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       OBEN 2001* – October 2019 

The impact of inflation on the poor 

Chris Loewald and Konstantin Makrelov 

 

Abstract 

The empirical evidence shows that poor South Africans experience higher and more volatile inflation 

than other households.  Inflation has increased poverty in South Africa. By measuring real income with 

the inflation rate experienced by the poor, rather than total inflation, the poverty head count rate goes up 

by 4.5 percentage points over the period 2005 to 2010.Trying to inflate asset values (or deflate debt) will 

have limited pro-poor redistributive effect as the poor have few assets and liabilities and experience 

higher inflation than other groups. Allowing inflation to increase would not generate the employment 

effects required to increase the purchasing power of the poor. Rather reforms need to focus on increasing 

the potential growth of the economy, while inflation remains low and stable. 

 

INTRODUCTION1 

In this note, we assess the impact of inflation on the poor, which we define as the bottom three deciles of 

the income distribution. Inflation affects the poor directly by reducing their purchasing power.  These direct 

effects are much larger than any gain coming from higher economic growth and job gains. Moreover, the 

bottom three deciles of South Africans hold few assets and liabilities.  This means that the distributional 

effects from higher inflation for them is small and that inequality rises quickly when inflation is high.  

We also show that the poor generally experience higher inflation than other groups, which implies that the 

choice of inflation target matters directly for their well-being.  We turn to this issue in the next section.  

This is followed by an assessment of the direct and indirect impacts of inflation on the poor.   

A generally higher inflation rate for the poor 

The empirical evidence shows that poor South Africans experience higher inflation than other households.  

It is also more volatile, in the sense that it is higher when inflation is high and lower when it is generally 

low (Oosthuizen, 2013).2  Low inflation generally coincides with low food inflation, which is a large 

component of poorer households’ consumption.    In a  more recent study, Kelly et al. (2018)3 also find the 

mean and median measures for poor households are higher (see table 1). Solomons and Sing (2018) calculate 

the plutocratic gap, and find that it is volatile but also mostly negative in the period post 2008.4 This 

indicates that poor households have generally experienced higher inflation. 5 

                                                             
1 Many thanks to David Fowkes and Witness Simbanegavi for valuable comments. 
2 Oosthuizen (2013) generates inflation indices according to nine specific groups of households. The groupings are based on 
labour market characteristics, receipts of income from grants and presence of children in the household. 
3 In their study they split households according to four categories, which aim to distinguish between different poverty lines, grant 
recipients and those that would benefit from the introduction of a national minimum wage. 
4 The plutocratic gap is defined as the official, expenditure-weighted inflation measure (plutocratic) and the headcount-weighted 
inflation (democratic) measure.  
5 Adjusting social grants for the inflation that the poor experienced rather than headline inflation would have increased social 
grants substantially but also the stock of government debt.  
 

 

 * The views expressed in this Economic Note are those of the author(s) and should not be attributed to the South African Reserve Bank or South African Reserve 
Bank policy. While every precaution is taken to ensure the accuracy of information, the South African Reserve Bank shall not be liable to any person for inaccurate 
information, omissions or opinions contained herein. See contents for further details. 
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Table 1: Inflation for different groups (2008 to 2017) 

 

Source: Kelly et al. (2018) 

Figure 1: Inflation rates and Plutocratic Gap (2009-2017) 

 

Source: Solomons and Sing (2018) 

What is the impact of inflation on the poor? 

For our analysis, we start by setting out the transmission channels of how inflation impacts the poor. There 

are three main channels: direct impacts, which are described as the inflation tax; distributive impacts; and 

indirect impacts linked to Phillips curve dynamics.   

Direct impacts  

Inflation is considered to be an inefficient excise tax, which results in social welfare losses and has 

redistributive impacts only if inflation changes are unexpected (Kahn 1984). If the tax cannot be passed on 

to some other economic agent, then inflation directly reduces purchasing power and increases poverty.  The 

size of the tax is directly linked to the money demand function. Higher demand to hold cash will lead to a 

higher inflation tax as the real value of cash holdings is eroded (Cardoso 1992).   

Reference group Mean Median

Food poverty line 8.49 8.09

Lower-bound poverty line 8.32 7.78

Upper-bound poverty line 8.25 7.69

Social grant households 7.97 7.48

Social grant (MSOI) 8.11 7.58

Minimum wage households 8.23 7.61

Median expenditure households 8.21 7.59

Democratic CPI 7.3 7.05

Headline CPI (total country) 7.63 7.32
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Finn, Leibbrandt, and Oosthuizen (2014) find that inflation has increased poverty in South Africa. By 

measuring real income with the inflation rate experienced by the poor, rather than total inflation, the poverty 

head count rate6 goes up by 4.5 percentage points over the period 2005 to 2010. Koch and Bosch (2009) 

also show a strong negative impact on the poor particularly from food inflation.7  

The impact of food inflation on the poor is large and directly impoverishing.  To counter the impact on 

poverty of a 20 per cent increase in food prices over three years, requires about 1 per cent of GDP in 

financial transfers (Dessus, Herrera, and De Hoyos (2008)).   The cost increases to 2 per cent of GDP if 

food prices increase by 30 per cent.8,9   

Burger et al. (2017) use a linear expenditure system and the 2010 income and expenditure survey to calculate 

income and price elasticities in South Africa. Their results show that the bottom 25 per cent of households 

have near negative unity price elasticities for all food items. This suggests that the poor have no means to 

cushion against higher inflation or inflation volatility and high food inflation can easily translate into 

malnutrition. The latter imposes significant economic costs through various channels including higher 

disease burden, and loss in human capital and productivity (Schonfeldt et al. 2009). Productivity can also 

decrease in response to higher inflation as poor households spend more time shopping in order to reduce 

the cost of inflation (Cysne, Maldonado, and Monteiro 2005). 

 

Distribution  

 

Keynes observed in the Economic Consequences of the Peace (1919) that inflation has seemingly “random” 

redistributive effects.  The inflation effects on the distribution of income are nowadays more fully 

understood. 

Bach and Ando (1957) identify four channels through which inflation leads to redistribution of income: 

1. From households experiencing higher inflation to those with lower inflation (adjusting both for 

nominal income growth).   

2. From households whose net asset values increase slowly to those with faster asset price inflation 

(such as from bondholders to equity investors). 

3. From households that are net creditors to those that are net debtors (the so called ‘Fischer 

channel’). 

The redistribution effects are slowed when inflation expectations match realised inflation rates.    

Daniels and Khan (2018) calculate the (self-reported) assets and liabilities of the poor using data from the 

2017/18 National Income Dynamics Study. Table 2 and Table 3 show the distribution of debt and assets 

                                                             
6 The poverty head count rate is the percentage of the population below the poverty line. Finn, Leibbrandt, and Oosthuizen 
(2014) find a poverty head count rate of 54 per cent at a poverty line of ZAR573 per person per month in real 2010 prices and 
close to 70 per cent if the poverty line is ZAR1056 per person per month.  
7 Koch and Bosch (2009) also illustrate the impact of inflation on the poor using a demand system methodology estimated for 10 
different commodity groups. 
8 At a poverty line of USD2.5 per day.The results also show that the direct inflationary impact is negative across countries.  
9 Arndt, McKay, and Tarp (2016) provide comprehensive review of the impact of inflation on poverty in several African 
economies. Their conclusion is that inflation and in particular food inflation has been a major obstacle to addressing poverty on 
the African continent.  
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according to deciles.10 The poor hold a small share of total assets and liabilities. In addition many are 

unemployed and have no constant income. The grants that poorer households receive are also subject to 

partial inflation indexation (Kelly et al. 2018) and their coverage is also incomplete. This suggests that trying 

to inflate asset values (or deflate debt) will have limited pro-poor redistributive effect.  

Table 2: Asset shares and values by income decile 

Decile Share(%) 
Median Value 
(Rands) 

1 0.07 5,100 

2 0.2 13,397 

3 0.45 25,678 

4 0.93 49,769 

5 1.61 78,949 

6 2.16 122,983 

7 3.58 202,659 

8 5.88 396,892 

9 12.4 852,668 

10 72.71 2,534,540 
Source: Daniels and Khan (2018) 

Table 3: Debt Shares and values by income decile 

Decile Share 
Median Value 
(Rands) 

1 0.03 66,942 

2 0.13 69,673 

3 0.23 71,054 

4 0.39 108,977 

5 0.64 101,367 

6 1.06 124,598 

7 1.86 170,200 

8 5.18 303,265 

9 13.5 756,129 

10 76.97 1,851,596 
Source: Daniels and Khan (2018) 

Indirect impacts 

 

One of the more important potential effects of higher inflation on the distribution of income operates 

through the relationship between inflation and economic growth or employment (the Phillips curve 

relationship). These are indirect impacts, and are usually thought of as being different in the short-run and 

the long-run.  

In the short-run, higher unanticipated inflation increases economic growth.  This can create jobs, and if more 

jobs for less-skilled workers are created, then poorer households benefit more and poverty can also be 

reduced.  The absolute poverty of poor households declines when jobs are created for people in such 

                                                             
10 The calculation of assets and liabilities includes financial and non-financial assets and liabilities.  
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households.  As a longer-term poverty reduction strategy, however, exploiting the Philips Curve generally 

fails.  This is because the long-term effects of higher unanticipated inflation do the opposite of the short-

run – inflation rises further and firms cut the jobs previously created.   

The net effects, in the short-run and the long-run, are estimated by the slope of the trade-off between 

inflation and growth or employment.  When small changes in inflation result in large numbers of jobs gains 

or losses, then the Philips curve is thought of as being flatter.  On a global level, Blanchard (2016) and 

Blanchard, Cerutti, and Summers (2015) provide evidence of a flatter Phillips curve for the global economy 

and especially the US and Europe.   

The relationship between inflation and output, however, can be different.  When price changes do not 

respond to downward economic pressures (like falling demand) but do rise with higher demand, then 

changes to growth and job creation are minimal.   For South Africa, Dadam and Viegi (2015) find that wage 

inflation dynamics are not affected by the level of unemployment, and respond strongly to the level of 

inflation expectations (held by unions). This means that real wages adjust quickly to inflation increases and 

are not responsive to changes in unemployment. Under these conditions, higher inflation is not effective 

in stimulating economic activity and generating employment gains even in the short-run. 11 

Another indirect channel for inflation to impact on the income levels of poorer households is through job 

creation and income growth occurring from long-term economic growth.  To get this right, economies 

usually need low and stable inflation (Romer and Romer 1998). High and volatile inflation creates 

uncertainty, discouraging investment and consumption. Inflation can drive a wedge between real and 

financial capital and thus distort production incentives, while also decreasing the returns to real capital 

(Agénor 2002; O'Reilly 1998). Studies estimating the optimal inflation rate for economic growth nearly 

always estimate a low and stable inflation rate (see for example Billi and Kahn (2008)).   

These results are important because the relationship between growth and employment can be quite strong, and 

this seems to be true for South Africa. Bhorat et al. (2015) estimate growth elasticity of employment of 0.64 

over the period 2004 and 2013, meaning that 1 per cent increase in GDP leads to 0.64 per cent increase in 

employment. They note, however, that economic growth tends to result in jobs for skilled and semi-skilled 

workers, in line with global trends and rising capital intensity. This weakens the transmission of growth to 

low-skilled workers and hence the growth impact on poverty.  

In table 4 we provide simple estimates of the likely impact of 1 per cent increase in inflation on the bottom 3 

deciles of the income distribution, under three different growth scenarios. Our approach is simple and it is 

presented in the annexure.12 We assume that every new employee receives R36 000 per year. The results 

show that a growth rate of below 5 per cent would not be able to offset the negative effects associated with 

1 per cent higher inflation. A growth rate of 5 per cent also does not cover the income loss from inflation, 

even with the nearly 50 000 new jobs a year. 

 

 

 

                                                             
11 For other Phillips curve estimates for South Africa, see Phiri (2016), Kabundi, Schaling, and Some (2016), Malikane (2014) and 
Malikane and Mokoka (2014) Malikane (2014). These studies find that the Phillips curve is flatter.   See also Kumar and Orrenius 
(2016) for a review of the literature  and estimates for the US 
12 Our data is based on the 2015 Social Accounting matrix produced by Davies et al. (2019). 



7 
 

Table 4: Net impacts on the poor 

Inflation increase (per 
cent) 

  Growth impact  

1.0   2 3.5 5 

Growth-employment 
elasticity 

  

Employment gains 

0.5 
  19,740 34,545 49,350 

  Income Gains (ZAR Million) 

Low skilled workers   711 1,244 1,777 

1,974,000 
  

Average consumption gain per person 
(ZAR) 

Income of the bottom 
decile (ZAR million) 

  

30.11 52.69 75.27 

263,425 
  

Average inflation costs per person 
(ZAR) 

Expenditure of the 
bottom deciles(ZAR 

million)   

111.6 111.6 111.6 

263,425   Net benefit/loss (ZAR) 

Number of individuals in 
the bottom three deciles) 

  

-81.49 -58.91 -36.33 

23,604,338         

Average 
income/expenditure(ZAR) 

        

11,160         

Annual salary for low 
skilled person (ZAR) 

        

36,000         
Source: own calculations  

Those that have new jobs are better off, but most unemployed people do not get jobs.  With their income 

not subject to inflation indexation, they are faced with higher inflation and are worse off. For a growth rate 

of 3.5 per cent, almost 35 000 jobs are created and R1.2bn of income is generated. This is equivalent to 

R52.7 rand per person in the bottom three deciles. At the same time, the 1 per cent higher inflation 

decreases real expenditure per person by R112.  

The growth elasticity of employment will have to increase to 0.8 per cent for the inflationary impacts to 

become positive at 5 per cent growth. These results are static. Using our simple model, we estimate that it 

will take at least 3 years for the impact to become positive at growth rates of 2.5 per cent. This is an 

optimistic estimate as we assume that nominal interest rates remain unchanged. This impact is somewhat 

offset by our assumption that income of the poor, other than from new employment, is not subject to 

inflation indexation.  
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There are four additional caveats. The first one is that the starting point matters. At higher levels of inflation, 

the negative impacts of a permanent increase in inflation are higher. The second caveat is that while the 

bottom deciles have limited bargaining power, the other deciles have very strong bargaining power and 

hence their wage growth will adjust to the higher levels of inflation, slowing down the growth effects. The 

third caveat is that the level of potential growth cannot instantaneously increase by 2.5 or 3.5 per cent. This 

suggest that permanently higher inflation will be associated with growth rates well below 2.5 per cent.  

Finally, our results present the average gain and cost per person. In reality, the gains and losses will be 

unequally distributed.     

The optimal outcome for maximum job creation at any compensation level is keeping inflation low and 

stable.   

Conclusion 

Our analysis show that inflation generates large negative effects for the poor. Addressing the current 

employment and poverty problem requires strong growth and low and stable inflation. Allowing inflation 

to increase would not generate the employment effects required to increase the purchasing power of the 

poor. Rather reforms need to focus on increasing the potential growth of the economy, while inflation 

remains low and stable.  
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Annexure 

 

Our approach 

 

We model the impact of higher growth on employment. We assume that all workers with primary schooling 

fall within the bottom decile. In reality, some of these workers are also in deciles higher than the bottom 

three deciles. We apply a growth elasticity of employment of 0.5, which is lower than the average elasticity 

of 0.64 achieved over the period 2004 and 2013. Demand for low skilled workers is lower than for other 

skills in line with the more skill intensive growth of the economy. We use data from the 2015 Social 

Accounting Matrix (SAM) presented in Davies et al. (2019). The number of individuals in the bottom three 

deciles is 23.6 million. Their annual average expenditure is R11 160. The overall income and expenditure 

of the bottom three deciles according to the SAM is R263.4bn. The number of workers with primary 

education are close to 2 million.  We provide the impact on real expenditure of the poor under 1 per cent 

increase in inflation and three possible growth rates i.e 2 per cent growth rate, 3.5 per cent growth rate and 

5 per cent. Each of these growth rates is associated with employment growth impacts through the growth 

employment elasticity. For example, the growth rate of 3.5 per cent is associated with growth in low skilled 

employment of 1.75 per cent. This generates 34 545 jobs. To each new job we assign annual income of R36 

000.  For the growth rate of 3.5 per cent, this leads to R1.2bn in income gains. We divide the gains by the 

number of poor to calculate the consumption gains per person. At the same time we calculate the loss in 

purchasing power by deflating the total income (old and new income due employment) by the new inflation 

rate to calculate the average inflation cost per person. The difference between the consumption gain and 

the inflation cost is the net benefit. For the dynamic results we use the first year simulation results as a base 

for the second year simulation results. We grow the population by 1 per cent per year.  
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       OBEN 2001* – November 2019 

Monetary policy and borrowing costs for different household 

income groups 

Kerschyl Singh and David Fowkes1  

 

Abstract 

Repo rate changes transmit differently to different income groups. Some debt instruments (mainly 

mortgages and vehicle loans) are more closely tied to the repo rate than others (like microloans or 

informal loans). Because richer South Africans’ debt portfolios include a much larger proportion of repo-

sensitive instruments than those of poorer South Africans, monetary policy changes mainly affect 

borrowing costs for households in the top 20% of the income distribution. By contrast, the large majority 

of the population are more or less unaffected by this channel of the monetary policy transmission 

mechanism. 

 

1. Introduction 

Repo rate changes transmit differently to different income groups. Some debt instruments (mainly 

mortgages and vehicle loans) are more closely tied to the repo rate than others (like microloans or 

informal loans). Richer South Africans’ debt include a larger proportion of repo-sensitive instruments 

than that of poorer South Africans. For this reason – considering only the borrowing cost channel of the 

monetary policy transmission mechanism – a lower repo rate disproportionately benefits higher-income 

South Africans, while a higher rate has the opposite effect. This fact appears to be under-appreciated by 

richer South Africans, who do not to grasp the scale of their advantage vis-à-vis their poorer 

compatriots.2 Higher mortgage costs, for instance, are mainly a problem for the upper-portion of the 

income distribution, rather than for people at the middle or lower end of this spectrum – even though 

many people with mortgages consider themselves middle class.  

2. Literature review 

Since the Great Recession, there has been growing interest in the distributional consequences of 

monetary policy. This literature has focused overwhelmingly on advanced economy dynamics. In 

particular, critics have accused expansionary policies (quantitative easing, record-low interest rates) of 

raising asset prices and thereby exacerbating inequality. Defenders of these policies have argued that by 

boosting growth and labour markets, they have benefitted less wealthy people.3  

Theoretically, it is not clear whether changes in interest rates should raise or lower inequality. Different 

transmission channels work in different directions (for instance, as per the debate just discussed, lower 

                                                             
1 Special thanks to Manuela Günther, Adèl Bosch, Lesego Morope, Alex Smith and Witness Simbanegavi for data and comments.  
2 As the creators of SALDRU’s income comparison tool put it, “Most people are wrong about where they are located in the 
income distribution.” See https://www.saldru.uct.ac.za/income-comparison-tool/ 
3 See Bernanke (2015).  
 
 

 

 * The views expressed in this Economic Note are those of the author(s) and should not be attributed to the South African Reserve Bank or South African Reserve 
Bank policy. While every precaution is taken to ensure the accuracy of information, the South African Reserve Bank shall not be liable to any person for inaccurate 
information, omissions or opinions contained herein. See contents for further details. 
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rates could simultaneously benefit better-off homeowners and poor jobseekers). Monetary policy choices 

are also likely to have varying effects given different starting points (e.g. different asset portfolios or 

national labour shares of income), and will probably transmit differently depending on the stage of the 

business cycle.4  

Empirically, it appears the overall distributional consequences of monetary policy tend to be relatively 

modest, with the sign of the inequality coefficient changing in different cases.5 For instance, Coibion et al. 

(2016) find that, for the United States, an unexpected monetary policy contraction of 100 basis points 

raises the Gini coefficient by 0.007 points. Guerello (2016) reports similar results for the euro area. 

O’Farrel et al. (2016) notes that inequality effects via the financial-channel (asset prices, returns on assets 

and costs of debt servicing) vary, for a sample of eight OECD countries, but are generally small. The 

intensity of the debate does not appear proportional to the mild and inconclusive evidence available.  

There is a substantial literature on the broad topic of inequality in South Africa, but relatively little on the 

relationships between monetary policy and inequality. A recent exception is IMF (2018), which presents 

evidence that monetary tightening is pro-poor in South Africa, chiefly because it reduces inflation.6 Some 

popular discourse displays a reflex sentiment that looser monetary policy benefits poorer people. (A 

prominent example was the September 2018 statement issued by an ANC spokesperson, and later 

retracted, urging the MPC ‘to prioritise the plight of the poor’.7) Empirical evidence for this is scarce, 

however.  

3. Data and methodology 

Monetary policy has distributional consequences through a range of variables, such as asset prices, 

employment rates, borrowing costs and inflation.8 This study focuses on one specific channel connecting 

monetary policy decisions to changes in inequality: household borrowing costs. It is not intended to map 

every possible distributive consequence of monetary policy. Rather, it aims to provide an empirically valid 

description of one significant channel. We care about this channel for several reasons. It is an important 

part of the monetary policy transmission mechanism, directly impacting the spending power of 

households.9 It is also important for households’ felt experiences of monetary policy: many ordinary 

people notice monetary policy principally because they see their debt costs changing when the MPC 

moves the repo rate. (By contrast, other channels – such as employment or wealth effects – are 

experienced more indirectly.) Finally, the links between repo rate changes and different income groups’ 

borrowing costs have not been spelled out previously, at least to our knowledge.   

To understand how borrowing costs affect different income groups, we construct borrowing profiles for 

each quintile of households, based on the kinds of debt products used at each income level. The data for 

income levels and debt products are drawn from the South African Social Attitudes Survey (SASA). We 

then match these portfolios with the applicable interest rate for each kind of borrowing product, using 

SARB data for average interest rates across different kinds of interest rates. Our core intuition is that 

different households borrow for different things, and therefore face different kinds of interest rates, with 

different degrees of responsiveness to monetary policy changes. 

                                                             
4 See Coibion et al. (2012); O’Farrel et al. (2016), Amaral (2017) and Fuceri & Loungani (2016). 
5 See Coibion et. al. (2012); Bivens (2015); Guerello (2016) and O’Farrell et. al. (2016).  
6 Miyajima (2018)  
7 Carin Smith. 2018, September 20. “ANC sends, then retracts SARB monetary policy statement’ 
https://www.fin24.com/Economy/anc-sends-then-retracts-sarb-monetary-policy-statement-20180920 
8 For a broader review of the relationships between inequality and monetary policy in South Africa, see Kganyago (2018).  
9 Smal and de Jager (2001) 

https://www.fin24.com/Economy/anc-sends-then-retracts-sarb-monetary-policy-statement-20180920
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Figure 1 below reports weighted average interest rates for various kinds of loans, ranked from lowest to 

highest. The most costly debt is micro loans10 and informal loans. The cheapest debt is home and vehicle 

loans, with average interest rates of 9% and 11%, respectively (for the period 2011 to June 2019). 

 

To estimate average debt service costs for each quintile of households, we first calculate a weighted 

basket of different types of debt11 used per income group based on debt participation for each year of the 

SASA12 survey (2011, 2012, 2013, and 2015). The weights reflect the relative importance of the various 

types of debt products for each quintile of households.  As figure 2 shows, most home and vehicle debt is 

held by the richest 20% of South Africans. Moving down the income ladder, the composition of debt 

changes substantially, with micro loans, store cards and informal loans becoming more prevalent.   

                                                             
10 For the SARB data, which is used in figure 1, micro loans are defined as unsecured loans from a bank, excluding credit card 
and overdraft facilities. 
11 SASA sub-categories of debt are follows: 1. Home and vehicle, 2. Other formal loans (overdraft, credit cards and leasing 
agreements), 3. Micro loans and store card, 4. Informal loans. 
12 In periods without SASA survey results (2014, 2016, 2017, and 2018), we relied on the most recent year’s weight. Our database 
does not distinguish between mortgages and vehicle loans, instead recording them jointly. For the purposes of establishing an 
interest rate for this class of debt, we assume it is half mortgages and half vehicles. 

9%
11%

13%
16%

29%

Mortgage Vehicle Over drafts Credit cards Micro loan Informal
loan*

Figure 1: Average interest rates 
(2011- June 2019)

Source: SARB and Wonga(2018). *There is no official data for interest rates on informal 
loans, but surveys suggest these loans pay around 30-50% annually.

30-50%?
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We then match each debt category in the five baskets to the relevant interest rate, and calculate overall 

lending rates for each income group, using the formula below:  

𝑖𝑡
𝑞 = ℎ𝑜𝑚𝑒 𝑎𝑛𝑑 𝑣𝑒ℎ𝑖𝑐𝑙𝑒(𝑤𝑡

𝑞 ×  𝑖𝑡) + 𝑜𝑡ℎ𝑒𝑟 𝑓𝑜𝑟𝑚𝑎𝑙 (𝑤𝑡
𝑞 × 𝑖𝑡) 

          +  𝑖𝑛𝑓𝑜𝑟𝑚𝑎𝑙 (𝑤𝑡
𝑞

× 𝑖𝑡) + 𝑚𝑖𝑐𝑟𝑜 𝑎𝑛𝑑 𝑠𝑡𝑜𝑟𝑒 𝑐𝑎𝑟𝑑(𝑤𝑡
𝑞

× 𝑖𝑡) 

Where q = quintile of income category (1, 2, 3, 4, 5), w = weight of debt in each income category, i = 

weighted average interest rate, and t = time period 2011 to June 2019, on a monthly basis.  

The average interest rates reflect numbers of debt products, not the value of debts. This is required 

because the SASA data do not include values: respondents just say whether or not they use different debt 

products.13 Were we able to weight by value, mortgages and vehicle loans would likely have a bigger 

share. This would nonetheless reflect the experience of fewer people with larger value debts. 

Appropriating terms used in the inflation literature, we think of our measure as democratically weighted, 

rather than a plutocratically weighted. 

Unfortunately, our data do not cover interest rates on informal loans or debt instruments such as store 

cards. To overcome this limitation, we use micro loan rates as a proxy for these other kinds of high-

interest debt. This is a conservative assumption, in that interest rates on informal loans are likely to be 

higher than for formal loans, and even less responsive to the repo rate than micro-loans. Our results 

therefore probably overstate the effect of repo rate changes on poorer households’ borrowing costs. 

4. Results 

Figure 3 shows the average borrowing interest rate by income group for the period 2011 to June 2019. As 

expected, the lending rate for the richest quintile is the lowest. The borrowing cost spread for the other 

four quintiles is in the range of 4-7 percentage points above the richest quintile. This gap is likely 

explained by lender risk: better-off borrowers are acquiring property that is more easily re-possessed, 

which reduces the cost of defaults.   

                                                             
13 The National Credit Regulator database has debt by value, but this data is not usable as the income brackets are not adjusted 
for inflation, and the top bracket is relatively low.   
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Figure 4 reports the correlation results between the lending rate by income group to the repo rate over 

the period 2011 to June 2019. Across all household groups, only the borrowing costs of the richest 20% 

are positively correlated with the repo rate, and even this correlation is weak. For the bottom four 

quintiles, by contrast, a repo rate move either leaves borrowing costs unaffected or, counterintuitively, 

moves them in the opposite direction to a repo rate adjustment. This is interesting because it suggests 

adjustments in the repo rate are essentially immaterial for the borrowing costs of most South Africans.  

 

One drawback to this analysis is that the series contains a structural break. From May 2016, new 

regulations from the Department of Trade and Industry (the dti) tied household debt to the repo rate by 

capping loans at various spreads over repo (for instance, mortgages are regulated to repo plus 12pp; 

unsecured credit is capped at repo plus 21pp). This measure should have created a more reliable 

correlation between the repo rate and higher-cost debt than we see in our full sample. Using only data 

from May 2017 to date, a strong correlation14 emerges between all quintile’s borrowing costs and the repo 

rate. Even with this correlation, however, it remains clear that monetary policy changes transmit more 

strongly to vehicle and mortgage debts than microloans: a hypothetical 100 basis point adjustment to a 

loan paying the Prime rate of 10.25% is nearly three times larger than the same 100 basis point adjustment 

to a loan at 27.75%. Furthermore, interest rate caps tend to shift riskier borrowers into the unregulated 

market, where interest rates are higher still. This further weakens the connection between monetary policy 

                                                             
14 A strong correlation above 0.8. However, we are aware that less than two years of observations is not enough observations for 

a meaningful relationship. 

26.9% 26.6% 26.4%

24.4%

20.7%

Poorest 20% Second 20% Middle 20% Fourth 20% Richest 20%

Figure 3: Average borrowing cost

Source: Author's own calculation

-0.4
-0.3

-0.2

-0.4

0.2

Poorest
20%

Second
20%

Middle
20%

Fourth 20% Richest
20%

Figure 4: Lending rate by income group correlation to repo rate

+1: Strong positive correlation

0: No correlation

-1: Strong negative

Source: Author's own calculations
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and high-rate debt – although marginal borrowers might find repo rates shift them out of the formal 

market and the informal market, in which case a monetary policy change might inadvertently affect 

poorer people’s borrowing costs.  

 

To further elucidate the effects of repo rate changes on different income groups and debt instruments, we 

calculate how borrowing costs change following a repo adjustment, for the post-crisis period. (See also 

appendix for Table 1 -4).  The impulse response charts below show clear effects on vehicles and 

mortgages, as expected, but the effects on micro-loans are less clear. In particular, repo increases appear 

not to have affected microloans at all, for this period.                                                                                                                                                                                                                                                                                                                                                                  

  

 

5. Limitations of the study and future research 

There are a number of limitations to this study. First, South African income groups do not fall neatly into 

quintiles. Rather, approximately 5% of households are high income; about 20% are middle class; a further 
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25% or so are poor or vulnerable to being poor, and the remaining 50% are chronically poor.15 

Unfortunately, it is difficult to adapt the available data on borrowing patterns to this class structure. In 

particular, survey data like those from SASA typically under-sample richer households. However, it is 

likely that the patterns described in this note would be even more marked with a separate category for the 

richest 5% of households, as these households are likely to borrow overwhelmingly for housing and 

vehicles, the cheapest forms of debt.  

Second, we use average borrowing costs for each debt instrument to create borrowing rates per quintile. 

However, it is possible different quintiles have different interest rates for the same kind of debt (e.g. 

mortgages). Unfortunately, existing data are not adequate to identify variations in debt costs for the same 

kinds of debt instruments. Once again, however, it is likely that this data, were it available, would amplify 

the effects shown in this note, as richer borrowers probably do not face higher rates than poorer 

borrowers. 

6. Conclusion 

We show that interest rate cuts reduce borrowing costs for richer South Africans, but the effects are 

smaller or non-existent for those further down the income scale. This is because richer households hold 

the majority of repo-sensitive debt, especially home and vehicle loans. Poorer South Africans are less 

affected, not because this group avoids debt but because the debt instruments used are less closely tied to 

the central bank rate. This contrast means monetary policy transmits more strongly to richer South 

Africans than poorer South Africans, at least through the borrowing cost channel.  

 

 

 

 

  

                                                             
15 See Schotte et al. (2017) p. 20 
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Appendices 

 

Table 1: Reaction per income group to cuts in the repo rate  
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Figure 8: Borrowing cost by income group

Repo cut Repo hike Poorest 20% Second 20%

Middle 20% Fourth 20% Richest 20%

Date Repo
Change 

in repo

Poorest 

20%

Second 

20%

Middle 

20%

Fourth 

20%

Richest 

20%

2012-06-01 5.5

2012-07-01 5 -0.5 -0.04 -0.08 -0.06 -0.09 -0.18

2012-08-01 5 0 -0.12 -0.11 -0.11 -0.11 -0.08

2012-09-01 5 0 0.07 0.04 0.06 0.05 0.01

2012-10-01 5 0 0.45 0.40 0.43 0.39 0.28

2012-11-01 5 0 -0.46 -0.39 -0.43 -0.38 -0.25

-0.09 -0.13 -0.11 -0.14 -0.23

2017-06-01 7

2017-07-01 6.75 -0.25 -0.10 -0.10 -0.10 -0.11 -0.12

2017-08-01 6.75 0 -0.16 -0.16 -0.16 -0.14 -0.10

2017-09-01 6.75 0 0.04 0.04 0.04 0.04 0.03

2017-10-01 6.75 0 -0.07 -0.07 -0.07 -0.06 -0.05

2017-11-01 6.75 0 -0.05 -0.05 -0.05 -0.04 -0.02

-0.34 -0.33 -0.33 -0.31 -0.26

2018-02-01 6.75

2018-03-01 6.5 -0.25 -0.08 -0.08 -0.08 -0.09 -0.10

2018-04-01 6.5 0 -0.06 -0.06 -0.06 -0.07 -0.07

2018-05-01 6.5 0 -0.07 -0.07 -0.07 -0.06 -0.05

2018-06-01 6.5 0 0.02 0.02 0.02 0.03 0.05

2018-07-01 6.5 0 -0.10 -0.09 -0.10 -0.08 -0.07

-0.29 -0.29 -0.29 -0.27 -0.25



21 
 

Table 2: Reaction per income group to hikes in the repo rate 

 

 

 

Date Repo
Change 

in Repo

Poorest 

20%

Second 

20%

Middle 

20%

Fourth 

20%

Richest 

20%

2013-12-01 5

2014-01-01 5.5 0.5 -0.09 -0.09 -0.08 -0.06 0.01

2014-02-01 5.5 0 0.09 0.08 0.09 0.10 0.12

2014-03-01 5.5 0 -0.07 -0.07 -0.06 -0.06 -0.01

2014-04-01 5.5 0 0.07 0.07 0.07 0.06 0.06

2014-05-01 5.5 0 0.00 0.00 0.00 0.00 0.01

-0.01 -0.01 0.03 0.05 0.18

2014-06-01 5.5

2014-07-01 5.75 0.25 -0.24 -0.25 -0.22 -0.19 -0.09

2014-08-01 5.75 0 -0.05 -0.05 -0.04 -0.04 -0.10

2014-09-01 5.75 0 0.09 0.09 0.09 0.08 -0.03

2014-10-01 5.75 0 0.00 0.00 0.00 0.00 -0.03

2014-11-01 5.75 0 0.03 0.02 0.02 0.03 -0.03

-0.18 -0.18 -0.15 -0.13 -0.28

2015-06-01 5.75

2015-07-01 6 0.25 -0.02 -0.02 -0.02 0.00 0.02

2015-08-01 6 0 0.07 0.08 0.08 0.09 0.11

2015-09-01 6 0 0.04 0.04 0.04 0.03 0.02

0.10 0.10 0.10 0.12 0.14

2015-10-01 6

2015-11-01 6.25 0.25 0.03 0.03 0.03 0.05 0.08

2015-12-01 6.25 0 0.12 0.12 0.12 0.12 0.14

2016-01-01 6.75 0.5 -0.01 0.00 -0.01 0.02 0.05

0.14 0.14 0.14 0.19 0.26

2016-02-01 6.75

2016-03-01 7 0.25 0.06 0.06 0.05 0.07 0.08

2016-04-01 7 0 0.46 0.45 0.45 0.39 0.31

2016-05-01 7 0 -0.11 -0.11 -0.11 -0.10 -0.08

2016-06-01 7 0 -0.19 -0.19 -0.18 -0.15 -0.11

2016-07-01 7 0 -0.20 -0.20 -0.20 -0.18 -0.14

0.01 0.01 0.01 0.04 0.07

2018-10-01 6.5

2018-11-01 6.75 0.25 -0.01 -0.01 -0.01 0.00 0.01

2018-12-01 6.75 0 -0.02 -0.02 -0.02 -0.03 -0.04

2019-01-01 6.75 0 0.10 0.10 0.10 0.10 0.11

2019-02-01 6.75 0 0.13 0.13 0.13 0.11 0.10

2019-03-01 6.75 0 -0.13 -0.12 -0.13 -0.12 -0.10

0.07 0.07 0.06 0.07 0.08
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Table 3: Reaction per lending rate to hikes in the repo rate 

 

Table 4: Reaction per lending rate to cuts in the repo rate 

 

 

50 basis point 

hike in…

 July 2014  July 2015  Nov. 2015  March 2016  Nov. 2018 Average  January 2014

t 21 19 21 21 16 19.6 27

t+1 7 7 5 10 -1 5.6 19

t+2 0 -9 27 -5 13 5.2 9

t+3 1 0 0 3 2 1.2 -2

t+4 1 0 0 1 1 0.6 6

t 19 14 20 20 17 18 12

t+1 1 12 2 1 5 4.2 22

t+2 -1 0 36 1 -1 7 5

t+3 1 0 0 1 1 0.6 -2

t+4 0 0 0 -3 1 -0.4 -1

t -30 -1 2 6 0 -4.6 -13

t+1 -6 5 8 50 1 11.6 8

t+2 9 5 1 -12 8 2.2 -10

t+3 0 0 0 -22 13 -1.8 7

t+4 4 0 0 -21 -12 -5.8 0

25 basis point hike in…

Mortgage rate

Micro loan rate

Vehicle rate

50 basis point 

cut in…

   July 2017    March 2018 Average  July 2012

t -14 -16 -15 -38

t+1 -6 -7 -7 -6

t+2 2 0 1 1

t+3 -1 1 0 11

t+4 1 0 0 -8

t -14 -14 -14 -40

t+1 0 -6 -3 1

t+2 0 1 0 -1

t+3 1 1 1 1

t+4 2 3 2 0

t -9 -7 -8 -2

t+1 -19 -5 -12 -12

t+2 5 -8 -1.5 9

t+3 -7 -1 -4 48

t+4 -6 -10 -8 -50

25 basis point cut in…

Micro loan rate

Vehicle rate

Mortgage rate
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Food prices after the crisis – improving the forecasts 

Patience Mathuloe and Rowan Walter1  

 

 

Abstract 

Our food CPI forecasts have been poor over recent years. As food and NAB inflation is a sizeable portion 

(17.2%) of headline inflation, improving our food forecasts implies more accurate targeted inflation 

projections. The large forecast errors can be ascribed to a combination of factors, with the most prominent 

being the shock to food prices following the severe drought of 2015/16 and it’s after effects. To improve our 

forecasts, we rely on basic equations to project sugar, bread and cereals, and oils and fats inflation. We also 

inform some of the other large food CPI component forecasts using their PPI equivalents and enhance this 

with expert analysis. One food expert now expects food prices to remain muted at 4% in 2020. Our latest 

estimation for food and NAB inflation has been reduced further, from 4.7% to 4.4% for 2020. 

 

1. Introduction 

Following poor food price forecasts over the past few years we are trying to improve our projections. The large 

errors can be ascribed to a combination of factors, with the most prominent being the shock to food prices 

following the severe drought of 2015/16 and it’s after effects. The uneven impact of the drought is visible in 

meat prices (almost a third of the food and non-alcoholic beverages (NAB) basket) only peaking one year later 

than bread and cereals inflation (just under 20% of the basket). Moderating international agricultural food prices 

since 2011, and a more recent de-coupling of international food from oil prices (during 2018) have also made 

food forecasting difficult. Together, this has resulted in a weakened relationship between global agricultural 

food prices and our domestic food prices. The more appreciated exchange rate after Nenegate, as well as a 

weak domestic demand environment further affected the forecasts. Lower than expected meat prices were a 

large culprit of the food CPI overestimation in 2018 and especially at the start of 2019. Early signs are that the 

foot-and-mouth disease that kept meat inflation in check in 2019 will continue to do so during 2020. To 

improve our forecasts, we rely on equations to project some of the components. This is further supplemented 

with expert analysis. One food specialist now expects food prices to remain muted at 4% in 2020. Our latest 

estimation for food and NAB inflation is reduced further to 4.4% for 2020.2 

 

2. Food forecast errors 

From our annual food and NAB inflation forecast errors in Chart 1 it is apparent that we only became aware 

of the likely intensity of the 2015/16 drought at the January 2016 MPC meeting. Our food forecasts for 2016 

were consistently revised upward over the next three meetings, while for 2017 they were initially revised higher, 

before it became clearer that base effects would result in lower food inflation in 2017.  

                                                             
1 Special thanks to Manuela Günther, Adèl Bosch, Lesego Morope, Alex Smith and Witness Simbanegavi for data and comments.  
2 There’s optimism about SA’s 2019/20 summer crop season, agbiz agribusiness research, by Wandile Shilobo, 29 January 2020. 
https://www.agriorbit.com/agrimarkets-optimism-about-sa-maize-harvest-in-2019-20 

 
 

 

 * The views expressed in this Economic Note are those of the author(s) and should not be attributed to the South African Reserve Bank or South African Reserve 
Bank policy. While every precaution is taken to ensure the accuracy of information, the South African Reserve Bank shall not be liable to any person for inaccurate 
information, omissions or opinions contained herein. See contents for further details. 

https://www.agriorbit.com/agrimarkets-optimism-about-sa-maize-harvest-in-2019-20
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Chart 1: Evolution of the annual food & NAB inflation forecasts   

  

Sources: Stats SA and SARB 

Chart 2: Food & NAB inflation components 

   

Sources: Stats SA and SARB 

 

The lingering impacts of the drought on meat inflation, which peaked in 2017 (see Chart 2) - one year after the 

peak impacts on most of the other components (as farmers had to rebuild their depleted herds) - resulted in 

overall food inflation being still quite elevated in 2017. After the 2017 peak, meat prices then slowed more than 

anticipated in the second half of 2018. The impact from the sugar tax on non-alcoholic beverages in 2018 was 

disguised by low inflation in some components, as well as deflation in three food components. This all in turn 

contributed to the overestimation of food and NAB prices in 2018. Meat prices were also a culprit of the food 

CPI overestimation in 2019, which was related to the prevalence of the foot-and-mouth disease outbreaks 

during the year. Early signs are that this will continue to keep meat inflation in check during 2020 as well.3 

 

                                                             
3  Thoughts on South Africa’s food price inflation, Agricultural Economics Today, by Wandile Shilobo, 22 January 2020. 
https://wandilesihlobo.com/2020/01/22/thoughts-on-south-africas-food-price-inflation-2/ 
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3. Improving the food and NAB CPI forecasts 

As each food component is affected by different drivers, one way to improve our overall food CPI forecasts is 

to improve the projections of the most important individual components - those that have the largest weight 

and are simultaneously also the most volatile. A combination of the five largest components by weight bares a 

close resemblance to the overall food and NAB inflation since 2014 – see Chart 3. These five components 

comprise 83% of the overall index and are meat (32%), bread and cereals (19%), milk, cheese and eggs (15%), 

NAB (10%) and vegetables (8%). 

 

Chart 3: The overall food and NAB CPI compared to the top five components by weight 

 

Sources: Stats SA and SARB 

 

Ideally, we would like to have working equations for these top five components, but thus far we rely on a basic 

equation to project bread and cereals inflation (see section 5 below). Forecasts produced for three of the top 

five components (from MPC meetings as used for the Monetary Policy Review publications since March 2018) 

can be seen from charts 5 to 7. Here the medium term projections are adjusted so that the components add up 

to the food projections from the main forecasting model. The forecasts are also adjusted when available 

information from expert sources suggest that outcomes could be affected by unforeseen shocks, such as the 

foot-and-mouth disease in the case of meat prices. Given the limitations of the available information, these 

projections are used mainly for the near quarter or starting point, but they do act as a rough indication for up 

to one year ahead projections.  

 

It is clear from the projections that meat inflation was significantly overestimated in early 2019 as a result of 

the foot-and-mouth disease outbreak. Aside from the overestimation at the March 2018 MPC, the bread and 

cereals inflation projections performed significantly better. Vegetables inflation is uniquely difficult to forecast 

given the seasonality in the data and was underestimated during 2018 and the start of 2019. It was however 

overestimated towards the end of 2019. 
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Chart 4: Evolution of the food & NAB inflation forecasts            Chart 5: Evolution of the meat inflation forecasts 

  

 

Chart 6: Evolution of the bread & cereals inflation forecasts   Chart 7: Evolution of the vegetables inflation forecasts 

  

Sources: Stats SA and SARB 

 

4. The global food price link 

Moderating international agricultural food prices since 2011 (see chart 8), and a more recent de-coupling of 

international food from oil prices during 2018 (see Chart 9), have also made food forecasting especially difficult. 

This has contributed to the weakened relationship between global agricultural food prices and our domestic 

food prices since 2012. As the overall link has weakened (we show these metrics in the Appendix), we test the 

disaggregated domestic food components to see how well they are explained by their international food price 

counterparts. This is useful as over 70% of South Africa’s food and NAB CPI is connected to the five 

agricultural components that make up the United Nations Food and Agriculture Organisation (UN FAO) food 

price index. Meat and cereals are the largest two components by weight, therefore being the most influential. 

Together they comprise over 60% of the UN FAO and almost as much of our domestic food CPI.4  

 

 

                                                             
4 In the International FAO index, meat and cereals weigh 35% and 27%. Dairy and vegetable oils weigh 17% and 14% respectively, while 
sugar weighs just 7%. Likewise, the largest South African CPI food components are also meat and cereals. Together they comprise 56% of 
our food (and half our food and NAB category).  
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Chart 8: Global agricultural food prices have moderated   Chart 9: De-coupling of global food from oil prices  

 

Sources: UN FAO, World Bank and SARB                                         Sources: UN FAO and SARB 

  

 

Domestic grains prices tend to broadly follow international prices, but this relationship is disrupted from time 

to time when domestic firms need to import grains following supply shortages. This occurred during the 

2015/16 drought as domestic maize prices in particular became more vulnerable to international prices. Here, 

the maize shortage shifted South Africa from a net exporter to a net importer. Prices moved up from export 

to import parity, a more than doubling in the price – see Charts 10 and 11(the import and export parity wheat 

prices are shown in the Appendix). For yellow maize, this price was trading near export parity from mid-2012 

to late 2013, before shifting up to import parity and back again over a six-month period. It immediately moved 

back to import parity from early 2015. Here it remained until the start of 2017, when it was clear the drought 

was over. It then traded above but near export parity, and is roughly midway between these two measures now. 

The white maize spot price has followed a similar trend since the drought commenced, but has been trading 

mostly around the export parity price since early 2017. This implies that while the relationship between global 

and domestic grains prices broke down during the post crisis period, should domestic maize prices remain near 

export parity then the relationship between global and domestic prices should improve again. As a result of 

these shifts, we rely on SAFEX grains futures prices when forecasting bread and cereals CPI prices. The SAFEX 

prices are assumed to account for both movements in international prices and potential shifts between import 

and export parity pricing. 

Chart 10: White maize prices                  Chart 11: Yellow maize price  

 

Sources: Grain SA and SAFEX     Sources: Grain SA and SAFEX  
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5. Food equations and the PPI 

To enhance the analysis from our disaggregated inflation model, we have thus far managed to estimate three 

equations that perform quite well in-sample (see appendix) and can be used to forecast three food inflation 

components over the short to medium term. These equations only project one of the top five components, 

however, namely bread and cereals. We also have workable equations for sugar and vegetable oils prices. For 

bread and cereals and vegetable oils we use SAFEX spot prices in-sample and futures prices for the forecast. 

For sugar we use the international sugar price from the FAO and the rand US$ exchange rate.  

The spot prices for both white and yellow maize have moved closer to export parity recently, but wheat prices 

remain close to import parity. When looking ahead the SAFEX futures prices for white and yellow maize for 

delivery over the next year and a half remain quite stable near current prices, reinforcing the expected stable 

maize supply environment. Bread and cereals inflation is projected to moderate over the medium term, from a 

peak of just over 8% three months from now to near 5% by December 2020 (Chart 12). Sunflower seed futures 

prices, our proxy for oils and fats CPI, fluctuate between R5300 and R5700 over the next year. Oils and fats 

CPI rise and then stabilise around 5% through to the end of 2020 (Chart 13). 

 

Chart 12: Bread and cereals CPI forecast        Chart 13: Oils and fats CPI forecast 

 

Sources: Stats SA, SAFEX and SARB          Sources: Stats SA, SAFEX and SARB  

 

Sugar and sweets CPI is expected to peak around 9% by October 2019 and then moderate to near 7% by 

December 2020 (see Chart 14). This is premised on a flat global sugar price and a moderate depreciation in the 

rand US$ exchange rate from current levels of R14.80 to the US$ to R15.20 
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Chart 14: Sugar and sweets CPI forecast        Chart 15: Meat CPI inflation forecast                                             

 

Sources: Stats SA, FAO and SARB          Sources: Stats SA and SARB  

 

We use producer prices to give us an early indication of consumer prices in the case of meat inflation with the 

lag between meat PPI and CPI currently estimated to be two months. Meat PPI dipped deeper into deflationary 

territory than meat CPI did in early 2019 and has been in deflation for 10 of the past 14 months. Deflation in 

both relates to the foot-and-mouth disease outbreak in early 2019. By illustration, PPI outcomes for meat and 

meat products exited deflation in June 2019 having plumbed depths of -6.1% and -5.8% in the first two months 

of the year. The continued effects of this disease, which again took hold towards the end of 2019 is expected 

to persist in 2020 should continue to weigh on meat inflation this year. But, the low base created in 2019 should 

still see meat CPI rising gradually (Chart 15).  For milk cheese and eggs CPI, the corresponding PPI component 

explains it well, but unfortunately, the relationship is contemporaneous and thus does not assist in the near-

term projection. 

In addition, we also check the overall relationship between domestic manufactured food PPI and food CPI 

(Chart 16). A close relationship with lags should improve our near-term consumer food inflation projections. 

This relationship improved in the period since 2012, relative to period from 2001 to 2011 – see appendix.  The 

correlation coefficient strengthened for the later period, while the peak transmission time shortened. It should 

be noted though that more recently this relationship has worsened somewhat.  

 
Chart 16: Domestic PPI and CPI food 

  

Source: StatsSA 
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Conclusion 

Our food CPI forecasts have been poor over recent years because of a range of factors, from severe drought 

to animal disease. This has contributed to the weakened relationship between global and domestic food prices. 

Exchange rate threshold effects and a fragile domestic economy are also playing a role in the large errors. We 

have had some success with our bread and cereals inflation projections, but this has occurred because grain 

futures prices have been reasonably stable for some time. This large weighted component is projected near 6% 

in 2020, but should still provide lower pressure on food inflation than the previous year. Early signs are that 

the foot-and-mouth disease that kept meat inflation in check in 2019 (near zero) will continue to do so this 

year, but base effects will still lift meat towards the target midpoint. One food specialist now expects food 

prices to remain muted at 4% in 2020. Our latest estimation for food and NAB inflation is in line with this 

projection at 4.4%, a reduction from 4.7% at the time of the January 2020 MPC meeting. 
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A. Appendix 

 

Global agricultural prices and domestic food CPI, a weakened relationship 

 

Chart A1: Global FAO and domestic food CPI                       

  
Sources: UN FAO and Stats SA  

As the relationship weakens, so the predictive ability of global food prices (in rand) in explaining domestic food 

and NAB CPI deteriorates. We chose two sample periods to test the strength of the overall relationship between 

global agricultural food prices and South Africa’s domestic CPI food inflation.5 Global agricultural food prices 

no longer predict domestic CPI food inflation very well. Since 2012, a few years after the end of the global 

financial crisis, the peak correlation co-efficient has dropped to 0.54, from 0.82 over the 2001 to 2011 period. 

The peak lag length or how long it takes for international agricultural food prices to impact domestic food price 

inflation has shortened. It declined from nine to four months between the two periods – see Charts A2 and A3 

below. 

 

Charts A2 and A3: Relationship between the FAO global agricultural food prices and domestic CPI food prices 

    Period 1: January 2001 to December 2011      Period 2: January 2012 to December 2019 

  

 

Sources: UN FAO and Stats SA     Sources: UN FAO and Stats SA  

 

Of the five individual components of the FAO (they comprise almost 80% of domestic food CPI and 71% of 

food and NAB CPI), four relationships worsened from the earlier to the later sample period. Sugar is the one 

exception, but its weight is small. Vegetable oils, while weakening slightly, remains well explained by global 

prices over both periods. In part the weaker relationships are a result of the 2015/16 drought, when bread and 

                                                             
5 The two periods are; before and during the global financial crisis (GFC) – from January 2001 to December 2011; and after the GFC – 
from January 2012 to June 2019. 
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cereals CPI was not driven by either international grain or energy prices (a relationship that weakened from 

0.84 to 0.41). Here domestic grain prices moved from export to import parity and then back again. A similar 

pattern is observed with domestic PPI food equivalent components.  

 

Chart A4: Relationship between the components of global agricultural and domestic CPI food prices 

   

Sources: UN FAO and Stats SA  

 

The relationship between domestic food PPI and CPI has strengthened 

When testing how well domestic manufactured food PPI explains food CPI, we find that this relationship 

broadly improved after 2012 (although more recently this has weakened again), relative to the 2001 to end 

2011 period.6 When delving into the components we find that, with a lag, meat CPI can still be projected over 

the very near term using meat PPI, while the peak transmission time has shortened. The cross-correlation 

analysis shows an improvement from 0.68 to 0.80 (see Charts A6 and A7). While it took between five to eight 

months for PPI food to impact CPI food prices pre 2012, it now takes only two months. What should be 

noted though is that since mid-2018 this relationship has again started to look more tenuous and will need 

close monitoring. Part of the reason is that the five components discussed in this note only make up half of 

manufactured food PPI.  

 

Charts A5 and A6: Relationship between domestic PPI and CPI food prices 

    Period 1: January 2001 to December 2011      Period 2: January 2012 to December 2019 

  

  
Source: Stats SA       Source: Stats SA  

On a disaggregated level, the five key domestic PPI food components (from the global FAO) display a strong 

relationship with their CPI food price counterparts for these two periods. In particular, the correlation 

coefficient for sugar has almost doubled. This suggests that where these domestic PPI food prices lag their CPI 

equivalents, they can be used as near term predictors.  

                                                             
6 while the peak transmission time has shortened 
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Chart A7: Relationship between the components of domestic PPI and CPI food prices 

  

Source: Stats SA  

 

Chart A8: Wheat import and export parity pricing 

 

 

Sources: Grain SA and SAFEX 

 

Equation A1: Bread and cereals equation 
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Equation A2: Oils and fats equation 
 

 
 
 

Equation A3: Sugar, sweets and desserts equation 

 

 
  

Table A1: Lag length from global agricultural food prices to domestic food prices (Pre-Crisis) 

 FAO to PPI PPI to CPI FAO to CPI 

Dairy 6 – 12 months* 0 – 2 months** 6 – 12 months* 

Meat 7 – 12 months* 0 – 2 months** Negative relationship 

Cereals 2 – 6 months* 0 – 2 months** 3 – 12 months* 

Sugar 0 – 3 months** 0 – 3 months** 1 – 5 months** 

Vegetable oils 1 -  2 months** 0 – 2 months** 0 – 2 months** 

*Very weak relationship of below 0.5 

**Strong relationship 

 

Table A2: Lag length from global agricultural food prices to domestic food prices (Post-Crisis) 

 FAO to PPI PPI to CPI FAO to CPI 

Dairy 3 – 7 months* 0 – 3 months** 6 – 12 months* 

Meat 2 – 8 months* 0 – 3 months** 4 – 10 months* 

Cereals 1 – 7 months** 1 – 4 months** 1 – 8 months** 

Sugar 6 – 12 months* 1 – 9 months* 2 – 6 months** 

Vegetable oils 1 -  3 months** 0 – 3 months** 1 – 6 months** 

*Weak relationship of below 0.5 

**Strong relationship 
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OBEN 2001* – March 2020 

Measuring public sector CPI 

Koketso Mano1 

 

Abstract 

South African headline inflation has slowed materially in recent years, towards the midpoint of the 

target range of 4.5%. However, a few price categories have shown stubbornly high inflation. On 

closer inspection, the majority of high-inflation prices are those either determined or strongly 

affected by government. We formalise this insight with a public sector CPI measure which shows 

that since 2014, public sector inflation has averaged 6.1% while private sector inflation has averaged 

4.9%. In the recent period, public sector inflation is running over 6%, while private sector inflation is 

around 3.5%. The headline conclusion of this note is that the public sector is the main driver of 

inflationary pressure in this economy. Despite high public sector inflation, monetary policy has 

delivered inflation close to the midpoint of the target range but has presumably been tighter than 

would have been necessary in a counterfactual scenario of lower public sector inflation. 

 

 

1. Introduction 

South African inflation has slowed materially in recent years. However, even with headline inflation 

rates around 4.5%, the midpoint of the target range, a number of price categories have shown 

stubbornly high inflation. A closer inspection of these high-inflation categories reveals an interesting 

pattern: the majority are prices set or strongly affected by government. Formalising this insight with a 

public sector CPI measure shows that over the past year and a half public sector inflation is running 

over 6%, while private sector inflation is around 3.5%. The headline conclusion of this note is that the 

public sector is the main driver of inflation pressure in this economy, especially in the most recent time 

period (Figure 1).2 

                                                             
1 Special thanks to David Fowkes and Witness Simbanegavi for valuable comments and supervision of this research. 
Thanks also to Jeffrey Rakgalakane for technical input. 
2 Perhaps even more important is the fact that most of the public services also serve as inputs into the production process. 
Thus public CPI is contributing to a higher cost structure of the economy. 
 

 

 * The views expressed in this Economic Note are those of the author(s) and should not be attributed to the South African Reserve Bank or South African Reserve 
Bank policy. While every precaution is taken to ensure the accuracy of information, the South African Reserve Bank shall not be liable to any person for inaccurate 
information, omissions or opinions contained herein. See contents for further details. 
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2. Construction of a public sector CPI  

Our public sector CPI measure is based on the administered price (admin.) series as defined by 

Statistics South Africa (Stats SA), but with several departures (Table 1 and Figure 11). First, we use 

only the tax portion of fuel prices.3 This means excluding the basic fuel price, which is a function of 

international oil prices and the exchange rate – neither of which are government-controlled. The weight 

of taxes in fuel has been changing: from January 2013, it was 40%, but this rose to 60% following the 

January 2017 re-weighting. So even without including the entire fuel price, the idea of fuel as an 

important component of CPI remains consequential because the majority of the price is actually 

taxation. 

Second, we treat communications slightly differently. The existing administered price classification 

includes telephone and cell phone services, on the grounds that these rates are regulated by the 

Independent Communications Authority of South Africa (ICASA). For consistency, we have opted to 

include other communication components, data costs and postal services (0.09% of headline CPI), 

which are similarly influenced by government, either through the South African Post Office, or 

through fees and licenses for using ICT infrastructure and spectrum.4  

Third, lotto ticket prices have been included on the basis that the National Lotteries Commission 

approves all price changes for the National Lottery, whose ticket prices are surveyed. This justifies 

regarding lotto as an admin price, even though it is currently not defined as such. 

 

 

 

                                                             
3 This definition of fuel taxes already includes retail margins that are determined by government. 
4 Postal services in the CPI comprise post boxes and courier services, and are not included in the administered price series. 

The rental of postal boxes is largely a function of the South African Post Office, a government subsidiary; the company also 

provides courier services. There are also private couriers (such as DHL and Fedex), so this category is not purely public. The 

weights are small, however – post boxes are 0.1% of the CPI, while couriers are 0.2% of the CPI – so the choice of how to 

assign this component is not very consequential. 
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Table 1: Public sector CPI basket 
 

2013 weights (Dec2012=100) 2017 weights 
(Dec2016=100) 

Water 1.55 [7.1] 1.08 [4.8] 

Rates and taxes 1.30 [5.9] 1.30 [5.8] 

Electricity 4.13 [18.8] 3.75 [16.7] 

Fuel taxes 2.50 [11.4] 2.55 [11.3] 

Education 2.95 [13.5] 2.53 [11.2] 

University boarding fees 0.06 [0.3] 0.06 [0.3] 

Communication 2.50 [11.4] 2.43 [10.8] 

TV licences: SABC 0.06 [0.3] 0.04 [0.2] 

Trains 0.09 [0.4] 0.13 [0.6] 

Motor licence and registration fees* 0.32 [1.5] 0.35 [1.6] 

Lotto 1.03 [4.7] 1.75 [7.8] 

Alcoholic beverages and tobacco 5.43 [24.8] 5.82 [25.8] 

Total [% of headline CPI]** 21.92 [100] 21.79 [100] 

Non-alcoholic beverages: Soft drinks - 0.73 [3.2]*** 
*Includes toll fees 

**Note: weights may not add up to a hundred because of rounding. See Table 3 for a detailed weights structure. 

*** Added from April 2018 to March 2019, making Public CPI weigh 22.52% over that period. 

Fourth, we have opted to include alcohol and tobacco in our measure. Although these goods are 

produced and sold by the private sector, they are subject to sin taxes. Since 2008, average inflation for 

sin taxes has been 7.9%; by contrast, average inflation of retail prices excluding tax has been just 4.1%. 

In addition, the full pass-through tax burden on these items are currently over 40% (Figure 2 and 3).5  

 

 

 

                                                             
5 The retail price excluding taxes measure is hypothetical. It assumes all taxes are passed onto the consumer. Actual pass-
through is unknown. 
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PPI producer (wholesale) inflation for beverages and tobacco has averaged 8% since 2016, so it appears 

that wholesale prices have inflated with just excise taxes (Figure 8).6 This indicates an absorption of 

price pressures on both the wholesale and retail levels. Thus, without tax-related pressures, price 

increase could have been lower. The fact that the alcohol and tobacco category has inflation over 4.5% 

is largely due to government policy, not private-sector pricing. Given its relatively large weight in the 

CPI – close to 6%, or roughly double education – this is an important inclusion. 

Added together, our measure accounts for 21.79% in total CPI, based on 2017 weights. We follow 

Stats SA in reweighting and rebasing every four years, so our measure has a slightly higher weight for 

the period 2013-2016, at 21.92%. By contrast, the normal admin price measure has a weight of 16.17% 

in the current CPI basket (also lower relative to the previous weight of 18.48%). 

3. Incorporating one-off taxes 

A further consideration is one-off tax changes, specifically VAT and the new sugar tax. These are 

clearly a source of government-induced inflationary pressure, but it would be inappropriate to record 

them as government prices: in most years, price determination for these goods and services is a private 

sector activity. To resolve this problem, we augment our measure with an estimate of the tax effects 

for the relevant years only.   

The VAT increase took effect in April 2018, with the tax increased from 14% to 15%. To calculate the 

inflationary consequences of this change, we use the Disaggregated Inflation Model data to identify 

price movements for affected items. We start by identifying the VAT-eligible items, and removing any 

already included in our public CPI measure to avoid double-counting. We then contrast the 2018 

month-on-month change following the VAT increase with the change observed in non-VAT years, 

represented by an average of the 2012-2017 period. To control for front-loading, in which firms 

implement a larger price change at the same time as the VAT adjustment, we consider not only the 

month of the change but also the next two months. (In other words, we compare monthly inflation 

for April, May and June 2018 against the average of April, May and June for 2012-2017).7  

The cumulative VAT effect is calculated at 0.7pp on public sector inflation and 0.3pp on headline 

inflation. The estimated impact is smaller than the 0.6pp estimate in Fowkes, Janse van Rensburg and 

Visser (2019), probably because we include May and June as well as April in our comparison.8 Our 

methodology is also different because we use data from existing indices, rather than constructing a 

new VAT index from fine-grained data.9 As our impact is smaller, this may be treated as a relatively 

conservative estimate of inflation pressure arising from the VAT increase (Table 2). We see from 

Figure 4 that, had it not been for the VAT increase, Government CPI would have stayed within the 

inflation target band throughout 2018.10 

                                                             
6 Sin taxes are charged to producers.  
7 For robustness, we also contrast 2018 April-May-June inflation with the equivalent average for 2017 and 2019, the other 
two years in the current disinflation period. The results are much the same as those for the longer, 2012-2017 average. This 
exercise was conducted on both categories that are affected by VAT and those that are not, it is encouraging that the 
majority of non-VAT items (except volatile items like fuel) did not experience monthly changes that were significantly 
different from non-VAT years. 
8 We compare post VAT month-on-month changes, Fowkes, Janse van Rensburg and Visser focus on the pre-VAT trends.  

Fowkes, D., Janse van Rensburg, T., & Visser, E. (2018). The meat of the matter: quantifying VAT effects. South African 
Reserve Bank economic note EN1834. 
 
9 Had we focussed solely on April 2018, we would have gotten a higher full headline impact, especially when compared to 
the disinflation period. See Table 2 in the Appendices for all VAT impact estimates. 
10 Figure 11 in the Appendices plots our public sector CPI and the official admin CPI. Our measure correlates reasonably 
well with the admin CPI (excl. fuel). It should be noted however that our measure has a larger weight than the admin CPI 
since we have included additional sources of public inflation over and above those captured in the official admin CPI. 
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Following a similar logic, we also include the effects of the sugar tax by adding sugary drinks to our 

measure in April 2018.11 The contribution to government CPI was 0.2pp (Figure 5). Other categories 

have either remained flat or moderated during this period and a major input, sugar, experienced a large 

downward base effect so the soft drinks category was the outlier (Figure 9). We attribute most of this 

development to sugar taxes. As this tax was not raised further in 2019, this item has – to date – 

generated inflationary pressure for just 12 months, with a zero contribution subsequently (Figure 10). 

 

4. Dynamics of public sector CPI 

Public sector inflation has been above the upper band of 6% for 30 of the past 72 months, while 

private sector inflation has been above 6% for only 16 of the past 72 months. Since 2014 public sector 

inflation has averaged 6.1%, which is over one percentage point above the average for private sector 

inflation (which has averaged 4.9%). During 2019, private sector inflation remained below the 

midpoint of the inflation target range, while headline inflation has fluctuated around the midpoint. 

                                                             
11 NAB also picked-up over 2016/17 when sugar and hot beverage prices rose. Sugar has historically played an important 
role in how beverage prices evolve given its importance as an input. Unlike in previous periods, sugar decelerated over 
2018/19 while soft drinks ticked-up. We believe NAB inflation was kept elevated by the implementation of sugar taxes on 
soft drinks.  
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Figure 4: VAT effects
Annual percentage change
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Sources: Stats SA and SARB
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Figure 5: Impact of April 2018 sugar tax on soft drinks
Annual percentage change
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Source: Stats SA
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Public sector inflation was above the 6% upper bound of the target range for five months of the year 

(Figure 1).  

Looking at the contributions of the major components (by weight) to public sector inflation (Figure 

6), alcoholic beverages and tobacco has contributed on average 1.5 percentage points since 2014, in 

line with its substantial weight. Electricity and fuel taxes have also been major drivers, contributing 1.4 

and 1.0 percentage points respectively. Across the entire sample period, water has been the single-most 

consistent contributor to public CPI being higher that 4.5%, with an average inflation rate of 10.9% 

since 2014, and a contribution of 0.7 percentage points. 

 

In Figure 7 we see that between mid-2015 and early 2016, public sector inflation was between 4 and 5 

percentage points above the midpoint of the target range. For the majority of this period, electricity 

and fuel taxes were the major inflationary culprits. Electricity inflation rose from 7.2% to 11.4%. 

Meanwhile, fuel tax inflation rose from lows of around 4.0% to just above 17.0%, as government 

exploited a period of falling international oil prices to raise fuel taxes without causing an increase in 

pump prices. By contrast, communication and the “other” components were below 4.5%. 

Communication, in particular, has consistently lowered public sector inflation towards the 4.5% level. 

Between mid-2016 and mid-2018, public sector inflation was noticeably lower, in line with the target 

midpoint (strikingly, this was also the period in which headline CPI first slowed from about 6% to 

around 4.5%). During this period, education inflation subsided in response to the ‘fees must fall’ 

campaign, which led to zero increases in tertiary-education fees. Electricity price increases were also 

unusually subdued, at just over 2%.12 This period of subdued public CPI inflation was relatively brief, 

however, with price changes accelerating again from mid-2018. Public sector inflation has subsequently 

been around 1.5 – 2 percentage points above headline inflation.  

                                                             
12 Although Nersa had approved annual tariff hikes to the value of 8% between 2013 and 2018, Eskom actually received 
tariff clawbacks (as per the Regulatory Clearing Account, RCA) of 12.7% in the 2015/16 period and 9.4% in the 2016/17 
period. These higher adjustments allowed the 2017/18 adjustment to be lower, and –together with the MYPD3 approval of 
just below R200 billion in allowed revenue - the result was tariff increases averaging 2.2%. 
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Figure 6: Contributions to public sector CPI
Annual percentage change Other (19%)
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Fuel taxes (11%)

Education (11%)

Electricity (17%)

All communication
(11%)

Alcoholic beverages
and tobacco (26%)

Gov CPI (100%)

Sources: Stats SA and SARB
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5. Conclusion and areas for future research 

Since 2014, public sector inflation has averaged 6.1% while private sector inflation has averaged 4.9%. 

In 2019, private sector inflation decelerated to 3.5%, while public sector inflation remained at the upper 

limit of the inflation target range, at 6%. Despite high public sector inflation, monetary policy has 

delivered inflation close to the midpoint of the target range. Nonetheless, high public sector inflation 

has been a source of significant inflationary pressure, presumably requiring a tighter monetary policy 

stance than would have been necessary in a counterfactual scenario of lower public sector inflation.  

In addition to this central conclusion, the research presented here suggests two further points. First, 

were South Africa to shift to a lower inflation target, the easiest way to achieve this would be to 

coordinate government pricing to lower rates; the private sector has already been delivering inflation 

around the target midpoint for the past three years. Indeed, lower public CPI – even if unplanned – 

seems to have played a meaningful role in lowering CPI towards the 4.5% midpoint, back in 2017. 

Second, there are indications that pricing for categories such as electricity has now passed the peak of 

their Laffer curves, such that further price increases reduce returns by disincentivising demand. Finally, 

and as a question for future research, it may be the case that government-induced inflation has now 

become counterproductive. By raising inflation, it is lifting borrowing costs both at the short and long 

end of the curve. It is also raising government costs inasmuch as government expenses such as salaries 

are indexed to CPI. Furthermore public inflation, because of the input nature of the associated services, 

may be reducing the scope for further disinflation in private CPI.  
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Figure 7: Deviation from target midpoint
Percentage points
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Figure 8: Alcoholic beverages and tobacco (unweighted average wholesale 
price)
Rand
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Ave inflation (2016-2019): 8.1%

Ave inflation (2016-2019): 8.3%
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Figure 10: NAB decelerating on sugar tax 
base effect
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Figure 9: Non-alcohlic beverages and sugar
Annual percentage change

Sugar, sweets and desserts: Sugar (75%)
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Table 2: VAT 
effects 

Long-term average (2012-
2017) 

Disinflation period 
(2017&2019) 

Previous year (2017) 

 Headline CPI Public CPI Headline CPI Public CPI Headline CPI Public CPI 

Alcoholic 
beverages & 
tobacco 

0.04 0.16 0.03 0.14 0.05 0.20 

Communication 0.06 0.26 0.06 0.25 0.06 0.27 

Education* 0.00 0.00 0.00 0.00 0.00 0.00 

Electricity 
(extended to 
July) 

0.01 0.02 0.03 0.12 0.01 0.02 

Motor licence 
and registration 

0.00 0.01 0.01 0.03 0.01 0.03 

Rates and taxes 
(excl. levies)* 

0.00 0.00 0.00 0.00 0.00 0.00 

Trains* 0.00 0.00 0.00 0.00 0.00 0.00 

TV licence: 
SABC 

0.00 0.00 0.00 0.00 0.00 0.00 

University 
boarding fees 

0.00 0.00 0.00 0.00 0.00 0.00 

Water 
(extended to 
July) 

0.02 0.10 0.02 0.09 0.01 0.06 

Non-alcoholic 
beverages: Soft 
drinks 

 0.08  0.10  0.08 

Lotto  -0.20  -0.20  -0.20 

Other 0.08  0.18  0.22  

Sum 0.20 0.64 0.32 0.72 0.35 0.67 

One-month 
check 

0.26 0.71 0.62 0.75 0.37 0.77 

*CPI items that are not subject to VAT 
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Annual percentage change
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Table 3: CPI 
composition and 
weights 

Total 
CPI  

Public 
CPI  

Private 
CPI  Admin CPI 

Alcoholic 
beverages and 
tobacco 

5.82 

 
Alcoholic 
beverages and 
tobacco 5.82 Clothing 3.83 

Communication 
excl.data and 
courier 2.31 

Clothing 
3.83 Communication 2.43 

Domestic 
worker wages 2.45 

Education 
2.53 

Communication 
2.43 

Education 
2.53 

Financial 
services 1.53 

Electricity 
3.75 

Domestic worker 
wages 2.45 

Electricity 
3.75 

Food 
16.53 

Motor licence and 
registration 0.35 

Education 
2.53 

Motor licence and 
registration 0.35 

Household 
contents 1.9 

Paraffin 
0.05 

Electricity 
3.75 Fuel taxes 2.55 

Owner’s 
equivalent rent 13.32 

Fuel 
4.58 

Financial services 
1.53 

Rates and taxes 
excl,levies 

1.3 
Insurance 

10.06 

Rates and taxes 
excl.levies 1.3 

Food 17.24 Trains 0.13 Medical goods 0.53 Trains 0.13 

Household 
contents 1.9  TV licence: SABC 0.04 

Medical services 
0.87  TV licence: SABC 0.04 

Owner’s 
equivalent rent 13.32 

University 
boarding fees 0.06 

Other public 
transport 2.17 

University boarding 
fees 0.06 

Insurance 
10.06 Water 1.08 

Paraffin 
0.05 Water 1.08 

Medical goods 
0.53 Soft drinks 0.73 

Fuel 
2.03   

Medical services 
0.87 

 
Lotto 1.75 Levies 0.78   

Motor licence and 
registration 

0.35 

 

 

Actual rentals 

3.52   

Other public 
transport 

2.17   

Residual goods 

4.41   

Paraffin 
0.05   

Residual 
services 2.43   

Fuel 
4.58   

Restaurants and 
hotels 3.03   

Rates and taxes 
2.08   

Personal vehicle 
operation 0.45   

Actual rentals 3.52   Spare parts  0.48   

Residual goods 
4.41   

TV licence: 
excl.SABC 1.01   

Residual services 4.18   Vehicles 6.12   

Restaurants and 
hotels 

3.03       

Personal vehicle 
operation 0.45       

Spare parts  
0.48       

Trains 0.13       
TV licence 1.05       
University 
boarding fees 0.06       
Vehicles 6.12       
Water 1.08       
Total 100  22.52  77.5  16.18 
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A measure of South Africa’s sovereign risk premium

Luchelle Soobyah and Daan Steenkamp

Abstract

We show that global factors explain about three quarters of the variation in South African sovereign credit
default swap (CDS) spreads. We construct a South African-specific sovereign risk premium measure that
strips out global factors from South African CDS spreads. We show that the increase in the South African
CDS spread between mid-2019 and early 2020 reflected an increase in the domestic component. Since the

outbreak of COVID-19, about 80 percent of the spike has reflected domestic sovereign credit risk. The 5 year
CDS spread rose 38 basis points on the day following the Moody’s downgrade, 25 basis points of which
reflected an increase in the domestic component of the CDS spread. Furthermore, we find that our risk

premium measure is highly correlated with the South African term premium. This suggests that an increase in
South Africa specific risk has contributed to the recent steepening of the South African yield curve.

1 Introduction1

Market participants use credit default swap (CDS) contracts to hedge exposure against sovereign defaults or
debt restructuring, and are therefore useful indicators of developments in credit spreads. The probability of
default embedded in South African sovereign bonds has been steadily rising since the Global Financial Crisis
(Figure 1). Since the 2020 Budget, the outbreak of COVID-19 has seen the South African yield curve steepen
substantially and large spikes in CDS spreads at all maturities (Figure 2). Even though the probability of
sovereign default within the next year is low according to Bloomberg’s sovereign default model, the probability
of default within the next 5 years currently stands at over 10 percent.

Figure 1: Probability of default on South African sovereign bonds
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1 Thanks to Matt Greenwood-Nimmo and Konstantin Makrelov for useful suggestions.

* The views expressed in this Economic Note are those of the author(s) and should not be attributed to the South African Reserve Bank or South African Reserve 
Bank policy. While every precaution is taken to ensure the accuracy of information, the South African Reserve Bank shall not be liable to any person for inaccurate 
information, omissions or opinions contained herein. See contents for further details. 
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Figure 2: Change in sovereign CDS and yield curves since the 2020 Budget
CDS spreads

0

50

100

150

200

250

300

350

400

450

500

2Y 3Y 5Y 10Y

b
a

s
is

 p
o

in
ts

 

Horizon 

2020-03-30

2020-02-27

Yields

5

6

7

8

9

10

11

12

2Y 3Y 5Y 10Y

p
e

r 
c
e

n
t 

Horizon 

2020-03-30

2020-02-27

Source: Bloomberg (Yields), JPMorgan (CDS spreads)

We measure the extent to which developments in global sovereign debt markets and global macroeconomic
factors influence the South African government’s CDS contracts to construct a measure of South Africa-specific
sovereign credit risk. We find that:

• Common variation in global and emerging market sovereign credit spreads explain about 75 percent of
the movements in the South African government CDS spread;

• The increase in the South African CDS spread between mid-2019 and early 2020 reflected an increase
in the domestic component;

• Since the outbreak of COVID-19, about 80 percent of the spike has reflected domestic sovereign credit
risk;

• Approximately 25 basis points of the 38 basis points rise in the 5 year CDS spread on the day following
the Moody’s downgrade reflected an increase in the domestic component.

2 Methodology

Longstaff et al. (2011) show that global macroeconomic factors play a dominant role in changes in country-
specific sovereign credit risk. Whereas Longstaff et al. (2011) focus on assessing which global and regional
factors can explain a country’s sovereign CDS spread, we estimate a country-specific sovereign credit risk mea-
sure. We start by extracting a global factor from 19 sovereign CDS spreads2 as their first principal component
(FGlobal). We also construct an emerging market factor as the first principal component of a set of emerging
market sovereign CDS spreads (excluding South Africa). We construct a measure of the common variation of
emerging market CDS spreads by purging it of the global factor by running a regression of the first principle
component from emerging market CDS spreads on a constant and FGlobal, and save the residuals (as FEME):

PCEME = C + FGlobal + ε (1)

where

ε = FEME (2)
2 The selection of countries is based on availability back to 2007 which is all SARB has access to under our Bloomberg license (see

Figure 8 for the list of countries). Reference obligations are senior external or international sovereign debt (US dollar denominated
issues for all countries except the US where it is euro). Note that we have not included the US in our sample, although including it
makes very little difference to the SA sovereign credit risk estimate obtained.
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To estimate the South Africa-specific sovereign credit risk premium that is independent of global and emerging
market factors, we run a regression of the South African sovereign CDS spread on a constant, FGlobal and
FEME:

S ACDS = C + FGlobal + FEME + υ (3)

The residuals from this regression (υ) proxy the SA sovereign risk premium.

We present estimates based on data in levels (where all series used were confirmed to be stationary), as well as
results based on data expressed in monthly changes as in Longstaff et al. (2011). We also consider including
various controls of developments in global financial markets (including USDZAR, US and SA stock indices,
SA foreign exchange reserves, US term premium as estimated in Soobyah and Steenkamp (2020, forthcoming),
the US stock market volatility premium (implied less realised volatility), the USDZAR variance risk premium
(implied less realised volatility, from Greenwood-Nimmo et al. 2020, forthcoming), as well as a proxy for
the US equity premium (the price-earnings ratio for the S&P 500) that could also explain developments in
domestic and foreign CDS spreads.

3 An estimate of SA’s sovereign credit risk

Table 1 presents the benchmark model based on daily data, while the Appendix presents the full model specifi-
cations for estimating the South African-specific risk premium at a monthly frequency. We conducted extensive
model specification tests, and the Appendix presents alternative specifications that control for additional global
factors in estimating the South African sovereign credit risk premium.

We find that South African sovereign credit risk is predominantly driven by global factors. The benchmark
model (column 1) can explain 74 percent of variation in the level of South African 5 year CDS spreads. Com-
mon variation in global sovereign credit spreads (their first principle component) explains roughly 60 percent
of South African government CDS spread movements, while variation in emerging market spreads explains
another 14 percent (when each is regressed along with a constant on the South African CDS spread). Global
and emerging market credit spreads have a positive coefficient, consistent with the argument by Longstaff et al.
(2011) that global and regional factors capture global or group liquidity conditions that affect all sovereign
spreads.

Table 1: Model specifications

Dependent Variable SA CDS 5 year Spread (level) Daily
Sample 03/03/2003 - 30/03/2020

Constant 164.85***
(0.54)

FGlobal 28.87***
(0.24)

FEME 31.84***
(0.56)

R Squared (Adj) 0.74

() indicate standard errors, *, ** and *** indicates significance at 10, 5 and 1 percent significance, respectively.

The risk premium in QPM is proxied by the JP Morgan EMBI+ for South Africa, which captures the total
returns for USD denominated debt issued by the South African government. Figure 3 compares our sovereign
risk estimate to the EMBI+ for South Africa. Whereas the EMBI+ will be contaminated by co-movement with
global factors, our measure has been purged of the effects of foreign factors that affect movements in South
African CDS spreads. While the two series do co-move (correlation of 0.64 over the past 5 years), our measure
shows a stronger correspondence to South Africa-specific risk events such as Nenegate in December 2015 and
the rating downgrades in April 2017 and June 2017. Our measure of the domestic risk premium has risen by
a higher percentage and remained more elevated compared with history than the EMBI+, and suggests that
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the market continues to price in a high South African sovereign credit risk currently. Our sovereign credit risk
measure is mean zero, so the final index value can be interpreted as the sovereign credit risk measure being
about 200 index units above its long term average.

Figure 4 shows that while global CDS spreads pulled down SA CDS spreads between early 2016 and early
2020, the domestic component has been steadily rising. Since the outbreak of the COVID-19 virus, both the
domestic and international components have spiked dramatically, with roughly 210 basis points (80 percent) of
the 262 basis point increase in CDS spreads reflecting domestic sovereign credit risk. The 5 year CDS spread
rose 38 basis points on the day following the Moody’s downgrade (30 March 2020), with approximately 25
basis point estimated to have reflected an increase in the domestic component. Consistent with our results for
CDS spreads, Figure 9 in the Appendix applies our methodology to the EMBI+ and shows that the contribution
from domestic risk to long bond yields has risen by more than international risk.

Figure 3: SA sovereign risk measure vs EMBI+ (daily)
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Figure 4: CDS 5 year Decomposition
Global and domestic components
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One would expect that shifts in the South African country risk premium should spillover to term premia, which
in turn would affect the level of long term interest rates. Figure 5 shows that our measure is indeed highly
correlated with the term premium in long rates (from Soobyah and Steenkamp 2020, forthcoming), although
the correlation of the EMBI+ with the term premium is also relatively high. Over the last five years, the
correlation between our measure and the term premium is over 0.6. Our estimates therefore suggest that an
increase in South Africa-specific risk has contributed meaningfully to the recent increase in long term interest
rate spreads, given the divergence between the South African and US term premia.
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Figure 5: SA sovereign risk measure vs 10-year term premium (daily frequency)
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4 Conclusion

This note quantifies a South Africa-specific sovereign risk premium that could be re-estimated on an ongoing
basis. Whereas the movements of the EMBI+ that is used in QPM often reflect global developments in CDS
spreads and risk appetite, our measure has been purged of such influences. This bears out in its strong correla-
tion with the term premium. This suggests that an increase in South Africa-specific risk has contributed to the
recent increase in long term interest rate spreads. We argue that our measure therefore closely approximates
a sovereign risk premium concept for South Africa and is useful for distinguishing developments in domestic
sovereign risk from globally-driven country risk. The decomposition implies that even if global CDS spreads
decline once the current crisis abates, the worsening of the South African sovereign position would continue
to keep the South African sovereign CDS spread (and therefore long term interest rates) at relatively elevated
levels.

The forecast process could benefit from subscribing to a larger quantum of CDS data to expand the number
of pricing sources available to estimate sovereign credit risk. To measure exactly how much sovereign risk
contributes to long term borrowing costs, future work should decompose long rates using a structural model.
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A Appendix

A.1 Monthly estimates

Table 2 presents the full model specifications for estimating the South African-specific risk premium at monthly
frequency. Like the updated daily estimates, we find that South African sovereign credit risk is driven mainly
by global factors, with the benchmark model (column 1) explaining 85 percent of variation in 5 year CDS
spreads. The first principle component3 explains roughly 25 percent of South African government CDS spread
movements, while variation in emerging market spreads explains another 50 percent.

Table 2: Model specifications (monthly frequency)

Dependent Variable SA CDS 5 year Spread (level) SA CDS 5 year Spread (changes)
Sample 2007M11-2019M12 2007M01-2019M11 2005M09-2019M12

1 Constant 186.39*** 1319.69*** 0.65***
(2.12) (223.40) (1.07)

FGlobal 39.20*** 44.63*** 24.94***
(2.24) (2.42) (1.07)

FEME 86.92*** 90.81*** 31.52***
(3.60) (3.99) (6.06)

USDZAR VRP 0.24*
(0.13)

USEP -204.47***
(40.30)

R Squared (Adj) 0.85 0.87 0.77

() indicate standard errors, *, ** and *** indicates significance at 10, 5 and 1 percent significance, respectively. For columns 3 and 4, all regressors

were expressed as monthly changes.

Column 2 presents an alternative specification that controls for additional global factors in estimating the
South African sovereign credit risk premium. Of the foreign factors considered, only the US Equity Premium
(US EP) helps explain movements in South African sovereign CDS spreads,4 and is positively associated with
the South African CDS spread, consistent with what Longstaff et al. (2011) found for South Africa. Of domestic
variables considered, only the USDZAR Variance Risk Premium (US DZARVRP) is significant and again, a
higher VRP is associated with a higher CDS spread.5

Column 3 summarises the regression results when the specification is expressed in monthly changes instead. In
contrast to the results for specifications in levels, almost all of the explanatory power of the model comes from
the global factor. Control variables were generally not significant when added to the specification. Nonetheless,
these two factors explain around 77 percent of monthly changes in the South African government CDS spread.

Figure 6 plots the various monthly estimates of the risk premium. Adding control variables do not make a
meaningful difference to the estimates for the level specification (left pane), consistent with the global factor
picking up the global drivers of the CDS spread. Estimates based on monthly changes in CDS spreads instead
as in Longstaff et al. (2011) are also highly correlated to the level specification from Coloumn 1, which we
select the specification since it is the easiest to interpret.

Figure 7 compares the evolution of the SA CDS spread against the global and EME factors. Since 2015, the SA
CDS spread has risen by more than the global and EME factors and has remained more elevated than foreign
factors explain.

3 Similarly to what Longstaff et al. (2011) find, the loadings on the global principal component are roughly uniform across countries,
though they are low for Brazil, Columbia and Turkey in our case (Figure 8).

4 Changes in US stock market indices are sometimes significant, but then the resultant model residuals are not stationary.
5 Longstaff et al. (2011) find that local factors (in their case local stock returns and percentage changes in the dollar value of govern-

ment holdings of foreign reserves) can explain more than 50 percent of the variation in the South African CDS spread between 2000
and 2010, and overall their model has an adjusted R squared of 0.63 once foreign factors are included.
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Figure 6: SA sovereign risk measures (monthly frequency)
Benchmark (levels) vs alternative (column 2)
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Figure 7: SA sovereign risk measure vs foreign components (monthly frequency)
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Figure 8: Loadings in global principal component of CDS spreads (monthly frequency)
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Figure 9: EMBI Decomposition
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Impact of lock-down measures on 2020 GDP growth in South 

Africa: A production-side approach  

Kgotso Morema and Theo Janse van Rensburg 

 

Abstract 

This Economic Note quantifies the direct impact of the 35 days lock-down implemented by the South 

African government in response to curbing the spread of the Covid-19. The results suggests that the lock-

down will directly lead to a loss in 2020 GDP of R123.4 billion in constant prices (which is roughly 

R203.6 billion in current prices). This implies a deviation from the baseline (no lock-down scenario) of 

about 3.9 percentage points (pp) on annual 2020 growth. To generalise our results, our analysis suggests 

that the economy will lose R4.7 billion in real terms per day (R7.7 billion in nominal terms) due to the 

lock-down (assuming the current lock-down rules do not change). If the government implements stricter 

rules (e.g. a complete shut-down), then the impact would be even more severe, with the economy losing 

about R10.2 billion on real GDP per day (R16.8 billion in nominal terms). 

 

 

1. Introduction1 

The Coronavirus (COVID-19) pandemic has taken the world by storm, spreading rapidly with over 2 

million cases confirmed globally and 200 thousand fatalities as of 26 April 20202. In response to the virus, 

governments across the globe (South Africa, Italy, France, China, India and other countries) have taken 

strict measures of social distancing in order to contain the spread of the virus and ultimately flatten the 

curve. These measures, includes travel restrictions (including border closures), individuals staying at home, 

and businesses stopping their operations (unless deemed essential). However, these measures are likely to 

have a significant negative impact on economic growth as large parts of the economy will not be 

functioning. 

This note aims to quantify the impact (particularly the direct impact3) of the 35 days lock-down 

(implemented by the government) on SA’s GDP growth. We assess each sector’s output (from the 

production side), as this will allow us to account for sector-specific characteristics. The estimates from this 

method are then used to guide the QPM’s forecast for GDP and potential GDP. Our results suggests that 

the 35-days lock-down will directly lead to a loss in GDP of R123.4 billion in constant prices (which is 

roughly R203.6 billion in current prices) in 2020. This implies a deviation from the baseline (no lock-down 

scenario) of about 3.9 percentage points (pp) on annual 2020 growth. Given the severe impact of the lock-

down on GDP coupled with the impact of load-shedding (estimated to be 0.5 pp4 in 2020), a global 

recession, other indirect effects of the lock-down/Covid-19, and credit rating downgrade(s), SA is likely to 

enter a deep recession this year. In the April MPC baseline forecast, GDP growth is expected to register -

                                                             
1 Many thanks to Pamela Mjandana for her valuable comments and suggestions. 
2 https://coronavirus.jhu.edu/map.html 
3 Direct impact means the impact of businesses not operating for 35 days (lost production that would have probably took place 
there was no lock-down). 
4 This was estimated pre-Covid-19, therefore it might be lower now given the fact that there hasn’t been any load shedding thus 
far. 
 
 

 

 * The views expressed in this Economic Note are those of the author(s) and should not be attributed to the South African Reserve Bank or South African Reserve 
Bank policy. While every precaution is taken to ensure the accuracy of information, the South African Reserve Bank shall not be liable to any person for inaccurate 
information, omissions or opinions contained herein. See contents for further details. 
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6.1% in 2020, outweighing the significant contraction experienced during the 2009 Global Financial Crises 

(GFC).  

2. Method and assumptions 

To estimate the direct impact of the lock-down on GDP, we employ a similar method by Morema, 

Rakgalakane, Mjandana and Alton (2019)5, with some modifications. Firstly, we calculate the gross value 

added (GVA) per day using equation (1) below; 

𝐺𝑉𝐴 𝑝𝑒𝑟 𝑑𝑎𝑦 =  𝑇𝑜𝑡𝑎𝑙 𝐺𝑉𝐴 / 𝑁𝑜. 𝑜𝑓 𝑊𝑜𝑟𝑘𝑖𝑛𝑔 𝑑𝑎𝑦𝑠      (1) 

We use 2019 GVA figures as total GVA and the number of working days varies for each sector. We assume 

operations in mining, trade, transport and electricity sector takes place every day (for 365 days). However, 

other sectors do not operate during weekends and holidays, so they operate for approximately 250 days in 

a year. With this information, we can now estimate the total GVA lost by each sector due to the lock-down 

as  

𝐺𝑉𝐴 𝑙𝑜𝑠𝑡 𝑆ℎ𝑢𝑡𝑑𝑜𝑤𝑛 =  𝐺𝑉𝐴 𝑝𝑒𝑟 𝑑𝑎𝑦 ∗  𝑁𝑜. 𝑜𝑓 𝑙𝑜𝑐𝑘𝑑𝑜𝑤𝑛 𝑑𝑎𝑦𝑠     (2) 

The number of lock-down days varies across sectors depending on working days. Although there is a 35 

days lock-down, sectors that do not work on weekends and holidays will only be affected for 22 days and 

not 35 (because there are 10 ‘weekend days’+ 3 holidays as Easter and freedom day falls within this lock-

down). Therefore those working for 365 days will be affected by the full 35 days while those that do not 

usually operate during weekends and will only be affected for 22 days (as they wouldn’t be operating during 

weekends and holidays even if lock-down didn’t exist).  

Equation 2 estimates the GVA lost if the economy is completely shut-down for a certain number of days. 

However, during the 35-days lock-down, production does not entirely stop in some sectors as essential 

production/services is allowed to continue operating. The businesses affected are those that are not 

regarded as providing essential production/services. For example, most of agricultural sector’s operations 

will continue with its operations as it is key in the food chain, however a large part of the construction 

sector’s operations will halt entirely as it is not necessarily deemed an ‘essential’. Therefore, it is crucial to 

account for the fact that in each sector, some sub-sectors are deemed essential (some operations continue) 

and others are non-essential. To do so, we use equation 3 below;   

𝐺𝑉𝐴 𝑙𝑜𝑠𝑡 𝐿𝑜𝑐𝑘𝑑𝑜𝑤𝑛 = 𝐺𝑉𝐴 𝑙𝑜𝑠𝑡 𝑆ℎ𝑢𝑡𝑑𝑜𝑤𝑛 ∗ % 𝑜𝑓 𝑝𝑟𝑜𝑑𝑢𝑐𝑡𝑖𝑜𝑛 𝑡ℎ𝑎𝑡 𝑖𝑠 𝑛𝑜𝑡 𝑜𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑑𝑢𝑟𝑖𝑛𝑔 𝑙𝑜𝑐𝑘𝑑𝑜𝑤𝑛 (3) 

The % 𝑜𝑓 𝑝𝑟𝑜𝑑𝑢𝑐𝑡𝑖𝑜𝑛 𝑡ℎ𝑎𝑡 𝑖𝑠 𝑛𝑜𝑡 𝑜𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑑𝑢𝑟𝑖𝑛𝑔 𝑙𝑜𝑐𝑘𝑑𝑜𝑤𝑛 is an informed assumption for each sector 

using a more disaggregated data set from Statistics SA to distinguish between essential and non-essential 

production. For more information regarding our assumptions, refer to table 1 and appendix 1a. Aggregating 

the GVA lost per sector will then result in the overall impact on GDP lost. 

It is clear that production capacity might take time to recover back to normal6 after the lock-down. This is 

one of the indirect effects of the lock-down and it it’s not captured in our methodology as the aim is to 

mainly estimate the direct impact of the 35 days lock-down. Once we include the “direct” effects in the 

QPM or Core model, the indirect effects can then be captured via the model’s multipliers and linkages as 

well as expert’s judgement. A CGE model can also be used to understand some of the indirect effects as it 

is able to capture the spill-over effects from one sector to the other (e.g. no production in mining or 

manufacturing will result in weak electricity demand from one of the biggest users).  

 

 

                                                             
5 Morema, Rakgalakane, Mjandana & Alton, ‘A novel supply-side approach to estimating the impact of load shedding on GDP 
growth in South Africa’, South African Reserve Bank Economic Note No. 2019/12, April 2019. 
6 Normal means pre-lock-down 
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Table 1: Assumptions made for each sector 

 
Source: Author, Statistics SA 

3. Results 

Using our methodology as discussed above, we find that a total of approximately R123.4 billion in real 

GDP (R203.6 billion in nominal terms) will be lost in 2020 due to a pause in operations for 35 days (see 

Table 2)7. This would shave-off about 3.9 pp from the annual GDP growth number. All sectors are expected 

to be negatively affected by the lock-down, with the biggest losers being the most labour intensive sectors 

(such as construction, mining and manufacturing) and those that are not exempt from the lock-down.  The 

least affected sector is agriculture, forestry and fishing (about 2.2% of GDP) as most of the operations in 

the sector are deemed essential for domestic food security. See Table 2 and Figure 1 below. 

If Government implemented very strict rules such as a 35-days total shut-down, whereby all operations 

stop completely, then the impact would be even more severe. We estimate the impact would be 

approximately R260 billion in real GDP (R429 billion in nominal terms) in 2020 (see Table 2).  This is more 

than double the impact of the current 35 days lock-down. This loss in GDP due to a shut-down implies 

that a 35 days total shut-down of the economy would shave-off about 12.3 pp from the annual 2020 GDP 

growth figure. In this scenario, all sectors will be negatively affected with the biggest negative contribution 

to GDP coming from the large producers/service providers. Therefore, as much as the current lock-down 

has a severe impact on economic growth, stricter rules (such as a total shut-down) than what was announced 

by the government would have an even more severe impact on GDP. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                             
7 To get an estimate of GDP at market prices lost we have to add taxes and subtract subsidies for which we do not have an 
estimate.   

Agriculture, 

forestry & 

fishing

Mining & 

quarrying Manufacturing

Electricity, 

gas & 

water Construction

Trade, catering & 

accommodation

Transport, 

storage & 

communication

Finance, 

real estate 

& business 

services

General 

government & 

personal 

services

2019 GVA (no lock-down) 69,049 226,154 383,831 64,619 104,150 431,720 272,179 655,040 658,806

No. of working days 250 365 250 365 250 365 365 250 250

Average GVA per day 276 620 1,535 177 417 1,183 746 2,620 2,635

% of production is not operating during lock-down 20% 70% 70% 20% 90% 60% 55% 40% 20%

GVA lost per day during lock-down -55.2 -433.7 -1,074.7 -35.4 -374.9 -709.7 -410.1 -1,048.1 -527.0 

Number of workdays lost during lock-down 22 35 22 35 22 35 35 22 22
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Table 2: Direct impact estimate on each sector and on aggregate GDP* 

 35 days lock-down impact 
 

35 days Shut-down impact 

Industry  
Nominal 
GVA lost     

(R Billion8) 

Real GVA 
lost              

(R Billion) 
2020 impact 

Nominal 
GVA lost     

(R Billion) 

Real GVA 
lost              

(R Billion) 
2020 impact 

Primary sector: -27.1 -16.4 -3.5 -45.8 -27.8 -14.6 

Agriculture -2.0 -1.2 -1.6 -10.0 -6.1 -9.8 
Mining and 
quarrying 

-25.0 -15.2 -4.1 -35.8 -21.7 -16.0 

Secondary sector: -54.7 -33.1 -5.9 -81.1 -49.1 -14.7 

Manufacturing -39.0 -23.6 -6.1 -55.7 -33.8 -14.8 
Electricity, gas and 
water 

-2.0 -1.2 -1.9 -10.2 -6.2 -11.3 

Construction -13.6 -8.2 -7.7 -15.1 -9.2 -16.2 

Tertiary sector: -121.8 -73.8 -3.6 -302.1 -183.1 -13.8 

Trade sector -41.0 -24.8 -5.8 -68.3 -41.4 -16.2 
Transport and 
storage 

-23.7 -14.4 -5.3 -43.1 -26.1 -14.8 

Financial sector -38.0 -23.1 -3.6 -95.1 -57.6 -14.8 
Community sector -19.1 -11.6 -1.5 -95.7 -58.0 -10.7 

Gross value added 
(basic prices) 

-203.6 -123.4 -3.9 -429.0 -260.0 -12.2 

Taxes on products 0.0 0.0 0.0 0.0 0.0 0.0 
Subsidies on 
products 

0.0 0.0 0.0 0.0 0.0 0.0 

GDP at market 
prices 

-203.6 -123.4 -3.9 -429.0 -260.0 -12.2 

* The table shows annual impacts in percentage points unless stated otherwise. 

Source: Author’s calculations 

Figure 1: Direct impact of the 35 days shutdown on 2020 growth 

 
Source: Author’s calculations 

We generalise our results to show the impact of the lock-down or complete shut-down (given the current 

lock-down rules) on GDP growth per day/week. Our results suggest that the economy will lose 

approximately R4.7 billion in real terms per day (R7.7 billion in nominal terms) due to the lock-down 

(assuming current rules do not change). On a weekly basis, estimated GVA lost is approximately R26.5 

billion in real terms (which is R43.8 billion in nominal terms). If we were to assume that the government 

                                                             
8 We use a GDP deflator of 1.65 to covert real values to nominal (real GDP*GDP deflator). 
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implements stricter rules (like a complete shut-down), then the impact will be even more severe. Shaving 

off about R10.2 billion on GDP per day in real terms (R16.8 billion in nominal terms) and R56.5 billion on 

real GDP per week (R93.2 billion in nominal terms). 

 

Figure 2: Generalising the results: GDP lost per day 9and per week 

 
Source: Author’s calculations 

4. Conclusion  

The necessary strict measures taken by the SA government to reduce the spread of Covid-19 are likely to 

cause severe disruptions to economic activity. In this note, we estimated the impact of the 35-days lock-

down in SA on 2020 GDP growth from a production side approach. Our assessment suggests that the 

direct impact of the lock-down on GDP is about 3.9 pp on annual 2020 figure. In level terms, the loss in 

real GDP is estimated to be R123.4 billion (R203.6 billion in current prices). If the lock-down is extended/ 
indefinite (e.g. lockdown with eased rules post the 35 days) or the rules of the lock-down become stricter 

(such as a complete shut-down), then the impact could be even more negative. Fiscal and monetary stimulus 

measure introduced will likely soften the negative impact of the 35 days lockdown/Covid-19. One major 

limitation with our study is the fact that it doesn’t take into account for some of the positive effect the lock-

down will have on a particular sectors such as communication services.  

 

 

 

 

 

 

 

 

 

 

                                                             
9 The loss/per on a weekend or holiday differs due to the fact that some sectors might not be operating. During the weekend or 
holiday, real GDP lost per day is estimated to be R1.6 billion (R2.6 billion in nominal terms) under a lock-down (with similar rule 
introduced during the 35 days national lock-down). During a complete shut-down, real GDP lost per day is estimated to be R2.7 
billion (R4.5 billion in nominal terms) 
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Appendix 1a: Assumption on percentage of production that is not operating during lock-down 

Distinguishing between essential production/services and non-essentials will help us with the assumption 

of the percentage of restricted operations. We make use of a more disaggregated GDP dataset with 

individual sub-sectors based on 2017 data as a guide to our assumptions. We also cross check our 

assumption with the results from Stats-SA’s Business impact survey of the COVID-19 pandemic in South 

Africa10 which shows trading status of businesses11. 

Primary sector 

Agriculture, forestry and fishing sector is probably one of the least affected industry by the lock-down as 

all the subsectors are deemed essential. Agriculture and fishing is crucial for domestic food security. Forestry 

sector will also continue to operate as it plays a crucial role in the production of essential products (such as 

toilet paper and personal hygiene products). Despite most operations in the sector deemed essential, some 

activities might be limited (see figure 3b). Hence we assume 20% of production will not operate in the 

sector.  

Unlike the agricultural sector, mining is likely to be one of the hardest hit sectors due to its labour-intensive 

nature. During the 35 days lock-down, selected mining activities are allowed to continue to operate but at 

a reduced scale. We assume about 30 percent of these operations will continue during the lock-down, while 

70% will stop entirely. This assumption is somewhat in line with Stats-SA’s trading status of businesses 

survey, we notice that a large number of mines have reported that operations have paused or are limited. 

Secondary sector 

Under manufacturing, food & non-alcoholic beverage and petroleum products & chemicals plants 

(combined, account for about 40% of the total) are classified as essentials hence operations are allowed to 

continue while all other plants close down. Despite 40% being deemed essential, in our assumption we 

allow for the fact that even those that are operating will not operate at full capacity hence we assume about 

70% production will not be operating during the lock-down. This is also in line with Stats-SA’s survey 

results shown in Figure 3b. 

Most production/services in the electricity, gas and water sector is exempted from the lock-down. 

However, some operations in noncore activities might be limited, hence we assume 20% of the sector will 

not be operating during lock-down. As shown in Stats-SA’s survey results, some businesses in the sector 

have indicated a permanent halt in their operations. 

Construction projects will stall as most operations in the sector are deemed non-essentials. Some operations 

such as maintenance and repairs of essential services (such as power/water infrastructure) will likely 

continue operation. But probably makes up a small portion of the sector, hence we assume about 90% of 

production will halt during this period. 

Tertiary Sector 

Trade, catering and accommodation category has a number of subsectors that are deemed essentials, such 

as those that provide food and pharmaceuticals products. Under Retail sales, about 48.8% (of total retail 

sales) is deemed essential, and wholesales essentials makes up roughly 48.3% (of total wholesale). Vehicle 

sales operations are not deemed essential, and restaurants are also restricted from operating. Activity in 

some accommodations will likely continue for essential purposes such as providing a place for persons 

under quarantine. Nevertheless, we make assumptions on each subsector on the percentage of production 

                                                             
10 Statistics South Africa, Business impact survey of the COVID-19 pandemic in South Africa, April 2020 
(http://www.statssa.gov.za/publications/Report-00-80-01/Report-00-80-01April2020.pdf). 
11 Note that the survey results are not only due to the lock-down but Covid-19 impacts as well, so the results should be 
interpreted with caution. The survey results consists of 707 businesses’ responses. 
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that will operate or will halt.  We then aggregate these using their shares on the total, which resulted in 

roughly 60% of production/service not operating. 

Transport and communications are both essentials to a limited extent though. Transport sector is crucial 

for transporting essential workers, sick people for medical attention and goods such as food and 

pharmaceuticals. Communications sector is useful to ensure some operations that can be done remotely 

continues. However, given the fact that operations in the transport sector will be limited (as transporting 

passenger and non-essential goods is restricted), we assume 55% of production in the sector will not be 

operating. 

Under the finance, real estate and business services industry, some operations by banks and insurance 

companies will likely continue but partially. Most of the operations are likely to be done remotely. However, 

for banks, activities in physical branches will be limited (some will be closed). Real estate and other business 

services’ operations will also be limited as employees will be working from home without all the necessary 

resources provided at the work place. Hence we assume 40% of production will not be active during the 

lock-down. 

A more disaggregated breakdown of various services’ in the overall general government and personal 

services industry category is not available, therefore it is difficult to distinguish between essentials and non-

essentials. Services deemed to be essentials in this category includes medical care, securities and others. 

However, there are also non-essential services such as hair salons, gyms, recreation activities and others, 

whereby operations will halt.  

Figure 3: Assumption on Operating vs Non-operating and Trading status of businesses survey12 

 

 
Source: Author, Statistics SA 

                                                             
12 Statistics South Africa, Business impact survey of the COVID-19 pandemic in South Africa, April 2020 

Figure 3a:  Assumption on Operating vs Non-operating Figure 3b:  Trading status of businesses survey 
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A fiscal impact measure for South Africa  

Thulisile Radebe1 

 

Abstract 

The FIM described in this note provides a nuanced and intuitive summary of the fiscal stance. Our 

estimates show three distinct phases of fiscal policy over the 2010s: strong stimulus in the years 

immediately after the Global Financial Crisis, mild, tax-heavy consolidation through the middle of the 

decade, and moderate stimulus more recently. The fact that this recent period of stimulus was 

accompanied by slowing GDP growth suggests either that other factors cancelled out the stimulus, or that 

it was overall negative for the economy, given adverse indirect consequences such as higher long-term 

borrowing costs. 

 
 

Introduction 

Popular assessments of fiscal policy typically rely on an austerity/stimulus dichotomy. However, these labels 
do not convey the extent of the policy impetus, in either direction. This economic note offers an alternative 
in the form of a Fiscal Impact Measure (FIM), which permits a more nuanced, but still intuitive, summary 
of the fiscal stance. The FIM shows three distinct phases of fiscal policy during the 2010s: an initial period 
of substantial stimulus after the 2009 global financial crisis, a period of mild consolidation in the middle of 
the decade, and then a new phase of moderate stimulus more recently. While these estimates do not capture 
all aspects of fiscal policy, including the quality of spending or indirect effects such as long-term interest 
rate changes, they provide a useful summary of the fiscal stance. In particular, they make it clear that South 
Africa’s pre-COVID-19 growth slowdown should not be attributed to tight fiscal policy, although loose 
fiscal policy may have weakened growth indirectly.  

 

                                                
1 The author would like to thank David Fowkes, Konstantin Makrelov and Theo Janse van Rensburg for many useful comments. 
 

 

 * The views expressed in this Economic Note are those of the author(s) and should not be attributed to the South African Reserve Bank or South African Reserve 
Bank policy. While every precaution is taken to ensure the accuracy of information, the South African Reserve Bank shall not be liable to any person for inaccurate 
information, omissions or opinions contained herein. See contents for further details. 
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Methodology 

The Fiscal Impact Measure used here was developed by the Hutchins Center at the Brookings Institute, for 
application to the United States.2 Its core intuition is nonetheless more widely applicable: fiscal policy is 
growth-neutral where taxation and spending3 rise in line with an economy’s potential growth rate, plus 

inflation.4 Fiscal policy has a positive contribution to GDP growth when policy is expanding faster than 
this neutral rate (more spending or reduced taxes), and negative when it is slower (less spending, 
higher taxes). In any given year, the fiscal impact is the change in actual fiscal policy, less the hypothetical 
‘neutral’ rate. 

The fiscal data for the FIM reported here are drawn from National Treasury’s consolidated budget 
documents. The counterfactual scenarios for revenue and spending are both dependant on a ‘neutral’ level 
of growth, which is the sum of inflation and potential growth. Inflation is defined as changes in the 
consumer price index5, while potential GDP growth is the supply-side shock-adjusted measure used in both 
the SARB’s Core and Quarterly Projections Models.6 

The contribution of government spending to overall GDP growth is calculated as the actual contribution 
to growth less the contribution had real spending increased in line with potential GDP growth. We note 
that by not assigning a propensity to consume for direct transfers to households, we implicitly assume that 
all direct transfers to households are spent in full i.e. there is a 1:1 transfer of households to the rest of the 
economy.7 

For our headline measure, we exclude two spending items: interest payments and bailouts. The rationale 
for this adjustment is primarily that these items are usually excluded from assessments of the fiscal stance, 
and including them might cause readers to (mis)attribute the results of the FIM to bailouts and interest 
costs. Conceptually, it may be appropriate to exclude interest payments inasmuch as they are paid to non-
residents, although the majority of government debt is held domestically. Bailouts cannot be thought of as 
new spending, but they do replace spending that would otherwise disappear, which is the basic purpose of 
stimulus policies. The Brookings estimates for the US do not exclude these items. We report a FIM estimate 
which includes these items later in this note. 

Estimating the contribution from taxes is calculated in a similar vein to the spending component. Here, we 
calculate the contribution of private consumption to real GDP growth given actual taxes, minus the 
contribution that would have occurred had taxes risen with potential GDP. Calculating the counterfactual 
case requires certain assumptions about the magnitude of the effects taxes have on consumption, as well as 
the timing of these effects. Over short time frames, at least, tax measures rarely change spending on a 1:1 

                                                
2 See Sheiner, L. & S. Belz (July 2019) “The Hutchins Center’s Fiscal Impact Measure”, Brooking Institute. Available at: 
https://www.brookings.edu/research/the-hutchins-centers-fiscal-impact-measure/  
3 With some exclusions, as detailed below. 
4 The FIM is similar to the fiscal impulse in that they both assess whether policy is more expansionary or contractionary than the 
previous year. However, while the standard fiscal impulse assesses changes in the cyclically adjusted primary balance in its 
entirety, the FIM has the added benefit of being able to distinguish between changes in discretionary and revenue items, which 
provides a more nuanced analysis on how fiscal policy is affecting demand. For more on the two measures, see S. K. Chand 
(1991), ‘Fiscal Impulse Measures and their Fiscal Impact’, in M. Bléjer, and A. Cheasty “How to Measure the Fiscal Deficit”, 
International Monetary Fund, pp. 85-99 Available at: https://www.elibrary.imf.org/doc/IMF071/03172-9781557751928/03172-
9781557751928/Other_formats/Source_PDF/03172-9781455246663.pdf   
5 Various alternative measures of prices could be used, including the GDP deflator (which capture terms of trade effects) or the 
government consumption deflator (for spending) and the household consumption deflator (for taxes), each of which may yield 
different results. For simplicity, we use the commonly used and inflation-targeting consistent measure, but we note an alternative 
measure later in this note. 
6 See B Botha, F Ruch, and R Steinbach (2017), “Short-lived supply shocks to potential growth”, WP/18/02, South African Reserve 
Bank. Available at: http://www.resbank.co.za/Lists/News%20and%20Publications/Attachments/8605/WP1802a.pdf  
7 We think this is a valid assumption given that transfers to households, primarily through the grant payment system, are designed 
for the most vulnerable South Africans and account for almost three-quarters of household income in the lowest income decile. 
Indeed, estimates show that the marginal propensity to consume for grant recipients is effectively 1. For more, see M Sachs, 
“Macro-fiscal considerations in response to the COVID-19 crisis”, Policy Brief, Covid19 Economy Group, pp 12, available at: 
https://covid19economicideas.org/wp-content/uploads/2020/04/MacroFiscalStrategy_in_Covid19_Sachs_07042020-1.pdf and 
B Niklas (2010), "The marginal propensity to earn, consume and save out of unearned income in South Africa," Working Paper 
Series 2010:4, Uppsala University, Department of Economics, available at: https://ideas.repec.org/p/hhs/uunewp/2010_004.html 

https://www.brookings.edu/research/the-hutchins-centers-fiscal-impact-measure/
https://www.elibrary.imf.org/doc/IMF071/03172-9781557751928/03172-9781557751928/Other_formats/Source_PDF/03172-9781455246663.pdf
https://www.elibrary.imf.org/doc/IMF071/03172-9781557751928/03172-9781557751928/Other_formats/Source_PDF/03172-9781455246663.pdf
http://www.resbank.co.za/Lists/News%20and%20Publications/Attachments/8605/WP1802a.pdf
https://covid19economicideas.org/wp-content/uploads/2020/04/MacroFiscalStrategy_in_Covid19_Sachs_07042020-1.pdf
https://ideas.repec.org/p/hhs/uunewp/2010_004.html
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basis, whether taxes are being raised or lowered. By using the impulse responses detailed in the Core Model 
Handbook (2017), the implied marginal propensity to consume after four quarters is 0.38 for private 
consumption and 0.84 for investment. We apply those values to our estimates for the personal income and 
corporate income taxes respectively. For all other revenue measures, we apply a marginal propensity to 
consume of 0.61 – a simple average of the two.8 Over the longer-run, as consumption adjusts to a new 
equilibrium, the marginal propensities to consume for households, corporates and other taxes rise to 1.03, 
1.05, and 1.04 (again, averaging the former two). These longer-run estimates, however, are not relevant for 
our FIM, which seeks to measure the effects of change policy on aggregate demand for one fiscal year only. 

Finally, we adjust gross tax revenues to exclude SACU transfers. These payments compensate the partner 
countries for imports into the customs union. They also act as a developmental transfer, a form of foreign 
aid, because South Africa compensates for more than simple trade-diversion effects. Cutting back on these 
transfers would show up as a contraction in our FIM because fiscal spending is lower, but reducing these 
transfers actually reduces foreign aid which could be redirected to the local economy, which would boost 
domestic demand. We therefore omit this item to avoid a misleading estimate. 

Overview of the results 

As expected, significant stimulus is visible for the period following the global financial crisis. Figure 1 shows 
a fiscal impact of 1.3pp for 2008/09 and another 2.8pp for 2009/10. This stimulus comprised additional 
spending, which cumulatively added about 2.3pp to growth, as well as reduced tax collection, which added 
a further 1.7pp. 

From about 2013/14, National Treasury attempted 
fiscal consolidation. The FIM shows that between 
2013/14 and 2016/17, the fiscal impact was 
marginally negative, at about -0.2pp each year.9 The 
consolidation effort relied primarily on taxes: Over 
the period, revenue expenditures cumulatively 
reduced growth by 0.8pp, while expenditure 
measures detracted 0.2pp. Real expenditure rose 
throughout this period, but marginally less than the 
overall increase in potential growth. Taxes, by 
contrast, rose 2pp as a share of household income, 
to 15.3%, the highest level since at least 1995 
(figure 2). 

Our FIM measure indicates that fiscal policy has 
loosened since 2016/17, reaching 0.6pp during the 
2019/20 fiscal year.10 The main reason for this is 
that government spending growth remained sticky, 
while potential growth and inflation both slowed, 
implying a widening gap between the actual fiscal 
path and the neutral trajectory. This also helps to 
explain why nominal expenditure ceilings, which 
were introduced in 2012, failed to narrow the fiscal 
deficit. Specifically, the neutral fiscal growth rate 
was 4.9% for 2019, based on potential GDP 
growth of 0.6% and inflation of 4.3%. By contrast, 
spending and revenue together grew by about 6%. 
The stance would have appeared more stimulatory had we used the government consumption deflator 

                                                
8 These estimates are similar to Brookings’ estimates, which found that the marginal propensity to consume for US after four 
quarters is 0.36 for consumers, but only 0.132 for corporates. Assuming larger propensities to consume magnifies the tax effect 
on aggregate demand. 
9 Indeed the primary balance began to narrow from -1.3% of GDP in 2012/13 to 0% by 2016/17. 
10 These results do not take into account the scale of decline in potential growth in the first quarter of 2020Q1. 
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instead, as this measure rose just 2.5% in 2019. Replacing the headline CPI inflation with this measure 
would raise the FIM for 2019/20 to as much as +1pp.  

The fact that GDP growth slowed to a post-crisis low in 2019, despite the larger FIM, suggests either that 
other headwinds to growth were stronger than the fiscal stimulus effects, or that the negative, indirect 
effects of a deteriorated fiscal position cancelled out the positive, direct effects. Crucially, the FIM only 
captures direct effects on output, excluding any indirect effects such as the productivity of expenditure, 
offsetting effects on interest rates, credit ratings or confidence more broadly, or expectations for future 
taxes. This is a limitation of this methodology. It should not be assumed that a positive FIM is always and 
everywhere good for growth.  

Finally, as a point of interest, we also consider a cumulative FIM for the 2010s. The overall trend is similar, 
with an initial stimulus phase, followed by consolidation, followed by further stimulus. Considering the 
decomposition, the trend in the tax impact is sensitive to the starting point used – it is overall positive 
starting at 2007/08, but it turns negative from 2010/11 if the starting point is 2009/10, instead. On 
spending, by contrast, the cumulative impact is 
large and positive regardless of the starting point. 
Based on these estimates, expenditure is now 
R237bn above where it would have been had it 
grown only at its neutral rate. Revenue is R13bn 
lower than this counterfactual. (Both cases assume 
2007/08 as the base year). Of course, these 
calculations assume that inflation and growth 
would have been the same despite different 
government tax and spending decisions, which is 
unlikely.  

A FIM with bailouts and interest payments  

The original Brookings FIM did not exclude 
interest payments or bailouts. Applying the same 
methodology to the South African estimates yields 
an overall more stimulatory fiscal stance, albeit one 
with similar trends to the headline version reported 
above. One prominent difference is a positive fiscal 
impact in 2015/16, due to a large Eskom bailout. 
Policy then appears tighter the next year, because 
the bailout is not repeated. (Technically, the FIM 
would require it to be scaled up by at least potential 
growth plus inflation to maintain a neutral fiscal 
impact.) From the 2017/18 fiscal year, fiscal policy 
is once again slightly expansionary. Large bailouts 
for Eskom during the 2019/20 fiscal year show the 
FIM rise to as much as 1.8pp, compared to the 
baseline FIM estimate of 0.6pp.11  

 

 

 

                                                
11 We also note that the FIM only takes into account tax revenue, not total revenue. This suggests that tax under collections in a 
year will be reflected more clearly in our baseline than in this alternative FIM measure, where collections may be offset by non-
tax revenue raising initiatives. 
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Measures of the fiscal stance 

The FIM is not a comprehensive measure of the fiscal stance. It should therefore be consulted alongside 
other fiscal metrics, including different versions of the budget balance (primary balance12, cyclically adjusted 
balance, balance ex-bailouts, and various other combinations). Looking at these, it is difficult to find a rubric 
by which the fiscal stance did not loosen towards the end of the decade. South African’s overall budget 
balance has been consistently in deficit since the global financial crisis, and became more negative in recent 
years. The same applies to the primary budget balance, which excludes interest payments, as well as the 
cyclically adjusted balance. A combination of these adjustments shows some positive readings in the second 
half of the decade, but the latest values are negative. The same applies if bailouts are also excluded from 
the calculations. None of these measures imply a contractionary fiscal stance in the past fiscal year; they all 
have similar dynamics to the FIM. 

 

 

Conclusion 

The FIM described in this note provides a nuanced and intuitive summary of the fiscal stance. Our estimates 
show three distinct phases of fiscal policy over the 2010s: strong stimulus in the years immediately after the 
Global Financial Crisis, mild, tax-heavy consolidation through the middle of the decade, and moderate 
stimulus more recently. The fact that this recent period of stimulus was accompanied by slowing GDP 
growth suggests either that other factors cancelled out the stimulus, or that it was overall negative for the 
economy, given adverse indirect consequences such as higher long-term borrowing costs. The FIM is likely 
to be positive again this year, given significantly lower potential growth and inflation, large revenue under 
collections, and the announcement of an emergency relief programme amounting to R500bn. 

                                                
12 In particular, the budgeted primary balance shifted from -0.1% to -2.2% of GDP between 2018/19 and 2019/20. This does 
not take into account the underperformance of growth during the second half of the fiscal year. 
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       OBEN* 2001 – May 2020 

What is keeping housing inflation below the inflation target 

midpoint? 

Koketso Mano, Patience Mathuloe and Nkhetheni Nesengani1 

 

Abstract 

With a weight of 16.84%, housing is one of the largest components in South Africa’s CPI basket. 

Inflation for this component has slowed since the start of 2018, reaching an all-time low of 2.5% in 

December 2019, and has assisted the disinflation in total services and headline inflation. Current 

information points to a subdued property market. SA’s residential property market remains under severe 

pressure from weak demand and oversupply, and house prices are declining in nominal and real terms. In 

addition to a rise in residential buildings supply, a prolonged period of tighter credit standards that 

prevailed until recently, weak employment growth, subdued economic growth, low levels of disposable 

income, and relatively high levels of household debt, are other factors that continue to put strain on the 

property market. The year-to-date 225 basis points cut by the SARB MPC will provide relief to 

consumers and ensure liquidity remains sufficient during the COVID-19 outbreak, but is unlikely to 

stimulate property demand. Over the long-term, a moderation in residential property construction and 

population growth should support the housing market on condition that economic growth recovers. 

 

1. Introduction 

With a weight of 16.84%, housing is one of the largest components in the South Africa (SA) CPI basket. 

Inflation for this component has slowed since the start of 2018 and current information points to a subdued 

property market. Supply of property has increased while weak credit uptake and financial pressure on 

households speak to less demand. In the first quarter of 2020, housing inflation recorded an all-time low of 

2.5% (Figure 1). Lower housing inflation has assisted the disinflation in total services, which declined by a 

full percentage point from the start of 2018 to end-2019 (Figure 2). From an inflation perspective, this 

welcome development has contributed to lower headline inflation. Housing inflation forecast errors 

contributed 0.7 to the cumulative 3.4 percentage points error in headline inflation rate between the 

November 2018 MPC and the January 2020 MPC. To reduce forecast errors going forward, a better 

understanding of the housing market is important. 

 

 

 

 

 

                                                             
1 Special thanks to Rowan Walter, David Fowkes, Jean-Francois Mercier and Theo Janse van Rensburg for valuable comments 
and supervision of this research. Thanks also to Siphamandla Mkwanazi (FNB) and Theo Swanepoel (TPN) for continuously 
sharing data. 
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2. Dynamics of housing inflation  

Housing is a combination of actual rentals (rentals) and owner’s equivalent rent (OER), which weigh 3.52% 

and 13.32% respectively.2 The different weights reflect different definitions and survey methodology which 

will be discussed shortly. From 2010 to date, OER inflation averaged 4.3% and rentals inflation averaged 

4.8%. Both indicators are now below the bottom of the inflation target band of 3%, with OER sitting at 

2.6% and rentals at 2.7% in March 2020. With housing inflation below the 4.5% inflation target midpoint, 

services inflation should remain well anchored near the midpoint itself.  

From 2009, StatsSA has conducted fieldwork to collect rental data which is used to compile the rental 

index. This data is collected by means of a real estate agent survey that covers the formal property rental 

market in urban areas. The surveyed property types include flats, townhouses and houses. Properties are 

further matched according to location and physical characteristics, these matches are then used to determine 

the rental equivalent for similar properties.  

Rentals are the actual amounts paid by tenants to a property owner or landlord for the provision of 

accommodation.3 Less straightforward, OER is the cost of using a housing service, i.e. when owners choose 

to live in their own houses rather than letting to tenants, there is an opportunity cost associated with the 

lost rental – this is OER. 

Economic theories suggest that house prices are linked to residential rentals (Gallin, 2004).4 Data from 

2010 to 2019 indicates a strong contemporaneous correlation between house prices and rental prices.5 The 

                                                             
2 Rentals and OER collectively account for over a third of services CPI, respectively 6.86% and 25.96%. 
3 Statistics South Africa. (2017). Consumer Price Index: The South African CPI Sources and Methods Manual. Pretoria: Statistics South 
Africa. 
4 Gallin, J. (2004). The Long-Run Relationship between House Prices and Rents. Fed: Finance and Economics Discussion Series. 

5 The house price series is based on FNB Quarterly Provincial Metro, and the rental prices are sourced from 
https://www.tpn.co.za/Group/ 
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coefficients range from 0.943 in the Gauteng Province to 0.9781, 0.9945 and 0.9978 in the Western Cape, 

KwaZulu-Natal and national respectively.6  

Getting shelter is one reason for buying houses, another is investment in the rental market. Hence, 

profitability in the housing market will also be based on the rental yield. We therefore calculate the rental 

yields nationally and for the three provinces with large metropolitan areas. In our approach we consider the 

gross, and not net rental yields.7 The rental yields in the Gauteng Province have remained higher than in 

the Western Cape Province, with both provinces having recovered from the 2014/15 lows. House prices 

in the Western Cape are generally higher as a result of areas that are attractive to affluent buyers, this tends 

to suppress rental yields. Over the same period, the national yields remained broadly flat.8 

The Stats SA indices, OER and rentals, also have a strong correlation of nearly one between 2010 and 2019, 

this general co-movement supports our proposition that there are core factors driving the entire housing 

market which are worth exploring. 

As shown in Figures 3 and 4, OER and rental sub-categories (especially houses) have moved relatively 

sideways since 2010 and only recently dipped to inflation rates close to 2%. We believe that the property 

market fundamentals of increased property supply, coupled with household measures to reign-in 

expenditure (lower demand), have limited inflationary pressure. Demand was also dampened by stringent 

credit provision. These fundamentals are also evident in declining house prices. 

 

3. Drivers in the housing market 

The value in analysing the structure of the housing market will help in understanding how diverse factors 

affect the housing categories (small, medium and large houses) differently. For example, tough economic 

                                                             
6 This correlation analysis is based on average prices in each provinces, correlation may not be consistent across all housing 
segments. See Figure 16 in the Appendices. 
7 The gross rental yield is calculated as ((monthly rental*12)/house price)/100. But the net rental yield takes into account other 
expenses such as cost of administering rent and renovations.  
8 The national average is based on unweighted house prices and rentals across the nine provinces of South Africa. 
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conditions could induce home owners to downgrade from large homes to smaller ones. This raises the 

demand for small and medium houses which can increase house and rental prices in these categories.9 

Other factors to be considered include increased supply of property owing to emigration and construction 

commitments that are made when the market is doing well but come on-stream when the market has turned. 

Meanwhile, financial difficulty, stricter credit policy, and until recently –rising interest rates also affected 

household credit profiles and may have reduced the demand for property ownership. House prices have 

been declining and this could either indicate an oversupplied market or lower demand.10 We will later show 

that the property market is experiencing both. The impact of COVID-19 should drive a steep dip in house 

price inflation, a development we will delve into later (Figure 5).  

Over the long-term, factors such as population growth and other policy interventions affecting land 

ownership become important considerations. These will however not be investigated in this paper. 

 

3.1 The demand side 

First, households have not borrowed at a faster pace to buy property. In fact, the growth in real credit 

extension for mortgage purposes has averaged -1% between 2010 and 2019 while household debt has 

steadily declined (Figure 6). Research by Botes and Mercier (2015) also found that since the GFC, 

households have been deleveraging through less investment in housing while consumption has remained 

stable.11 This could be on the back of credit regulation changes to protect consumers as well as more 

prudent bank behaviour following the implementation of Basel 3. Another prominent reason for investors 

possibly diverting from the property market could be the risk emanating from land expropriation without 

compensation, a policy that is currently before Parliament. 

                                                             
9 This could potentially affect CPI weights going forward, which would be a shift in weight from larger houses to smaller ones or 
from rentals of houses to other categories, townhouses and flats. 
10 Demand could also be limited by a rising trend in communal property purchases, where people buy property jointly in order to 
share repayments and expenses. Source: FNB Estate Agents Survey, April 2019. https://propertywheel.co.za/wp-
content/uploads/Estate-agents-survey-1Q19.pdf 
11 Mercier, J., & Botes, E. (2015). South African households – how to deleverage without saving. Pretoria: South African Reserve Bank. 
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A downward trend is noted in property transfer activity (Figure 7). Transfer volumes have trended lower 

(in terms of a 6-month moving average) and have fallen from a sample peak of 26 thousand houses in the 

second half of 2013 to 18 thousand houses recently.  

The FNB Estate Agent survey has revealed a few interesting findings.12 The lower-value market did well in 

2019, where such dwelling units were taking roughly six weeks to sell, but the average market still signalled 

difficulties. Property market activity has been fairly subdued when compared to historical performance, and 

the bulk of this slowdown is especially evident in the high-value market.  The number of property sale 

viewings slowed from an average of approximately 12 “serious viewers per show house prior to sale” to 

9.5, and the number of weeks that a property remains on the market has also risen from a historical average 

of about 13 weeks to 15 weeks in 2019.13 In early 2019, most sellers (over 95%) have had to reduce their 

asking price by over 9% in order to secure a deal.  

 

 

 

 

 

 

 

Second, households have been downscaling due to financial difficulties. FNB’s survey also reveals that most 

property owners place their homes on the market primarily for two reasons: “emigrating”, and 

                                                             
12 https://dl.airtable.com/.attachments/ecaae9de07c34049df39fa9a84a7bb07/95de64ec/Property-barometer-Q4.pdf 
13 See Figure 22 in the Appendices. 
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“downscaling due to financial pressure”. Together, they represent over half of the responses (Figure 8). 

Emigration, in particular, has featured prominently in the high-value market. This factor not only explains 

lower demand but also contributes to rising supply of property in the market.  

Across all the income groups, the share of “upgrading” as a reason for selling property has been declining 

since 2018Q1. There is also a decline in people “moving to be closer to work or amenities”, which can be 

interpreted in different ways. Either the tight job market does not present opportunities for job shifts, or 

subdued property demand has not enabled commuters to sell favourably and speedily. It could also be that 

financial constraints force people to remain in cheaper suburbs and travel longer for work, rather than 

move closer to work which may be in more expensive neighbourhoods. The movement in various 

categories support the argument for economic difficulties contributing to the overall subdued housing 

market in recent quarters.  

 

Despite financial pressure and subdued demand for property purchases, people still need accommodation 

and one would therefore expect the rental market to improve. However, the FNB survey reveals that only 

half of these respondents opt for rentals while the remainder moves into a lower-value house segment.  

TPN’s rental survey shows that many tenants struggle to pay rent. In particular, in the low value markets, 

tenants’ ability to pay rent has deteriorated to levels last recorded in the wake of the GFC. In addition, 

vacancy rates are rising, currently at a survey history high of 9% in 2019Q4 relative to the 2016-2019 average 

of 7.3%. Here the high-value market is hardest hit, once again indicating the financial constraints that 

consumers are facing (Figure 9 and 10).14 Already in their 2019 third quarter report, TPN noted tough 

competition for tenants and that landlords were opting to maintain zero rental inflation just to retain 

tenants. Landlords were also offering rent-free months and free Wi-Fi. 

                                                             
14 https://dl.airtable.com/.attachments/a06b3fe7c8e9e77c2d1caf42d9f757f9/1daa6586/ResidentialRentalMonitor2019Q4.pdf  
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3.2 The supply side 

Supply of residential buildings has continued to rise and is at a post-crisis high (Figure 11). This growth is 

nearly double that of GDP and the population.15 We suspect that construction plans made when the 

economy was in a better state have taken time to come on-stream and are feeding into a currently 

oversupplied market. This is the major supply-side development but other factors such as emigration have 

also added to property supply. A leading indicator for how supply may expand going forward is the building 

plans passed for all housing, which averaged 2.3 thousand housing plans passed over the past 12 months, 

which is marginally below the post-crisis average of 2.6 thousand. Housing plans indicates that significant 

investment in the sector is still intended and should add to the current glut. 

In addition, a lot of websites providing advice to home-sellers point to renting as a viable option when the 

property is not selling at the desired price or rate. The home-sellers who take this route would be adding 

more property to the rental market and this adds another layer to the relationship between the ownership 

and rental markets. 

                                                             
15 See figure 23 in the Appendices. 
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4. Still a soft market for now 

In the second half of 2019, data showed a bit of positive news for consumers in the housing market. 

Confidence seemed to have somewhat returned and the number of registered mortgages was showing signs 

of improvement, albeit at a very slow pace. The other positive was that amid mortgage-lending competition, 

banks seem to be easing requests for deposits when property buyers request loans. But this was coming 

after a prolonged period of stringent borrowing conditions. Also, and probably more important from an 

inflation perspective, regional property prices were beginning to moderate in Western Cape and Gauteng.   

Going into 2020, the economy is more fragile than ever and this will likely slow the recovery in the housing 

market. As we experience the COVID-19 outbreak, all sectors of the economy have become severely 

constrained. Under level 5 lockdown restrictions, people were not able to view, buy or move properties, 

and the deeds office was closed. Preliminary deeds office data show a 40% year-on-year decline in 

registration volumes, partly reflecting slowing activity amid COVID-19 concerns.16 This is in addition to a 

drop in properties sold and registered in the first quarter, which includes the pre-lockdown period.17 Moving 

to level 4 lockdown restrictions still limits the movement of people but the deeds office has opened, this 

should alleviate some of the strain in the market. However, the pandemic-induced recession, job losses and 

pay cuts are pressing concerns, especially if the recovery phase of the pandemic is stretched out.  

Meanwhile, banks will be trying to assist existing clients struggling to repay mortgage bonds, never mind 

trying to attract new buyers. It is a tough climate that will cripple the economy for a few months at least, 

and potentially much longer. The residential construction market should slow on weak economic growth 

this year but this should not translate to higher housing inflation as the market remains oversupplied. 

However, there could be a silver lining for prospective property buyers. A combination of lower transfer 

                                                             
16 Smith, C. (2020, April 16). Property industry braces for 'deep, drawn out' recession to hit housing market. Retrieved from fin24: 
https://www.fin24.com/Companies/Property/property-industry-braces-for-deep-drawn-out-recession-to-hit-housing-market-
20200416 

17 Remax 2020Q1 national housing report: 

https://dl.airtable.com/.attachments/3f6d2ca45e1f45e2312f8346d22a751d/534ec755/HousingReportQ12020.jpg 
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duties for properties that cost less than R1 million, interest rate cuts of 225bp year-to-date, potentially eager 

sellers, and general oversupply of houses create favourable conditions for most buyers. Overall, the 

property market activity should remain fairly subdued as the world slowly recovers from the pandemic. In 

line with this, housing inflation can be expected to be muted. 

The latest forecast shows housing inflation remaining below 3% for the remainder of 2020, posting 2.4% 

for the year, well below the midpoint. Given the historical upward forecast bias, risks remain to the 

downside in the near-term (Figures 12 and 13). 

In the longer term, as construction moderates, so should the supply of housing, while population growth 

should support demand for residential property. But these are likely outside the forecast horizon. 

 

 

 

 

 

 

 

 

5. Conclusion 

SA’s residential property market remains under severe pressure from weak demand and oversupply, and 

house prices are declining in nominal and real terms. In addition to a rise in residential buildings supply, a 

prolonged period of tighter credit standards, weak employment growth, subdued economic growth, low 

levels of disposable income, and relatively high levels of household debt, are other factors that continue to 

put strain on the property market. The year-to-date 225 basis points cut by the SARB MPC will provide 

relief to consumers and ensure liquidity remains sufficient during the COVID-19 outbreak, but is unlikely 

to stimulate property demand. In addition, strict lockdown restrictions dampens any interest rate benefits 

to the property market since people have been limited in conducting the usual property market activities, 

like physical viewing of property and moving. 

Given these fundamentals, the housing inflation forecast continues to be revised lower, and the latest 

expectation is for housing inflation to remain below 3% for the remainder of the year. This bodes well for 

services and headline inflation. Over the long-term, a moderation in residential property construction and 

population growth should support the housing market on condition that economic growth recovers. 
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6. Appendices 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 14: OER seasonal chart Figure 15: Rentals seasonal chart 
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Figure 17: Reasons for selling - high net worth
Per cent (both scales)
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Figure 16: Rental yields by province
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Figure 18: Reasons for selling - upper income
Per cent (both scales)
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2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

Downscaling for financial pressure 22.3 28.0 20.5 21.8 19.5 15.8 13.8 12.6 12.9 13.6 15.6 16.0

Downscaling with life stage 13.3 17.5 17.8 21.3 21.8 22.0 23.8 25.8 27.0 25.8 24.2 22.5

Emigrating 16.0 8.0 7.4 4.1 3.5 2.6 3.3 3.8 5.2 6.8 8.4 15.8

Relocating within SA 9.3 6.5 7.5 7.5 8.0 8.3 8.0 8.5 9.0 9.5 8.0 8.2

Upgrading 10.0 9.8 12.3 16.0 15.5 18.0 18.0 15.8 12.5 11.8 10.7 9.2

Moving for safety and security reasons 10.5 11.0 12.0 10.5 10.8 11.3 10.5 10.8 11.0 11.0 11.2 9.4

Change in family structure 12.3 13.8 14.5 11.8 13.5 13.0 13.5 14.5 15.5 14.3 15.1 12.4

Moving to be closer to work or amenities 6.3 5.8 8.5 7.0 7.5 9.0 9.0 8.0 7.3 6.5 6.4 6.4
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Figure 21: Rental market strength
Index
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The rental market index is a sentiment index, surveying estate agents and landlords on whether they perceive demand and supply in
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Source: TPN
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Figure 19: Reasons for selling - middle income
Per cent (both scales)

Others_LHS Downscaling_financial pressure

Upgrading Emigrating
Source: FNB

0

5

10

15

20

25

30

35

40

40

45

50

55

60

65

70

2010 2013 2016 2019

Figure 20: Reasons for selling - lower income
Per cent (both scales)

Others_LHS Downscaling_financial pressure

Upgrading Emigrating

Source: FNB

Table 1: FNB survey results 
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Figure 22: Residential properties: weeks spent on the market
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