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Growth Dynamics in South Africa:
Key Macroeconomic Drivers and Policy Challenges

In this paper we examine which key factors at the macroeconomic level are
associated with the economic growth performance of the South African economy.
These drivers have been identified by assessing the economic events that
occurred during the period 1960-2013. During this period, the South African
economy went through two economic and political systems: an apartheid system
that covered the period 1948-1993; and a democratic system from 1994 to date.
Regardless of the economic system implemented, we find the accumulation of
physical capital, human capital development, international trade, real exchange
rate growth, and inflation as the most significant macroeconomic drivers of
economic growth in South Africa. We also find that the weak performance of the
South African economy in recent years has been grossly affected by declining
trends in the accumulation of capital stock, low quantities and quality of human
capital, worsening balance of payments position, and real exchange rate
instability.
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Growth Dynamics in South Africa:
Key Macroeconomic Drivers
and Policy Challenges

An important finding in a research studied in 2005 is that growth episodes are highly
unpredictable and are associated with increases in investment, trade and real exchange
rate movements. Though political regime changes and economic reforms are statistically
significant predictors of a particular growth acceleration, no significant relationship is found
between a couple of growth accelerations and political changes or economic reforms
initiated. It is also argued that growth episodes within an economy’s long-run growth path
may be influenced by predictors such as external factors, domestic economic policies and
political events.! In the same study, using a threshold of eight years as a sufficient period
for a nation to attain a sustained higher economic growth path, out of 110 countries
sampled, only 60 recorded at least one growth episode during the period 1957-1992.
Within the sub-sample of Sub-Saharan African countries, no growth accelerations were
experienced in the Republic of South Africa since the 1950s to early 1990s.? In fact,
comparing real GDP growth within the study period, 1960-2013, the South African
economy experienced almost the same economic growth rates during the apartheid period
1960-1993, with an average real GDP growth of 3.3% per annum (p.a.), and the period
1994-2013 where the economy recorded an average real GDP growth rate of 3.1% p.a.’

The South African economy, ranked 32 out of 184 countries, is one of the upper-middle
income economies of the world. In 2013, the South African economy registered a real
GDP per capita of US$6,090 at 2005 constant prices.* Regardless of attaining such a level
of economic performance, the South African economy still experiences a volatile
economic growth trajectory. The experience is in spite of having gone through a
democratic transition in 1994, where expectations were high that such a transition from
apartheid to a democratic dispensation would propel the economy to greater heights. This
expectation arose when the international community lifted economic sanctions after South
Africa ended its long and political armed struggle. Despite all such efforts, economic
growth since the democratic dispensation in 1994 has been modest.®

Some scholars have identified other equally important macroeconomic variables that
affected South Africa’s economic growth trajectory. These include inflation, interest rates,
exchange rates, and fiscal deficits.® This raises the question as to what could have been
the proximate and fundamental causes of such economic performance apart from the
traditional neoclassical determinants of growth — accumulation of physical capital and
human capital. In addition, what macroeconomic drivers are important that would have
explained such a performance of the South African economy? This analysis cannot be
achieved through a growth-accounting estimation only but through a thorough review of
the economic policies adopted with an emphasis on historical perspectives.

The aim of the paper is, therefore, to examine the key macroeconomic drivers of
economic growth in the Republic of South Africa during the period 1960-2013. These
drivers are examined within the context of two political regimes that existed: the apartheid



regime through the period 1948-1993, and the democratic transition period covering the
period 1994-2013. The rest of the paper is discussed as follows: Section Two examines
the key macroeconomic drivers of economic growth identified, based on domestic
economic policies and political conditions experienced in South Africa during the period
1960-2013. Section Three discusses policy challenges affecting the South African
economy. Lastly, section Four concludes the paper.

Investment is a fundamental determinant that is crucial to the development of any
economy in the world. Growth accounting decompositions from the standard neoclassical
growth theory, the endogenous growth theory, and the new growth empirical studies, all
support the significance of accumulation of physical capital.” The investment ratio has
been one of the most important drivers of economic growth in the South African
economy.® South Africa’s experience overall shows a declining trend in the accumulation
of physical capital during the study period, 1960-2013. This is also supported by a
declining economic growth trajectory that reached its lowest level in the 1980s, averaging
1.5% p.a. during the period 1981-1990. During the 1960s, real GDP growth in South Africa
averaged 6.0% p.a.; but slightly dropped in the 1970s where the economy recorded an
average growth rate of 3.4% p.a.’

During the 1960s and 1970s the growth in real GDP was attributed to the growth in
mining, industry and manufacturing that improved significantly during this period rising
from 37.8% of GDP in 1960 to 48.4% of GDP in 1980. However, the trend thereafter
declined significantly from its peak in 1980 to 29.9% of GDP in 2013. The main
contributing factor leading to the decline of investment in South Africa was due to political
unrests, resource allocation inefficiencies, and divestment and disinvestment campaigns
that came about as a result of the punitive sanctions imposed during the apartheid period
1948-1993."° Even though the South African economy has a strong tertiary sector largely
driven by developments in sub-sectors such as finance and insurance, real estate and
business services, and general government services; the sector has not resulted in
increased long-term capital stock. The growth in primary (agriculture), on the other hand,
declined significantly from 11.2% of GDP in 1960 to 2.3% of GDP in 2013."

Figure 1 illustrates the relationship between total investments and economic growth in
South Africa during the period 1960-2013.

Overall, the evidence shows a negative co-movement between real GDP growth and the
growth in total investment in South Africa. During the apartheid era, total investment in
South Africa declined from a maximum of 37.9% of GDP in 1980 to 18.8% of GDP in
1992. By the year 2006, total investment in South Africa recorded its lowest average at
16.8% of GDP. At the same time, real GDP growth declined from an average of 6.0% p.a.
during the 1960s to 1.5% p.a. in the 1980s." After independence or post-apartheid era,
real GDP growth recovered slightly as the economy grew at an average rate of 1.8% p.a.
during the 1990s. This improved further to an average of 3.3% p.a. during the period 2001
-2013. One of the contributing factors of such poor performance in the 1990s is due to the
fact that the South African economy did not recover quickly from the declining trend in
total investment which further deteriorated during the 1990s, averaging 20.5% of GDP.
Growth in investment slightly improved during the period 2001-2013 to an average of
21.3% of GDP.™

Overall, the slow recovery in the accumulation of physical capital has contributed towards
the weak growth performance of the South African economy. Investment, therefore, plays
a significant role in the growth accounting process of the South African economy. As

‘ Growth Dynamics in South Africa: Key Macroeconomic Drivers and Policy Challenges
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noted by some scholars, the level of physical capital accumulation is still low by
international standards in South Africa to sustain high real growth rates and
employment.*

In recent growth literature, a strong theoretical linkage has been established between
human capital development and economic growth. The rate of human capital
accumulation and the stock of capital are used as determinants of long-run economic
growth in the Lucas and Romer models, respectively.'® Even though the Solow model
assumes exogenous technology to be the key determinant of long-run economic growth,
the human capital-augmented Solow model predicts that a country that has a high level of
human capital accumulation experiences high per capita income."” In South Africa, human
capital development has been the central focus of South Africa’s economic policy since
1994 and an important economic driver of economic.'® However, during the study period,
1960-2013, human capital was affected by labour market rigidities and repressive
education policies that were implemented during the apartheid era.' During this period,
the growth in the supply of skilled labour was suppressed by restrictive labour laws such
as the Bantu Education Act of 1953.%°

Human capital accumulation was also affected by the declining contribution of mining,
manufacturing and industry that fell from an average of 48.4% of GDP in 1980 to as low
as 29.9% of GDP in 2013. Similarly, the contribution of agriculture also fell considerably
from 11.2% of GDP in 1960 to 2.3% of GDP in 2013.2' Mining, manufacturing and
industries became more capital-intensive as a result of skill shortages and this meant that
the demand for labour, therefore, moved from unskilled labour to skill-based.?? Another
study also reported massive labour shedding, especially in the mining sector that almost
halved, retrenching mostly unskilled workers.?® Labour reforms that were initiated during
the post-apartheid period also raised the real cost of labour in production. The strong
union participation in wage determination intensified leading to the rise in real wages.
Overall, the shortage of skilled labour was identified as a binding constraint of productivity
in South Africa.?

Figure 2 below illustrates human capital investments represented by enrolment rates of
students as a proportion of total population at primary, secondary and tertiary levels in
South Africa.

As illustrated in Figure 2, education in South Africa, just as in many developing countries
in Southern Africa, concentrated on the provision of basic education. The trend, however,
changed during the post-apartheid period where the oppressive education laws were
repealed and the majority of black South Africans started to be enrolled in secondary and
tertiary education. Between 1985 and 1995, gross enrolment rates at secondary level
almost doubled from 8.3% of total population in 1990 to 9.6% of total population in 1995.
By 2013, the gross enrolment rate at the secondary school going age to an average
15.8% of total population.®

Even though tertiary education has also substantially increased since the 1970s, South
Africa has a small population of citizens being enrolled in higher learning institutions each
year. As of 2013, about 2.9% of total population aged 15-64 were enrolled at tertiary level,
which is significantly low. In terms of labour force participation, about 11% of the work-
force population completed tertiary education in South Africa.

In summary, skills and competencies of human capital have a significant influence on
productivity and absorption of technology, which are fundamental for economic growth.
Thus, a nation with a pool of well-educated people, especially with higher learning, is a
prerequisite for attaining a higher level of labour productivity, which is an important factor



of economic growth.?® Most importantly, a nation with a higher education attainment has
significant impact on social outcomes such as fertility as well as increased investment in
physical capital.?® South Africa has been facing declining trends in school enrolments
since gaining independence in 1994. This declining trend in human capital accumulation,
as well as low quality education, has been one of the main contributing factors toward the
weak performance of the South African economy.*

The level of international trade was identified as an important macroeconomic driver of
growth in South Africa during the period 1960-2013. Trade is important to economic
growth as it contributes towards the accumulation of physical capital and movements in
human capital. Trade is also important to a nation as it brings about industrialization,
which has been termed as a key concept needed for faster growth in developing
economies.®’ In South Africa trade has been an important macroeconomic driver of
economic growth since the 1960s and an important contributor towards the development
of its mining, manufacturing and industrial sectors of the economy. The South African
government also adopted various forms of trade policies: one related to developing import
-substitution industries which took shape in the 1950s and 1960s, and the other related to
outward-looking policies of trade which became effective during the post-apartheid
period.*

It is argued that a nation’s current account balance is an important macroeconomic
measure for economies with a liberalized foreign sector. A current account surplus
contributes towards a nation’s gross domestic savings while a current account deficit
erodes a country’s level of gross domestic savings.** Furthermore, a current account
balance is a net balance between the real sector and foreign sectors of an economy. As
such, rather than illustrating a positive relationship between trade and economic growth,
the relationship becomes negative.*

Figure 3 below illustrates the relationship between the current account balance and real
GDP growth in South Africa during the period 1960-2013. The primary vertical axis on the
left represents the percentage change in the current account balance. The secondary
vertical axis on the right represents the growth rate of real GDP.

As illustrated in Figure 3, there is a negative co-movement between South Africa’s
economic growth rate and the current account balance. During the period 1960-2013, as
the South African economy grew at an average rate of 3.1% p.a., the current account
balance recorded an annual average deficit of -1.0% of GDP.*® During the golden period
1960-1976 where the South African economy experienced an annual growth rate of 5.0%
p.a.; the current account deficit recorded was -2.0% of GDP p.a. During the period 1977-
1993, which is regarded as a period when the South African economy stagnated, the
economy recorded an average economic growth rate of 1.6% p.a. At the same time, the
current account balance recorded a surplus that averaged 1.3% of GDP p.a. During the
period 1994-2013, the South African economy grew at an average rate of 3.1% p.a., and
at the same time, the current account balance registered an annual deficit of -2.2% p.a.*’

The evidence provided, thus, show a negative relationship between a current account
balance and the rate of economic growth in South Africa. It has also been argued that the
South African economy was caught up in a low equilibrium growth path due to supply-side
constraints brought in due to the external sector. Domestic productivity has been relatively
low as experienced by worsening balance of payments position especially from 1993
onwards.® In addition, South Africa’s international competitiveness continued to decline
since the 1990s as evidenced by the trade ratio (exports/imports ratio) that averaged
112.8% of GDP in the 1990s to 101.6% of GDP during the period 2001-2013. Though the

‘ Growth Dynamics in South Africa: Key Macroeconomic Drivers and Policy Challenges
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trend has been declining, the South African economy is still a net producer of goods and
services on the international market.*

The fourth important macroeconomic driver of economic growth in South Africa is inflation.
The linkage between inflation and economic growth has been studied extensively by a
number of scholars and the evidence show a negative relationship between the two
variables. It has been argued that a zero or low inflation rate is an essential condition for
an economy to continue benefiting from sustained economic growth.*° It is not surprising
that the South African government adopted within its monetary policy a target to control
inflation as an important macroeconomic driver of economic growth in the 1990s.*’

Figure 4 presents the co-movement between inflation and growth in South Africa covering
the period 1960-2013. The growth pattern on the left primary vertical axis shows the
percentage change of inflation while the right hand side represents percentage changes in
real GDP.

As illustrated in Figure 4, there is a negative co-movement between inflation and the level
of economic growth in South Africa. During the period 1960-1973, the South African
economy experienced low inflation rates that averaged 3.8% p.a.; during the same period,
the economy recorded an average economic growth rate of 5.4% p.a. Between 1974 and
1992, the South African economy experienced an annual inflation rate of 13.7% while the
economic stagnated growing at an average growth rate of 1.9% p.a. From 1993-2013, the
South African economy recorded a low inflation rate that averaged 6.5% p.a., while the
economy grew at an average rate of 3.1% p.a.*”* The evidence does support the argument
that the level of inflation, thus acts as a tax on the economy. The stability of inflation is,
therefore, an important macroeconomic driver of growth in South Africa.*

The fifth important driver of economic growth in South Africa is the stability of the real
exchange rate. A currency overvaluation or undervaluation has an effect on a country’s
economic growth path. In 2010, the South African government identified currency
instability as being detrimental to its economic growth path.** An overvalued currency is
associated with foreign exchange shortages, current account deficits and inflation, all of
which have a negative effect on long-term economic growth. At the same time, though a
currency devaluation may be good for promoting exports, it also raised the cost of
important imports needed to boost domestic production especially for emerging
economies.*®

There is a negative co-movement between the growths in real exchange rate and real
GDP in South Africa. The evidence shows that during periods of high economic growth,
the real exchange rate growth is stable. For instance, during the period 1960-1972, the
South African Rand was under a fixed exchange rate regime that was supported by the
Bretton Woods monetary agreement. During this period, the Rand parity rate was
equivalent to R0.71/US$ and remained fixed till in December 1971.%” The period 1971-
1985, is characterized as a period when the South African Rand was devaluated on a
number of occasions in order to address ensuing balance of payment problems. During
the early 1970s, the Bretton Woods system on fixed exchange rates was abolished.
However, the South African authorities maintained the fixed exchange rate system where
the South African Rand was pegged to the United States Dollar. In 1971, the South
African Rand was pegged to the US Dollar. In 1972, the policy changed and the Rand was
pegged to the British Pound. Later in the same year, the policy changed back to the US
Dollar.*®



The first devaluation of the Rand was at a rate of 7.5% which was announced in 1972.
Between 1972 and 1973, the South African economy experienced a stable foreign
exchange sector and, based on projected sound economic environment, the Government
announced an independent managed floating exchange rate system in June 1974. Under
this new system, the South African Rand was pegged to a basket of currencies under a
crawling-peg system. In June 1975, the South African Rand was re-pegged to the US
dollar which ran till May 1979. Between 1975 and 1976, the balance of payments position
deteriorated where the current account deficit recorded an average of -5.8% p.a. This put
pressure on the existing foreign reserves and in 1976 the Government devalued that Rand
by 17.6% from 0.74/US$ to 0.87/US$. The new value was maintained until 1979 when a
dual exchange rate regime was established that introduced a crawling-peg commercial
Rand and a free floating financial rand.*

The introduction of this new system was made after recommendations adopted from the
De Kock Commission interim report. In this report, the fixed exchange rate system that
pegged the Rand to the US dollar was not conducive to the economic growth process of
South Africa.®® The dual exchange rate system was implemented by the South African
authorities till January 1983. In February 1983 to August 1985, based on the
recommendations made by the De Kock Commission, the South African authorities
abolished the financial Rand and a unitary exchange rate with a managed-float of the
Rand was introduced.®’

In 1984, the South African economy faced a new wave of socio-political unrests which led
to the imposition of financial and economic sanctions by the United States of America and
the European Community. The punitive sanctions led to disinvestment and divestment
campaigns which affected on a larger scale South Africa’s ability to meet its international
commitments. Foreign credit facilities were withdrawn and the Government had to
respond by imposing restrictions on debt repayments. In September 1985, the dual
exchange rate regime was reintroduced that combined a managed-float commercial rand
and a free-floating financial Rand. The South African authorities also reintroduced
exchange controls on capital transfers for both residents and non-residents. This system
of exchange rate management continued to be in place till February 1995.%

During the early 1990s, the punitive financial and economic sanctions were removed and
allowed the South African government to become a borrower from the international capital
markets. In March 1995, a unitary exchange rate system was reintroduced and the
financial Rand was once again abolished. However, some exchange control mechanisms
were still applicable especially on foreign investments held by South African residents.
During the period 1996-1998, the South African Reserve Bank continued to intervene in
the foreign exchange market in order to contain the depreciation of the South African
Rand through the forward foreign exchange market. The unitary exchange rate
mechanism with a managed-float Rand was maintained till January 2000. In February
2000, the South African Reserve Bank announced for the first time, a unitary exchange
rate policy regime with a freely-floating Rand supported by inflation targeting framework.
This system is still being implemented to date and the focus has moved from the
exchange rate to inflation-targeting to ensure that real interest rates remained positive.
This meant that the South African Reserve Bank ceased all its foreign exchange market
interventions. However, some exchange control mechanisms are still being adopted.>

In summary, real exchange rate growth is an important macroeconomic driver of economic
growth in the South African economy. The evidence shows that though devaluations and
revaluations are essential to stabilize the balance of payments position, instability of real
exchange rate growth has been negatively associated with unsustainable economic
growth rates in the South African economy during the study period.
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We identify four macroeconomic policy challenges that affected the South African
economy, which may continue to have an effect on the future growth of the South African
economy. These include: low accumulation of long-term physical capital; low rates of
human capital development; worsening current account deficits; and real exchange rate
instability.

Traditionally, the accumulation of long-term capital stock has been the most important
macroeconomic driver of economic growth for any country in the world. Both neoclassical
and endogenous growth models have studied this driver extensively.*® Some studies
recommend that in terms of international standards, a country that accumulates annually
an investment ratio to GDP of not less than 20% experiences higher economic growth
rates.”®

Based on available data, the evidence from South Africa shows that overall the rate of
physical investment has been declining over time. In the 1960s, the South African
economy experienced high annual economic growth rates that averaged 6.0% p.a.; the
highest rate was attained in 1965 that averaged 8.9%. Similarly, the investment ratio
recorded was an average of 26.6% of GDP p.a.; the highest physical investment ratio to
GDP was attained in 1980, averaging 37.9% of GDP. In the subsequent periods, the
South African economy witnessed declining physical investment ratios and economic
growth rates.®® In the 1970s, there was a slight increase in the investment ratio that
averaged 30.8% of GDP while the economy registered an average economic growth rate
of 3.4% p.a.; the highest growth rate recorded was in 1974 at 6.1%. In the 1980s, the
situation worsened and is regarded as a period when the South African economy
registered its lowest rate of economic growth averaging 1.5% p.a. Similarly, the
investment ratio had declined to an average of 27.0% of GDP; and recording an average
of 18.8% of GDP below the recommended threshold in 1992."

During the post-apartheid period, the 1990s are regarded as a period when the South
African economy was in transition towards recovery. During this period, the South African
economy registered a slight improvement in the economic growth rate averaging 1.8%
p.a.; but still the economy was caught up in a low growth path. The investment ratio
continued to decline, averaging 20.5% of GDP, from 21.9% in 1991 to 20.3% of GDP in
the year 2000. The situation improved during the period 2001-2013 where the economy
grew at an average rate of 3.3% p.a. Though the investment ratio marginally improved to
an average of 21.3% of GDP p.a. the South African economy registered the lowest
investment ratio recorded during the study period of 16.8% of GDP in 2006.%®

The levels of investment in South Africa are, therefore, marginally within international
standards and this is a cause for concern. We isolate two factors that may have
contributed towards a low accumulation of long-term capital stock. The first relates to the
declining contribution of the secondary sector to GDP - i.e., mining, manufacturing and
industry sectors. During the period of study, the secondary sector in South Africa almost
halved from an all-time maximum of 48.4% of GDP in 1980 to as low as 29.9% of GDP in
2013. During the apartheid period, 1960-1993, the investment ratio was affected by
disinvestment and divestment campaigns brought in by punitive financial and economic
sanctions imposed by the international community.*

The second factor relates to the development of the tertiary sector that has increased from
45.4% of GDP in 1980 to as high as 68% of GDP in 2013. South Africa is regarded as
having a well-developed financial sector in Africa.*® The conditions generated in South
Africa especially towards the end of the 1990s created a safe haven for credit booms



where the South African Reserve Bank floated its local currency to operate freely while at
the same time adopting an inflation-targeting framework. The latter led to achieving low
inflation but resulted in high positive real interest rates. Between 1994 and 1999, the
South African economy experienced high positive real interest rates that averaged 9.6%
p.a. During the period 2000-2013, real interest rates remained positive averaging 4.4%
p.a.’

While many industrial economies such as the United States of America and other
developed economies in Europe reduced their interest rates to almost zero, emerging
economies like South Africa did not reciprocate the same way. This creates interest
differentials that attract short-term rather than long-term capital inflows. The accumulation
of short-term capital inflows (or hot money flows) puts pressure on the local currency
which becomes overvalued thereby making local exports to be less competitive. As a
result, the economy fails to attract the relevant long-term capital needed to sustain long-
run economic growth.®?

The monetary policy on inflation-targeting pursued by the South African Reserve Bank
adopted in 2000 has contributed significantly to high positive real interest rates in the
economy.® High positive real interest rates, therefore, attract speculative short-term
investments which put pressure on domestic inflation and overvaluation of the local
currency. Given such a situation Central Banks are forced to intervene in a flexible
exchange rate regime by buying dollars on the market to curb appreciation of the local
currency thereby violating central bank independence.®® The inflation-targeting policy,
therefore, needs to be put under review to determine its effectiveness to attract the
necessary long-term investments needed for sustainable economic growth in the South
African economy.

The second challenge affecting economic growth in South Africa has been the low level of
skills and knowledge of the South African citizens and real wage rigidity. Human capital
development plays an important role and has been one of the key determinant in
economic growth models.®® Labour productivity is associated with economic growth and
depends heavily on the stock of well-education people.®®

According to the Quarterly Labour Force Survey (QLFS) Statistics of 2014, it is estimated
that 64.5% of the total labour force in South Africa have less than a secondary-level
qualification; 24.6% have a secondary-level qualification; and 10.4% have a higher or
tertiary level qualification. For those who are employed, 25.4% are skilled labour; 46.8%
are semi-skilled; and 27.8% are unskilled labour. South Africa is, therefore, one of the
countries in Southern Africa with a low level of skilled workers and a small proportion of
the workforce who have attained a higher-level qualification. These issues collectively
have an impact on labour productivity and the ability to absorb new technology.®’

Another challenge related to human capital development relates to real wage rigidity.
South Africa is one of the countries in the world with strong labour unions and their
existence have continued labour market distortions inherited from the apartheid regime
through wage bargaining and rights to unskilled workers.®® As such equilibrium wages are
not determined by firms and the level of involuntary unemployment has remained above
the natural rate of unemployment in the South African economy. Economists describe this
situation as an economy facing an insider-outsider wage bargaining dilemma where
employees that are part of a union benefit from high real wages that are not directly linked
with labour productivity.®® This has resulted in an increase in the real cost of labour in
South Africa not consistent with labour productivity and involuntary unemployment has
consistently remained high at an average rate of 25.4% in 2014.7
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In summary, in order for South Africa to increase labour productivity and hence economic
growth, there is a need to improve skill levels of its citizens at the tertiary level.
Furthermore, the influence of labour unions is to be mitigated if involuntary unemployment
is to be reduced.

The third challenge facing the South African economy relates to increasing current
account deficits. A country that experiences a current account surplus is a net lender to
the world. As such openness to trade is additive in this case and contributes towards
improving a country’s foreign reserves that are crucial in stabilizing a country’s balance of
payment position. The surplus generated from a current account balance act as a source
of additional capital inflows needed to increase long-term investment and hence contribute
towards the long-run economic growth process of a country. Conversely, a current
account deficit erodes a country’s foreign reserves, worsens its balance of payments
position and becomes a net borrower on the international market. A current account deficit
is, therefore, a source of capital outflows which is detrimental towards the accumulation of
long-term capital and hence a sustainable economic growth trajectory of a country.”

During the period of study, 1960-2013, overall the South African economy registered a
current account deficit that averaged -1.0% of GDP p.a.; the current account deficit
worsened during the post-apartheid period, 1994-2013, averaging -2.3% of GDP p.a;
than the apartheid period, 1960-1993 that averaged -0.3% of GDP.”> The South African
economy is, thus, a net lender and facing a net capital outflow position. One of the major
contributing factors to a net capital outflow position has been South Africa’s deteriorating
trend of terms of trade. While the trade balance has significantly declined from a surplus
of 3.0% of GDP p.a. during the 1960s to as low as 0.3% of GDP p.a. during the period
2001-2013; the terms of trend index in South Africa has declined from an average of 1.02
p.a. in the 1980s to an average of 0.76 during the period 2001-2013.” Though the South
African economy is, therefore, a net producer of goods and services, it is a net borrower
on the international market.

The other contributing factor has been real wage rigidities brought about by strong trade
unions that have raised the real cost of labour. This has led to underutilization of existing
capacity and increased the proportion of involuntary unemployment in the country that is
currently at 25.4% of the workforce.” It is, therefore, recommended for the South African
authorities to adopt strategies that would promote export expansion and reduce the
structural and production bottlenecks that are restricting the growth in exports.

The fourth challenge affecting the South African economy during the study period relates
to the volatility of the real exchange rate. Real Exchange Rate growth, just like inflation,
acts as a tax on the economy. Large overvaluation or undervaluation of the local currency
has been associated with low economic growth rates. Overvaluations are associated with
large current account deficits which lead to balance of payment crises which are
detrimental to the economic growth process.”® Elbadawi et al. (2011) in fact argue that any
substantial real exchange rate misalignment that a country may face is costly to the
economy.”® As such, stability of the real exchange rate is, therefore, an important
macroeconomic objective that a nation should adopt.

Though it is argued that currency depreciations may create economic incentives to boost
local exports, wide depreciation margins also raise the cost of imports and doing
business.”” Since developing and emerging economies like South Africa depend on
foreign capital to develop their local industries, wide margins of exchange rate
depreciation may eventually hurt rather than boost the economy. The evidence shows that



real exchange rate growth in South Africa has been unstable and is associated with lower
levels of investment accumulation and hence low economic growth. It is, therefore,
recommended that policies that target the stabilization of exchange rate growth should be
pursued by South African authorities.

The paper has examined the important macroeconomic drivers of economic growth in
South Africa covering the period 1960-2013. The study has identified that the most
important macroeconomic drivers that contributed to the economic performance of the
South African economy include the accumulation of physical capital, human capital
development, current account deficits, inflation, and the real exchange rate. The
performance of these macroeconomic drivers has been influenced by events that occurred
under two political regimes: apartheid regime that ran from 1960-1993; and the post-
apartheid regime from 1994 to present day.

The apartheid regime was characterized with political unrests, labour market restrictions
and imposition of punitive sanctions by the international community. The performance of
the economy during this period was not impressive and declined from an average of 6.0%
p.a. during the 1960s to an average of 1.5% p.a. during the 1980s. Investment ratios also
declined significantly from an all-time high of 37.9% of GDP in 1980 to 18.8% of GDP in
1992. The South African economy also experienced high inflation rates averaging 9.7%
p.a. between 1960 and 1993, with the highest rates experienced between 1974 and 1992
that averaged 13.7% p.a.

During the post-apartheid regime that commenced in 1994 to date, the country’s focus
was on reconstruction and development with an aim of reducing the inequalities that were
inherited from the apartheid regime. During this period, the economy grew at an average
rate of 3.1% p.a., though lower than projected target of 6.0% p.a. documented in the
various economic policies developed during the same period. Investment ratios have also
marginally improved averaging 21.1% of GDP p.a., which is at the minimum international
standard of at least 20% of GDP.

The study has identified four main policy challenges that affected economic performance
in South Africa during the study period. These include low accumulation of physical
capital; low rates of human capital development; increasing current account deficits and
real exchange rate instability. For long-term growth to be sustainable, it is important for the
South African authorities to address these challenges as they are detrimental to the
sustenance of the long-term economic growth trajectory. In addition, the evidence
provided shows that when modelling economic growth in South Africa, it is important to
include additional variables such as current account deficits, inflation and real exchange
rate growth as important determinants of economic growth. This is in addition to the
traditional determinants such as the accumulation of physical capital and human capital
development that have been extensively studied in the economic growth literature.
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