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Executive Summary

The objective of the South Africa Investment Climate Assessment (ICA) isto evaluatethe
investment climatein South Africain all its operational dimensions and promote policiesto
strengthen the private sector. The investment climate is made up of the many location-specific
factors that shape the opportunities and incentives for firmsto invest productively, create jobs,
and expand. These factors include macroeconomic and regulatory policies, the security of
property rights and the rule of law, and the quality of supporting institutions such as physical and
financial infrastructure.

The main source of information for the ICA isasurvey of over 800 formal private enterprises.
The survey includes data on firm productivity, cost of doing business, regulatory environment,
labor market, financial sector, trade regime, and levels of investment. In the analysis, we link
business environment constraints to firm-level costs and productivity. Because Investment
Climate Surveys have aready been completed in over 70 low and middle income countries, we
are able to benchmark firm performance and the quality of the Investment Climate in South
Africawith other countries around the world. For the purpose of this study, we focus on two
relatively productive countries in Sub-Saharan Africa (Senegal and Kenya); four middle-income
countries from outside of the region (Brazil, Lithuania, Malaysia, and Poland); and China, one of
the fastest growing countriesin the world.

In addition to the firm-level datafrom the survey, the ICA also draws on additional sources of
information including other data sources from within the World Bank, such as the Doing
Business Indicators, and existing work by the World Bank and other international organizations,
the Government of South Africa, and academic research.

THE SURVEY.

The Investment Climate Survey (ICS) was conducted by Citizen Surveys, a private South
African firm based in Cape Town. About 800 firms were surveyed between January and
December 2004. About 75 percent (603) of the sample were in the manufacturing sector, 14
percent in the construction industry, and the remaining 11 percent in wholesale and retail trade.
Within these broad sectors, firms were randomly selected from lists of firms registered with the
South Africa Department of Trade and Industry (that is, only formal registered enterprises are
included in the sample). Although the samples should be broadly representative of formal firms
within each sector, they are not representative of the entire economy. Because of this and
because the samples for comparator countries only cover manufacturing, data from the three
sectors are presented separately in the main report.

The sampleincluded firms from major metropolitan areas in Gauteng (about 63 percent of the
sample), Western Cape (23 percent), KwaZulu-Natal (9 percent), and Eastern Cape (5 percent).
The sample was mainly composed of small (10-49 employees), medium (50-99 employees), and
large (100-499 employees) enterprises, athough about 14 percent of the sample were very large
(over 500 employees). There were few microenterprises (fewer than 10 employees) in the
sample, especialy in the manufacturing sector. A follow-up survey of informal and
microenterprisesis being completed that will allow usto look at investment climate constraints
on these enterprises.

Most firms were owned either by corporations (that is, other firms) or Caucasian/European
individuals and families. Only 5 percent of firms were owned by African or colored individuals
or families. The small number of African-owned firms, however, appearsto reflect the



distribution of formal firms. Previous studies also found relatively few African-owned firmsin
these size classes. For example, in asurvey of enterprisesin Johannesburg in 1999, 97 percent of
informal microenterprises were black-owned, but only 7 percent of formal micro, small and
medium-scale enterprises were.! This pattern appears to have persisted through 2004.

M ACROECONOMIC BACKGROUND

Since the transition to democracy, South Africa s macroeconomic performance has been solid
but not spectacular. Between 1994 and 2003, annual gross domestic product (GDP) growth
averaged about 2.9 percent, while annual per capita GDP growth averaged less than 1 percent.
Although GDP growth has fluctuated over this period, it has neither declined nor exceeded 4.5
percent in any calendar year since 1993. In this respect, South Africa appears locked into a path
of sustained but moderate growth.

Figure 1: Cross-Country Comparison of Per Capita GDP Growth and Gross Fixed
Capital Formation, 1994-2003
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Although South Africa s economy has grown, its growth has been modest when compared with
the comparator countries outside of Africa (see Figure 1). Over the past decade, per capita
growth has been over three times faster in Thailand and Maaysia than in South Africa—despite
the Asian crisis in the mid-1990s when GDP dropped by close to 10 percent in these countries—
and has been close to ten times faster in China. Given the challenges that South Africawill face
in the coming years and the high level of unemployment in the country, faster growth is vital.
Investment has also been low, with total investment remaining in a narrow band between about
15 and 16 percent of GDP.? Thisis lower than the government’s “unofficial” target of 25
percent, lower than in the middle-income comparator countries (Brazil and Poland), and far
lower than in the fastest growing Asian economies (see Figure 1). In part this reflects low public
sector investment, but private investment, at about 12 percent of GDP, has aso been low.

! Chandraet al. (20014, 2002).

2 Data from South African Reserve Bank download facility Time Series KBP6282J.



FIRM PERFORMANCE

Despite South Africa’s only modestly successful macroeconomic performance, |abor
productivity is high. In 2002, value added was US$14,000 per worker for the median formal firm
inthe ICS. Thisrateisfar higher than in even the most productive countries elsewhere in Sub-
Saharan Africa and compares well even with other middle-income countries such as Lithuania,
Brazil, Poland, and Maaysia—all of whom except Brazil have higher per capitaincome than
South Africa. Productivity is aso higher than in China—although is slightly lower than in the
most productive areas of that country.

Part of the reason for South Africa’ s high productivity appears to be that South African

Figure 2. Cross-Country Comparison of Labor Productivity (value added per worker in U.S.
dollars)
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Note: All values are medians for enterprises with available data. Value added is calculated by subtracting intermediate inputs and energy costs
from sales from manufacturing. Workers include both permanent and temporary workers. Values are converted to US$ using average exchange
rates for 2002 from World Development Indicators. Datais for 2002, except for Lithuania (2003).

enterprises are concentrated in relatively capital-intensive industries. Over the 1980s and 1990s,
South African manufacturing became increasingly capital intensive because firms adopted
capital-intensive production methods and expanded into capital-intensive sectors. Labor
productivity is higher in capital-intensive sectors, which could explain why labor productivity
appears higher in South Africathan in other countries. To partially control for this, we aso look
at labor productivity in a single industry—the garment industry. South African firms appear
relatively productive in this sector as well, although the differences are | ess noticeabl e than they
are for manufacturing overall. Labor productivity in this sector remains higher than in other
countries in Sub-Saharan Africa, China, Lithuania, and Brazil but dlightly lower thanin Maaysia
or Poland.

Other evidence also suggests that enterprises in South Africa are relatively capital intensive.
Firmsin South Africa have about twice as much capital per worker (about $3,500 per worker) as
firmsin Lithuania, Brazil and the most productive areas of China. Malaysian and Polish firms
had slightly more capital per worker, although the weak Rand in 2002 might lead us to
underestimate the amount of capital per worker in South Africa

Per worker labor costs in South Africa, about $7,300 per worker in 2002, are high compared with
other countries. In comparison, per worker labor costs were equal to about $2,000 per worker in



the most productive areas of China, about $2,700 per worker in Brazil and Lithuania and about
$4,000 per worker in Malaysia and Poland. Despite South Africa’ srelatively high labor
productivity, high labor costs mean that unit labor costs (labor costs as percent of value added)
are higher in South Africathan in most of the comparator countries except for those in Eastern
Europe.

Despite the highly capital-intensive production and high labor costs, labor productivity is high
enough to ensure that existing firms are relatively profitable. Profitability (profits over sales) in
South African firms was higher than in firmsin Poland, Lithuania, or Maaysia but lower than
thosein Brazil. At thefirm level, profitability is associated with better performance; firms that
are more productive and have lower costs will be more profitable than other firms. But at an
economy level, high profitability can also suggest alack of competition; when markets are
competitive and entry is possible, profits will typically be competed away.

THE INVESTMENT CLIMATE

Asafirst cut for assessing investment climate problems, the ICS asked firms to rate various
areas of the investment climate and to say how serious an obstacle they are to enterprise
operations and growth. Although perception-based measures suffer from several problems—it is
difficult to compare them across countries, it is difficult to quantify and aggregate perception-
based data across firms, managers might not be aware of the underlying causes of a specific
constraint, and managers of existing enterprises might have different views than potential
entrepreneurs woul d—enterprise managers probably have a reasonable grasp of the immediate
problems facing their businesses. Thus, the perception-based indices provide a useful starting
point for the analysis—one that we supplement with objective measures of the investment
climate throughout the report.

The investment climate assessment asks enterprise managers to rate how great an obstacle
various areas of the investment climate were to their enterprises’ operations and growth. For
each area, we calculate the percentage of firmsthat rated each areaas avery severe or magor
obstacle. Results from this analysis are shown in Figure 3.

One interesting feature of the South African dataisthat relatively few firms rated the constraints
asmajor or very severe obstacles. Only about 35 percent of firms rated the biggest constraint,
worker skills, as a serious problem, and most obstacles were rated as a serious concern by less
than onein five enterprises. Thisis far lower than in most countries. For example, close to 85
percent of firmsin Brazil said that tax rates were amajor problem and 74 percent of firmsin
Kenyasaid corruption was a major problem. Although it is difficult to compare perception-based
measures across countries, this suggests that enterprise managers are not overly concerned about
any area of the investment climate.



Figure 3: Worker skills, macroeconomic instability, labor regulation and crime are firms' biggest
concernsin South Africa.
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Another feature of the datais that four areas of the investment climate—worker skills,
macroeconomic instability, labor regulations, and crime—stand out as particular problems.
Between 29 and 35 percent of enterprises rated each of these areas as major problems, compared
with less than 20 percent for all other areas.

There are few noticeabl e differences between types of firms when firms are broken down by
ownership, export status, foreign participation, province, or sector. The most noticeable
differences are that exporters were far more concerned about macroeconomic stability than other
firms and that African-owned firms were far more concerned about access to and the cost of
financing than other firms.

Worker Skills

Enterprise managers were more likely to say that worker skills were a serious obstacle to
operations and growth than any other area of the investment climate. Consistent with the
perception-based indices, additional questions on the investment climate survey suggest that
firmsfind it difficult to attract skilled workers.

One notable piece of evidence is the high premium that firms appear to pay for skilled and
educated workers. Econometric analysis of individual workers' wages suggests that returns from
schooling are high. Before controlling for occupational status (for example, whether the worker
isunskilled, skilled, or manager), an additional year of education is associated with a 12 percent
increase in wages. Even after controlling for occupational status (for example, assuming that
education does not affect whether the worker is a skilled or unskilled worker), an additional year
of education is associated with a 6.5-7.0 percent increase in wages.

Another piece of evidence is that wages appear to be relatively higher for managers and skilled
workersin South Africathan they are for unskilled workers. The median monthly wage for an
unskilled production worker in South Africain 2002 was about $240 per month. In comparison,
an unskilled worker in Poland earns about $250 per month and an unskilled worker in Brazil
earns about $167 per month. The median monthly wage for a manager in South Africais about
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$1,850 per month—over twice as high as in Poland ($740 per month) and over three times as
high asin Brazil ($540 per month). South African managers earn nine times as much as unskilled
workers compared with three times as much in Brazil and Poland and about two times as much
in China. The earlier evidence suggesting that wages are high in South Africa appearsto be
mainly due to high wages for managers and professionals—not high wages at the bottom of the
income distribution.

Despite the concerns about worker skills, relatively few enterprises had training programs.
According to firm managers, between 60 and 80 percent of unskilled and skilled workersin
China, Poland, and Brazil received training compared with fewer than half in South Africa. But
even this might overstate the extent of training in South Africa. When firm employees were
asked about formal training, more than 80 percent of workersin South Africareported that they
had not received any. Foreign-owned firms, exporters, and large firms are more likely to provide
training than other firms are.

Some evidence suggests that training might be successful. Workers who had been trained
reported that their wages were 15-20 percent higher than workers who had not. To the extent that
higher wages reflect that trained workers are more productive, this might suggest that thereis
high return to training—at least for the workers.

But thisis not the only possible reason why wages might be higher for trained workers. It is also
possible that managers select the most productive workers to receive training—either because
they think these workers will benefit more from training or because they use training to reward
their best workers. Other evidence is consistent with this second explanation; firms that have
training programs do not appear to be more productive than firms that do not.

Given the large number of firms that do not provide training, it is clear that the role of
government agencies responsible for encouraging training (for example, the Sectoral Education
and Training Authority or SETA programs) will be crucial in raising human capital levelsin
South Africa. However, at the current time, these results suggest that government programs
designed to encourage training have not been successful. Fewer firms have training programsin
South Africathan in other middle income countries, and there is only mixed evidence that
training successfully increases worker productivity.

Labor Regulation

Although the ICS asked detailed questions related to labor costs and worker skills, it included
few objective indicators of |abor regulation. Because of this, the information in the survey is
supplemented with information from the Doing Business database, which is maintained by the
World Bank. The Doing Business database includes several indices that measure the rigidity of
hiring and firing regulations and the cost of firing. Consistent with the perception-based indices,
labor regulation in South Africais more rigid than in most of the comparator countries on both
the hiring and firing indices. That is, it is more costly and more difficult to hire and fire workers
in South Africathan in most of the comparator countries or than in most Organization for
Economic Cooperation and Development (OECD) economies. On one particular measure,
however, the cost of firing an individual in weeks of wages, South Africa performs better. The
cost in South Africais 38 weeks, lower than the average for the OECD and severa of the
comparator countries (Figure 4).

3 World Bank (2004d). Note that calculation errorsin an earlier version of the Doing Business database and achange in
methodology resulted in South Africa being misclassified in early versions of the database. These errors have been corrected in
the most recent publications.
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Figure 4: Cross-Country Comparison of Labor Regulations

OECD :| cEcD [ oecp [T

orezi [T Y %) E—
Lithuania-:| Ch‘m-:l China [T

Poland -:| Polond -:| Malaysia [T ]

china [ ] LiThum'g-:l Lithuania [
MaJaysia- Mdo/sia-j Poland ]

SouthAfrica-:l SouthAfrioa-:l South Africa [T]
0 5-0 IIJo 0 5Io [I)o 0 100 200
||:| Difficulty of Hiring Index | |I:| Difficulty of Firing Index | |I:| Firing Costs (w eeks)
Source; Investment Climate Surveys

M acr oeconomic I nstability

Macroeconomic instability was rated as a serious obstacle to enterprise operations and growth by
about 33 percent of South African firms—making it the second greatest constraint identified in
the ICS. Thisresult might seem puzzling given that growth has been positive for over a decade
and inflation modest.

Exchange rates, however, have been very unstable—especialy against the U.S. dollar. Between
2000 and 2002, the rand depreciated against most major currencies, falling by about 27 percent
against the U.S. dollar, 26 percent against the British pound, and 28 percent against the euro in
real terms. It then appreciated rapidly over the next two years:between 2002 and 2004, it
appreciated 29 percent against the euro, 35 percent against the British pound, and 67 percent
against the U.S. dollar in real terms.

Consistent with the idea that exchange rate instability is driving the negative perceptions about
the macroeconomic instability, exporters were far more concerned about it than nonexporters.
Forty-four percent of exporters rated macroeconomic instability asamajor or very severe
problem relative to only 28 percent of non-exporters. Because many South African
manufacturing firms appear to be price takers on international markets, changes in the exchange
rate can have a serious impact on enterprise revenues. Moreover, close to three-quarters of
exporters to the United States—the country whose currency against which the rand has been
most unstable—saw macroinstability as amajor concern. These results strongly suggest that
exchange rate instability is the main concern in the area of macroeconomic instability.

Crime

Violent crime rates in South Africa, especialy for murder, have declined modestly over the past
decade, but other crimes—particularly property crimes—have been increasing (Leggett 2003).
Between 1994 and 2000, common robbery increased by 168 percent and aggravated robbery
increased by 31 percent (Altbeker 2001). About 44 percent of Africans and 58 percent of whites
cited crime as the most serious problem facing South Africain the mid-1990s (NEDCOR 1996).
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The evidence from the ICS suggests that crime is also a serious concern for business. The
median firm reported that the direct losses due to crime and the cost of security were equal to
about 0.5 percent of sales, which is higher than in many middle-income countriesincluding
Lithuania, China, and Poland but lower than in the very worst countries, where median costs
were equal to about 1 percent of salesin Brazil and Kenya and about 5 percent in Ecuador.
Security costs account for about 60 percent of the cost of crime, while direct losses account for
the additional third. In contrast to many middle-income countries in Eastern Europe and Asia,
protection payments to organized crime were very low.

The burden of crimeis not evenly distributed across firms. In general, firmsinvolved in retail
and wholesal e trade faced the biggest 1osses, while firms in the manufacturing sector faced the
lowest costs. Large firms also tended to sustain higher losses than smaller firms. After
controlling for other factors, firmsin KwaZulu-Natal faced the heaviest losses, while firmsin
Gauteng sustained relatively modest | osses.

Finance

Enterprise managers often see access to and the cost of financing as serious obstacles to their
enterprises operations and growth. Thisis especially true in Sub-Saharan Africa, where access
and cost of financing typically rank among the top five constraints. By contrast, however, firms
in South Africawere generally far less concerned about access to and the cost of financing;
fewer than 20 percent rated either as amajor or very severe obstacle, placing them at eighth and
eleventh of eighteen constraints.

Objective data generally support the perception-based data—jparticularly with respect to the cost
of financing. The real interest rates that firms report paying for their most recent loan were lower
than in most of the comparator countries for which data were available.

Although the formal firmsin the survey were relatively unconcerned about access to financing,
there was less objective evidence that they are awash with bank credit. Firms financed less
investment through banks than firms in most of the comparator countries (for example, China,
Kenya, Senegal, and Poland), and fewer firms had overdraft facilities than in either Brazil or
Kenya. Moreover, South African firms rely heavily on retained earnings to finance both
investment and working capital.

Why do South African firmsrely so little on external sources to finance investment? The main
reason appears to be that firms have little demand for external credit not that supply islimited.
Most firms that did not have loans reported that they did not want or need a loan, and very few
firms had been rejected for aloan.

As noted earlier, African-owned firms were far more concerned about access to credit and the
cost of financing than European- or Caucasian-owned firms. This remains true even after
controlling for other observable differences that might affect perceptions about access to
financing, such as enterprise size, sector of operation, and age.

The objective measures of financing provide some support for the idea that access to credit is
more difficult for African-owned firms. African-owned firms were less likely to have ever
applied for aloan, less likely to have aloan, less likely to have an overdraft facility, more likely
to have been regjected for aloan, and paid higher interest rates on their loans.

Although these measures might suggest discrimination, it isimportant to keep some provisosin
mind. First, although the differences suggest discrimination, they were never statistically
significant (that is, they could be due to random sample variation) and were often quite modest.
Second, even if differences do exist, they could be due to unobservabl e differences between
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firms such as the availability of collateral or the business experience of the firms management
teams.

AIDS

In addition to being catastrophic in terms of lost lives and health, HIV/AIDS also undermines
economic development. Indeed, the International Monetary Fund identifies HIV/AIDS as one of
the two main potential constraints on future growth in South Africa.

Firms were asked to evaluate the impact of the HIV epidemic on various measures of firm
performance. In general, firms were only moderately concerned about the immediate impact of
the epidemic. Only about 6 percent of firms reported that the epidemic was having a strong
impact on labor productivity and only 4 percent reported a strong impact on profits. The greatest
Immediate impact appeared to be on employee absenteeism, with close to one-quarter of firms
estimating that the epidemic increased absenteeism by more than 5 percent.

In contrast, firms do appear to be concerned about the medium-term impact of the epidemic;
about 45 percent reported that the epidemic had a strong impact on firm investment. This
perception is potentialy driven by the increased uncertainty about the future impact that the
epidemic will have on productivity, market size, and profitability.

The survey results also suggest that workers are aware of the problem. Close to two-thirds of
workers reported that they were concerned about it, and close to 95 percent reported that they
knew where they could get tested. Despite the high level of awareness, only half reported that
they were willing to be tested, which probably reflects concern about stigma and potentially
about the availability or cost of comprehensive treatment programs, whether public or private.

Competition

Previous work has suggested that the South African economy is highly concentrated and that
there are high barriersto entry for both domestic and foreign firms. Consistent with this, as noted
earlier, firmsin South Africa appear to be relatively profitable despite high wages. High
observed wages could a so be consistent with the observation that the market is highly
concentrated if managers, owners, and workers share the rents created by low levels of
competition. Unfortunately, it is difficult to assess the importance of competition directly using
firm-level data because firms rarely complain about a lack of competition in any country and it is
difficult to ask objective questions to assess the state of competition.

Other Areasof the Investment Climate

Firms had few complaints about most other areas of the investment climate. Few firms rated
infrastructure, regulation, taxation, corruption, or the court system as serious obstacles. The
objective indicators are generally consistent with these perception-based measures. Most firms
believe that courts are able to enforce property rights, and court cases appear to be resolved
relatively quickly. Losses due to power outages are modest, and the cost of power islow by
international standards. Tax rates are low and have been declining over time. Although the
burden of regulation is not particularly low, it is lower than in most countriesin Africaand is
comparable to most middle-income countries. Few firms report paying bribes to obtain services
or win government contracts. In summary, the objective indicators are consistent with firm
perceptions. On most other areas of the investment climate, South Africa appears to perform
relatively well.
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SUMMARY

Why has investment and growth been low over the past decade? As discussed in detail in the
report, firm productivity isrelatively high, and objective indicators show that the investment
climate is mostly favorable: Power is cheap and relatively reliable, the burden of regulation is not
excessive, corruption islow, the ports function relatively well, access to finance does not seem to
be amajor problem for most enterprises, and most people trust the court system. The puzzle
simply stated isthe following: If firms are relatively productive and the investment climateis
favorable, why has private investment been so modest?

The analysis suggests severa possible answers. One factor is that although most areas of the
investment climate are favorable, some are not. The exchange rate has been very unstable
(chapter 1), which is especially problematic for exporters; the cost of labor is high, especially for
skilled workers (chapter 3); labor regulation is burdensome (chapter 3); and the cost of crimeis
high (chapter 5). All these factors discourage investment, despite the generally favorable climate
in other aress.

Another important factor might be that the investment climate has improved a ong a number of
dimensionsin recent years:| Interest rates and inflation have fallen (chapter 1), and corporate tax
rates have been reduced (chapter 5). Moreover, thisimprovement has occurred within the context
of generally increasing profits (chapter 2). Thus, as we would expect, investment rates, although
lower than would have been expected given the broadly favorable investment climate, have
begun to increase.

Finally, other areas of the investment climate not captured well in the firm survey might also
deter investment. In particular, firm performance and investment are likely to be affected by both
market concentration and systemic risk—two factors that are difficult to pick up in firm-level
surveys.
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Introduction

Investment climate plays amajor rolein promoting market-led growth and reducing poverty.*
Improving living standards and reducing poverty depends on broad-based economic growth,
which will only take place when firms improve worker productivity by investing in human and
physical capital and technological capacity (defined broadly to include investment in knowledge,
equipment, and organizational structure). But firmswill only invest when the investment climate
isfavorable.

The investment climate includes economic incentives, which are shaped by macroeconomic and
regulatory policies and public administrative procedures, and institutional incentives, such asthe
security of property rights, the rule of law, and governance stability.” Institutional arrangements
influence private investment decisions by structuring the rules of the game. These rules affect
investment uncertainty and risk as well as investment safeguards (protection of property rights,
enforcement of contracts, and maintenance of integrity of monetary standards). Defined in this
manner, the investment climate determines the returns from different economic activities.

The objective of the South Africa Investment Climate Assessment (ICA) isto evaluatethe
investment climatein South Africain all its operational dimensions and promote policiesto
strengthen the private sector. The ICA will largely be based on results from afirm-level survey
of private enterprises, which includes data on the cost of doing business, the regulatory
environment, the labor market, the financial sector, the trade regime, and levels of investment. In
the analysis, we will link business environment constraints to firm-level costs and productivity.
Before we go any further, afew words on the scope of the ICAs would be helpful. The World
Bank began carrying out ICAsin 2001. They are based on the results of afirm-level survey
(investment climate survey or ICS), aswell as other avail able evidence regarding the country’s
business environment. In the case of South Africa, an ICS of 800 firms was conducted during
2004; the data from this survey were used to generate much of the analysis contained in this
report.

The ICS gives us a detailed cross-sectional snapshot of the South African private sector. Itsmain
advantage isthat it enables benchmarking of the South African private sector by comparing it
with countries around the world. The World Bank has now carried out the ICS in many
countries, including the relevant comparator countries selected for this report—Senegal, Kenya,
China (with separate data for Shenzen and Hangzhou), Malaysia, Brazil, Poland, and Lithuania.
The ICS dataset is unique in that it enables rigorous cross-country comparison based on a*“global
core” questionnaire that is administered in a standardized manner across countries, targeted at
roughly comparabl e subsectors in manufacturing. The data generated by this questionnaire
enable us to analyze several things, including firm performance as measured by firm-level
productivity, characteristics of factor markets such as labor and finance, and the impact of the
business environment including infrastructure, regulation, crime, and security. Thus, we can see

4 Stern (20024, 2002b).

5 The term investment climate, broadly defined, includes a country’ s unique attributes or “geography” (climate, endowments of
natural resources, distance from important markets, and so on), as well as the state of its infrastructure, economic and social
policies, institutions, and governance stability. For operational purposes, a narrower definition is used that focuses on the
endogenous determinants of investment. For example, Stern (2002a) notes that it is “the policy, institutional, and behavioral
environment, present and expected, that influences the returns, and risks, associated with investment.”
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how South African firms perform relative to their counterparts around the world, and what their
constraints are in a comparative context.®

6 It is worth noting that in countries where multiple rounds of 1CS have been conducted (typically once every three years), we are
also able to analyze how firms perform over time, and how they are affected by policy change. Further enumeration in South
Africawill enable this analysisto be carried out for our sample of firms, including an analysis of entry and exit of firms.
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Chapter 1. Macroeconomic Background

Over the last decade, South Africa has experienced sustained, albeit moderate, growth.
Investment has also been low, in part because public sector investment has been low, and in part
because private sector investment has also been limited. Consequently, fixed capital
augmentation has contributed only modestly to growth. President Thabo Mbeki has recently
established a high-level task team to achieve a step-wise increase in South Africa’ s growth rate.
The president has identified raising the rate of investment as the key to achieving higher growth:
“It is clear that you need to invest more to grow more” (Business Report 25/07/2005:20).

The president’ sinitiative has received widespread support, but there are widely differing views
on what the factors restraining investment are and therefore how higher rates of investment
might best be accomplished. Competing explanations include the exchange rate, skill shortages,
public infrastructure, high rates of taxation, business regulation, and health policy (Business
Report 26/07/2005:17).

Results from the ICS show that South African firms face amostly favorable investment climate:
Power is cheap and relatively reliable, the burden of regulation is not excessive, corruption is
low, the ports function relatively well, access to finance does not seem to be amajor problem for
most enterprises, and most people trust the court system. Our puzzle smply stated is the
following: If the investment climate is so favorable, why has the private sector’ s investment
response not been stronger?

One part of the puzzleisthat athough most factors are favorable, some problems remain. The
exchange rate has been unstable, imposing high costs on exporters; the cost of labor is high,
especialy for skilled workers (chapter 3); labor regulation is burdensome (chapter 3); and the
cost of crimeis high (chapter 5). All these factors discourage investment, despite the generally
favorable climate in other aress.

Another part might be that the investment climate has improved along a number of dimensionsin
recent years. Interest rates and inflation have fallen (chapter 1), and corporate tax rates have been
reduced (chapter 5). Moreover, thisimprovement has occurred within the context of generally
increasing profits (chapter 2). Thus, as we would expect, investment rates, although lower than
would have been expected given the broadly favorable investment climate, have begun to
increase.

Finally, other areas of the investment climate not captured well in the firm survey might also
deter investment. In particular, firm performance and investment are likely to be affected by both
market concentration and systematic risk—two factors that are difficult to pick up in firm-level
surveys.

In this chapter, following a brief examination of South Africa’ s economic growth, we examine
corporate investment rates and review the financing of investment, notably through savings. We
also discuss two key variables that have a strong impact on corporate investment, namely,
interest rates and exchange rates. We then return to the issue of the lower-than-expected but
improving rate of investment.

EcoNnomMic GROWTH
In the last decade of apartheid, the economy grew at 1.1 percent per year. The growth rate
averaged 2.9 percent per year from 1994 to 2003 and 2.7 percent per year over the last five
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years.” For 2004, growth was 3.7 percent.? Although there have been fluctuations in the growth
rate, it is worth noting that there has been no decline in any calendar year since 1993, but growth
has not exceeded 4.5 percent in any year either. South Africatherefore appears locked into a path
of sustained but moderate growth.

Because South Africa’ s population has been increasing, per capita growth has been slower than
total growth. Per capita growth has been modest relative to comparator countries outside Africa,
especialy the fast-growing Asian economies (see Figure 5). Over the past decade, per capita
growth has been over three times faster in Thailand and Maaysiathan in South Africa—despite
the Asian crisisin the mid-1990s—and has been close to ten times faster in China.’

Figure 5. Cross-Country Comparison of Per Capita Growth (%)
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Source: World Bank (2005b).

There are indications, however, that South Africa may be breaking out of its moderate growth
cycle. Many economists are forecasting higher growth rates over the next few years, with even
the lowest forecasts predicting growth rates above 3 percent (Table 1). *°

! South Africareleased statistics that revised GDP estimates in November 2004. Nominal GDP was revised upward some 3.5
percent. Nominal GDP for 2003 is currently estimated at R1251 billion. GDP Recent growth rate estimates were similarly revised
upward.

8 Financial Mail (2005:36).

o Treasury estimates average real household income to have increased by 30 percent over the last decade. National Treasury
(2005b).

10 The Treasury forecast is for the economy to grow by an average of 4.2% over the next few years (National Treasury, 2005). In
recent statements, the minister of finance has suggested that much higher growth is possible — a figure of 6% has been mentioned.
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Table 1: Reuters Consensus Forecast for Real GDP Growth for South Africa, 2005-2007

2005 2006 2007
Real GDP growth 4.0 3.6 4.0
Highest forecast 4.5 4.3 4.9
Lowest forecast 35 3.2 3.1

Source: Reuters, January 2005.
In the short term, higher growth will be heavily dependent on two major factors: the value of the

rand and the maintenance of historically higher dollar prices for South African commodity
exports. Some forecasters, however, are lowering their projections because the rand is showing
unexpected resilience and there are concerns that commodity prices will peak in 2005.* There
are also concerns as to infrastructural and particularly skill bottlenecksif the economy were to
sustain high growth rates for any extended period.

In terms of sectoral contribution to GDP over the last decade, the outstanding feature has been a
shift to the tertiary and services sectors (Table 2). Over the last five years, there has been some
declinein the primary sectors, manufacturing, construction, and electricity and water. There has
also been a pronounced decline in the share of government services. Both the transport and
communications sector and the finance, real estate, and business services sector have increased
their shares.

Table 2: Sectoral Composition of GDP, 1998 -2003

Finance,

Community,
Agri- Minin Manu-  Electricity Construc- I-Ir;?gles Transport El—ﬁa?le Socid, Govt.
culture 9 facturing and Water tion Communications 7 Personal Services

Rests. Business -
. Services
Services

1998 42 6.5 20.1 38 3.2 13.7 10.1 17.9 2.6 15.3
2003 4.0 5.5 19.8 3.5 3.1 13.7 12.2 19.6 2.7 13.1

Note: National accounts GDP by industry at constant 1995 prices.
Source: Statistics South Africa, Bulletin of Satistics, vol. 38, no. 4 (December 2004).

Within manufacturing, the share of |abor-intensive sectors (food and beverages, textiles,
clothing and footwear) declined significantly.”* Within the tertiary sector, the government share
has declined, but there have been significant increases in the shares of financial and business
services and transport and communications. Although the final data are not yet available, the
indications are that in 2004 wholesale and retail trade, hotels and restaurants (6.5 percent),
construction (6.3 percent), and transport and communications (5.5 percent) made the most
significant contribution to GDP growth.

INVESTMENT AND SAVINGS

Fixed I nvestment
In the 1970s and 1980s, capital investment and employment creation accounted for most growth.
This was not the case in the 1990s, when a decline in employment and low investment meant

1 See Financial Mail 18/02/2005:36. A much lower consensus forecast of 3.2 for 2005 is given by Business Monitor
International, BMI, January 2005:6.

12 The share of these sectorsin MV A declined from 23 to 20 percent between 1990 and 2000. Kaplan (2003).
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labor augmentation contributed negatively and capital investment contributed only weakly to
growth. The strongest contributor to growth in the 1990s was productivity growth due to
technological change.™

Estimating the potential GDP growth for the economy of 3 percent per year, the International
Monetary Fund (IMF) has similarly argued increased productivity rather than growth in labor
and capital inputsisthe main contributor to growth. The IMF argues that productivity growth
arises from the lowering of trade barriers, increased exposure to international trade, and the
increased share of the private sector in fixed investment that raises the productivity of capital. It
identifies the two major constraints on the potential growth as the HIV/AIDS epidemic and the
availability of skilled labor.

In the decade before 1994, investment declined by 3 percent per year, but in the last decade,
investment has risen by some 5 percent per year. However, the overall magnitude of
Investment—private sector and government—remained in anarrow band between 15 and 16
percent of GDP.** Although this is comparable to capital formation in Kenya and Senegal (the
comparator countries in Sub-Saharan Africa), it islower than in Brazil and Poland (the middie-
income comparator countries) and is far lower than in the fast-growing Asian economies (Figure
6). Gross fixed capital formation has increased by 9 percent in 2003 and 7.5 percent in 2004 but
remains lower than in the fast-growing Asian economies.

Figure 6. Cross-Country Comparison of Gross Fixed Capital For mation (as a share of
GDP)
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Source: World Bank (2005b).

By contrast with the historical analysis of the longer term determinants of economic growth in
South Africa, Treasury’s analysis suggests that economic growth has recently been driven
principally by increasing fixed investment.™ Treasury projects that capital formation will be the

13 Fedderke (2005: 9).
14 Data from South African Reserve Bank download facility Time Series KBP6282J.

= Nationa Treasury (2005:11).
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principal driver of enhanced growth, forecasting it to rise far more rapidly than the other
components of GDP (Table 3).

Table 3: Macroeconomic Outlook Summary, 2004-2007 (per centage change)

2004 Actua 2005 2006 2007
Household consumption 5.9 47 37 4.2
Capital formation 75 7.0 6.2 7.8
Exports 5.0 4.7 3.6 5.7
Imports 12.7 5.9 55 5.7
Gross domestic product 3.7 43 3.8 4.4

Source: National Treasury (2005:12, table 1.1).

On the part of the private sector, fixed investment rose from avery low base between 1994 and
1997. After the emerging market crisisin 1998 and 1999, capital formation by private business
enterprises declined significantly. Since that time, however, investment by private enterprises has
steadily increased (Table 4). Therisein private sector fixed investment accelerated significantly
during 2004, increasing at an annual rate of 13 percent in the third quarter. A number of sectors
have announced big capital expenditure plans, including mining (notably platinum), automotive
and chemicals in manufacturing, retail, rea estate, and tourism. Short-term indications are
therefore that thisrising trend is set to continue.

Table4: Gross Fixed Capital Formation by Private Enter prises, 1994-2003 (Constant 2000
Prices)

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

Rand (millions) | 77,789 86,279 92974 97,463 95586 92,559 100,097 106,482 109,118 113,285

% change over
orevious yeer 11 8 5 -2 -3 8 6 2 4

Note: Includes transfer costs
Source: South African Reserve Bank Quarterly Bulletin (December 2004 and June 2002).

Through much of the past decade, public fixed investment has been very limited, and net
Investment on the part of public corporations has often been negative. In 2003, government
reversed the secular contraction in capital spending, particularly on the part of public
corporations. It recently announced its intention to support major new investment projects over
the next five yearsin many key infrastructure areas, especially in el ectricity and transport, with
an investment of R165 billion planned for Eskom and Transnet. The net result is that private
enterprises have played a dominant role in capital formation as shown in Table 5, with
government playing alarger rolein 2003 and likely to play an even larger rolein the near future.

Table5: Private Business Enterprise Share of Capital Formation, 1994-2003

1994 1995 1996 1997 1998 1999 2000 2002 2002 2003

% Gross Capital Formation | 78 73 74 71 65 72 74 74 76 71
% Net Capital Formation 134 108 98 88 59 92 102 102 98 73

Source: South African Reserve Bank Quarterly Bulletin (December 2004 and June 2002).

In terms of sectoral shares, there have been significant fluctuations. Manufacturing and
electricity, gas, and water have seen their shares decline, while transport and communications
has increased its share (Table 6).
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Table 6: Gross Fixed Capital Formation by Type of Economic Activity, 1994-2003

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
Agric. 4 3.8 4.6 3.8 3.2 3.0 2.9 2.9 3.4 2.9
Mining 9 85 8.2 8.7 9.0 9.3 9.9 10.3 11.3 104
Manuf. 23 25 229 22.2 20.7 22.3 217 22.3 20.8 19.6
Elec. Gas Water 74 8.1 8.3 7.6 55 4.9 3.9 3.7 4.0 4.8
Const. 1 1 1 12 15 14 16 15
Trade and accommodation. 6.5 5.8 5.6 8.4 7.1 7.3 6.6 6.3
Transportation, Communications 10 115 176 14.3 13.3 135 135 136
Finance, Real Estate, Bus Services 239 24.3 22.2 21.6 22.3 22.0 22.1 21.3
Community, Social Business Service. 14.7 15.0 15.0 16.2 175 16.5 16.7 19.4

Source: South African Reserve Bank Quarterly Bulletin (December 2004 and June 2002).

Despite an improving situation, it must be emphasized that investment spending remains low.
Private investment spending averaged 12.1 percent of GDP between 1994 and 2003 (Gelb 2001).
At 16 percent, gross fixed capita formation is lower than the government’s “unofficia” target of
25 percent and far lower than that in the fastest growing economiesin Asia. It isalso well below
the levels required to lift South Africainto a high growth bracket.

Optimists point to a number of factors that could sustain the current acceleration and allow South
Africato approach this target: higher levels of government spending “crowding in” further
investment on the part of the private sector, growing confidence in government economic
policies, a steady decline in perceptions of political risk, and lower local costs for imported
plants and equipment. These positive factors are reflected in the rapidly rising business
confidence now at its highest level since 1980. Private fixed investment spending is generally
strongly correlated with business confidence.

Saving

Gross savings as a share of GDP have remained within avery narrow band between 15 and 17
percent since 1994, as shown in Table 7. Corporate sector saving declined significantly after
1996 but has picked up strongly since 2002. For 2003, gross saving by the corporate sector was
11.5 percent and a similar ratio is expected for 2004.%°

Table 7: Corporate Saving and Gross Saving, 1994-2003 (ratio of gross saving to GDP in
current prices)

, , Corporate Ratio of Gross

Date Corgorr:i‘tlﬁ Sr?\n ng Glgorﬁ I?Iav Ilqng Saving/Gross Saving to GDP
(R millions) (R millions) Saving (%) )

1994 36750 81394 45 16.88
1995 35731 90568 39 16.52
1996 45035 99758 45 16.14
1997 40367 103865 39 15.15
1998 32014 113127 28 15.24
1999 31673 129132 25 15.87
2000 39918 145551 27 15.78
2001 27415 155678 18 15.26
2002 49696 198465 25 16.73
2003 52166 203635 26 16.27

Source: South African Reserve Bank download facility Time Series KBP6201J; KBP62031J; KBP6286J.
Thereislittle indication that alack of savings has constrained business investment. Domestic
saving has been sufficient to finance capital formation in all but two years. Corporate savings

16 South Africa Reserve Bank, Quarterly Bulletin, September 2004:10.
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have been sufficient to fund corporate investment with the corporate sector having an excess of
savings over investment between 1994 and 2001 and a near-balance since that date (Gelb
2004:388).

This, however, may change. If there were to be a significant increase in investment and more
especidly if thiswere to occur at atime of rising household expenditures combined with rising
government expenditures, domestic sources would be limited and financing would rely on
significant capital inflows. In 2004, corporate investments increased rapidly. Rising household
expenditures and weaker savings levels on the part of government have meant that to finance
capital formation, South Africa has had to rely on foreign resources. Foreign inflows were
relatively high, at nearly 4 percent of GDP."

INTEREST RATESAND INFLATION

Real interest rates were on a clear upward trend starting in 1994, but after 1998, they trended
downwards, apart from a brief spike in 2001. With the rate at which firms borrow generally
declining, the concern of firms about macroeconomic variables relates principally to the
exchange rate (see Figure 7).

Although inflation spiked in 2003 and has fallen recently, it has been in the range between 5 and
10 percent for most of the past decade. Thus, although inflation is not especially high by
international standards, it remains higher than in the best performing economies. The recent
Improvement suggests that it might have less of an impact in the short term than it has had over
the past decades.

Figure7: Nominal and Real Overdraft Rates
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EXCHANGE RATE

Concern about the exchange rate is rated the second most serious constraints to enterprise
operations and growth, which will be discussed more fully in chapter 5. Between 2000 and 2002,
the trade-wei ghted real exchange rate depreciated by about 25 percent. The rand depreciated
against most major currencies over this period, falling by about 27 percent against the U.S.
dollar, 26 percent against the British pound, and 28 percent against the euro in real terms (see
Figure 8)."® Over the next two years, the rand appreciated against all mgjor currencies, especially
the U.S. dollar. Between 2002 and 2004, it appreciated 29 percent against the Euro, 35 percent
against the British Pound and 67 percent against the US dollar in real terms. Since mid-2001, the
Rand has possibly been the most volatile currency openly traded in global markets.'® The
precipitous decline and subsequent appreciation of the currency were contrary to the forecasts of
amost all of the established economists resulting in businesses making investment and
operationa decisions on anticipated exchange rates that were often wide of the mark.

Figure 8: South Africa’sreal exchangerate hasvaried greatly over the past 5 year s—especially against

theUSdollar.
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Source: IMF (2005).
Note: Bilateral REERSs are calculated relative to 2000 (i.e., it is equal to 100 in 2000 for all currencies). The bilateral exchange rates are
calculated using the formula from Hinkle and Montiel (1999, p. 45) using CPl as measure of inflation. Real exchange rate differences
with Namibia are due to differences in inflation in South Africa and Namibia.

CONCLUSION

To conclude, we return to the puzzle of why a generally favorable investment climate did not
result in higher levels of private sector investment. There are a number of possible explanations.
Thefirst set relates to new capital formation that occurs as a consegquence of new business start-
ups. Aggregate fixed investment arises from the investment activities of existing firms as well as
new start-up firms. The Investment Climate Surveys measure the climate facing existing firms,
but the obstacles and constraints facing new (and potential) entrants may be very different. For

18 The bilateral real exchange rate against the Euro is calculated using CPI inflation for Germany.

19 Gelb (20040:8).
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example, while established firms appear to have little difficulty accessing finance at reasonable
rates, this may be much more difficult for new start-up firms, particularly in the absence of
substantive collateral consequent upon low income and education levels. There is considerable
anecdotal evidence to this effect. The South African system may therefore indeed function
relatively well for those that have already secured a place within it but not provide the support
needed to enhance the level of new entrants.

A second possible explanation relates to a factor that affects established firms but is not readily
captured in an ICS (for example, the extent to which firm-level performance and investment are
affected by level of market concentration). There iswork that suggests that the South African
economy is highly concentrated and imposes high barriersto entry (to both domestic and foreign
firms). The evidence suggests that high levels of concentration reduce firm-level performance,
but the impact on investment is ambiguous.?

A third possible explanation may lie with the nature of investment. Significant shares of
investment funds are currently being used to finance Black Economic Empowerment (BEE)
transactions. These transactions generally relate to equity transfers and not investmentsin the
creation of new capital stock. Financia support for BEE transactions is extensive; in 2002,
finance made available for BEE was estimated at around R40 billion. Total fixed capital
investment in that year was around R175 billion. However, not all BEE finance will be at the
“expense” of productive investments. Moreover, financing for BEE only became very significant
in the last few years, and the low levels of investment have been, as we have seen, of longer
duration.

A final possible explanation may lie with the specification of a key magnitude— risk. A number
of studies have pointed to systemic risk as the key factor resulting in a decline in investment and
encouraging “waiting” behavior on the part of potential investors.”* Uncertainty is notoriously
diffuse, subject to informational failures and difficult to measure. The ICS specification of
systemic uncertainty may not be adequate.

To reiterate, we are not in aposition to provide definitive evidence on any of these potential
explanations. However, what the survey does show is that while the investment climateis
broadly favorable, there are anumber of areasin which it could be improved. We have seen a
significant improvement in investment activity on the part of the private sector recently in
response to an improvement in the investment climate. Further improvements—as identified in
the remainder of this report—should similarly €elicit afavorable response in firm performance
and investment. But substantially raising the investment rate to support amajor increase in the
growth rate will require the government to also consider some other factors outlined here that
might have an impact on capital investment.

20 Fedderke and Szalontai (2005)

2L Fedderke (2005).
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Chapter 2: An Analysis of Firm Performance

The analysis contained in this chapter is based largely on the ICS conducted over a period of 12
monthsin 2004 by Citizen Surveys (Appendix | for asample of the questionnaire used for the
survey). Surveyed firms are located in or near the major metropolitan areas of South Africa,
including Johannesburg, Cape Town, Port Elizabeth, and Durban. The sample was composed of
firms in manufacturing, construction, and retail and wholesale trade. Within these broad sectors,
firms were randomly selected from lists of firms registered with the Department of Trade and
Industry (only formal registered enterprises are included in the sample). Although the samples
should be broadly representative of formal firms within each sector, the sampleis not
representative of the entire economy. As aresult, in the absence of appropriate weights, it is not
possible to pool data across broad sectorsto get a representative sample across the whole
economy. Because of this and because the samples for comparator countries only cover
manufacturing, data from the three sectors will be presented separately.?

As shown in Table 8, the sample contained 803 firms, with about 75 percent (603) in
manufacturing. About two-thirds of firmsin the sample were based in Gauteng, with the
remaining firmsin Western Cape, KwaZulu-Natal, and Eastern Cape. The sample was mainly
composed of small (10-49 employees), medium (50-99 employees), and large (100-499
employees) enterprises, with about 14 percent from very large firms (over 500 employees).
There were few microenterprises (fewer than 10 employees) in the sample, especially in the
manufacturing sector.

Table 8: Characteristics of Samplefor Investment Climate Survey

Total Number of Firms 803

Geographic Distribution; Enterprise Size:
Gauteng 63% Micro (1-9 workers) 5%
Western Cape 23% Small (10-49 workers) 27%
KwaZulu-Natal 9% Medium (50-99 workers) 23%
Eastern Cape 5% Large (100-499 workers) 31%

Very Large (500 or more workers) 14%

Owner ship:

Corporate 40% Sectors:

Individual — European/Caucasian 49% Manufacturing 75%

Individual — Asian 6% Construction 14%

Individual — African/Other 5% Trade (Wholesale and Retail) 11%

Source: Investment Climate Survey

Most firms were owned either by corporations (that is, other firms) or by Caucasian or European
individuals and families. Only 5 percent of firms were owned by African or colored individuals
or families. The small number of African-owned firms, however, appearsto reflect the
distribution of formal firms. Previous studies have also found relatively few African-owned
firmsin these size classes. For example, in asurvey of enterprisesin Johannesburgin 1999, 97
percent of informal microenterprises were black-owned, but only 7 percent of formal micro,
small, and medium enterprises were.?® This pattern appears to have persisted through 2004.

22 The report will primarily focus on manufacturing, presenting evidence from other sectors primarily when results differ across
sectors.

23 Chandraet al. (20013, 2002).
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PRODUCTIVITY

Labor Productivity

Labor productivity isfar higher in South Africathan elsewherein Sub-Saharan Africaand even
than in other middle-income countries where investment climate surveys have been compl eted
(see Figure 9). Labor productivity isover four times higher for the median manufacturing firmin
South Africathan for firmsin Kenya and close to three times higher for firms than in Senegal.
These two comparator countries were chosen because labor (and total factor) productivity there
are high relative to other countries in Sub-Saharan Africa where investment climate surveys have
been completed, suggesting that the gap islarge for most countries in Sub-Saharan Africa. These
results are consistent with previous studies using aggregate data that have also found that
productivity is higher in South Africathan elsewhere in Sub-Saharan Africa®*

But labor productivity in South Africais also high compared with other middle-income countries
where investment climate surveys have been completed. Labor productivity is about twice as
high in South Africaasin Lithuaniaor Brazil and is about 25 percent higher than in Malaysia.
Labor productivity is aso considerably higher than in China. Chinais an interesting comparator
because although per capita GDP is considerably lower than in South Africa, China has been
growing very rapidly over the past two decades.

Although value added per worker is lower in Chinathan in South Africa, there are large
interregional differences between Chinese cities and provinces, with productivity far higher in
areas closer to the coast.”> When South African firms are compared only with firmsin the most
productive regions covered in the China ICS, the comparison is less favorable. Labor
productivity is higher in South Africathan in Shenzen, the second most productive city in the
ChinalCS, but is dlightly lower than in Hangzhou, the most productive city in the survey.

24 Edwards and Golub (2003) show that productivity was over 50 percent higher in South Africathan in Zimbabwe in 1997,
while Mbaye and Golub (2003) show that productivity was about two and half times higher than in Senegal in 1996.

= Dollar, Wang, Xu, and Shi (2005) discuss regional differencesin the investment climate and productivity in China
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Figure 9: Cross-Country Comparison of Labor Productivity
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Note: All values are medians for enterprises with available data. Vaue added is calculated by subtracting intermediate inputs and energy costs
from sales from manufacturing. Workers include both permanent and temporary workers. VValues are converted to US$ using average exchange
rates for 2002 from World Development Indicators. Datais for 2002, except for Lithuania (2003).

One reason why South African enterprises might be more productive than enterprises in other
middle-income countries is that South African enterprises might be concentrated in industries
that are especialy capital, skill, or technology intensive. Over the 1980s and 1990s, South
African manufacturing became increasingly capital intensive, suggesting that this could be
important.?® Althoughthe increase in capital intensity wasin part due to firms adopting capital-
Intensive production methods, it also appears to be due in part to the expansion of manufacturing
in capital-intensive sectors.?’

To control for differences between sectors, Figure 9 also shows labor productivity in asingle
industry—the garment industry. This sector is chosen because the technologies are well
established and because most ICSs have large numbers of garment manufacturers. South African
firms also appear relatively productive in thisindustry, although the differences are less
noticeable than they are for manufacturing overall. Labor productivity is higher for the median
firm in South Africain the garments sector than in Lithuania or Brazil but slightly lower than in
Malaysia or Poland. Productivity is aso higher than in either of the most productive citiesin the
ChinalCS.

One factor that might result in South Africalooking worse in these comparisons is the exchange
rates used in the analysis. Exchange rate fluctuations can make a significant difference to labor
productivity when converted to a common currency such asthe U.S. dollar. In the year of the
survey, the South African rand was very weak, with the exchange rate averaging over 10 rand
per dollar. This could lead to value added per worker (and labor costs and capital intensity)

% Fedderke (2005) notes that most of the increase in manufacturing output over the past 30 years appears to be attributable to
increased use of capital, something that is consistent with the observation that output has become more capital intensive in recent
years. Many papers have noted that South African manufacturing appears to have become more capital intensive over the past
several decades (Edwards and Golub 2003; Levy 1992). Finally, several studies that have looked at trading patterns have noted
that South African industry tends to be more capital intensive than industry in its main trading partners

21 Kaplinsky (1995) argues that in the 1980s this was due to expansion in capita intensive sectors and contraction in labor
intensive ones.




29

appearing artificially low. Since then the rand has appreciated significantly in real terms, but it is
also important to keep in mind that most currencies, with the notable exception of the Chinese
yuan, have also aogreci ated against the U.S. dollar in real terms over the past two years, possibly
muting this effect.®

There are aso significant differences between firms within South Africa. Asin most other
countries, labor productivity is higher for exporters and foreign-owned enterprises than for other
enterprises (Table 12). It is aso notably higher in corporate-owned firms (that is, firms whose
main owner is a domestic or foreign-owned enterprise rather than afamily or individual). There
are only small differences between firms owned by Europeans/Caucasian, Asian, and black or
colored individuals or families.

In contrast to most other countries, where labor productivity increases with size, thereis no
noticeable trend with respect to enterprise size in South Africa.. Although large firms appear
more productive than small or medium-sized firms, large firms also appear more productive than
very large firms. The low productivity among very large firms might be because very large firms
arein low productivity sectors. For example, about one-quarter of very largefirms arein the
garment industry—a sector with especially low labor productivity. After controlling for sectoral
differences, labor productivity is not significantly different in large and very large firms.?®
Figure 10. Cross-Country Comparison of Labor Costs
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Source: Investment Climate Assessments

Note: All values are medians for enterprises with available data. Values are converted to US$ using average exchange rates for 2002 from World
Development Indicators. Labor cost isthetotal cost of wages and salaries and allowances, bonuses and other benefits for both production and
administrative staff.

Although labor productivity is relatively high in South Africa, labor costs are also high when
calculated using data from the firm income statements (see Figure 10). The total cost of wages
and other benefitsis higher per worker in South Africathan in any of the comparator countries.
For example, per worker labor costs were over three and half times higher in South Africain

28 In April 2002, one U.S. dollar was worth about 11.4 rand. By April 2005, it was only worth about 6.2 rand. But the same
decline was far less pronounced against the euro, which declined from 10.0 rand to about 8.0 Rand per euro.

29 When labor productivity is regressed on size and sector dummies, the null hypothesis that labor productivity is equal for large
and very large enterprises cannot be rejected at conventional significance levels.
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2002 (about $7,300 per worker) than in Hangzhou (about $2,000 per worker). Differencesin the
textiles and garment industries are smaller than overall differences, with Poland and Malaysia
coming very close to South Africain this sector.

Because per worker labor costs are high, unit labor costs (that is, labor costs as a share of value
added) are higher in South Africathan they are in Kenya, Senegal, or China (Figure 11). But
compared with other middle-income countries, unit labor costs in South Africaare dightly
higher than in Brazil and Malaysia and slightly lower than in the two countriesin Eastern
Europe.

Figure 11. Cross-Country Comparison of Unit Labor Costs (labor costs as% of value
added)
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Source: Investment Climate Assessments

Note: All values are medians for enterprises with available data. Vaue added is calculated by subtracting intermediate inputs and energy costs
from sales from manufacturing. Values are converted to US$ using average exchange rates for 2002 from World Development Indicators. Labor
cost isthe total cost of wages and salaries and allowances, bonuses and other benefits for both production and administrative staff.

For cross-country comparisons, unit labor costs have several advantages over comparisons of per
worker labor costsin acommon currency. First, they avoid problems associated with exchange
rate fluctuations because both labor costs and value added are measured in local currency.
Second, they partially account for differences in skills. For example, labor productivity and |abor
costs will both appear high if afirm has a highly educated workforce. Overall, these results
suggest that labor costs are relatively high in South Africa—at least relative to Asia, Latin
America, and elsawhere in Sub-Saharan Africa—even after taking South Africa s higher
productivity into account. These issues will be explored in more detail in the next chapter.

Labor costs tend to be higher for firms that are more productive at the firm level. The simple
correlation between labor costs per worker and value added per worker is0.46 (significant at a1
percent level). A similar pattern can be seen at an aggregate level in Table 12. Both labor costs
and productivity are higher in exporters, foreign-owned firms, firms located in Gauteng
province, and corporate-owned firms than in other firms. Aswith labor productivity, thereisno
clear pattern for labor costs by firm size. Although labor costs per worker are lower for small and
medium firms than for large and very large firms, labor costs are higher for large firms than they
arefor very large firms.
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Capital Productivity

Enterprisesin South Africa appear to be more capital intensive than enterprisesin most of the
comparator countries. Based on average exchange rates in 2002, the median enterprise in South
Africa had almost twice as much capital as the median enterprise in Shenzen and Hangzhou and
more than twice as much as in Lithuania and Brazil. Malaysian and Polish firms had slightly
more capital per worker than South African firms. Given that the rand was weak in 2002 relative
to the Polish zloty and the U.S. dollar, these comparisons might underestimate the amount of
capital per worker in South Africa.*

Despite being highly capital intensive even compared with firmsin other middle-income

Figure 12. Cross-Country Comparison of Capital Intensity (capital per work in U.S.
dollars)
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Note: All values are medians for all enterprises with available data. Capital is the net book value of machinery and equipment at the end of 2002.
Workers include both permanent and temporary workers. Values are converted to US$ using average exchange rates for 2002 from World
Devel opment Indicators.

countries, South African firms' capital productivity (value added over capital) remainsrelatively
high. Although it is lower than Lithuania, Brazil, and in the most productive provincesin
China—enterprises were considerably less capital intensive in these countries than in South
Africa—it remains higher than in Poland, Malaysia, or the rest of China.

Asin other countries, exporters and foreign-owned enterprises appear more capital intensive than
other enterprises, although the difference appears quite modest. But in sharp contrast to most
other countriesin the world, small enterprises in South Africa appear more capital intensive than
larger enterprises (see Table 12). In part, this might reflect sectoral differences. For example,

% There were 2.75 rand per zloty in April 2002 compared with 1.97 in April 2005 (see note 28).
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garment firms are far less capital intensive than other firms and tend to be very large. After
controlling for sector of operations, enterprisesin the different size classes appear similar.*
Enterprises owned by black individuals appear to have less capital per worker than firms owned

Figure 13. Cross-Country Comparison of Capital Productivity (value added over capital)
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Source: Investment Climate Assessments
Note: All values are medians for enterprises with available data. Vaue added is calculated by subtracting intermediate inputs and energy costs
from sales from manufacturing. Capital isthe net book value of machinery and equipment at the end of 2002.

by Caucasian or Asian individuals. The difference, however, is not large and does not appear to
be statistically significant, especially after controlling for other differences (for example, sector
of operations and size).

Capacity Utilization

The survey asked enterprise managers to estimate capacity utilization—how large their actual
production was in 2002 relative to the maximum amount that they could have been produced
with the capital and workers that they employed at that time. The average enterprise in South
Africareported that its capacity utilization was about 78 percent (Figure 14). Thisis
considerably higher than in most other African countries, where capacity utilization was about 60
percent in Tanzania, Kenya and Ugandain 2002 and about 70 percent in Senegal and Mali. It
was a so higher than the average for Chinao (about 70 percent). It is, however, lower than in the
best-performing middle-income comparator countries and the most productive provincesin
China.

Capacity utilization does not vary much by enterprise size or other characteristics—mostly
averaging between 75 and 80 percent. Capacity utilization appears to be highest in the
construction materials and garments sectorsin 2002 and lowest in the automobiles and auto parts
sectors.

81 In aregression of capital intensity on a series of sector and size dummies, we are unable to reject the null hypothesis that the
coefficients on the size dummies are al equal.
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Figure 14. Cross-Country Comparison of Capacity Utilization

100 -
80 - ] [ W
60 -
40
20 -
O L L L L L L L L L L L L L 1
& & @ S D D & & &L
N & s o S
Qv‘\\ NP &&Q S & & Nd
o\‘\’\ @ @ Q;Q 00 \>
@ NS
SN
o 6{\ \2\’0'(\

@ Capacity Utilization |

Source; Investment Climate Surveys. Data for all countriesisfor 2002.

Note: All values are medians for enterprises with available data. Capacity utilization is directly reported by enterprise managers and is defined as
the amount of output that is actually produced relative to the maximum amount that could be produced given current capital stock and
employment.

Total Factor Productivity

Although the measures of firm productivity discussed above provide some useful information on
firm performance in South Africa, they can be misleading when considered in isolation. Total
factor productivity isameasure of the overall level of firm performance after controlling for use
of labor and capital. Differencesin total factor productivity are those differencesin output that
cannot be explained by differences in the amounts of labor, capital, or intermediate inputs used.
Firms with higher total factor productivity are more efficient than other firms because they
produce higher output with fewer inputs.

Table 13 presents results from estimating a Cobb-Douglas production function using data for
South African enterprises from all manufacturing subsectors. The production function is
estimated by using a standard stochastic frontier approach, which allows us to distinguish
between technical efficiency (how well the individual firm performs relative to the best firmsin
the sample) and random noise (due to shocks or measurement error).*

Sector-Specific Production Technologies. The dependent variable is the natural log of value
added, and all regressions control for the enterprises use of capital and workers.® All
regressions include sector dummies—allowing average productivity to differ between sectors.
Because enterprisesin different sectors use different production technologies, the coefficients on
labor and capital are likely to differ between sectors. To allow for this, the sector dummies are

32 See Kumbhakar and Lovell (2000) for adescription of stochastic frontier models. The model estimated assumes that technical
inefficiency component is distributed with a half-normal distribution, while the white noise component is distributed with a
normal distribution. In practice, the results discussed in this section appear to be relatively robust to aternate distributional
assumptions (for example, truncated normal-normal distributions and exponential-normal distributions). Results are similar when
the model is estimated using different modeling assumptions (for example, OLS and LAD estimators).

3 Results are similar when using log of sales as the dependent variable and including intermediate inputs as an input along with
labor and capital.
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interacted with capital and labor allowing sector-specific production technologies.® A joint test
of the significance of the interaction terms rejects the null hypothesis that the coefficients are
equal across sectors. This suggeststhat it isinappropriate to pool enterprises from different
sectors into a single model without controlling for sector differences related to factor intensity.
Economies of Scale. If large enterprises were consistently more productive than small
enterprises, the sum of the coefficients on intermediate inputs, labor, and capital would be
greater than one. If this were the case, tota production would more than double if the number of
workers, amount of capital, and amount of intermediate inputs were doubled. In practice, the sum
of the three coefficientsis very close to one for all sectors except for garments and construction
materials (Table 2). Further, the null hypothesis that the coefficients add to one cannot be
rejected for any of the sectors except garments at conventional significance levels. This suggests
that large enterprises are neither more nor less productive than small enterprises on average.

Table9: Test for Constant Returnsto Scale

sum of Test of Conssctglné Returnsto
Coefficients Fvalue o-value
Agro-Processing 0.99 0.03 0.86
Textiles and Garments 0.72 13.41 0.00
Chemicals and Paints 1.04 0.25 0.61
Construction Materias 1.42 2.72 0.10
Furniture 1.04 0.23 0.63
Metal 1.02 0.07 0.78
Paper, Publishing and Printing 0.87 2.03 0.15
Plastics 1.10 0.84 0.36
Machinery 1.23 2.53 0.11
Electricity 1.13 2.13 0.14
Auto and Auto Parts 0.99 0.00 0.95
Other Manufacturing 0.87 2.36 0.12

Note: Coefficient estimates are from column 8 of Table 13.

Other Enterprise Characteristics. In addition to capital and labor, we also ook at the effect of
various enterprise characteristics on total factor productivity. Enterprises that are younger,
partially government-owned, and owned by individuals or families (rather than other firms) tend
to be less productive than other enterprises.

The coefficient on government ownership is negative and statistically significant. The coefficient
estimate suggests that government-owned firms are about 120 to 200 percent less productive
than similar privately owned firms. It isimportant, however, to interpret these results cautiously.
Only four firmsin the sample are even partially government-owned, meaning that the results are
based upon avery small number of observations.

Older firms are also more productive. The positive and statistically significant coefficient
suggests that a 10 percent increase in age increases output by about 1 percent. Based on these
coefficients, afirm that started operating in 1990 would be between 10 and 12 percent more
efficient than asimilar firm that started operating in 2000.

3 Formally, the coefficients on capital and labor are allowed to vary across sectors. This system is estimated by interacting
sector dummies with these variables. The model is then estimated after adding the sector dummies and interaction termsto
regression. These coefficients are not reported in the table due to space constraints.
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The positive and statistically significant coefficient on the dummy indicating that the firmis
owned by another firm suggests that corporate-owned firms are about 60 percent more
productive than firms owned by black or colored families or individuals (the omitted category).
Since the coefficients on the other dummy variables are statistically insignificant in most
specifications, this suggests that corporate-owned firms are more productive than firms owned
by al types of individuals or families. But there is no evidence that there are significant
differences between different types of family- and individual-owned firms.

Globalization. In column (3), we add some additional variables to the model—the percent of
output that the firm exports and a dummy variable indicating whether the enterpriseisforeign
owned. The coefficient on the dummy variable indicating that the enterpriseis partly foreign
owned is positive but statistically insignificant. Results are similar when we look at majority-
owned foreign firms and corporate-owned foreign firms rather than al firms with any foreign
ownership.

The positive coefficient on share of output that is exported is positive and statistically significant,
suggesting that enterprises that export more intensively are more productive. Based on the
coefficient estimates, firms that export 37 percent of their output (the mean for enterprises that
export) will be about 22-24 percent more productive than nonexporters. Many studies have found
similar results in both devel oped and devel oping economies.®

One possible reason why exporters are more productive is that exporting might result in
productivity improvements for the firms that are doing it (the “learning-by-exporting”
hypothesis). The discipline of competing in international markets might encourage enterprises to
improve their productivity or might expose them to foreign technol ogies or modes of production.
But thereis an aternate hypothesis as well. Since firms have to be efficient to compete on
international market, only firms that are already efficient are able to export (the “ self-selectivity”
hypothesis). Although inefficient firms might be protected from international competitionin
domestic markets by natural barriers (for example, high transportation costs) and policy barriers
to trade (for example, government tariffs and quotas or inefficient ports or customs
administration), they are unable to enter international markets. It isimportant to note that the two
hypotheses are not mutually exclusive. Even if efficient firms are more likely to start exporting,
this does not rule out the possibility that exporting will help them increase their productivity
further.*® The results from this study cannot distinguish between the two hypotheses,
Technology. In column (4), a variable representing information and communication technology
(ICT) useisincluded in the model—the percent of workers that use computers for their work.
The coefficient on this variable is positive and statistically significant, suggesting that firms that
use ICT more intensively are more productive than enterprises that do not. A one percentage
point increase in the share of workers using computers increases productivity by between three-
quarters and one percent.

® The large literature on this topic is summarized in Tybout (2003) and Keller (2003).

% The evidence appears to support both hypothesis to some degree. For example, several econometric studies that have looked at
whether enterprises improve their productivity before or after they start exporting have found that productivity i mprovements
precede exporting, providing support for the self-selectivity hypothesis. See for example, Clerides et al. (1998), Bernard and
Jensen (1999), Liu et al. (1999) and Aw et al. (2000). However, case studies often support the ‘learning by exporting’ hypothesis.
Studies of exportersin Korea and Taiwan found that export buyers were an important source for new technologies, which they
provided in various forms including complete blueprints, information about manufacturing processes and quality control
methods, technical advice and on-site plant inspections, and training for technical and production staff (Westphal, 2002)
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In addition to this measure of ICT use, we also experimented with an additional ICT-related
measure; adummy variable indicating that the firm uses e-mail to communicate with clients and
suppliers. In other countriesin Africa, firmsthat do so appear more productive than those that do
not. When this variable is included in the analysis for South Africa, the coefficient is statistically
insignificant with a negative coefficient. It might not be surprising that e-mail appears less
important in South Africathan in other countries in Sub-Saharan Africa because over 98 percent
of enterprises use e-mail, meaning that there is little variation along this dimension.

Human Capital. In Column (5), several additional variables representing the firm’s human
capital are added to the base regression. The variables are adummy variable indicating that the
firm’s manager has a graduate (bachelor of arts, bachelor of science, and so on) or higher degree.
In addition, the regression includes two variables indicating the percent of employees who have
less that 6 years education and between 6 and 12 years education.

Managerial and worker education both affect productivity. Firms with a manager with a graduate
degree are between 20 and 25 percent more productive than firms with less educated managers.
Worker education also matters; firms with more employees with some tertiary education are
more productive than firms with more employees with only primary or secondary education.
Interestingly, the coefficients on the two variables suggest that increasing the education of
employees with a primary education or less to a secondary education would not have alarge
impact on productivity because the coefficients are amost identical. In fact, testsfail to reject the
null hypothesis that the coefficients are equal, suggesting that the main difference is between
firms with more employees with atertiary education and firms with employees with only
primary and secondary education. The results for worker education are not highly robust. When
they are included along with the other variables with statistically significant coefficients (see
column 8), their coefficients become smaller and statistically insignificant.

Training. In column (6), two variables related to firms' training programs are added to the base
regression—that is, the percent of skilled and unskilled workers who received formal training in
that year. The coefficients on the two variables are small and statistically insignificant at
conventional significance levels. The coefficient on percent of unskilled workers who received
training was negative, athough statistically significant. As arobustness check, these variables
were replaced with a ssimple dummy variable indicating that the firm offered formal training
program to its employees. The coefficient on this variable was also statistically insignificant with
asmall negative sign.

One possible explanation for thisis that firms might be more likely to have formal training
programs for workers when they have a high number of new, poorly educated, or inexperienced
employees. The result, however, suggests that current training programs might not be fulfilling
their desired purpose.

Accessto Finance. Asafinal exercise, two dummy variables indicating that the firms have
overdraft facilities and bank loans are added to the base regression. The coefficients on these
variables are both negative. And the coefficient on the dummy indicating that the firm has an
overdraft facility is marginally statistically significant. The negative coefficient suggests that
firms with overdraft facilities are about 12 percent less efficient than other enterprises.

If firms were starved of credit, we would expect the coefficient on this variable to be positive. If
banks make few loans, we would expect better firms to be more likely to get them. Even if banks
were doing a poor job of alocating credit to the most productive firms, we would still expect a
positive coefficient if lack of credit was hurting the performance of firms without access.
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One plausible explanation for the negative coefficient is that better performing firms have less
need of bank credit. That is, the most efficient firms—which should be more profitable than less
efficient firmsif al elseis equal—are more able to finance investment and working capital out
of retained earnings and might have better access to other sources of credit (for example, equity
or trade credit). Thus, firms with bank credit appear less, not more, productive than firms
without.

In sum, firms that are older, are completely privately owned, export more, use technology more
intensively, and have better educated managers and workers tend to be more efficient. But there
is little evidence that firms with training programs are more efficient. Thisfinal result could be
because firms with poorer quality workers have to train them more intensively or could reflect
that training programs are not currently very effective.

PROFITABILITY

At the enterprise level, profitability is associated with better firm performance. Firmsthat are
more productive and have lower overhead costs will be more profitable than other firms.*’ But at
the industry level, high profitability could also reflect alack of competition. When markets are
less competitive, firmswill be able to earn higher profits than in more competitive markets
where profits will typically be competed away.

Macroeconomic evidence suggests that profits declined significantly before 1994 but have risen
significantly over the past decade. Overall, the net rate of profit in the private sector was two-
thirds higher in 2001 than in 1990.% The only sector that saw asmall decline in the net profit rate
was manufacturing—the sector covered in thisinvestment climate survey. The magjor increasesin
profits occurred in trade, catering, and accommodation, and finance and business services. Asthe
sectors with the highest rates of return, these sectors have been growing most rapidly, and the
changing sectoral composition of the economy is set to continue.

For the median manufacturing enterprise in the South Africa ICS that was operating only in
domestic markets, profitability was about 7.0 percent in 2002 (Figure 15), slightly higher than
firmsin Maaysia (6.5 percent) and slightly lower than thosein Brazil (16.1 percent).* Because
indirect costs and depreciation were unavailable for surveyed firmsin Poland and Lithuania, we
also calculate profitability excluding theseitemsfor al five middle-income countries. The results
for Malaysia, South Africa, and Brazil were qualitatively similar. Profitability was lower in
South Africathan in Brazil—although the difference was closer than before—and higher than in
Malaysia. Profitability was aso higher than in Poland or Lithuania.

87 Thisistruein this data set. The simple correlation between the technical efficiency and profitability is0.16 and is statistically
significant at a 1 percent level. Thisremains true after controlling for enterprise size, sector, and age.

38 Nattrass (2003:148).

39 Note that due to data considerations, profitability is defined differently than in the macroeconomic series. Profitability is
calculated as by subtracting wages and other labor costs, the cost of intermediate inputs, indirect costs, and depreciation of capital
from sales and dividing by sales.
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Figure 15: Cross-Country Comparison of Profitability
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Source: Investment Climate Surveys.
Note: Profitability is calculated as by subtracting wages and other labor costs, the cost of intermediate inputs, indirect costs and
depreciation of capital from sales and dividing by sales. Exporting firms are excluded to catch profitability in domestic markets.

Given that industrial concentration is thought to be exceptionally high in South Africa, it might
seem strange that profitability, while high, is not completely out-of-line with the other middie-
income countries where | CSs have been completed (Fedderke and Szalontai 2005). There are
two plausible explanations for this. First, athough market concentration might result in excess
profits, these excess profits might be captured by other stakeholders. Consistent with thisidea,
Fedderke and Szalontai (2005) find that unit labor costs are higher in industries in South Africa
that are more highly concentrated. If labor successfully captures part of the excess profits, market
concentration might not lead to large increases in profitability. Second, this result seemsto be
broadly consistent with other work that looks at price markups in different countries. In
particular, arecent study that looked at price markups in South Africafound that markupsin
South Africa appeared to fall within the range of those estimated in international studies.*

40 See Edwards and Van de Winkel, (2005). When intermediate inputs were excluded, markups appeared to be in the lower end
of the range, whereas when they were included, markups were in the higher end of the range. A separate study (Fedderke,
Kularatne, and Mariotti 2003) found higher markups when excluding intermediate inputs and lower markups when including
them. However, the markups from also fell within the range estimated in international studies (Hoekman, Kee, and Olarreaga
2001; Kee and Hoekman 2003).
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EXPORTING

About 34 percent of South African firms exported in 2002, with the average firm exporting about
14 percent of sales (Figure 16). Thiswas slightly higher than in Brazil and Poland (31 percent of
firms and 7 and 10 percent of sales) but was lower than in Lithuania (28 percent of sales).

But South African manufacturing firms lagged behind Malaysia and the best-performing
provinces in Chinain this respect. Although only 15 percent of Chinese firmswere involved in

Figure 16: Cross-Country Comparison of Exports (share of firms exporting and
exports as shar e of sales)
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Source: Investment Climate Surveys.

exporting and the average firm exported 11 percent of sales, thiswas primarily due to the low
export performance of firmsin interior provinces. In the most productive provincesincluded in
the investment climate, Chinese firms were more likely to export than South African firms (42
percent in Hangzhou and 58 percent in Shenzen) and the average firm in these provinces
exported more of their output than the average firm in South Africa (23 percent in Hangzhou and
48 percent in Shenzen). Malaysian firms were also more likely to export and exported a greater
share of sales than firmsin South Africa.

Although South African firms were less likely to export than firms in Kenya and Senegal, these
two countries considerably outperformed the other countries in Sub-Saharan Africa where
investment climate surveys have been completed. For example, only 26 percent of Tanzanian
firms, 19 percent of Ugandan firms, and 7 percent of Ethiopian firms exported any part of their
production.

Exports from South Africa differ from exports by other African firmsin another way. South
African exporters were more likely to export outside of Africa (Table 10). Firmsin the surveys
were asked to list their three most important export partners. Kenyan firms' top three export
destinations were, Uganda (74 percent), Tanzania (61 percent), and Rwanda (19 percent) with
the top industrialized nation beingthe United Kingdom (8 percent). The pattern for Senegal was
similar, where the top three destinations were al neighboring countriesin West Africa.

In contrast, 24 percent of South African firms included the United Kingdom among their top
three destinations and 20 percent included the United States. The top African destination was
Namibia, which was included in the top three destinations for 19 percent of firms. In this respect,
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South Africais more like China, where the top three destinations were the United States, Japan,
and Germany.

Table 10: Main Export Destinationsfor Enterprisesincluded in the Investment Climate
Surveys

IM ost Important Export Destinations .MOSt '”.“p‘?”a”‘
S industrialized export
(% of exportersthat report destination isimportant) destination
South Africa |United Kingdom (24%); United States (20%); Namibia (19%) United Kingdom (24%)
Kenya Uganda (74%), Tanzania (61%), Rwanda (19%) United Kingdom (8%)
Senegal Gambia (39%), Mali (36%), Mauritania (31%) France (18%)
China United States (32%); Japan (31%); Germany (10%); Korea (10%) United States (32%)

Source: Investment Climate Surveys.
Note: Enterprises were asked to list their three most important export destinations. Countries are ranked based upon the number of enterprises that
ranked each country among the top three. Not all enterprises reported three destinations.

About 55 percent of South African enterprisesincluded at least one African country among their
top three export partners, whereas about 57 percent included at |east one non-African country in
their top three. Most firms, however, only included either African countries or non-African
firms among the top three—few counted both African and non-African firms among their top
export destinations. For example, as Table 11 shows, although 34 percent of exporters reported
at least one SACU country among their top three destinations and 50 percent reported at |east
one non-SACU country among the top three, only 2 percent of firms that included an OECD
countries among their top destinations aso included an African country in the Southern African
Customs Union (SACU) among their top three and only 17 percent included an African country
not in SACU. In contrast, 56 percent of firms that included an African country not in SACU
among their top three destinations also included an African country in SACU.

Table 11: Export Destinations

With With
With SACU  non-SACU  With other
All OECD - - )
; country in African country in
exporters country in h
top 3 country in top 3
top 3
top 3
With OECD countries among top 3 destinations 51% 3% 18% 70%
With SACU countries among top 3 destination 34% 2% --- 56% 12%
With non-SACU African countries among top 3 50% 17% 84% 30%
With non-African/non-OECD countries among top 3 20% 27% 7% 12%
With only non-African countries among top 3 44%
With only African countries among top 3 42%
With both African and non-African countriesin top 3 13%

Source: Investment Climate Surveys.
Note: Enterprises were asked to list their three most important export destinations. Enterprises are classified based upon countries listed among
their top three export destinations. Not all enterprises reported three destinations.

Exportsin South Africaincreased as a percent of sales between 2000 and 2002. Whereas the
average firm exported about 12 percent of sales in 2000, the average firm exported about 14
percent of salesin 2002. The share of firmsinvolved in exporting also increased over this
period—from 30 percent in 2000 to 34 percent in 2002. Although this might suggest that South
African firms have become more competitive, it isimportant to note that the rand depreciated by
about 24 percent in real terms over this period and depreciated by slightly more against the U.S.
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dollar, the euro, and the British pound (about 26-28 percent).** Because this depreciation makes
South African goods relatively cheaper in dollar terms, exporting might be expected to increase.

Figure 17: Average Export Growth, 2000 and 2002 (in U.S. dollars)

Ave. export growth (in 2000 Rand)

Ave. export growth (in 2000 US$)

Only to Only to 1
SACU SACU
Only to Only to |:|
non-SACU non-SACU
Only to Only to
OECD OECD
All ] All

-30% -20% -10% 0% 10%

Source: Investment Climate Surveys.

Note: Average export growth rates for all exportersinclude al firmsthat export. Average growth rates for exporters than export only
to SACU, are average rates for firms that report only SACU countries among their top 3 export destinations. Rates for exporters that
export only to non-SACU and OECD economies are defined similarly.

When calculated in rand, export growth appeared relatively robust over this period, increasing by
about 21 percent for the average firm and about 24 percent for the median firm in the survey
(Figure 17). Growth was especialy robust for firms that exported primarily to OECD economies
and outside of the SACU. For firms that exported primarily to OECD economies, exports grew
by for the average firm by 38 percent and for the median firm by 34 percent. In contrast, for
firms that primarily exported to other countriesin the SACU, exports grew more slowly when
measured in rand (7 percent for the median firm and 21 percent for the average firm). Becuase
the currencies of most other countriesin the SACU are pegged to the rand, it is not surprising
that the increase was more modest.

Due to the depreciation of the rand, export growth might be overstated when measured in rand.
Studies using aggregate data suggest that South African firms are price takers in international
markets (Edwards 2005), suggesting that measurement in dollar terms might be the most
appropriate way of measuring export growth at the firm level at least for firms exporting to
OECD economies.** Measured in dollar terms, exports actually fell between 2000 and 2002—7
percent for the median firm and 2 percent for the mean firm. For firms that primarily export to

0% 10% 20%  30%  40%

O Mean B Median

4 The trade-weighted real exchange rate is from IMF (2005). The bilateral exchange rates are cal culated using the formula from
Hinkle and Montiel (1999: 45) using the consumer price index (CPl) as measure of inflation.

42 If South African firms make up arelatively small share of the market in most of these manufactured goods, international prices
(measured in dollars or euros) might not change significantly due to the depreciation of therand. That is, if South African
exporters set prices and earn revenues in dollars or euros, revenue will increase in rand due to depreciation, even if firms do not
export more in quantity terms. For exports to countries such as the SACU economies who peg their currency to the rand, thisis
likely to underestimate the growth in exports.
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OECD economies, exports increased slightly in dollar terms—3 percent for the median firm and
7 percent on average.

The modest short-run export supply response might seem to be inconsistent with macroeconomic
evidence that suggests arelatively large long-run response. For example, Edwards (2005) finds
that a 1 percent increase in the relative price of exports raised average manufacturing exports by
between 1.8 and 2.5 percent, while Edwards and Golub (2004) find along-run elasticity of
between 1.6 and 2.8 percent. However, thisis not necessarily the case. First, short-run export
responses appear to be considerably smaller than long-run responses. Edwards (2005) estimates
that a 1 percent increase in relative prices increased exports by 0.3 to 0.4 percent in the short run
during the 1980s and 1990s—a more appropriate comparator for these figures. Further, previous
work using firm-level datafrom the Greater Johannesburg Metropolitan Area has suggested that
exports by small and medium South African manufacturers (with less that 200 employees)
responded only modestly to changes in the real exchange rate in the 1990s.*® The modest
response to changes in the real exchange rate might be due to risk aversion: 30 percent of the
small and medium firms in the previous study decided to wait and see whether the depreciation
was going to be reversed before altering production plans or substituting away from imports.
Sincethe ICS is made up predominately of small and medium enterprises—over half the firms
have fewer than 100 employees and close to three-quarters have fewer than 200 employees—it
might not be surprising that the response has been modest for firmsin this sample.

3 Chandraet al. (2001a).
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Table 12: Median Productivity, by Industry, Size, Export Status, L ocation, and Owner ship,

2002
Copacity Cs"\;gige’ Capita  ValueAdded Labor Cost | .\ o
Utilization  (book value, ggg&‘%‘ﬁg P?éxvﬁg)er P?éxv'\?ger Costs
RAND)
Overall 77.8 36,200 4.1 147,900 77,200 0.45
Sector
Garments 815 13,100 4.3 75,300 43,200 0.57
Food and Beverage 77.0 30,900 4.0 210,300 63,000 0.28
Chemicals 723 52,900 4.0 218,800 98,900 041
Construction Materials 86.2 49,300 4.5 99,500 96,000 0.28
Furniture and Wood 71.7 26,700 5.2 114,100 53,800 0.48
Metals 789 39,100 45 151,500 94,300 054
Paper, Publishing and Printing 785 40,100 3.2 166,000 71,100 0.47
Plastics 78.1 35,900 29 129,300 68,200 0.42
Machinery 74.8 37,100 7.7 198,800 96,500 0.51
Electrical Equipment 79.2 32,700 49 183,300 74,600 0.44
Automobiles and Automobile Parts 714 58,200 19 145,900 88,700 0.69
Other Manufacturing 77.8 41,300 39 172,200 89,400 0.45
Size
Small (10-49 employees) 75.6 45,400 3.2 122,300 63,700 0.45
Medium-Sized (50-99 employees) 79.5 43,500 31 125,800 73,900 054
Large (100-499 employees) 77.2 32,000 6.3 201,300 88,800 0.41
Very Large (Over 500 employees) 80.2 34,800 4.5 140,700 79,700 0.44
Export Status
Non-Exporters 779 35,100 4.1 132,000 70,700 0.46
Exporters 776 40,300 4.2 187,000 89,500 0.44
Foreign Ownership
Domestically Owned 779 34,800 4.0 135,000 71,700 0.48
Foreign Owned 773 40,900 4.3 222,200 98,600 0.37
Province
Gauteng 774 40,100 4.2 174,700 91,600 0.50
KwaZulu-Natal 81.4 23,500 38 113,900 48,800 0.36
Western Cape 776 26,300 4.4 91,800 42,700 0.40
Eastern Cape 76.1 54,900 4.1 145,900 66,800 0.44
Owner ship
Corporate Owned 773 43,000 4.4 213,400 98,700 0.39
Individual/Family - Black/Colored 715 27,700 4.2 112,400 67,600 0.55
Individual/Family - European/Caucasian 79.1 30,000 4.0 119,400 59,900 0.52
Individua/Family - Asian 76.0 38,300 3.3 105,700 58,100 0.49

Source: Investment Climate Survey.

Note: Seefigures for detailed notes. Workers are permanent and temporary workers. Capital is the book value of machinery and equipment. All
numbers are medians, except for capacity utilization which isamean.



Table 13; Impact of Enterprise Characteristicson Total Factor Productivity

Value-Added (Natural Log)
Observations 486 485 484 485 411 465 485 410
Production Function
Capital (salesvalue) 0.4653*** 0.4819*** 0.4726*** 0.4299*** 0.4729*** 0.4933*** 0.4906*** 0.4331***
(natural log) (4.97) (5.49) (5.56) (5.02) (4.13) (5.12) (5.60) (3.93)
Workers 0.5857*** 0.4881*** 0.4873*** 0.5585*** 0.5021*** 0.4949*** 0.4824*** 0.5553***
(natural log) (5.01) (4.45) (4.61) (5.30) (3.25) (4.08) (4.43) (3.78)
Enter prise Characteristics
Age of Enterprise 0.0961*** 0.1030*** 0.0819** 0.0802** 0.0885*** 0.0970*** 0.0756**
(natural log of years) (2.84) (3.13) (2.52) (2.26) (2.62) (2.88) (2.25)
Enterprise Is Partially Government Owned -1.0396** -1.2660*** -1.3822%** -2.1037*** -0.9992* -1.1067** -2.0705***
(dummy) (2.01) (2.64) (2.89) (3.24) (1.95) (2.14) (3.40)
Enterprise Owner - Corporation 0.5971*** 0.5628*** 0.5480*** 0.6318*** 0.6030*** 0.5567*** 0.5977***
(dummy) (3.93) 3.72) (3.74) (3.92) (3.91) (3.65) (3.80)
Enterprise Owners - Family/Individual - Caucasian/European 0.1804 0.1790 0.2014 0.2460 0.1916 0.1705 0.2823*
(dummy) (1.21) (1.23) (1.40) (1.55) (1.26) (1.15) (1.86)
Enterprise Owner - Family/Individual - Asian 0.0079 0.0381 0.0819 0.0737 0.0257 -0.0193 0.1727
(dummy) (0.04) (0.21) (0.45) (0.38) (0.14) (0.10) (0.92)
Globalization
Exports 0.0065*** 0.0061***
(as % of sales) (4.23) (3.78)
Enterprise Is Partially Foreign Owner 0.0741 0.0375
(dummy) (0.85) (0.40)
Technology Use
Percent of workers using computers 0.0097*** 0.0075***
(6.16) (4.45)
Human Capital
Manager has tertiary education 0.2493** 0.2022**
(dummy) (2.56) (2.16)
Percent of workers with primary education -0.0067** -0.0036
(dummy) (2.27) (1.27)
Percent of workers with secondary education -0.0075*** -0.0033
(dummy) 2.77) (1.24)
Training
Percent of unskilled worker that received formal training -0.0007
(0.47)
Percent of skilled workers that received formal training 0.0016
(1.13)
Accessto Capital
Firm has overdraft facility -0.1237*
(dummy) (1.80)
Firm has bank loan -0.0520
(dummy) (0.81)
*** Gignificant at 1% level ** Significant at 5% level * Significant at 10% level. T-statistics in parentheses. Dependent variable islog of value-added. Capital isthe amount the enterprise

would receiveif it sold its capital .

2 Coefficients are reported for firmsin the agro-industry sector. In addition, sector dummies and sector specific production functions are included for 11 sectors (agro-industry; chemicals and paints;
construction materials; metals; furniture and wood; paper, printing and publishing; plastic; machinery; auto and auto parts; electrical goods; other manufacturing; and textiles, garments and leather). The
dummies are interacted with capital, labor and intermediate inputs to allow sector-specific production technologies.
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Chapter 3: CharacTeristics of the Labor Market

A well-functioning labor market is vital to the success of the government’s policies to redress
historical inequalities and establish avibrant and globally competitive economy. This goal has
been duly recognized and is an integral part of the government’ s Growth, Employment and
Redistribution program (Government of South Africa1996). In this section, we use firm-level
data provided by the personnel managers of surveyed firms together with individua-level
employee survey data as a basis for a detailed description of the labor market in the
manufacturing, construction, and retail sectors. We start with a broad description of the labor
market in the three sectors surveyed and then examine wage-setting behavior, worker training,
and the determinants of employment growth. Finally, we present some information on labor
regulations in South Africa.

The manufacturing sector accounts for 18.4 percent of nonagricultura forma employment and
15.4 percent of total employment in South Africa. The other sectors examined in this section,
retail/wholesale and construction, account for 21.8 and 6.6 percent of nonagricultural formal
employment and 24.7 and 7.6 percent of total employment, respectively (Statistics South Africa
2005). While there has been aggregate growth in the three sectors examined here, employment
growth has not been sufficient to keep up with growth in the labor force. An understanding of the
sources of employment growth, wage-setting mechanisms, and the impact of |abor regulation
theniscrucia to the execution of vital policiesin this arena.

WORKER CHARACTERISTICS

Up to ten employees per firm were surveyed as part of the data collection exercise. An attempt
was made to survey at least one worker from each of the five maor occupation categories:
managers/proprietors, skilled professionals, technical production workers, unskilled production
workers, and non-production workers. The manufacturing sector accounts for 82 percent of the
workers in the sample, with construction and retail/wholesale contributing 8 and 9 percent,
respectively. The average worker is38.5 years old, has 16.2 years of experience, has been with
the current firm for 7 years, and has completed just under 11 years of school. Forty percent of the
sampled workers are female. This demographic pattern is uniform across both industry and firm-
size categories within-industry.

Table 14 shows the demographic characteristics of the modal worker in each industry. The

modal worker in the construction sector is atechnician, an unskilled production worker in
manufacturing, and a sales worker in the retail industry. The modal worker in construction and
retail/wholesale has about 2 years of post-secondary school education, whereas the modal worker
in manufacturing dropped out of school just before acquiring the high school matriculation
degree.

Table 14: Characteristics of Modal Worker

Sector Age Experience Tenure Schooling
Construction 36.1 14.8 5.2 11.8
Manufacturing 35.9 129 59 9.8
Retail/Wholesale 34.6 12.3 5.2 11.6
1994 |abor force survey-private sector 35.7 21.0 7.7

The table also includes the average demographic characteristics for a sampl e from the 1994
Labor Force Survey (LFS) conducted by Statistics South Africa. While the average worker in the
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1994 LFS is about the same age as the average worker in the employee sample, the LFS sample
worker has considerably more experience and less education. It is likely that the inclusion of
primary sectors such as agriculture and mining in the LFS sample account for these differences.

REMUNERATION AND DETERMINANTS OF WAGES

The nature of the contract between firms and employees determines the extent to which changes
in the product market, conditions in the international market, and regulations are likely to affect
changes in employment. The type of contract written between firms and workers depends on
collective bargaining arrangements, monitoring technol ogies, regul ations governing hiring and
firing, and prevailing labor market conditions. In what follows, we examine the role of a number
of factorsin the determination of wage and employment levels.

Firms were asked to provide total wages for each of the five categories of labor—
managers/proprietors, professionals, skilled production workers, unskilled production workers,
and non-production workers. From these data, average and median monthly wages per worker
were computed. Table 15 shows the median monthly wages in thousands of South African rand
for each category and industry.

Table 15: Median Monthly Salary, 000 ZAR—Firm-L evel Estimates

Industry Skilled Unskilled Non-orod
ManagersOwners Professionals Prod. Prod. prod. Total

Workers

Workers Workers

Construction 18.00 15.00 6.00 2.60 4.00 5.20
Manufacturing 20.00 13.00 7.00 2.83 4.00 6.70
Retail — Wholesale 15.00 10.00 7.00 3.00 4.00 5.87
Total 20.00 12.76 7.00 2.83 4.00 6.38

Median wages in the manufacturing sector range from alow of 2,800 rand per month for
unskilled production workers to 20,000 rand per month for managers. With the exception of
managers and professionals in the retail/wholesal e industry, median monthly wage for each
occupational category is uniform across industry. Managers in the retail/wholesale industry earn
25 and 17 percent less than their counterparts in manufacturing and construction. Unskilled
production workersin all sectors earn a median monthly wage of between 2,600 and 3,000 rand
per month. The last column shows that median wages in manufacturing are higher than median
wages in the two services sectors. Thisislikely due to the skill composition of Iabor in each of
these sectors with a higher proportion of skilled workers in the manufacturing sector. Thisis
consistent with estimates from the recent Statistics South Africa Survey of enterprises (Statistics
South Africa 2003).

a4 While the 1994 sample includes workers in the agricultural, mining, and informal sectors, it is possible that the sample of
workers used hereis non-representative of the labor force in manufacturing, trade, and construction. This could be the result of an
unrepresentative sample of workersin the sampled firms or that the firms used in this survey do not employ typical workers.
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Figure 18: Firm-L evel Wagesin South Africa, by Industry and Enterprise Size
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Figure 18, which shows average monthly wages for skilled and unskilled workers broken down
by firm size class, reveals two striking patterns:

1. Thereisalarge and persistent skill wage-premium across industry and size class. The
earnings ratio for managers relative to unskilled production workersin all sectors and
Size classes ranges from 3 to 5.3 and has a mean of 4.5, which is consistent with recent
estimates from LFSs that suggest ratios close to 5 (Mwabu and Shultz 1998). Thisisan
unusually high skill premium (see international comparisons below).

2. Inall industries and for all occupations, larger firms pay higher average wages than small
firms. This association between average wages and firm sizeis strongest in the
manufacturing sector. For skilled workers, the gradient rises from a monthly wage of
5,000 rand in small firms to about 8,200 rand in very large firms. The gradient for
managers is even steeper, rising from 16,000 rand in small firmsto 24,000 rand for large
firms. This wage-firm size association is prevaent, albeit weaker, anong unskilled
production and non-production workers.

These patterns provide prima facie evidence for the wage determining mechanisms in South
Africa sformal labor market. We now examine a number of plausible mechanisms.

Identifying the predominant wage-setting mechanismsis essential if policy makers areto
implement effective labor market policies. The wage-firm size and skill premium patterns
observed above suggest three wage-setting mechanisms, which we examine in turn: (1)
collective bargaining, (2) efficiency wages, and (3) fairness norms.

Under the collective bargaining mechanism, workers and firm owners agree to share firm
surplus. The respective share that accrues to the bargaining partiesis afunction of bargaining
power. Bargaining power for workersis high when workers are unionized or when individual
non-unionized workers possess scarce skills. Thisis particularly pertinent in the South African
context given historically high levels of unionization and the existence of industrial councils
(Butcher and Rouse 2001; Boccara and Moll 1997). For worker-firm bargaining to be consistent
with the firm size-wage patterns observed above, we require that unionization rates be higher in
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large firms and that profit levels or union bargaining power be higher for larger firms. Table 16

presents some evidence in support of this hypothesis. In al industries, large firms have the

highest unionization rates. Furthermore, unionization rates are highest in manufacturing with 56
percent of the workforce belonging to a union compared with 28 percent in the retail/wholesale

Sector.

Table 16: Percentage of Workers Unionized as Reported by Firms

Industry Small Medium Large Very large Total
Construction 20.5 40.0 34.6 525 32.7
Manufacturing 37.2 53.8 64.8 69.8 55.9
Retail — Wholesale 16.5 56.6 24.6 27.4 28.0
Total 31.3 52.65 59.1 65.1 50.4

Value added per worker increases weakly with firm size. Average value added per worker is
higher for large and very large firms relative to small and medium firms. For these two pieces of
evidence to support the collective bargaining mechanism, it is necessary that bargaining power of
unions be uniform or increasing with firm size. Although the evidence does seem to support the
collective bargaining mechanism, there are several problems. First, Table 17 shows the
percentage of workers unionized by industry and occupation.*”> While unionization rates increase
with firm size, unionization is predominantly concentrated among the unskilled and
nonproduction worker categories.

Table 17: Percentage of Workers Unionized as Reported by Workers

Industry Managers/ Skilled production Unskilled Non-production  Total
professionals production

Construction 6.9 14.7 27.3 14.6 11.6

Manufacturing 7.0 37.3 45.6 220 27.7

Retail - Wholesale 19 7.7 211 8.7 7.5

Second, in the traditional wage bargaining model, collective bargaining employment terms are
superior to individually negotiated terms. We would expect that the wage-firm size pattern would
be strongest for skilled and unskilled production workers. Instead, we observe a much stronger
pattern for management wages.

Third, Figure 18 shows uniform median wages across industry for skilled, unskilled and non-
production workers. Thisis not consistent with the wage distribution predicted by patternsin
profitability and unionization across the three industries. It is unlikely that the uniformity is
governed by industrial councils.

The strong wage-firm size pattern, particularly for management workers, does not support
the traditiona wage bargaining model, given that less than 10 percent of al managers are unionized.
Rather, the evidence is consistent with a hybrid model of individual bargaining for highly skilled
workers and collective bargaining for low skill workers. Given widespread firm perceptions that
high skilled labor is scarce, bargaining power for managers and professionasis high even though
wage bargaining in these two occupations are bilateral.“°

% The numbers used to construct this table come from the employee survey. The differences in the unionization rates arise from
the fact the datain Table 3a are derived from the personnel manager at the firm level, while Table 3b is derived from interviews
of sampled workers. Sampling and reporting biases could generate the discrepancy observed.

46 It is possible that managers and professionals are paid higher wages to stay out of the unions (Pencavel 1995; Lewis 1963).
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The second mechanism that is consistent with the wage-firm size patterns outlined above is the
efficiency wage model. The crucial feature of this mechanism is the design of incentives when
owners cannot monitor employees perfectly. Asfirms get larger or the nature of the production
activity gets more complex, the cost of monitoring employees rises. To induce worker effort in
the presence of weak monitoring, firms must pay higher wages so that the cost of losingajobis
significant to the worker’ s effort-shirking decision. The cost of losing ajob depends on the skill-
specific unemployment rate. Workers in occupations with a high ratio of job seekers to vacancies
face higher unemployment costs. For workers in such occupations, the wage paid need not be
very high. However, for workers with low unemployment rates, wage rates should be sufficiently
high.

The foregoing suggests three implications. First, we should observe awage-firm size gradient
within industry as monitoring costs rise with firm size. Second, we should observe differencesin
wages across industry (within firm-size) as production complexity changes. And, third, the slope
of the wage-firm size gradient will be higher for occupations for which there are low
unemployment rates. The patternsin Figure 18 are broadly consistent with the predictions of this
model. We observe steep wage gradients both within and across industry that are consistent with
variation in the difficulty of monitoring, and wage-firm size gradients are stegpest among
occupations with the lowest unemployment rates (Statistics South Africa 2005).*’

It is also possible for these observations to be reconciled by the strength of within-firm wage
distribution fairness norms with regard to remuneration of low and highly skilled workers. These
norms could reflect collective beliefs on the margina contribution of workers from all
occupational categories. Alternatively, these norms might be inherited from the apartheid era
during which occupational (and consequently earnings) segregation was strictly enforced.*® For
this mechanism to be consistent with our data, we require that equality norms are more strongly
enforced in small firms and norms in manufacturing are less binding than normsin retail and
construction. However, in the absence of concrete data on attitudes of firms and workers to wage
inequality, this remains a plausible explanation of wage-setting behavior in South African firms,
Finally, it has been suggested by a number of authors that trade liberalization, skill-biased
technical change, and emigration of skilled workers are associated with the persistent and large
gap between high and low skill wagesin South Africa.*® We investigate this possibility by

Figure 19: Wage Growth and I mmigration, 1985-2003
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looking at the evolution of real wages by occupation/skill level using current and starting level
wages from the employee survey. Figure 19 shows annual real wage growth rates for skilled and
unskilled workers since 1985. The wage growth series is constructed by cal culating the
annualized growth in wages for aworker currently employed in the same occupation as their
starting occupation. Also shown is atime profile (Kaplan et a. 2003) of emigration of skilled
workers to New Zeaand between 1989 and 1997.

In the period before 1990, wage growth for skilled workers averaged just under 5 percent
compared with little or no real wage growth for unskilled workers, which is consistent with the
period of import-substitution during which the prices of skill-intensive goods increased. 1990
marks a structural break in the wage growth profile of both skilled and unskilled workers. After
1990, wage growth rates rise for both skilled and unskilled workers; in the period between 1991
and 1998, wage growth of skilled workers exceeds that of unskilled workers. This coincides with
the period of increased outflows of skilled workers. Between 1999 and 2003, unskilled wage
growth exceeds that of skilled wages, probably as the result of the effects of trade liberalization
that has moved product pricesin favor of unskilled labor-intensive products. These associations
are consistent with explanations of the inequality profile in South Africaover this period.
Widening inequality during the import substitution period, further deepened by the effects of
emigration at the onset of majority rule and finally the effects of trade liberalization favoring
unskilled labor (Fedderke and Shin 2003; Edwards and Behar 2004).

To establish which of these mechanismsis most salient, it is necessary to use aregression
framework that controls for arange of potential explanatory variables. In Table 18, we regress
the log of average monthly wage for each of the job categories on a set of explanatory variables
meant to capture the mechanisms and processes outlined above. We include controls for firm
size and sector to account for differencesin monitoring costs; we control for firm quality using
foreign ownership, export status, age and age squared, and share of workers with 10 or more
years of schooling. Finally, we include the percentage of workers unionized as a measure of
differences in the bargaining power and total factor productivity to proxy for the size of available
rents. The results for each of the job categories are shown in columns (1-4), the average firm
wage in column (5) in Table 18.
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Table 18: Deter minants of Wages: Firm-L evel Estimation

0 @ 6 @ B
Managers Professionals Skilled Unskilled Total
50-99 employees 0.179 -0.011 0.203 0.142 0.162
(0.062)** (0.116) (0.088)* (0.067)* (0.103)
100-499 employees 0.253 0.175 0.084 0.263 0.217
(0.073)** (0.127) (0.161) (0.075)** (0.120)
More than 500 employees 0.370 0.140 0.279 0.321 0.190
(0.075)** (0.159) (0.118)* (0.092)** (0.127)
Firm Exports > 10% sales 0.139 0.098 -0.048 0.082 0.225
(0.055)* (0.112) (0.161) (0.067) (0.121)
Firm Foreign-owned 0.040 -0.056 0.081 0.017 0.125
(0.057) (0.119) (0.116) (0.080) (0.101)
Firm age 0.055 0.102 0.089 0.045 -0.041
(0.019)** (0.050)* (0.040)* (0.035) (0.042)
Firm age squared -0.001 -0.001 -0.001 -0.001 0.000
(0.000)** (0.001) (0.000)* (0.000) (0.000)
% workers 6-9 yrs schooling 0.002 0.004 0.003 0.001 -0.004
(0.002) (0.002) (0.002) (0.002) (0.003)
% workers 10-12 yrs schooling 0.003 0.003 0.001 0.004 0.002
(0.001)* (0.003) (0.002) (0.002)** (0.002)
% workers >12 yrs chooling 0.004 -0.003 0.015 0.003 0.008
(0.002) (0.004) (0.003)** (0.003) (0.003)**
% workers unionized 0.001 0.000 0.003 0.002 -0.001
(0.001) (0.002) (0.001)* (0.001) (0.001)
Constant 7.973 6.666 6.162 6.280 9.728
(0.413)** (0.981)** (0.846)** (0.645)** (0.893)**
Observations 315 193 309 296 386
R-squared 0.25 0.19 0.20 0.23 0.12
F-Test Firm Size Matters 8.34 1.45 2.86 5.50 1.35
Prob>F 0.00 0.23 0.04 0.00 0.26

Robust standard errors in parentheses; * significant at 5%; ** significant at 1%. Dependent variable is Log (average monthly wage in
thousands of Rand)

Firm size explains a significant proportion of variation in average monthly wages (the omitted
category is small firms) for managers, skilled workers, and unskilled production workers.
Holding all other factors constant, a manager in a medium-sized firm (50-99 employees) earns
about 18 percent more than a manager in firm with less than 50 employees. The wage gap is
much larger for very large firms, with managers earning nearly 40 percent more. This wage-firm
size profileis aso apparent in the determination of unskilled wages where unskilled workersin
very large, large, and medium firms earn 32, 26, and 14 percent more than an unskilled worker in
asmall firm.

The relationship between firm size and average wages is consistent with the efficiency wage
theory that predicts higher wages as monitoring costs rise. Holding other factors constant, large
and very large firms pay an additional 700-900 rand per month for an unskilled worker than
small firms. While we cannot rule out unobservable differences in worker quality, it is unlikely
that these differences can account for a 25-30 percent difference in the average monthly wage for
an unskilled worker.

In corresponding regressions to the specification shown in Table 18, we included total factor
productivity to test for sensitivity of wages to profitability. The results suggest strong effects of
productivity on wages. The effect is strongest for skilled workers: a1 percent increasein firm
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productivity is associated with a 0.7, 0.95, 1.8, and 0.7 percent increase in monthly wages for
managers, professionals, skilled, and unskilled workers, respectively.

The wages of skilled workers are sensitive to the proportion of workers with more than 12 years
of schooling. A percentage point increase in the proportion of workers with more than 12 years
of schooling is associated with an increase in monthly wage of skilled workers of 1.5 percent.
The wages of managers and unskilled workers are sensitive to the proportion of workers with 10-
12 years of schooling. A percentage point increase in the proportion of workers with 10-12 years
of schooling is associated with an increase in monthly wages of 0.3 percent and 0.4 percent for
managers and unskilled workers, respectively. These results suggest important labor externalities
in production and underline the importance of increasing the level of skillsin the private sector.
We do not find evidence for the profit-sharing mechanism: The coefficient on the proportion of
unionized workers, although positive in al specifications, is only statistically significant in
specification (3). The size of the estimate is also very small in economic terms. According to
specification (3), a percentage point increase in the proportion of unionized workers is associated
with a 0.3 percent increase in average wages. As observed earlier, firm responses to non-
unionized workers could diminish the union effect.

Measures of firm quality are also associated with higher wages. Exporting firms pay 14 percent
higher wages to managers ceteris paribus. Similarly, older firms pay higher wages to managers
and skilled workers. The association between firm quality and wages can arise because workers
with higher unobservable quality match with better firms. The other reason could be that higher
quality firms are lesslikely to be liquidity constrained and can therefore pay efficiency wages.
We explore the wage-setting mechanism further using individual-level data from sample of
workers interviewed during the survey (see Table 19). Sampled workers were asked to report
current wages and payment frequency. We convert all reported wages into monthly wages and
drop observations corresponding to the top and bottom 5 percent of the wage distribution that are
likely to reflect erroneous payment frequencies.

Table 19: Median Monthly Wages and Average Schooling, I ndividual-L evel Data

Construction Manufacturing Retail
Size Class 10-49  50-99  100-499 >500 |10-49  50-99 100-499 >500 |10-49  50-99  100-499 >500
Mangers/Professionals
Monthly Wage 13.6 10.8 13 12.4 10.9 10.7 11.5 12.3 10.2 8.2 12.8 9.4
Schooling 11.7 11.9 11.7 11.9 12.1 12.1 12.1 12 12.5 12.9 12.1 12.2
Production and Non-Production Workers
Monthly Wage 5 5.4 7.3 6.8 4.2 4.2 4.7 5.5 4.4 4.1 5.1 5.6
Schooling 11.1 10.8 11.2 10.4 10.2 10.7 10.4 10.9 11.1 10.5 11.3 11.4

A magjor source of estimation bias arises if there is sorting between workers and firms such that
workers with high (unobservable) quality match with good firms. To determine the extent to
which this might be a problem, we tabulate median monthly wages and average schooling by
size class, industry, and occupation category. The results strongly suggest the absence of sorting
on observable characteristics. Median levels of schooling are generally uniform across size-class
categories.”® Aswith the firm-level regressions above, the employee wage firm-size gradient is
apparent, most strikingly in the manufacturing sector.

%0 Itis till possible that unobservable differences in schooling quality remain. However, the data at hand cannot resolve this
guestion.
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The decision to acquire education or further on-the-job training isin part determined by labor
market returns to these activities. We use the individual-level data to estimate these labor market
returnsin aMincer framework (Mincer 1974). We exploit the employer-employee matched data
to control for observable differencesin firm quality that might otherwise bias estimates due to
sorting.

The results of these estimations are shown in columns (1 —7) of Table 20. Returns to schooling in
this sample are very high. Controlling for other factors, an additional year of schooling is
associated with an increase in wages of nearly 12 percent when we do not control for
occupational categories. Controlling for occupation reduces the estimates considerably to 6.5-7
percent, which is comparable to recent estimates of returns to education in developed economies
on the order of 4-7 percent (PURE 2001).

Controlling for other factors, females earn about 14 percent |ess than males when we do not
control for the occupation. A fraction of this gap is accounted for by differences in occupationa
categories chosen by femal es because a disproportionate fraction of females work in service and
non-production occupations. Including these controls reduces the wage gap to 10-11 percent.



Table 20: Individual-Level Wage Regressions

Dependent Variable: Log of Monthly Wages
©) ©) ©) () ©) ©) ()
Schooling 0.116 0.070 0.068 0.066 0.064 0.066 0.066
0.004)%  (0.004)%  (0.004%  (0.004%  (0.004%  (0.004%%  (0.004)%*
Experience 0.055 0.036 0.035 0.035 0.044 0.052 0.052
(0.004)** (0.003)** (0.003)** (0.003)** (0.005)** (0.006)** (0.006)**
Experience squared -0.001 -0.001 -0.001 -0.000 -0.001 -0.001 -0.001
0.000%%  (0.000)%  (0.000y%  (0.000%  (0.000%  (0.000y%  (0.000)%*
Female -0.135 -0.103 -0.109 -0.114 -0.118 -0.110 -0.084
(0.020)** (0.019)** (0.019)** (0.019)** (0.019)** (0.023)** (0.023)**
Member of Union -0.299 -0.127 -0.074 -0.111 -0.101 -0.085 -0.100
(0.021)** (0.019)** (0.058) (0.059) (0.059) (0.061) (0.064)
Wortker is full time 0.002 0.001 0.001 0.001 0.001 -0.001 -0.001
(0.001)** (0.001) (0.001) (0.001) (0.001) (0.001) (0.001)
Worker received training 0.211 0.207 0.184 0.163 0.154 0.156
(0.017)** (0.017)** (0.018)** (0.019)** (0.022)** (0.022)**
Worker is Skilled/Supervisor -0.564 -0.535 -0.537 -0.544 -0.602 -0.595
0026 (0.031y%  (0.030y%  (0.030)%  (0.036)%*  (0.036)*
Worker Unskilled -1.050 -1.150 -1.148 -1.159 -1.194 -1.198
0.027)%  (0.031y%  (0.031y%  (0.031)%  (0.035)%  (0.035)*
Wortker Service/Non-production -0.641 -0.601 -0.593 -0.608 -0.632 -0.639
(0.026)** (0.028)** (0.028)** (0.028)** (0.033)** (0.033)**
Log Hours Worked 0.084 0.077 0.080 0.022 0.037
0.072) (0.067) (0.069) (0.060) (0.062)
Union*Skilled -0.133 -0.108 -0.126 -0.105 -0.090
(0.069) (0.070) (0.070) (0.074) (0.076)
Union*Unskilled 0.148 0.171 0.155 0.134 0.163
(0.066)* (0.066)* (0.067)* (0.069) (0.072)*
Union*Service -0.235 -0.228 -0.225 -0.232 -0.214
0.068)%  (0.068)%*  (0.069)%*  (0.074p*  (0.076)**
Firm Exports >10% Sales 0.061 0.045 0.022
(0.020)** (0.025) (0.026)
Firm Foreign Owned 0.067 0.030 0.022
(0.022)%+ (0.025) (0.025)
Firm TFP residuals 0.275 0.297
(0.083)%*  (0.083)%*
Industry X X X X X X X
Firm Size X X X X
Other Controls X X X
Sector X
Constant -0.208 0.997 0.737 0.754 1.064 1.265 1.208
(0.097)* (0.094)** (0.291)* (0.275)** (0.317)** (0.308)** (0.316)**
Observations 3683 3547 3523 3473 3465 2419 2419
R-squared 0.33 0.56 0.57 0.58 0.58 0.61 0.62
F-Test Firm Size Matters 14.23 9.91 5.02 7.36
prob>F 0.00 0.00 0.00 0.00
Using the estimates in preferred specification (4), wages rise with experience until 22 years and

then drop off thereafter.

The effect of being in aunion depends on what occupation aworker isin. First, as observed in
Table 17, union membership is concentrated among low skilled workers. It is not surprising
therefore that the estimates in specification (1), in which no controls for worker type are
included, show alarge and negative estimate of the union effect. Including worker controlsin
specification (2) reduces the union wage gap to 13 percent. However, interacting union
membership with worker type suggests that the negative coefficient arises from the worker
categories. Non-production workers who are members of unions earn about 22 percent less than
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non-unionized non-production workers. This result, while perverse, probably reflects a category
aggregation problem. Non-production workers include sales staff and cleaners. However,
unionization among the latter is more than three times unionization among sales workers. Taking
this into account, the estimates also show the traditional positive effect of unions. Unskilled
workers in unions earn between 14-18 percent more than nonunion members.**

Individuals who have received training in the past earn about 16-24 percent more than
individuals who have not when other factors remain the same. Although this result might reflect
the fact that firms select (on unobservable traits) better workers to receive training, the returns
are sufficiently large to warrant individuals financing their own training.

Tests of the hypothesis that firm size does not matter are al rejected at the usual levels of
significance, suggesting that even when we control for observable individual characteristics, an
individual in alarge firm earns more than an otherwise similar individual in asmall firm.

Both firm- and individual-level regressions provide tentative evidence that wage-setting behavior
in South Africais motivated by efficiency wage considerations. To the extent that thisis the
case, then improvements in firm prospects will not necessarily be immediately accompanied by
increased employment growth. The role of labor market regulationsis crucial in this respect.
Emphasis should be placed on the ability of firmsto provide the right incentives to work and to
monitor effort levels of workers.

EMPLOYMENT GROWTH

Employment growth is at the heart of the government’ s policy to redress historical inequalities
and reduce unemployment. Understanding the sources of employment growth informs the set of
policy choices required to achieve this goal. As Table 21 shows, overall growth between 2001
and 2002 is positive for all three sectors, with construction employment growth leading the other
two sectors at 13 percent. Job creation in the manufacturing and retail sectorsis uniform between
2000 and 2002 at roughly 4.5 percent per year. Growth in temporary labor has been quite strong
in the manufacturing sector averaging nearly 7 percent per year since 2000. Overall, growth in
skilled labor matches growth in unskilled labor.

Table 21: Employment Growth, 2000-2002

Permanent Permanent
Employment Employment Temp labor Temp labor
growth2000/2  growth2001/2  9/OWth200012 growth 2001/2
Construction 7.06 13.01 -2.85 -10.59
Manufacturing 4.45 4.36 6.83 11.47
Retail — Wholesale 4.75 4.45 3.55 -3.66
Tota 4.79 544 5.48 8.02

Job creation ratesin 2001-2002 ar e only about half as strong asjob creation from startup to 2002 (Figure 20).
It isdifficult to say whether thisisreflectsa current slow down in the economy or a dowing of growth as
firms get older. Foreign-owned firms experience annual aver age employment growth of 12 percent per year
compar ed with about 10 percent for domestically owned firms. Surprisingly, job creation ratesin exporting
firmsarelower than in nonexporting firms, which holds true whether onelooksat current or long-term
growth.

Figure 20 shows employment growth for different types of firmsin the manufacturing sector.

o1 Thisis at the lower end of estimates found by Mwabu and Shultz (1998) but closer to the estimates found by Butcher and
Rouse (2001).
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Figure 20. Employment Growth
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The relationship between job creation and firm sizeis aso alittle peculiar. Figure 20 shows
uniform job creation rates across small, medium, and very large firms, butthe fastest job creation
rates occur in large firms contrary to recent policy attention on the small and medium enterprise
(SME) sector (Mazumdar and Van Seventer 2004).

We examine graphically anumber of factors affecting the likelihood of whether or not a firm
will create jobs, including:
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» Idiosyncratic factors, such aslocal demand shocks that can be proxied by capacity
utilization and investment rates;
» Measures of firm quality and technology, such as foreign ownership, export
status, age, and resource intensity; and
» Measures of the business environment, such as the extent to which labor
regulation, access and cost of finance, crime, and regulatory policy produce
uncertainty.
A number of authors have suggested that the structure of production in South Africa has been
getting more capital intensive over the last few years.> Thisis one of the explanations advanced
for the persistent and large skill premium. This would imply that high investment rates would be
accompanied by declining job creation. However, Figure 21 shows that investment rates in 2001-
2002 are lower for firms that are reducing employment, suggesting that reductionsin
employment are not driven primarily by substitution away from labor. In support of the skill-
biased technical change, declines in the number of unskilled workers comprise the major part of
permanent jobs shed. The figure a so shows the complementarity between permanent and
temporary labor. Permanent job creation is positively associated with growth in part-time
employment. This raises the question as to why firmsthat are creating jobs are aso hiring
temporary employment. One reason for this could be that stringent hiring and firing regulations
induce firms to take on temporary labor when they are not certain of the permanence of positive
shocks. While investment rates decline with job shedding, capacity utilization is uniform across
firms creating jobs and those shedding jobs.
Firm that shed jobs tend to have an average of 750 permanent workers and 100 temporary

Figure 21. Proximate Causes of Employment Growth
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workers, but firms that create jobs are smaller with 250 permanent workers and 40 temporary
workers. This, and the finding above that job creation is not necessarily concentrated in the
smallest firms, suggests an important caution in the implementation SME policy. Such policies

52 Fedderke (2005).




58

should not be restricted to traditional notions of very small firms and should embrace established
mid-sized firms that have the capacity to use inputs most efficiently.

Thereis no difference in the proportion of exporters or foreign-owned firms between those firms
experiencing declines or positive changes in employment. This suggests that between 2000 and
2002, changes in exchange rates and associated export competitiveness are not responsible for
employment growth. About 75 percent of firms that shed jobs were established before 1994
compared with about 66 percent of job-creating firms. There is weak evidence that white-owned
firms are more likely to experience positive employment growth. Job shedding is concentrated in
corporate firms.

Figure 22. Sources of Employment Growth
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Finally weinvestigate the extent to which business environment variables affect the likelihood of employment
growth. Firms' investment decisions are made on the basis of expectations about a number of operating
constraints. Prominent among these constraints ar e business environment indicator s that under pin future
costs of conducting business. Firmsthat perceive higher costs of doing business arelesslikely to invest, other
things being constant.

Figure 23 shows that 40 percent of firms that shed jobs between 2000 and 2002 report labor
regul ations as being severe or major constraints compared with just less than 30 percent of firms
with positive employment growth. Similarly, a higher proportion of firms shedding jobs report
the shortage of skilled labor as a severe or major constraint to operation than firms that created
jobs. The implication of thisfinding isthat there are a number of business environment
indicators that are sufficiently salient to be highlighted by struggling firms.
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Figure 23. Constraints on Employment Growth
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About 20 percent of firms experiencing negative growth report that cost of finance is prohibitive
compared with about 15 percent of firms with positive growth. There are no major differences
across the two employment growth categories in the extent to which crime and policy uncertainty
constrain employment growth. Similarly, we do not find evidence that firms that declined
experienced a higher intensity of labor regulation.

We turn next to an examination of wage setting in the manufacturing sectors of a set of
comparator countries: Brazil, China, and Poland. Median monthly wages in Brazil and South
Africa show very strong wage-firm size patterns, particularly for the highly skilled categories.
Wages in Poland and China are generally uniform across firm size indicating minimal intra-
industry wage differentials. Figure 24 shows striking differences in remuneration across
countries: The median wage of a manager of avery large firm in Chinais less than the median
wage of an unskilled worker in South Africaand Brazil. This finding highlights an important
challenge to the private sector in South Africa of remaining competitive against |abor-abundant
economies such as China, while at the same time absorbing the large pool of unskilled labor that
IS out of work.
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Figure 24. Cross-Country Comparison of Wages (median monthly compensation in US$)
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Median monthly wages in South Africa are considerably higher than for all the comparator
countries and al job categories. It isimportant to examine the median wages of unskilled
workers because they are a driver for foreign direct investment in textiles and other labor-
intensive industries. At US$241 per month, wages for unskilled workersin South Africaare only
second to Poland, about four times as expensive as China, and eight times more expensive than
India. Management in South Africais also very highly paid relative to other job categories.
Managers in South Africa earn amedian monthly wage that is 2.5 and 3times aslarge asin
Poland and Brazil. South African managers earn nine times as much as unskilled workers
compared with average multiples of 3.2, 3, and 1.7 for Brazil, Poland, and China, respectively.
An important determinant of wages across the different countriesis the scarcity of the different
categories of labor. Figure 25 shows the median number of weeks required to fill avacancy for
skilled and unskilled workers.
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Figure 25. Median Time Needed To Fill Vacanciesfor Skilled and Unskilled Positions
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Firmsin Brazil, India, and South Africaneed only amedian of 1 week to fill an unskilled
vacancy. Firms require a median of 4 weeksin Brazil and South Africaand 2 weeksin Indiato
fill askilled vacancy. Median times in Poland for both skilled and unskilled labor are both O
weeks. A good number of commentators have suggested that high levels of emigration of skilled
workers are creating upward pressure on wages of skilled jobs in South Africa (Kaplan et al.
2003). Assuming that vacancy time is a good indicator of the scarcity of skilled labor, Figure 25
does not provide strong evidence for this claim. It is possible that wages are determined by future
expectations of scarcity, which would be consistent with the link between emigration and wages.

TRAINING

The shortage of skillsis one of the leading constraints reported by manufacturing firmsin South
Africa Training represents one way to address the scarcity of skilled labor and is crucia to
maintaining a competitive labor force, especially in South Africawhere a significant fraction of
the population has very low levels of schooling. For this group of individuals, on-the-job training
represents the single most important channel of augmenting human capital. Firmsin each of the
comparator countries were asked to report whether they provide training to workers and what
fraction of skilled and unskilled workers were offered training. It isimportant to note that the
quality of thistraining might differ both within and between countries.
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Figure 26. Workers Receiving Training, by Country
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More than 80 percent of unskilled workers receive firm-based training in Poland, 68 percent in
Brazil, and 63 percent in China. This comparesto less than half of skilled and unskilled workers
in South Africa—the lowest level of training provided among the comparator countries (see
Table 22).

Table 22: Percentage of Workers Receiving Firm-Based Training

Country % of Skilled workers % of Unskilled workers
Brazil 77.3 68.3
China 69.1 63.0
Poland 79.9 86.2
South Africa 44.6 45.8

However, an examination of the length of training offered by firmsin each of the comparator
countries suggests that South Africa does not lag behind in the amount of training offered.
Median training time in South Africais 2 weeks compared with only about 3 days in Brazil and 2
daysin India

We use employee data to further explore this question. Sampled workers were asked whether
they have received training and how this training was financed. Figure 27 reveal s a discrepancy
in the numbers reported by personnel managers and individual workers. Contrary to the figures
provided by the firms, just over 80 percent of sampled workers report not having received
training. The financing of training is borne by firms across the al size categories. Small firms
rely on training provided outside the firm, while large firms provide some internal training.
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Figure 27. Share of Workers Receiving Training, by Typeand Length of Training
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The data at hand do not permit an examination of the external sources of training accessible to
firms. Given the large fraction of workers who have not received training, it is clear that the role
of training agencies set up by government (SETAS) is crucia in providing the training to raise
human capital levelsin South African industry.

Table 23 shows results of afirm-level Probit estimation of the correlates of the likelihood of
offering training to workers. Firm size comes out strongly as a major determinant of firm
training. Firms with 50-99 workers are 20 percent more likely to provide training than small
firms, but firms with more than 500 workers are 20 percent more likely to provide training than
firms with 50-99 workers.>® Measures of firm quality are strongly associated with the likelihood
of providing firm training. A firm that exportsis 10 percent more likely to provide training, all
other factors remaining the same. Furthermore, foreign-owned firms are about 15 percent more
likely to provide training than similar non-foreign-owned firms. Surprisingly, a 10 percentage
point increase in the proportion of workers who are unionized is associated with a 2 percent
reduction in the likelihood of providing training. It is difficult to say why thisresult holds. It is
possible that strong unions constrain firms from providing training to a select group of workers.
Finally, a 10 percentage point increase in the proportion of workers with 6-9 years of schooling
reduces the likelihood of providing training by 3 percent.

53 A test of anull hypothesis that firm size does not matter is rejected at the 1 percent level.



Table 23: Determinants of Likelihood of Firms Providing Training

Dependent variable: Firm offers training

indicator
0 @ ) @
Medium (50-99 workers) 0.205 0.191 0.196 0.161
(0.042)*F  (0.045)**  (0.046)**  (0.049)**
Large (100-499 workers) 0.311 0.301 0.293 0.287
(0.039)*F  (0.040)**  (0.044)**  (0.045)**
Very Large (>500 workers) 0.392 0.390 0.387 0.367
0.037)%F  (0.037)**  (0.039)**  (0.040)**
Firm exports 0.109 0.057 0.128 0.081
(0.051)* (0.058) (0.053)*  (0.059)
Firm foreign owned 0.171 0.135 0.137 0.109
(0.050)*F  (0.056)*  (0.052)**  (0.059)
Firm age 0.005 0.004 0.003 0.001
(0.003) (0.003) (0.003) (0.004)
Firm age squared -0.000 -0.000 0.000 0.000
(0.000) (0.000) (0.000) (0.000)
Percentage of workers unionized -0.001 -0.001 -0.002 -0.003
(0.001) (0.001)  (0.001)**  (0.001)**
Proportion of temp. workers in workforce 0.074 0.065 0.149 0.110
(0.043) (0.039) (0.098) (0.100)
Percentage of workers with 6-9 years of schooling -0.002 -0.003
(0.001) (0.001)*
Percentage of workers with 10- 12 years of schooling -0.002 -0.002
(0.001) (0.001)
Percentage of workers with > 12 years of schooling 0.001 -0.001
(0.002) (0.002)
Sector Controls No No Yes Yes
Observations 733 606 569 483
F-Test Firm Size Matters 73.43 62.44 55.46 48.11
prob>F 0.00 0.00 0.00 0.00

Notes: Robust standard errors in parentheses. * significant at 5%. ** significant at 1%.
We next examine the reasons that firms report for not providing training. Table 24 suggests that
demand, cost, and access are the most important reasons for not providing training. Eighty-five
percent of the firms that do not provide training report that there is no need for training because
workers can learn on the job; 32 percent report that the firms cannot afford training; 27 percent
that government incentives are insufficient to induce firm-based training; 13 percent report that
workers are uninterested in acquiring training; 10 percent that there is alack of appropriate
training facilities; and 9 percent that they cannot identify competent trainers to provide internal

training.
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Table 24: Reasonsfor Firms Not to Provide Training

% Firms Reporting
Variable Reason for no
training
Cannot define/prioritize training needs 10.1
Lack of training institutions for external needs 10.1
Lack of training by chambers of industry, business associations for external training 7.3
Cannot identify competent trainers for internal training 8.7
Cannot afford formal internal or external training 32.2
Lack of government incentives for training 26.9
Staff are uninterested in learning new skills 12.6
Too risky — trained staff may leave 5.6
Too risky — unsure of continuing demand for new skills 7.0
No need — staff can train on the job 84.7
No need — can hire staff from other firms 30.7

L ABOR REGULATION

Managers in the ISS were concerned about the impact of labor regulation on their enterprises
operations and growth. When firms were asked to whether certain areas of the investment
climate were a problem for their business, close to 33 percent said that labor regulations were a
major or very severe obstacle. Only two other problems—worker skills and macroeconomic
instability—were more likely to be seen as magjor or very severe obstacles.

Previous work has also stressed the potential impact of these regulations. For example, a paper
published by the World Bank Southern Africa group on constraints to growth and employment
shows that 10-15 percent of a sample of small and medium enterprises (SMEs) reduced
employment as aresult of the four major labor regulations. Firms also reported less hiring,
substituting capital, using temporary labor, and subcontracting.> Second, a study on the
regulatory environment in South Africanoted that it took 2.7 months on average to retrench an
entry-level employee. It cost R9,000 to hire and R2,160-2,900 to fire a least-skilled worker.
Partly as aresult, 40 percent of firms hired fewer workers, used more machinery, hired
temporary staff, or subcontracted.® Lastly, in the 2003 South Africa Human Devel opment
Report, the authors discuss a policy bias during apartheid toward capital intensity. These
included corporate tax incentives, depreciation allowances, tariff rebates, debt financing,
subsidized interest rates, and provision of utilities and infrastructure. Since 1994, policies have
continued to promote capital intensity at the expense of employment.>®

Burden of Labor Regulation in the I nternational Context
To get an idea about the burden that labor regulations impose on South African businesses, we

compare South African regulations with regulations in the middle-income comparator countries
and OECD economies. The Doing Business database, maintained by the World Bank, includes

54 Chandraet a.
(2001b).
%5 Hudson (2003: 6).

%6 UNDP (2003).
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severa indices that measure the rigidity of hiring and firing regulations and the cost of firing.*’
The difficulty of hiring index for South Africais 56, which ishigher than in all of the comparator
countries except Brazil and higher than the average for the OECD. Since higher values indicate
more restrictive regulation, this suggests that hiring regulations are relatively strict in South
Africa

Figure 28: Cross-Country Comparison of Difficulty and Costs of Hiring and Firing
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A similar picture emerges for firing restrictions. South Africareceives aranking of 60 on the
difficulty of firing index, higher than all the comparator countries except Brazil and higher than
the average for the OECD. On one particular measure, however, the cost of firing an individual
in weeks of wages, South Africa performs better. The cost in South Africais 38 weeks, lower
than the average for the OECD and several of the comparator countries.

Overall, South Africa performs worse on most measures relative to the comparator countries and
performs considerably worse on the two indices than OECD countries do. To the extent that
South African industry needs to compete with industry in advanced economies, rather than with
the sometimes poorly performing firms from elsewhere in Africa, this assessment is quite
sobering.

South Africa Labor Market Regulations

In South Africa, four pieces of legislations are essential in understanding the labor market: the
Labor Relations Act (LRA), the Basic Conditions of Employment Act (BCEA), the Equity
Employment Act (EEA), and the Skills Development Act (SDA). A separate bill, the Broad-
Based Black Economic Empowerment Act (BEE), has received much attention and will be
discussed as well. Each of these pieces of |egislation was passed after apartheid to govern a new
labor market in South Africa.

57 World Bank (2004d). Note that calculation errorsin an earlier version of the Doing Business database and achangein

methodology resulted in South Africa being misclassified in early versions of the database. These errors have been corrected in
the most recent publications.
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The LRA was passed in December 1995. It was the first of the four bills passed and remains
the most comprehensive piece of labor legiglation. It covers employee rights, collective
bargaining and union rights, strikes and lockouts, workplace forums, dispute resolution,
dismissals, and other general provisions. The LRA stipulates situations in which a dismissal
would be classified as unfair. (Chapter 8 in this report discusses dismissalsin detail and in what
situations they are considered unfair.) Section 188 states that a dismissal is not automatically
unfair but isunfair if the employer fails to prove that the reason for dismissal isafair reason.
Thus, the burden of proof lies with the employer. The Schedule 8 Code of Good Practice for
Dismissdl lists the three grounds for legitimate termination or fair dismissal: employee conduct,
employee capacity, and operationa requirement of the business. The employer must also prove
that the dismissal procedure was fair.

For conduct and capacity reasons, the employer may request a council, accredited agency, or
commission to arbitrate the allegations about the conduct or capacity of an identified employee.
The council, accredited agency, or commission must appoint an arbitrator on receipt of payment
by the employer. It is not clear from the law whether this arbitration is required or optional. If
optional, it is unclear how often arbitration occurs, how costly it is (time and money), or how
long it takes. Understanding these questions will help to better assess the degree to which this
law contributes to labor market rigidities associated with firing an employee on these grounds.
When the employer dismisses an employee for operational reasons, the employer must consult
with any groups required under any collective agreements. If no collective agreement isin place,
then the employer must consult with impacted workplace forums or trade unions. If these do not
exist either, the employer must consult with the impacted employees or their representatives. In
these consultations, the groups must attempt to reach consensus on measures to avoid dismissals,
minimize dismissals, change the timing of dismissals, and mitigate the adverse effects of
dismissals. They must also seek consensus on the method for selecting employees to be
dismissed and their severance pay. The employer must issue written notice inviting this party to
consult with them, and the employer must aso disclose al relevant information, including, but
not limited to, reasons for dismissals, alternatives considered with reasons for regjecting each
alternative, number of employees effected within their job category, proposed method for
selecting employees, projected time of dismissal, proposed severance, proposed assistance to
effected workers, possibility of reemployment, total number of employees within the business,
and total number of employees dismissed for operational reasons within the past 12 months. The
employer must allow the consulting party to make representations. The employer must consider
and respond to each representation; and if they disagree, they must state the reasons for
disagreeing. The selection process for dismissed employees must be agreed to or criteria must be
used that isfair and objective. Similar to the dismissal process for capacity and conduct issues, it
Is unclear how often this process takes place, how much it costs, and how long it takes.

The Code for Good Practice details fair procedures that are recommended prior to dismissal.
These practices include presenting the alegation to the employee and allowing them to prepare a
response, disciplinary action, and probation period. If alabor court or an arbitrator finds the
dismissal to be unfair, they may order reinstatement, reemployment, or compensation to the
employee. As mentioned above, this set of dismissal provisionsin the LRA favor the employee
by placing the burden of proof, and much of the cost, on the employer.

%8 Labor Relations Act (1995).
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The second piece of legislation is the BCEA of 1997.%° This act covers such areas as working
time, leave, remuneration, termination, child and forced labor, sectoral determinations, as well as
monitoring and enforcement. Here we will focus on termination and monitoring. In the case of a
termination, the employee must be notified prior to dismissal. The amount of time before
dismissal depends on the employee’ s tenure with the business. For an employee who has been
with the business for four weeks or less, one week’ s notice is required. For an employee with
tenure greater than four weeks and less than a year, two weeksis required. For an employee with
tenure of a year or more, four weeks notice is required. Severance pay for an employee will
equal one week’s remuneration for each year of employment.

Chapter 10 of the BCEA focuses on the monitoring and enforcement of labor regulations. The
minister can appoint any person in public service as a labor inspector. These inspectors promote,
monitor, and enforce labor regulations. They may enter workplaces at any reasonable time
without warrant or notice to question employees/employers and inspect the operations of the
business. The act does not specify a minimum or maximum number of inspections per business.
The third piece of legislation to be considered is the EEA of 1998.%° It covers the basic ideas of
unfair discrimination and affirmative action policies of South Africa, as well as the institutions
that govern these policies. Chapter 2 of the act states that a person may not be unfairly
discriminated against on the basis of race, gender, pregnancy, marital status, family
responsibility, ethnic or social origin, color, sexual orientation, age, disability, religion, HIV
status, conscience, belief, political opinion, culture, language, orbirth. Similar to the dismissal
legislation, the burden of proof regarding discrimination disputes is on the employer.

Chapter 3 of the act focuses on affirmative action. It requires all designated employers to
implement affirmative action measures, which are to include the following: the identification and
elimination of employment barriers that can adversely affect designated groups, measures to
further diversity, make reasonable accommodations to ensure designated groups have equal
opportunities and are equitably represented, and ensure representation of suitably qualified
people within all occupational categories, aswell as the retention and devel opment of said
groups. Aside from these measures, employers must consult with employees, conduct analysisto
identify barriers, assess diversity levels within occupational categories, and prepare and
implement an Employment Equity Plan. When defining the term suitably qualified, the act states
that a person can have formal qualifications, prior learning, relevant experience, or the capacity
to acquire, within areasonable timeframe, the ability to do the job. It states that employers must
assess each of these factors. It emphasizes that employers may not discriminate against a
potential employee solely on the grounds of the person’s lack of relevant experience.

Section 27 of the chapter on affirmative action focuses on income differentials, which deserve
some attention. Per the previously mentioned BCEA, an employer must submit a statement to the
Employment Conditions Commission on the remuneration and benefits received within each
occupational category and level. Where disproportionate differentials exist, employers must take
measures to reduce these differentials subject to guidance given by the Minister. It islikely that
the reduction of differentials would lead to some wage inflation.

%9 Basic Conditions of Employment Act (1997).

e Employment Equity Act (1998).
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The fourth key piece of labor legislation in South Africaisthe SDF of 1998.°* The act is geared
toward improvement of South African labor force skills through alevy-grant scheme. This act
discusses little regarding labor market rigidities; however, the difficulty in claiming back the
levy has led many small businesses to view this program as more of atax.®

Thefinal piece of legidation isthe BEE enacted in 2003. This act goes beyond the affirmative
action of the EEA and sets goals for changing the racial composition of ownership and
management structures of existing companies and new enterprises. This act only sets the goals
and alows for the institutions to pursue the goal's; the action to be taken will be decided in a BEE
plan and codes of good practice stipulated in the act.

Work Permits

Given therelatively high pay levels for managers and skilled professionals, it isimportant to
consider regulations that affect the ability of firms to employ foreign workers. In general, it is
difficult to hire foreign workersin South Africa. Work permits will normally not be granted for
foreign workers to pursue work for which locals are qualified. However, if the worker holds
skillsthat are scarce in South Africa, or they intend to start a business that will result in: capital
being brought in from abroad, manufacturing of goods for export, or employment of South
Africans, the workers are welcome.®

For employers wishing to obtain awork permit for aforeign national, the South African
Department of Home Affairs website stipul ates that the following criteriawill be examined:

» Date on which the position became available.

*  Whether the vacancies were advertised and if so, in which national papers or other
suitable media and the number of insertions (Internet advertising is not acceptable).

* Reasons why applicants from the South African labor market who may have responded to
the advertisements could not be appointed.

*  Whether the Department of Labor, private employment bureaus, or relevant trade unions
were approached with regard to filling the position.

* Whether alocal unit can be trained to fill the position, even if aforeign specialist has to
undertake the task of training for alimited time.

*  Whether the applicant appointed or to be appointed is in possession of any exceptional
qualifications, training, and experience not obtainable in South Africa.

* Inthe case of senior positions, whether the proper filling of the vacancy or position by
the promotion of existing personnel has received due consideration.

* Applicant must be in possession of afirm offer of employment that is of atemporary
nature and the maximum duration for which the temporary employment is required must
be clearly defined

* The position must be commensurate with the applicant’s qualifications.

61 ills Development Act (1998).
62 Hudson (2003: 5).

e See South African Department of Home Affairs, available at: http://www.home-affairs.gov.za/service detail.asp?d=113.
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. Professézcl)nal ly qualified persons must register with the appropriate South African
bodies.
They must also pay atariff equal to US$132. A timeline for this process was not available.

CONCLUSIONS

Of the three sectorsincluded in the survey, average wages in the manufacturing sector are the
highest, largely due to the composition of skilled labor. Average wages within occupation are
uniform across sectors.

Median wages in South Africa are very high. The unskilled worker earns US$246 per month
compared with about US$76/month in China. To remain competitive, South African firms must
endeavor to be considerably more efficient.

The results above suggest that firm size and productivity are significantly associated with wages
for management and unskilled workers. These results are broadly consistent with high wages
being paid to workers when effort is difficult to observe and higher bargaining power for
managers with respect to productivity gains.

Returns to schooling are high. An extra year of schooling is associated with a7 percent rise in
monthly earnings. The gender gap in earnings is quite substantial, with women earning about 11
percent less than men, all else equal.

Thereturnsto training are very high. A worker who has received some training earns about 20
percent more. And, although thisresult islikely to be confounded by unobserved worker ability,
it suggests positive returns to training.

Training in South African firms remains lower than the levels required to bolster the human
capital of a generation of workers who did not receive sufficient schooling. In addition, high
wage levelsin South Africarequire rigorous and continuous training for firmsto be able to
maintain a competitive advantage. The performance of SETAswill have to improve dramatically
if they are to meet the training needs of industry.

% |bid.
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Chapter 4: Access to Finance

Enterprise managers often see access to finance and the cost of financing as serious obstacles to
their enterprises’ operations and growth. In 17 of 49 low- and middle-income countries, over 40
percent of enterprises reported that finance was a major or very severe problem.® It has been an
especialy great problem in Sub-Saharan Africa, with access and cost of finance rating among the
top five investment climate—related problems in most countries.®®

FINANCE ASAN OBSTACLE TO ENTERPRISE OPERATIONS AND GROWTH

In contrast to results in other countries, firmsin South Africarated neither access to finance nor
cost of financing as serious obstacles to enterprise operations and growth. Fewer than 20 percent
of enterprisesrated either asamajor or very severe obstacle, placing them at eighth and eleventh
among the eighteen constraints queried in the survey. This was considerably lower than in most
of the middle-income comparator countries (Figure 29). For example, over 50 percent of
enterprises in Poland and Brazil rated cost of financing as a major obstacle and over one-third
rated access to finance the same. South Africa srateis aso low relative to other countriesin
Sub-Saharan Africa. Over 40 percent of firmsin both Senegal and Kenya rated access to finance
as a serious obstacle and over 60 percent rated cost of financing the same. Even in China, the
comparator country closest to South Africain this respect, about 20 percent of enterprises rated
access and cost of financing as major constraints.

Is objective data from the ICS consistent with this finding? In some respects, South Africaaso

Figure 29: Cross-Country Comparison of Firms Rating Accessto and Cost of
Financing as Serious Constraints
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Source: Investment Climate Surveys.

performs well on objective measures of the cost of finance (Figure 29). As part of the survey,

5 World Bank (2004b).

6 For example, cost of and access to financing ranked first and fourth in Uganda (World Bank. 2004€); second and eleventh in
Kenya (World Bank, 2004c); and third and sixth in Tanzania (World Bank 20044).
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enterprises were asked what the interest rate was on their most recent loan. The median nominal
interest rate reported by enterprises in South Africawas 11 percent—lower than in Senegal (12
percent), Poland (12 percent), Kenya (15 percent), and Brazil (40 percent). Although nominal
interest rates were lower in Lithuania and China (about 5.5 percent in both cases), inflation was
also lower in these countries. In 2002 and 2003, inflation was 0 and 1 percent in Lithuania, -1
percent and 2 percent in China. By comparison, inflation was 10 percent and 6 percent in South
Africain 2002 and 2003.%” In summary, real interest rates appear to be relatively low in South
Africa compared with other middle-income countries and other countries in Sub-Saharan Africa.
Thisfinding is consistent with the perceptions-based data that suggests that most enterprisesin
South Africa do not see the cost of financing as a serious obstacle

The next question is whether objective data on access to finance supports the view that accessis
also relatively good in South Africa. Although South Africa s performance seems similar to that
of other middle-income countries, it is harder to argue that it outperforms them on this
dimension.

Figure 30: Cross-Country Comparison of Accessto Finance (share of firmswith
overdraft facility and share of investment financed through banks)
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Source: Investment Climate Surveys

Figure 30 shows the percent of firms with overdraft facilities and the percent of new investment
that firms finance with funds from local and foreign commercia banks. In general, South Africa
performsrelatively well, although it does not outperform any other countries. About 70 percent
of South African firms have overdraft facilities, which is higher than firms in China (25 percent),
Lithuania (26 percent), or Senegal (58 percent), but lower than those in Brazil or Kenya (both
about 74 percent).

South African firms also finance about 17 percent of new investment with funds from local and
foreign commercia banks. Thisis higher than in Lithuania (12 percent), similar to Brazil (14
percent), Poland (19 percent), and Senegal (18 percent), but lower than in either Kenya (32

67 Inflation is the change in the implicit GDP price deflator for the relevant years.
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percent) or China (42 percent). Data on the number of firms with loans aso supports this. About
36 percent of firms had a bank loan, compared with about 39 percent in Kenya, 40 percent in
Senegal, and 58 percent in China. In Hangzhou, one of the fastest growing Chinese cities, close
to 70 percent of firms reported having bank loans. Thus, while South African firms do not appear
to be facing a serious financing crunch, they are not as awash with credit as firms in some of the
comparator countries.

Another important source of financing, especially for working capital, is trade credit. This part of
the South African financial system is aso well-developed relative to both countries elsewherein
Sub-Saharan Africa and other middle-income countries. South African firmsrely on trade credit
to finance close to 12 percent of their working capital needs (see Figure 31). Thisis higher than
in any of the comparator countries except Kenya and Brazil. Firms are also more likely to sell
goods on credit than firmsin any of the comparator countries other than Brazil. This reliance on
trade credit and willingness to extend credit to other firms suggests that firms are able to enter
arms-length deals with other firms and that they believe that they can rely on formal and
informal enforcement mechanisms to ensure payment. Thisfinding is consistent with evidence
that South African firms trust the court system to uphold their property rights and enforce
contracts.

Figure 31: Cross-Country Comparison of Trade Credit (share of firmsusing trade
credit to finance working capital and share of sales sold on credit)
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In addition to asking firms whether they have |oans and overdrafts, the surveys aso asked firms
why they do not have loans (Figure 32). As noted above, about 36 percent of South African firms
currently had abank loan. These firms were unlikely to rate either access to finance or the cost of
financing to be a serious problem. About 17 percent of these firms rated access as a serious
obstacle and about 22 percent rated cost as a serious obstacle.

An additional 25 percent of firms reported that they had never applied for aloan. These firms
were even less likely to rate either access or cost of financing to be a serious obstacle. Only 6
percent rated access as a serious obstacle and only 9 percent rated cost as one. When asked why
they had not applied for aloan, most of these firms reported either than they did not need aloan
(72 percent), that they received financing from their parent company (10 percent) or that they did
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not want to incur debt (10 percent). This suggests that many of the firms that have never applied
for aloan do not see themselves as credit constrained.

Figure 32: Loan Status and Reasons for Not Having L oans
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Source: Investment Climate Surveys

Notes: Infirst figure, ‘Financed by parent’ meansthat firm reports that it did not apply for loans is that financing is provided by parent
company or holding company. Numbers do not add to 100 percent because multiple answers were possible. In second figure, firms are
classified asrejected if (i) they do not currently have aloan and (ii) they have been rejected for aloan at some point. Firmsthat have
been rejected but who currently have aloan are classified as having loan. The ‘rejected’ category potentially includes firms that do not
currently have aloan but have had onein the past and who were rejected prior to their previous loan.

About 6 percent of firms reported that they had had aloan application rejected at some point in
time, but many of these firms also reported having loans, suggesting that either before or after
being rejected, they had managed to get aloan. About 2 percent of firms reported that they did
not currently have aloan and that they had been rejected for aloan at some point in time. Firms
that did not have aloan but had had an application rejected were far more likely to report access
to finance and the cost of finance as serious problems—35 percent reénorted that accesswas a
serious obstacle and 41 percent reported that the cost of finance was.®®

Thefinal category isfirmswho did not currently have aloan, but who had had loans in the past.
Thisfina group accounted for the remaining 37 percent of firms. Although the survey did not
ask these firms why they did not currently have aloan, they were not especialy likely to rate
access to finance or cost of financing as serious obstacles. About 13 percent rated access as a
serious obstacle and 16 percent rated the cost as a serious obstacle.

In summary, then, although South African firms do not appear to use bank financing as heavily
as firmsin some other countries (for example, China)—and remain heavily dependent on
retained earnings for both investment and working capital (66 percent of working capital and 58
percent of investment)—most do not see access or cost of financing as a serious obstacle. The
low usage appears to be due to low demand: Most firms that had never applied for aloan
reported that they did not want or need one, and few firms had been rejected for aloan.

e Firms with loans but who had had an application rejected were also more likely to report than access and cost were serious
obstacles.
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PERCEPTIONS ABOUT ACCESSTO FINANCE BY FIRM TYPE

Although access to finance appears reasonable overal, access to and cost of financing can vary
across firms. For example, foreign-owned firmsin developing countries are often less likely to
obtain financing from the domestic sources than domestically owned firms, relying instead on
their parent company for financing. Figure 33 shows the percent of firmsin different categories
that rated access and cost of financing as major or very severe obstacles to their operations and
growth.

Severa interesting patterns emerge from these data. First, small and medium-sized firms were
more likely to rate access to finance as a serious constraint than larger firms were, but there was
no similar pattern for cost of financing; very large firms were aslikely to complain about the cost
asfirmsin other size categories. Second, foreign-owned firms were far less likely to complain
about both the cost of financing and access to finance than domestically owned firms were.
Exporters were also less likely to see both access and cost as serious obstacles. Audited firms
were far more likely to report that access was a serious problem but were not more likely to
complain about the cost of finance. Older firms—especially those founded before 1994—were
less concerned about access than younger firms were, but once again there was no pattern with
respect to cost of financing.

Perhaps the most notable difference is with respect to ownership. Corporate-owned firms were
far less concerned about both access and cost than firms owned by individuals and families. One
plausible explanation for thisis that corporate-owned firmsrely heavily on their parent
companies or holding companies for financing.

But there are also differences in perception among firms owned by families and individuals. In
generd, firms owned by people of European descent were less likely to rate both access and cost
as a serious concern than firms by people of Asian or Asian descent.*® Can the differencein
perception be explained by observable differences between firms owned by Africans and Asians

Figure 33: Share of Firms Rating Accessto and Cost of Financeasa Major Obstacle,
by Size, Owner ship, Presence of Audited Accounts, and Age
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69 Because so few firms were owned by colored individuals, these firms are omitted from this section.
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and those owned by Caucasians? Black- and Asian-owned firms tend to be smaller (110 and 118
employees on average) than Caucasian-owned firms (128 employees), and they also tend to be
younger (19 and 15 years on average) than Caucasian-owned firms (23 years), this might explain
differences in perceptions across ownership categories.

To test whether thisis the case, we ran multivariate regressions of perceptions about access to
finance on dummy variables indicating ownership and a series of control variables. After
controlling for size, export status, foreign ownership, presence of audited accounts, years of
education for the manager, and the age of the firm, the difference remained statistically
significant for both Africans and Asians in the regression for access to finance. In the regression
for cost of financing, the coefficients remain positive, indicating that African and Asian firms
believe that the cost of financing is a greater obstacle than white-owned firms but are statistically
insignificant. It isimportant to note, however, that although the coefficients are statistically
insignificant, the number of African and Asian firmsis small making it difficult to find
statistically significant results.

Although thisis consistent with the idea than African- and Asian-owned firms suffer from
discrimination, it isimportant to note that there are also other potential explanations. There may
be unobserved differences between firms that we are unable to control for in the empirical
analysis, such as the availability of collateral or education or the business experience of the
management team. Moreover, because Africans were actively discriminated under the previous
regime, even including objective indicators such as years of education in the analysis might not
adequately control for thisif quality of education differed by race.™

Another possible reason may be that differences in perceptions might not accurately mirror
objective indicators. Perceptions tend to change slowly over time, even when the underlying
objective indicators might change more quickly. To investigate whether the second explanation
isvalid, we extend the analysisto look at several objective indicators of financial sector
performance.

OBJECTIVE INDICATORS ON ACCESS TO AND THE COST OF FINANCE

Whether or not a firm sees access to and cost of financing as a serious obstacle will depend
partially on how good the firm’s accessis (that is, whether it can get aloan). But the perception
will also be affected by other factors. For example, firms owned by larger holding companies
might be less concerned about access to finance because they can get better terms on loans or
they have less need for outside financing. If they can rely on their parent company for investment
when they need financing, they might perceive access to be alesser concern even if they are no
more likely to get abank loan than asimilar firm owned by afamily or individual. Similarly,
they might be less concerned about the cost of financing (that is, interest rates) if they usually
have access to cheap financing from their parent company.

On some measures, there was very little variation across firm types. For example, the median
firmin all categories reported that collateral equal to 100 percent of the loan value was required
to get aloan. In addition, the median firm in all categories other than foreign-owned firms
reported loan lengths equal to five years. Foreign-owned firms reported a median length of 4.5
years. But there was variation along some dimensions (see Table 25).

0 See, for example, Fedderke, de Kadt, and Luiz (2000), Case and Deaton (1999) and Selod and Zenou (2003) for discussions of
thisissue. Selod and Zenou (2003) note, for example, that per capita spending was four times higher for white children than for
black children and that the student/teacher ratio was twice as high.
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Age and Firm Size. Although younger firms were more likely to see access to finance as a
greater constraint, they were also more likely to have bank loans than older firms (46 percent of
firms younger than five years old compared with 37 percent of firms older than ten years) and
also finance more working capital through bank financing than older firms (Table 25). These
numbers probably reflect the fact that younger firms often are |less able to finance investment and
working capital through retained earnings and that they will often have greater investment needs
in the short term. Consistent with this, younger firms were over twice as likely to have been
rejected for loans (11 percent of firms less than five years old compared to 5 percent of firms
older than ten years old) and the median firm under five years old paid fractionally higher
interest rates than older firms (11 percent compared with 10 percent).

Table 25: Financing by Typeof Firm

% ever % with % with % ever M edian %_of W_orking
applied for loan overdraft rejected for I nterest capital financed
loan loan Rate (%) through banks

All 75 38 68 6 11 16.5
Firm Size

Small 79 39 73 7 11 17.2

Medium-sized 73 31 66 9 11 15.2

Large 75 40 64 3 11 16.8

Very Large 74 39 75 6 10 16.5
Inter nationalization

Non-Exporter 76 38 68 7 11 173

Exporter 73 37 67 4 10 148

Domestic 78 38 70 7 11 16.9

Foreign 58 34 55 0 10 14.3
Accounting

No Audited Accounts 56 28 56 11 11 14.7

Audited Accounts 76 38 69 6 11 16.7
Ownership

Corporate 65 33 58 2 10 11.9

Caucasian 84 42 77 9 11 20.3

Asian 79 37 66 14 105 204

African 70 40 75 10 115 12.3
Age

Lessthan 5 years 71 46 60 11 11 211

5-10 Years 69 34 69 5 10.0 14.8

Over 10 years 78 37 70 5 105 15.9
Province

Gauteng 78 35 65 6 105 14.0

KwaZulu-Natal 71 38 68 13 115 221

Western Cape 76 45 77 4 11.0 22.1

Eastern Cape 53 33 72 8 10.8 12.3

Medium-sized firms were less likely to have loans and overdrafts and financed less of their
working capital through banks than either smaller or larger firms (Table 25). This patternis
different from the pattern observed in most countries, where smaller firms are less likely to have
bank financing than larger firms. For example, only about 40 percent of small firmsin Senegal
had a bank loan, but nearly two-thirds of large firms did (Figure 34). Similarly, about one-third
of small firmsin Chinahad abank loan, compared to nearly three-quarters of very large firms.
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Figure 34: Cross-Country Comparison of Access, by Firm Size
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Source: Investment Climate Surveys

O % with loan

Thereislittle evidence that this is due to lower demand from larger firms. Very large firms were
almost as likely to report being rejected from aloan as were small firms and were nearly as likely
to have applied for aloan. The median very large firm reported slightly lower interest rates than
smaller firms, but the difference was not large.

I nternationalization. Foreign-owned firms were less likely to have loans or overdraft facilities
(34 and 55 percent, respectively) than were domestically owned firms (38 and 70 percent,
respectively) (see Table 25). They aso financed less of their working capital with financing from
banks (14 percent compared with 17 percent for domestically owned firms). The main reason for
thisislikely to be lower demand; they were less likely to have ever applied for aloan (58 percent
relative to 78 percent of domestically owned firms) and none of the foreign-owned firmsin the
sample had been rejected for aloan. Furthermore, the median foreign-owned firm paid lower
interest rates than the median domestically owned firm (10 percent compared with 11 percent).
The difference between exporters and nonexporters was more modest than the difference
between foreign- and domestically owned firms. Although fewer firmsinvolved in exporting had
loans or overdraft facilities than nonexporters, the difference was not larger. They were also less
likely to finance their working capital needs through the banking sectors. In this case, the
difference is more noticeable, with exporters on average financing 15 percent of working capital
needs through the banking system, whereas non-exporters finance about 17 percent. Exporters
were also less likely to use trade credit. Similar patterns hold for new investment. As aresult,
exporters rely more heavily on retained earnings to finance both working capital and new
investment (69 and 64 percent, respectiviey) than non-exporters (64 and 55 percent,
respectively).

Accounting. Firms without audited accounts was far less likely to have loans and overdraft
facilities than firms with audited accounts and were far more likely to have been rejected for a
loan—211 percent compared with 6 percent of firms without audited accounts ( Table 25). It is
important to note that there were very few firms without audited accounts in the sample (97
percent of firms had audited accounts), which is high even compared with other middle-income
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countries. In comparison, only 80 percent of Brazilian firms and 40 percent of Polish firms had
audited accounts. Most of the firms without audited accounts (9 of 18) were small.

Ownership. Firms owned by other corporations were far less likely to have loans or overdrafts
facilities and financed less new investment and working capital through bank finance than firms
owned by individuals or families (Table 25). They were adso far lesslikely to have ever applied
for aloan: Only 65 percent of corporate-owned firms had ever applied for aloan compared with
83 percent of firms owned by individuals or families.

Although corporate-owned firms appear less reliant on bank financing, this does not appear to be
because they are unable to obtain loans. Only 2 percent of corporate-owned firms reported ever
being rejected for aloan, and most firms that had not applied reported that they had not done so
because they did not need aloan, because they were financed by their parent company, or
because they did not want to incur debt. Only 2 of 92 corporate-owned firms that had not applied
for aloan said that they had inadequate collateral and 2 reported that they were already heavily
indebted.

Consistent with the perceptions-based data, African- and Asian-owned firms generally appeared
to be less likely to have access to bank financing (Table 25). The differencesin the objective
indicators, however, were generally modest. About 40 percent of African-owned firms and 37
percent of Asian-owned firms had a bank loan. In comparison, 42 percent of Caucasian-owned
firms had aloan. Asian- and African-owned firms were also less likely to have an overdraft
facility and were more likely to report that they had been rejected for aloan. African-owned
firms, but not Asian-owned firms, financed less working capital and less investment through
banks than white-owned firms. They aso relied less on trade finance to finance working capital
and less on leasing to finance new investment than white-owned firms (Figure 35).”* As aresult,
they tend to rely more heavily on retained earnings for both new investment and working capital .

n Lease financing accounts for aimost all of the “other external sources’ category for new investment, while trade credit
accounts for almost all of the same category for working capital.
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Figure 35: Working Capital and New | nvestment
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The median African-owned firm also reported paying a higher interest rate (11.5 percent) than
the median Caucasian-owned firm (11 percent). In contrast, the median Asian firm reported
paying adlightly lower interest rate than the median Caucasian-owned firm.

Although the objective data are consistent with the perception-based data cited earlier, it is
important to treat these results cautiously. First, the differences in the objective data are not
statistically significantly different from zero at conventional significance levels, even after
controlling for other things that might affect access to finance. That is, we are unable to rule out
the possibility that the differences are due to random variation (see Table 26). Second, as noted
above, the differences could be due to unobserved differences between firms (for example, in the
quality of education that managers or workers received) that we are unable to control for in the
empirical analysis.



Table 26: Impact of Ownership on Perceptions about Accessto Finance

Ordered Probit

Access to Finance | Cost of Financing
(high values mean greater obstacle)

Observations 586 586 586 586
Firm Characteristics
Age of Establishment -0.1416** -0.1362** -0.0206 -0.0178
(natural log) (2.51) (2.44) (0.42) (0.36)
Number of Workers -0.0016 -0.0011 0.0532 0.0534
(natural log) (0.09) (0.03) (1.32) (2.33)
Company has audited accounts 0.0535 0.0465 0.0942 0.0936
(dummy) (0.16) (0.149) (0.35) (0.35)
M anager
Manager has university education -0.1714 -0.1713 -0.3208** -0.3203**
(dummy) (1.28) (1.29) (2.54) (2.54)
Globalization
Any foreign ownership -0.2071 -0.2005 -0.0881 -0.0859
(dummy) (1.40) (1.36) (0.69) (0.67)
Exporter 0.0489 0.0504 0.0308 0.0321
(dummy) (0.45) (0.46) (0.31) (0.32)
Owner ship
Owner - Corporation -0.4381*** -0.4422*** -0.2881** -0.2898**
(dummy) (3.53) (3.57) (2.52) (2.54)
Owner - Non-European Individual/Family 0.4704%** 0.2296
(dummy) (3.0 (1.52)
Owner - African individual/famiy 0.6926*** 0.3306
(dummy) (2.59) (1.15)
Owner - Asian individual/family 0.3423 0.1508
(dummy) (1.60) (0.76)
Owner - Other/Colored individual/family 0.5185*** 0.3232
(dummy) (2.92) (1.45)
Pseudo R-Sguared 0.05 0.05 0.02 0.02
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Chapter 5: Other Aspects of The Investment Climate

Asafirst cut for assessing investment climate problems, the ICS asks firms to rate various areas
of the investment climate and to say how serious an obstacle they are to enterprise operations and
growth. Perception-based measures provide a good starting place for an analysis of the
investment climate. Enterprise managers likely have areasonable grasp of the immediate
problems facing their business, but such measures do suffer fromseveral drawbacks:

* Firms experiences and expectations differ significantly between countries, making it
is difficult to compare perceptions across countries. Benchmarking performance
across countriesis far easier using objective measures of the investment climate.

» Itisdifficult to quantify and aggregate perception-based data across firms. This, in
turn, meansthat it is difficult to assess exactly what would need to be done to reduce
the constraint.

» Although managers may be aware of a problem, they might not be aware of the
underlying causes. For example, managers might know that it is difficult get bank
loans but might not know the underlying reasons for this (for example, lack of
competition in the banking sector, government debt issues crowding out private
Investment, or problems with land registration that result in illiquid land markets
making it difficult to use land as collateral).

* Managers of existing enterprises might perceive obstacles differently than potential
entrepreneurs would. For example, managers who have already completed
registration procedures might not be concerned about entry costs even if they remain
high. Similarly, if transportation costs are especially high in some areas, firms might
only be located close to transportation facilities. Since only existing enterprises are
asked about obstacles, this might mean some issues are missed.

Although perception-based data are used as a starting point for the analysis, these concerns mean
that this information needs to be supplemented with quantitative data from elsewhere on the ICS
and from other sources. Using this additional data allows usto explore questionsin greater detail
and to benchmark South Africa’ s performance against other countries.

PERCEPTIONS ABOUT INVESTMENT CLIMATE PROBLEMS

In the ICS, managers were asked whether different aspects of the investment climate were a
problem for their enterprise’ s operations and growth. They responded using afive-point scale,
ranging from “no problem” to a*“very severe problem.” For each area, we calculate the percent
of firmsthat rated it asa“major” or “very severe” problem. The responses for manufacturing
firms are shown in Figure 33.
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Figure 36: Percentage of Firms Rating Investment Climate AreasasMajor or Very
Severe Constraint
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One interesting feature of the South African datais that relatively few enterprises rated each of
the constraints as amajor or very severe problem. For the biggest constraint, worker skills, only
about 35 percent of firms rated it as a serious problem, which is far lower than in most countries.
For example, close to 85 percent of firmsin Brazil rated tax rates, the biggest problem in that
country, asamajor or very severe constraint. Similarly, about 74 percent of firmsin Kenyarated
corruption asamajor or very constraint. Although it is difficult to compare perception-based
measures across countries, this does suggest that enterprise managers are not greatly concerned
about any of the 18 areas.

With this proviso in mind, managers were more likely to be concerned about worker skills,
macroeconomic instability, labor regulations, and crime than any other areas of the investment
climate. Between 29 and 35 percent of enterprises rated each of these areas as amajor or very
constraint. No more than 20 percent enterprises rated any other area as amajor problem.
Ownership. Enterprises of all types werelikely to rate crime as amajor or very severe obstacle
(Table 27). For all groups of firms—corporate-owned firms, firms owned by
Caucasian/European individuals, firms owned by Asian individuals, and firms owned by African
or colored individuals—crime ranked among the top four constraints. Labor regulations were
rated among the top four problems for all groups except firms owned by Asian individuals.
Corporate-owned firms were more likely than other firms to report macroeconomic instability as
a serious problem (38 percent of enterprises) than other firms. This could be because corporate-
owned firms were more likely to export (44 percent exported) than non-corporate-owned firms
(26 percent) and exporters were more concerned about macroeconomic instability. Firms owned
by Caucasian individuals or families were also more likely to rate macroeconomic instability as a
serious issue.

The most notable difference, however, was that African- and Asian-owned firms were far more
likely to rate financial issues as major constraints than corporate- or Caucasian-owned firms.
Differences related to access to finance are discussed in detail in the previous chapter on finance.
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Table 27: Percentage of Firms Rating Investment Climate AreasasMajor or Very Severe
Constraint, by Enterprise Type

. Foreign
Owner ship Export Status Participation
Indiv - Indiv - Indiv - Non- . )
Corporate : African/ Exporter | Domestic Foreign
European Asian Other Exporter

Worker Skills 44 30 29 17 37 32 35 37
Macroeconomic Instability | 38 33 18 17 28 44 33 37
Labor Regulations 35 33 21 23 35 28 34 27
Crime 25 32 42 27 31 24 30 26
Trade Regulation 20 15 13 7 14 22 16 22
Policy Uncertainty 19 18 11 17 16 22 17 21
Corruption 16 14 34 13 17 15 17 14
Anti-competitive practices | 15 17 18 10 16 16 16 14
Tax Rates 15 22 18 20 19 18 18 19
Cost of Financing 12 19 21 27 17 14 17 13
Transportation 11 10 8 10 11 9 10 12
Electricity 9 9 8 3 8 11 8 14
Tax Administration 7 15 8 10 12 8 11 9
Legal System 6 12 8 7 9 8 10 5
Accessto Financing 5 16 32 27 14 10 14 6
Accessto Land 5 3 5 3 4 2 4 3
Business Licensing 5 3 0 7 4 2 4 3
Telecommunications 3 4 0 7 3 4 3 4

Note: Breakdowns only include manufacturing firms to ensure comparability across groups.
Source: Investment Climate Survey.

Export Status. Exporters and non-exporters generally had similar concerns. Firms in both groups
were more likely to rate worker skills, macroeconomic instability, labor regulations, and crime as
serious obstacles. The two most noticeable differences between exporters and non-exporters
were that exporters were more concerned about macroeconomic instability and trade regulation
than non-exporters were.

Foreign Participation. There were also few differences between foreign and domestic firms. The
top four constraints were the same for both groups. The largest difference was for accessto
financing, which only 6 percent of foreign-owned enterprises but 14 percent of domestically
owned enterprises rated as a serious concern.

Provincial Differences. For the most part, problems were similar across provinces. For three of
the four provinces included in the survey—Gauteng, KwaZulu-Natal, and Western Cape—the
main constraints were worker skills, labor regul ations, crime, and macroeconomic instability.
Enterprises in Eastern Cape ranked two of these four areas among the top constraints but were
less likely to rate crime or labor regulations as a serious concern.
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Table 28: Percentage of Firms Rating Investment Climate AreasasMajor or Very Severe
Constraints, by Sector and Province

Province Sector
Gauteng KwaZulu- Western Eastern Manl_J- Con.struc- Retail
Natal Cape Cape facturing tion
Worker Skills 37 44 30 19 35 45 31
Labor Regulations 32 33 39 17 33 37 33
Crime 31 41 23 6 29 28 28
Macroeconomic Instability 28 44 44 36 33 21 18
Corruption 19 21 10 6 16 17 17
Tax Rates 17 33 20 8 19 23 19
Policy Uncertainty 17 27 22 0 18 19 15
Anti-competitive practices 16 25 13 8 16 15 18
Trade Regulation 14 21 20 31 17 8 11
Cost of Financing 13 24 21 19 16 18 13
Accessto Financing 12 21 12 11 13 26 11
Transportation 9 19 9 14 10 8 11
Electricity 9 13 5 14 9 9 2
Tax Administration 8 16 18 6 11 17 22
Legal System 8 11 11 8 9 8 8
Telecommunications 3 6 2 6 3 4 8
Business Licensing 3 5 4 3 3 4 7
Accessto Land 3 8 3 8 4 10 5

Note: Breakdowns by province only include manufacturing firms to ensure cross-region comparability.
Source: Investment Climate Survey.

Enterprise managers in the Eastern Cape were more likely to rate trade regulation as a serious
problem than any other issues except macroeconomic instability. The concern about these two
issues in the Eastern Cape might be partially due to the large number of exportersin this
province. Exporters were more likely to rate both trade regulation and macroeconomic instability
as amajor concern than other non-exporters were.

Sector. There were also only minor differences across sectors. Enterprises in manufacturing,
construction, and retail trade all rated workers skills, crime, and labor regulations among the four
largest obstacles. The only difference was that manufacturing enterprises were far more likely to
rate macroeconomic instability as amajor concern than enterprises in construction or retail trade.
One explanation for this might be that manufacturers are less domestically oriented than firmsin
the construction and retail trade sectors. Consistent with this, manufacturing enterprises with a
more international focus—that is, exporters and foreign-owned enterprises—were more likely to
rate macroeconomic instability as a problem than domestically oriented manufacturing firms.

MAJOR CONSTRAINTS ON ENTERPRISE OPERATION AND GROWTH

This section discusses two of the four constraints that enterprise managers were most likely to
rate as amajor or very severe obstacle: crime and macroeconomic instability (the other two
constraints were discussed at length earlier in the report). Additional constraints identified by
fewer enterprises or by specific types of enterprises are discussed in the next section of this
chapter.

Crime

About 30 percent of enterprisesin the ICS rated crime asamajor or very severe problem.
Although there were afew differences, complaints about crime were common among most types
of enterprise and in most regions. We now examine the impact of crime on businesses in South
Africaand compare South Africato other countries where ICSs have been compl eted.
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Trendsin Crime over the Past Decade

The worst violent crimes, especialy murder, have become less common in South Africain recent
years. Between 1994 and 2003, the murder rate fell by 36 percent to 0.47 murders per 1,000
people, which is similar to the rate in Washington D.C. and lower than in Colombia,[yes?] where
the rate was 0.66 per 1,000 people (Leggett 2003). ,Property-related crime, however, has been
escalating at an alarming rate. Between 1994 and 2000, common robbery rose 168 percent to 2.1
per 1,000 people and aggravated robbery rose 31 percent to 2.7 per 1,000 people (Altbeker
2001). Since 2000, robberies and most other property crimes have continued to increase,
particularly in the Western Cape, where property crimes have doubled since 1994.”

Although there are few detailed analyses on crime in South Africa, the existing evidence
suggests that crime has a serious impact on the South African population and economy. About 44
percent of blacks and 58 percent of whites cited crime as the most serious problem facing the
nation and about one-quarter of surveyed househol ds reported that they experienced crimein
1995 (NEDCOR 1996).

The impact of crime on businessis aso large. Using data from a 1999 survey of enterprisesin
Johannesburg, Chandra et al. (20014) reports that 60 percent of businesses suffered break-ins, 40
percent suffered employee theft, and 20 percent suffered vandalism in the previous year. They
aso find that larger firms are more likely to suffer from crime, especially break-ins, while
ethnicity isonly aweak predictor of victimization.

Brown (2001) presents simple correlations between local crime rates and local levels of arange
of economic and social indicators, finding a moderate correlation between crime and the
probability of prosecution—a point which he traces to the efficacy of the law enforcement and
criminal justice systems. The NEDCOR project (1996, 76, as cited in Brown 2001) claims that
“the present criminal justice system is not functioning at alevel where it constitutes a credible
deterrent to criminals.” Brown (2001) also finds moderate inverse correl ations between average
educational levels and crime and between average age levels and crime. Poverty, unemployment,
average income, and income inequality all are only weakly correlated with crime.

Crime waves are not unusual in countries undergoing transitions to democracy, particularly those
with alegacy of armed resistance to authoritarian rule (Brown 2001). The increase might also
partly reflect increased reporting, particularly among Africans, who had little recourse before the
democratic transition. But regardless of its cause, crime in South Africais clearly amajor issue.

Crime and Security in a Compar ative Perspective

Results from the ICS suggest that South Africais representative of countries where crime and
security may be considered an important, though not critical, problem. In Kenya and many Latin
American countries—particularly in Central America—the security situation is likely the largest
bottleneck to competitiveness and economic growth. South Africa’s situation is not this dire. But
when compared with other middle-income countries such as Lithuania, Poland, and China, the
security environment will make South Africalook less attractive for foreign investment and will
put firms at a competitive disadvantage.

2 Leggett (2003) notes that government officials cite fraudulent theft claims as potentially responsible for rising crime statistics
but finds that the falling rate of reported fraud cases undermines this explanation.
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About 30 percent of South African firms cite security issues as amajor or severe obstacle to
doing business (see Figure 37). This compares favorably with the more volatile Latin American
countries, where between 40 and 80 percent of firms rate crime as a severe obstacle, but is
considerably higher than most other middle-income countries (between 10 and 20 percent of
enterprises).

Objective measures of the cost of security are consistent with the perception-based data. The

Figure 37: Cross-Country Comparison of Firms Rating Crime asa Serious Problem
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direct costs associated with crime are large and significant for many firmsin South Africa: 0.5
percent of sales at the median (0.9 percent of value added or 2.4 percent of labor costs) and 1.2
percent of sales at the 75" percentile (see Figure 38).” Consistent with the perceptions data, the
cost of crime and security does not appear to be as great in South Africa’ s asin Kenyaor the
most volatile Latin American countries, where firmslose 2 to 5 percent of sales at the median
and 3 to 10 percent at the 75™ percentile. For the median enterprise, the cost of crimein South
Africaisroughly comparable to Chinaand Senegal, but is significantly higher than in Lithuania
and Poland, where security issues cost the median firm are 0.0 percent of sales.

& At the median, net value added and labor costs are 54 and 21 percent of sales. While many figures on the cost of crime are
given herein terms of sales, it may be intuitive to think about the impacts relative to value added and labor costs.
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Figure 38: Cross-Country Comparison of Cost of Crime as a Per centage of Sales
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Although the total cost of crimeis similar in South Africato other middle-income countries, the
breakdown is different (Figure 39). Few South African firms report that they make unofficial
protection payments—a sharp contrast to Poland and China where firms are often forced to pay
protection payments to police or organized crime. At about 40 percent, direct losses to crime and
vandalism in South Africarepresent the largest share of total security-associated costsin any of
the comparator countries, which suggests that firms are less effective at protecting themselves
from crime in South Africa.

Figure 40 shows the degree to which firms turn to public security institutions in response to
crime and the frequency with which those ingtitutions are effective. In all countries, most firms
either report al crimesto the police or do not report at al, implying that reporting is ameasure
of trust in the effectiveness of public security. In South Africa, 44 percent of firms reported all
incidents of crime and 46 percent reported none. This suggests that firms have more trust in the
police than do firms in some of the comparator countries such as Brazil, Senegal, and China.
However, 73 percent of firms reporting criminal incidents to the police said that none of the
incidents were solved, which compares unfavorably to most of the comparator countries.
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Figure 39: Cross-Country Comparison of Crime Costs, by Cost Type (as a per centage
of total lossesto crime)
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Figure 40: Cross-Country Comparison of Crime Reporting and Cases Solved
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Burden of Crime by Sector, Size, Location, and Ownership

The burden of crime and security is not uniform across the South African economy. The data
from the survey suggest that the burden of crime and security
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» isrelatively low for manufacturing firms and is particularly high for wholesal e-retail
firms, whose inventory is more attractive for criminals,

» tendsto fall disproportionately on larger firms; and

* issurprisingly moderate in Johannesburg given its harsh reputation for crime.
Thefirst finding is not surprising (Figure 41). Although manufacturing firms are vulnerable to
various types of crime and vandalism, it will often be difficult to turn manufacturing firms
assets, raw materials, and inventories into cash. The inventories of wholesale and retail firms are
much more enticing to thievesin this respect (including to employees, who were responsible for
21 percent of the losses in wholesale-retail sector). The assets of construction firms (especialy
vehicles) are often scattered at various job sites and are therefore more vulnerable than those
enclosed in factories in the manufacturing sector.

Figure4l: Total Costs of Crimeand Security in South Africa, by Sector (% of sales)
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The second finding is that large firms are generally more heavily burdened by crime (asin
Chandra 2001), though not uniformly so (see Table 29). For very large firms, losses are equal to
1 percent of sales at the 50™ percent and 2 percent of sales at the 75" percentile, substantially
higher at al levels than for smaller firms. Small and medium firms appear, however, to face
relatively similar burdens at al levels. Costs and losses for small and medium firms seem to be
more dispersed than for large firms. More firms escape relatively unscathed, and costs and |osses
tend to be lower overall. But amajor crime incident can hit asmall firm very hard. This pattern
iIssimilar to that in El Salvador (World Bank 2005a).
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Table 29: Total Costsof Crime and Security in South Africa, by Firm Size (% of sales)

Small Medium Large Very Large
25" Per centile 0.0 0.0 0.0 0.0
Median 0.2 0.2 0.5 1.0
75 Per centile 1.1 1.1 1.5 2.0

In the aggregate, crime appears to be a significant problem in most regions. It is not surprising
that some areas have high crime (for example, Durban in KwaZulu Natal), but even firmsin
other regions where crimeis generally seen as alesser problem (for example, Cape Town in
Western Cape) also report high losses at the median and 75™ percentile. Surprisingly, firmsin
Gauteng province, which includes Johannesburg, generally report lower losses due to crime than
firmsin the other regions

Table 30: Total Costsof Crime and Security in South Africa, by Location (% of sales)

Gauteng KwaZulu Natal  Western Cape Eastern Cape
25" Per centile 0.0 0.0 0.0 0.0
Median 0.2 1.0 1.0 1.0
75 Per centile 1.0 2.0 2.0 2.0

In terms of perceptions, firmsin KwaZulu-Natal cite security and crime as amajor obstacle at a
rate of 44 percent compared with 23 percent of firmsin Western Cape, 31 percent in Gauteng,
and 6 percent in Eastern Cape. Being located in Durban is a powerful determinant of citing
security and crime as amajor obstacle, all else constant. It isinteresting that firms in Western
Cape systematically face higher crime-related costs and losses than those in Gauteng and yet do
not rate crime as a greater issue. This suggests that firms' perceptions are influenced by common
public perceptions of regional crime patterns.

Thereisaso variation in the burden of crime by firm ownership, particularly aong the lines of
ethnicity (Figure 42), with colored-owned firms incurring lower costs at the 75" percentile and
African-owned firms at the median and 75" percentile. Domestic versus foreign ownership
makes less difference, with 51 percent of domestic firms suffering criminal incidents compared
with 58 percent of foreign firms.
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Figure 42: Total Costs of Crime and Security in South Africa, by Ownership (% of
sales)
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A more in-depth analysis suggests that ethnicity plays only a minor role when controlling for
other firm characteristics, particularly in the hard data. In terms of perceptions, foreign
ownership isarobust predictor of firms citing crime as amajor or severe obstacle, but
Caucasian-owned firms are not significantly more likely than African-owned firmsto do so.

M acr oeconomic I nstability

Macroeconomic instability was rated as a serious obstacle to enterprise operations and growth by
about 33 percent of South African firms—making it the second greatest constraint asked about in
the ICS. This might seem puzzling given that although growth has not been spectacular over the
past decade—at |east when compared with the fastest growing economiesin Asia such as China
(see Figure 5in chapter 1)—it has not been especially poor either. Similarly, inflation has also
been relatively modest. It has averaged about 7 percent over the past decade and was only about
4 percent in 2004.

One possible explanation for the concerns about macroeconomic instability is that, as discussed
in chapter 1, exchange rates have been relatively unstable—especially against the U.S. dollar.
Consistent with the idea that exchange rate instability is driving the negative perceptions about
the macroeconomic instability, exporters (44 percent) were far more concerned about it than
were non-exporters (28 percent). Since many South African manufacturing firms appear to be
price takers on international markets, changes in the exchange rate can have a serious impact of
enterprise revenues.
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Figure43: Share of Exporters Rating Macroeconomic I nstability asa Serious
Obstacleto Growth
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Also consistent with thisidea, there were noticeabl e differences between difference types of
exporters. About 76 percent of firms that export to the United States—the major currency against
which the rand has appreciated most over the past two years—saw macroeconomic instability as
a serious problem, compared with only 57 percent of firms that export to other OECD economies
and 17 percent of those that export to other countries in SACU. Since most other countriesin
SACU peg their currencies against the rand, exchange rate instability would presumably be a
lesser concern for these enterprises.

OTHER CONSTRAINTS ON ENTERPRISE OPERATIONS AND GROWTH

Because of the concerns about perceptions-based data noted earlier and because such data may
overemphasize certain problems, it is worthwhile looking at areas that most firms do not
consider to be alarge constraint to benchmark South Africa’'s performance in these areas against
other countries.

Impact of HIV/AIDS

In addition to being a human catastrophe in terms of lost lives, HIV/AIDS undermines economic
development. Although the perception-based data do not include a specific question about
perception of the impact of HIV/AIDS on firm operations, there is a growing awareness of the
burden that the epidemic could place on South African businesses.

The HIV prevalence profile implies that the typical worker in the sectors surveyed is at the
highest risk of being HIV positive. According to the Mandela study (2002) and the Statistics
South Africa (2004) sentinel surveillance survey, 23 percent of all South Africans above the age
of 15 are HIV positive.” The age-specific prevalence rates are even more severe between for

" National estimates for HIV prevalence from the Mandela study are likely biased due to non-response rates of between 30-40
percent of sampled individuals.
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women aged 25-35 years and for men aged 30-40 years. Prevalence rates for these groups are
around 30 percent. There exists a surplus pool of economically active individuals who are
unemployed, but the labor supply prospects for firms ook especially grim when we consider the
average experience and embodied know-how that is likely to be lost if a significant fraction of
workers become unable to work. In addition, the declinein life expectancy implies that
knowledge embodied in workers through learning by doing/training is unlikely to be as enduring.
Firms were asked to eval uate the impact of the HIV epidemic on a number of common measures
of firm performance: investment, labor productivity, profit rates, and overall performance. Table
31 shows the percentage of firms reporting strong or prohibitive impacts on each of the measures
above.

Table 31: Impact of HIV Epidemic on Firm Performance (% of firmsreporting strong
impact on investment, labor productivity, and profit rates)

Industry Overall Investment Labor Profit rates
productivity

Construction 28.13 70.00 9.47 521

Manufacturing 32.71 44.07 6.31 3.79

Retail - Wholesale 13.70 25.00 2.74 1.37

Total 30.30 45.45 6.37 3.73

Nearly one-third of firms in the sample report a strong or prohibitive impact of the epidemic on
overall firm performance. The primary channel of the impact appears to be investment,
potentially driven by the increased uncertainty in future productivity of workers and market size.
Thisis most severe in the construction and manufacturing sectors where 70 and 44 percent of
firms, respectively, report strong or prohibitive impacts of the epidemic on investment.

Figure 44 shows the proportion of firms reporting strong/prohibitive impacts broken down by
size class. The figure does not show any discernible size-class patterns in the construction and
wholesal e sectors that would indicate differential ability to cope with the disease. All
construction firms in the small and large size categories report strong/prohibitive impacts.
However, overall and investment impacts increase with firm size in the manufacturing sector
suggesting that variation in perceived risk to firmsis afunction of market or firm size.
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Figure 44: Impact of HI'V on Firm Performance, by Size Class
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Figure 45 shows HIV prevalence rates reported by firms for the highly skilled, skilled, and
unskilled cohorts of their respective labor forces. Prevalence rates reported by firms are
considerably lower than estimates from household surveys and African National Congress
sentinegl surveys. In addition, the results of this survey show a strong skill-prevalence gradient;
prevalence rates among the unskilled category are more than twice as high as prevalence rates
among the skilled labor category. Reported prevalence rates among the highly skilled category
arevery low.
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Figure45: Firm-Level HIV Prevalence
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Severa theories have been advanced as likely channels of the adverse effects of HIV on affected
economies (Bloom and Mahal 1995; Over 1992, 2001; and Y oung 2005). We examine these
channels by asking firms to report the impact of HIV on labor productivity, turnover,
absenteeism, and medical expenditure. Table 32 shows sample averages for each of the
suggested channels. The modal response for each of these potential channelsis an adverse
impact of the epidemic that is less than 5 percent of the baseline. The impact of the epidemicis
particularly severe for the construction sector, where 7.5, 11, and 22 percent firms report impacts
of 10-20 percent on labor productivity, turnover, and absenteeism, respectively.



Table 32: Impact of HIV Epidemic
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No | mpact <5% 5-10% 10-20% >20%

Impact on Labor Productivity

Construction 0.00 77.78 14.81 7.41 0.00

Manufacturing 9.38 78.13 9.90 1.56 1.04

Retail — Wholesale 0.00 80.00 20.00 0.00 0.00
Total 7.86 78.17 10.92 2.18 0.87
Impact on Labor Turnover

Construction 11.11 59.26 18.52 1111 0.00

Manufacturing 9.84 78.24 6.22 3.63 2.07

Retail — Wholesale 0.00 100.00 0.00 0.00 0.00
Total 9.57 76.96 7.39 4.35 1.74
Impact on Employee Absenteeism

Construction 0.00 48.15 25.93 22.22 3.70

Manufacturing 3.63 70.47 16.58 3.63 5.70

Retail — Wholesale 10.00 80.00 10.00 0.00 0.00
Total 3.48 68.26 17.39 5.65 5.22
Impact on Medical Costs

Construction 59.26 25.93 11.11 3.70 0.00

Manufacturing 30.57 57.51 6.74 2.07 311

Retail — Wholesale 40.00 50.00 10.00 0.00 0.00

Total 34.35 53.48 7.39 2.17 2.61

Only a handful of firmsin the manufacturing sector report impacts of the disease on labor
turnover and absenteeism greater than 10 percent of baseline. So we turned to a more direct
measure of worker absenteeism: We asked workers to report the number of days of work missed
due to own illness or illness in the family in the 30 days preceding the survey. The data suggest
very low levels of illness-related worker absenteeism: On average, workers in these sectors miss

only 1 day every 3 months, 9 times lower than corresponding numbersin Central and Southern

African countries with a similar HIV/AIDS burden.” Figure 46 shows average number of days

of absence dueto illness for al three sectors by firm size.

» Centra and East Africa have a much higher malaria burden than South Africa, which could account for the differencein

sources of worker absenteeism.
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Figure 46: Average Days Absent in Last 30 Days Dueto IlIness
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Firms report lower impacts on medical costs. In fact just over one-third of firms report no impact
on medical costs, while 53 percent report an impact of less than 5 percent. Thisislikely due to
the stage of the epidemic and possibly a description of workplace or public programs to deal with
the disease.

The deviation in firm-based reports of HIV prevalence from household survey datais suggestive
of the channels of the impact of the disease on firm performance. It is likely that sample
differences between workers in these sectors and household surveys explain a substantial
difference in prevalence rates, this finding also underlines the fact that firms consider demand-
side effects of the disease to be more important than within-firm effects.

Tothe extent that these figuresrepresent firms current perceptions of the problem, theimpact of the disease
on labor islikely to increase over time asinfected workers progressto full-blown AIDS. A good measur e of
thelikely trajectory of the disease and within-firm productivity effectsis suggested by worker attitudesto the
disease.

Figure 47 and Table 33 show the percentage of workers who report HIV as an important
concern, that have knowledge of testing centers, and are willing to test.
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Table 33: Worker Perceptions about HIV Epidemic

Industry % HIV Important % Know where to get % Willing to take
Concern HIV test HIV test

Construction 40.57 94.27 47.58

Manufacturing 69.55 94.17 58.37

Retail — Wholesale 62.00 95.97 46.07

Total 66.39 94.35 56.30

Figure 47: Worker Perceptions and Knowledge about HIV
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Only 40 percent of workersin the construction sector report being concerned about HIV
compared with a sample average of 66 percent. Encouragingly, about 95 percent of all workers
know where they can be tested for HIV. However, only half of these workers are willing to be
tested. One explanation for this discrepancy is likely the absence of private or public
comprehensive treatment programs. Alternatively, sustained high levels of stigma about the
disease inhibit employees from establishing their HIV status.

Trade and Customs Regulations

Although customs and trade regul ations were not seen as a serious obstacle by most
enterprises—only 16 percent rated it as amajor or very severe problem—exporters were more
concerned than other enterprises. About 22 percent of exporters rated customs and trade
regulations as a serious obstacle, making it the fifth largest problem for exporters overall.

In addition to the perception-based measure, firms were also asked how long it took for goods to
clear customs after arriving at the point of entry or exit. The median enterprise that imported said
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it took about 5 days for importsto clear customs after arriving at the point of entry, and
enterprises that exported said took about 3 days. Although thisis better than in most other
countries in Sub-Saharan Africa—for example, the median firm in Kenya reports that it takes
about 4 days for exports to clear customs and 7 days for imports—thisis longer than in most of
the middle-income comparators. For example, the median Malaysian firm reported that it takes a
day for exportsto clear customs and 3 days for imports to do the same.

Figure48: Cross-Country Comparison of Timeto Clear Importsand Exports
through Customs
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Source: Investment Climate Surveys.

Although the ICS does not allow usto identify the exact point of entry and exit that each
enterprise uses, it is possible to identify firms by their location. Excluding firms that export to
neighboring countries (that is, to try to ensure that they export through ports rather than through
land borders), Figure 29 reports the median timeto clear customs for firms from each province
with port facilities included in the survey. The difference between provinces, however, appears
modest. The median firm from KwaZulu-Natal reported it took 2 days for exports to clear
customs compared with 2.5 days in Western Cape and 3 days in Eastern Cape. Firms that only
reported neighboring countries among their export partners reported slightly longer times—4
days for the median firm. Overall, these results suggest that most major port facilities perform
relatively well, athough performancein al facilities lags behind performance in the best-
performing middle-income countries.

Regulatory Burden

Figure 49 shows that senior management of manufacturing firms in South Africa spend an
average of 10 percent of their time dealing with regulatory officials and regulations. The average
time spent with regulations is uniform across different categories of firms. The regulatory burden
in international perspective shows that firmsin South Africaface aless predatory regulatory
regime than firms in a number of middle-income countries. We examine a component of this
measure of regulatory burden by looking at the average number of inspection visits by
regulators. The average number of inspectionsin South African firmsis equivalent to about one



101

per month. Larger and exporting firms are subject to higher inspection visits; for example,
exporting firms experience twice as many inspection visits as non-exporting firms.

Table 34: Regulatory Burden

% Senior mgmt time spent on regulation Total number of Inspection Visits
Small 9.6 39
Medium 9.9 9.6
Large 10.0 15.1
Very large 8.2 14.2
Domestically own 9.7 133
Foreign owned 11.8 151
Non-exporter 9.9 9.6
Exporter 104 18.8
Total 101 13.7

Figure 49: Cross-Country Comparison of Regulatory Burden (% of senior
management time spent with regulators)




102

firms are unsure if they could use the judicial system to resolve disputes, which likely reflects
that the costs of using the judicial system are potentially prohibitive for very small firms.

Figure 50: Firm Perceptions on Confidence that Courts Will Enfor ce Rights
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Table 35: Time Courts Take to Resolve Business Disputes (number of weeks)

Average, weeks Median, weeks
Small 19.40 7.50
Medium 12.27 1.00
Large 23.03 7.00
Very large 36.59 1.50

The median time required to resolve business disputes is 4 weeks. Thereis significant variation
in case duration as evidenced by the average which is about six times as large as the median
court time. While there is substantial variation in case duration across firms in South Africa,
court cases are resolved more quickly relative to a number of competing middle-income
economies. For example, courts in Brazil take 2.5 times as long to resolve cases than in South
Africa, while courts in China take about the same time as those in South Africa.
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Figure51: Cross-Country Comparison of Weeksto Resolve Overdue
Payment Casesin Courts
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Power

The average share of eectricity in manufacturing costsisjust under 3 percent, whichis
considerably lower than corresponding cost shares in a number of competing economies. Figure
52 shows that median shares of electricity in Indonesiaand Malaysiaaretwice aslargeasin
South Africa.
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Figure 52: Cross-Country Comparison of Median Energy Costs
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Not only is electricity relatively cheap in South Africa, it isalso very reliable. Figure 53 shows
the percentage of output lost due to power outages. Non-exporting firms experience more
unreliable power supply than exporting firms, which islikely dueto differencesin location.
Manufacturing firms in South Africalose less than 1 percent of output to electricity outages,
lower than for all the comparator countries. The average output lost in South Africais about half
of the output fraction lost due to poor power supply in Chinaand Indonesia.

As aresult of reliable electricity supply, South African firms are less likely to own a generator
than firmsin comparator countries. Only an average of 9.5 percent of South African firmsown a
generator compared with 18 percent in China, 22 percent in Lithuania, and 39 percent in
Indonesia.

Figure 53: Cross-Country Comparison of Average L osses Dueto Power Outages
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Taxation

Most enterprises in South Africa did not see taxation as amajor problem. Only 19 percent of
enterprises saw tax rates as a serious problem and only 11 percent saw tax administration as
such. Although tax rates ranked as the fifth greatest obstacle overall, there was alarge gap
between the fourth and fifth rated obstacles. Moreover, tax rates are typically seen as a serious
obstacle; enterprises were less likely to say tax rates were a serious obstacle in only three of the
52 countries where investment climate surveys have been completed by mid-2005."

Over the last decade the amount of income tax paid by South African companies has expanded at
avery rapid rate. The only exception was in 1998-1999, when economic growth and company
profits plummeted following the Asian crisis. Since that time, Company Income Tax (CIT)
increased very rapidly. CIT hasincreased as a share of total tax revenue consistently over the last
decade and now exceeds 20 percent in South Africa. As ashare of GDP, CIT has increased from
around 3 percent in the mid-1990sto 5 percent in 2003-2004.

Table 36: Company Income Tax (CIT), 1994/5-2003/4

CIT Rand % of tax

Year . Y/Y change % of GDP
(million) revenue
1994/95 13777 189 121 2.8
1995/96 15831 14.9 12.4 2.8
1996/97 19 060 204 12.9 3.0
1997/98 21 609 134 131 31
1998/99 22822 5.6 12.3 3.0
1999/2000 21279 (6.8) 10.6 2.6
2000/01 29 956 40.8 13.6 33
2001/02 42 979 435 17.0 4.3
2002/03 56 326 311 20.0 49
2003/04 61 712 9.6 20.4 5.0

Notes: CIT comprises al provisional and assessed taxes paid by companies (net of refunds)
Source: South African Revenue Services Annual Report, 2004:15

The corporate rate of tax was 35 percent until 1998. It then declined to 30 percent. In the 2005
budget, the corporate tax rate fell to 29 percent. Despite the significant reduction in the tax rate,
tax revenues increased substantially. From a base of 100 in 1995, revenue derived from taxes on
companies doubled to 200.8 in 2000-2001 and then more than doubled to 410.9 in 2003.”” The
robust growth in CIT is a consequence firstly of increased company profitability, but also
improved enforcement and compliance and a considerable increase in the company register.”™
In addition to CIT, South African companies pay taxes on the profits that they distribute known
as Secondary Tax on Companies (STC). While payments fluctuated considerably, the overall
trend isfor STC to increase its share of tax revenue from about 1 percent in the mid-1990sto a
little over 2 percent in recent years. As ashare of GDP, STC increased from around 0.2 percent
in the mid-1990s to 0.5 percent in 2003-2004 (South African Revenue Services 2004:16).

76 Data available from rapid response website at World Bank: http://rru.worldbank.org/.
7 Chamsa (2004:10).

8 The number of companies on the register increased by almost 20 percent over the two-year period from 2001 to 2004. South
African Revenue Services (2004:24).
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Questionnaire
id

PRODUCTIVITY AND THE INVESTMENT CLIMATE
PRIVATE ENTERPRISE SURVEY — MANUFACTURING

Please note that the following information will be handled with strict confidentiality.

INSTRUCTIONS:

Please answer all the questions as accurately as possible. Unless otherwise specified, circle answers. Provide

answers only in the space provided.
Good Day. My name is

and | am from Citizen Surveys, a research organization. We are presently

conducting a survey on behalf of the Department of Trade and Industry to better understand conditions in the local
investment climate and how they affect firm-level productivity. The goal is to advise government on ways to change
policies that hinder private establishments like yours and to develop new policies and programs that support
productivity growth. Your answers should reflect only your experience of doing business in your country. Please note
that the information obtained here will be treated strictly confidentially. Neither your name nor the name of your firm
will be used in any document based on this survey. Names and addresses will then be discarded - personal

information will never be made public.

Date of interview:

Time interview start:

Organisation Name:

Respondent Name/s: 1.
2.
3.

Telephone: [W] (CELL)

Province Gauteng Western Cape 3
KwaZulu-Natal 2 Eastern Cape 4

EOR CITIZEN SURVEYS' OFFICE USE ONLY

Name Code Phone number
Interviewer: Checked Sign
Supervisor: Y-1/N-2
Field manager: Y-1/N-2
Back checked: Y-1/N-2
Name Name

Debrief: Extraction:

Quota check: Coding:

Editing: Capturing:

Back-checked:

Interviewer/Supervisor pledge: | hereby certify that this interview has been completed in full with the respondent and
according to the instructions | received from Citizen Surveys. Furthermore, this interview has been thoroughly

checked.

Interviewer:

Supervisor:

Date:
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1. GENERAL INFORMATION

NOTE: QUESTIONS 1 THROUGH 6 APPLY TO YOUR ENTIRE FIRM, INCLUDING ALL ITS ESTABLISHMENTS
(FACTORIES, STORES AND/OR SERVICE OUTLETS).

1. In what year did your firm begin operations in this country?
THE YEAR THE COMPANY FIRST STARTED TRADING (IN ITS CURRENT FORMAT)

C201

\ 2. What is the current legal status of your firm? C202

Publicly listed company Sole proprietorship

Private held, limited company Partnership

[e2B[é)]

Closed corporation Other (specify): c202x

AIW|IN|F

Cooperative

\ 3. What percentage of your firm is owned by...? RECORD PERCENTAGES IN SPACE PROVIDED BELOW.

a. Private Sector — domestic c203a %
b.  Private Sector — foreign c203b %
c. Government/State c203c %
d. Other (specify): c203dx c203d %
100%

\ 4a. Was your firm previously owned by the government (the state)? c2041

Yes 1 -> ASK Q4b.
No 2 -> GO TO Q5.

| 4b. IF YES: When was it privatised? RECORD YEAR.

c2042

| 5a. What percentage of your firm is owned by the largest shareholder or owner?

c205a %

| 5b. Which of the following best describes the largest shareholder or owner in your firm? MULTIPLE RESPONSES ALLOWED.

Individual c205b1-10 1 Investment fund 6
Family 2 Managers of the firm 7
Domestic company 3 Employees of the firm 8
Foreign company 4 Government or government agency 9
Bank 5 Other (Specify) c205bx 10

IF THE LARGEST SHAREHOLDER IS AN INDIVIDUAL OR FAMILY MEMBER (CODES 1 OR 2) ASK Q5c to Q5e,
ELSE GO TO Q6.

\ 5c. Is this principal owner also the manager/director? C205c

Yes 1
No 2

| 5d. Is the principal owner male? C205d

| Yes 1 ]
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| No (2|

5e. What is the ethnic origin of the principal/majority owners? g5e
g p p jority q

African 1 Coloured 6
European / Caucasian 2 Other
Asian 3 (Specify) g5ex

ASK ALL:

6a. How many establishments (separate operating facilities) does your firm have in this country?
i.e. HAVING THEIR OWN ACCOUNTS / ACCOUNTING IDENTITY

C206a

\ 6b. Does your firm have holdings or operations in other countries? C206b

Yes 1
No 2

NOTE: FOR THE REMAINDER OF THIS SURVEY, PLEASE ANSWER WITH RESPECT TO THIS
ESTABLISHMENT (FACTORY, STORE OR SERVICE OUTLET).

\ 7i. What year did this establishment begin operations?

q7i

| 7iia. Where is this establishment located in this country? (NAME OF CITY)

c2071x Enumerator code:

| 7iib. Where is your headquarters located in this country? (NAME OF CITY)

c2072x Enumerator code:

| 7. ENUMERATOR, PLEASE CODE AS FOLLOWS:

7c. 7d.
This c2071 Headquarters
establishment | c2072

Capital City

Other city of over 1 million people

City of 250,000-1million

City of 50,000-250,000

Town or Location with less than 50,000
population

O (AW IN|F
O (AW IN|F

\ 8. What is your main product line? SHOW LIST - WRITE IN ISIC CODE. c208

Enumerator code:

\ 9a. Do you have other income generating activities beyond these main business lines? c209a




Yes

1

> ASK Q9b.

No

2

> GO TO Q10.
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\ 9h. IF YES: What percent of your workers time is accounted for by: c209b

1. Manufacturing: la. Specify main line of c209bhax
c209ba | # | business
(e.g. textiles):
2. Services: 2000b | @ 2a. Main service provided o c209bbx
(e.g. consulting, transportation):
3. Commerce c209bc
Construction: c209hd
Other: c209be | @ H (specify): [ c209bex H
100%

10. At the end of the first year of operation, what was/were...?
NOTE: IF THE FIRM WAS PRIVATISED, CONSIDER THAT YEAR AS THE START YEAR

a

the total number of full-time paid employees?

ql0a

b.

Y our

annual sales?

R ¢10b

2. SALES AND SUPPLIES

establishment?

11a. Within your main product line, what share of the local market in your city or town is made up by the sales of your

c210a %

| 11b. Within your main product lin

e, what share of the national market is made up by the sales of your establishment?

c210b %

| 12a. What percent of your establishment's sales are:

a. 2002 b. 2001 c. 2000
1. Sold domestically gl2ala % |gl2alb % |gl2alc %
2. Exported directly gl2a2a % |gl2a2b % |gl2a2c %
3. Exported indirectly (through a distributor) gl2a3a % [gl2a3b % |gl2a3c %
100% 100% 100%
| 12b. Approximately what percentage of your domestic sales are to:
1. Thegovernment c211bl %
2. State owned or controlled enterprise c211b2 %
3. Multinationaslocated in your country c211b3 %
4. Your parent company or affiliated subsidiaries c211b4 %
5. Large domestic firms (those with gpproximately 300 plus workers) c211b5 %
6. Other (sdesto smal firms, individuals, etc.) c211b6 %
100%
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12c. If you export more than 10 percent of your sales: (IF LESS THAN 10%, GO TO Q13.)

i. What was the year your establishment first exported?

c21lcl

ii. Which countries are the biggest destination for your exports?

a. c211c2x b. c211c3x c. c211c4x

13. What percentage of your establishment’s material inputs and supplies in the last accounting year are:

1. Purchased from domestic sources c2121 %

2. Imported directly c2122 %

3. Imported indirectly (through adistributor) c2123 %
100%

14. At the time you receive delivery of your most important input or supply, how many days of inventory do you typically have on
hand?

c213 days of inventory of main input

15. What percent of your purchased material inputs/supplies are of lower than agreed upon quality?

c214 % percent of purchased material inputs/supplies

16. What percent of sales in the last year were lost due to delivery delays from suppliers?

c215 % percent of sales

FOR THE FOLLOWING QUESTIONS, IF RESPONDENT DOES NOT KNOW THE PRECISE NUMBER, BUT
KNOWS IT IS MORE THAN 20, PLEASE CODE AS “555”)

17a. Over the last year, within your main product line , how many competitors do you have in the domestic market that are
private domestic enterprises, state-owned enterprises or foreign-owned enterprises?

17b. Over the last year, within your main product line , how many suppliers of your main supply or input do you have that are
private domestic enterprises, state-owned enterprises or foreign-owned enterprises?

17c. Over the last year, within your main product line , how many customers do you have that are private domestic enterprises,
state-owned enterprises or foreign-owned enterprises?

Ql7a Q17b. Q17c.
Competitors | Suppliersof | Customers
inthe your main
domestic supply or
market input

1. Domestic Private Firms c216al c216b1 c216cl

2. State Owned Firms c216a2 c216b2 c216c2

3. Foreign Owned Firms c216a3 c216b3 c216¢c3




112

3. INVESTMENT CLIMATE CONSTRAINTS TO THE ESTABLISHMENT

18. Please tell us if any of the following issues are a problem for the operation and growth of your business.
If an issue poses a problem, please judge its severity as an obstacle on a four-point scale where:
0 = No obstacle 1 = Minor obstacle 2 = Moderate obstacle 3 = Major obstacle 4 = Very Severe Obstacle

Degr ee of obstacle
No Minor Moderate | Major Very
problem | obstacle | obstacle obstacle | V&€
obstacle

a. Teecommunications c218a 0 1 2 3 4
b. Electricity c218b 0 1 2 3 4
c. Transportation c218c 0 1 2 3 4
d. AccesstoLand c218d 0 1 2 3 4
e Taxraesc218e 0 1 2 3 4
f. Taxadminigtration c218f 0 1 2 3 4
g. Customsand Trade Regulations c218g 0 1 2 3 4
h.  Labour Regulations c218h 0 1 2 3 4
i.  Skillsand Education of Available Workers c218i 0 1 2 3 4
j.  BusinessLicensing and Operating Permits c218] 0 1 2 3 4
k. Accessto Financing (eg. collatera) c218k 0 1 2 3 4
I.  Cost of Financing (e.g. interest rates) c218| 0 1 2 3 4
m. Economic and Regulatory Policy Uncertainty 0 1 > 3 4
€218m

?éte) Macroeconomic Ingtability (inflation, exchange 218n 1 5 3 4
0. Corruption c2180 0 1 2 3 4
p. Crime, theft and disorder c218p 0 1 2 3 4
g. Anti-competitive or informal practices c218q 0 1 2 3 4
r. Legd system/conflict resolution c218r 0 1 2 3 4

4. INFRASTRUCTURE AND SERVICES

a.
b.
c.

19. During how many days in the past year did your establishment...
experience the following service interruptions
how long did they last (HOURS PER DAY), and

what percent of your total sales value was lost last year due to...?

i. ii. iii.
# Days Average L ost
duration Valuer N/A
HOURS
PER DAY PERCENT
a.  power outages or surges from the public grid? c219al c219a2 c219a3% =777
b. insufficient water supply? c219b1 c219bh2 c219b3% =777
C. unavailable mainline telephone service? c219c1 c219c2 €219¢c3% =777
d. transport failures? c219d1 c219d2 €219d3% =777
e. public posta service? gq19el g19e2 19e3% =777

*FOR LOST VALUE, PLEASE INCLUDE LOSSES DUE TO LOST PRODUCTION TIME FROM THE OUTAGE,
TIME NEEDED TO RESET MACHINES, AND PRODUCTION AND SALES LOST DUE TO PROCESSES BEING
INTERRUPTED.

\ 20a. What is your average cost of a kilowatt-hour (KwH) of electricity from the public grid?

R c220a

Take total of last bill and divide by total KwH
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| 20b. Does your establishment own or share a generator? c220b

Yes 1
No 2

> ASK Q20c and Q20d.
> GO TO Q21.

| 20c. IF YES: What percentage of your electricity comes from your own or a shared generator?

c220c %

\ 20d. IF YES: What was the generator’s original cost to your establishment

R c220d1 YEAR | c220d2

\ 21. What share of your firm’s water supply do you get from...? USED IN PRODUCTION

a.  Municipa/public sources c221a%
b. your own well or ashared well c221b %
c.  purchased from private vendors c221c %

22. What percentage of the value of your average cargo consignment
or spoilage? Includes incoming and outgoing consignments

is lost while in transit due to breakage, theft,

c222 % percentage of consignment value lost

\ 23. What percent of your workforce regularly uses a computer in their jobs ?

€223 % percentage of workforce

| 24. Does your enterprise regularly use e-mail or a website in its interactions with clients and suppliers?

Yes No

a. Email?c224a
b. A website?c224b

| 25a. Is your establishment/firm a member of a business association or chamber of commerce? c225a

Yes 1 > ASK Q25b. | Insert name(s): a. g25aax
No 2 - GO TO Q26. b. g25abx
C. g25acx

25b. IF YES: For each of the following, please indicate if this is a service the business association or chamber that is most
important to your firm provides, and if so, what the value of this service is to your firm?

Valueto your firm
Not No Minor Moderate | Major Critical
c225ba — c225bf provided | value | value value value value
a. Lobbying government NP (-888) | O 1 2 3 4
b. Resolution of disputes (with officials, NP (-888) | 0 1 2 3 4
workers or other firms)
c. Information and/or contactson NP (-888) | O 1 2 3 4
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domestic product and input markets

d. Information and/or contactson
internationa product and input markets
e. Accrediting standards or quality of
products; reputationa benefits

f.  Information on government regulations | NP (-888) | O 1 2 3 4

5. FINANCE

NP (-888) | 0 1 2 3 4

NP (-888) | 0 1 2 3 4

| 26. How was the start up financed?

a.  Owner savings g26a %
b. Borrowing from friends or relatives g26b %
¢. Loan from aforeign bank or donor agency g26¢ %
d. Loan from agovernment-owned bank g26d %
e. Loanfromaprivate bank g26e %
f.  Loan from afinance company g26f %
g. Loanfromamoney lender 0269 %
h.  Loan fromasupplier g26h %
i. Sdeof stock/ equity g26i %
j. Loan from parent or affiliated company g26] %
k. Other q26k % Specify: H g26k_x H
100 %

27. Please identify the contribution over the last year of each of the following sources of financing for your establishment’s:
i) Working capital (i.e. inventories, accounts receivable and cash)
i) New Investments (i.e. new land, buildings, machinery and equipment)

27i. 27ii.

Working capital New investments
a. Internd fundsor Retained earnings c227al % c227a2 %
b. Loca commercia banks (loan, overdraft) c227b1 % c227b2 %
c. Foreign owned commercia banks c227¢c1 % c227c2 %
d. Leasing arrangement €227d1 % c227d2 %
gt herl rgt/;msgw\til;gdslaoecial Development Financing/ or 22761 % 22762 %
f.  Trade credit (supplier or customer credit) c227f1 % c227f2 %
g. Credit cards €22791 % c22792 %
h.  Equity, sale of stock €227h1 % c227h2 %
i. Family, friends 22711 % c227i2 %
j.  Informal sources(e.g. money lender) c227j1 % c227]2 %
k. Other (specify source): c227k1 % c227k2 %

100 % 100 %
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| 28a. Have you ever applied for a loan? g28a

Yes 1 - GO TO Q28c.
No 2 -> ASK Q28b.

\ 28b. If your enterprise never applied for a bank loan, why not? g28b

Inadequate collateral
Didn’t want to incur debt
Process too difficult
Didn’t need one

Didn’t think I'd get one
Interest rate too high
Already heavily indebted
Other

N[OOI WIN(F-

(specify): | g28bx

\ 28c. What financing arrangements do you have? c228

An overdraft or line of credit

A loan payable in one year or less

A loan payable in more than one year
None of the above

- ASK Q28d and Q29 1la-e. g28cl
- ASK Q28d and Q29_2a-f. q28c2
- ASK Q28d and Q29_3a-f. gq28c3
- GO TO Q30a. g28c4

AWON|F

\ 28d. IF YES: What percent is currently unused?

€228y %

\ 29_1 For the most recent overdraft:  (c229a — c229e)

\ 29 la. When was this financing approved (year)?

g29_1la

\ 29_1b. Did the financing require collateral or a deposit? g29_1b

Yes 1 -> ASK Q29 _1c.
No 2 2> GO TO Q29 _1le.

| 29_1c. IF YES: What share of collateral was:

i. Landand buildings? 029 1cl %
ii. Machinery? 029_1c2%
iii. Intangible assets (accounts receivable, inventory)? 029_1c3 %
iv. Persond assets of owner/manager (e.g. house)? 29 1c4 %

| 29_1d. What was the approximate value of collateral required as a percentage of the loan value?

q29_1d %

\ 29 le. What is the loan’s approximate annual cost/ rate of interest?

g29_le %

\ 29 2 For the most recent loan (less than or equal to 1 year): (c229a — c229f)
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| 29 2a. When was this financing approved (year)?

029 _2a

\ 29 2b. Did the financing require collateral or a deposit? q29 2b

Yes 1

- ASK Q29 _2c.

No 2

> GO TO Q29 _2e.

| 29_2c. IF YES: What share of collateral was:

i. Land and buildings? 029_2c1 %
ii. Machinery? g29_2c2 %
iii. Intangible assets (accounts receivable, inventory)? 029 _2c3 %
iv. Persond assets of owner/manager (e.g. house)? 029_2c4 %

| 29 2d. What was the approximate value of collateral required as a percentage of the loan value?

929 2d %

| 29 2e. What is the loan’s approximate annual cost/ rate of interest?

29 _2e %

\ 29_2f. What is the duration (term) of the loan?

gq29_2f Months

| 29_3 For the most recent loan (more

than 1 year): (c229a — c229f)

| 29 3a. When was this financing approved (year)?

g29_3a

| 29 3b. Did the financing require collateral or a deposit? q29 3b

Yes 1

> ASK Q29 _3c.

No 2

> GO TO Q29 _3e.

| 29_3c. IF YES: What share of collateral was:

i. Landand buildings? 29 3cl %
ii. Machinery? 029 _3c2 %
iii. Intangible assets (accounts receivable, inventory)? 029_3c3 %
iv. Persond assets of owner/manager (e.g. house)? 029_3c4 %

\ 29 3d. What was the approximate value of collateral required as a percentage of the loan value?

q29_3d %

| 29 3e. What is the loan’s approximate annual cost/ rate of interest?
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\ 29 3f. What is the duration (term) of the loan?

q29_3f

months

ASK ALL:
\ 30a. Has this enterprise ever been rejected for a loan? q30a
Yes 1 - ASK Q30b and Q30c.
No 2 - GO TO Q31.

| 30b. IF YES:

What institution rejected the application?

g30bx

| 30c. IF YES:

Why was it rejected?

30cx

| 31. What share of your total borrowing (loans, accounts payable) is denominated in foreign currency?

€230 %

funds)?

32. How long does it take to clear the following payments through your financial institution (i.e. until the recipient can draw the

Days (C°2 ?)rfge. OR l(:lggn ds)
transaction)
a. acheque c23lal C231a2 % R c231a3
b. adomestic currency transfer c231b1 C231b3 % R c231b3
c. aforeign currency transfer c231cl C231c3 % R c231c3
d. letter of credit g32d1 032d3 % R q32d3

| 33. Does your establishment have its annual financial statement reviewed by an external auditor? c232

Yes

1

No

2

| 34. Of the land and buildings occupied by this establishment, what percent is owned or leased/rented?

If leased / rented, average
Owned L eased or rented contract length
Land c233al % €233a2 % €233a3 (months)
b. Buildings c233b1 % c233b2 % ¢233b3 (months)

| 35a. How much would you receive if you sold your equipment (machinery, trucks, etc.)?
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R q35a

| 35b. What is your average age of your plant and equipment? q35b

Less than 1 year
Between 1 and 5 years
Between 6 and 10 years
Between 11 and 20 years
More than 20 years

QA WIN|F

6. BUSINESS-GOVERNMENT RELATIONS

36. What are the three biggest obstacles to doing business in South Africa?

DO NOT READ THESE RESPONSES TO THE RESPONDENT. ASK THE QUESTION AND LET HIM/HER TELL YOU THE
PROBLEMS THEN CODE APPROPRIATELY OR WRITE THE OTHER PROBLEMS BELOW.

CIRCLE UP TO 3 RESPONSES. g36a g36b q36¢

No problem / not applicable 0 High collateral requirements 12
Ownership regulations 1 High interest rates 13
Tax regulations and/or high taxes 2 Insufficient demand for my products 14
Skilled labour shortage 3 Competition from imports 15
Labour regulations 4 Crime and theft 16
Obtaining land and buildings 5 Official corruption 17
Foreign currency regulations 6 Regulations for starting a new 18
Lack of business support services 7 business, new operations or expansion

Inadequate supply of infrastructure 8 Bureaucratic burden 19
Utility prices 9 Other (specify): g36_20x 20
Inadequate access to credit 10 Other (specify): g36_21x 21
Import regime 11 Other (specify): g36_22x 22

37. How would you generally rate the efficiency of government in delivering services (e.g. public utilities, public transportation,
security, education and health etc.). Would you rate it as...? READ 1-6 c234

1 Very inefficient 4 Somewhat efficient
2 Inefficient 5 Efficient
3 Somewhat inefficient 6 Very efficient

38. "In general, government officials’ interpretations of regulations affecting my establishment are consistent and predictable.”
To what extent do you agree with this statement? Do you...? READ 1-6 c235

1 Fully disagree 4 Tend to agree
2 Disagree in most cases 5 Agree in most cases
3 Tend to disagree 6 Fully agree

39a. If you import , what was the average and the longest number of days in the last year that it took from the time your goods
arrived in their point of entry (e.g. port, airport) until the time you could claim them from customs?

c236al days on average N/A
c236a2 days was the longest time in the last year (we don’t import)

39b. If you export , what was the average and the longest number of days in the last year that it took from the time your goods
arrived in their point of exit (e.g., port, airport) until the time they clear customs?

c236a2 days on average N/A
c236b2 days was the longest time in the last year (we don’t export)

40. If you could change the number of regular full-time workers you currently employ without any restrictions (i.e. without seeking
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permission, making severance payments etc.), what would be your optimal level of employment as a percent of your existing
workforce?
(e.g. 90% implies you would reduce your workforce by 10%, 110% means you want to expand by 10%)

c237 %

41a. In a typical month, what percentage of senior management'’s time is spent in dealing with requirements imposed by
government regulations [e.g. taxes, customs, labour regulations, licensing and registration] including dealings with officials,
completing forms, etc.?

€238 %

41b. What was this number three years ago?

q41b %

42. We've heard that establishments are sometimes required to make gifts or informal payments to public officials to “get things
done” with regard to customs, taxes, licenses, regulations, services etc. On average, what percent of annual sales value would
such expenses cost a typical firm like yours?

€239 %

43. Based on the experience of your establishment over the last two years , what is the actual delay experienced (from the day you
applied to the day you received the service or approval) and was a gift or informal payment asked for or expected to obtain each of
the following?

a. Actual delay / wait b. Gift/ c. If yes,
payment value?
(days) expected?
Yes No
1. A manline
telephone connection c240al or =777 c240b1 | 2 R c240c1
2. Anéectrica
connection c240a2 or =777 c240b2 | 2 R ¢240c2
3. Awaer
connection c240a3 or =777 c240b3 | 2 R c240c3
4 Acondruction | 54609 or 777 2404 | 2 R c240c4
permit
5.  Animport
license c240a5 or =777 c240b5 | 2 R c240c5
6. Operating )
license c240a6 or 777 c240b6 | 2 R c240c6

44. Recognising the difficulties many enterprises face in fully complying with taxes and regulations, what percentage of total sales
would you estimate the typical establishment in your area of activity reports for tax purposes?

c241 %

45. On average, how many days last year were spent in inspections and mandatory meetings with officials of each of the following
agencies in the context of regulation of your business? And what were the costs associated with these interactions?
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a b. C. d. e.

Total days spent |% by local |[Total Costof |Was gift orinformal |If yes, value?

in inspections, authorities | Fines or payment ever (Rands)

required seized goods |expected /

meetings with requested?

officials Yes No
1. Tax Inspectorate c242al c242b1 c242cl c242d1 2 R c242el
2. Labour and Sociad Security | c242a2 c242b2 c242c2 c242d2 2 R c242e2
3. Fireand Building Safety c242a3 c242b3 c242c3 c242d3 2 R c242€3
4. Sanitation/ Epidemiology | c242a4 c242b4 c242c4 c242d4 2 R c242e4
5. Municipd Police c242a5 c242b5 c242¢5 c242d5 2 R c242e5
6. Environmenta c242a6 c242b6 c242c6 c242d6 2 R c242e6
7. TOTAL, all agencies c242a7 c242b7 c242c7 c242d7 2 R c242e7

46. When establishments in your industry do business with the government, how much of the contract value is typically expected in
gifts or informal payments to secure the contract?

€243 %

Think about national laws and regulations enacted in the last two years that have a substantial impact on your
business:

47. Did your firm seek to lobby government or otherwise influence the content of laws or regulations affecting it? c244a

Yes 1
No 2

48. In many countries, firms are said to give unofficial, private payments or other benefits to public officials to gain
advantages in the drafting of laws, decrees, regulations, and other binding government decisions.

To what extent have the following practices had a direct impact on your business?

(0 = No impact 1 = Minor influence 2 = Moderate influence 3 = Major influence 4 = Decisive influence

NA= Not Applicable, DK=Don't know)

Degree of influence D/
No Minor Moderate | Major Decisive | N/A

c245a — c245d . . . . . K
impact | influence | influence | influence | influence

a. Private paymentsor other

benefits to Parliamentariansto affect | O 1 2 3 4 -777 -666

their votes

b. Private payments or other

benefits to Government officiasto

affect the content of government 0 1 2 3 4 - -666

decrees

c. Private paymentsor other

benefits to judges to affect the 0 1 2 3 4 =777 -666

decisions of court cases

d. lllegal contributionsto political

parties and/or election campaignsto

affect the decisions of elected 0 1 2 3 4 - -666

officias

7. CONFLICT RESOLUTION / LEGAL ENVIRONMENT

49. "l am confident that the judicial system will enforce my contractual and property rights in business disputes."
To what degree do you agree with this statement? Do you...? READ 1-6 c246




1 Fully disagree 4 Tend to agree
2 Disagree in most cases 5 Agree in most cases
3 Tend to disagree 6 Fully agree
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50a. What percent of your establishment’s sales are pre-paid? c247a

%

50b. What percent of your establishment’s sales are sold on credit? c247b

%

50c. What percent of your sales to private customers involve overdue payments? c247c

%

c247d

50d. What percent of your sales to government agencies or state-owned enterprises involve overdue payments?

%

50e. How long does it typically take to resolve an overdue payment? c247e

Weeks

action? c247f

50f. Over the last 2 years, what percent of your establishment’s disputes over payments were resolved by court

%

\ 50g. On average, how many weeks did those court cases take to resolve? c247g

weeks

| 51. Please estimate your establishment's costs (as a percent of its total sales) of providing:

a .Securlty (equipment, personnel, or professional security c248a %
service)?

b.. Protection payments (e.g. to organized crime to prevent c248b %
violence)?

establishment in the last year?

52a. Please estimate the losses (as a percentage of total sales) of theft, robbery, vandalism or arson against your

C249a %
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| 52b. What share of the incidents did you report to the police?

C249b %

| 52c. Of these reported incidents, what share was solved (the perpetrator was caught, etc.)?

C249¢c %

\ 52d. What percentage of the loss was from employee theft? PERCENTAGE OF THE LOSS

g52d %

9. CAPACITY, INNOVATION, LEARNING

53a. What was this establishment’s average capacity utilization over the last year? (Capacity utilization is the amount

of output actually produced relative to the maximum amount that could be produced with your existing machinery and
equipment and regular shifts.)

). 2002 | 250 % ii.) 2003 | c250_03

\ 53b. For how many weeks was your establishment closed in 2002 and 20037

i). 2002 g53b_02 | weeks ii.) 2003 g53b_03 | weeks

| 53c. Over the last year, how many hours per week did your establishment normally operated? (hours/week)

g53c Hours per week

| 53d. How many shifts does your establishment usually operate?

Q53b Enumerator fill in: | Hrs g53b_hrs x Q53b_shft shifts

54. How much have your sales changed (grown or declined) in each of the last 3 fiscal years?
(Circle“+” for growth, “-" for decline)

2000 + | - | c25100 % 2001 + | - | c25101 % 2002 + |- | 25102 %

55. Approximately what share of net profits was re-invested in your establishment last year (that is, not distributed to
owners or shareholders)?
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€252 % (-222 = No profit)

| 56a. How many products does your establishment produce?

c253a

56b. How many new products (i.e. those that involve a significant change in the production process) has your
establishment introduced in the last three years?

c253b

\ 57. Does your establishment use (production) technology licensed from a foreign-owned company? c254

Yes 1
No 2

\ 58. Right now, how many months ahead has the management of your enterprise planned its activities with regard to:

a. Product mix and target markets c255a months
b. Human resources c255b months
c. Investments c255¢ months

59. Thinking of your main product line or main line of services and comparing your production process with that of your
closest competitor, which of the following best summarizes your position: SELECT ONE. c256

1. My firm’stechnology isless advanced than that of its main competitor | 1
2. My firm'stechnology is about the same asthat of its main competitor | 2

3. My firm’stechnology is more advanced than that of itsmain 3
competitor

\ 60. Has your firm received an ISO management certification? (e.g. 9000/1/2 or 14000) c257

Yes 1
No 2

\ 61. Has your company undertaken any of the following initiatives in the last three years?

Undertaken
Yes No

1. Deveoped amajor new product line c2581

2. Upgraded an existing product line c2582

3. Introduced new technology that has substantially changed the way that the main product is produced | c2583

4. Discontinued at least one product (not production) line c2584

5.  Opened anew plant c2585

6. Closed at least one existing plant or outlet c2586

7. Agreed anew joint venture with foreign partner c2587

8. Obtained anew licensing agreement c2588

9. Outsourced amajor production activity that was previoudy conducted in-house c2589

10. Brought in-house a major production activity that was previoudly outsourced c25810
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62. Over the last two years, what were the leading ways in which your establishment acquired technological
innovations? Please identify which of the following is...? READ 1 through 12 :

i. themost important? ‘ c2591 ‘ ‘ ii. the second most important? ‘ €2592 ‘ ‘ iii. thethird most important? ‘ €2593 ‘
Embodied in new machinery or 1 Developed in cooperation with client 7
equipment firms
By hiring key personnel 2 DeveI_oped with equipment or machinery 8

supplier
!_lcen5|ng or turnkey operations from 3 From a business or industry association | 9
international sources
L|cenS|r_1g or turnkey operations from 4 Trade Fairs and/or Study Tours 10
domestic sources
DeveI(_)ped or adapted within the 5 Consultants 11
establishment locally
Transferred from parent company 6 From universities, public institutions 12
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63. Which of the following is the most important influence on your establishment to reduce the production costs of

existing products or services? Pressure from: READ 1-6 c260

domestic competitors 1 Shareholders 4
foreign competitors 2 Creditors 5
Customers 3 government or government agencies | 6

64. Which of the following is the most important influence on your establishment to develop new products or services

and markets? Pressure from: READ 1-6 c261

domestic competitors 1 Shareholders 4
foreign competitors 2 Creditors 5
Customers 3 government or government agencies | 6

10. LABOR RELATIONS

| 65. The following table refers only to permanent workers of your plant:

Totd b. C. d. e. f.
Management |Professionals|Skilled Unskilled Non-
Production |Production |production
Workers workers

1. Ave. number of €262a00
workers during fiscal year
2000
2. Ave. number of c262a01 [c262b01 €262c01 €262d01 c262e01 c262f01
workers during fiscal year
2001
3. Ave. number of c262a02 [c262b02 €262c02 €262d02 €262e02 €262f02
workers during fiscal year
2002
4, of which: % female [c262al % [c262bl % |c262cl % €262d1 % |c262el % |c262f1 %
5. Ave. wage R g65a5 |q65b5 q65c5 N65d5 165e5 6515
6. Cost of taxes on R g65a6 |q65b6 q65c6 N65d6 1656 6515
labour
7. Total wages R c262a2 |c262b2 c262c2 €262d2 c262e2 €262f2
8. Total R c262a3 |c262b3 c262c3 €262d3 c262e3 €262f3
|compensation* ]

*Wages and all benefits, including food, transport, social security (i.e. pensions, medical insurance,

unemployment insurance)

\ 66. The following table refers only to temporary workers of your plant:

FY 2002 FY 2001 FY 2000

Average number of temporary workers employed: €263a02 €263a01 €263a00

Of which, average number of female workers €263802 €263a01 €263a00
Average length of employment for each worker (months) €263a02 €263a01 €263a00
Average wage of temporary workers R q66d02 4266d01 g66d00

Total compensation of all temporary workers (wages and R c263a02 €263a01 263200
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‘ benefits) ‘

\ 67. What percent of your permanent management, professional and skilled production workers are foreign nationals? \

€264 %

\ 68a. In 2002, how many new employees did your plant hire?

c265a (number)

\ 68b. In 2002, how many employees from your plant:

1. weredismissed or laid off? c265b1 (number)
2. left dueto sickness or died? €265bh2 (number)
3. left for other reasons? €265b3 (number)

69a. Within the last two years, how much time did it take to fill your most recent vacancy through external recruitment
for a:

1. skilled worker? c2661 weeks N/A
2. unskilled or service worker? c2662 weeks N/A

| 69b. On average, how long does it take to obtain permission from the government to hire an expatriate?

g69b Days

| 69c. On average, how much does it cost to obtain an expatriate work permit or visa?

R g69c

\ 69d. Does your firm conduct this procedure itself or do you hire an agent to obtain expatriate permits? q69d

Hire an
1

agent

Does it itself | 2

\ 70a. Do you offer formal (beyond “on the job”) training to your permanent employees? c267a

Yes 1 | > ASK Q70b to Q70c.
No 2 | > ASK Q70d.

\ 70b. IF YES: What percentage of your total permanent employees received formal training in 20027

| Skilled | Unskilled \
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c267b1 % c267b2 %

| 70c. IF YES: What was the average number of weeks of training for each employee (in weeks)?

Skilled Unskilled
c267cl c267c2

| 70d. IF NO: If no formal training was undertaken, what were the constraints to formal training?

Yes No
a. Cannot define/prioritise training needs q70da 1 2
b. Lack of training ingtitutions for external needs q70db 1 2
c. Lack of training by chambers of industry, business associations
for external training q70dc L 2
d. Cannot identify competent trainers for internal training q70dd 1 2
e. Cannot afford formal internal or external training q70de 1 2
f.  Lack of government incentives for training ¢ 70df 1 2
g. Staff are uninterested in learning new skills q70dg 1 2
h. Too risky —trained staff may leave q70dh 1 2
i. Too risky —unsure of continuing demand for new skills q70di 1 2
j- No need —staff can train on thejob q70d] 1 2
k. No need — can hire staff from other firms q70dk 1 2
| 71. What percent of your workforce is unionised?
€268 %
| 72. How many days of production last year did you lose due to:
a. drikesor other labour disputes? c269a days
b. civil unrest? c269b days
c. employee absenteeism due to illness, death, funerals? c269c days

| 73a. What percent of the workforce at your establishment have the following education levels?

a. Lessthan 6 years (“some elementary”) c270a %
b. 6-9years c270b %
c. 10-12years c270c %
d. Morethan 12 years (some university or higher) €270d %
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100 %

\ 73b. Of those who did not complete primary school, what percent is female?

c270al %

Percent female

| 74. What is the highest level of education of the top manager? c271

1 Did not complete secondary 4 Some university training
school
2 Secondary School 5 Graduate degree (BA, BSc etc.)
3 Vocational Training 6 Post graduate degree (Ph D,
Masters)

| 75. What percent of the senior management is male?

c272 %

establishment?

76a. How many years of experience working in this sector did the top manager have before running this

c273

Years

| 76b. Of these, how many years were with a domestic firm?

c273a

Years

| 76¢. Of these, how many years were with a foreign firm?

c273b

Years

\ 76d. Did any of these prior firms export? c273c

Yes

1

No

2

11. SECTION II: PRODUCTIVITY




129

| 77. Please provide the following information on your establishment’s production, sales and expenses.

Value in thousands of Rands

2002 2001 2000
a Total Sales c274a02 c274a01 c274a00
b Direct raw material costs (excluding fuel) c274b02 c274b01 c274b00
o Total Market Vaue of Production* c274c02 c274c01 c274c00
d.  Total Purchases of raw materials (excluding fuel) c274d02 c274d01 c274d00
Consumption of energy : c274e02 c274e01 c274e00
e Electricity c274f02 c274101 c274f00
f Fuels c274g02 c274g01 c274g00
g Other c274h02 c274h01 c274h00
h % of energy costs to run generator c274i02 c274i01 c274i00
Manpower costs: c274j02 c274j01 €274j00
[ Wages and salaries c274k02 c274k01 c274k00
j- Allowances, bonuses and other benefits c274102 c274101 c274100
k. Interest charges and financial fees c274m02 c274m01 c274m00
l. Other costs (i.e.: overhead expenses, selling and c274n02 c274n01 c274n00

| general administration expenses, design dept., etc.)

* Market value of production = (total number of units produced) x (unit sales price)

| 78. What was your establishment's sales revenue in thousands of Rands five years ago:

R c275

| 79. How much did your establishment spend on additional machinery, equipment, vehicles, land, buildings?

2002 2001 2000
amount . 1o, |@amount . 1o, |amount of which
(oo [orunin e Tono™ luiene oo™
Rand) b Rand) P Rand) imported
a. New machinery and equipment ............ R ¢c276a02 |c276e02 % |R c276a01 |c276e01 % |R c276a00 g:/f7GeOO
b. Second hand machinery & equipment |R c276b02 |c276f02 % |R c276b01|c276f01 % |R c276b00 |, 0276f00
c. Land, buildings, improvement in R c276c02 R ¢276c01 IR c276c00
leasehold
d. Vehicles R 0276d02 R 0276d01 IR c276d00

\ 80a. Of this, was any of it spent on creating a new establishment? c277a

Yes 1 - ASK Q80b.

No 2

- GO TO Q81.

\ 80b. If yes: How much in fiscal year 2002?

R c277b
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| 81. Please give the value (in thousands of Rands) of any equipment or property your establishment sold.

2002 2001 2000
a. Machinery and equipment R c278a02 R c278a01 R ¢278a00
b. Land and buildings or leasehold R ¢c278b02 R c278b01 R ¢278b00
c. Vehicles R ¢c278c02 R ¢c278c01 R ¢278c00

| 82. How much did the following cost your establishment in thousands of Rands during the fiscal year of ...?

2002 2001 2000
a. Rentfor machmgry and equipment (if owned, please 278202 278301 278200
enter value of depreciation)
b. Rentfor Iar.1d.0r buildings (if owned, please enter 278002 278001 278500
value of depreciation)
c. Rent (lease) of vehicles €278c02 c278c01 €278c00
d. Royalty or license fees €278d02 €278d01 €278d00

83. How much did your establishment spend on design or R&D in 20027 [Spending includes wages and salaries of
R&D personnel, such as scientists and engineers; materials, education costs, and subcontracting costs.]

R c280

(thousand Rands)

| 84. Please provide information on the following balance sheet items for your establishment:

Value in thousand Rands

as of end of the fiscal year of

2002 2001 2000
a. Total Assets c281a02 c281a0l c281a00
b. Property, Plant and Equipment; €281b02 c281b01 €281b00
Gross Value (Acquisition cost) c281c02 c281c01 €281c00
C. Machinery and equipment (including transport) | ¢281d02 €281d01 €281d00
d. Land, buildings and leasehold improvement c281e02 c281e01 c281e00
Net book value €281f02 €281f01 €281f00
e Machinery and equipment (including transport) | c281g02 c281g01 €281g00
f. Land, buildings and leasehold improvement c281h02 c281h01 €281h00
Current Assets: c281i02 c281i01 €281i00
Inventories and stocks €281j02 c281j01 €281j00
g. Finished goods c281k02 c281k01 c281k00
h. Work-in-progress c281102 c281101 ¢281100
i. Raw materials excluding fuel €281m02 c281m01 €c281m00
j- Fuel c281n02 c281n01 €281n00
k.  Accountsreceivable c281002 c281001 €281000
I.  Cashon hand and in bank c281p02 c281p01 c281p00
m. Other €281q02 c281q01 €281q00
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| 85. Please provide information on the structure of your establishment’s liabilities:

Value in thousands of Rands

as of end of the fiscal year of

2002 2001 2000
a. Total Liabilities c282a02 c282a01 €282a00
b. Long-term liabilities (i.e. more than 1 year) c282hb02 c282b01 €282b00
c. Short-term liabilities (i.e. one year or less) €282c02 €282c01 €282c00
d. Of which: payables €282d01 €282d00 €282d02
e. Equity — Share Capital c282e02 c282e01 €282e00
f. Retained Earnings (Reserves and Surplus) €282f02 €282f01 €282f00

(Note: Total Assets must equal Total Liabilities)

12. HIV / AIDS

86a. Has the HIV/AIDS epidemic adversely impacted on your firm'’s fixed investment decisions? g86a

Yes 1 - ASK Q86b.
No 2 -> GO TO Q87.
Positive 3 -> GO TO Q87.
impact

86b. IF YES: Indicate the seriousness of the adverse impact of the HIV/AIDS epidemic on your firm’s fixed
investment decisions. CIRCLE APPROPRIATE CODE. g86b

No impact yery little Moderate Strong Proh|b|t|ve
impact impact impact impact
0 1 2 3 4

87. Indicate how serious the HIV/AIDS epidemic has affected labour productivity in your firm.

CIRCLE APPROPRIATE CODE. 87

0-2% 2-5% 5-10% Morethan
No effect decline decline decline 10% decline
0 1 2 3 4

88. Indicate what share of your firm’s profits has been lost due to the impact of the HIV/AIDS epidemic.

CIRCLE APPROPRIATE CODE. 88

None 0-5% 5-10% 10-20% 20-50% Morethan
decline decline decline decline 50%
0 1 2 3 4 5
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| 89a. Indicate what percentage of your firm's workforce has been affected with the HIV virus.

3. Semi- & unskilled workers

1. Highly skilled workers 0q/(€)39a1

2. Skilled workers 0CI89612
%
g89a3

%

\ 89b. Indicate what percentage of your firm’s workforce is suffering from full-blown AIDS.

3. Semi- & unskilled workers

1. Highly skilled workers 9/(2)39b1
2. Skilled workers 9/(5)39b2
q89b3

%

\ 90a. Has the HIV/AIDS epidemic adversely impacted on your firm? g90a

Yes 1

> ASK Q90Db.

No 2

- GO TO Q91.

CIRCLE APPROPRIATE CODES.

90b. Indicate how the HIV/AIDS epidemic has adversely impacted on your firm? Express impact as a percentage.

More
0% 0-2% 2-5% 5-10% |10-20% |than
20%
a. Lower productivity q90ba 0 1 2 3 4 5
b. Increased labour turnover g90bb 0 1 2 3 4 5
C. Increased absenteeism q90bc 0 1 2 3 4 5
d. Increased medical costs q90bd 0 1 2 3 4 5
e. Other (specify): g90be g90bex | O 1 2 3 4 5

CIRCLE APPROPRIATE CODES.

91. Express the monetary costs that your firm has suffered due to the impact of the HIV/AIDS epidemic as a
percentage of your firm’s annual wage & salary bill.

More
0% 0-2% 2-5% 5-10% |10-20% |than
20%
a. Direct costs (e.g. pension, medicd &
disability employee benefits costs, etc.) 0 1 2 3 4 5
q9la
b. Indirect costs (e.g. costs related to
g91b absenteeism, recruitment & training, | O 1 2 3 4 5
HIV/AIDS prevention programmes, etc.)
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| 92a. Has your firm taken active steps to manage the impact of the HIV/AIDS epidemic on your firm? g92a

Yes

1

> ASK Q91b.

No

2

- CLOSE INTERVIEW

92b. IF YES: Indicate the degree of success with your company’s HIV/AIDS programme.
CIRCLE APPROPRIATE CODE. g92b

Very little | Moderate | Good Excellent
No success
SUCCESS success results results
0 1 2 3 4
THANK YOU FOR YOUR TIME.
INTERVIEWER Timeinterview ended

RECORD:
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