifts in composition of tax revenue, and the cyclical estimates of key commodity export prices. 
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Highlighted by the 2007 MTBPS, the strong performance of commodity prices, and the low inflationary environment contributed to the strong performance of the South African economy. This countercyclical strategy is in preparation for an expansionary intervention when the cycle turns negative. Economists agreed that the budget surplus is due to strong economic performance, and that the structural balance is still in deficit, which justify why Government should be running a budget surplus. Under normal circumstances SA would currently be running a budget deficit of 0.7 per cent to GDP in 2007/8 rather than a surplus of 0.5 per cent.

5. Tax Policy

No specific announcement on tax policy going forward was evident in the MTBPS. Government is still committed to continue broadening the tax base, simplifying the tax system and, where appropriate, reduce the tax rate. A more moderate tax overrun has been projected for 2007/8 as a result of the moderation in consumption expenditure, rising interest rates and the impact of the implementation of the National Credit Act (2005). 

Government’s fiscal policy suggests that cyclical overruns should either be reinvested in long-term economic and social infrastructure saved. This would mean fewer tax cuts which would stem consumer spending. In the current economic environment National Treasury suggests that it would not be prudent to spend cyclical revenues on recurrent expenditure or provide tax relief. Putting the cyclical surplus revenue into the economy affirm government’s commitment to the counter cyclical budgeting. 

6. Conclusion

The overriding objective of the 2007 MTBPS is to accelerate economic growth that would to ensure employment creation, the key to reduce poverty and inequality. Although the economic remains strong, the outlook for 2008 looks less positive. This is as result of global economic conditions not favouring a higher growth path for 2008. Ensuring macroeconomic stability is essential to ensure an economic environment conducive for growth. The 2007 MTBPS builds on the past economic achievements by shifting to a moderately tighter fiscal stance due to economic uncertainty and the risks posed by high inflation and the growing current account deficit.

The 2007 MTBPS also emphasised the existing economic imbalances and the risks that it posed to the South African economy. National Treasury revised up the expenditure and revenue projections over the medium term by R8.5billion, instead of producing a deficit produced small surpluses. National Treasury believes that the current cyclical overruns should be reinvested in long-term economic or social infrastructure or saved so that public expenditure remains sustainable. The Minister therefore introduced the concept of the structural budget balance that provides the estimate of what the budget balance would be if temporary tax revenue, due to cyclical factors were removed. 

Emphasised by National Treasury in the policy statement as well as during the hearing is that the document is more a policy statement, reflecting both economic policy and budget priorities. It is not a mini-budget but provide government’s view of the economy over the medium term.

7. Oral submissions

The following people made oral submissions before the Committee, some in their personal capacity. These submissions are available on request from the Committee Section of Parliament.

1. Mr T Manuel, Minister of Finance

2. Mr L Kganyago, Director-General: National Treasury

3. Mr R Gouws, Economist, Rand Merchant Banks

4. Mr J Laubscher, Group Economist: Sanlam

5. Mr L Mondi, Executive Vice President: Professional Service – IDC

PAGE  
7

_1255806626.ppt


Major Contributers to CPIX inflation

		Component			                   Contribution at 					                   September 2007





		Food					3.2

		Transport			    		0.4

		Medical care					0.5

		Housing (excluding mortgage rates)		0.8



		All groups					6.7

		Source: Stats SA
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