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The objective of the South Africa Investment Climate Assessment (ICA)
is to evaluate the investment climate in South Africa in all its operational
dimensions and to promote policies to strengthen the private sector.
The investment climate is made up of the many location-specific
factors that shape opportunities and incentives for firms to invest
productively, create jobs, and expand. These factors include macroeco-
nomic 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 is a survey of over 800
formal private enterprises. The survey includes data on firm productivity,
the cost of doing business, the regulatory environment, the labor
market, the financial sector, the trade regime, and levels of investment.
The analysis links business environment constraints to firm-level costs
and productivity.

The investment climate and performance of firms in South Africa can
be compared with those of firms in the more than 70 low- and middle-
income countries in which Investment Climate Surveys (ICSs) have
been conducted. For the purpose of this study, the investment climate
and firm performance in South Africa are benchmarked against those of
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two relatively productive countries in Sub-Saharan Africa (Senegal and
Kenya); four middle-income countries outside that region (Brazil,
Lithuania, Malaysia, and Poland); and China, one of the fastest-growing
economies in the world.

In addition to firm-level data from the survey, the ICA draws on addi-
tional sources of information, including other data sources from within
the World Bank, such as the Doing Business Indicators, and research by
the World Bank and other international organizations, the government of
South Africa, and academia.

The Survey

Citizen Surveys, a private South African firm based in Cape Town,
conducted the ICS. It surveyed about 800 firms between January and
December 2004. About 75 percent (603) of these firms are 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
firms should be broadly representative of formal firms within each
sector, they are not representative of the entire economy. For this
reason, and because the samples for comparator countries cover only
manufacturing, data from the three sectors are presented separately in
the main report.

The sample included 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-size (50–99 employees),
and large (100–499 employees) enterprises; about 14 percent of the
firms were very large (over 500 employees). The sample included only a
few micro enterprises (fewer than 10 employees), especially in the
manufacturing sector.

Most firms are owned either by corporations (that is, other firms) or
white individuals and families. Only 5 percent of firms are owned by
black individuals or families or colored1 individuals or families.The small
number of black-owned firms appears to reflect the distribution of
formal firms. Previous studies also found relatively few white-owned
firms in these size classes. For example, in a survey of enterprises in
Johannesburg in 1999, 97 percent of informal micro enterprises but only
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7 percent of formal micro, small, and medium-scale enterprises were
black-owned (Chandra and others 2001a, 2002b).

Macroeconomic 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 fluctuated over this period, it has nei-
ther 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, particularly in light of growth in comparator countries
outside Africa. Between 1994 and 2003, per capita growth was more
than 3 times faster in Thailand and Malaysia than in South Africa—
despite the Asian financial crisis in the mid-1990s, when GDP dropped
by close to 10 percent in these countries—and 10 times faster in China.
Given the challenges that South Africa will face and its currently high
level of unemployment, faster growth is vital.

Investment has also been low, remaining between about 15 and 16
percent of GDP.2 This rate is lower than the government’s “unofficial”
target of 25 percent, lower than in the middle-income comparator coun-
tries (Brazil and Poland), and far lower than in the fastest-growing Asian
economies. Public sector investment has been low, but private invest-
ment, at about 12 percent of GDP, has also been low.

Firm Performance

Despite South Africa’s only modestly successful macroeconomic
performance, labor productivity is high. In 2002, value added was
US$14,000 per worker for the median formal firm in the ICS. This rate
is far higher than that in the most productive countries elsewhere in
Sub-Saharan Africa and compares well with the rate in other middle-
income countries such as Brazil, Lithuania, Malaysia, and Poland—all of
which except Brazil have higher per capita income than South Africa.
Productivity is also higher than in China—although slightly lower than
in the most productive areas of that country.

One reason that South Africa’s productivity appears high is that
South African enterprises are concentrated in relatively capital-intensive
industries. Over the 1980s and 1990s, South African manufacturing
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became increasingly capital intensive, because firms adopted capital-
intensive production methods and expanded into capital-intensive
sectors. To partially control for this reality, the present analysis examines
labor productivity in a single industry—the garment industry. South
African firms appear relatively productive in this sector as well, although
the differences are less noticeable than they are for manufacturing over-
all. Labor productivity in this sector remains higher in South Africa than
in other Sub-Saharan African countries, Brazil, China, and Lithuania but
slightly lower than in Malaysia or Poland.

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

Per worker labor costs in South Africa, about $7,300 in 2002, are high
compared with those in other countries. These costs were equal to about
$2,000 in the most productive areas of China, about $2,700 in Brazil
and Lithuania, and about $4,000 in Malaysia and Poland. High labor
costs mean that South Africa’s unit labor costs (labor costs as a percent
of value added) are higher than such costs in most of the comparator
countries, except those in Eastern Europe.

Despite highly capital-intensive production and high labor costs,
labor productivity is high enough to ensure that existing firms are rela-
tively profitable. Profitability (profits over sales) in South African firms
was higher than that in firms in Lithuania, Malaysia, or Poland but
lower than that in Brazilian firms. At the firm level, profitability is asso-
ciated 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 a lack of competition;
when markets are competitive and entry is possible, profits typically
will be competed away.

The Investment Climate

The ICS asked firms to report how serious an obstacle various areas of
the investment climate are to enterprise operations and growth. Such
perception-based measures suffer from several problems. Comparing
them across countries and quantifying and aggregating them across firms
are difficult. Moreover, managers might be unaware of the underlying
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causes of a specific constraint and might have different views from
potential entrepreneurs. Nevertheless, enterprise managers probably
have a reasonable grasp of the immediate problems facing their businesses.
Thus, perception-based indexes provide a useful starting point for the
analysis—one supplemented with objective measures of the investment
climate presented throughout this volume.

One interesting feature of the South African data is that relatively few
firms rated the constraints as major or very severe. Only about 35 percent
of firms rated the biggest constraint, worker skills, as a serious problem,
and fewer than one in five enterprises—far fewer than in most
countries—rated most obstacles a serious concern. By comparison,
85 percent of firms in Brazil said that tax rates were a major problem
and 74 percent of firms in Kenya said that corruption was a major problem.
The findings suggest that enterprise managers in South Africa are not
overly concerned about any area of the investment climate.

However, four areas of the investment climate—worker skills, macro-
economic instability, labor regulations, and crime—stand out as particular
problems. Between 29 and 35 percent of enterprises rated each of these
areas major problems, whereas less than 20 percent rated other areas
major problems.

A few differences between types of firms are noticeable 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 black-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 indexes, addi-
tional questions on the ICS elicited evidence that firms have difficulty
attracting skilled workers.

First, they appear to pay a high premium 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 is unskilled, skilled, or a 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 skilled or
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unskilled), an additional year of education is associated with a 6.5 to
7.0 percent increase in wages.

Second, wages appear to be relatively higher for managers and skilled
workers than for unskilled workers in South Africa. The median monthly
wage for an unskilled production worker in South Africa in 2002 was
about $240 per month. By 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 Africa is about $1,850 per month—over twice as high as in Poland
($740 per month) and over three times as high as in Brazil ($540 per
month). South African managers earn nine times as much as unskilled
workers compared with three times as much for Brazilian and Polish
managers and about two times as much for Chinese managers. High
wages in South Africa appear to be mainly due to high wages for man-
agers and professionals and not to high wages at the bottom of the
income distribution.

Despite concerns about worker skills, relatively few enterprises had
training programs.According to firm managers, between 60 and 80 percent
of unskilled and skilled workers in Brazil, China, and Poland receive
training. By contrast, fewer than half of workers in South Africa receive
training. The actual percentage could be lower. When asked about formal
training, more than 80 percent of workers in South Africa reported that
they had received none. Foreign-owned firms, exporters, and large firms
are more likely than other firms to provide training.

Workers who had been trained reported that their wages were 15 to
20 percent higher than untrained workers. To the extent that higher
wages reflect that trained workers are more productive, the return to
training—at least for workers—could be high.

But trained workers might receive higher wages for other reasons.
Managers might 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 appear to be no more productive than firms without
such programs.

Given the large number of firms that provide no training, government
agencies and programs responsible for encouraging training will be crucial
in raising human capital levels in South Africa. To date, these agencies
and programs have been unsuccessful. Fewer firms have training
programs in South Africa than firms in other middle-income countries,
and evidence that training increases worker productivity is mixed.
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Labor Regulation
Although the ICS asked detailed questions related to labor costs and
worker skills, it included few objective indicators of labor regulation.
Therefore, the information in the survey is supplemented with information
from the World Bank’s Doing Business database. The database includes
several indexes that measure the rigidity of hiring and firing regulations
and the cost of firing (World Bank 2004d).3 Consistent with the
perception-based indexes, labor regulation in South Africa is more rigid
than in most of the comparator countries on both the hiring and firing
indexes. That is, hiring and firing workers is more costly and difficult in
South Africa than in most of the comparator countries or than in most
Organization for Economic Cooperation and Development (OECD)
economies. However, on one particular measure, the cost of firing an
individual in weeks of wages, South Africa performs relatively well. The
cost in South Africa is 38 weeks, lower than the average for the OECD
and several of the comparator countries.

Macroeconomic Instability
Thirty-three percent of firms rated macroeconomic instability as a seri-
ous obstacle to enterprise operations and growth—making it the second
greatest constraint identified through the ICS. Although growth has
been positive for over a decade and inflation modest, exchange rates
have been unstable. Between 2000 and 2002, the rand depreciated
against most major currencies, falling by about 26 percent against the
British pound, 27 percent against the U.S. dollar, and 28 percent against
the euro in real terms. But between 2002 and 2004 it appreciated
29 percent against the euro, 35 percent against the pound, and 67 percent
against the dollar in real terms.

The idea that rapid fluctuations in the exchange rate engender the
perception that macroeconomic instability is a serious problem is consis-
tent with the finding that exporters were far more concerned about the
macroeconomy than nonexporters. Forty-four percent of exporters rated
macroeconomic instability a major or very severe problem, compared with
only 28 percent of nonexporters. Because many South African manufac-
turing firms appear to be price takers in international markets, changes
in the exchange rate can have a serious impact on enterprise revenues.
Moreover, nearly three-quarters of exporters to the United States—the
country with the currency against which the rand has been most unstable—
viewed macroeconomic instability as a major concern. These results
strongly suggest that exchange rate instability is firms’ main concern
with respect to the macroeconomy.
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Crime
In South Africa, rates of violent crime, especially murder, have declined
modestly, 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 blacks and 58 percent of whites
cited crime as the most serious problem facing South Africa in the 
mid-1990s (NEDCOR 1996).

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 countries, including China,
Lithuania, and Poland, but lower than in Brazil and Kenya, where median
costs were equal to about 1 percent of sales, and in Ecuador, where these
costs were equal to about 5 percent of sales.

Security costs account for about 60 percent and direct losses for about
40 percent of the cost of crime. Protection payments to organized crime
were very low in South Africa, compared with many middle-income
countries in Asia and Eastern Europe.

The burden of crime is not evenly distributed across firms. In general,
firms involved in retail and wholesale trade faced the biggest losses; firms
in the manufacturing sector faced the lowest losses. Large firms tended
to sustain higher losses than smaller firms. After controlling for other
factors, firms in KwaZulu-Natal faced the heaviest losses; firms in
Gauteng sustained relatively modest losses.

Finance
Enterprise managers often view access to and the cost of financing as
serious obstacles to operations and growth. In Sub-Saharan Africa, access
to and cost of financing typically rank among the top five constraints. Yet
firms in South Africa were generally far less concerned about financing;
fewer than 20 percent rated either access or cost as a major or very
severe obstacle, making them 8th and 11th of 18 constraints.

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

Although the formal firms in the survey were relatively unconcerned
about access to financing, they did not appear awash with bank credit.
Firms in South Africa finance less investment through banks than firms in
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most of the comparator countries (for example, China, Kenya, Poland, and
Senegal), and fewer firms in South Africa have overdraft facilities than
firms 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 firms rely so little on external sources to
finance investment? The main reason appears to be that firms have little
demand for external credit, rather than that supply is limited. Most firms
without loans reported that they did not want or need a loan, and very
few firms had been rejected for a loan.

As noted above, black-owned firms were far more concerned about
access to and the cost of financing than white-owned firms—even after
controlling for other observable differences that might affect perceptions
about financing, such as enterprise size, sector of operation, and age.

The objective measures of financing provide some support for the idea
that obtaining access to credit is more difficult for black-owned firms.
These firms were less likely to have ever applied for or to have received a
loan and to have an overdraft facility. They were more likely to have been
rejected for a loan and to have paid higher interest rates on their loans.

Although these measures might suggest discrimination, some provisos
must be kept in mind. First, the differences could be due to random
sample variation and are often modest. Second, they could be due to
unobservable differences among 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. 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 var-
ious measures of firm performance. In general, firms were only moder-
ately 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; nearly one-quarter of firms estimated that the
epidemic increased absenteeism by more than 5 percent.

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 potentially driven by
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increased uncertainty about the impact that the epidemic will have on
productivity, market size, and profitability.

The survey results also suggest that workers are aware of the problem.
Nearly two-thirds of workers reported that they were concerned about
it, and nearly 95 percent reported that they knew where they could get
tested. But only half reported that they were willing to be tested, which
probably reflects concern about stigma and about the availability or cost
of comprehensive treatment programs.

Competition
Previous research has suggested that the South African economy is highly
concentrated and that barriers to entry are high for both domestic and
foreign firms. Consistent with this finding, firms in South Africa appear
to be relatively profitable despite high wages. High observed wages could
also be consistent with the observation that the market is highly concen-
trated if managers, owners, and workers share the rents created by low
levels of competition. Directly assessing the importance of competition
using firm-level data is difficult, because firms rarely complain about a
lack of competition, and asking objective questions to assess the state of
competition is difficult.

Other Areas of 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 the perception-based measures. Most firms believe that
courts can enforce property rights, and court cases appear to be resolved
relatively quickly. Losses due to power outages are modest, and the cost of
power is low by international standards. Tax rates are low and have been
decreasing. Although the burden of regulation is not particularly low, it is
lower than in most countries in Africa and is comparable to that in most
middle-income countries. Few firms report paying bribes to obtain services
or win government contracts. In summary, South Africa appears to perform
relatively well in most other areas of the investment climate.

Summary

Why was investment and growth in South Africa low between 1994 and
2003? Firm productivity is relatively high, and objective indicators show
that the investment climate is mostly favorable—power is cheap and
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relatively reliable, the burden of regulation is not excessive, corruption is
low, ports function relatively well, access to finance does not appear to
be a major problem for most enterprises, and most people trust the court
system. The puzzle simply stated is the following: If firms are relatively
productive and the investment climate is favorable, why has private
investment been so modest? 

The analysis presented in this volume suggests several possible
answers. First, some areas of the investment climate are not favorable.
The exchange rate has been 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 crime is high (chapter 5). All these factors discourage investment.

Second, the investment climate has improved in recent years. Interest
rates and inflation have fallen (chapter 1), corporate tax rates have
decreased (chapter 5), and profits generally have increased (chapter 2).
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 well captured in the
firm survey might deter investment. In particular, market concentration
and systemic risk—two factors that are difficult to pick up in firm-level
surveys—are likely to affect firm performance and investment.

Notes

1. The term colored is largely used in South Africa for people of mixed race. These
people include slaves brought in from East and Central Africa; the indigenous
Khoisan who lived at the Cape during the age of slavery; indigenous African
blacks; whites (mainly Dutch/Afrikaner and British settlers); and people of
mixed Javanese, Malay, Indian, Malagasy, European (such as Portuguese), and
Asian (such as Burmese) blood.

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

3. South Africa was misclassified in early versions of the Doing Business data-
base due to calculation errors and a change in methodology. These errors have
been corrected in the most recent Doing Business reports.
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Investment climate plays a major role in promoting market-led growth
and reducing poverty (Stern 2002a, 2002b). Improving living standards
and reducing poverty depend on broad-based economic growth, which
will occur only when firms improve worker productivity by investing
in human and physical capital and technological capacity (defined
broadly to include investment in knowledge, equipment, and organ-
izational structure). But firms will only invest when the investment
climate is favorable.

The investment climate includes economic incentives, which are
shaped by macroeconomic and regulatory policies and public adminis-
trative procedures and by institutional incentives, such as the security of
property rights, the rule of law, and governance stability.1 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, enforce-
ment of contracts, and maintenance of integrity of monetary standards).
Defined in this manner, the investment climate determines the returns
from different economic activities.

Much of the analysis presented in this report is based on an Invest-
ment Climate Survey (ICS) of 800 South African firms in 2004. The data
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generated by this survey, developed by the World Bank in 2001, allow
analysis of several factors: 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. Because the ICS is administered in a stan-
dardized manner and targeted at roughly comparable subsectors in
manufacturing, it shows how South African firms perform relative to
their counterparts around the world, and what their constraints are in a
comparative context.2

Over the last decade, South Africa has experienced sustained, albeit
moderate, growth. Investment has been low, in part because public
sector investment has been low and in part because private sector invest-
ment 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.

The president’s initiative has received widespread support, but views
on what factors restrain investment, and therefore how higher rates of
investment might best be accomplished, vary. Competing explanations
include the exchange rate, skill shortages, public infrastructure, high rates
of taxation, business regulation, and health policy.

ICS results show that South African firms face a mostly favorable
investment climate. Power is cheap and relatively reliable, the burden of
regulation is not excessive, corruption is low, ports function relatively
well, access to finance does not appear to be a major problem for most
enterprises, and most people trust the court system. But if the invest-
ment climate is so favorable, why has the private sector’s investment
response not been stronger?

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

In addition, some improvements in the investment climate have
been recent. Interest rates and inflation have fallen (chapter 1), and
corporate tax rates have been reduced (chapter 5). Moreover, these
improvements have occurred within the context of generally increas-
ing profits (chapter 2). Thus, investment rates, although lower than
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would have been expected given the broadly favorable investment
climate, have begun to rise.

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

This chapter examines the macroeconomic environment in South
Africa at the time of survey. It presents a brief examination of South
Africa’s economic growth, examines corporate investment rates, and
reviews the financing of investment, notably through savings. It discusses
two variables with a strong impact on corporate investment: interest
rates and exchange rates. The chapter then returns to the issue of the
lower-than-expected but improving rate of investment.

Economic 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 between 1998 and 2003.3 In 2004 growth was
3.7 percent (Financial Mail 2005, 36). Although the growth rate has
fluctuated, no decrease has occurred in any calendar year since 1993. On
the other hand, growth has not exceeded 4.5 percent in any year. South
Africa 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 that in comparator countries outside Africa, especially
the fast-growing Asian economies (see figure 1.1). Over the past decade,
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Figure 1.1 Cross-Country Comparison of per Capita Growth, 1994–2003
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per capita growth has been over 3 times faster in Thailand and Malaysia
than in South Africa—despite the Asian crisis in the mid-1990s—and
has been nearly 10 times faster in China.4

However, South Africa may be breaking out of its moderate growth
cycle. At the time of the survey, many economists were forecasting higher
growth rates (table 1.1).5 Actual growth, reaching 4.8 percent in 2005
(World Bank 2005b), appears to have exceeded these forecasts.

In the short term, higher growth will be heavily dependent on two
major factors: the value of the rand and maintenance of historically higher
dollar prices for South African commodity exports. However, infrastruc-
tural and skill bottlenecks could occur if 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 1.2). From 1998 to 2003, the primary sectors—manufacturing,
construction, and electricity and water—experienced some decrease.The
share of government services also decreased. The transport and communi-
cations sector and the finance, real estate, and business services sector
increased their shares.

Within manufacturing, the share of labor-intensive sectors (food
and beverages, textiles, clothing and footwear) declined significantly.7

Within the tertiary sector, the government share declined, but the shares
of financial and business services and transport and communications
significantly increased. 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

The investment climate shapes firms’ incentives to invest and individuals’
incentives to save. Investment and savings in South Africa at the time of the
survey are examined below in both a cross-country and historical context.

4 An Assessment of the Investment Climate in South Africa

Table 1.1 Reuters Consensus Forecast for Real GDP Growth for South Africa, 2005–07

2005 2006 2007

Real GDP growth 4.0 3.6 4.0

Highest forecast 4.5 4.3 4.9

Lowest forecast 3.5 3.2 3.1

Source: Reuters Consensus Forecast.



Table 1.2 Sectoral Composition of GDP, 1998–2003

Finance, Community, 

Trade, Transport, real estate, social, 

Manu- Electricity hotels, communi- business personal Government 

Agriculture Mining facturing and water Construction restaurants cations services services services

1998 4.2 6.5 20.1 3.8 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

Sources: Statistics South Africa; Bulletin of Statistics 2004.

Note: National accounts GDP by industry are at constant 1995 prices.
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Fixed Investment
In the 1970s and 1980s, capital investment and employment creation
accounted for most growth. In the 1990s, a decline in employment and
low investment meant 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 (Fedderke 2005, 9).

The International Monetary Fund (IMF), which estimated South
Africa’s potential GDP growth at 3 percent per year, has similarly argued
that increased productivity, rather than growth in labor and capital
inputs, is the main contributor to growth. The IMF contends that
productivity growth arises from the lowering of trade barriers, increased
exposure to international trade, and the private sector’s increased share
in fixed investment that raises the productivity of capital. It identifies
two major constraints on potential growth: the HIV/AIDS epidemic and
the availability of skilled labor (IMF 2004).

In the decade before 1994, investment in South Africa declined by
3 percent per year, but in the next decade, it rose by some 5 percent per
year. However, the overall magnitude of investment—private sector and
government—remained between 15 and 16 percent of GDP.8 Although
comparable to capital formation in Kenya and Senegal (the comparator
countries in Sub-Saharan Africa), this magnitude of investment is lower
than that in Brazil and Poland (the middle-income comparator countries)
and far lower than that in the fast-growing Asian economies (figure 1.2).
Gross fixed capital formation increased by 9 percent in 2003 and
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7.5 percent in 2004 but remained lower than that in the fast-growing
Asian economies.

By contrast with the historical analysis of the longer-term determinants
of economic growth in South Africa, the National Treasury’s analysis
suggests that increased fixed investment has principally driven recent
economic growth (National Treasury 2005, 11). The Treasury indicates
that capital formation will be the principal driver of enhanced growth
and forecasts it to rise far more rapidly than the other components of
GDP (table 1.3).

On the private sector’s part, fixed investment rose from a very low
base between 1994 and 1997. After the emerging market crisis in 1998
and 1999, capital formation by private business enterprises declined
significantly. Since that time, however, investment by private enterprises
has steadily increased (table 1.4). The rise in private sector fixed invest-
ment accelerated significantly during 2004, increasing at an annual rate
of 13 percent in the third quarter. Many sectors have announced big
capital expenditure plans, including mining (notably platinum), automo-
tive and chemicals in manufacturing, retail, real estate, and tourism. This
rising trend appears set to continue.

Through much of the past decade, public fixed investment has been very
limited, and net investment on the part of public corporations has often
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Table 1.3 Macroeconomic Outlook Summary, 2004–07 (percentage change)

2004 Actual 2005 2006 2007

Household consumption 5.9 4.7 3.7 4.2

Capital formation 7.5 7.0 6.2 7.8

Exports 5.0 4.7 3.6 5.7

Imports 12.7 5.9 5.5 5.7

Gross domestic product 3.7 4.3 3.8 4.4

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

Table 1.4 Gross Fixed Capital Formation by Private Enterprises, 1994–2003 (constant

2000 prices)

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

Rand 

(millions) 77,789 86,279 92,974 97,463 95,586 92,559 100,097 106,482 109,118 113,285

% change 

over 

previous 

year — 11 8 5 –2 –3 8 6 2 4

Source: South African Reserve Bank 2002, 2004b.

Note: Includes transfer costs.



been negative. In 2003 the government reversed the secular contraction in
capital spending, particularly on the part of public corporations, announc-
ing its intention to support major new investment projects over the next
five years in many key infrastructure areas—especially electricity and
transport, with an investment of R165 billion planned for Eskom, the
state-owned electricity monopoly, and Transnet, the state-owned trans-
portation entity responsible for rail, air, and ports. The net result is that
private enterprises have played a dominant role in capital formation, as
shown in table 1.5; government began playing a larger role in 2003.

Significant fluctuations in sectoral shares of gross fixed capital formation
have occurred. Shares of manufacturing and electricity, gas, and water
have declined, while the share of transport and communications has
increased (table 1.6).

Despite increases, investment spending remains low. Private investment
spending averaged 12.1 percent of GDP between 1994 and 2003 (Gelb
2001). At 16 percent, gross fixed capital formation is lower than the
government’s “unofficial” target of 25 percent and far lower than that in
the fastest-growing economies in Asia. Such formation is also well below
the levels required to lift South Africa into a high growth bracket.

Optimists point to several factors that could sustain the current accel-
eration and allow South Africa to approach the 25 percent 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 rapidly rising business confidence, which is 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 between 15 and 17 percent
since 1994, as shown in table 1.7. Corporate sector saving, which declined

8 An Assessment of the Investment Climate in South Africa

Table 1.5 Private Business Enterprise Share of Capital Formation, 1994–2003

Percent 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 2002, 2004b.



Table 1.6 Gross Fixed Capital Formation by Type of Economic Activity, 1994–2003

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

Agriculture 4 3.8 4.6 3.8 3.2 3.0 2.9 2.9 3.4 2.9

Mining 9 8.5 8.2 8.7 9.0 9.3 9.9 10.3 11.3 10.4

Manufacturing 23 25 22.9 22.2 20.7 22.3 21.7 22.3 20.8 19.6

Electric, gas, water 7.4 8.1 8.3 7.6 5.5 4.9 3.9 3.7 4.0 4.8

Construction 1 1 1 1.2 1.5 1.4 1.6 1.5

Trade and accommodation 6.5 5.8 5.6 8.4 7.1 7.3 6.6 6.3

Transportation, communications 10 11.5 17.6 14.3 13.3 13.5 13.5 13.6

Finance, real estate, business services 23.9 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 17.5 16.5 16.7 19.4

Source: South African Reserve Bank 2002, 2004b.
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significantly after 1996, has picked up strongly since 2002. Gross saving
by the corporate sector was 11.5 percent in 2003 (South African Reserve
Bank various years).

A lack of savings does not appear to have constrained business invest-
ment. Domestic saving was sufficient to finance capital formation in all
but two years between 1994 and 2003. Corporate savings were sufficient
to fund corporate investment; the corporate sector had an excess of
savings over investment between 1994 and 2001 and a near balance
through 2004 (Gelb 2004, 388).

This situation may change. If there were to be a significant increase in
investment and more especially if this increase were to occur at a time
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 South Africa has had
to rely on foreign resources to finance capital formation. In 2004 foreign
inflows were relatively high, at nearly 4 percent of GDP (South African
Reserve Bank 2004a, 10).

Interest Rates and Inflation

Real interest rates were clearly on the rise by 1994, but after 1998 they
trended downward, apart from a brief spike in 2001. Given that the
rate at which firms borrow is generally declining, the concern of firms
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Table 1.7 Corporate Saving and Gross Saving, 1994–2003 (ratio of gross saving 

to GDP in current prices)

Corporate Ratio of gross

Corporate saving Gross saving saving/gross saving to 

Year (R millions) (R millions) saving (%) GDP (%)

1994 36,750 81,394 45 16.88

1995 35,731 90,568 39 16.52

1996 45,035 99,758 45 16.14

1997 40,367 103,865 39 15.15

1998 32,014 113,127 28 15.24

1999 31,673 129,132 25 15.87

2000 39,918 145,551 27 15.78

2001 27,415 155,678 18 15.26

2002 49,696 198,465 25 16.73

2003 52,166 203,635 26 16.27

Source: South African Reserve Bank download facility Time Series KBP6201J, KBP62031J, and KBP6286J.



about macroeconomic variables relates principally to the exchange rate
(see chapter 5).

Although inflation spiked in 2002–03, before falling in 2004–05, it
was between 5 and 10 percent between 1993 and 2003. Thus, although
not especially high by international standards, inflation in South Africa
remains higher than inflation in the best-performing economies. The
recent improvement suggests that inflation might have less of an impact
in the short term than it has had over past decades.

Exchange Rate

The exchange rate is rated the second most serious constraint to enterprise
operations and growth (chapter 5). Between 2000 and 2002, the trade-
weighted 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 1.4).9

Over the next two years, the rand appreciated against all major currencies,
especially the U.S. dollar. Between 2002 and 2004, in the two years prior
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to the survey, it appreciated 29 percent against the euro, 35 percent
against the British pound, and 67 percent against the U.S. dollar in real
terms. Since mid-2001, the Rand has possibly been the most volatile
currency openly traded in global markets (Gelb 2004b, 8). Because the
precipitous decline and subsequent appreciation of the currency were
contrary to nearly all established economists’ forecasts, businesses made
investment and operational decisions on anticipated exchange rates that
were often wide of the mark.

Conclusion

A generally favorable investment climate has not resulted in higher
levels of private sector investment in South Africa. One possible expla-
nation relates to new capital formation that occurs as a consequence of
new business start-ups.Aggregate fixed investment arises from the invest-
ment activities of existing firms as well as new start-up firms. The World
Bank’s Investment Climate Survey is designed to measure the climate for
established firms; new (and potential) entrants may face very different
obstacles and constraints. For example, considerable anecdotal evidence
suggests that new start-ups have much more difficulty than established
firms in accessing finance at reasonable rates, particularly in the absence
of substantive collateral due to low income and education levels. The
South African system may therefore function relatively well for those
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that have already secured a place within it but not provide the support
needed by new entrants.

A second possible explanation relates to a factor that affects established
firms but that is not readily captured in an ICS (for example, the extent
to which level of market concentration affects firm-level performance
and investment). Some research suggests that the South African economy
is highly concentrated and imposes high barriers to entry (to both
domestic and foreign firms). Although high levels of concentration
reduce firm-level performance, their impact on investment is ambiguous
(Fedderke and Szalontai 2005).

A third possible explanation may relate to 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 rather than investments in the creation
of new capital stock. Financial support for BEE transactions is extensive;
in 2002 finance made available for BEE was estimated at around R40 bil-
lion. 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 significant after
2002; low levels of investment have been of longer duration.

A final possible explanation may relate to specification of a key mag-
nitude: risk. Many studies have pointed to systemic risk as the principal
factor in declining investment and “waiting” behavior on the part of
potential investors (Fedderke 2005). Notoriously diffuse, uncertainty is
subject to informational failures and is difficult to measure. The ICS
specification of systemic uncertainty may be inadequate.

ICS data can provide no definitive evidence to support any of these
potential explanations. However, the survey shows that South Africa’s
investment climate could be improved in many areas. South Africa has wit-
nessed a significant increase in investment activity by the private sector in
response to an improvement in the investment climate. Further improve-
ments should similarly elicit a favorable response in firm performance and
investment. But substantially raising the investment rate to support a major
increase in the growth rate will require the government to consider some
other factors that might have an impact on capital investment.

Notes

1. The term investment climate, broadly defined, includes a country’s unique
attributes or “geography” (climate, endowment of natural resources, distance
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from important markets, and so on), as well as the state of its infrastructure,
economic and social policies, institutions, and governance stability. This report
uses a narrower definition that focuses on the endogenous determinants of
investment—for example, “the policy, institutional, and behavioral environ-
ment, present and expected, that influences the returns, and risks, associated
with investment” (Stern 2002b).

2. In countries where multiple rounds of ICS have been conducted (typically
once every three years), researchers can analyze how firms perform over time
and how policy changes affect them. Further enumeration in South Africa will
enable this analysis to be extended to analysis of the entry and exit of firms in
the sample.

3. South Africa released statistics that revised GDP estimates in November
2004. It revised nominal GDP upward some 3.5 percent. Nominal GDP for
2003 is currently estimated at R1251 billion. Recent growth rate estimates
were similarly revised upward.

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

5. The Treasury forecast is for the economy to grow by an average of 4.2 percent
over the next few years (National Treasury 2005b). In recent statements, the
Minister of Finance has suggested that much higher growth is possible—a
figure of 6 percent has been mentioned.

6. The share of these sectors in manufacturing value added decreased from
23 to 20 percent between 1990 and 2000 (Kaplan 2003).

7. Data are from the South African Reserve Bank download facility Time
Series KBP6282J.

8. The bilateral real exchange rate against the euro is calculated using consumer
price index inflation for Germany.
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The analysis contained in this chapter is based largely on the Investment
Climate Survey (ICS) conducted in 2004 by Citizen Surveys. Surveyed firms
are located in or near South Africa’s major metropolitan areas, 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 for-
mal registered enterprises are included in the sample). Although broadly
representative of formal firms within each sector, the sample is not repre-
sentative of the entire economy. In the absence of appropriate weights,
data cannot be pooled across broad sectors to achieve an economywide
representative sample. For this reason, and because the samples for com-
parator country ICSs cover only manufacturing, data from the three sec-
tors are presented separately.1

As shown in table 2.1, about 75 percent (603) of the 803 firms in the
sample are in manufacturing. About two-thirds of firms in the sample
are based in Gauteng; the remaining firms are based in Western Cape,
KwaZulu-Natal, and Eastern Cape. The sample was mainly composed of
small (10–49 employees), medium-size (50–99 employees), and large
(100–499 employees) enterprises; very large firms (over 500 employees)
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represent about 14 percent of the sample. Few microenterprises (fewer
than 10 employees), especially in the manufacturing sector, are in
the sample.

Most firms were owned either by corporations (that is, other firms) or
by white individuals and families. Only 5 percent of firms were owned
by black or colored individuals or families. The small number of black-
owned firms, however, appears to reflect the distribution of formal firms.
Previous studies have also found relatively few black-owned firms in
these size classes. For example, in a survey of enterprises in Johannesburg
in 1999, 97 percent of informal microenterprises but only 7 percent of
formal micro, small, and medium-size enterprises were black owned
(Chandra and others 2001a, 2002). This pattern appears to have persisted
through 2004.

Productivity

This section analyzes enterprise performance in South Africa by examining
several measures of productivity, including labor productivity, capital pro-
ductivity, and total factor productivity. These measures are compared
internationally and across different types of firms within South Africa.

Labor Productivity
Labor productivity is far higher in South Africa than elsewhere in Sub-
Saharan Africa and even in other middle-income countries where Invest-
ment Climate Surveys have been completed (see figure 2.1). Labor
productivity is more than four times higher for the median manufacturing
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Table 2.1 Characteristics of Sample (803 Enterprises) for Investment Climate Survey

Percent Percent

Geographic distribution: Enterprise size:

Gauteng 63 Micro (1–9 workers) 5

Western Cape 23 Small (10–49 workers) 27

KwaZulu-Natal 9 Medium-size (50–99 workers) 23

Eastern Cape 5 Large (100–499 workers) 31

Very large (500 or more workers) 14

Ownership:

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.



firm in South Africa than for firms in Kenya and nearly three times higher
for firms in Senegal. These two comparator countries were chosen because
their labor (and total factor) productivity are high relative to other coun-
tries in Sub-Saharan Africa where Investment Climate Surveys have been
completed, suggesting that the gap is large 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
Africa than elsewhere in Sub-Saharan Africa.2

Labor productivity in South Africa is also high compared with that in
other middle-income countries where Investment Climate Surveys have
been completed. Labor productivity is about twice as high in South
Africa as in Brazil and Lithuania and is about 25 percent higher than in
Malaysia. Labor productivity is also considerably higher than in China.
Although China’s per capita GDP is considerably lower than South
Africa’s, China has been growing rapidly since the late 1970s.

Although value added per worker is lower in China than in South
Africa, interregional differences between Chinese cities and provinces
are large; productivity is far higher in areas closer to the coast.3 When
South African firms are considered only in relation to firms in the most
productive regions covered in the China ICS, the comparison is less
favorable. Labor productivity is higher in South Africa than in Shenzhen,
the second most productive city in the China ICS, but is slightly lower
than in Hangzhou, the most productive city in the survey.
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Figure 2.1 Cross-Country Comparison of Labor Productivity (in the Garment 

Industry)



South African enterprises might be more productive than enterprises
in other middle-income countries, because South African enterprises
might be concentrated in industries that are especially capital, skill, or
technology intensive. Over the 1980s and 1990s, South African manu-
facturing became increasingly capital intensive4 due not only to firms’
adoption of capital-intensive production methods but also to the expansion
of manufacturing in capital-intensive sectors.5

To control for differences between sectors, figure 2.1 shows labor pro-
ductivity in a single 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 appear relatively productive in the garment
industry, although the differences are less noticeable than they are for
manufacturing overall. Labor productivity is higher for the median firm
in the garments sector in South Africa than in Brazil and Lithuania but
slightly lower than in Malaysia or Poland. Productivity is also higher than
in either of the most productive cities in the China ICS.

South Africa appears worse in these comparisons because of 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 as the U.S. dollar. In the year of the survey, the
South African rand was very weak; the exchange rate averaged over 10
rand per dollar, potentially making value added per worker (and labor
costs and capital intensity) appear artificially low. Between 2002 and
2004 the rand appreciated significantly in real terms, but this effect
might have been muted by the appreciation of most currencies, with
the notable exception of the Chinese yuan, against the U.S. dollar in
real terms.6

Differences among South African firms are significant. In South Africa,
as in most other countries, labor productivity is higher for exporters and
foreign-owned enterprises than for other enterprises (table 2.2). Labor pro-
ductivity is also notably higher in corporate-owned firms (that is, firms
whose main owner is a domestic or foreign-owned enterprise rather than a
family or individual). Differences among firms owned by white, Asian, and
black or colored individuals and families are small.

In contrast to most other countries, where labor productivity increases
with size, South Africa has no noticeable trend with respect to enterprise
size.Although large firms appear more productive than small or medium-
sized firms, they also appear more productive than very large firms. The
latter might have low productivity, because they are in low productivity
sectors. For example, about one-quarter of very large firms are in the
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Table 2.2 Median Productivity by Industry, Size, Export Status, Location, and

Ownership, 2002

Capital per Capital Value added Labor cost 

Capacity worker (book productivity per worker per worker Unit labor

utilization value, rand ) (book value) (rand) (rand) costs

Overall 77.8 36,200 4.1 147,900 77,200 0.45

Sector

Garments 81.5 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 72.3 52,900 4.0 218,800 98,900 0.41

Construction materials 86.2 49,300 4.5 99,500 96,000 0.28

Furniture and wood 77.7 26,700 5.2 114,100 53,800 0.48

Metals 78.9 39,100 4.5 151,500 94,300 0.54

Paper, publishing, 

and printing 78.5 40,100 3.2 166,000 71,100 0.47

Plastics 78.1 35,900 2.9 129,300 68,200 0.42

Machinery 74.8 37,100 7.7 198,800 96,500 0.51

Electrical equipment 79.2 32,700 4.9 183,300 74,600 0.44

Automobiles and 

auto parts 71.4 58,200 1.9 145,900 88,700 0.69

Other manufacturing 77.8 41,300 3.9 172,200 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 3.1 125,800 73,900 0.54

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

Nonexporters 77.9 35,100 4.1 132,000 70,700 0.46

Exporters 77.6 40,300 4.2 187,000 89,500 0.44

Foreign ownership

Domestically owned 77.9 34,800 4.0 135,000 71,700 0.48

Foreign owned 77.3 40,900 4.3 222,200 98,600 0.37

Province

Gauteng 77.4 40,100 4.2 174,700 91,600 0.50

KwaZulu-Natal 81.4 23,500 3.8 113,900 48,800 0.36

Western Cape 77.6 26,300 4.4 91,800 42,700 0.40

Eastern Cape 76.1 54,900 4.1 145,900 66,800 0.44

Ownership

Corporate owned 77.3 43,000 4.4 213,400 98,700 0.39

Individual/family—

black/colored 71.5 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

Individual/family—Asian 76.0 38,300 3.3 105,700 58,100 0.49

Source: Investment Climate Survey.

Note: See figures in this chapter 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 is a mean.



garment industry—a sector with especially low labor productivity. After
controlling for sectoral differences, labor productivity is not significantly
different in large firms and very large firms.7

Although labor productivity is relatively high in South Africa, labor
costs are also high when calculated with data from firms’ income state-
ments (see figure 2.2). The total cost of wages and other benefits is higher
per worker in South Africa than in any of the comparator countries.
In 2002 per worker labor costs were over three and half times higher in
South Africa (about $7,300 per worker) than in Hangzhou (about
$2,000 per worker). Differences in the textiles and garment industries
are smaller than overall differences; in this sector, per worker labor costs
in Malaysia and Poland come close to those in South Africa.

Because per worker labor costs are high, unit labor costs (that is, labor
costs as a share of value added) are higher in South Africa than they are
in China, Kenya, or Senegal (figure 2.3). South Africa has unit labor costs
slightly higher than those in Brazil and Malaysia and slightly lower than
those in the two countries in Eastern Europe.

For cross-country comparisons, unit labor costs have several advan-
tages over comparisons of per worker labor costs in a common 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, both
labor productivity and labor costs will appear high if a firm has a highly
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educated workforce. Overall, these results suggest that labor costs are
relatively high in South Africa—at least relative to Asia, Latin America,
and elsewhere in Sub-Saharan Africa—even after taking South Africa’s
higher productivity into account. Chapter 3 explores these issues in
more detail.

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 is 0.46 (significant at a 1 percent level).
A similar pattern can be seen at an aggregate level in table 2.2. Labor
costs and productivity are higher in exporters, foreign-owned firms, firms
located in Gauteng province, and corporate-owned firms than in other
firms. As with labor productivity, no clear pattern for labor costs by firm
size emerges. Although labor costs per worker are lower for small and
medium-size firms than for large and very large firms, labor costs are
higher for large firms than for very large firms.

Capital Productivity
Enterprises in South Africa appear to be more capital intensive than enter-
prises in most of the comparator countries (figure 2.4). Given average
exchange rates in 2002, the median enterprise in South Africa had almost
twice as much capital as the median enterprise in Shenzhen 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
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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.8

Despite being highly capital intensive (even compared with firms in
other middle-income countries), South African firms’ capital productivity
(value added over capital) remains relatively high. Although this capital
productivity is lower than that of Brazil, Lithuania, and the most pro-
ductive provinces in China—enterprises were considerably less capital
intensive in these countries than in South Africa—it remains higher than
that of Malaysia, Poland, or the rest of China.

In South Africa, as in other countries, exporters and foreign-owned
enterprises appear more capital intensive than other enterprises,
although the difference is modest. But in South Africa, in sharp contrast
to most other countries, small enterprises appear more capital intensive
than larger enterprises. In part, this difference might reflect sectoral dif-
ferences. For example, garment firms are far less capital intensive than
other firms and tend to be very large. After controlling for sector of oper-
ations, enterprises in the different size classes appear similar.9

Enterprises owned by black individuals appear to have less capital per
worker than firms owned by white 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).
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Capacity Utilization
The survey asked enterprise managers to estimate capacity utilization—
how large their firms’ actual production was in 2002 relative to the max-
imum amount that could have been produced with the capital and
workers employed at that time. The average enterprise in South Africa
reported that its capacity utilization was about 78 percent (figure 2.6)—
considerably higher than in most other African countries—including
Kenya, Tanazania, and Uganda (60 percent) and Mali and Senegal (about
70 percent)—and higher than the average for China (about 70 percent).
But capacity utilization in South Africa was lower than that in the
best-performing middle-income comparator countries and in the most
productive provinces in China.

In South Africa, capacity utilization varies little by enterprise size or
other characteristics; it mostly averages between 75 and 80 percent. In
2002 capacity utilization was highest in the construction materials and
garments sectors and lowest in the automobiles and auto parts sectors.

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
(TFP) is a measure of the overall level of firm performance after control-
ling for use of labor and capital. Differences in TFP are those differences
in output that cannot be explained by differences in the amounts of
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labor, capital, or intermediate inputs used. Firms with higher TFP are
more efficient than other firms, because they produce higher output
with fewer inputs.

Table 2.3 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 technical efficiency (how well
the individual firm performs relative to the best firms in the sample) to be
distinguished from random noise (due to shocks or measurement error).10

SSeeccttoorr--SSppeecciiffiicc  PPrroodduuccttiioonn  TTeecchhnnoollooggiieess——The dependent variable is the
natural log of value added, and all regressions control for the enterprises’
use of capital and workers.11 All regressions include sector dummies,
allowing average productivity to differ among sectors. Because enterprises
in different sectors use different production technologies, the coefficients
on labor and capital are likely to differ among sectors. Therefore, the sector
dummies are interacted with capital and labor, allowing sector-specific
production technologies.12 A joint test of the significance of the interac-
tion terms rejects the null hypothesis that the coefficients are equal across
sectors. Therefore, pooling enterprises from different sectors into a single
model without controlling for sector differences related to factor intensity
would be inappropriate.

EEccoonnoommiieess  ooff  SSccaallee——If large enterprises were consistently more produc-
tive than small enterprises, the sum of the coefficients on intermediate
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Table 2.3 Impact of Enterprise Characteristics on Total Factor Productivity

Value added (natural log)

Observations 486 485 484 485 411 465 485 410

Production function

Capital (sales value) 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)

Enterprise 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—Caucasian/

European family/individual 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—Asian family/individual 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 owned 0.0741 0.0375

(dummy) (0.85) (0.40)

(continued )
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Table 2.3 Impact of Enterprise Characteristics on Total Factor Productivity (continued)

Value added (natural log)

Observations 486 485 484 485 411 465 485 410

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 workers –0.0007

who received formal training (0.47)

Percent of skilled workers 0.0016

who received formal training (1.13)

Access to capital

Firm has overdraft facility –0.1237*

(dummy) (1.80)

Firm has bank loan –0.0520

(dummy) (0.81)

Source: Authors’calculations using Investment Climate Survey.

Notes: T-statistics are in parentheses. The dependent variable is a log of value added. Capital is the amount the enterprise would receive if it sold its capital. 

*** Significant at 1 percent level; ** significant at 5 percent level; * significant at 10 percent level. 

Coefficients are reported for firms in the agro-industry sector. In addition, sector dummies and sector-specific production functions are included for 12 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, gar-

ments, and leather). The dummies are interacted with capital, labor, and intermediate inputs to allow sector-specific production technologies. 



inputs, labor, and capital would be greater than one. In that case, total pro-
duction would more than double if the number of workers and the
amount of capital were doubled. In practice, the sum of the coefficients
is very close to one for all sectors, with the exception of garments and
construction materials (table 2.4). Further, the null hypothesis that the
coefficients add up to one cannot be rejected for any of the sectors
except garments at conventional significance levels. By implication, large
enterprises are neither more nor less productive than small enterprises
on average.

OOtthheerr  EEnntteerrpprriissee  CChhaarraacctteerriissttiiccss——In addition to capital and labor, other
enterprise characteristics affect 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. But this finding must be interpreted with caution. Only
four firms in the sample are even partially government owned, meaning
that the results are based on a very 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. On the basis of these coefficients, a firm that

An Analysis of Firm Performance 27

Table 2.4  Test for Constant Returns to Scale

Sum of Test of constant returns to scale

coefficients F-value p-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 materials 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

Source: Authors’calculations using Investment Climate Survey.

Note: Coefficient estimates are from column 8 of table 2.3.



began operating in 1990 would be between 10 and 12 percent more effi-
cient than a similar firm that began operating in 2000.

The positive and statistically significant coefficient on the dummy,
indicating that the firm is 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). Because
the coefficients on the other dummy variables are statistically insignifi-
cant in most specifications, corporate-owned firms would appear to be
more productive than firms owned by all types of individuals or families.
No evidence was found that differences among different types of family-
and individually owned firms are statistically significant.

GGlloobbaalliizzaattiioonn——In column 3 of table 2.3, some additional variables—the
percent of output that the firm exports and a dummy variable indicating
whether the enterprise is foreign owned—are added to the model. The
coefficient on the dummy variable indicating that the enterprise is partly
foreign owned is positive but statistically insignificant. Results are similar
when majority-owned foreign firms and corporate-owned foreign firms,
rather than all firms with any foreign ownership, are examined.

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. On the basis of the coefficient estimates,
firms that export 37 percent of their output (the mean for enterprises
that export) will be about 22 to 24 percent more productive than firms
that export none of their output. Many studies have found similar results
in both developed and developing economies.13

Exporting might result in productivity improvements for the firms
engaged in 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 technologies
or modes of production. But consider an alternate hypothesis. Because
firms have to be efficient to compete in international markets, only firms
that are already efficient are able to export (the “self-selectivity” hypothesis).
Although inefficient firms might be protected from international com-
petition in domestic markets by natural barriers (for example, high trans-
portation 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.

The above hypotheses are not mutually exclusive. Even if efficient
firms are more likely to start exporting, that activity could help them
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further increase their productivity.14 The results from this study cannot
support one of the two hypotheses over the other.

TTeecchhnnoollooggyy——In column 4 of table 2.3, a variable representing information
and communication technology (ICT) use—the percent of workers that
use computers for their work—is included in the model. 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.

Consider an additional ICT-related measure: a dummy variable indi-
cating that the firm uses e-mail to communicate with clients and suppliers.
In other countries in Africa, firms that 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. E-mail appears less important in South Africa than in other
countries in Sub-Saharan Africa, because over 98 percent of South
African enterprises use it, meaning that variation along this dimension
is small.

HHuummaann  CCaappiittaall——In column 5 of table 2.3, several additional variables
representing the firm’s human capital are added to the base regression.
The variables are a dummy 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 fewer than 6 years of education and the
percent of employees who have between 6 and 12 years of education.

Managerial and worker education both affect productivity. Firms with
a manager who holds 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 possessing some tertiary education
are more productive than firms with more employees possessing only
primary or secondary education. 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 a large impact on
productivity, because the coefficients are almost identical. In fact, tests
fail to reject the null hypothesis that the coefficients are equal, suggesting
that the main difference is between firms with more employees possessing
a tertiary education and firms with employees possessing only primary
and secondary education. The results for worker education are not highly
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robust. When they are included, along with the other variables with
statistically significant coefficients (see column 8), their coefficients
become smaller and statistically insignificant.

TTrraaiinniinngg——In column 6 of table 2.3, two variables related to firms’ train-
ing programs—the percent of skilled workers and the percent of unskilled
workers who received formal training in that year—are added to the base
regression. 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, although statis-
tically significant. As a robustness check, these variables were replaced
with a simple dummy variable indicating that the firm offered a formal
training program to its employees. The coefficient on this variable was
also statistically insignificant with a small negative sign.

One possible explanation for this finding is that firms may 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 training programs, as currently designed,
might not be fulfilling their desired purpose.

AAcccceessss  ttoo  FFiinnaannccee——As a final 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 sug-
gests that firms with overdraft facilities are about 12 percent less efficient
than other enterprises.

If firms were starved for credit, the coefficient on this variable would
be expected to be positive. If banks make few loans, better firms would
be expected to be more likely to get them. Even if banks were doing a
poor job of allocating credit to the most productive firms, a positive
coefficient would still be expected if lack of credit was hurting the
performance of firms without access.

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 firms, all other
factors equal—are better able to finance investment and working capital
from 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 such credit.
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In summary, 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 evidence that firms
with training programs are more efficient is lacking. This final result
could be explained in two ways: firms with poorer-quality workers have to
train them more intensively, or current training programs are ineffective.

Profitability

At the enterprise level, profitability is associated with better firm per-
formance. Firms that are more productive and have lower overhead costs
will be more profitable than other firms.15 But at the industry level, high
profitability could also reflect a lack of competition. Firms will be able
to earn higher profits in less competitive markets than in more compet-
itive markets, where profits typically will be competed away.

Macroeconomic evidence suggests that profits declined significantly
before 1994 but that they have risen significantly since then. Overall, the
net rate of profit in the private sector was two-thirds higher in 2001 than
in 1990 (Nattrass 2003, 148). The only sector that saw a small decline in
the net profit rate was manufacturing—one of the three sectors covered
in this Investment Climate Survey. The major increases in profits occurred
in trade, catering, and accommodation and in finance and business services.
With the highest rates of return, these sectors have been growing most
rapidly; consequently, the sectoral composition of the economy will
continue to change.

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 2.7), slightly higher than that of firms in Malaysia
(6.5 percent) and slightly lower than that of firms in Brazil (16.1 per-
cent).16 Because indirect costs and depreciation were unavailable for sur-
veyed firms in Lithuania and Poland, profitability is calculated in a different
way for all five middle-income comparator countries without excluding
these items. The results for Brazil, Malaysia, and South Africa were qualita-
tively similar. Profitability was lower in South Africa than in Brazil—although
the difference was closer than before—and higher than in Malaysia.
Profitability was higher in South Africa than in Lithuania and Poland.

Given that industrial concentration is thought to be exceptionally
high in South Africa, it might appear strange that profitability, while
high, is not completely out of line with profitability in the other middle-
income countries where ICSs have been completed. Two explanations
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are plausible. First, although market concentration might result in excess
profits, other stakeholders might capture them. Consistent with this
idea, Fedderke and Szalontai (2005) find that unit labor costs are higher
in South African industries that are more highly concentrated. If labor
successfully captures a portion of the excess profits, market concentra-
tion might not lead to large increases in profitability. Second, this result
appears to be broadly consistent with research on price markups in
different countries. In particular, one study found that markups in South
Africa appeared to fall within the range of those estimated for other
countries in international studies.17

Exporting

About 34 percent of South African firms exported at least 10 percent of
their output in 2002. The average firm exported about 14 percent of
sales (figure 2.8)—more than the average firm in Brazil and Poland
(7 and 10 percent of sales) but less than the average firm in Lithuania
(28 percent of sales).

South African manufacturing firms lagged behind Malaysia and the
best-performing provinces in China in this respect. Only 15 percent of
Chinese firms were involved in exporting; the average firm exported
11 percent of sales, primarily due to the low export performance of firms
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Figure 2.7 Cross-Country Comparison of Profitability
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in interior provinces. In the most productive provinces included in the
survey, Chinese firms were more likely to export than South African
firms (42 percent in Hangzhou and 58 percent in Shenzhen), and the
average firm in these provinces exported more of its output than the
average firm in South Africa (23 percent in Hangzhou and 48 percent in
Shenzhen). Malaysian firms were also more likely to export, and they
exported a greater share of sales than firms in 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 ICSs 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 African firms differ from exports from other
African firms in another way. South African exporters were more likely
to export outside of Africa (table 2.5). Firms in 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); among industrialized countries, Kenyan firms’
top export destination was the United Kingdom (8 percent). A similar
pattern emerged in Senegal, where the top three destinations were all
neighboring countries in West Africa.

In contrast, 24 percent of South African firms included the United
Kingdom among their top three destinations and 20 percent included the
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Note: Firms are considered to be exporters when they export at least 10 percent of their output.

Figure 2.8 Cross-Country Comparison of Exports
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Table 2.5 Main Export Destinations for Enterprises in the Investment Climate Surveys 

Most important industrialized 

Most important export destinations export destination (percent of 

(percent of exporters that report exporters that report destination

destination is important) is most important 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: Countries are ranked on the basis of the number of enterprises that ranked them among their top three 

export destinations. Not all enterprises reported three destinations.

United States.The top African destination was Namibia, which 19 percent
of firms included in their top three destinations. In this respect, South
Africa is more like China, where the top three destinations were the
United States, Japan, and Germany.

About 55 percent of South African enterprises included at least one
African country among their top three export partners, whereas about 57
percent included at least one non-African country in their top three. Most
firms, however, included only either African countries or non-African coun-
tries among the top three—few counted both African and non-African firms
among their top export destinations. Although 34 percent of exporters
reported at least one Southern African Customs Union (SACU) country
among their top three export destinations and 50 percent reported at least
one non-SACU country among their top three, only 2 percent of firms that
included an Organisation of Economic Co-operation and Development
(OECD) member country among their top destinations also included an
African country in SACU among their top three and only 17 percent
included an African country not in SACU (see table 2.6). 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.

Exports in South Africa increased as a percent of sales between 2000
and 2002. The average firm exported about 12 percent of sales in 2000
and about 14 percent of sales in 2002. The share of firms involved in
exporting also increased—from 30 percent in 2000 to 34 percent in
2002. This increase might suggest that South African firms have become
more competitive, but note that the rand depreciated by about 24 percent
in real terms over this period and depreciated by slightly more against
the U.S. dollar, the euro, and the British pound (about 26 to 28 percent).18
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Because this depreciation makes South African goods relatively cheaper
in dollar terms, exporting might be expected to increase.

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 2.9). Growth
was especially robust for firms that exported primarily to OECD
economies and outside of SACU. Among firms that exported primarily
to OECD economies, exports for the average firm grew by 38 percent
and for the median firm by 34 percent. Among firms that primarily
exported to other countries in SACU, exports grew more slowly when
measured in rand (7 percent for the median firm and 21 percent for the
average firm). Because the currencies of most other countries in SACU
are pegged to the rand, 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).
Therefore, 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.19 Measured in dollar terms, exports

Table 2.6 Export Destinations 

(percent)

With With non-SACU

OECD With SACU African With other

All country in country in country in country in

exporters top 3 top 3 top 3 top 3

With OECD countries among 

top 3 destinations 51 — 3 18 70

With SACU countries 

among top 3 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 countries in top 3 13 — — — —

Source: Investment Climate Surveys.

Note: Enterprises are classified on the basis of countries listed among their top three export destinations. Not all

enterprises reported three destinations.
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Figure 2.9 Average Export Growth, 2000 and 2002

Source: Investment Climate Surveys.

Note: Average export growth rates for all exporters include all firms that export. Average growth rates for exporters

that export only to Southern African Customs Union are average rates for firms that report only SACU countries

among their top three export destinations. Rates for exporters that export only to non-SACU and Organisation of

Economic Co-operation and Development economies are defined similarly.
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actually fell between 2000 and 2002—7 percent for the median firm and
2 percent for the mean firm. Among firms that primarily export to
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 appear inconsistent
with macroeconomic evidence that suggests a relatively large long-run
response. For example, Edwards (2005) finds that a 1 percent increase in
the relative price of exports raises average manufacturing exports by
between 1.8 and 2.5 percent, whereas Edwards and Golub (2004) find
a long-run elasticity of between 1.6 and 2.8 percent. However, 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.
Furthermore, previous work using firm-level data from the Greater
Johannesburg Metropolitan Area has suggested that exports by small and
medium-size South African manufacturers (those with less than 200
employees) responded only modestly to changes in the real exchange
rate in the 1990s (Chandra and others 2001b). The modest response to
changes in the real exchange rate might be due to risk aversion: 30 percent



of the small and medium-size firms in the previous study decided to wait
and see whether the depreciation would be reversed before they altered
production plans or moved away from imports. Because the ICS is made
up predominantly of small and medium-size enterprises—over half the
firms have fewer than 100 employees and nearly three-quarters have
fewer than 200 employees—the response by these enterprises has not
surprisingly been modest.

Notes

1. The report focuses on manufacturing, presenting evidence from other sectors
primarily when results differ across sectors.

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

3. Dollar and others (2005) discuss regional differences in the investment climate
and productivity of China.

4. 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, a
phenomenon 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
of trading patterns have noted that industry in South Africa tends to be more
capital intensive than industry in South Africa’s main trading partners.

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

6. In April 2002, one U.S. dollar was worth about 11.4 rand. By April 2005, it
was 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.

7. 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.

8. There were 2.75 rand per zloty in April 2002, compared with 1.97 in April
2005.

9. In a regression of capital intensity on a series of sector and size dummies, the
null hypothesis that the coefficients on the size dummies are all equal cannot
be rejected.

10. See Kumbhakar and Lovell (2000) for a description of stochastic frontier
models.The model estimated assumes that the technical inefficiency component
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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 alternate 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, ordinary least squares (OLS) and least
absolute deviation (LAD) estimators].

11. Results are similar when using log of sales as the dependent variable and
including intermediate inputs, along with labor and capital, as an input.

12. 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 estimated after adding the sector dummies and interaction
terms to the regression. These coefficients are not reported in the table due to
space constraints.

13. Tybout (2003) and Keller (2003) summarize the literature on this topic.

14. The evidence appears to support both hypotheses to some degree. For example,
several econometric studies that examined whether enterprises improve their
productivity before or after they start exporting have found that productivity
improvements precede exporting, providing support for the self-selectivity
hypothesis [see, for example, Clerides, Lach, and Tybout (1998); Bernard and
Jensen (1999); Liu, Tsou, and Hammitt (1999); Aw, Chung, and Roberts
(2000)]. However, case studies often support the “learning by exporting”
hypothesis. Studies of exporters in 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 onsite plant
inspections, and training for technical and production staff (Westphal 2002).

15. This is true in this data set. The simple correlation between technical efficiency
and profitability is 0.16 and is statistically significant at a 1 percent level. This
remains true after controlling for enterprise size, sector, and age.

16. Due to data considerations, profitability is defined differently from in the
macroeconomic series. Profitability is calculated by subtracting wages and
other labor costs, the cost of intermediate inputs, indirect costs, and depreci-
ation of capital from sales and dividing by sales.

17. See Edwards and van de Winkel (2005). When intermediate inputs were
excluded, markups appeared to be in the lower end of the range; when includ-
ed, markups were in the higher end of the range. A separate study (Fedderke,
Kularatne, and Mariotti 2003) found higher markups when excluding inter-
mediate 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).



18. The trade-weighted real exchange rate is from the International Monetary
Fund (IMF 2005). The bilateral exchange rates are calculated with the formula
from Hinkle and Montiel (1999, 45), using the Consumer Price Index as
measure of inflation.

19. If South African firms make up a relatively 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 the rand.
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 greater quantities. Estimating export revenues in dollars is likely to
underestimate growth in exports to countries such as the SACU economies
that peg their currency to the rand.
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A well-functioning labor market is vital to the success of the government’s
policies to redress historical inequalities and establish a vibrant and globally
competitive economy. This goal is an integral part of the government’s
Growth, Employment and Redistribution program (Government of South
Africa 1996).

This chapter presents firm-level data provided by the personnel
managers of surveyed firms together with individual-level employee survey
data as a basis for a detailed description of the labor market in the manu-
facturing, construction, and retail sectors. It begins with a broad description
of the labor market in these sectors and examines wage-setting behavior,
worker training, and the determinants of employment growth. It concludes
with information on labor regulations in South Africa.

The manufacturing sector accounts for 18.4 percent of nonagricultural
formal employment and 15.4 percent of total employment in South
Africa. 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). Although all
three sectors have experienced aggregate growth, employment growth
has not kept pace with growth in the labor force. An understanding of
the sources of employment growth, wage-setting mechanisms, and the
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impact of labor regulation is crucial to the execution of vital policies in
this arena.

Worker Characteristics

As many as 10 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 major occupation categories: managers/proprietors,
skilled professionals, technical production workers, unskilled production
workers, and nonproduction workers. The manufacturing sector
accounts for 82 percent of the workers in the sample; construction and
retail/wholesale contribute 8 and 9 percent, respectively. The average
worker is 38.5 years old, has 16.2 years of experience, has been with the
current firm for 7 years, and has completed just less than 11 years of
school. Forty percent of the sampled workers are female. This demo-
graphic pattern is uniform across both industry and firm-size categories
within industry.

Table 3.1 shows the demographic characteristics of the modal worker
in each industry. The modal worker is a technician in the construction
sector, an unskilled production worker in manufacturing, and a sales
worker in the retail industry. The modal worker in construction and
retail/wholesale has about two years of postsecondary education,
whereas the modal worker in manufacturing dropped out of school just
before acquiring the high school matriculation degree.

The table includes the average demographic characteristics for a
sample from the 1994 Labor Force Survey (LFS) conducted by Statistics
South Africa. Whereas the average worker in the 1994 LFS is about the
same age as the average worker in the employee sample, the former has
considerably more experience and less education. Inclusion of primary
sectors such as agriculture and mining in the LFS sample most likely
accounts for these differences.1
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Table 3.1 Characteristics of Modal Worker

Sector Age Experience Tenure Schooling

Construction 36.1 14.8 5.2 11.8

Manufacturing 35.9 12.9 5.9 9.8

Retail/wholesale 34.6 12.3 5.2 11.6

1994 labor force 

survey—private sector 35.7 21.0 — 7.7

Source: Authors.



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 interna-
tional market, and regulations are likely to affect changes in employment.
The type of contract between firms and workers depends on collective
bargaining arrangements, monitoring technologies, regulations governing
hiring and firing, and prevailing labor market conditions.

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 nonproduction workers. From these
data, average and median monthly wages per worker were computed.
Table 3.2 shows median monthly wages for each category and industry.

Median wages in the manufacturing sector range from a low 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/wholesale industry, the median monthly wage for each occupa-
tional category is uniform across industry. Managers in the retail/wholesale
industry earn 25 and 17 percent less than their counterparts in manufac-
turing and construction, respectively. Unskilled production workers in all
sectors earn a median monthly wage of between 2,600 and 3,000 rand per
month. The last column of table 3.2 shows that median wages in manufac-
turing are higher than median wages in the two services sectors, probably
because of the skill composition of labor in each of these sectors; a higher
proportion of skilled workers are in the manufacturing sector. This finding
is consistent with estimates from the 2003 Statistics South Africa survey
of enterprises (Statistics South Africa 2003).

Figure 3.1, which shows average monthly wages for skilled and unskilled
workers broken down by firm size class, reveals two striking patterns.
First is a large and persistent skill wage premium across industry and size
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Table 3.2 Firm-Level Estimates of Median Monthly Salary 

(thousands of rand)

Skilled Unskilled 

Managers/ production production Nonproduction

Industry owners Professionals workers workers workers Total

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

Source: Authors.



class. The earnings ratio for managers relative to unskilled production
workers in 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). This skill premium is unusu-
ally high (see international comparisons below).

Second, in all industries and for all occupations, larger firms pay
higher average wages than smaller firms. This association between aver-
age wages and firm size is 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 firms to
24,000 rand in large firms. This wage-firm size association is prevalent,
albeit weaker, among unskilled production and nonproduction workers.

These patterns provide prima facie evidence for the wage-determining
mechanisms in South Africa’s formal labor market. Identifying the pre-
dominant wage-setting mechanisms is essential if policy makers are to
implement effective labor market policies. The wage-firm size and skill
premium patterns observed above suggest three wage-setting mechanisms:
(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 parties is a function of bargaining power. Bargaining power
for workers is high when workers are unionized or when individual
nonunionized workers possess scarce skills. South Africa has historically
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had industrial councils and high levels of unionization (Butcher and
Rouse 2001; Boccara and Moll 1997). For worker-firm bargaining to be
consistent with the firm size-wage patterns observed above, unionization
rates must be higher in large firms, and profit levels or union bargaining
power must be higher for large firms. Table 3.3 presents some evidence
in support of this hypothesis. In all industries, large firms have the high-
est unionization rates. Furthermore, unionization rates are highest in
manufacturing, where 56 percent of the workforce belongs to a union,
compared with 28 percent in the retail/wholesale sector.

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-size firms. For these two pieces of evidence to
support the collective bargaining mechanism, the bargaining power of
unions must be uniform or increase with firm size. Although the
evidence appears to support the collective bargaining mechanism, several
problems arise. First, although unionization rates increase with firm size,
unionization is predominantly concentrated in the unskilled and nonpro-
duction worker categories (see table 3.4, which shows the percentage of
workers unionized by industry and occupation2).

Second, in the traditional wage bargaining model, collective bargain-
ing employment terms are superior to individually negotiated terms. The
wage-firm size pattern should be strongest for skilled and unskilled pro-
duction workers. Instead, a much stronger pattern for management
wages is observed.

Table 3.3 Percentage of Workers Unionized as Reported by Firms

Industry Small Medium size Large Very large Total

Construction 20.5 40.0 34.6 52.5 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 52.7 59.1 65.1 50.4

Source: Authors.

Table 3.4 Percentage of Workers Unionized as Reported by Workers

Managers/ Skilled Unskilled 

Industry professionals production production Nonproduction Total

Construction 6.9 14.7 27.3 14.6 11.6

Manufacturing 7.0 37.3 45.6 22.0 27.7

Retail/wholesale 1.9 7.7 21.1 8.7 7.5

Source: Authors.
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Third, figure 3.1 shows uniform median wages across industry for
skilled, unskilled, and nonproduction workers. This finding is inconsis-
tent with the wage distribution predicted by patterns in profitability and
unionization across the three industries. Industrial councils probably do
not govern this uniformity.

The strong wage-firm size pattern, particularly for management workers,
does not support the traditional wage bargaining model, given that less
than 10 percent of all managers are unionized. Rather, the evidence is
consistent with a hybrid model of individual bargaining for high-skilled
workers and collective bargaining for low-skilled workers. Given wide-
spread firm perceptions that high-skilled labor is scarce, bargaining
power for managers and professionals is high even though wage bargain-
ing in these two occupations is bilateral.3

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. As firms become larger or the nature of the produc-
tion activity becomes 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 losing a job is significant to the
worker’s effort-shirking decision. The cost of losing a job 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 discussion has three implications. First, a wage-firm size
gradient within industry should be observed as monitoring costs rise
with firm size. Second, differences in wages across industry (within firm
size) should be observed as production complexity changes. Third, the
slope of the wage-firm size gradient should be higher for occupations for
which unemployment rates are low. The patterns in figure 3.1 are
broadly consistent with the predictions of this model. Steep wage gradi-
ents both within and across industry are consistent with variation in the
difficulty of monitoring, and wage-firm size gradients are steepest among
occupations with the lowest unemployment rates (Statistics South
Africa 2005).4

These observations can be reconciled by the strength of within-firm
wage distribution fairness norms with regard to remuneration of low- and
high-skilled workers. These norms could reflect collective beliefs about
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the marginal 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.5 For this mechanism to be consistent with the data,
equality norms must be more strongly enforced in small firms, and norms
in manufacturing must be less binding than norms in retail and construc-
tion. However, in the absence of concrete data on attitudes of firms and
workers to wage inequality, this explanation of wage-setting behavior in
South African firms remains plausible.

Finally, many researchers have suggested that trade liberalization,
skill-biased technical change, and emigration of skilled workers are asso-
ciated with the persistent and large gap between high- and low-skill
wages in South Africa (Fedderke, Shin, and Vaze 2003; Bell and Cattaneo
1997; Nattrass 1998; Bhorat 1999; Birdi, Dunne, and Watson 2001;
Brown and others 2002). This possibility can be investigated by examin-
ing the evolution of real wages by occupation/skill level using current
and starting-level wages from the employee survey.

Figure 3.2 shows annual real wage growth rates for skilled and
unskilled workers since 1989. The wage growth series is constructed by
calculating the annualized growth in wages for a worker currently
employed in the same occupation as his or her starting occupation. Also
shown is a time profile (Brown and others 2002) of emigration of skilled
workers to New Zealand between 1989 and 1997.

In the period before 1990, wage growth for skilled workers averaged
just under 5 percent; in the same period, unskilled workers experienced
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little if any wage growth, which is consistent with increasing prices of
skill-intensive goods during the period of import-substitution.

The year 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 phenomenon coincides with the period of increased outflows of
skilled workers. Between 1999 and 2003, unskilled wage growth exceeds
that of skilled wage growth, probably due to trade liberalization, which
has moved product prices in favor of unskilled-labor–intensive products.
These associations are consistent with explanations of the inequality
profile in South Africa over this period. The effects of emigration at the
onset of majority rule and the effects of trade liberalization favoring
unskilled labor widened inequality during the import substitution period
(Fedderke, Shin, and Vaze 2003; Edwards and Behar 2006).

To establish which of these mechanisms is most salient, a regression
framework that controls for potential explanatory variables is needed.
Table 3.5 shows the results of a regression of the log of average monthly
wages for each of the job categories on a set of explanatory variables
meant to capture the mechanisms and processes outlined above. The
regression includes controls for firm size and sector to account for differ-
ences in monitoring costs, as well as foreign ownership, export status, age
and age squared, and share of workers with 10 or more years of schooling
to control for firm quality. Finally, the regression includes the percentage
of workers unionized as a measure of differences in 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 and the
average firm wage is shown in column 5 in table 3.5.

Firm size (the omitted category is small firms) explains a significant
proportion of variation in average monthly wages 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 a firm with fewer than 50
employees. The wage gap is much larger for very large firms, where man-
agers earn nearly 40 percent more. This wage-firm size profile is also
apparent in the determination of unskilled wages; unskilled workers in
very large, large, and medium-size firms earn 32, 26, and 14 percent
more, respectively, than unskilled workers in a small firm.

The relationship between firm size and average wages is consistent
with the efficiency wage theory that predicts higher wages as monitoring
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costs rise. Holding other factors constant, large and very large firms pay
an additional 700 to 900 rand per month for an unskilled worker than
small firms. Although unobservable differences in worker quality cannot
be ruled out, they are unlikely to account for a 25 to 30 percent differ-
ence in the average monthly wage for an unskilled worker.

To test for sensitivity of wages to profitability, total factor productivity
is included in corresponding regressions to the specification shown in
table 3.5. The results suggest that productivity has a strong effect on
wages. The effect is strongest for skilled workers: a 1 percent increase in
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Table 3.5 Determinants of Wages: Firm-Level Estimation

(1) (2) (3) (4) (5)

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 years 0.002 0.004 0.003 0.001 −0.004

schooling (0.002) (0.002) (0.002) (0.002) (0.003)

% workers 10–12 years 0.003 0.003 0.001 0.004 0.002

schooling (0.001)* (0.003) (0.002) (0.002)** (0.002)

% workers >12 years 0.004 −0.003 0.015 0.003 0.008

schooling (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

Source: Authors.

Note: Robust standard errors are in parentheses; * significant at 5 percent; ** significant at 1 percent. Dependent

variable is log (average monthly wage in thousands of rand).



firm productivity is associated with a 0.7, 0.95, 1.8, and 0.7 percent
increase in monthly wages for managers, professionals, skilled workers,
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 the 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 to 12 years of schooling.
A percentage point increase in the proportion of workers with 10 to
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 skills
in the private sector.

No evidence for the profit-sharing mechanism is found. The coeffi-
cient on the proportion of unionized workers, although positive in all
specifications, is only statistically significant in specification 3. The size of
the estimate is also 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 nonunionized 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, all other
factors being equal. 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 less likely to be liquidity constrained and therefore can pay effi-
ciency wages.

The wage-setting mechanism is further explored using individual-
level data from a sample of workers interviewed during the survey
(see table 3.6). Sampled workers were asked to report current wages and
payment frequency. All reported wages are converted into monthly
wages; observations corresponding to the top and bottom 5 percent of
the wage distribution, which are likely to reflect erroneous payment
frequencies, are dropped.

A major source of estimation bias arises if workers with high (unob-
servable) quality match with good firms. To determine the extent to
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Table 3.6 Median Monthly Wages and Average Schooling, Individual-Level 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

Managers/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 nonproduction 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

Source: Authors.



which this worker/firm sorting might be a problem, median monthly
wages and average schooling are tabulated 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.6 As with the firm-level regressions
above, the employee wage firm-size gradient is apparent—most strik-
ingly in the manufacturing sector.

The decision to acquire education or further on-the-job training is in
part determined by labor market returns to these activities. Individual-
level data are used to estimate these labor market returns in a Mincer
framework (Mincer 1974). Employer-employee matched data are
exploited to control for observable differences in firm quality that might
otherwise bias estimates due to sorting.

The results of these estimations are shown in columns 1–7 of table 3.7.
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 in the absence of control for occupational
categories. Controlling for occupation considerably reduces the esti-
mates to 6.5–7 percent, which is comparable to recent estimates of
returns to education in developed economies on the order of 4 to 7 percent
(PURE 2001).

Controlling for other factors, females earn about 14 percent less than
males in the absence of control for occupation. Differences in occupa-
tional categories chosen by females account for a fraction of this gap; a
disproportionate fraction of females work in service and nonproduction
occupations. Including occupation controls reduces the wage gap to 10
to 11 percent.

Using the estimates in preferred specification 4, wages rise with
experience until 22 years and then drop off.

The effect of being in a union depends on a worker’s occupation.
First, as observed in table 3.4, union membership is concentrated among
low-skilled workers. Not surprisingly, the estimates in specification 1, in
which no controls for worker type are included, yield a large and negative
estimate of the union effect. Including worker controls in 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. Nonproduction workers who are
union members earn about 22 percent less than nonunionized nonpro-
duction workers. This result, while perverse, probably reflects a category
aggregation problem. Nonproduction workers include sales staff and
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Table 3.7 Individual-Level Wage Regressions

Dependent variable: Log of monthly wages

(1) (2) (3) (4) (5) (6) (7)

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)** (0.000)** (0.000)** (0.000)** (0.000)** (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)

Worker 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

(0.026)** (0.031)** (0.030)** (0.030)** (0.036)** (0.036)**

Worker is unskilled −1.050 −1.150 −1.148 −1.159 −1.194 −1.198

(0.027)** (0.031)** (0.031)** (0.031)** (0.035)** (0.035)**

Worker service/nonproduction −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)

(continued )



54 Table 3.7 Individual-Level Wage Regressions (continued )

Dependent variable: Log of monthly wages

(1) (2) (3) (4) (5) (6) (7)

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)** (0.074)** (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 dummies Included Included Included Included Included Included Included

Firm size dummies Included Included Included Included

Other controls Included Included Included

Sector dummies Included

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

Source: Authors.
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cleaners. Unionization among the latter is more than three times union-
ization among sales workers. Taking this reality into account, the
estimates also show the traditional positive effect of unions. Unskilled
workers in unions earn between 14 to 18 percent more than nonunion
members.7

Individuals who have received training earn about 16 to 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 of their own training.

Tests of the hypothesis that firm size does not matter are all rejected
at the usual levels of significance, suggesting that even in the presence of
control for observable individual characteristics, an individual in a large
firm earns more than an otherwise similar individual in a small firm.

Both firm- and individual-level regressions provide tentative evidence
that wage-setting behavior in South Africa is motivated by efficiency
wage considerations. To the extent that this is the case, immediately
increased employment growth will not necessarily accompany improve-
ments in firm prospects. The role of labor market regulations is crucial
in this respect. Emphasis should be placed on firms’ capacity to provide
the right incentives to work and to monitor workers’ effort levels.

Employment Growth

Employment growth is at the heart of the South African 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 3.8 shows, overall
growth between 2001 and 2002 is positive for all three sectors; construc-
tion employment growth leads the other two sectors at 13 percent. Job
creation in the manufacturing and retail sectors is uniform between
2000 and 2002 at roughly 4.5 percent per year. Growth in temporary
labor is strong in the manufacturing sector, averaging nearly 7 percent
per year since 2000. Overall, growth in skilled labor matches growth in
unskilled labor.

Job creation rates in 2001–02 are only about half as strong as job
creation from start up to 2002 (figure 3.3). Whether this finding
reflects a current slowdown in the economy or a slowing of growth as
firms become older is unclear. Foreign-owned firms experience annual
average employment growth of 12 percent per year, compared with



about 10 percent for domestically owned firms. Surprisingly, job creation
rates in exporting firms are lower than in nonexporting firms, whether
current or long-term growth is examined.

Figure 3.3 shows employment growth for different types of firms in
the manufacturing sector. The relationship between job creation and
firm size is peculiar. Job creation rates are uniform across small, medium-
size, and very large firms; the fastest job creation rates occur in large
firms, contrary to recent policy attention to the small and medium-size
enterprise (SME) sector (Mazumdar and van Seventer 2004).

Many factors affect the likelihood that a firm will or will not create
jobs, including

• idiosyncratic factors, such as local 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
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Table 3.8 Employment Growth, 2000–02

Permanent Permanent

employment employment Temp labor Temp labor 

growth 2000/2 growth 2001/2 growth 2000/2 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

Total 4.79 5.44 5.48 8.02

Source: Authors.
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• measures of the business environment, such as the extent to which
labor regulation, access and cost of finance, crime, and regulatory policy
produce uncertainty.

Many researchers have suggested that the structure of production in
South Africa has become more capital intensive in recent years
(Fedderke 2005). This explanation is advanced for the persistent and
large skill premium and would imply that high investment rates would
be accompanied by declining job creation. However, figure 3.4 shows
that investment rates in 2001–02 are lower for firms that are decreasing
employment, suggesting that employment reductions are not driven
primarily by substitution away from labor. In support of skill-biased
technical change, declines in the number of unskilled workers comprise
the major part of permanent jobs shed. Figure 3.4 also shows the com-
plementarity between permanent and temporary labor. Permanent job
creation is positively associated with growth in part-time employment.
But why are firms that are creating jobs also hiring temporary employ-
ment? One reason could be that stringent hiring and firing regulations
induce firms to take on temporary labor when they are uncertain of the
permanence of positive shocks. Whereas 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 workers. Firms that create jobs are smaller, with an
average of 250 permanent workers and 40 temporary workers. This find-
ing and the finding that job creation is not necessarily concentrated in
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the smallest firms suggest an important caution in implementing SME
policies. Such policies should not be restricted to traditional notions of
very small firms and should embrace established mid-size firms that
have the capacity to use inputs most efficiently.

With respect to the proportion of firms experiencing declines or
positive changes in employment, no difference between exporters and non-
exporters or between foreign and domestic firms is observed. This finding
suggests that between 2000 and 2002, changes in exchange rates and asso-
ciated export competitiveness were 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. Evidence that
white-owned firms are more likely to experience positive employment
growth is weak. Job shedding is concentrated in corporate firms.

To what extent do business environment variables affect the likeli-
hood of employment growth? Firms’ investment decisions are made on
the basis of expectations about operating constraints. Prominent among
these constraints are business environment indicators that underpin
future costs of conducting business. Firms that perceive higher costs of
doing business are less likely to invest, other factors being constant.

Figure 3.6 shows that 40 percent of firms that shed jobs between
2000 and 2002 report that labor regulations are severe or major con-
straints, compared with 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. This finding implies that several
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business environment indicators are sufficiently salient to be highlighted
by struggling firms.

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. Differences across the two employment growth
categories in the extent to which crime and policy uncertainty constrain
employment growth are not major. Similarly, no evidence that declining
firms experienced a higher intensity of labor regulation is found.

Consider wage setting in the manufacturing sectors of a set of com-
parator countries: Brazil, China, and Poland. Median monthly wages in
Brazil and South Africa exhibit strong wage-firm size patterns, particu-
larly in the highly skilled labor categories. Wages in China and Poland are
generally uniform across firm size, indicating minimal intraindustry wage
differentials. Figure 3.7 shows striking differences in remuneration across
countries. The median wage of a manager of a very large firm in China
is less than the median wage of an unskilled worker in Brazil and South
Africa. This finding highlights an important challenge to the private
sector in South Africa—remaining competitive against labor-abundant
economies such as China while absorbing the large pool of out-of-work
unskilled labor.

Median monthly wages in South Africa are considerably higher than
those in most of the comparator countries. The median wages of unskilled
workers are a driver for foreign direct investment in textiles and other labor-
intensive industries. At US$241 per month, wages for unskilled workers in
South Africa are second only to those in Poland, about four times higher
than those in China.
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Management in South Africa is highly paid relative to other job
categories. Managers in South Africa earn a median monthly wage that is
2.5 and 3 times as large as in 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 countries is
the scarcity of the different categories of labor. Figure 3.8 shows the
median number of weeks required to fill a vacancy for skilled and
unskilled workers.

Firms in Brazil, India, and South Africa need only a median of one
week to fill an unskilled vacancy. To fill a skilled vacancy, firms require a
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median of four weeks in Brazil and South Africa and two weeks in India.
Median vacancy-fill times in Poland for skilled and unskilled labor are
less than one week.

Many commentators have suggested that high levels of emigration of
skilled workers are creating upward pressure on wages for skilled jobs in
South Africa (Brown and others 2003). Assuming that vacancy time is a
good indicator of the scarcity of skilled labor, figure 3.8 does not provide
strong evidence for this claim. Wages could be determined by future
expectations of scarcity, which would be consistent with the link
between emigration and wages.

Training

The shortage of skills is one of the leading constraints reported by
manufacturing firms in South Africa. Training represents one way to
address the scarcity of skilled labor and is crucial to maintaining a compet-
itive labor force, especially in South Africa, where a significant fraction of
the population has low levels of schooling. For this group of individuals,
on-the-job training represents the single most important channel for
augmenting human capital.

Firms in each of the comparator countries were asked to report
whether they provide training to workers and to specify the fraction of
skilled and unskilled workers offered training. The quality of this train-
ing, it should be noted, might differ both within and between countries.

More than 80 percent of unskilled workers receive firm-based training
in Poland, 68 percent in Brazil, and 63 percent in China. Less than half
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of skilled and unskilled workers in South Africa receive such training—the
lowest level provided among the comparator countries (see table 3.9).

However, an examination of the length of training offered by firms in
each of the comparator countries suggests that South Africa does not lag
behind in the amount of training offered. Median training time in South
Africa is 14 days, compared with about 3 days in Brazil and 2 days in India.

Sampled workers were asked whether they had received training and
how the training was financed. Figure 3.10 reveals a discrepancy in the
numbers reported by personnel managers and those reported by individ-
ual workers. Just over 80 percent of sampled workers report having
received no training. The financing of training is borne by firms across all
size categories. Small firms rely on training provided outside the firm,
whereas large firms provide some internal training.

The data at hand do not permit an examination of the external
sources of training accessible to firms. Given the large fraction of work-
ers who have received no training, training agencies set up by govern-
ment (SETAs) are crucial in raising human capital levels in South
African industry.
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Table 3.9 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

Source: Authors.
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Table 3.10 shows the results of a firm-level Probit estimation of the
correlates of the likelihood that a firm offers training to workers. Firm
size emerges as a major determinant of firm training. Firms with 50 to
99 workers are 20 percent more likely to provide training than small
firms; firms with more than 500 workers are 20 percent more likely to
provide training than firms with 50 to 99 workers.8 Measures of firm
quality are strongly associated with the likelihood that a firm provides
firm training. A firm that exports is 10 percent more likely to provide
training, all other factors remaining the same. Furthermore, foreign-owned

Characteristics of the Labor Market 63

Table 3.10 Determinants of Likelihood That Firms Provide Training

Dependent variable: Firm offers training indicator

(1) (2) (3) (4)

Medium size (50–99 workers) 0.205 0.191 0.196 0.161

(0.042)** (0.045)** (0.046)** (0.049)**

Large (100–499 workers) 0.311 0.301 0.293 0.287

(0.039)** (0.040)** (0.044)** (0.045)**

Very large (>500 workers) 0.392 0.390 0.387 0.367

(0.037)** (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)** (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 −0.002 −0.003

of schooling (0.001) (0.001)*

Percentage of workers with 10–12 years −0.002 −0.002

of schooling (0.001) (0.001)

Percentage of workers with > 12 years 0.001 −0.001

of schooling (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

Source: Authors.

Notes: Robust standard errors are in parentheses. * significant at 5 percent; ** significant at 1 percent.



firms are about 15 percent more likely to provide training than similar
nonforeign-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 that training is provided. Why? Perhaps
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 to 9 years of schooling reduces by 3 percent the likeli-
hood that training will be provided.

Table 3.11 suggests that demand, cost, and access are the most impor-
tant reasons for not providing training. Eighty-five percent of the firms
that do not provide training report that training is unnecessary, because
workers can learn on the job; 32 percent report that they cannot afford
training; 27 percent report that government incentives are insufficient to
induce firm-based training; 13 percent report that workers are uninter-
ested in acquiring training; 10 percent report that appropriate training
facilities are lacking; and 9 percent report that they cannot identify com-
petent trainers to provide internal training.

Labor Regulation

Surveyed managers were concerned about the impact of labor regulation
on their enterprises’ operations and growth. Thirty-three 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 viewed as major or very severe obstacles.
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Table 3.11 Reasons That Firms Do Not Provide Training

% firms reporting reason

Variable 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 7.3

for external training

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

Workers 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

Source: Authors.



Previous research has stressed the potential impact of labor regulations.
First, a paper on constraints to growth and employment shows that 10 to
15 percent of a sample of SMEs in South Africa reduced employment as
a result of the country’s four major labor regulations (Chandra and others
2001b). Firms also reported less hiring, substitution of capital for labor, use
of temporary labor, and subcontracting (Chandra and others 2001b).
Second, a study on the regulatory environment in South Africa noted that
firms take 2.7 months on average to retrench an entry-level employee.
They spend R 9,000 to hire and R 2,160–2,900 to fire a least-skilled
worker. Partly as a result, 40 percent of firms hired fewer workers, used
more machinery, hired temporary staff, or subcontracted (Hudson 2003, 6).
Lastly, the 2003 South Africa Human Development Report discusses a
policy bias during apartheid toward capital intensity. This bias took the
form of corporate tax incentives, depreciation allowances, tariff rebates,
debt financing, subsidized interest rates, and provision of utilities and infra-
structure. Since 1994 policies have continued to promote capital intensity
at the expense of employment (UNDP 2003).

Burden of Labor Regulation in the International Context
A comparison of South African regulations with regulations in the
middle-income comparator countries and countries of the Organisation
for Economic Co-operation and Development (OECD) helps illuminate
how burdensome the former are for South African businesses. The
Doing Business database, maintained by the World Bank, includes sev-
eral indexes that measure the rigidity of hiring and firing regulations
and the cost of firing (World Bank 2004d).9 The difficulty of hiring
index for South Africa is 56, which is higher than that for all of the
comparator countries except Brazil and higher than the average for the
OECD economies. Given that higher values indicate more restrictive
regulation, hiring regulations would appear to be relatively strict in
South Africa.

A similar picture emerges for firing restrictions. The difficulty of firing
index for South Africa is 60, higher than that for all the comparator
countries except Brazil and higher than the average for the OECD
economies. However, on one particular measure, the cost of firing an
individual in weeks of wages, South Africa performs better. The cost in
South Africa is 38 weeks, lower than the average for the OECD
economies 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
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indexes than the OECD countries do. To the extent that South African
industry needs to compete with industry in advanced economies, rather
than with sometimes poorly performing firms elsewhere in Africa, this
assessment is sobering.

South Africa Labor Market Regulations
Four pieces of legislation were passed after apartheid to govern a new
labor market in South Africa: the Labor Relations Act (LRA), the Basic
Conditions of Employment Act (BCEA), the Equity Employment Act
(EEA), and the Skills Development Act (SDA). The more recent
Black Economic Empowerment Act (BEE) also affects the country’s
labor market.

LLaabboorr  RReellaattiioonnss  AAcctt  ooff  11999955—The LRA of 1995, the first of the four bills
passed, remains the most comprehensive piece of labor legislation. It cov-
ers employee rights, collective bargaining and union rights, strikes and
lockouts, workplace forums, dispute resolution, dismissals, and other gen-
eral provisions. The LRA stipulates situations in which a dismissal would
be classified as unfair. Section 188 states that a dismissal is not automati-
cally unfair but is unfair if the employer fails to prove that the reason for
dismissal is a fair reason.Thus, the burden of proof lies with the employer.
The Schedule 8 Code of Good Practice for Dismissal lists the three
grounds for legitimate termination or fair dismissal: employee conduct,
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employee capacity, and operational requirement of the business. The
employer must prove that the dismissal procedure was fair.

For conduct and capacity reasons, the employer may request a coun-
cil, accredited agency, or commission to arbitrate allegations concerning
the conduct or capacity of an employee. The council, accredited agency,
or commission must appoint an arbitrator on receipt of payment by the
employer. The LRA does not clarify whether this arbitration is required
or optional. If optional, also unknown are how often arbitration occurs,
how costly it is (time and money), and how long it takes. Clarification of
all of these points would allow researchers to better assess the degree to
which the LRA contributes to labor market rigidities associated with
employee firing on conduct and capacity grounds.

When the employer dismisses an employee for operational reasons,
the employer must consult with any groups required under any collec-
tive agreements. If no collective agreement is in place, the employer
must consult with affected workplace forums or trade unions. If these do
not exist, the employer must consult with the affected employees or
their representatives. In these consultations, the groups must attempt to
reach consensus on measures to avoid, minimize, change the timing of,
and mitigate the adverse effects of dismissals. They must also seek con-
sensus on the methods for selecting employees to be dismissed and for
determining severance pay. The employer must issue written notice
inviting employees to be dismissed to consult with it and must disclose
all relevant information, including reasons for dismissal, alternatives con-
sidered and reasons for rejecting each alternative, number of employees
affected within the employees’ job category, projected time of dismissal,
proposed severance, proposed assistance to affected 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 repre-
sentation; if it disagrees, it must state the reasons for disagreeing. The
selection process for dismissed employees must be agreed to or be based
on fair and objective criteria. How often the dismissal process for oper-
ational reasons takes place, how much it costs, and how long it takes
remain unclear.

The Code for Good Practice details procedures recommended before
an employee dismissal. They include presenting the allegation to the
employee and allowing him or her to prepare a response, disciplinary
action, and establishment of a probation period. If a labor court or an



arbitrator finds the dismissal to be unfair, it may order reinstatement of,
reemployment of, or compensation to the employee. These provisions
favor the employee by placing the burden of proof, and much of its cost,
on the employer.

BBaassiicc  CCoonnddiittiioonnss  ooff  EEmmppllooyymmeenntt  AAcctt  ooff  11999977—The BCEA of 1997 covers
working time, leave, remuneration, termination, child and forced labor,
sectoral determinations, and monitoring and enforcement. Termination
and monitoring are particularly relevant in the present discussion. In the
case of a termination, an employee must be notified before dismissal. For
an employee who has been with the business four or fewer weeks, one
week’s notice is required. For an employee with tenure greater than four
weeks but less than one year, two weeks is required. For an employee with
tenure of one or more years, 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 of Labour can appoint any person in
public service as a labor inspector. Labor inspectors promote, monitor, and
enforce labor regulations. They may enter workplaces at any reasonable
time without warrant or notice to question employees and employers and
inspect the operations of the business. The act specifies no minimum or
maximum number of inspections per business.

EEmmppllooyymmeenntt  EEqquuiittyy  AAcctt  ooff  11999988—The EEA of 1998 covers the 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, or birth.The burden
of proof in 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 identification and elimination of employment barriers that
can adversely affect designated groups, as well as measures to advance
diversity, to make reasonable accommodations to ensure that designated
groups have equal opportunities and are equitably represented, and to
ensure representation of suitably qualified people within all occupa-
tional categories, as well as to provide for retention and development of
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said groups. Aside from these measures, employers must consult with
employees, conduct analysis to identify barriers, assess diversity levels
within occupational categories, and prepare and implement an employ-
ment 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 a reasonable time-
frame, 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. Per the 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 dispropor-
tionate differentials exist, employers must take measures to reduce these
differentials subject to guidance given by the Minister of Labour.
Reduction of differentials is likely to lead to some wage inflation.

SSkkiillllss  DDeevveellooppmmeenntt  AAcctt  ooff  11999988—The SDA of 1998 is geared toward
improvement of South African labor force skills through a levy-grant
scheme. Difficulty in claiming back the levy has led many small busi-
nesses to view the scheme as a tax.

BBllaacckk  EEccoonnoommiicc  EEmmppoowweerrmmeenntt  AAcctt  ooff  22000033—The BEE goes beyond the
affirmative action of the EEA by setting goals for changing the racial
composition of ownership and management structures of existing com-
panies and new enterprises. The BEE allows institutions to pursue the
goals in accordance with their BEE plan and the codes of good practice
stipulated in the act.

Work Permits
Given the relatively high pay levels for managers and skilled professionals,
regulations that affect the ability of firms to employ foreign workers are an
important consideration in the present discussion. In general, hiring foreign
workers in South Africa is difficult. Work permits will normally not be
granted for foreign workers to pursue work for which locals are qualified.
However, such workers are welcome if they possess skills that are scarce in
South Africa or if they intend to start a business that will result in an infu-
sion of capital from abroad, the manufacture of goods for export, or the
employment of South Africans.10



The South African Department of Home Affairs examines the
following information from employers wishing to obtain a work permit
for a foreign national:

• 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 that 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 a local unit can be trained to fill the position, even if a foreign
specialist must undertake the task of training for a limited time;

• whether the applicant appointed or to be appointed possesses any
exceptional qualifications, training, and experience not obtainable in
South Africa; and,

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

The department further stipulates that the applicant must possess a
firm offer of temporary employment of a clearly defined maximum
duration and that the applicant’s proposed position is commensurate
with the applicant’s qualifications. Professionally qualified persons must
register with the appropriate South African bodies. Finally, the applicant
must pay a tariff equal to R1 520 ($169 / €152).

Conclusions

Average wages in the manufacturing sector are higher than in the con-
struction and retail sectors, largely due to the composition of skilled
labor. Average wages within occupation are uniform across sectors.

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

Firm size and productivity are significantly associated with wages
for management and unskilled workers. These findings are broadly
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consistent with payment of high wages when effort is difficult to
observe and with relatively great bargaining power for managers with
respect to productivity gains.

Returns to schooling are high. An extra year of schooling is associated
with a 7 percent rise in monthly earnings. The gender gap in earnings is
substantial; women earn about 11 percent less than men, all other factors
being equal.

Returns to training are high. A worker who has received some training
earns about 20 percent more than a worker who has received no training.
Although this result is likely 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 received
insufficient schooling. In addition, high wage levels in South Africa mean
that firms must provide rigorous and continuous training to secure and
maintain a competitive advantage. SETAs must dramatically improve
their performance if they are to meet the training needs of industry.

Notes

1. Although the 1994 sample includes workers in the agricultural, mining, and
informal sectors, the sample of workers used here may not be representative
of the labor force in manufacturing, trade, and construction because of an
unrepresentative sample of workers in the sampled firms or the employment
of nontypical workers by firms in this survey.

2. The numbers used to construct this table come from the employee survey.
The differences in the unionization rates arise from the fact the data in table
3.3 are derived from the personnel manager at the firm level, whereas the
data in table 3.4 are derived from interviews of sampled workers. Sampling
and reporting biases could generate the discrepancy observed.

3. Managers and professionals might be paid higher wages to stay out of unions
(Pencavel 1995; Lewis 1963).

4. In March 2005 the unemployment rate of white males was 4.4 percent,
compared with 26.7 percent for black males. These numbers are indicative
of the unemployment rates for skilled and unskilled occupations (Statistics
South Africa 2005). More recent research suggests that nearly 80 percent of
all firms find it hard or very hard to find managers or professional workers.
Only 5 percent of firms surveyed found it hard to find laborers (Bhorat and
Lundall 2004).

5. The debate on the extent to which premarket and labor market discrimination
has diminished since the onset of majority rule is quite active. Moll (1991)



finds evidence of a reduction in earnings and participation discrimination,
whereas Rospabe (1999) presents evidence suggesting a slight increase in
unexplained differences in participation and wage earnings.

6. Unobservable differences in schooling quality could remain. However, the
data at hand cannot resolve this question.

7. This estimate is at the lower end of estimates by Mwabu and Shultz (1998)
but is closer to estimates by Butcher and Rouse (2001).

8. A test of a null hypothesis that firm size does not matter is rejected at the
1 percent level.

9. Note that calculation errors in an earlier version of the World Bank’s Doing
Business database and a change in methodology resulted in misclassification
of South Africa in early versions of the database. These errors have been
corrected in the more recent Doing Business reports.

10. See South African Department of Home Affairs, available at http://www.home
affairs.gov.za/service_detail.asp?id=113.

72 An Assessment of the Investment Climate in South Africa



Enterprise managers often view 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 (World Bank 2004b). In
most Sub-Saharan African countries, firms rate access and cost of finance
among their top five investment-climate–related problems.1

Finance as an Obstacle to Enterprise Operations and Growth

In contrast to firms in other countries, firms in South Africa rated neither
access to finance nor cost of financing as serious obstacles to enterprise
operations and growth. Fewer than 20 percent of enterprises rated either
as a major or very severe obstacle. Firms rated access to finance 8th and
cost of financing 11th among the 18 constraints queried in the survey. By
comparison, over 50 percent of enterprises in the middle-income com-
parator countries of Brazil and Poland rated cost of financing as a major
obstacle, and over one-third rated access to finance as a major obstacle
(see figure 4.1). In Kenya and Senegal, over 40 percent of firms rated
access to finance and over 60 percent rated cost of financing a serious
obstacle. Even in China, the comparator country closest to South Africa
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in this respect, about 20 percent of enterprises rated access and cost of
financing as major constraints.

Are objective data from the Investment Climate Survey (ICS) consistent
with this finding? In some respects, South Africa performs well on objec-
tive measures of the cost of finance (figure 4.1). The median nominal
interest rate on enterprises’ most recent loan was 11 percent—lower than
in Poland (12 percent), Senegal (12 percent), Kenya (15 percent), and
Brazil (40 percent). Although nominal interest rates were lower in China
and Lithuania (about 5.5 percent in both cases), inflation was also lower
in these countries. In 2002 and 2003, inflation was 0 and 1 percent, respec-
tively, in Lithuania and −1 percent and 2 percent, respectively, in China.
By comparison, inflation in South Africa was 10 percent in 2002 and 6
percent in 2003.2 In summary, real interest rates appear to be relatively
low in South Africa compared with those in other middle-income coun-
tries and other countries in Sub-Saharan Africa. This finding is consistent
with the perceptions-based data that suggest that most enterprises in
South Africa do not view the cost of financing as a serious obstacle.

The next question is whether objective data on access to finance
support the view that access is also relatively good in South Africa.
Although South Africa’s performance appears similar to that of other
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middle-income countries, arguing that South Africa outperforms them
on this dimension is hard.

Figure 4.2 shows the percent of firms with overdraft facilities and the
percent of new investment that firms finance with funds from local and
foreign commercial banks. In general, South Africa performs relatively
well, although it does not outperform other countries. About 70 percent
of South African firms have overdraft facilities, higher than firms in
China (25 percent), Lithuania (26 percent), or Senegal (58 percent) but
lower than firms in Brazil or Kenya (both about 74 percent).

South African firms finance about 17 percent of new investment with
funds from local and foreign commercial banks. This percent is higher
than in Lithuania (12 percent) and Brazil (14 percent) and lower than
in Senegal (18 percent), Poland (19 percent), Kenya (32 percent), and
China (42 percent). About 36 percent of firms in South Africa had a
bank loan, compared with about 39 percent of firms in Kenya, 40 percent
in Senegal, and 58 percent in China. In Hangzhou, one of the fastest-
growing Chinese cities, nearly 70 percent of firms reported having bank
loans. Although 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. South African firms rely on trade credit to finance nearly
12 percent of their working capital needs (see figure 4.3). This percent
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is higher than in any of the comparator countries except Brazil and
Kenya. South African firms are also more likely to sell goods on credit
than firms in any of the comparator countries except Brazil.This reliance
on trade credit and willingness to extend credit to other firms suggests
that South African 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. This finding is consistent
with evidence that South African firms trust the court system to uphold
their property rights and enforce contracts.

Firms with loans were not particularly concerned about financing. Only
17 percent of these firms rated access to finance and only 22 percent rated
cost of finance as a serious obstacle. But many firms without loans were
also unconcerned. About 25 percent of South African firms reported
that they had never applied for a loan (figure 4.4). These firms were
even less likely than firms with loans to rate access or cost of financing
as 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 a loan, most of these firms reported that they did not need a
loan (72 percent), that they received financing from their parent company
(10 percent), or that they did not want to incur debt (10 percent). These
findings suggest that many of the firms that have never applied for a loan
are relatively credit unconstrained.
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About 6 percent of firms reported that they had had a loan application
rejected, but many of these firms also reported having loans. About
2 percent of firms reported that they currently had no loan and that they
had been rejected for a loan. The latter firms were far more likely to
report access to finance and the cost of finance as problems—35 percent
reported that access was a serious obstacle, and 41 percent reported that
the cost of finance was a serious obstacle.3

The remaining 37 percent of firms had had loans in the past but not
currently. These firms were not especially 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 cost as a serious obstacle.

In summary, although South African firms do not appear to use bank
financing as much as firms in 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 view access or the cost of financing as a serious
obstacle. The low use of bank financing appears to be due to low demand.
Most firms that had never applied for a loan reported that they neither
wanted nor needed one, and few firms had been rejected for a loan.
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b. Reasons for never applying for a loan
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rejected for a loan at some point. Firms that have been rejected but currently have a loan are classified as having a

loan. The “rejected”category potentially includes firms that currently have no loan but that had one in the past and

were rejected before their previous loan. In figure b, “financed by parent”means that the firm reports receipt of fi-

nancing by parent company or holding company. Numbers do not add to 100 percent because multiple answers

were possible.



Perceptions about Access to Finance by Firm Type

Access to and cost of financing varies across firms. For example, foreign-
owned firms in developing countries are often less likely to obtain
financing from domestic sources than domestically owned firms.
Instead, foreign-owned firms rely on their parent company for financing.
Figure 4.5 shows the percent of firms in different categories that rated
access and cost of financing as major or very severe obstacles to their
operations and growth.

Several interesting patterns emerge from these data. First, small and
medium-size firms are more likely to rate access to finance as a serious
constraint than larger firms, but no similar pattern for cost of financing
was found; very large firms were as likely to complain about the cost as
firms in 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. Exporters were also less likely to view
access and cost as serious obstacles. Audited firms were far less 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; no
pattern emerged with respect to cost of financing.

Corporate-owned firms were far less concerned about both access
and cost than firms owned by individuals and families. One plausible
explanation is that corporate-owned firms rely heavily on their parent
companies or holding companies for financing.
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In general, white-owned firms were less likely than black- or Asian-
owned firms to rate access and cost as serious concerns.4 Do the facts
that black- and Asian-owned firms tend to be smaller (on average, 110 and
118 employees, respectively) than white-owned firms (128 employees) and
to be younger (on average, 19 and 15 years, respectively) than white-owned
firms (23 years) explain the difference in perception? To test this hypothesis,
multivariate regressions of perceptions about access to finance were run on
dummy variables indicating ownership and control variables. After control-
ling for size, export status, foreign ownership, presence of audited accounts,
managers’ years of education, and the age of the firm, the difference
remained statistically significant for both black- and Asian-owned firms in
the regression for access to finance. In the regression for cost of financing,
the coefficients remain positive, indicating that black- and Asian-owned
firms believe that the cost of financing is a greater obstacle than white-
owned firms, but are statistically insignificant. Although the coefficient is
statistically insignificant, the small number of black- and Asian-owned firms
makes statistically significant results difficult to find (table 4.1).

Although the results of the multivariate regressions are consistent with
the idea that black- and Asian-owned firms suffer from discrimination,
other explanations are also plausible. These include the omission of
unmeasured differences between different types of firms and owners,
such as the availability of collateral or the education or business experi-
ence of the management team. Moreover, because Africans were actively
discriminated against under the previous regime, the analysis’ inclusion of
some objective indicators such as years of education might not provide an
adequate control if quality of education differed by race.5

Another possible reason for the differences in the perceptions of
black- and Asian-owned firms on the one hand, and white-owned firms
on the other, is that these differences might not accurately mirror objective
indicators. Perceptions tend to change slowly over time, whereas the
underlying objective indicators might change more quickly. To investigate
the validity of this explanation, the analysis must be extended to several
objective indicators of financial sector performance.

Objective Indicators on Access to and the Cost of Finance

Whether or not a firm views access to and cost of financing as serious
obstacles will depend in part on how good the firm’s access is (that is,
whether it can get a loan). But other factors will also affect the perception.
For example, firms owned by larger holding companies might be 
less concerned about access to finance, because they can get better terms on
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loans or because they have less need for outside financing. If they can
rely on their parent company for investment when they need financ-
ing, they might perceive access to be a lesser concern even if they are
no more likely to get a bank loan than a similar firm owned by a fam-
ily or individual. Similarly, they might be less concerned about the cost
of financing (that is, interest rates) if they have access to cheap financ-
ing from their parent company.

On some measures, little variation across firm types is observed. For
example, the median firm in all categories reported that collateral equal to
100 percent of the loan value was required to get a loan. In addition, the
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Table 4.1 Impact of Ownership on Perceptions about Access to 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) (0.04) (0.03) (1.32) (1.33)

Company has audited accounts 0.0535 0.0465 0.0942 0.0936

(dummy) (0.16) (0.14) (0.35) (0.35)

Manager

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)

Ownership

Corporation –0.4381*** –0.4422*** –0.2881** –0.2898**

(dummy) (3.53) (3.57) (2.52) (2.54)

Non-European individual/family 0.4704*** 0.2296

(dummy) (3.01) (1.52)

African individual/family 0.6926*** 0.3306

(dummy) (2.59) (1.15)

Asian individual/family 0.3423 0.1508

(dummy) (1.60) (0.76)

Colored individual/family 0.5185*** 0.3232

(dummy) (2.92) (1.45)

Pseudo R-squared 0.05 0.05 0.02 0.02

Source: Authors.
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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. On other measures, variation across firm types is observed.

Age and Firm Size
Although younger firms were more likely to view access to finance as a
constraint, they were also more likely than older firms to have bank loans
(46 percent of firms younger than 5 years old, compared with 37 percent
of firms older than 10 years) and to finance a greater amount of working
capital through bank financing (table 4.2). These numbers probably
reflect the fact that younger firms often are less able to finance invest-
ment and working capital through retained earnings and that they often
have greater investment needs in the short term. Consistent with these
likelihoods, younger firms were over twice as likely to have been rejected
for loans (11 percent of firms less than 5 years old compared to 5 percent
of firms over 10 years old), and the median firm under five years old paid
fractionally higher interest rates than older firms (11 percent compared
with 10 percent).

Compared with smaller and larger firms, medium-sized firms were less
likely to have loans and overdrafts. In addition, they financed less of their
working capital through banks (table 4.2). This pattern is different from
that observed in most countries, where smaller firms are less likely than
larger firms to have bank financing. For example, in Senegal only about
40 percent of small firms had a bank loan, compared with nearly two-thirds
of large firms (figure 4.6). Similarly, in China about one-third of small firms
had a bank loan, compared with nearly three-quarters of very large firms.

The reason is not that larger firms have lower demand for bank
financing. Compared with small firms, very large firms were almost as
likely to report being rejected for a loan and were nearly as likely to have
applied for a loan. The median very large firm reported lower interest
rates than smaller firms—but only slightly lower.

Internationalization
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 4.2). In addition, they
financed less of their working capital with bank financing (14 percent
compared with 17 percent for domestically owned firms). The main
reason may be that foreign-owned firms have lower demand for bank
financing. They were less likely to have ever applied for a loan (58 percent
compared with 78 percent for domestically owned firms); none had been
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rejected for a loan. 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 firms involved in exporting had fewer loans or overdraft facil-
ities than nonexporters, the difference was not large. They were also less

Table 4.2 Financing by Type of Firm

Percent of 

Percent Percent working 

ever Percent Percent ever Median capital 

applied for with with rejected interest financed 

for loan loan overdraft for loan rate (%) through banks

All 75 38 68 6 11 16.5

Firm Size

Small 79 39 73 7 11 17.2

Medium size 73 31 66 9 11 15.2

Large 75 40 64 3 11 16.8

Very large 74 39 75 6 10 16.5

Internationalization

Nonexporter 76 38 68 7 11 17.3

Exporter 73 37 67 4 10 14.8

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 10.5 20.4

African 70 40 75 10 11.5 12.3

Age

Less than 5 years 71 46 60 11 11 21.1

5–10 years 69 34 69 5 10.0 14.8

Over 10 years 78 37 70 5 10.5 15.9

Province

Gauteng 78 35 65 6 10.5 14.0

KwaZulu-Natal 71 38 68 13 11.5 22.1

Western Cape 76 45 77 4 11.0 22.1

Eastern Cape 53 33 72 8 10.8 12.3

Source: Authors.



likely to finance their working capital needs through the banking sectors.
In this case, the difference is more noticeable; exporters on average
finance 15 percent of working capital needs through the banking system,
whereas nonexporters finance about 17 percent. Exporters were also less
likely to use trade credit. Similar patterns hold for new investment. As a
result, exporters rely more heavily on retained earnings to finance both
working capital and new investment (69 and 64 percent, respectively)
than nonexporters (64 and 55 percent, respectively).

Accounting
Firms without audited accounts were far less likely than firms with
audited accounts to have loans and overdraft facilities and were far
more likely to have been rejected for a loan—11 percent compared
with 6 percent (table 4.2). Ninety-seven percent of firms had audited
accounts, which is high compared with firms in other middle-income
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
Compared with firms owned by individuals or families, firms owned by
other corporations were far less likely to have loans or overdrafts
facilities, and they financed less new investment and working capital
through bank finance (table 4.2). They were also far less likely to have
ever applied for a loan. Only 65 percent of corporate-owned firms had
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ever applied for a loan, compared with 83 percent of firms owned by
individuals or families.

Corporate-owned firms’ apparent lack of reliance on bank financing
does not appear to owe to the firms’ inability to obtain loans. Only 
2 percent of corporate-owned firms reported ever being rejected for a loan,
and most firms that had not applied for a loan reported that they did not
need one, 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 a loan said that they had inadequate collateral;
2 reported that they were already heavily indebted.

Consistent with the perceptions-based data, black- and Asian-owned
firms generally appeared to be less likely to have access to bank financing
(table 4.2). The differences in the objective indicators, however, were
generally modest. About 40 percent of black-owned firms and 37 percent
of Asian-owned firms had a bank loan. In comparison, 42 percent of white-
owned firms had a loan. Asian- and black-owned firms were also less likely
to have an overdraft facility and were more likely to report that they had
been rejected for a loan. Black-owned firms, but not Asian-owned firms,
financed less working capital and less investment through banks than
white-owned firms. They also relied less than white-owned firms on trade
finance to finance working capital and less on leasing to finance new
investment (figure 4.7).6 As a result, they tend to rely more heavily on
retained earnings for both new investment and working capital.
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The median black-owned firm also reported paying a higher interest
rate (11.5 percent) than the median white-owned firm (11 percent). In
contrast, the median Asian-owned firm reported paying a slightly lower
interest rate than the median white-owned firm.

Although the objective data are consistent with the perception-based
data, the results above must be treated with caution. First, the differences
in the objective data are not statistically significantly different from zero
at conventional significance levels after controlling for other factors that
might affect access to finance. That is, the possibility that the differences
are due to random variation cannot be ruled out. Second, as noted above,
the differences could be due to unobserved differences among firms (for
example, quality of managers or workers’ education) for which the
empirical analysis has no controls.

Notes

1. For example, cost of and access to financing ranked 1st and 4th in Uganda
(World Bank 2004e), 2nd and 11th in Kenya (World Bank 2004c), and 3rd
and 6th in Tanzania (World Bank 2004a).

2. Inflation is the change in the implicit GDP price deflator for the relevant years.

3. Firms with loans but that had been rejected for at least one loan were also
more likely to report that access and cost were serious obstacles.

4. Because so few firms in the survey are owned by individuals of color, these
firms are omitted from this section.

5. See, for example, Fedderke, de Kadt, and Luiz (2000), Case and Deaton
(1999), and Selod and Zenou (2003) for discussions of this issue. 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.

6. Lease financing accounts for nearly all the “other external sources” category
for new investment, whereas trade credit accounts for nearly all the same
category for working capital.
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The Investment Climate Survey (ICS) asks firms to report how serious an
obstacle various areas of the investment climate are to enterprise operations
and growth. Perception-based measures provide a good starting place for
an analysis of the investment climate, because enterprise managers likely
have a reasonable grasp of the immediate problems facing their business.
But such measures suffer from several drawbacks:

• Firms’ experiences and expectations differ significantly among countries.
Comparing performance across countries is far easier using objective
measures of the investment climate.

• Quantifying and aggregating perception-based data across firms are
difficult. Consequently, assessing exactly what would need to be done
to reduce a given constraint is difficult.

• Although managers may be aware of a problem, they may not be aware
of the underlying causes. For example, a bank loan might be difficult to
obtain because of lack of competition in the banking sector, government
debt issues crowding out private investment, or problems with land
registration that make land difficult to use as collateral.

• Enterprise managers might perceive obstacles differently than poten-
tial entrepreneurs. For example, managers who have already completed

C H A P T E R  5
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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 be located close to transportation facilities.
Because only existing enterprises are asked about obstacles, the ICS
might miss some issues.

These concerns mean that quantitative data from the ICS and other
sources must supplement perception-based data. The additional data
allow exploration of questions in greater detail as well as comparison of
South Africa’s performance with other countries’ performance.

Perceptions about Investment Climate Problems

In the ICS, managers were asked whether 18 areas of the investment
climate were a problem for their enterprise’s operations and growth.
They responded using a five-point scale, ranging from “no problem” to a
“very severe problem.” For each area, the percent of firms that rated it as
a “major” or “very severe” problem is calculated. The responses for manu-
facturing firms are shown in figure 5.1.

One interesting feature of the South African data is that relatively few
enterprises rated each of the constraints as a major or very severe prob-
lem. Only about 35 percent of firms rated the biggest constraint, worker
skills, as a serious problem, which is far lower than the percent of firms in
most countries that rated their biggest constraint as a serious problem. For
example, nearly 85 percent of firms in Brazil rated the biggest problem in
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that country, tax rates, as a major or very severe constraint. Similarly,
about 74 percent of firms in Kenya rated the biggest problem in that
country, corruption, as a major or very severe constraint. This comparison
suggests that enterprise managers in the South African ICS are not greatly
concerned about any of the 18 areas of the investment climate.

Managers were more likely to be concerned about worker skills,
macroeconomic instability, labor regulations, and crime than any other
areas. Between 29 and 35 percent of enterprises rated each of these areas
as a major or very severe constraint. No more than 20 percent of enter-
prises rated any other area as a major problem.

Ownership
Enterprises of all types were likely to rate crime as a major or very severe
obstacle (table 5.1). For all groups of firms—those owned by corporations
and those owned by white, Asian, or black individuals—crime ranked
among the top four constraints. All groups except Asian-owned firms
rated labor regulations among the top four problems. Corporate-owned
firms were more likely than other firms to report macroeconomic insta-
bility as a serious problem (38 percent of enterprises), perhaps because
corporate-owned firms were more likely to export (44 percent exported)
than noncorporate-owned firms (26 percent) and because exporters were
more concerned about macroeconomic instability. Firms owned by white
individuals or families were also more likely to rate macroeconomic insta-
bility as a serious issue.

The most notable difference, however, was that black- and Asian-
owned firms were far more likely to rate financial issues as major
constraints than corporate- or white-owned firms. Differences related to
access to finance are discussed in detail in chapter 4.

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

Foreign Participation
The top four constraints were the same for both foreign and domestic
firms. The largest difference was for access to financing, which only
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90 Table 5.1 Percentage of Manufacturing Firms Rating Investment Climate Areas as Major or Very Severe Constraints, by Enterprise Type

Ownership

White Asian Black/other Export status Foreign participation

Corporate individual individual individual Nonexporter Exporter Domestic Foreign

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

Anticompetitive 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

Access to financing 5 16 32 27 14 10 14 6

Access to 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

Source: Investment Climate Survey.

Note: Breakdowns only include manufacturing firms to ensure comparability across groups.



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 (table 5.2). For
three of the four provinces included in the survey—Gauteng, KwaZulu-
Natal, and Western Cape—the main constraints were worker skills, labor
regulations, 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.

Enterprise managers in Eastern Cape rated trade regulation second
only to macroeconomic instability as a serious problem. The concern
about these two issues in the Eastern Cape might be due in part to the
province’s large number of exporters. Compared with nonexporters,
exporters were more likely to rate both trade regulation and macro-
economic instability as a major concern.

Sector
Differences across sectors were minor. Enterprises in manufacturing,
construction, and retail trade all rated worker skills, crime, and labor reg-
ulations among the four largest obstacles. The only difference was that
manufacturing enterprises were far more likely to rate macroeconomic
instability as a major concern than enterprises in construction or retail
trade. One explanation might be that manufacturers are less domestically
oriented than firms in the construction and retail trade sectors.
Consistent with this reality, manufacturing enterprises with an interna-
tional focus—that is, exporters and foreign-owned enterprises—were
more likely to rate macroeconomic instability as a problem than domes-
tically oriented manufacturing firms.

Major Constraints on Enterprise Operation and Growth

Two of the four constraints that enterprise managers were most likely to
rate as a major or very severe obstacle are discussed in chapter 3. The
other two—crime and macroeconomic instability—are discussed below.

Crime
About 30 percent of enterprises in the ICS rated crime as a major or very
severe problem. Complaints about crime were common among most
types of enterprise and in most regions.
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92 Table 5.2 Percentage of Firms Rating Investment Climate Areas as Major or Very Severe Constraints, by Province and Sector

Province

Western Eastern Sector

Gauteng KwaZulu-Natal Cape Cape Manufacturing Construction Retail

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

Anticompetitive 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

Access to 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

Access to land 3 8 3 8 4 10 5

Source: Investment Climate Survey.

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



Other Aspects of the Investment Climate 93

TTrreennddss  iinn  CCrriimmee—The worst violent crimes, especially murder, have
become less common in South Africa in recent years. Between 1994 and
2003, the murder rate fell by 36 percent to 0.47 murders per 1,000
people, which was similar to the rate in Washington, DC, and lower than
that in Colombia, where the rate was 0.66 per 1,000 people (Leggett
2003). Property-related crime, however, has been escalating at an alarm-
ing 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 Western
Cape, where property crimes have doubled since 1994.1

Detailed analyses of crime in South Africa are few, but the 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 households reported that they experienced crime in
1995 (NEDCOR 1996).

The impact of crime on business is also large. Using data from a 1999
survey of enterprises in Johannesburg, Chandra and others (2001a) report
that 60 percent of businesses suffered break-ins, 40 percent suffered
employee theft, and 20 percent suffered vandalism in the previous year.
They find that larger firms are more likely to suffer from crime, especially
break-ins, and that ethnicity is a weak predictor of victimization.

Brown (2001) presents simple correlations between local crime rates
and local economic and social indicators and finds a moderate correlation
between crime and the probability of prosecution—a point that he traces
to the ineffectiveness of South Africa’s law enforcement and criminal jus-
tice systems. According to the NEDCOR project (1996, 76, as cited in
Brown 2001), “the present criminal justice system is not functioning at a
level where it constitutes a credible deterrent to criminals.” Brown (2001)
finds moderate inverse correlations between average educational levels
and crime and between average age levels and crime. Poverty, unemploy-
ment, average income, and income inequality are only weakly correlated
with crime.

Crime waves are not unusual in countries undergoing transitions to
democracy, particularly those with a legacy of armed resistance to
authoritarian rule (Brown 2001). The increase might also partly reflect
increased reporting, particularly among blacks, who had little recourse
before the democratic transition. But regardless of its cause, crime in
South Africa is clearly a major issue.
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CCrriimmee  aanndd  SSeeccuurriittyy  iinn  aa  CCoommppaarraattiivvee  PPeerrssppeeccttiivvee—Results from the
ICS suggest that South Africa is representative of countries where
crime and security may be considered important, though not critical,
problems. In Kenya and many Latin American countries—particularly
those in Central America—the security situation is likely the largest
constraint to competitiveness and economic growth. South Africa’s
security situation is not that dire. But when compared with the security
environment in other middle-income countries such as China,
Lithuania, and Poland, the security environment in South Africa makes
that country less attractive for foreign investment and puts South
African firms at a competitive disadvantage.

About 30 percent of South African firms cite security issues as a
major or severe obstacle to doing business (see figure 5.2). In this
regard, South Africa compares favorably with the more volatile Latin
American countries, where between 40 and 80 percent of firms rate
crime as a severe obstacle. But only between 10 and 20 percent of
enterprises in most middle-income countries cite security issues as a
major or severe obstacle.

Objective measures of the cost of security are consistent with the
perception-based data. The direct costs associated with crime are large
and significant for many firms in 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 75th percentile (see figure 5.3).2 Consistent with
the perceptions data, the cost of crime and security does not appear to
be as great in South Africa as in Kenya or in the most volatile Latin

0

20

40

60

80

Lit
hu

an
ia

Pola
nd

Chin
a

Sen
eg

al

Sou
th

Afri
ca

Nica
ra

gu
a

Bra
zil

Ken
ya

Gua
te

m
ala

p
er

ce
n

t

Source: Investment Climate Survey.

Figure 5.2 Cross-Country Comparison of Firms Rating Crime as a Serious Problem



American countries, where firms lose 2 to 5 percent of sales at the median
and 3 to 10 percent at the 75th percentile. For the median enterprise, the
cost of crime in South Africa is slightly higher than that in China and
Senegal and is significantly higher than that in Lithuania and Poland,
where security issues cost the median firm 0 percent of sales.

Although the total cost of crime in South Africa is similar to that in
other middle-income countries, the breakdown is different (figure 5.4).
Few South African firms report that they make unofficial protection
payments—a sharp contrast to Chinese and Polish firms, which are often
forced to pay protection payments to police or organized crime. At about
40 percent, direct losses to crime and vandalism in South Africa represent
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Figure 5.3 Cross-Country Comparison of Cost of Crime as a Percentage of Sales
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Figure 5.4 Cross-Country Comparison of Crime Costs, by Cost Type
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the largest share of total security-associated costs in any of the comparator
countries, which suggests that South African firms are less effective at
protecting themselves from crime than firms in other countries.

Figure 5.5 shows the degree to which firms turn to public security
institutions in response to crime and the frequency with which those
institutions are effective. In all countries, most firms either report all
crimes or no crimes to the police, implying that reporting is a measure
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 finding suggests that these firms have more trust in the police than
firms in some of the comparator countries such as Brazil, China, and
Senegal. However, 73 percent of firms reporting crimes to the police said
that none of the crimes were solved. In this regard, South Africa com-
pares unfavorably to most of the comparator countries.

BBuurrddeenn  ooff  CCrriimmee  bbyy  SSeeccttoorr,, SSiizzee,, LLooccaattiioonn,, aanndd  OOwwnneerrsshhiipp—The burden
of crime and security is not uniform across South Africa. The data from
the survey suggest that the burden of crime and security

• is relatively low for manufacturing firms and is particularly high for
wholesale-retail firms,

• tends to fall disproportionately on larger firms, and
• is surprisingly moderate in Johannesburg given its reputation for crime.

The first finding is not surprising (figure 5.6). Although manufacturing
firms are vulnerable to various types of crime and vandalism, converting
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Figure 5.5 Cross-Country Comparison of Crime Reporting and Cases Solved



their assets, raw materials, and inventories into cash is often difficult. In
this respect, the inventories of wholesale and retail firms are much more
enticing to thieves (including to employees, who were responsible for 21
percent of the losses in the wholesale-retail sector). Construction firms’
assets (especially vehicles) are often scattered at various job sites and are
therefore more vulnerable than those enclosed in factories.

The second finding is that large firms are generally more heavily bur-
dened by crime (Chandra and others 2001a), though not uniformly so (see
table 5.3). For very large firms, losses are equal to 1 percent of sales at the
50th percentile and 2 percent of sales at the 75th percentile, substantially
higher at all levels than for smaller firms. Small and medium-size firms
appear to face relatively similar burdens at all levels. Costs and losses for
these firms appear to be more dispersed than for large firms. More small
and medium-size firms escape relatively unscathed, and costs and losses
tend to be lower overall. But a major crime incident can hit a small firm
very hard.This pattern is similar to that in El Salvador (World Bank 2005a).
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Figure 5.6 Total Costs of Crime and Security in South Africa, by Sector

Table 5.3 Total Costs of Crime and Security in South Africa, by Firm Size 

(percent of sales)

Small Medium size Large Very large

25th percentile 0.0 0.0 0.0 0.0

Median 0.2 0.2 0.5 1.0

75th percentile 1.1 1.1 1.5 2.0

Source: Authors.



In the aggregate, crime appears to be a significant problem in most
regions. Some areas have high crime (for example, Durban in KwaZulu
Natal), but even firms in other regions where crime is generally viewed
as a lesser problem (for example, Cape Town in Western Cape) report
high losses at the median and 75th percentile. Surprisingly, firms in
Gauteng province, which includes Johannesburg, generally report lower
losses due to crime than firms in the other regions.

In terms of perceptions, 44 percent of firms in KwaZulu-Natal cited
security and crime as a major obstacle, compared with 23 percent of
firms in Western Cape, 31 percent in Gauteng, and 6 percent in Eastern
Cape. A strong determinant of concern that security and crime are major
obstacles is location in Durban. Although firms in Western Cape system-
atically face higher crime-related costs and losses than those in Gauteng,
they did not rate crime as a more serious obstacle than firms in Gauteng.
This finding suggests that firms’ perceptions are influenced by common
public perceptions of regional crime patterns.

The burden of crime varied by firm ownership, particularly along the
lines of ethnicity (figure 5.7); firms owned by colored individuals incurred
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Table 5.4  Total Costs of Crime and Security in South Africa, by Location 

(percent of sales)

Gauteng KwaZulu Natal Western Cape Eastern Cape

25th percentile 0.0 0.0 0.0 0.0

Median 0.2 1.0 1.0 1.0

75th percentile 1.0 2.0 2.0 2.0

Source: Authors.
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Figure 5.7  Total Costs of Crime and Security in South Africa, by Ownership
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lower costs at the 75th percentile, and black-owned firms incurred lower
costs at the median and 75th percentile than other firms. Domestic versus
foreign ownership made less difference; 51 percent of domestic firms
suffered criminal incidents, compared with 58 percent of foreign firms.

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 is a robust predictor that
firms will cite crime as a major or severe obstacle, but white-owned firms
were not significantly more likely than black-owned firms to do so.

Macroeconomic Instability
About 33 percent of South African firms rated macroeconomic instability
as a serious obstacle to enterprise operations and growth—making it the
second greatest constraint about which the ICS inquired. This result
might be puzzling given that growth in South Africa—although not
spectacular between 1993 and 2003, at least when compared with the
fastest-growing economies in Asia—was not especially poor. Similarly,
inflation was relatively modest. It averaged about 7 percent and was only
about 4 percent in 2004.

One possible explanation for the concerns about macroeconomic insta-
bility 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 leads firms to perceive macroeconomic instability
as a problem, exporters (44 percent) were far more concerned about macro-
economic instability than nonexporters (28 percent). Because South African
manufacturing firms are price takers on international markets, changes in
the exchange rate can have a serious impact on enterprise revenues.
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Differences in perceptions among various types of exporters also
suggest that concern about exchange rate instability is the main area of
concern related to macroeconomic instability. About 76 percent of firms
that export to the United States—the major currency against which the
rand appreciated most between 2002 and 2004—viewed macroeconomic
instability as a serious problem, compared with only 57 percent of firms
that export to other Organisation of Economic Co-operation and
Development (OECD) economies and 17 percent of firms that export
to other countries in the Southern African Customs Union (SACU).
Because most other countries in SACU peg their currencies against the
rand, exchange rate instability would presumably be a lesser concern for
enterprises that only export to other countries in SACU.

Other Constraints on Enterprise Operations and Growth 

How does South Africa’s performance in areas that most firms do not con-
sider to be large constraints compare with other countries’ performance?

Impact of HIV/AIDS
In addition to being a human catastrophe in terms of lost lives,
HIV/AIDS undermines economic development. 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
(Shisana and Simbiya 2002) and the Statistics South Africa (2004)
sentinel surveillance survey, 23 percent of all South Africans above the
age of 15 are HIV positive.3 The age-specific prevalence rates are even
more severe for women between the ages of 25 and 35 and for men
between the ages of 30 and 40. 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 appear grim in light of the average experience and embodied
know-how that are likely to be lost if a significant fraction of workers
become unable to work. In addition, the decline in life expectancy
implies that knowledge embodied in workers through learning by
doing/training is unlikely to be enduring.

Firms were asked to evaluate the impact of the HIV epidemic on four
common measures of firm performance: investment, labor productivity,
profit rates, and overall performance. Table 5.5 shows the percentage of
firms reporting strong or prohibitive impacts on each of these measures.
Nearly one-third of firms in the sample report a strong or prohibitive
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impact of the epidemic on overall firm performance. The primary channel
of the impact appears to be investment in light of increased uncertainty
about the future productivity of workers and market size. This impact
is 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 5.9 shows the proportion of firms reporting strong/prohibitive
impacts broken down by size class. The figure shows no discernible size-
class patterns in the construction and wholesale sectors that would
indicate differential ability to cope with HIV. 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 firms
is a function of market or firm size.

Figure 5.10 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 sentinel surveys.
In addition, the ICS results reveal 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 preva-
lence rates among the highly skilled category are very low.

Labor productivity, turnover, absenteeism, and medical expenditure
have been advanced as likely channels of the adverse effects of HIV on
affected economies (Bloom and Mahal 1995; Over 1992, 2001; Young
2005). Table 5.6 shows sample averages for each of these suggested
channels. The modal response for each is an adverse impact that is less
than 5 percent of the baseline. The impact of the epidemic is particularly
severe for the construction sector, where 7.5, 11, and 22 percent firms
report impacts of 10 to 20 percent on labor productivity, turnover, and
absenteeism, respectively.
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Table 5.5 Impact of HIV Epidemic on Firm Performance 

(percent)

Industry Overall Investment Labor productivity Profit rates

Construction 28.13 70.00 9.47 5.21

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

Source: Authors.
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Only a handful of firms in the manufacturing sector report impacts
of the disease on labor turnover and absenteeism that are greater than
10 percent of the baseline. Therefore, a more direct measure of worker
absenteeism was examined. Workers were asked to report the number of
days of work missed due to their own illness or an 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 missed only one
day every three months, nine times lower than corresponding numbers
in Central and Southern African countries with a similar HIV/AIDS
burden.4 Figure 5.11 shows the average number of days of absence due
to illness for all three sectors by firm size.

Firms report lower impacts on medical costs. Just over one-third of firms
report no impact on medical costs; 53 percent report an impact of less than
5 percent.These reported low impacts are likely due to the stage of the epi-
demic and possibly to workplace or public programs to deal with the disease.

The deviation in firm-based reports of HIV prevalence from house-
hold survey data is suggestive of the channels of the disease’s impact on

Table 5.6 Impact of HIV Epidemic

< 5 5–10 10–20 > 20

No impact percent percent percent percent

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 11.11 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 3.11

Retail/wholesale 40.00 50.00 10.00 0.00 0.00

Total 34.35 53.48 7.39 2.17 2.61

Source: Authors.
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firm performance. Differences between workers in the construction,
manufacturing, and retail sectors and workers in household surveys are
likely to explain the substantial difference in HIV 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.

To the extent that figures 5.9–5.12 represent firms’ current percep-
tions of the problem, the impact of HIV on labor is likely to increase as
workers with HIV progress to full-blown AIDS. A good measure of the
likely trajectory of the disease and of within-firm productivity effects is
suggested by worker attitudes to HIV. Figure 5.12 and table 5.7 show
the percentage of workers who report HIV as an important concern,
have knowledge of testing centers, and are willing to test.

Only 40 percent of workers in 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 may be the absence of
private or public comprehensive treatment programs. Alternatively,
sustained high levels of HIV stigma inhibit employees from establishing
their HIV status.

Trade and Customs Regulations
Most enterprises did not view customs and trade regulations as a serious
obstacle; only 16 percent rated them as a major or very severe problem.
These regulations concerned exporters more than other enterprises.
About 22 percent of exporters rated them as a serious obstacle—the
fifth largest problem for exporters overall.

Firms were asked how long goods take to clear customs after arriving
at the point of entry or exit. For the median enterprise that imported,
the length was five days, compared with three days for enterprises that
exported. Although goods clear customs more rapidly in South Africa
than in most other countries in Sub-Saharan Africa—for example, the
median firm in Kenya reports that exports take four days and imports
seven days—they take longer to clear than in most of the middle-income
comparator countries. For example, the median Malaysian firm reported
that exports take one day and imports three days to clear customs.

Although the ICS does not allow identification of the exact point of
entry and exit that each enterprise uses, firms can be identified by their
location. Excluding firms that export to neighboring countries (in an
attempt to ensure that they export through ports rather than through
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land borders), figure 5.13 reports the median time to clear customs for
surveyed firms from each province with port facilities. The difference
among provinces appears modest. The median firm from KwaZulu-
Natal reported that exports take 2 days to clear customs, compared with
2.5 days in Western Cape and 3 days in Eastern Cape. For firms that
reported only neighboring countries among their export partners,
customs clearance took slightly longer—four days for the median firm.
Overall, these results suggest that the performance of most major port
facilities is relatively good, although in all facilities it lags behind that in
the best-performing middle-income countries.

Regulatory Burden
Figure 5.14 and table 5.8 show that senior managers of manufacturing
firms in South Africa spend an average of 10 percent of their time dealing
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Source: Investment Climate Surveys.

Figure 5.13  Time to Clear Imports and Exports through Customs

Table 5.7  Worker Perceptions about HIV Epidemic (percent)

Believe HIV is an Know where to get Willing to take 

Industry important concern an HIV test an 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

Source: Authors.
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with regulatory officials and regulations. The average time spent with
regulations is uniform across different categories of firms. The regulatory
burden that firms in South Africa face is less than that faced by firms in
many middle-income countries.

One measure of regulatory burden is the average number of regulators’
inspections. The average number of inspections in South African firms is
equivalent to about one per month. Larger and exporting firms are
subject to a higher number of inspections. Exporting firms experience
twice as many inspections as nonexporting firms.

Table 5.8 Regulatory Burden for Firms

Percent of senior 

management time Total number of

spent on regulation inspection visits

Small 9.6 3.9

Medium size 9.9 9.6

Large 10.0 15.1

Very large 8.2 14.2

Domestically owned 9.7 13.3

Foreign owned 11.8 15.1

Nonexporter 9.9 9.6

Exporter 10.4 18.8

Total 10.1 13.7

Source: Authors.
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Figure 5.14 Cross-Country Comparison of Regulatory Burden



Courts and Property Rights 
Firms were asked how confident they were that the judicial system
would enforce their contractual property rights in business disputes.
Figure 5.15 shows the average response; 0 indicates strong disagreement
and 6 indicates strong agreement. As the figure shows, manufacturing
firms are generally confident in the judicial system, and nonexporting
firms are more confident than exporting firms. Of potential concern is
the average response of the micro firms in the survey. On average, these
firms are unsure if they could use the judicial system to resolve disputes,
probably because the cost of doing so is potentially prohibitive.

The median time required to resolve business disputes is four weeks
(table 5.9). Variation in case duration is significant, as evidenced by the
average, which is about six times as long as the median court time. On
the other hand, court cases are resolved more quickly in South Africa
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Figure 5.15 Firms’Confidence That Courts Will Enforce Rights

Table 5.9  Time Courts Take to Resolve Business Disputes

Firm size Average, weeks Median, weeks

Small 19.40 7.50

Medium size 12.27 1.00

Large 23.03 7.00

Very large 36.59 1.50

Source: Authors.



than in many competing middle-income economies. For example, courts
in Brazil take 2.5 times as long to resolve cases than courts in South
Africa. Courts in China take about the same time as those in South
Africa (see figure 5.16).

Power
The average share of electricity in manufacturing costs is just under 3 per-
cent, which is considerably lower than corresponding cost shares in many
competing economies. Figure 5.17 shows that median shares of electricity
in Indonesia and Malaysia are twice as large as those in South Africa.
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Figure 5.16 Cross-Country Comparison of Weeks to Resolve Overdue Payment 
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Figure 5.17 Cross-Country Comparison of Median Energy Costs as Percent of Sales



Electricity is not only relatively cheap but also reliable in South
Africa. Figure 5.18 shows the percentage of output lost due to power
outages. Nonexporting firms experience more unreliable power supply
than exporting firms, probably due to differences in location.

The output loss due to electricity outages for manufacturing firms in
South Africa—less than 1 percent—is lower than that for manufacturing
firms in all the comparator countries. The average output lost in South
Africa is about half of the output fraction lost due to poor power supply
in China and Indonesia.

As a result of reliable electricity supply, South African firms are less
likely to own a generator than firms in comparator countries. An average
of 9.5 percent of South African firms own a generator, compared with 18
percent of Chinese firms, 22 percent of Lithuanian firms, and 39 percent
of Indonesian firms.

Taxation
Most surveyed enterprises in South Africa did not view taxation as a
major problem. Only 19 percent of enterprises considered tax rates a seri-
ous problem, and only 11 percent considered tax administration a serious
problem. Although tax rates ranked as the fifth greatest obstacle overall,
the gap between the fourth and fifth rated obstacles was large. Moreover,
tax rates were typically viewed as a serious obstacle in the 52 countries
where Investment Climate Surveys had been completed by mid-2005;
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Figure 5.18 Cross-Country Comparison of Average Losses Due to Power Outages 

as Percent of Sales



compared with South African enterprises, enterprises in only 3 of these
countries were less likely to say tax rates were a serious obstacle.5

Since 1994/95 the amount of income tax paid by South African
companies has expanded at a rapid rate (table 5.10). The only excep-
tion was 1998/99, when economic growth and company profits plum-
meted following the Asian financial crisis. Company Income Tax (CIT)
consistently increased as a share of total tax revenue from 1994 to
2006 and was close to 22 percent of total revenue by 2005/06. As a
share of GDP, CIT increased from around 3 percent in the mid-1990s
to 5.5 percent in 2005/06.

The corporate tax rate was 35 percent until 1998, when it decreased to
30 percent. In the 2005 budget, the corporate tax rate fell to 29 percent.
Despite this significant reduction, tax revenues increased substantially.
From a base of 100 in 1995, revenue derived from taxes on companies
doubled to 200.8 in 2000–01 and more than doubled to 410.9 in 2003
(Chamsa 2004, 10). The robust growth in CIT is a consequence not only
of increased company profitability but also of improved enforcement
and compliance and a considerable increase in the company register.6 In
addition to CIT, South African companies pay Secondary Tax on
Companies (STC), a tax on the profits that they distribute. The STC
share of tax revenue increased from about 1 percent in the mid-1990s to
a little over 2 percent in recent years. As a share of GDP, STC increased
from around 0.2 percent in the mid-1990s to 0.5 percent in 2003–04
(South African Revenue Services 2004, 16).
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Table 5.10 Company Income Tax, 1994/5–2003/4

CIT rand Year-to-year Percent of  tax Percent of

Year (million) change revenue GDP

1994/95 13 777 18.9 12.1 2.8

1995/96 15 831 14.9 12.4 2.8

1996/97 19 060 20.4 12.9 3.0

1997/98 21 609 13.4 13.1 3.1

1998/99 22 822 5.6 12.3 3.0

1999/2000 21 279 (6.8) 10.6 2.6

2000/01 29 956 40.8 13.6 3.3

2001/02 42 979 43.5 17.0 4.3

2002/03 56 326 31.1 20.0 4.9

2003/04 61 712 9.6 20.4 5.0

2004/05 71 629 16.1 20.2 5.0

2005/06 87 326 21.9 21.0 5.5

Source: South African Revenue Services 2006, 15.

Note: CIT comprises all provisional and assessed taxes paid by companies (net of refunds).



Notes

1. 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.

2. At the median, net value added and labor costs are 54 and 21 percent of sales,
respectively. Although many figures on the cost of crime are given here in
terms of sales, considering the impacts relative to value added and labor costs
may be intuitive.

3. National estimates for HIV prevalence from the Mandela study are likely
to be biased due to nonresponse rates of between 30 and 40 percent of
sampled individuals.

4. Central and East Africa have a much higher malaria burden than South Africa,
which could account for the difference in sources of worker absenteeism.

5. Data are available from the World Bank rapid response Web site:
http://rru.worldbank.org/.

6. The number of companies on the register increased by almost 20 percent
from 2001 to 2004 (South African Revenue Services 2004, 24).
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Most aspects of South Africa’s investment climate—the location-specific factors that shape

opportunities and incentives for firms to invest productively, create jobs, and grow—are favor-

able. The majority of large, registered firms believe that the legal system is able to protect their

property rights. Infrastructure is reliable. Tax rates are relatively low.  The burden of regulation

is comparable to other middle-income countries. Few firms pay bribes. And most firms have

adequate access to credit. In many dimensions, South Africa has a good investment climate.

Consistent with this, large South African firms are very productive. Labor productivity is far

higher than in the most productive low-income countries in Sub-Saharan Africa and com-

pares favorably with other middle-income countries such as Brazil, Lithuania, Malaysia, and

Poland.  And although labor productivity in South Africa is slightly lower than in the most 

productive cities in China, it is over three times higher than in China as a whole.

So, why hasn’t South Africa been growing faster? As An Assessment of the Investment Climate 

in South Africa explores, while the investment climate is generally favorable, some problems

remain. Firms appear to be particularly concerned about four areas: difficulty hiring skilled and

educated workers, rigid labor regulations, exchange rate instability, and crime. Using rigorous

statistical information on these and related topics, the book aims to assist policy makers and

private sector stakeholders in developing reforms that will improve firm performance 

and growth.
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