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Summary of findings

Proponents of fiscal rules say that discretionary fiscal policies lead to unsustainable
debt and that such rules enhance credibility.
However, we argue that South Africa’s main issue is not the quantum of its debt, but
the cost of that debt. South Africa’s debt-to-GDP ratio is in line with similar countries,
but its debt service costs are significantly higher.
The impact of fiscal rules is mixed; where there seems to be an impact, there is no
evidence of a causal relationship between fiscal rules and debt outcomes.
There are more direct ways to tackle the cost of debt other than fiscal rules.
Despite their popularity, compliance with fiscal rules is weak, and institutions are
important to facilitate adherence.
International cases show that:
o Fiscal rules encourage ‘creative’ accounting practices as governments
attempt to appear to comply.
o Growth has been much more effective than fiscal rules in improving debt
dynamics.
o Fiscal rules are no substitute for prudent, long-term, consensus-based
budgeting.
o They limit democratic engagement in fiscal policy.
In South Africa, imposing a fiscal rule would ignore the political and social realities
that put pressure on spending, thereby reducing the quality of fiscal policy.
It is not clear that such rules can legally override the powers of parliament.

Key lessons and recommendations
The key lessons for South Africa are that fiscal rules:

Impose rigidity to fiscal policy and are ill-suited to a world of growing external shocks.
Cannot be a substitute for budgeting based on negotiation and consensus-building with
stakeholders
May clash with developmental goals.
May distort spending in unhelpful ways.
May encourage the use of opaque accounting techniques to comply with numerical
limits.

e May fail to place a binding limit on expenditure.
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The influence of the IMF requiring fiscal rules undermines domestic policy sovereignty
and closes the space to debate fiscal policy.

We therefore make the following recommendations:

Build a sustainable fiscal path and political convergence on spending, and associated
revenue-raising measures rather than imposing fiscal restraint.

Use fiscal policy to maximise economic growth and contribute towards structural
transformation.

Use fiscal policy to tackle unemployment, support domestic demand, and expand supply
capacity

Direct adequate spending towards comprehensive social and care services while
supporting the social wage

Reduce the cost of borrowing through Reserve Bank intervention, targeted capital
controls, capital management techniques, and credit allocation policies.

Use prescribed assets to make available large pools of capital at affordable rates.
Assess the impact of using the repo rate as the main tool to control inflation and
exchange rate as the repo rate affects domestic interest rates, which hikes the cost of
borrowing domestically.

Consider the renegotiation of or cancellation of portions of SOE debt (especially Eskom).
Take proactive measures to raise revenue by reducing tax breaks for higher-income
taxpayers; restoring corporate income tax to 28%, aligning estate duty on large estates
with the upper Personal Income Tax brackets, and discontinuing the Employment Tax
Incentive.

Sequence the introduction of a Net Wealth Tax, taxes on the trading of financial assets,
and a Resource Rent Tax.
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1. Introduction

1.1. Context

The South African government has been talking about new fiscal rules since at least 2019."
In 2020, a Letter of Intent accompanying the IMF Rapid Financing Instrument said “we are
open to introducing a debt ceiling in addition to the nominal spending ceiling currently in
place”.? In 2023, South Africa’s National Treasury presented to the President its plans to
contain debt and ensure fiscal sustainability. A key proposal was the introduction of a new
‘budget anchor’. The Treasury argued that “fiscal credibility will require South Africa to adopt
fiscal rules,” such as a debt ceiling or a primary balance target.® In the 2024/25 Budget,
Treasury reiterated its commitment to a “binding fiscal anchor”, as debt has “failed to
stabilise, with a persistent deficit in the primary balance”,* saying that it would engage in
extensive consultation.

The proposal and commitment have been welcomed by the Democratic Alliance (DA), who
submitted a Private Member’s Bill in 2023,° which proposed a debt ceiling, arguing that
‘Introducing a debt rule would enable a more risk-based fiscal policy and allow for
adjustments in spending in line with debt sustainability”.®

The National Treasury argues that the stress on public finances stems from too much
discretion in the use of fiscal policy, which allows too much accommodation of spending
demands. The result has been wider and more persistent budget deficits, which have
increased debt-to-GDP levels and borrowing costs to unsustainable levels. The higher
borrowing costs, so the argument goes, have crowded out private investment, which has
contributed to long-term economic stagnation.

The Treasury argues that the debt trajectory can be addressed by “a combination of active
debt management strategies and spending restraint that improves the primary fiscal
balance”.” One of these strategies is introducing a binding fiscal rule to “target a debt
objective and complement the existing primary expenditure ceiling, thus adapting the fiscal
framework to the now critical debt reduction objective”.® This will contribute, they argue,
towards a more sustainable path of public finances.

There are at least three components to this argument:
1. At the heart of South Africa’s fiscal woes is too much debt.

2. There is too much debt because political decisions keep getting made to spend in areas
that we shouldn’t be spending.

! National Treasury. 2019. Budget Review. P. 29

2 National Treasury. 2020. IMF Letter of Intent

3 Cele, S and Vanek, M. 2023. South Africa weighs New Fiscal Anchor to help debt surge. Bloomberg News.
(Accessed 01 October 2024)

4 National Treasury. 2024. Budget Review. P. 3

5 Democratic Alliance. 2024. DA Debate Speech on Responsibility Bill. Issued by Dr Dion George MP — DA
Shadow Minister of Finance, 09 May 2024.

® George, D. 2023. Responsibility Spending Bill. Private Member Bill (Section 76). Parliamentary Monitoring
Group.

7 National Treasury. 2024. 2025 Medium-Term Expenditure Framework Technical Guidelines.

8 IMF. 2020. Request for Purchase Under Rapid Financing Instrument: Press release, staff report and statement
by the Executive Director of South Africa. IMF Country Report No. 20/226.
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3. Such spending decisions can be constrained by the imposition of a binding fiscal anchor.

In the absence of information on the nature of the fiscal anchors being proposed, our initial
assessment, explained in this Policy Brief and a previous Discussion Paper entitled ‘Are
Binding Fiscal Rules the Right Solution for Debt Sustainability in South Africa?’, is that
Treasury’s argument is flawed in all its components.

1.2. Structure of the policy brief

We start, in Section 2, by presenting an overview of fiscal rules and where they have been
adopted in the world. Section 2 also discusses the theoretical framework for fiscal rules and
the key arguments in support of their adoption. Following this, in Section 3, we outline the
problems with fiscal rules. Section 4 draws lessons from the experiences of Brazil and
Indonesia. Section 5 focuses on South Africa, its history with fiscal rules, the nature of its
debt problem, and whether a fiscal anchor would be successful in solving that problem.
Section 6 draws together lessons for South Africa from this analysis, and Section 7 provides
recommendations.

2. Overview of fiscal rules

2.1. Use and definition of terms

The use of fiscal rules has expanded in different waves over the last four decades to
respond to, and manage, different crises, leading to different definitions and categories of
rules used worldwide. Although ‘fiscal anchor’ and ‘fiscal rules’ are often used
interchangeably, they differ in scope. A fiscal anchor broadly constrains fiscal outcomes or
processes to shape expectations about future policy,® whereas a fiscal rule imposes a
permanent numerical constraint on key fiscal indicators like deficits, borrowing, or debt.™

Recent definitions have tended to be more flexible, preferring to use time-bound criteria to
define their applicability.”" Fiscal rules are increasingly used to resist deficit bias — the
tendency of governments to accumulate debt over time.'? The increase in their use reflects
efforts to control debt, spending, and fiscal outcomes while reducing political influence over
public expenditure.” The goal is to ensure that fiscal fundamentals remain stable and
predictable, regardless of the government in power.™

® Leeper, E. 2009. Anchoring fiscal expectation. Reserve Bank of New Zealand Bulletin, Reserve Bank of New
Zealand, 72, pp. 17-42.

© Kopits, G. and Symansky, S. 1998. Fiscal Policy Rules. IMF Occasional Papers 1998/011. International
Monetary Fund.

" Seibrits, K, and Calitz, E. 2023. Fiscal anchors and sustainable fiscal policy. SA-TIED Working Paper 215.

2 Wyplosz, C. 2012. Eiscal Rules: Theoretical Issues and Historical Experiences. NBER Working Papers 17884,

National Bureau of Economic Research, Inc.

3 Brencko, C. and Marques, P. 2023. The Politics of Fiscal Restraint: Three decades of rule-based fiscal policy.
Phenomenal World.

' Kopits. George. 2001. Fiscal rules: Useful policy framework or unnecessary ornament? IMF Working Paper.
WP/01/145. International Monetary Fund.
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2.2. Incidence

According to the IMF, by the end of 2021, there were about 105 countries that had adopted
at least one fiscal rule (Figure 1).® Fiscal rules are fairly common among South Africa’s
peers (upper-middle income countries)'® with 29 having adopted one, and 26 African
countries (more than half) have at least one fiscal rule."”

Figure 1: Number of countries using fiscal rules worldwide in 2012
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2.3. Categories and types

Fiscal rules fall into two categories: those aimed at restricting deficits and debt to ensure
fiscal sustainability, and those focused on stabilising macroeconomic fluctuations. This
document examines rule-based fiscal anchors, which is what National Treasury is
considering.

Four main types of fiscal rules exist: (1) debt rules, (2) budget balance rules, (3) expenditure
rules, and (4) revenue rules (see Table 1). These can be combined in different ways based
on their objectives, and they vary in legal status, regulation, and duration. Despite

® IMF. 2022. Fiscal Rules and Fiscal Councils: Recent Trends and Performance during the COVID-19 Pandemic.
IMF Working Paper. WP/22/11 . Prepared by Hamid R. Davoodi, Paul Elger, Alexandra Fotiou, Daniel
Garcia-Macia, Xuehui Han, Andresa Lagerborg, W. Raphael Lam, and Paulo Medas.

6 Upper middle-income countries, according to the World Bank, are countries with a GDP per capita ranging from
$4,516 to $14,005 in 2024. See: World Bank. 2024. World Bank Country and Lending Groups. Accessed:
30-09-2024

7 IMF. 2022. IMF Fiscal Rules Dataset 1985 - 2021 - January 2022 rev Dec 2021

We say at least 50% of countries since the study does not cover a country such as South Africa has used a fiscal
rule (expenditure ceiling) since 2012.

8 IMF. 2022. Fiscal Rules Dataset 1985 - 2021. Accessed on 30 October 2024.
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differences in design and context, all fiscal rules share a common goal: to confer
macroeconomic credibility by removing discretionary intervention.®

Table 1: Fiscal rules and the number of countries with them

Type Nature of the rule Purpose of the rule Number of
countries?
with the rule?!

Debt rule Sets explicit ceiling for To limit borrowing. May 85
public debt, often specify sources, such as
expressed as a central banks.?

percentage of GDP, but
sometimes in absolute

terms.
Budget Sets a limit on the To requires the 93
balance rule budget balance - the government to maintain a
deficit or surplus. particular budget
balance.
Expenditure Sets limits on To curb spending 55
rule government spending. pressures from recurring

May be total, primary, or | budget deficits.
current spending, in
absolute terms, growth
rates, or as a percentage
of GDP. The time range
typically from three to
five years.?®

Revenue rule Sets ceiling or floor for To boost tax revenue, 17
tax-to-GDP ratio or total | prevent tax burdens, and
government revenue. guide the use of windfall

revenue.?

' Kopits. G. 2001. Fiscal rules: Useful policy framework or uneccessary ornament? IMF Working Paper.
WP/01/145. International Monetary Fund.

2 Davoodi, H, Elger, P, Fotiou, A, Garcia-Macia, D, Han, X, Lagerborg, A, Waikei, L, and Medas, P. 2022. Fiscal
Rules and Fiscal Councils: Recent Trends and Performance during the COVID-19 Pandemic. IMF Working
Papers 2022/011, International Monetary Fund.

21 As of 2021.

22 Seibrits, K, and Calitz, E. 2023. Fiscal anchors and sustainable fiscal policy. SA-TIED Working Paper 215.

% Kopits. George. 2001. Fiscal rules: Useful policy framework or uneccessary ornament? IMF Working Paper.
WP/01/145. International Monetary Fund.

2 IMF. 2009. Fiscal Rules—Anchoring Expectations for Sustainable Public Finances. International Monetary
Fund. Fiscal Affairs Department.
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2.4. Institutional framework

Simply having fiscal rules does not guarantee compliance. Institutions responsible for the
formulation, execution, and oversight of fiscal policies”,”® and the fiscal framework, are
important in facilitating adherence to fiscal rules. Sub-Saharan African countries have been
struggling with enforcing compliance due to weak institutions, with only two countries, by
2020, having some form of fiscal responsibility laws to guide the implementation of fiscal
rules.?® In addition to clear guidelines and laws, there also need to be transparent and
inclusive bodies to manage the implementation of fiscal rules.

Fiscal councils have played a role in ensuring adherence to fiscal rules. The IMF defines
fiscal councils as nonpartisan public entities, tasked with promoting sustainable public
finances by assessing fiscal plans, evaluating forecasts, monitoring fiscal rules, and costing
government measures.?” Their number has grown over the last decade, and their mandates
have evolved, based on national and regional dynamics.

Fiscal councils vary in structure: some are attached to parliament, others to audit offices,
and some operate within the executive. Their role differs accordingly: those linked to
parliament focus on oversight, while those in the executive may contribute to policy
formulation and analysis. Ultimately, the effectiveness of fiscal rules depends on the
institutions in place and their interactions.

2.5. Role
Fiscal rules are said to support fiscal discipline in three ways. They can:

-_—

Act as a commitment device that limits the government’s use of fiscal discretion.

2. Serve as a signalling device, highlighting government plans and priorities.

3. Serve a political function, helping to facilitate the formation of stable coalitions given the
clarity of numerical targets.

3. How well do they work?

3.1. The claimed benefits

Proponents of fiscal rules argue that markets alone cannot restrain wasteful government
spending and that discretionary fiscal policies contribute to unsustainable public debt.?®
Rooted in neo-classical economics, this view supports balanced budgets. It says that
borrowing for government spending crowds out private investment by reducing available
funds and raising interest rates.?® This can hinder long-term economic growth. However,

%5 Rahim, F. 2024. Institutions to support the implementation of fiscal rules. IMF PMF Blog, (Accessed 06 October
2024).
% Nandelanga, M and Ellyne, M. 2020. Ei ) .

and fail to comply? Economic Research Southern Afrlca
27 Rahim, F. 2024. Institutions to support the implementation of fiscal rules. IMF PMF Blog. (Accessed 06 October
2024).
% Gasper, V and Amaglobeli, D. 2019. Fiscal Rules. SUERF Policy Note, Issue 60. The European, Money and
Fiance Forum.
2 Marneffe, W, Van Aarle, B, Van Der Wiele, W and Vereeck, L. 2010.

_The Impagct of Fiscal Rules on Public
Finances: Theory and Empirical Evidence for the Euro Area. CESIFO Working Paper, No 3303. Category 6,
Fiscal Policy, Macroeconomics, and growth.
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global evidence has exposed shortcomings in this theory, prompting a shift in approaches to
fiscal rules.

Some argue that fiscal rules help governments commit to clear fiscal parameters, enhancing
policy credibility and shaping economic expectations.*® According to this view, ‘it is in the
interest of well-intentioned fiscal authorities to voluntarily adopt and comply with rules
because doing so would enhance the credibility and effectiveness of their actions”.®'

3.2. The problems

There are three central problems with fiscal rules:

1. The empirical evidence suggests they have a mixed impact on fiscal performance, and
this depends on several contextual factors such as their design, institutional framework,
and the economy in general.*?

2. There is no clear evidence pointing to a causal relationship between fiscal rules and
fiscal outcomes.** Amongst a range of factors in the economy which influence fiscal
outcomes, it is difficult to isolate fiscal rules as the primary reason for outcomes such as
reduced debt-service costs and debt levels.

3. They are a very indirect way to lower borrowing costs that ignore a host of other more
direct mechanisms, including (1) Reserve Bank intervention, (2) targeted capital controls,
(3) capital management techniques, and (4) credit allocation policies. These are taken up
again in the recommendations.

In particular, fiscal rules:

e Limit the ability to respond to shocks: In addition, fiscal rules may constrain fiscal
policy in responding to external shocks, which require government intervention, by
inhibiting counter-cyclical spending in times of economic downturns.®* For instance,
following the Global Financial Crisis, the shock to GDP, revenue, and expenditure
meant that many governments could not comply with fiscal rules and the fiscal
consolidation that was imposed by them. Some countries temporarily suspended the
rules,*® while others modified the fiscal limit.*® In an economic downturn, the negative
impact of fiscal consolidation on GDP contributes to the worsening of the
debt-to-GDP ratio.

e Constrain democratic engagement: The successful implementation of a fiscal rule
may also close important space for democratic contestation. The Brazilian
experience, unpacked further below, shows that the space to contest and debate the

% Seibrits, K, and Calitz, E. 2023. Fiscal anchors and sustainable fiscal policy. SA-TIED Working Paper 215
31 Seibrits, K, and Calitz, E. 2023. Fiscal anchors and sustainable fiscal policy. SA-TIED Working Paper 215.

32 Martin, A, Eduardo, C, Alejandro, I. 2023. Fiscal Rules: Challenges and Reform Opportunities for Emerging
Markets. Inter-American Development Bank. Working Paper. 1443.

3 Brandle, T and Elener, M. 2023. Do Fiscal rules matter? A review of recent evidence. Working Paper, 2023/07.
University of Basel, Center of Business and Economics (WWZ), Basel

34 Davoodi, H, Elger, P, Fotiou, A, Garcia-Macia, D, Han, X, Lagerborg, A, Waikei, L, and Medas, P. 2022. "Eiscal
Rules and Fiscal Councils: Recent Trends and Performance during the COVID-19 Pandemic” IMF Working
Papers 2022/011, International Monetary Fund.

% Azerbaijan, Colombia, Iceland, Indonesia, Peru, Russia are some of the countries that suspended fiscal rules.
% Chile, Ecuador, Malaysia, Mexico, Mongolia, Namibia, Panama, Vietnam are countries that modified their fiscal
limits.
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role of fiscal policy and its role in redistribution was closed by the need to adhere to
fiscal rules.

e Have poor rates of compliance: Compliance with fiscal rules has been poor. In
Europe, between 2008 and 2010, only 3 of the 27 EU member states never breached
either the budget balance or public debt rules of the Stability and Growth Pact (SGP),
while 16 violated one or both rules in all three years and a further 6 in two years
(Calmfors and Wren-Lewis 2011: 654). In Africa, there was a 54% compliance rate
for 20 African countries from 1997 to 2016 (Nandelenga and Ellyne, 2020). In Latin
America and the Caribbean, 14 countries achieved a compliance rate of only 63%
from 2000 to 2020 (Ulloa-Suarez, 2023) whilst globally, a sample of 90 countries
breached their budget balance rules and public debt rules 42% and 50% of the time
from 2004 to 2021 (Davoodi et al. 2020: 19).

e Are hard to measure: There are also often difficulties in ascertaining the efficacy of
fiscal rules because of the inability to isolate the effects of fiscal anchors on fiscal
outcomes.*” For example, with a rule that targets budget deficits as a share of GDP, a
sudden, unexpected rise in GDP may lead to improvements in the budget balance
share of GDP and an achievement of the rule, without any deliberate government
actions to change spending or revenue.

e Are unnecessary: Some scholars have argued that there is no need for fiscal rules
for the government to commit to fiscal discipline; political will is what is more
important.® Rather than encourage adherence, fiscal rules tend to lead to
non-transparent behaviour to bypass them, and this is more likely in an “environment
of large deficits and debts, and sustainability concerns” as in South Africa.®

4. International case-studies
4.1. Brazil

4.1.1. Background and implementation
Brazil's fiscal rules emerged as a crisis-management tool, imposed by a conservative
government and the IMF to address debt problems. Brazil’s fiscal vulnerabilities stemmed
from reliance on external financing and a volatile currency, which were exposed during the
Asian and Russian financial crises (1997-1998).%° In response, the central bank hiked
interest rates to curb capital outflows and stabilise inflation, causing a sharp rise in domestic
interest rates. The SELIC rate (equivalent to South Africa’s repo rate surged from 25.13%
(1996) to 46.26% (1997),*" and Treasury bill rates rose from 24.5% to 42.32%.42

Research by Brazil's National Treasury and the World Bank found that interest rate hikes
were a major driver of the spike in debt-to-GDP,** compounded by fiscal support for SOEs

87 Kuncoro. H . 2014. Does the Credible Fiscal Policy Reduce Its Volatility? The Case of Indonesia. Volume IX

Issue 3(29). In Journal of Applied Economic Sciences. P. 385

% Eyraud, L., X. Debrun, A. Hodge, V. Lledd, and C. Pattillo 2018. ‘Second-Generation Fiscal Rules.

% Seibrits, K, and Calitz, E. 2023. Fiscal anchors and sustainable fiscal policy. SA-TIED Working Paper 215.

40 Melo. M. 2010. The Political Economy of Fiscal Reform in Brazil. P. 35

41 Banco Central do Brasil. N.d. Accessed on 16 November 2024.

42 Federal Reserve Bank of St. Louis. N.d. Interest Rates. Government Securities. Treasury Bills for Brazil,
i Accessed on 28 November 2024.

43 Anderson Caputo Silva, Lena Oliveira de Carvalho, Otavio Ladeira de Medeiros (eds.). 2010. Public debt : the

Brazilian experience. Published by the National Treasury of Brazil. P. 91
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and sub-national governments. This led to rising debt service costs (from 5% of GDP in 1997
to 12.26% in 2002).4

In 1998, Brazil accepted IMF finance,* which came with conditions for drastic fiscal
adjustments.*® In 2000, the government enacted the Fiscal Responsibility Law, introducing
fiscal rules to entrench these adjustments. This marked Brazil's second fiscal anchor, with
two more sets of fiscal rules implemented since (see Table 2).

Table 2: Fiscal anchors in Brazil, 1988-2023

Year | Rule Purpose and function

1988 | Golden Rule To safeguard fiscal responsibility and public investment.
Restricted new borrowing to finance capital expenditures.

Applies to each level of government.

2000 | Fiscal Consolidated various norms intended to promote fiscal
Responsibility transparency, limit deficit biases, improve budget planning,
Rule and define control mechanisms at all levels of government.

2016 | Federal Spending | Introduced in the wake of the 2015-16 fiscal crisis to
Ceiling address procyclicality and reverse the secular rise in the
federal spending ratio.

Limited federal primary spending growth to inflation for 20
years, with a possible revision after 10 years.

2023 | Sustainable Fiscal | Restricts spending growth below revenue growth, to guide
Regime fiscal consolidation

Source: IMF e-Library, Volume 2023: Issue 289*"

The Fiscal Responsibility Law prioritised aligning fiscal targets with national economic policy
objectives, rather than the other way around. The annual budget was required to set
three-year targets for the primary balance, revenues, expenditures, and public debt,
ensuring consistency with economic policy goals.*® Despite attempts to align the targets with
fiscal policy with national economic policy, the impact of numerical limits placed on
budgetary aggregates led to negative outcomes as discussed below.

4 IMF. 2022. Interest paid on public debt, percent of GDP % of GDP. Accessed on 27 November 2024.

45 IMF. 1998. Press Release: IME Approves SDR 13 Billion Stand-By Credit for Brazil: Activates NAB. Accessed
on 27 November 2024.

46 Brazil. 1998. Letter of Intent. Published by the IMF. Accessed on 09 November 2024.

7 IMF. 2023. Brasil Selected Issues: IMF Staff Country Reports. IMF E-Library, 2023, 289.

48 Ministry of Planning, Budget and Management of Brazil & The President of the Republic. 2000. Supplementary
Law 101, of May 4, 2000. Section Il. P. 4
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4.1.2. Lessons
We derive four key lessons for South Africa from Brazil's experience with fiscal rules:

1. The imposition of the fiscal rule led to the use of improper accounting practices, to
allow the government to give the illusion that it was abiding by the fiscal rule. There was
widespread creative accounting and budget manipulation by officials and reneging on
expenditure items agreed in the budget. agencies like the IMF and Inter-American
Development Bank noted systematic misreporting of expenses to comply with fiscal
rules.*® These practices inherently undermine the reasons put forward by mainstream
economists in support of fiscal rules as a tool to enhance credibility and transparency.

2. Sustained economic growth, due to the commodities boom, was necessary to
improve debt dynamics. The period in which the share of expenditure in GDP was
largely constant (in the 41%-43% range) coincided with a period of sustained economic
growth from the commodities boom. It is not clear that fiscal rules — by themselves — led
to lower borrowing costs and fiscal stability. Instead, as the commodity boom waned, the
fiscal rules entrenched austerity measures at the expense of key social services.

3. Fiscal rules are not a substitute for prudent, long-term budgeting, which requires a
consensus among key stakeholders. Part of the reason the fiscal rule became credible
was that the government offloaded many of the items that required discretionary
spending, through the privatisation of SOEs, limiting borrowing power of sub-national
governments, and capping personnel spending at all levels of government.

4. Fiscal rules limited democratic engagement: “In hurriedly adapting its rule-based
fiscal policy to international technical standards, the PT government might have also
increased the barriers to redistributive growth by reducing fiscal policy—and the public
debates over its purpose—to the need to tame instabilities through automatic stabilizers.”

4.2. Indonesia
4.2.1. Background and implementation

In Indonesia, debt service costs had soared on the back of the Asian financial crisis of
1997-98.%° The root of Indonesia’s crisis was its dependence on external financing, a
condition made possible due to the central bank policy of high interest rates employed to
stabilise the Indonesian currency amid capital outflows.®" In tandem with this high interest
rate policy, debt accumulation accelerated due to the fiscal support provided to recapitalise
banks in the aftermath of the Asian financial crisis.’? These events prompted an uptick in
debt service costs, which reflected a rapid increase in the interest paid on debt as a share of
GDP around 1997.

Amid difficulty in servicing its debts, Indonesia’s government turned to the IMF. The IMF
offered support finance on condition of the maintenance of restrictive fiscal and monetary

49 Melo. M. 2010. The Political Economy of Fiscal Reform in Brazil. P. 52

%0 Marquetti, A Miebach, A and Morrone, H. 2023. Back in power: perspectives and limits of Lula's government.
Investigacion econdmica. 82, 324.

5 Francis. S. 2012. Fiscal Policy Evolution and Distributional Implications: The Indonesian experience. The
IDEAs Working Paper Series. Pp. 4-5

%2 Francis. S. 2012. Fiscal Policy Evolution and Distributional Implications: The Indonesian experience. The
IDEAs Working Paper Series. P. 12
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policy. The fiscal component of this deal was institutionalised through an additional set of
fiscal rules.

To solidify commitments to fiscal consolidation, in 2004 Indonesia enacted two types of fiscal
rules: the Budget Balance Rule and the Debt Rule (State Finance Law No0.17/2003,
Explanation of Article 12 (3)).®* The maximum budget deficit is 3% of GDP, meanwhile, the
maximum allowed public debt-to-GDP level is 60%.%*

4.2.2. Lessons
Significantly, many of the lessons from the Brazil experience also come out with Indonesia:

1. Economic growth appears to be the major explanatory variable for the changes in
fiscal aggregates, with no discernible impact of fiscal rules.

2. The main factor behind the reduction in discretionary spending was the policy
certainty provided by the privatisation of SOEs, which had required bailouts from the
government.

3. The imposition of fiscal rules highlights the power of organisations such as the
IMF in influencing public policy. It was only through taking up the IMF programme that
Indonesia had to implement fiscal rules, even though their pre-crisis experience showed
the government was more than capable of maintaining stable public finances.

5. South Africa

5.1. Mixed record

South Africa has had some experience with fiscal rules, with varying degrees of
implementation. Most recently, in 2012, National Treasury introduced a nominal expenditure
ceiling: an annual maximum level of main budget nominal non-interest spending over a four
or five-year period. This implied that any additional spending demands within departments
would have to be fulfilled through reallocations.

In the first seven years of its inception, 2012/13 - 2018/19, non-interest spending largely
stayed within the three-year projected target set by the expenditure ceiling. Only in
2015/2016 was there an overspend of R19.9 billion. National Treasury believed that “the
main budget expenditure ceiling has anchored fiscal policy”.>® This period also coincided with
the beginning of intense fiscal consolidation. However, while the expenditure ceiling
facilitated austerity, adherence does not appear to have significantly contained South Africa’s
growing debt levels, which moved from 41.1% of GDP in 2012/13 to 51.5% by 2018/19, and
rising borrowing costs.

For the most recent five years, 2019/20 - 2023/24, the expenditure ceiling has been an
ineffective fiscal anchor, with main budget non-interest expenditure significantly exceeding
its limit every year. The deviation ballooned from R55bn in 2021/22 to R137bn in 2022/23

% Ministry of National Development Planning/National Development Planning Agency. 2019. Effectiveness and
Challenges in the Implementation of Fiscal Rules in Indonesia. Prepared by Dr. Ir. Boediastoetie Ontowirjo.
Director for State Finance and Monetary Analysis. Slide 3 of 11

% Ministry of National Development Planning/National Development Planning Agency. 2019. Effectiveness and
Challenges in the Implementation of Fiscal Rules in Indonesia. Prepared by Dr. Ir. Boediastoetie Ontowirjo.
Director for State Finance and Monetary Analysis. Slide 3 of 11.

% National Treasury. 2019. Budget Review. P. 27
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and R115bn the following year. At the same time, severe austerity since the inception of the
expenditure ceiling contributed in part to low growth and decreasing levels of service
delivery. For instance, in 2021, social grants were cut by 2.4% in real terms. Proposals from
the 2021 Budget meant that spending per person fell from over R27 000 in 2011/12 to below
R25 000 in 2023/24.

5.2. The nature of South Africa’s problem

The maijor debt issue South Africa faces is that interest service costs are crowding out other
expenditures because South African government borrowing is expensive — the government
faces high interest rates. Consequently, we believe that National Treasury places undue
emphasis on the size of public debt, which cannot be considered outside the context of, and
is arguably secondary to, the issue of interest rates.

This idea is problematic as it is rooted in the flawed concept of fiscal space. National
Treasury has referred to ‘growing’ or ‘creating’ fiscal space on multiple occasions.*® The IMF
conceives of fiscal space as the difference between a country’s current public debt level (that
is, debt-to-GDP) and the ‘debt limit’. Essentially, fiscal space implies a ‘maximum’ level of
debt above which debt service costs are uncontainable.®’

However, cross-country evidence does not support the existence of a maximum level of debt

in two ways:*®

1. Countries have drastically different borrowing and debt service costs at similar levels of
debt. South Africa’s debt-to-GDP ratio, at 73.9% in 2023/24, is in line with the emerging
market and middle-income country average of 73.1%.%° However, South Africa’s cost of
borrowing (real interest rate) and debt service costs (measured as interest paid on debt
as a share of GDP) are considerably higher than its peers, such as Albania, Thailand,
and the Philippines, as well as the average for all upper-middle income countries.®

2. Countries such as Cabo Verde, Guinea-Bissau, Fiji, Spain, and Portugal, with far higher
debt levels,®' have lower debt servicing costs than South Africa (whose interest paid on
debt is more than 4.5% of GDP),%? although this trend is much more common among
developed countries.

So rising debt service costs, at any debt level, cannot be explained only by the debt-to-GDP
ratio.

Higher nominal interest rates in South Africa are driven by internal and external factors.
Domestically, fiscal risks from SOE bailouts, weak economic growth, inconsistent power
supply, and social instability have particularly affected medium-to-long-term borrowing.

% National Treasury. 2024. Budget Review. P. 23

57 IMF. 2010. Eiscal Space. Prepared by Ostry. J.D., Ghosh. A.R., Kim. J.I., & Qureshi. M.S. IMF Staff Position
Note. Published by the International Monetary Fund.

% Heimberger, P. 2023. “Do higher public debt levels reduce economic growth?” Journal of Economic Surveys,
37, 1061- 1089.

%9 UNCTAD. 2024. A World of Debt dashboard . Debt at a glance.

€0 United Nations Conference on Trade and Development (UNCTAD). 2023. A World of Debt. (Accessed on: 28
September 2023).

61 IMF. 2022. Central Government Debt Percent of GDP. Accessed on 27 November 2024

62 IMF. 2022. Interest paid on public debt, percent of GDP % of GDP

IEJ Policy Brief | Fixing South Africa’s Debt: Why Rigid Fiscal Rules are Not the
Answer | February 2025 Page | 14


https://www.imf.org/external/datamapper/CG_DEBT_GDP@GDD/CHN/FRA/DEU/ITA/JPN/GBR/USA
https://unctad.org/publication/world-of-debt/dashboard
https://unctad.org/publication/world-of-debt/dashboard
https://wiiw.ac.at/do-higher-public-debt-levels-reduce-economic-growth-dlp-5976.pdf
https://www.imf.org/external/pubs/ft/spn/2010/spn1011.pdf

Additionally, borrowing has not been effectively used to expand growth and alleviate
unemployment.

Externally, interest rates and inflation in developed economies impact South Africa due to its
exposure to global capital markets. Rising interest rates abroad make local bonds less
attractive, and the SARB has chosen to increase the repo rate to remain competitive. This, in
turn, raises lending rates, strangling local investment.

National Treasury acknowledges that borrowing costs matter and argues that stricter fiscal
rules will enhance credibility, mitigate risks, and improve policy predictability, ultimately
lowering debt-service costs.

5.3. Would a fiscal rule curtail discretionary spending?

Even if we were to accept a lower debt-to-GDP ratio as a legitimate target of fiscal
management, it is not certain that the implementation of a fiscal rule is the most appropriate
means to achieving this. This is especially important in an economy such as South Africa
that has persistently experienced low growth. The imposition of a fiscal rule will hamstring
much needed expenditure in key social and economic sectors, which will worsen, rather than
improve, the debt-to-GDP ratio.

South African experience is that compliance has not been consistent, and has often been
enforced through implementing austerity measures. This is in line with international
experience. However, in the current South African context, the fiscal rule may be
unsuccessful at limiting expenditure (and may ultimately be violated) precisely because it
does not take account of the real political economy factors at play in determining spending
priorities. For example, National Treasury has deliberately decided not to budget for
above-inflation public sector wage increases. In 2015/16 this resulted in breaching the
expenditure ceiling. Wage setting is the legitimate outcome of the wage bargaining process,
just as political decisions to fund certain spending priorities are the legitimate outcome of
political representation and contestation.

Alternatively, adherence to the rule may result in cuts to important social priorities or capital
spending:

e In 2024, it resulted in budget shortfalls for education departments across the
country.®® The result has been, variously, cuts in teacher numbers, budget shortfalls,
and budget cuts for school nutrition and scholar transport.®*

e Also, in 2024, the National Treasury failed to adequately budget for the continuation
of the SRD grant, a part of South Africa’s social grant system to which it is
ideologically opposed.

e It has led to either across-the-board, indiscriminate cuts or squeezed expenditure
priorities that may not have political backing, such as nutritional meals for schools or
the provision of school transport.

8 Western Cape Department of Education. “We are fighting against budget cuts across all education
departments” Statement by Minister David Maynier, Minister of Education Western Cape.

% Mashamaite, M. 2024. DA urges Treasury to halt education budget cuts for school transport and nutrition
programmes. Times Live.
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In short, fiscal rules may reduce the quality of fiscal policy.

5.4. Alegalissue

And then there is the question of the place of a fiscal rule within South Africa’s legal
framework. At this stage, we understand the intention is to set legally-binding fiscal rule
targets. These are supposed to act as a break on spending. However, the constitutionality of
this approach is questionable. Parliament may conceivably be able, through an Act of
Parliament, to restrict National Treasury’s administrative power to issue debt, for example,
by limiting it to a certain percentage of borrowing each year. But this is not the same as
limiting Parliament's powers to appropriate funds. Parliament can pass a budget that
requires any given quantum of actual expenditure in any fiscal year. If the fiscal rule prevents
borrowing, then National Treasury will need to either find those funds from elsewhere (raise
taxes or revenues another way) or break the fiscal rule (that is, break the law). Changing this
would likely, therefore, require a constitutional amendment. This requires further legal
analysis.

6. Lessons for South Africa
The foregoing analysis allows us to draw a number of lessons for the South African context.

1. Fiscal rules are ill-suited to a world of growing external shocks. The rigidity of fiscal
rules constrains government efforts to enact counter-cyclical policy and thereby places
an undue constraint on fiscal policy.

2. Fiscal rules may clash with developmental goals. In Brazil, austerity measures were
imposed to abide by the fiscal rule. As the IMF has noted, the rule may distract from the
achievement of developmental or welfarist outcomes.®°

3. Fiscal rules may distort spending in unhelpful ways. Fiscal rules intensify
contestation over budget priorities, with expenditure items that have political backing
receiving priority. This is likely to affect the provincial sphere of government — responsible
for crucial social services such as basic education and healthcare — which relies on
transfers from the national government.

4. Fiscal rules do not resolve political contestation and may result in the illegal
circumvention of the rule: Adherence to fiscal rules is sometimes at odds with the
political interests of particular groups. Labour, civil society organisations, and other
groups may force the government to evade fiscal rules. In the long term, this erodes
credibility of the fiscal framework and the budget.

5. Fiscal rules may encourage the use of opaque accounting techniques to comply
with numerical limits. This limits the transparency and credibility of the budget.

6. A fiscal rule may fail to place a binding limit on expenditure. A binding fiscal rule
may not in fact restrict the quantum of funds that Parliament is able to appropriate.
Changing this would likely, therefore, require contemplating a constitutional amendment.

7. IMF-backed fiscal rules undermine policy sovereignty. The influence of the IMF
requiring fiscal rules undermines domestic policy sovereignty and closes the space to

 IMF. n.d.. Fiscal Rules and Small States: A Brief Overview. Prepared by Martine Guerguil. Deputy Director.
Fiscal Affairs Department. Published by the World Bank. slide 7 of 11
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contest and debate fiscal policy, especially in developing, and upper-middle income
countries.

. Recommendations

Build political convergence on spending: To address concerns that we are not making
the best use of our fiscal resources, establish better vehicles through which the political
process of budget contestation can occur so that it channels us towards solutions that
better prioritise our public spending. Perhaps a societal ‘grand bargain’ on the budget is
needed, a mechanism through which spending, and associated revenue raising,
represent the outcome of collectively agreed prioritisation, rather than centrally-imposed
extreme fiscal restraint

Use the budget as a lever for economic transformation: Harness the positive
potential of the budget rather than seeing it, as Treasury tends to do, as a source of
potential economic harm. A robust and collectively-agreed process should investigate the
short-, medium, and long-term impact of different spending decisions, through a
government-wide spending review. Where benefit is not derived, reduce expenditure, or
assist parts of government (for example, municipalities) to spend in a manner that does
yield benefit. Where the benefit is most pronounced, increase spending or add new
expenditure.

Focus on growth and poverty alleviation: Fiscal consolidation is a means to an end,
not the overriding objective. Fiscal policy should aim to, at least: maximise economic
growth and support domestic demand; reduce unemployment; contribute towards
structural transformation and the expansion of supply capacity; alleviate destitution and
hardship; and provide for comprehensive social and care services, while supporting the
social wage. In the long term, such a shift will spur growth, alleviate debt levels, and
improve tax revenue.

Align fiscal rules with the goals of fiscal policy: Fiscal anchors do not need to be
used to secure austerity. If fiscal rules are paired with revenue-raising measures, it is
possible to reduce budget deficits (in absolute terms) while maintaining positive growth in
real non-interest spending. However, the tax burden must be on those at the higher end
of the wealth and income distribution. Measures should include: a review of tax breaks
for high-income individuals and corporations; restoration of the corporate income tax rate
to 28%; taxation of wealth, and financial transactions; introduction of a Resource Rent
Tax reform of the taxation of dividends and estates;®® discontinuing the Employment Tax
Incentive (ETI) and closure of vehicles for tax evasion.

Lower the cost of borrowing: This should include, at least, the prudent use of:

e capital management techniques, to stabilise short-term, speculative capital flows and
provide room to reduce interest rates;

e capital allocation tools, to steer credit to productive sectors of the economy at
affordable rates, including through Reserve Bank lending;
central bank intervention in the primary market to purchase government bonds;®’
prescribed assets to make available large pools of capital at affordable rates;

% |EJ. 2024. Alternatives to Austerity: Revenue options to raise the maximum available resources. IEJ Policy
Brief.

7 IMF. 2022. Monetary Finance Do Not Touch, or Handle with Care?. Prepared by Itai Agur, Damien Capelle,
Giovanni Dell’Ariccia, and Damiano Sandri. Published by the International Monetary Fund.

IEJ Policy Brief | Fixing South Africa’s Debt: Why Rigid Fiscal Rules are Not the
Answer | February 2025 Page | 17


https://www.iej.org.za/policy-brief-revenue-options-to-raise-the-maximum-available-resources/

e a slight shortening of the average maturity of government borrowing; and
e preferential lending, including from international financial institutions (IFls),*® where
this will not compromise domestic policy space.

6. Reconsider the sole use of the repo rate to fight inflation: Monetary policy has a
significant impact on borrowing costs. The result of solely using the repo rate to fight
inflation and protect the exchange rate is an increase in government bond rates. The
South African Reserve Bank may need to explore alternative tools for dealing with the
exchange rate and inflation that do not compromise the government’s ability to borrow
cheaply.

7. Renegotiate SOE debt and sovereign guarantees: this should include moving away
from generous guarantees for public-private partnerships.

8 |EJ. 2023. International Financial Institutions’ Covid-19 Lending in_South Africa : Contentions and Policy
Implications.
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