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ABSTRACT

The purpose of this paper was to evaluate if theragconomic change that has
occurred in the South African economy since the0$98as been significant enough
to justify a re-examination of the actuaries’ cali$ation rate, due to its formulation
processes dependence on the macroeconomic situafiom need for the re-
examination arises from the use of the capitabsain the calculation of lump sum
awards where even a small change in the rate cam &asignificant impact on the

value of the final award.

In order to address the issue an examination of Keynesian expectations are
formulated and an examination of the Governmentacnmeconomic policy was
conducted to provide the foundation. On this fodimta a trend analysis of the major
groups of financial instruments, as well as theeniroutlooks for the South African
economy, was conducted to determine if there wasiagication of a significant

change in the macroeconomic conditions.
The results of the analysis provided a compelliagecfor the urgent need for the

actuaries’ capitalisation rate to be recalculate@dcount for the changed economic

situation.
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CHAPTER ONE

1.1 Introduction

The purpose of the study is to verify that the Acies’ Capitalisation Rate is still
valid, given that twenty years have passed sinee dinrent rate of 2.5% was
determined. If the current rate is invalid as ailtesf the changes that have occurred
during the past twenty years then in order to ensgcuracy, fairness and justice the

rate will have to be re-evaluated and adjusteddorporate the changes.

1.2 The Context of the Research

“In its broadest sense, a capitalization rate isumber used to convert an income
stream into a present value” (University Chicag60®. Also referred to as a
discount rate, these rates are widely used in naififgrent areas of valuation, from
real estate to insurance. Of specific interesthe ‘tompensation that is awarded by a
court for damage suffered in consequence of wrérgdaduct, which give rise to a

continuing loss over an extended period of time{K&993:1).

The specific capitalisation rate that the courte isscommonly referred to as the
Actuaries’ Capitalisation Rate. The problem withisthate is that it was based on
current expectations present in the late 1980xeSimen the political, economic and
social conditions have significantly changed. Tisionfirmed by the courts with
higher capitalisation rates being used by the soast demonstrated iBfunt v AA
Mutual Insurancel990 (W) the court ordered the use of a nominst¢alint rate of
return of 15, 5% per year coupled with a rate ¢drgaescalation of 10, 96% per year,
that is to say a net capitalization rate of 4,1%ymar” (Koch, 1993: 126).

The expectations that were part of determining Alctuaries’ Capitalisation Rate
have changed. As a result the implications of eurrexpectations need to be
introduced into the capitalisation rate calculatibargely the old expectations were
also a function of the macroeconomic policy attthree, which was determined by the

government of the period. Therefore with the majaft from a minority government



to a democratic majority government there has laesignificant shift in the focus of
macroeconomic policy. This is particularly evidemnt respect of fiscal policy,
monetary policy and the level of economic stabitiyat has been achieved (SARB,
2004a).

An examination of the real rates of return on wasidinancial assets will provide
evidence of the supposition that the change in igoment has resulted in positive
changes within the economy. Therefore the capaiidis rate should be linked to
financial instruments, since, the financial ass#teuld provide the best signals of
expectations, rapidly adjusting to changing exgemta and macroeconomic
conditions (Pilbeam, 1998:177)? Support for the afsenancial instruments appears
in “Todorovic v Waller(1981) 37 ALR 481 (HC) 488 line 41'the rate shooddthat

produced by reasonably safe investments” (Koch312%).

1.3 The Goals of the Research

The overall objective of this research will be aidlreg the attainment of two specific
goals, where each of subsequent goals will buildhenprevious goal expanding the
impact of the findings. The goals will be:

i A re-examination of the validity of the Actuariahfitalisation Rate.

Here the aim will be to investigate the Actuaria@palisation Rate, with a
closer examination of its components, in order éednine its validity in

today’s economic climate.

i Put forward recommendations based on validity ofent Actuaries’

Capitalisation Rate.

At this juncture the aim will be to propose reconmah&tions for future action
based on the examination of the capitalisation, radgich better take into

account the current macroeconomic outlook and dg&pens.



1.4 Methods, Procedures and Techniques

The research question will be addressed in thegesst

Methodological framework.

a. The Keynesian supposition that the current econaereies determine
future expectations.

Analysis of economic expectations will be conductenl show that
expectations for a future period will vary depertdam the current economic
conditions.

b. Analysis of various financial instruments.

A comparison of real returns from various finaneretruments will be done

to determine the trends present in each class.

c. Analysis of the Outlook for the South African Ecomp2003-2017.

Here, the examination of the key sections of thidool for the South African

Economy will be conducted to determine the expecteahges in economic

conditions.

Data and Sources

It will be necessary to gather both qualitative amaantitative data to

substantiate the methodological framework.



a. Qualitative data

Literature review and model analysis

A review of the theoretical basis of the Keyneséard the actuarial
view of future returns will have to be conductedasao highlight their
weaknesses and strengths, in order to determinédsieapproach to
address the issue. This data can be easily sotnmedthe Actuaries
Quantum Yearbook, whilst data focusing on the Ksjareperspective
can be gathered from government and the vasttlileraavailable on
this school of economic thought (National Treasur¥996;
Asimakopulos, 1991, Stekler, 1970).

b. Quantitative data

Data, what type, where and how (analysis)

Using the qualitative data as a basis, the reseaittbe able to focus
on the type of quantitative data that will nee&gathered, where it
is most likely to be gathered and how it will be usfe. This data is
readily available from the various financial marketies, such as The
Bond Exchange of South Africa (BESA, 2004) and IB& Securities
Exchange (JSE, 2004a) and from the Financial Markatllege in

tabulated form.

Analysis: combining the methodological frameworkl éine data.

Thus by incorporating the data into the theoretitaimework it will be
possible to analyze if for example, the real rdteeturn on bonds conforms to
the expectations generated by the economy. And,ifdees the evidence
support the proposition that the capitalisatioe ra¢eds to be recalculated and

to what level should the capitalisation rate bengjea?



1.5 Composition of Study

Chapter two provides a review of the theoreticalarpinnings of the paper, starting
with Keynesian expectations. The discussion coliers Keynesian expectations are
formulated, including the main influences on expdohs and the common errors
affecting expectations, attention is also giventhte two leading methods used to
generate forecasts based on Keynesian expectalibesreview then moves on to

discuss macroeconomic policy.

Within the context of macroeconomic policy, theiesw focuses on: the basic theory
of macroeconomic policy; the focus of macroeconoputicy; the macroeconomic
strategies implemented by the South African Goveminboth in terms of fiscal and
monetary policy; and the success that the Goverhimas achieved in terms of its
macroeconomic policy. Finally the chapter turns atgention to the Actuaries’
Capitalisation Rate in South Africa and its relatio the damages awards made by

the courts.

Chapter three is essentially an examination ofréites of return on specific financial
assets from the various financial markets. Hereattadysis examines the trends in the
returns for the various financial assets from tegqal before the political change, the
era that the current capitalisation rate was bagesh, up until the current period in

order to determine if there is significant evidenf@ change in economic conditions.

In chapter four the analysis turns to the expeamtatifor the South African Economy,
from the present to the year 2017. Within thisisecthe analysis sets about outlining
the Government's desired direction for the natiomednomy and the areas that its
policy activities will focus on. The remainder dfet chapter involves providing a
summary of the expected results in the variousdesyors and indicators of the South
African Economy as forecast by the private sedd@re the aim is to determine if the

forecasts support the findings established in eaptee.

The aim in chapter five will be to provide a summynaf the results obtained in
chapters three and four, which will then be utdige determine if in fact there is

significant evidence to justify a re-evaluationtbé Actuaries’ Capitalisation Rate.



Finally chapter six will provide the conclusionsacked in the paper and the

recommendations as to what, if any action neetie timken.

Thus the following chapter will provide the thetical basis for the analysis within
the paper, while not extensive, the chapter witMide the theory that it is essential to

understand in order to properly address the reseprestion.



CHAPTER TWO

INTRODUCTION TO THE THEORETICAL UNDERPINNINGS

2.1 Introduction

The focus of the thesis is to examine the apprtgméss of the Actuaries’
Capitalisation Rate which will require a reviewtbé various theoretical concepts that
provide the basis from which the rate is derivetie Tthapter will start with an
examination of what capitalisation rates are armuh tocus specifically on their use in

damages claims, this being the core focus of tesish

Once the concept of capitalisation rates has beeered, the discussion will turn to
the Keynesian view of the economy with specifieition paid to the formulation of
expectations. Within this section the rationaleibghhe formulation of expectations
will be covered, followed by an examination of feading forecasting methods that
constitute economic forecasting, also included ievaew of the level of accuracy of

the methods.

The final point of focus of the chapter is govermieconomic policy and the tools
that governments have at their disposal, with d$jgeattention paid to the South
African Economy. Here, a brief description of tharigus policies that the first
democratically elected South African Government imessituted is provided in the

order that the policies have been adopted, alotigtive outcomes achieved.



2.2 Capitalisation Rates and Damages

2.2.1 Introduction

Capitalisation rates need account for future ecooaonditions; therefore they are
largely based on the Keynesian view of the econofmd thus need to rely on
economic forecasts of the future in their formwati accordingly taking the
significant influence of government policy action the economy into consideration.
But before these aspects of the capitalisation catebe examined an understanding

of the mechanics of the capitalisation rate is iregl

2.2.2 What are Capitalisation Rates?

“In its broadest sense, a capitalization rate rsumber used to convert an income
stream into a present value” (University Chicag@®0®. Put another way, a

capitalisation rate is a mathematical mechanismdhaws for the conversion of an

amount that would be received in the future to @am received today that provides
the recipient with the same level of utility as Wwbthe larger future amount when it is
received in the future (Koch, 1993:65).

2.2.3 General Uses of Capitalisation Rates

Capitalisation rates receive the most attentiorhiwitthe fields of business and

property valuations where the future income strefims) these assets need to be
converted into present values in order to deterntivee value of the assets. With
regard to businesses, capitalisation rates aretossmhvert future expected income of
the enterprise into a present value for the fortmtaof a current value for the

business as a going concern. This value is thed fme a variety of purposes

including the decision to invest or disinvest ie #nterprise (University of Chicago,

2000:2).

With regard to the valuation of property, capitaiien rates are utilised to convert the
expected future rental income and expenses intoeaept value. However, with

capitalisation rates for property, it is commonapise to utilise the sale price of the



property to determine a specific capitalisationerg6trickland, 1999:20). For

example, when using the market extraction methothé calculation of property

capitalisation rates, total expected expensesenaaied from gross expected income
in order to estimate the net operating income. ke operating income is then

divided by the sale price to determine the ovecalbitalisation rate (Strickland,

1999:21).

A key characteristic, of the use of capitalisati@ies in business and property
valuation is the frequency at which the proceseepeated, which has the effect of
reducing the level of uncertainty. That is, withtlbthese uses of capitalisation rates,
multiple situations occur that are relatively semiif not identical thus there is a basis
for comparison. For example, the resultant cagasilon rate for a four bed roomed
house is likely to be the same as that for a sinfitz2use in a different region but

similar city zone. Therefore it can be seen that ithe uniqueness of the situation that
increases the level of uncertainty because ofrtheeased probability of unforeseen
events that will reduce the accuracy of the forecéStekler, 1970:8). The focus of

this research, however, is the Actuaries’ Cap#dilim Rate, which is applied in order

to determine the monetary amount that is to be dedhras damages. That is, the
Actuaries’ Capitalisation Rate is utilised in orderdetermine the value of the lost

future income and resultant future expenses aytsgbices.

2.2.4 Determination of Capitalisation Rates

“Choosing a capitalization rate is very importabising an incorrect rate could
drastically misrepresent the value because ofaheraging effect these rates have on
value. Determining which rate is appropriate tagegerience and an understanding
of the market” (RSA, Department of Transport, 20824). But the question that
arises is, what is an appropriate capitalisatiage?dt is the objective of the thesis to
provide an up to date answer to this recurring tuesn the next few chapters, but
before this can be done the concept of damages iedxt understood as the concept

completes the overall picture.



2.2.5 What are damages?

Reviewing the literature available on damages @a blaunting task due to the vast
amount available and the prevalence of legal jagg@sent in most of the literature,
fortunately the Legal Information Institute (20Q&)ts forward the following simple

definition:

“Damages, in a legal sense, is the sum of moneyatiemposes for a breach of
some duty or violation of some right. Generallyerthare two types of damages:
compensatory and punitive. (The term "damages"callyi includes both
categories, but the term, "actual damages" is symons with compensatory
damages, and excludes punitive damages.)

Compensatory damages, like the name suggestsntareled to compensate the
injured party for his loss or injury. Punitive dages are awarded to punish a
wrongdoer. There are other modifying terms placeftant of the word damages

like "liquidated damages," (contractually estal#ghdamages) and "nominal
damages" (where the court awards a nominal amauctt as one dollar). For

certain types of injuries statutes provide thatcsgsful parties should receive
some multiple of their "actual damages" -- e.@blie damages.

There are general principles governing what tydedamages are awarded. It is
generally recognized, for instance, that punitieneges are not available for
breaches of contract except when it is proventtiatbreach was wanton, willful

and deliberate”.

The legislation that allows for damages claimshis South African Common Law
which the Law of Delict is part of (Neethling, Pmter and Visser1994:3-17), where
delict is defined as “wrongful and blameworthy coodthat causes harm to a
person”, with it being the responsibility of thectim whom sustained the certain
harm or damage to prove that harm or damage wassut of the wrongful actions
of the alleged wrongdoer and that the alleged wioegwas at fault or blameworthy,
and the damages are the financial value placetietoss suffered (RSA, Department
of Transport, 2002a:105-6). Therefore this aspét¢h® South African common law
provides a means and a basis for the transferdnte dinancial loss suffered by the

victim to the party guilty of causing the victinssiffering.

The South African common law furthermore sets batftamework for which aspects
of the victim's losses will be recognised for damsgwithin the scope of the

legislation, “The common law recognises claims @spect of medical expenses

1C



already incurred, anticipated future medical expensuneral costs, loss of earnings
by reason of injury or incapacity, loss of supgmyrtdependants by reason of the death
of the breadwinner. Non-pecuniary loss arises ftoenprejudice to the quality of the
life of the road accident victim. Accordingly, alas are made for compensation for
pain and suffering endured, emotional shock susthihoss of amenities, loss of
enjoyment of life, shortening of life expectancyddnss of earning capacity” (RSA,
Department of Transport, 2002b:186)The non-pecuniary items, although a
significant proportion of the total compensation camt (RSA, Department of
Transport, 2002c:160), are present value amounts tharefore do not require
discounting at the capitalisation rate. Conseqgyeantk only certain of the pecuniary

awards that need to be discounted.
2.2.6 How do Capitalisation Rates Relate to Danfages

Capitalisation rates relate to damages in the siwage significantly large proportion
of each claim is related to future amounts thatrieebe reduced to present values for
the awarding of claims today. The significancehafse amounts in damages awards is
highlighted in the Road Accident Fund Report (2002¢-163) where future medical
expenses , future loss of earnings and future dbssipport accounted for 43.9% of
the total damages awards of the Road Accident fanits 1998/99 financial year,
where total compensation was in excess of R1.®billThus it can be seen that the
capitalisation rate used to discount these valaeshave a significant effect on the
final amount of compensation paid. Thus carefdrdgton needs to be paid in order to
ensure that the capitalisation rate used providesgahamount that fairly compensates
the claimant and places them in a position findlyctaat they would have been in if

the incident had not occurred.
2.2.7 The Actuaries’ Capitalisation Rate
Of specific interest to the question being addm@ssehe study, is the capitalisation

rate that allows for the conversion of future expdancome and expenses to a value

in today’s terms, that is, the Actuaries’ Capitaisn Rate. The Actuaries’

! The quotation is drawn from the Road Accident Furam@ission Report 2002, therefore the
reference to the road accident victim; neverthelesgplies to all claimants.

11



Capitalisation rate formula is simply a modifiedrsierf of the simple discount

formula:

1
d= T

Where:
d = Discount amount
r = discount rate
n = number of periods
(Source: SAIFM, 2005:2)

The Actuaries’ Capitalisation rate, in respect wmdges, therefore allows for the
stating of an individuals expected earnings overrttmainder of their working life, if

the incident had not occurred and the expectedrdutxpenditure because of the
incident, in today’s terms. In the calculation bétfinal award, expected values for
future income and expenses have to be adjustedesemqt values, via the use of a
capitalisation rate. Therefore the capitalisatiate iwill be included in the formula to
determine the final amount of compensation awardsdshown in the following

example for a damages claim (Mather, 2004:1):

PVq = [EVie +PVow] + [PVpu] + Mp+ EV)p + G
1+ @a+ry

PVq : Discounted value of total damages.
EVe : Expected value of future income.
PVom: Present value of future medical expenses not diredu prosthetics and

orthotics.
PVenm : Present value of prosthetics and orthotics.
r . Capitalisation rate applied to future income anddical expenses not

including prosthetics and orthotics.
. Capitalisation rate applied to prosthetics aridadics.

n . Life expectancy of claimant.

Mp : Past medical expenses.

EVip : pastloss of income.

G : General damages for pain and suffering, losstadraties of life, disability

and disfigurement.

2 The simple formula is basically inserted into therlérmula to covert future values into present
values. That is, the Actuaries’ Capitalisation Ratmserted in to the discount rate in place of the r
term.

12



Therefore, it can be seen in the above formulatttafuture values EY, PVoyw and

PVpy, are discounted by the capitalisation rate, to cdntheem into present values
which in turn allows for the calculation of a presealue lump-sum that is then
awarded to the claimant. But the terms r and r'teemost important with respect to
this thesis as these are the capitalisation rates should reflect the future
expectations of the economy. That it to say, that ¢capitalisation rate should be
based on the Keynesian view of expectations, aatetbre should incorporate the

forecast for the economy and the impacts of theeBoment’s economic policy.

2.3 Keynesian Expectations

2.3.1 Introduction

The next section will discuss the concepts thanftre theoretical standpoint of what
is Keynesian Expectations. Here the discussions#alit with the basis of Keynesian
expectations, which is the perspective yield ofitepexactly what expectations are
and the role that confidence plays in expectatidlext the discussion will move on
to the precariousness of the basis of the fornarawf expectations and the
convention adopted to deal with the precariousmatfsthe resultant implications for
long-term expectations. The final part of this smctwill deal with the human

influences on expectations, that is, the motives Hoilding expectations, human

instincts, the results of acting on instincts dmelmotives for levels of liquidity.

2.3.2 The Prospective Yield of Capital

One of the main concerns of economic individualshis level of returns that the
employment of their resources will generate, whtte decision to employ the
resources will be dependant on the probability opasitive return from such
employment. The problem is the returns from the leympent of resources cannot be
known precisely until they are in fact employedjgtthe need to make predictions
about the future. Essentially, the decision to #tveesources will be based on
expectations of the future (Keynes, 1937:147-164hd according to Keynes
(1937:147-8), “The considerations upon which exagants of prospective yields are

13



based are partly existing facts which we can asstartge known more or less for
certain, and partly future events which can onlyfteecasted with more or less
confidence”. Thus the need for a definition of @kaevhat expectations are from a

Keynesian perspective.

2.3.3 Definition of Expectations

Expectations are the believed “ Future changelariyipe and quantity of the stock of
capital-assets and in the tastes of the consuheesttength of effective demand from
time to time during the life of the investment endonsideration, and the changes in
the wage-unit in terms of money which may occurirdyrits life” (Keynes,
1937:147). Expectations are further differentiaiatb short-term and long-term
expectations, where short-term expectations arsetfiarecasting for the near future
where the outcomes have a high probability of awegr Long-term expectations are
those that are for periods further in the futureolming far more uncertainty since
many factors have the potential for change (Keyri&87:147-8; Asimakopulos,
1991:38). The best reflection of long-term expectet comes from the capital
markets, i.e. “The prevailing state of long-ternmpestations in modern capitalistic
societies is reflected in the activities of thec&t@xchange” (Dillard, 1948:146).

However, the fact that there are expectations ignough.

2.3.4 Expectations and Confidence

The recognition or acceptance of expectations ygedéant on our belief in the
expectations becoming a reality, as stated by Keyh837: 148) “the state of long-
term expectations, upon which our decision are dyas®es not solely depend,
therefore, on the most probable forecast we canem#kalso depends on the
confidencewith which we make this forecast --- on how highie can rate the
likelihood of our best forecast turning quite wrofigve expect large changes but are
very uncertain as to what precise form these chamgk take, then our confidence

will be weak”.

Therefore it is the level of confidence that israportance and will have major sway

on decisions in terms of which expectations willthe most influential or as put by
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Keynes (1937:148) “The state of confidence, as tleemn it, is a matter to which
practical men always pay the closest and most asxagtention”. However because
of the difficulty of incorporating confidence inexisting modelsa priori or clearly
defining it and the inability of econometriciansaocurately quantify and measure it,
the level of confidence has only been discussegemeral terms and to a large part
been ignored from a theoretical stand point (WgJt&é©86:98). The justification for
this has been the fact that conclusions about denéie depend upon the observation

of the actual event occurring (Walters, 1986:98).

The level of confidence, however, is measureditiaely in terms of the current
economic situation, to give an indication as to phebability of the current situation
changing, with most significant economic particiizarconsidering the indications
(Collins, 2002). In fact Keynes (1937:149) goes tonstate “There are not two
separate factors affecting the rate of investmeantely, the schedule of the marginal
efficiency of capital and the state of confidentae state of confidence is relevant
because it is one of the major factors determitiregformer, which is the same thing
as the investment demand-schedule”. With the factiirat affect investment

established, the basis on which the factors aerihited needs to be examined.

2.3.5 Precariousness of the Basis.

The precariousness of the basis refers to thetliattour expectations are formulated
from our current level of knowledge of the facttrat will govern the performance of
the economy as time passes. This knowledge, howisvaot complete since we are
unable to foresee future events with certainty @mdlimitations in processing all the
information currently available. It is thus verkdly that events will occur that there
were no predictions of and that will have an exgemmpact on economic
performance (Keynes, 1937:149). For example, nhatlisasters, such as The Kobe
earthquake in 1997, which a major impact on finanenharkets and the Asian
Tsunami of 2004 which had a relatively small impamtsidering the damage and loss
of life, or it could be as simple as a key econofigare such as the USA Non Farm
Payroll Figure being significantly different to whaas expected (John, 2005).
Therefore in order to account for the occurrenceth&f unexpected a rule was

established, called the Convention.
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2.3.6 The Convention

The Convention “lies in assuming that the existsigte of affairs will continue
indefinitely, except in so far as we have speaifiasons to expect change” (Keynes,
1937:152). The truism of the convention lies in thet that when the decision has to
be made, it has to be made with the known inforomasit that moment in time, with
the hope that it can be adjusted positively whendianges occur. Since changes to
the current situation are expected and will occtlnis is confirmed by Keynes
(1937:152) “We know from extensive experience ttlas is most unlikely”, his

comment on the prospect of conditions remainingstitae in the long-term.

Therefore in effect the convention is assuming t'tte existing market valuation,
however arrived at, is uniquely correct in relationour existing knowledge of the
facts which will influence the yield of the investnt, and that it will only change in
proportion to changes in this knowledge” (Keyne837:152), which in term forms
the governing assumption of long-term expectatiand indicates the instability of

long-term expectations.

2.3.7 The Precariousness of Long-term Expectations

The precariousness of long-term expectations tiesur ignorance of the future and
the instability of the basis of what we think theure will hold which we use to
formulate our expectations (Dillard, 1948: 145)eifidn are a number of factors that

highlight this precariousness.

Firstly there is a decline in the amount of reabwitedge about the value of the
investment as the gap between ownership of thesiment and the running of the
investment becomes more widely spread, as is tbe wiéh shareholders of a public
company. Secondly non-significant and transierdtélations in the profits of existing
investments tend to have an excessive impact om#rket. Thirdly a valuation that
is a result of the mass psychology of the ignoisifikely to fluctuate violently due to

changes that should have no impact on the trueevaluthe investment. Fourthly,

where one would expect the actions of the professicnvestor and speculator to
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counter the actions of the masses, it is arguddliey instead devote their energies to
outguessing the masses. This is in order to gemesaurns from the volatility created
by the masses, where some would argue insteadhthgirofessionals remedy each
sequence of volatility created by the masses. Hewehe specific devotion of the
professional investor and speculator’'s energiedilisan area of much research and
conflicting views (Keynes, 1937:155; Hart, 1947:445 Rouwenhorst, 1999:1442-
60). Finally, the funds of the speculative invesioispeculator are not unlimited and
are often restricted by the state of credit, ilee institutions willingness to lend
money. With respect to the willingness to lend itsinbe considered that a weakening
of either speculative confidence or the state eélitrcan cause a collapse, but strength
in both is required for the market to recover (Keynl1937:153-8). Thus it was the
precariousness of the basis in the most part #ad Keynes to his statement on

investing based on long-term expectations.

2.3.8 Investment on Long-Term Expectations Notteable

Because of the precariousness of the basis Keyeas as far as to propose that
investments based on long-term expectations werngraictical because of the
difficulty involved. Believing that the professidnattempting to invest based on
genuine long-term expectations will face a moreofadus and riskier task than the
professional whom is just attempting to beat thenver (Keynes, 1937:156-9). Thus
we have reached the point where the need to diffiate between the motives for

forecasting.

2.3.9 Speculation Vs Enterprise

Speculation can be defined as the activity of fasting the mass psychology of the
market, while Enterprise can be defined as theviaictof forecasting the prospective

yield of assets over their whole life (Keynes, 1958). Generally speculation

dominates enterprise, but not always, its dominanceeases as the organisation of
the markets increases, but it is also a functiorthef precariousness of the basis.
Keynes sees the dominance of speculation and #ieofearning capital gains rather
than income as a serious danger, comparing thedialamarkets where this occurs to

casinos and being detrimental to the general glegines further suggests that it is
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the increased liquidity that leads to his casirfeatf suggesting that action should be
taken to make this type of investment more inagblesand expensive in the interest
of the betterment of society (Keynes, 1937:158-8lafdl, 1948:148-9). However,
Dillard (1948:149) does put forward the alternatpasition that the major risk faced
by speculation is a change in news and views imta future and that stability is
given so long as the convention is maintained. Nlegtdiscussion moves on to the

key human attribute that adds impetus to both dp#cn and enterprise.

2.3.10 Animal Spirits

Animal spirits is the human attribute that is reéelrto as the reason for or the cause
“of a spontaneous urge to action rather than ioactand not as the outcome of a
weighted average of quantitative benefits multgblizy quantitative probabilities”
(Keynes, 1937:161). The animal spirits attributelsado market volatility and is
considered, at least by Keynes, to be an essahialent of enterprise, i.e. the belief
that the venture would or could be more profitahken the mathematics predicts and
therefore worth the risk. Basically, what the cgsicef animal spirits shows us is
“that human decisions about the future cannot de&pen strict mathematical
expectation, since the basis for making such autztion does not exist” (Keynes,
1937:162-3). Thus the point is arrived at whereghestion of what is the implication

of animal spirits in terms of the market?

2.3.11 Trends Are Exaggerated

Because of the phenomenon known as animal spititss common to find the

situation where the market continues in its curminéction even though there are
strong indications that the current phase has corman end. Thus due the level of
either pessimism or optimism of the masses theentipatterns in the markets will
be overstated, passing the point where the chsingeld have occurred as indicated
by purely mathematical models (Keynes, 1937:162weéler, the exaggeration of

market trends does not invalidate long-term expiects.
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2.3.12 State of Long-term Expectations Steady

Even with the occurrences of animal spirits, spsitah and the psychology of the
masses, Keynes states that long-term expectatiotiseovhole remain steady as there
are other factors that compensate for the effetthese factors and that it is our
rational selves choosing between the alternatigebest as we can that drives the
wheels of the economy, where we fall back on wrsentiment or gut feelings to
guide our decision making (Keynes, 1937:163). Balsiavhat Keynes is implying is
that, because major events that radically changg-ferm expectations do not occur
that often, in general, the basic long-term exp&wtia will remain the same. The
utilisation of long-term expectations is howevepeedant on the agent’'s level of

liquidity.

2.3.13 Business and Psychological Motives for Ldgyi

Liquidity is the ability to convert wealth into mewy at short notice at low cost or a
fair price (Pilbeam, 1998:19). Keynes (1937:195)sporward four motives for the
holding of a portion of one’s wealth in money apoged to other assets as part of his
liquidity preference theory. They are the Incometivgy the Business motive, the

Precautionary motive and the Speculative motive.

The income motive refers to the amount of money ithaeld to bridge the interval
between earning income and its distribution, tmensjth of this motive is dependant
on the level of income and the delay between egraird receiving the income. The
business motive is similar to the income motive;egt in this case its purpose is to
provide liquidity for the period between the indéog of business costs and the receipt
of the proceeds from the sale of the finished godde strength of the business
motive is mainly dependant on the value of curreatput and the length of the

production cycle (Keynes: 1937:195).

Within the context of the present analysis, it he final two motives that are of
relevance because of their relationship with exqiemis of the future. The
precautionary motive for liquidity is to providerfainforeseen events that require

sudden expenditure. The precautionary motive iscédfl by expectations to a lesser
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extent, where expectations of turbulence in theré&uwill lead to a larger amount
being held, whilst stable expectations will leadhtiesser amount being held (Keynes,
1937:196).

Finally the speculative motive is addressed, whighhe least understood of the
motives for holding liquidity. However, the spedida motive is believed to be an
important factor in the functioning of open markgerations of central banks and is
greatly influenced by expectations, especially ¢halsout the magnitude and direction
of the interest rate (Keynes, 1937:196-9).

The motivation for holding liquidity for this motvis to be able to take advantage of
beneficial situations as they arise. The rate tdrest here plays a significant role

because it is the cost of holding money and is tiedbenchmark against which the
return from any speculative investment is measurbdrefore expectations about the
future rate of interest will place inverse pressore the amount of speculative

balances held (Keynes, 1937: 196-9).

2.3.14 Conclusion

Thus with an understanding of how Keynesian Expecta are formulated around
the prospective yield of capital and human psyajwland a knowledge of the
strengths and weaknesses of the theory brought &lyamperfect knowledge of the
future. This added with an understanding of theuAdges’ Capitalisation Rate, means
that the point has been reached where the prodegsnerating economic forecasts

can be examined.

2.4 Economic Forecasting

2.4.1 Introduction

Having established the importance of expectatiosiswall as the limitations of

forecasting, the next step in the process is tergtdnd the mechanics of compiling

economic forecasts.
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Economic forecasting is considered a relatively rssience, with improvements
happening all the time, as shown by the steady e&tenprovement in both the
forecasts and the procedures by which they arergttk “This improvement has
been the result, in part, of a shift of emphasisayavirom techniques which
emphasized the performance of leading indicatodsl@ead-lag relationships towards
procedures which yield quantitative estimates oy leeonomic variables. Such
guantitative forecasts have been generated by jodtiemental procedures, which
utilize a systematic framework but in which spexitelationships are not formulized,

and by more formal econometric models” (Stekle(9x).

2.4.2 Quantitative Economic Forecasts

“A forecast should include several elements. Ituthogive the direction of the
movement in economic activity, and if there is apexted reversal in direction, when
will it occur. A prediction should also indicateetimagnitude of change and perhaps
the length of time for which a movement is expedtegersist” (Stekler, 1970:3-4).
Thus it can be stated that quantitative economiecfasts are predictions that give the
direction, magnitude and the timing of expectednges in economic activity. The
most popular of the quantitative economic forecastnethods are the judgemental
and the econometric methods, which are considerladively accurate considering
our limited knowledge of the future (Stekler, 19)0:

2.4.2.1 Judgemental Forecasting

Also known as Judgemental Model Building, this isekatively systematic approach
that utilises some type of underlying analyticalniework without the use of a formal
model and differs in specifics between the indiaidiorecasters. In compiling such a
forecast the consistency of the outputs has toheeked, where any inconsistency
between the aggregates would indicate an error iinere calculation or the
judgemental process, indicating the need for thecfast to be recalculated (Stekler,
1970: 5). “It is only after consistency has beesuaged that a forecast is considered
final” (Stekler, 1970: 5). There are two importahfaracteristics of this technique that

a quantitative estimate of each economic variablgbtained, but there is no specific
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methodology that ensures that these forecasts atmaity consistent. The second
characteristic is that the forecaster has to develmme iterative technique through

which the estimates can be revised and made myieaiisistent (Stekler, 1970:6).

2.4.2.2 The Econometric Methods

The Econometric Methods approach is simply a dfiermethod through which
systematic quantitative economic forecasts canttaénad by the formulation of an
econometric model which represents the economy.r&/ben econometric model is
merely a system of simultaneous mathematical egpmti{or Models) in which
numbers express the specific interrelationshipshiwitthe economy” (Stekler,
1970:7). To achieve this, the model should contaircomplete explanation of
economic behaviour and depict the way in which itldividual terms are related,
finally giving a resultant forecast in which thdiemtes for all sectors are by design
consistent (Stekler, 1970:8).

2.4.2.3 Comparative Merits of the Two Approaches

Whilst the preference for each of the above meeticepproaches will largely depend
on the individual forecasters, there are a nurobestraight forward merits to each
of the approaches that are well expressed in thlewimg extract from Stekler
(1970:8)

“One of the obvious advantages of the econometadets is that they
eliminate the need for repeated juggling of estasasince the use of
simultaneous equations automatically provides bescy in the
various sectoral forecasts. Moreover, the econamafproach uses
specific relationships whose forecasts can be cafgd, while the
procedure of a judgemental forecaster cannot beodeped. It is
consequently easier to evaluate econometric foreeasl to determine
the reasons for the forecast errors. Without adbthe factors that a
judgemental forecaster took into account, it woblel difficult to
determine why his predictions were in error. Whjledgemental
approaches are somewhat less rigid because theyardied to
specific functional relationships and historical taja econometric
models do permit the introduction of outside infation, where the
impact of unusual events, such as strikes or was, be estimated.
Finally, it should be noted that econometric modsfger from one
another. A model which may produce perfectly satidry results for
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one group’s needs may be unsatisfactory for othepgses” (Stekler,
1970:8).
Stekler (1970:11-13), went further to show by meainan example in which he used
the Klein, OBE and Wharton School Models, which @vasidered to be very similar
in what they predict, to show that even very simdaonometric models might differ

in many respects.

2.4.3 The Accuracy of Forecasts

The techniques used to generate forecasts as svifleactual economic forecast need
to be reviewed on a regular basis, to enable trecéster to identify the sources of
errors and make the necessary corrections and makparisons of the various

approaches to identify which is most likely to gexte accurate forecasts (Stekler,
1970:74). However, the key characteristic conogrithe accuracy of forecasts is

that the shorter the gap between the generatitimediorecast and the actual period of
the forecast, the greater is the accuracy of thecést (Keynes, 1937:152; Stekler,
1970:76).

2.4.4 \What Causes the Errors?

With respect to errors in terms of forecasting, teference is in fact to situations
where the state of the economy is significantlyfedént from that which was

expected. The errors that are likely to occur aaelassified into four groups:

First, errors in judgement where the impact of onenore of the variables
was misinterpreted, which occurs relatively ofterthwthe judgemental
approaches.

Second because the relationships between econcamigbles used in the
formulation of the forecast fail to hold.

Third the error occurs because of a simple errah@émathematical process
used to formulate the forecast.

Finally the leading reason for forecasts being ificantly wrong is that
unpredictable events occur that have a significantact on the economy,

these are usually what are termed “acts of godh wlitere being no other
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reason for the sudden occurrence of natural disadbeit may also include
major industrial accidents or acts of terrorismeistr, 1970:82-7), such as the
attacks on The United States of America on Septethkaelih 2001.

Thus with the general errors covered, the nextistép compare and contrast the two

leading approaches.
2.4.5 Econometric Vs Judgemental Approaches

The choice of which of these two approaches tocistng to use appears to come
down to the personal preference of the individoa¢€aster, with both approaches as
likely to produce errors as not. The analysis catetliby Herman Stekler in his book
Economic Forecasting does point to his favouringhaf econometric approaches.
Where his analysis makes the statement that thedfoetric approaches are better
than the judgemental mainly because of their forsiraicture that allows the areas in
the forecast where the errors were made to be readly identified. But he does not
state that a forecaster whom is “in tune” with do®nomy cannot produce forecasts
that are more in line with what actually occurghie economy using the judgemental
approaches than if he were to make use of oneesagétbhnometric approaches. Stekler
instead advocates that in general, as a groupsdsters who utilise the econometric
approaches are more likely to make a closer piiediaif the economy than those

using the judgemental approaches (Stekler, 19703 -

2.5 The Budget as a Forecasting Tool

The Government is a significant participant in gmnomy, as indicated by the fact
that Government expenditure in South Africa wasawverage equivalent to 26.6% of
household expenditure for the period 1946 to 20&fu(e,2004a), as can be seen in
figure 2.1. This is supported by the Keynesian vieat there is a strong role for
government in the economy with monetary and figdicy being the perfect tools
through which the government influence the economythe desired direction
(Froyen, 2002:188).
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Therefore, accepting the assumption that the govent is a significant player in the
domestic economy and that the national budget & doovernments planned

expenditure within the economy one could extragotaft the national budget will

provide valuable inputs for economic forecasts.

Figure 2.1: Government Expenditure as a Percentage of Holds&xpenditure
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Stekler (1970:137) however, points out that studiasthe Federal Budget of the
United States of America concluded that the infdromincluded in the Federal

budget, when used to generate forecasts directigults in forecasts that are
inadequate. However, Stekler (1970:137) does dtae “the budget contributes

important information for six-month forecasts”. ld&x goes on to examine the US
Federal government’'s budget statement with regantststated purchases of goods
and services and its actual purchases of goodssarnices. In his comparison he
compares the accuracy of the Federal governmestima&es for six months and

eighteen months in advance with their actual pwwebaover a ten year period.
Stekler’s findings validate his statement, showimgreased divergence between the
actual and expected government purchases when cmgpie eighteen month

expectations as compared to the six month fore¢ast&ler, 1970:138-145).
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In the past thirty five years since Stekler conddcthe research for his book there
have been significant changes in the way that gowents conduct their fiscal and
monetary policies, with there being a strong emishas discipline in keeping the
budget within accepted parameters. The South Afri@avernment has gone as far as
to also issuing a medium term budget of three \te fiears. The purpose being an
attempt to reduce in part the economic volatilitgated by Government (RSA,

Department of Finance, 1996:6), and forms parhefGovernment’'s macroeconomic

policy.

2.6 Macroeconomic Policy

“Macroeconomics is the study of the economy as alevh-- including growth in
incomes, changes in prices and the rate of unemm@ay (Mankiw, 1997:15),
therefore macroeconomic policy can be defined agtvernment’s economic actions

aimed at influencing the economy as a whole irdéngred direction.

“The two major types of macroeconomic policies &seal policy and monetary
policy. Fiscal policy, which is determined at thational, state, and local levels,
concerns government spending and taxation. Mongtaligy determines the rate of
growth of the nation’s money supply and is undex tlontrol of a government
institution known as the central bank” (Abel andinke, 1999:9). The government
uses these two policies to influence the econorom fdifferent directions, with the
way in which it utilises the policies being depemdaon which view of

macroeconomic policy it subscribes to. That is Kesranism, Monetarism, Neo-
classicalism and so on, which is also impacted diitigs since the Government is a

political body.
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2.6.1 The Role of Politics in Macroeconomic Policy

Essentially there are two views on the way in whipblitics impacts on
macroeconomic policy, the Public-choice view ané tRartisan view. The key
elements of the Public-choice view are that paditis are rational individuals, and
being so they will attempt to maximise their pemdorbenefits and push
macroeconomic policy that will gain them votes, rea¢ the expense of larger budget
deficits (Froyen, 1999:379-383).

The Partisan theory puts forward the idea that gowent consists of members whom
are the leaders of differing political parties, whoepresent different constituencies
with differing preferences for macroeconomic outesmThe Partisan view puts
forward the idea of “party cycles” which are theiadons in macroeconomic policy

as the different political parties gain and theselpower (Froyen, 1999:379-383).

In essence what both these theories indicate is gbhtical factors significantly
influence macroeconomic policy, especially thedlsgolicy and the need for some
form of mechanism to keep the political influencathim acceptable limits.
Experience in the 1990’s indicated that there vileree mechanisms that appeared to
reign-in macroeconomic policy fluctuations, or mepecifically the excesses seen in
fiscal policy, these mechanisms included legistgtioters more informed about the
relationship between fiscal policies that leadaigé deficits and inflation, and finally
regional agreements and goals that call for tighs=al policy (Froyen, 1999:379-
383).

2.6.2 The Focus of Macroeconomic Policy.

The standard objectives of macroeconomic policyuhe;, economic growth, a high
and stable level of employment, a stable pricel)Jdadance of payments equilibrium,
distributional and equity objectives, and developtmabjectives. It is by the results,
in terms of these objectives, that the effectiverfamacroeconomic policy is judged
(Fourie, 1997:211). Of the objectives economic dglomeceives the most attention, no

matter what the level of development of the econtwagause of the idea that as long
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as there is economic growth there will be an ineeeia the standard of living of the
domestic population (Fourie, 1997:212-222).

The main problem that arises in the conduct of memrnomic policy is that because
of the way in which the economy operates conflasise between the objectives, for
example, achieving a high and stable level of egmpknt will increase inflationary
pressure on the economy. Therefore in the conduichaxroeconomic policy the
government is forced into trade-off situations veéheriority has to be given to one
objective at the expense of another (Fourie, 128j):2From the following table
(Table 2.1) it can be seen how the previous Sodititah Government prioritised its
top three objectives for the period 1970 to 199¥eme the trade-offs can be seen by
which objective was given priority over the otheot

From Table 2.1 it can be seen how the previousiSAfrican Government changed
the priority of its objectives as each one becanweenpressing and needed to be
focused on even at the expense of the others. 8ircshange in government in 1994,
the focus of macroeconomic policy has changed fsgmitly with many of the
factors, such as economic sanctions, that influgtice conditions that the policy had

to address no longer being present.
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Table 2.1 Policy Priorities of the South African Government

Priority: 1 2 3
1971 Growth Price BoP
1972 BoP Growth Price
1973 Growth Price BoP
1974 Growth Price BoP
1975 Growth Price BoP
1976 BoP Price Growth
1977 BoP Price Growth
1978 Growth BoP Price
1979 Growth Price BoP
1980 Growth Price BoP
1981 BoP Price Growth
1982 BoP Price Growth
1983 Price BoP Growth
1984 BoP Price Growth
1985 Price BoP Growth
1986 Growth BoP Price
1987 Growth Price BoP
1988 Price BoP Growth
1989 BoP Price Growth
1990 BoP Price Growth
1991 Growth BoP Price
1992 Growth BoP Price
1993 Growth Price BoP
1994 Growth Price BoP

Source: Mohr and Rogers( 1994, in Fourie, 1997:224)

The macroeconomic policy of the new government haa to address the imbalances
created by the past policies, whilst at the same tnoving the economy forward. It
was with this task in mind that the Growth EmploymAnd Redistribution Strategy
(GEAR) was formulated and introduced in 1996 (R$¥gpartment of Finance,
1996).
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2.7 Economic Reform Strategies

2.7.1 Introduction

The current South African Government has implengateumber of policies since it
came to power in 1994, with the purpose of addngssihe economic and social
legacies of the previous regime. The policies & of specific relevance to the
Actuaries’ Capitalisation Rate are those that haflaenced the economic conditions

present within South Africa, that is the macroecuoimoand microeconomic policies.

The macroeconomic policy, the Growth Employment &wetlistribution (GEAR)

Policy was the first to be implemented, which fotus focus on improving the broad
economic conditions, at the sector level. Then wheras determined that GEAR had
made as much progress as it could given the miorasunic conditions, the
Government introduced the Microeconomic Reform t8gpn (MERS) aimed at

addressing the industry level problems within tber@my.

Thus what follows in the rest of this section idescription of the macro and micro
economic policies and the levels of progress thahéas made and the implications
that they have had on the Actuaries’ CapitalisaRaite.

2.7.2 The Growth Employment and Redistribution t8tyg (GEAR)

The RSA, Department of Finance (1996:1) describ&AG as “A strategy for

rebuilding and restructuring the economy, in kegpimith the goals set in the
Reconstruction and Development Programme. In thetegb of this integrated

economic strategy, we can successfully confrontréiated challenges of meeting
basic needs, developing human resources, incregsirigipation in the democratic
institutions of civil society and implementing tRDP in all its facets.” The South
African Government believed that the GEAR strategyuld provide an approach to
growth and development that would form a bridgewleen the constrained
environment that the new South Africa emerged fion1994 to the environment
consisting of increased international competitidmatt we see today, through

sustainable economic expansion (RSA, DepartmeRinaince, 1996:2).
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GEAR was meant to provide the framework for movBauth Africa back into the

global economic arena whilst addressing the econgmoblems that the country’s

exclusion had caused; to understand how this wae @one requires an examination

of the strategy’s core elements. “The core elemeintise integrated strategy are:

a renewed focus on budget reform to strengthenréestributive
thrust of expenditure;
a faster fiscal deficit reduction programme to eimtdebt service
obligations, counter inflation and free resoure@srivestment;
an exchange rate policy to keep the real effeciate stable at a
competitive level;
consistent monetary policy to prevent a resurgehaeflation;
a further step in the gradual relaxation of excleacmntrols;
a reduction in tariffs to contain input prices diadilitate industrial
restructuring, compensating partially for the exd®m rate
depreciation;
tax incentives to stimulate new investment in cotitipe and labour
absorbing projects;
speed up the restructuring of state assets to Hainmvestment
resources;
An expansionary infrastructure programme to addressvice
deficiencies and backlogs;
an appropriately structured flexibility within trellective bargaining
system;
a strengthened levy system to fund training onaescommensurate
with needs;
an expansion of trade and investment flows in Saattfrica; and
a commitment to the implementation of stable andrdioated
policies.”

(RSA, Department of Finance, 1996:2)

Included in GEAR was the introduction of mediumntestrategies, these medium

strategies were seen as a means to install coefdarthe Government by informing

the economy about the Government’s planned actiorslvance, the core elements

of the initial medium term strategy as stated mBEAR Strategy Document were:

“an acceleration of the fiscal reform process,udaig a tighter short
term fiscal stance to counter inflation, an appiatpr medium-term
deficit target to eliminate government dissavingttier revision of the
tax structure, and a range of budgetary restrugjurmitiatives to
sharpen the redistributive thrust of expendituré eontain costs;
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* a further step in the gradual relaxation of exclamgntrols, the
maintenance of monetary policies consistent withtiooed inflation
reduction and exchange rate management to stathikseeal effective
exchange rate at a competitive level.

« a consolidation of trade and industrial policy refe, incorporating a
further lowering of tariffs to compensate for redgpreciation, the
introduction of tax incentives for a fixed period tstimulate
investment, a campaign to boost small and medium dievelopment,
a strengthening of competition policy and the depeient of
industrial cluster support programmes, amongstrattigatives;

» the implementation of the public sector asset uesiring programme,
including guidelines for the governance, regulataord financing of
public corporations, and leading off with the salle non-strategic
assets and the creation of public-private partrgssim transport and
telecommunications;

e an expansionary public infrastructure investmenbgprmme to
provide for more adequate and efficient economifragtructure
services in support of industrial and regional demment and to
address major backlogs in the provision of municipad rural
services;

* a structured flexibility within the collective baming system to
support a competitive and more labour-intensive wgno path,
including greater sensitivity in wage determinationvarying capital
intensity, skills, regional circumstances and firsize; reduced
minimum wage schedules for young trainees , reduiidirect wage
costs; and increasing the incentives for more shjéib sharing and
greater employment flexibility; and

* a social agreement to facilitate wage and price erattbn, underpin
accelerated investment and employment and enhamgkc [service
delivery”.

(RSA, Department of Finance, 1996:4-5)

The desire was that the elements of the medium t&mategy would start the
movement of the economy toward greater stabilityg aompetitiveness, that is the
Government viewed the measures of the medium téraegy as being “ mutually
supportive and constitute an integrated strateggrtbance economic growth and

employment creation” (RSA, Department of Finan@9@at5).

With respect to policy coordination the GEAR stggtstated the following:
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“As a result of political stability and sound padis, economic growth
has revived, bringing to an end the stagnation thatracterised the
1980s. Our strategy will build firmly on the foundms established
since 1994, leading to accelerated growth, incb@de creation and a
significantly improved distribution of income angportunities.

The higher growth path depends in part on attrgcforeign direct
investment, but also requires a higher domestiingaeffort. Greater
industrial competitiveness, a tighter fiscal stanmoederation of wage
increases, accelerated public investment, efficsentice delivery and
a major expansion of private investment are integspects of the
strategy. An exchange rate policy consistent witmproved

international competitiveness, responsible monetapficies and
targeted industrial incentives characterise the pelicy environment.

A strong export performance underpins the macroaoon
sustainability of the growth path. Private sectmp®yment creation is
reinforced by small business promotion, land refand emergent
farmer support, greater labour market flexibilitpdalabour-based
public sector infrastructural development projects.

Accelerated economic growth associated with stroregeployment
creation is the key to continued progress towards eguitable
distribution of income and improved standards ofiny for all.
Employment creation provides a powerful vehicle fedistribution,
supported by government housing, water supply andation, health,
education, welfare and social security services.

Success in a more open and complex economic emve@onrequires
consistent and integrated policies. Timing, seqimgnand packaging
of reforms are important, as it is the clear commeitt of social
partners to an agreed policy framework. World cotitigeness
nowadays depends as much on comparative advamniatje ipublic
policy arena as it relies on technology, humanuesss and physical
capital.

Government has a clear policy coordination roleer€hare trade-offs
amongst policy options and competing claims by edéht interest
groups which need to be nationally resolved. Whiistitutions have
been developed to aid this process, and Governisienmmitted to an
open and consultative approach, the ultimate respiity for a
credible and coherent policy framework lies withv@&mment. As a
first step in this process, Government calls fatesmr commitment by
both business and labour to the broad principlds osg in this
document.

Within Government, especially in the fields of mtarg, fiscal, trade,
industrial and labour policies, there is also atical need for
coordination. Inconsistent approaches in any ofdhareas have the
potential to destabilise the credibility of the oalé macroeconomic
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framework. Effective coordination of economic pgliat cabinet level

has accordingly been given the highest priority Ggvernment,
together with supporting arrangements within kegnimdstrations and
between Government, the Reserve Bank, the busseessr, organised

labour and other key constituencies. The strategly asit in this
document seeks to remove uncertainty, give cleegction to the
economic course on which South Africa is headed] amvite
Government’s social partners to join in the buitdiof a competitive

fast growing economy”.

(RSA, Department of Finance, 1996:22).

With the GEAR document the Government had setotlsy identified the problem
areas of the macro economy that needed focusedtiatteand had formulated a
strategy to proceed with, in addition the Governirtead made its intentions public

and would therefore be held accountable for itégperance.

2.7.3 The Performance of GEAR.

Nine years on, the initial performance of Gear stamt to be evaluated, performing a
comparison between the GEAR scenario predictionthefkey economic variables
for the period 1996 to 2000 and the achieved resnlthese variables for the same
period a “performance score card” can be createdbleT2.2 shows the predicted

variables for the period, whilst Table 2.3 showss dlctual variable for the period.

Table 2.2 The GEAR Integrated Scenario Predictions for Kayiables, 1996-2000

Percentage 1996| 1997| 1998 | 1999 | 2000 1996-2000
(average)
GDP growth (real) 35 29 3.8 49 6.1 4.2
Inflation (CPI) 80| 97| 81 7.7 7.4 8.2
Fiscal Deficit -5.1| 40/ -35 -3.0 -3.0 -3.7
Employment growth 1.3 3.0 2.7 35 43 2.9
Private sector investment (growth 9.3 91 93 13170 11.7
Real bank rate 7 5 4 3 3 4.4

Source: (Streak and Van Der Westhuizen, 2004)
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Table 2.3 Actual Outcomes for Key Economic Indicators Pcésli in GEAR

Percentage 1996 | 1997 | 1998 | 1999 | 2000 1996-2000
(average)
GDP growth (real) 4.2 2.5 0.9 2.1 3.4 2.5
Inflation (CPI) 74| 86| 6.9/ 52 53 6.6
Fiscal Deficit 46| -3.8, -23 -20 -2.0 -2.9
Employment growth -0.60 -1.7 -3.4 -2 -2{7 -2.0
Private sector investment (growth 7.7 48 -1.8 3-3.-64 2.7
Real bank rate 7.9 74 1111 88 6/1 8.3

Source: (Streak and Van Der Westhuizen, 2004)

From a casual examination of tables 2.2 and Z8ritbe seen that at no point did the
actual values for the key economic variables mdkhdse of the GEAR scenario
prediction. A detailed comparison showing the ddfece between actual and

predicted values is shown in tables 2.4.

Table 2.4 Error in Economic Variable Predictions.

1996| 1997 | 1998 | 1999 | 2000 1996-2000
(average)
GDP growth (real) -0.77 0.4 3. 28 2] 1.7
Inflation (CPI) 06| 11| 12| 25 23 1.6
Fiscal Deficit -05 0.2 -12 -10 -1.0 -0.8
Employment growth 1.9 4.7 5.( 59 70 4.9
Private sector investment (growth 16 43 11.1 21710.6 9
Real bank rate -09 -24 -74 -58 -31 -3.9

Source: (Streak and Van Der Westhuizen, 2004)

The figures in Table 2.4 show that the Governmesis wnable to achieve its targets
for GDP, Employment and Private sector investmeawth as well as reducing the
real bank rate. But with regards to the Fiscaldledéind inflation the Government was
able to perform better than expected. Even thohghdsults were not as expected the

direction of change in the key variables was in dlesired direction and the poor
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performance in most cases can be linked in pamntexpected exogenous forces
(RSA, Department of Trade and Industry, 2002:2e&¢rand Van Der Westhuizen,
2004). Even though the initial phase of GEAR wasthe complete success story as
was hoped, it was an important start in the procéseforming the economy and
starting to build government credibility and pubtionfidence in the government’'s

macroeconomic policies.

2.7.4 The Microeconomic Reform Strategy.

The greatest success of GEAR was that it broughthrmeeded macroeconomic
stability to the South African economy and credateel conditions necessary for the
introduction of microeconomic reforms. The Microromic Reform Strategy
(MERS) was put into action in 2002 with the coremabf addressing the
microeconomic problems that lead to the lower teapected performance in the
macroeconomic objectives of poverty elimination altte redistribution and reducing

unemployment (RSA, Department of Trade and Indug0p2:1).

Some of the important lessons that the Governmastléarned through its policy
action up until 2002 and are attempting to implemiethe MERS “include:

* Recognising the importance of policy stability aftective regulation
for policy certainty and confidence in the economy.

» The need for decisive, coordinated interventionsmprove the state’s
capacity to spend and deliver services.

* The need to strengthen the cluster system in gawemhto promote
coordinated implementation.

» The need to acknowledge and communicate the tiwfinige impact of
policies and to recognise that HRD, skills and tetbgy development
are medium to long term strategies.

* The need to identify and communicate short-terratatjies to kick-
start growth and employment creation.

* The need to specifically include a geographicaletision to growth
and employment.

 The need to specify the institutional role of thates in achieving
Vision 2014.

(RSA, Department of Trade and Industry, 2002:9).

With the above lessons in mind “a country’s currand future competitiveness

requires that a set of ‘fundamentals’ be in placthe economy. These ‘fundamentals’
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include appropriate and efficient economic andadnoirastructure, access to finance
for productive activities, investment in researcid aevelopment, innovation and the
take-up of new technologies, as well as investnirehuman capital and an adaptive,
flexible workforce” (RSA, Department of Trade anddustry, 2002:10). The
Government accepts that it has the central roteanmplementation and performance
of this policy but also notes that in order for fiwdicy to be a success it will need the
active participation of the private sector in nagsthe levels of the key fundamentals
(RSA, Department of Trade and Industry, 2002:10).

An important highlight of the MERS is that it iddrgs six key performance areas
within the strategy that will receive special atien; these areas are growth,
competitiveness, employment, small business dewsdop black economic
empowerment and geographic spread, with specifiesttategies the last four of the
key areas, which stresses their level of importatwethe Government (RSA,
Department of Trade and Industry, 2002:13).

The final element of the MERS is Government statisgole, responsibilities and its
priority actions. Included in this section is thevernment’'s undertaking “to ensure
that the various products and services, the pdhsgruments, that it designs and
offers to citizens and economic actors are releveifiective and easily accessible”
(RSA, Department of Trade and Industry, 2002:1&) atates the “following priority
actions:

* Promoting coherent policy across government, ipolicies that
promote growth and employment.

* Ensuring that all legislation and regulations préengrowth and
employment.

* Narrowing the gap between financial and operatigriahning with
spending and identification of priorities.

* Restructuring government budgets to better refext measure this
new coordinated approach.

* Managing the mandates of parastatals and publitesnin promoting
growth and employment.

* Improved knowledge management and information sbari

* More effective management of intergovernmentaltiata.

* Improved communications, branding and marketingotdld policy
certainty and confidence.

* Increasing the capacity of government to spenctaviey.”

(RSA, Department of Trade and Industry, 2002:16).
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Essentially the MERS is the next logical step i trocess of reforming and
developing the South African Economy and is anoth@mple of the Government’s

concerted effort to build both its creditabilitycapublic confidence levels.

2.8 Credibility and Confidence.

Credibility is defined in the Oxford Dictionary (29:279) as “quality of being
believable” or “quality of being generally acceptadd trusted”. It is the second
definition that is of more relevance to the papemdat is of importance within the
context of macroeconomic policy is the credibilifyGovernment policy. “A credible
policy is one that the public believes will be ket and succeed” (Dornbusch and
Fischer, 1990:537). “However the credibility is fwll, it is about the wider
credibility of the process in terms of acceptangmiagst politicians and institutions,
but it is also about credibility in its strict eamic sense, agents need to believe in the
budget process and the budget outputs”’(Chapondk, Gzhoch, and Gadsden,
2004:8). The level of confidence is related to dnedibility of the government's
policy, since as the level of government’s credipiincreases so does the economy’s

confidence that the government will do as it claims

As part of Government's efforts to transform theremmy as well as gain public
confidence and improve the government’s credibilihe South African Government
need to implement a clear and transparent allatatiechanism which allowed the
Government to make trade-offs between competinigyobptions through the budget
process within a medium term perspective (Chap@tdd, 2004:2). The mechanism
that was adopted was the Medium Term ExpenditusenEwork (MTEF), which
“links policy, planning and budgeting over a thyear period and forces government
planners to take a longer term view of their pekcas opposed to the previous focus
on annual budgets” (Chaponda et al, 2004:2), amzbghe official implementation of
the MTEF in 1997 it has been considered a esseelkmhent of South Africa’s
Macroeconomic policy (Chaponda et al, 2004:6, Netid reasury, 2004c:i).
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2.9 Monetary Policy

Monetary policy deserves a special mention withi@ tontext of the South African
economy because of the Government's resoundingesscwith this aspect of its
macroeconomic policy. The greatest step forwarcgagpto have been the decision to
introduce inflation targeting in 1998, shown by thieie bar in figure 2.2, as the
leading objective of monetary policy. Essentialljthwinflation targeting the South
African Reserve Bank’s conduct of monetary poli@svnitially focused on reducing
the level of inflation and then keeping the leveirdglation within the target band of
between 3% and 6%. Since the introduction of irdfatargeting the level of inflation
has been brought down to acceptable levels, walotily divergence back to double
digit inflation beginning at the end of 2001, sholmnthe spike in figure 2.2, due to
exogenous factors. The extent and duration ofrtbeease in inflation was limited by
the quick actions of the South African Reserve BEWRB) and the transparency of
the approach of the SARB to monetary policy, witfation returning to the target
band in 2002 (SARB, 2005).

Figure 2.2 South African Consumer Price Index Inflation
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The introduction of the Monetary Policy Committeeldheir regular meetings on set
dates to determine the Repurchase Agreement (RER@) as required by the level
of inflation, has gone a long way to increase ttagparency of the process. A
product of the increased transparency has beehigher level of public confidence
and credibility of the SARB. The result of the wp#rforming monetary policy has
been a greater level of stability in the finangattor of the economy that has spilled
out to the rest of the economy (SARB, 2005). Thi#l sper into the rest of the
economy is indicated at below with the change i titends of inflation and gross
domestic product (GDP), with GDP increasing asaiidh decreases From figure 2.3,
it can be seen how the initial trend change ocduimehe 1990’s with the change in
government in 1994, and further improved with thdegion of inflation targeting in
1998, with initial figures for the next decade irating a return to a growth rate

greater than the level of inflation (Faure, 2004a).

Figure 2.3 South African GDP and Inflation
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2.10 Conclusion

Thus the point has now been reached where an udtod understanding of how
Keynesian forecasts are compiled has been accdmaglisNow it can be clearly
understood that forecasts are an indication ofuh&e and that there is no guarantee
that what is forecast will come to pass, even thotige development of Economic

forecasting is progressing at a rapid pace ana#sts are becoming more accurate.

With respect to Government economic policy, thesaiobjective and results have
been discussed from a broad perspective, givintparer picture of what to expect
from the Government in the future. The CapitalmatRate has been described and

the role that it plays in the awarding of damadasts by the courts explained.

Therefore equipped with this understanding of tieotetical aspects that the analysis
will be based on, the analysis can proceed on tabkshing the trends that have
occurred in the different financial instruments. ié¢hwill be done in order to

determine if there has in fact been a significdrnge in the economic conditions
present within the South African Economy and th@ant of these changes on the

rates of return that can be expected from investsnen
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CHAPTER THREE

ANALYSIS OF INSTRUMENTS

3.1 Introduction

The purpose of this chapter to examine the tremdisa various groups of instruments
of the financial markets, where the instruments bel analysed in order to determine
what their average rate of return is and the le¥eisk associated with each group.
The analysis will focus on the changes that havaumwed within these groups of

financial assets as the country has moved throtsgkoicial, economic and political

transformation, with the emphasis being on detenginf there appears to be a
significant variation between the current stateafféirs and those of the past. The
analysis will be conducted with reference to forgnancomparison between the results
generated in the following chapter and the cag#tibon rate for damages as put
forward by Robert Koch (1993) in order to determihéhere are valid grounds for

revaluing the capitalisation rate.

3.2 Rational Individuals.

Once lump sum awards have been made, the recipéenthree basic choices as to
how they are going to utilise the funds. They casiltiply spend the funds straight
away frivolously, leaving no funds for the futungpenses that the award was meant
to cover. Secondly the funds could be used as dreh\the expenses arise but with
this option the funds available will decrease dudadth the expenses and inflation.
The final choice would be to invest the funds reediso as to generate an income
stream for living purposes and protect the realeadf the initial award. Rational
individuals could be expected to choose the thption since the award was made
because of the incident that significantly altehenlv they are to live the rest their
lives and is meant to be a means of maintaining 8tandard of living at the level

before the incident.
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Therefore, for the purpose of the study it willdssumed that individuals are rational
and will invest the funds in order to maintain thedal value and attempt to ensure

that the award covers all the expense that it isnhi.

Consequently the basis of the analysis will focadinancial instruments, since these
are widely available, relatively liquid, regulatéy the Government and financial

bodies, because of the depth of information avllamd finally because financial

instrument are considered to be the first to réfidanges within the expectations of
the economy (Howells and Bain, 2002: 284-413; Keyid837: 152). Each asset class
will be analysed in order to determine its reakraf return and the level of risk

associated with investments in each class, whiehcansidered to be the two key
issues that investors are concerned about in galati their asset portfolios (Faure,
2004b:7).

3.3 Returns on Investments

3.3.1 Introduction

The returns on investments are important in det@ngicapitalisation rates because
they provide a strong indication of what rate tla@ndges award can be expected to
gain in value as time passes and therefore pravidasis for discounting the future
value. The return on an investment can be defireetha total gain or loss on an
investment over a given period of time (Faure, 208% “The return on a financial
asset may take one or a number of forms. It mag tak form of the payment of
interest at discrete intervals. This is the case,eikample, with a savings deposit.
Interest is also paid on bonds, though there ie #ig possibility with a bond of
selling at a profit and making a capital gain. Wethmpany shares, the attraction of
capital gain for some investors is at least as map as the periodic payments, which
are variable because they are ultimately relatetheédirms’ earnings” (Howells and
Bain, 2002:6). Finally there are derivatives whttre return can be both in the form
of periodical interest payments and capital gaiih te variability being dependant
on the underlying asset (Skerritt, 2003:8-139).
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3.3.2 Types of Return

Financial market participants refer to three typegeturn, namely: holding period or
realised rate of return; expected rate of retusquired rate of return; and the
historical rate of returh The holding period or realised rate of returrersfto the
return received at the end of the investment. Wthidkeexpected rate of return refers to
the return that an investor expects to receive filmennvestment and the required rate
of return is the minimum rate of return requireccéampensate for the risk inherent in
the investment. And finally the historical rate mfturn refers to the average past
return of the investment. According to Faure (200418) it forms the basis for
further comparison of the various groups of finahaistruments, therefore requiring
a more detailed description.

The historical rate of return deals with a summaryaverage of returns over an
extended period with the basis of the return catomh being the Holding Period
Returrf. The holding period return is simply the changepiite of the investment
over the period that it is owned plus the cash $loaceived divided by the purchase
price, this however is not necessarily an annuallarhbecause the holding period is
not necessarily a year. Therefore the annualisédirgp period return needs to be

utilised in the calculation, thus the following foula is used

HPR = (1 + [{CF + P}/Pg)) ¥"- 1
Where:
CF = Cash Flow received during investment
P, = Price of investment at start
Po = Price of investment at end
n = Number of years

The above annualised Holding Period Return Formuaides the individual period
inputs for the Historical Rate of Return calculat{&aure, 2004b:8-9).

® Financial market participants regard the HistoricatieRof Return as an extension of the Holding
Period Return with the difference being that itldeeth an average of returns over an extended
period, thus only three types of return.

“ For a more detailed explanation of the Holdingd®eReturn refer to appendix A-1

® Where R is the price of the investment at the end of theoge® is the price at the start, CF is the
dividends or interest received during the investmenbg and n is the number of years or parts there
of.
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For calculating the Historical rates of return thare two measures, the arithmetic
mean (R) and the geometric mean {R where the arithmetic mean is a simple
average of the annual Holding Period Returns ardgfometric mean is calculated
with the use of the following formula:

Re = [II (return relatives)] ¥ - 1

Where:
II = Product of return relatives
n = Number of years

Faure (2004b:11) states that while the arithmetgamis considered to be a good
measure over a single period, it is often incoriecimeasuring an investment’s
average performance over a long period; therefovelli not be used in the return

calculations that follofy instead the geometric mean will be used becaifisés o

greater accuracy. Thus it is because of this disgrey that the indices and any return
calculations that follow are generated with thergetsic mean as a basis (BESA,
2000:16-28; and JSE, 2004b:10-18). With a basiaweage of return one next needs
to understand the risk involved by having at lem$tasic understanding of the risk

return relationship.

3.4 Risk.

“Risk in a financial context is usually taken tdeneto the probability that outcomes
may differ from what was expected” (Howells and i8a2002:6). And individuals
will have a predisposition toward the level of rigiat they will be willing and able
accept, where according to the level of risk they illing to accept, they fall on a
continuum between risk seeking and risk averse(@®94:358). Where they will
face a trade off between the associated risk amdetrel of return of their investment,

that is the higher the risk the higher the return.

With respect to damages and the awards made, ¢hper@ will be assumed to be a

risk adverse investor, because they will not ba position where they can afford to

® An example of the flaw in the arithmetic mean cardogd in Appendix A-2.
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lose any significant portion of the initial awartherefore in line with the assumed
risk aversion, the financial instruments will beabsed in terms of the market
performance for each type of security, thus dravandhe assumption that a portfolio
that is diversified in such a way as to replicdte market eliminates specific risk so
that the portfolio is only subject to market fisitintner, 1965:13-37; Markowitz,
1952:77-91; Modigliani 1988:149-58; Tobin, 1958 &5}

In practice a measure of risk is required; the memgshat is most often used in
financial markets is Beta (Milgrom and Roberts, 2:480). The risk involved, or
beta, is measured in comparison to the marketgimrthnd the risk free rate for the
market concerned, and is provided by the followfngnula (after Milgrom and

Roberts, 1992:464):

B = Cov(R,Ry)/Var(Ry)

Where:

R = Return on any Asset

Rwm = The Market Portfolio

Cov (R, Ry ) = How return varies as market return varies
Var ( Ry ) = Variance of the Market Portfolio

The value of beta, as calculated by the above flaxmuocreases as the level of risk
increases. Thus the relationship between risk ehdnr can then be shown using the
Capital Asset Pricing Model (Milgrom and Robert892:464), where the Beta value
is plotted against the Expected Return to provite $ecurity Market Line (SML).
The SML, shown in Figure 3.1, is upward sloping &aese higher values of Beta
means that the instrument adds risk to the pootfatid so must bring returns above
the risk free rate (r) to be attractive enoughdtwhAdditionally the slope of the SML
shows the total risk tolerance of investors and dkerall variance of the market

returns.

" Market risk refers to the risk inherent in the magea whole that cannot be diversified away, while
specific risk refers to the risk inherent in the spegdifstrument, e.g. a company’s shares (Faure,
2004b:41).
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Figure 3.1 The Security Market Line
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Therefore in terms of the different classes ofdirial instruments that can be held,
the value of beta and therefore the level of rigkincrease rightward along the SML
line as progressively riskier asset groups are.liédt is, money market assets, then

Bonds, followed by Equities and finally Derivatives

3.5 Financial Instruments

There are three broad categories of financial umsénts: debt instruments, equity
instruments, and derivative instruments. Debt uments represent a financial
obligation and can be further divided into shortstemoney market instruments that
are due in less than one year, and long-term im&nts that constitute the bond
market and reach maturity further in the futureg. an thirty years time. Equity
instruments represent ownership in a company, wtiégvative instruments are
financial instruments whose existence is basedamesother financial instrument
(Faure, 2004c:35-49; Howells and Bain, 2002: 283}43Each of these groups of
financial instrument will be discussed in more detath particular attention paid to
their rates of return and the general level of askociated with holding each class of

financial instrument.
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3.6 The Bond Market

“The bond market is the mechanism / conventiong thasts for the issue of,
investing in, and the trading of, instruments ttegaresent the long-term undertakings
(usually of a fixed capital nature) of the issugfiS8aure, 2004d: 18), where the bond
market may be seen as the long end of the debtatsankhere the established short-
term interest rates of the money market are thetirggapoint for the rates on bond
market instruments (Faure, 2004d: 11). Additiondlig usually found that the central
government is the largest single issuer in the etardk South Africa, as at March
2003, the Government accounted for about 77% ohtimeinal outstanding long term
debt which is commonly referred to as the RSA bo(BESA, 2003:10). The
outstanding debts’ distribution amongst the différgovernment bodies can be seen
in Figure 3.2 in addition to that of the privatetees.

Figure 3.2 Outstanding Long-term Debt by Major Issuer.
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Of the bonds available government bonds are the aitractive because of the fact
that there is virtually no default risk involvedhig is shown in the risk premium on

the assets being amongst the lowest in the finmegakets with only short-term
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government instruments having a lower interest (H@wells and Bain, 2002:302-
338).

To analyse the performance of the South Africandomarket, the Total Return Index
as compiled by the Bond Exchange of South Africd #me Actuaries Society of
South Africa, as well as data compiled by Faure wdsed for the periods 1980 to
2004. The data were compiled into tables and graphat the changes can be easily

and quickly identified.

The initial cause for the changes in the bond niac&e be seen when comparing the
size of the budget deficit as a percentage of Gipemiestic Product (GDP), as
depicted in figure 3.3, which illustrates how bypting a more disciplined approach
to Macroeconomic Policy, the South African Governtrigas been able to reduce the
size of the deficit and therefore the economicuilisince caused by large and variable

government spending.

Figure 3.3 The South African Budget Deficit
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Source: (Investec, 2004:3)

The trend of the fiscal deficit below the 5% leeah be expected to continue for at

least the medium term, with the Government estimgaai deficit of below 4% of GDP
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as far as the 2007/2008 budget, implying that tbge@ment intends to keep to its
policy of fiscal discipline (National Treasury, 260 10).

Flowing from the Government’s keeping the fiscalidewithin limits; the next step
is to focus on the total returns that can be eafred the investing in the long-term
debt instruments. The initial focus is on the TdR&turn Index (TRI) which shows
the overall returns on all long-term capital defderawhich the focus will shift onto
the long-term debt instruments of the South AfriGovernment, because of the low
level of risk associated with these instruments #edfact that they constitute the

majority of the market and are responsible for nodshe market’s liquidity.

The yearly percentage change in the TRI was cdkxulilasing the index value at the
31" of December of each year and that of the precegiay to calculate the
percentage change in the index for that year. Thiekees where then tabulated and

converted to graphical format, which is presenteBigure 3.4.

Figure 3.4 Changes in the Total Return Index
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Source: (Ackerman, 2005).
From figure 3.4 it can be seen that since the ipalitthange in 1994, the initial

instability caused by an unknown government talomgr has eased and the market
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started to show significant stability with the mduction of the inflation targeting
policy by the South African Reserve Bank in 1998l ahe reputation that the
Government had built up as being committed to fistigcipline. The reduced
volatility in the TRI can clearly be seen in theipd 1999 to 2004, which showed the
least change in the index over the 25 year perogidered. The increased stability in
the Bond Market is further highlighted when reviewgithe yields on the various

government bonds.

In considering the real rates of return on the Gowvent 10 year and 3 year bonds, it
was found that before 1994 that the rates of retvare either relatively small or that
the real rates were negative, but post 1994, thé ree of return has remained
positive except for a brief period at the end 0d2@nd the beginning of 2003 where
the real rate of return was negative. The periodegfative return could be related to
the sudden depreciation of the Rand at the en@@t 2nd therefore be an exogenous
shock (SARB, 2001:1-3). However, considering thetd®94 period as a whole the

real returns have been positive for both duratafitsonds as shown in figure 3.5.

Figure 3.5 Real Bond Rates 1980-2003.
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Source: (Faure, 2004).
Thus in considering the real rates of return on@wernment 3 year and 10 year

bonds, the prolonged movement into positive retdsrdor these two instruments
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since the change in government provides anotltigcator that there is a higher level
of stability in the long-term debt market. Theref@s a final point of consideration
within the long-term debt market, the annual raelds for government bonds with

durations 0-3 years, 3-5 years, 5-10 years anceafsyand longer will be investigated
as well as the yields of the Eskom Bonds to proadmmparison between the pure

government bonds and those issued by a parastatal.

Table 3.1 presents the historic average annudlyrelals on a cross-section of the
government bonds available in the long-term delbrkaiancluding the Eskom bonds,
which while being a government bond in the broaaseebeing a bond issued by a
parastatal it is technically a more risky assenthabond issued by the National
Treasury. In addition Eskom’s willingness to makaarket in its own instrument has
contributed greatly to the high level of liquidityr these instruments (Faure, Falkena,
Kok, and Raine, 1991:47-52). A careful examinatdrtable 3.1 will show that the
real yields on the bonds move in the same genaedtibn with the general upward

trend in the yields starting at the time when SdAfiiica’s isolation came to an end.

Table 3.1 Historic Average Annual Real Yields 1986-2003.

Gov Bonds Gov bonds Gov Bonds Gov Bonds Eskom
0-3yrs 3-5yrs 5-10yrs 10+Yrs Bonds
1986 -5.9 -4.4 -8.1 -2.3 -1.7
1987 -5.2 -3.1 -0.7 -0.9 -8.0
1988 1.1 2.8 3.6 3.6 3.6
1989 1.2 1.7 2.1 2.2 2.1
1990 1.4 1.4 2.2 1.8 1.5
1991 0.6 1.0 1.1 1.0 0.8
1992 -0.2 0.3 1.7 1.5 1.3
1993 2.7 3.5 4.3 4.3 4.3
1994 4.3 5.2 5.6 5.9 5.7
1995 6.6 7.1 7.3 7.4 7.3
1996 7.5 7.7 7.9 8.1 8.0
1997 6.0 5.9 5.9 6.1 6.2
1998 8.6 8.6 8.2 8.3 8.6
1999 8.9 9.2 9.7 9.6 10.1
2000 6.8 7.8 8.2 8.5 8.9
2001 4.3 5.1 5.7 5.7 6.0
2002 2.2 2.6 2.6 2.4 3.0
2003 3.6 3.8 3.6 3.6 4.0

Source: (Mather: 2004)
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The change in the historic average annual reatlyied more clearly visible when the
yields are shown graphically in Figure 3.6. It c@nseen that the yields start to rise
back towards positive territory in 1986 as the tomi turmoil within the country
subsides, with the trend peaking in 1988 and hegdoiatk towards negative yields. In
1992 the yields return to positive territory andrdi become negative again moving
above the 5% level between 1994 and 1995 with léngtien of the new government.
In the rest of the period dips in the real yield axperienced in 1997 with the Asian
Crisis and the resulting exit of capital from emeggmarkets, such as South Africa.
And again in 2002 with the sudden depreciationh&f Rand where the yield fell
below the 5% level but has since turned aroundchvbBhows that as far as the Bond
Market is concerned, there are expectations ofdniglelds.

Figure 3.6 Historic Average Annual Real Returns 1986-2003.
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Source: (Mather, 2004).

Thus what the examination of the Long-term Debt Rdarhas shown is that the
changes in Macroeconomic Policy, as well as thdipal and social change, have

resulted in a market that is very different to tme that existed pre1994. With there
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being less extreme fluctuations in the returns #natexpected and that the market is
far more able to weather exogenous shocks sudieassian Financial Crisis in 1997
and the sudden depreciation of the exchange rdateedand in 2001/2002 than it was
able to do in the past, returning to normal far en@pidly. Therefore given that long-
term bonds and damages awards are similar in ¢hueation, the periodic payments
and risk, should it not be expected that they wdalte similar rates of real return,
thus should the Actuaries’ Capitalisation Ratelm®the same as or at least similar to

the real rate of return on long-term bonds?

3.7 The Money Market.

The money market in the broad sense is the patheofdebt market that deals in
instruments with a duration of one year or lessydwer, the term “money market”
usually refers only to the wholesale part of therskerm debt market that deals in
instrument of large denominations, i.e. instrumevits nominal values of R1 million

or more (Faure, 2004e:25). The most important asplethis market is the fact that
this is the market through which the Governmentl@mgnts its monetary policy, and
thus influences interest rates throughout the emgn@diowells and Bain, 2002:300).
Within the wholesale side of the short-term debtkatathe analysis will focus on the

rate of interest associated with each of the falhgw

« The REPO Rafe
* 91 Day Treasury Bills
» Negotiable Certificates of Deposit (NCDs).

* Fixed Deposit accounts (Retail Market).

In South Africa interest rates are influenced tiglothe REPO Rate, which is the rate
at which the South African Reserve Bank (SARB) jpes accommodation to the

banks that require additional funds in order to ihibeir cash reserve requirement

8 Prior to March 1998 the REPO Rate was referredsttha Bank Rate, the change in name coming
about due to the changes in the system of accommadptbvided by the South African Reserve
Bank. The changes where part of the process of thatiadwf the Inflation Targeting Policy in 1998
(SARB, 1998:28).
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(SARB, 2005:2-3). However, the REPO Rate is thetrostly rate at which Banks
borrow money in order to meet their cash resergeirement, therefore the REPO
rate has a significant impact on the rates at wihehbanks lend money on to others
(Walsh, 2003:451;Faure, 2004f:11). Thus becauskeoREPO rate’s impact on rates
through out the Money Market and the economy aedfdlot that it provides signals
to the rest of the economy as to the South AfrRarserve Bank’s stance on monetary
policy, it is an important indicator of what hasppaned in the South African
economy as well as providing insight into what tdoaditions are expected to be in

the economy over the next one to two years (SARB52L).

In examining the trend in the REPO rate over tisé th@enty five years,(Figure 3.7) it
can be seen that the trend was for a rate of abh6%e for most of the 1980’s and
1990’s, which is indicative of the high level offlation over the whole period, the
international isolation and the political turmoil the of the 1980’s, and the untried
Government and emerging market problems of the '$9%%om 1998 and the
introduction of inflation targeting there has beemefinite downward trend in the
REPO rate which strongly indicates a healthier eaonwith added stability, with the
rate falling below the below the 10% level in 2083 remaining below this level,
approaching the 5% level. However, the currentdases in oil prices, and the
weakening of the exchange rate of the Rand inditteie the 5% level will not be

reached but instead the rate is likely to remaitha5%-10% range.

91 Day Treasury Bills are the short-term debt insnts of the National
Government, and as such are considered to berthecial instruments with the least
risk. In terms of the Capital Asset Pricing Mod&ky are referred to as the “risk free
assets” because of their short duration and duleetdelief that the Government will
never default on its debt (Howells and Bain, 2002)1 The added attraction to these
instruments in the South African market is theiigiid Asset’ status, which means
that they can be used by financial institutionsotiain accommodation from the
South African Reserve Bank (Faure, 2004e:83).
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Figure 3.7: The REPO Rate 1985 to 2004
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When considering the trend in the Treasury Bill YT&e for the period 1985 to 2004
(Figure 3.8), it can be seen that the rate on Tdskeen following a downward trend
overall. The greater momentum in the downward tnead experienced post 1994 as
the new Government gained credibility and the maéonal isolation came to an end.
There have however been two reversals of the dowhwand, occurring in 1998
possibly due to the emerging market crisis durireggeriod, and then again at the end
of 2001 with the sudden depreciation of the Ranthawge rate. An examination of
these two periods shows that the impact on theimatee second case was less severe
than the first, which in itself indicates that timarket was more stable and better able
to deal with the ‘shock’ therefore highlighting theoposition that the TB market and

thus the money market has achieved greater syabilit
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Figure 3.8 The 91 Day Treasury Bill Rate 1985-2004.
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Negotiable Certificates of Deposit (NCDs) are fixaposit receipts issued by a bank
that are negotiable in the secondary market forrtdkeom financial instruments
(Faure, 2004e:96). For the analysis of the rateetafrn on NCDs, use was made of
the SA Cash Index prepared and used by CitadeltAdaeagement, which is an
Index showing the annualised rate of return on 3% DICDs compiled from the

published daily returns on the 32 Day NCDs.

When examining the trend in the SA Cash index (8g8.9) it can be seen that the
level of volatility has been decreasing, with ainied downward trend evident from
1998 onwards. In the period before 1998 there waigjlzer level of volatility firstly
due to the international isolation and high ratendfation, then form 1994 to 1998
due to the uncertainty of a new Government andigierg inflation, ending in the
peak in 1998, in which the emerging market crisesva significant factor. Since
1998, with the success of inflation targeting tneel of return has trended downwards
in line with the increased stability in both thedncial system and the economy as a
whole. In this period the sudden depreciation & Rand at the end of 2002 only
caused a minor reversal of the trend, indicativea aharket with increased stability

and efficiency, giving a strong indication that ketrparticipants can expect the level
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of return to remain in the single digit levels.dih the SA Cash index provides further
proof that the economy has moved into an era adtgrestability and is significantly

different to the pre 1994 period.

Figure 3.9 The South African Cash Index.
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Source: (Ackerman, 2005).

The final area of focus within the broad money rearkill be the rates of Fixed
Deposit Accounts, which are part of the retail siieghe money market and are the
unevolved form of NCDs, in the sense that fixedad#s are non-negotiable in a
secondary market (Faure, 2004e:17 & 48). The amaWill focus specifically on the

annualised historic rates for 1 year fixed deposits
Here again, an examination of the trend in the ratds of return of lyr Fixed

Deposits in Figure 3.10, shows a significant défece between the period before the

1994 elections and the period after the electiblese the most obvious difference is
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the fact that in the post election period the cdtesturn has remained positive during

the entire period.

Figure 3.1Q Historic Annual Real Rate of Return on 1yr FiXxeelposits.
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The significance of the change that occurred inSbaeth African Economy is further
highlighted when the arithmetic mean for the twagus is calculated. The mean real
rate of return for the pre-election period was iege0.43%, while the mean for the
post-election period has been 4.54%. The signifieaof the increase of the average
real rate of return of almost 5% lies in the impéchas on the growth of an
investment. That is, when considering large amquiais example, with an initial
amount of R1 000 000 there will be a real returfR6D 000 in the first year, which
will be compounded each year after that and th@iramount will generate a further
R50 000 each year. Simply put another way the ahamgonditions has been that in
the first period the initial amount was decreaswiglst in the later period the initial
amount is actually growing. Therefore it can bers#hat there is even evidence in
the retail side of the Money Market that there basn a significant change in the

economy.
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Thus the analysis of the trends in the rates airmedn these selected instruments in
the South African Money Market indicates that theas been a significant change in
market conditions. Therefore the analysis of thexeyomarket adds to the evidence
from the analysis of the Bond Market that there haen a significant change in

conditions.

The next step in the process is to examine the seotor of the financial markets, the
Equity Market to determine if it also provides sapgmg evidence of the change in

economic conditions or if the analysis will providentradictory evidence.

3.8 The Equity Market

The equity market is essentially the sector offthencial markets where companies
raise capital and the ownership of company shasegxchanged. The formal
definition according to Goodspeed (2004:10) is itistitutional framework through

which public limited companies issue new share tehPrimary market) and the
ownership of shares can change hands (Secondakgetharhe focus of the analysis
here will be on the secondary market because thigs market that indicates the
conditions prevalent in the economy as a whole @Speed, 2004:19). For the
purpose of the analysis use will be made of the BBEE All Africa Index which is

representative of the entire population of sharadirig in the South African Equity
Market with the shares included, weighted accordimgheir proportional market

value (Goodspeed, 2004:15). The JSE/FTSE indesssentially a value-weighted

index, and as such has the basic value-weightésssmalculation as its origin.

Goodspeed (2004:15) describes the calculationlmsvio“A value-weighted series is

calculated as follows:

(i) Sum the value of the shares in the index whekie is current share price
multiplied by the number of outstanding shares;
(i) Divide the total derived in (i) by a similaus calculated in a selected base

period;
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(iif) Multiply the result in (i) by the index ba&sebeginning value.
Symbolically:”
Index; = 2 P G
2-Pu0b

x beginning index value

Where:

p: = ending price of share on day t

¢ = number of outstanding shares on day t

pp = ending price of share on base day

Op = number of outstanding shares on base day

(Goodspeed, 2004:15).

Thus with the basic value-weighted calculationtadbasis, the JSE/FTSE All African
Index provides a mechanism by which the equity mi@‘kperformance can be
measured. Thus providing investors with informatidmether they should be looking

at buying, selling or simply just holding on to ithghares.

The paper will make use of the JSE/FTSE All Afrindex in a slightly different way,

it will be analysed to see if it justifies the pogition that the South African Economy
has changed significantly. An initial trend anadyalong the same lines as that used
for both the Bond and Money Markets produced traulte shown in figure3.11;
unfortunately the analysis showed no conclusivedenwce of a definite change,
instead it showed constant fluctuations in the raark
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Figure 3.11 Percentage in JSE/FTSE All Africa Index
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Source: (Ackerman, 2004).

The reasons for the simple analysis not produdimegsame results as the previous
markets could be linked to the fact that thereatiner major factors that influence the
equity market that have little to no significantpact on the other markets. These
factors include the dual listing of many of the araghares both here in South Africa
and in the United Kingdom, which means that exclkarade fluctuations impact on
the index. Then there is the tendency of the lessekets such as the South African
JSE to follow what is happening in the major maskstuch as The Dow-Jones
Industrial in the United States of America and ltbeadon Stock Exchange. And there
is South Africa’s classification as an emerging keérwhere there is the mentality
that causes problems in one of the emerging matketssult in capital outflows in
all. These are the leading factors but there angyrother less significant factors that
have also led to the constant volatility in the iggunmarket. However it must be
remembered that it is also this volatility thatradts investors to this market because

the higher the volatility the greater the potentiurns but also the ridk

® For furhter reading on the factors that influengeity markets consult: Barry, Peavy and Rodriguez
(1998:); Goetzmann and Jorion (1999); Rouwenhorstqt ®hane (1970); Ripley (1973); Eun and
Shim (1989); and Poterba (1989).
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Conducting the analysis from a different perspectwnd plotting the JSE/FTSE All

Africa index on a logarithmic scale (Figure 3.1Bpws that the index has in fact been
growing over the entire period. However lookingtet period 1998 to 2004, the rate
of growth of the index appears to have eased ditating that the market is entering
a more stable period. Thus providing an indicatiwett the market and the economy
as a whole, is entering or has entered a phasesthabre stable and therefore more
predictable.

Figure 3.12 The JSE/FTSE All Africa Index
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Thus with the analysis of the South African Equit\arket adding weight to the
proposition that the South African Economy has bezonore stable and predictable,
where a higher capitalisation rate would provid@rasent value that is a better
reflection of the value of lost future income arebultant future expenses. Which
leaves the analysis with one final sector of theaRcial Sector to analyse. The final

sector that the paper turns its attention to issheth African Derivatives Market.
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3.9 The Derivatives Market

To start, a definition of what a derivative is wilé required. In the material for the
Registered Persons Examination for the South Afri€atures Market, Skerritt
(2003:11) puts forward the following definition: “derivative is an instrument which
embodies different terms, rights, or obligations, those prevailing in the
“underlying”, “cash”, or “physical” market to whictine instrument relates.” Broadly

speaking derivatives can be split into five geneedégories:

e [utures

+ Forwards

» Options
*  Swaps
» Others

“The term future or futures contract refers to aohange-listed contract to buy or sell
a precise quantity of a certain underlying instrobr@ commodity at a precise price,
place, and time in the future” (Skerritt, 2003:5Ihus to explain futures simply, they
are contracts to transact at future time and ptae price where the contract takes
place on a registered exchange. In South Africarelgestered exchange is the South
African Futures Exchange (SAFEX), which is now paft the JSE Securities
Exchange and is split into the SAFEX Financial Datives Division and SAFEX
Agricultural Derivatives Division (Skerritt, 20027°.

Forwards are the less formal form of futures, witle key difference being that
forwards are traded on an Over-The- Counter marketthere is no central exchange
and trades take place at the participants offietesaddition the “fundamental
mathematics and economics of futures and forwardsidentical; it is simply the
form and terminology that differ. This can, howev@roduce legitimate price
differences between these instrum&fiteSkerritt, 2003:37).

1% Further information on SAFEX can be obtained fritv JSE Securities Exchange website at

Www.jse.co.za
11 See Martin (2001) for an excellent explanatiothekse differences.
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Options are considered the most complex of thevdgve instruments, their
differentiating characteristic being that they @ right and not an obligation onto
the buyer of the option to either purchase oraekrtain quantity of an asset at some
point in the future at an agreed price (Skerril)276). Options contracts can either
be exchange traded or traded over-the-counter, vexwthe key attraction is that
options operate on margins, i.e. the full amoury dvas to be paid if the option is
exercised (Skerritt, 2003:77). But as nice as ogtiappear they have actually caused
some of the most spectacular derivative tradingstiess, for example the collapse of
Long Term Capital Management (LTCM) in the USA, ahé collapse of United

Kingdom based Bearings Bank due to the actionsick Neesor?.

Essentially a Swap is a contract to exchange casWsffrom assets at a
predetermined rate for an agreed upon time perettvden two parties (Skerritt,
2003:60). The two most common forms of swaps ae¥est rate swaps and currency
swaps, with the usage of swaps in other sectotbefinancial markets increasing

with the improvements in the development of theswarket (Skerritt, 2003:60).

Under the grouping of other derivatives, are fotimel more specialised derivatives
that have developed over the past thirty or sosyeshere the derivative is based on
the price of some variable other than one of thditional underlying assets. The
types of derivatives that form this category are:

* Products of securitisation

* Credit derivatives

* Weather derivatives

* Insurance derivatives

» Electricity derivatives

The above derivatives are however only found innttoege developed markets (Faure,
2004g: 143).

The next step in the process is to examine the obeferivatives. According to
Skerritt (2003:101-113) there are seven basic okdsrivatives, these include:

12 Further information on these two spectacular cebiapcan be found in Edwards 1999 and Leeson
1996 respectively.
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* Hedging

» Speculation

» Arbitrage

» Alternative Investing

» The Creation of ‘Synthetic’ Financial Instruments
* Reducing Cost

» Employee Share Options

Of the above uses of derivatives hedging was tleethiat essentially gave rise to
derivatives and is the leading reason for their, usth hedging being the process of
transferring risk from one party, whom is unwillibg bear the risk, to another party
whom is willing to bear the risk in return for tpetential profit (Skerritt, 2003:101).
Associated with hedging is the second main usesdfdtives, Speculating, which is
taking a view that certain changes will occur ie tharket, and based on that belief
being willing to enter into derivates contractsta@e advantage of the changes they
believe will occur (Skerritt, 2003:105). Related dpeculating is arbitration, which
involves identifying pricing mismatches between tHerivative market and the
underlying asset market, where the identifying pfiaing mismatch and trading on it
enables ‘risk-free’ profits to be made. However tfees sophistication of the markets

increases the opportunities for arbitration areob@ng fewer (Skerritt, 2003:109).

The remaining uses, while not as prevalent as Hheetmentioned in the previous
paragraph are still significant and their use @easing, for example, in the USA in
1999 the value of employee share options was elgmivtd 13.2% of the total market
capitalisation (Skerritt, 2003:112).

Although derivatives are utilised to limit risk eogure through hedging, they also
increase exposure to risk through the process etuwgtion. Accordingly the

derivative market is considered an inherently riskgrket in which to invest as
shown by the spectacular financial collapses tlaatehoccurred in the course of
investment actions within the market.
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However, as can be inferred from the uses of déves, the derivatives market does
not provide clear information as to the stabilifyttee markets, but does show to some
extent that different participants within the ecoryohave different expectations as to
what will happen. Therefore the derivatives sectothe financial markets does not
add or distract form the proposition that theransincreased level of stability in the
South African Economy. But the sector does provigimof that individual
expectations differ by its very existence and addght to Keynes’ supposition of

the precariousness of the basis.

3.10 Conclusion

The analysis of the trends in the rates of realrnst in the financial markets has
shown that both the Bond Market and the Money Mapkevide strong evidence that
conditions have changed significantly since the0l1€8The results from the analysis
of the Equity Market however do not provide as chlraindication that there has been
a significant increase in stability since the 138@hen using the same means of
analysis as for the previous two markets. Yet when analysis was changed to
examine the rate of growth of the equity markegre¢hwas clear evidence that the
market had been growing at a fair rate, with ancettbn that in recent times the rate
of growth had appeared to be levelling off at a rdtat could be expected from a
market exhibiting greater stability. The last o€ tiinancial sectors, the Derivative

Market, due to its nature was not a viable soufeimence as previously explained.

Thus overall the analysis of the financial markeds provided evidence of significant
change in the market conditions, therefore indmgatthat the conditions in the
Economy in general have changed. Thus leading na&/sis to the point where the
expected conditions for the Economy in the futueedto be analysed in order to
determine if the current trends within the markate expected to continue, thus
indicating that the recalculated capitalisatioreratill be an acceptable basis for

discounting awards over the next ten to fifteerr yeaiod.
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CHAPTER FOUR

THE ECONOMIC OUTLOOK , THE ACTUARIES’ CAPITALISATIO N
RATE AND RECOMMENDATIONS.

4.1 Introduction.

The purpose of this chapter is to examine the drgedirection of the South African
Economy, as expressed by the National Governmedt tha forecasts for the
economy produced by the financial institutions. Tiitention is to provide a view as
to the future performance and conditions that &éelyl to be present within the

economy.

Therefore the first stage of the process will beeidew the Government’s Strategic
Plan for the economy and the implication that gtimtegic plan will have for the
Actuaries’ Capitalisation Rate.

4.2 The National Government’s Desired Economic Dition.

The South African Government’'s desired direction tfte economy in the medium
term can be ascertained from The National Treadogument, “National Treasury
Strategic Plan 2004-2007”, which is supplementedhgyforecasts prepared by the
South African Reserve Bank. Therefore making usethwfse two sources of

information the desired future economic conditiforsSouth Africa can be identified.

The significant section of the National Treasuryagtgic Plan is the section that
focuses on Economic Planning and Budget Managenantit is this unit that

provides the minister of finance with advice angsart on economic and fiscal
policy, therefore having significant influence ohet direction of the economy
(National Treasury, 2004a:25). The main objectigéshe Economic Planning and
Budget Management Division are “to promote growslocial development and

poverty reduction through sound economic, fiscad &énancial policies, efficient
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revenue measures and effective, efficient and gpjate allocation of public funds”
(National Treasury, 2004a:25). To achieve the dhjes more efficiently the division
is divided into four subdivisions that focus on &fie aspects (National Treasury,
2004a:25-42):

* The Budget Office. The main output of the Budgédicefis the annual
budget and more importantly, with respect to thepgr the Medium
Term Expenditure Framework (MTEF). The MTEF is feed on
because it sets out the Government’s planned expeacnd expected
revenue for the next few years, which provides @dgadication of how
the Government’s actions will impact on the economy

* The Public Finance Office. Here the main purpos® iprovide a link
with the other branches of Government because rbbtidgeting at
national level requires better understanding andperation at lower
levels. Thus the reason for the Public Finance o®ffis to promote
efficiency and ensure that the objectives of aliesps of Government
are in line which will provide the basis for morieetive policy action
that will only add to the level of stability of tleonomy.

* The Intergovernmental Relations Office: is respbolesi for the
coordination of fiscal relations between the thieesls of government,
i.e. Local, Provincial and National. The importarafethe division is
growing with the increasing amounts of transfersladwer levels of
government, in the 2004 Budget these transfersusted for over 60%
of the non-interest allocations, with the amourgste increase in the
MTEF (National Treasury, 2004a:29). In addition tb#ice is also
responsible for ensuring adequate financial plamnireporting and
management at the lower levels of government, whibths to the level
of economic stability.

« The Economic Policy and International Financial &ehs Office:
“undertakes policy analysis and engages in cortguita and
collaborative work in the areas of: macroecononakcy, international
economic policy and relations with multilateral tihgtions, tax policy
and financial policy and regulation” (National Tseay, 2004a:31). Thus
the office has the strongest influence on futur@nemic policy as it is
responsible for determining how policy is to be lempented in order to
achieve the desired results.

Of the above offices the two of most importancedmms of the research are the
Budget Office and the Economic Policy and Inteioradl Financial Relations Office.

Therefore, from these two offices we can derive tb#owing about future
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Government expenditure and policy and the resuliemgact on the economy
(National Treasury, 2004:25-35):

» The focus will be on the key issues of sustainaptewth,
employment creation, skills development, improvaddpctivity,
economic competitiveness and empowerment due to/idve that
improvement within these areas will result in altie@r economy
that will have all the necessary resources forhirtdevelopment
and growth.

* In line with the previous point is the expandedrasfructure
expenditure over the next few years as it is feltthaving the
necessary infrastructure in place will facilitates tachievement of
the above key policy goals.

» That there will be further steps to strengthenltiflation Targeting
Framework, including the adoption of the view thaflation
targeting is not the sole responsibility of Mongt&olicy but that it
also needs to be addressed by Fiscal Policy ard dg legislation.
Thus increased inflation stability and thereforgraater level of
stability in the economy can be expected.

» Action will be taken to promote both private andeoercial saving,
the rationale being that increased savings provithes financial
resources necessary to fuel investment. The fiegt & the process
has been the current drive to make banking senagasable to the
low income group.

» The further broadening of the tax base, to easeévithdhl tax
burdens especially for the low and middle incomeugs. However
with the reductions in tax burdens already madeetlie not much
room for further reductions in the medium term.

 An expansion in the number of Private Public iRenghips, with a
standardisation of the process. These partnerghipsde a means
for the Government to locate specific developmantsdentified
areas, where the partnership with the private seethuces the costs
for both parties and increases the feasibilityhef project.

Thus with regards to the actions of the Governmenhe future, the impact on the
economy can be considered to be beneficial. The sip in the process will

therefore be to examine the general economic dondiexpected.
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4.3 An Overview of the South African Economy

Much of the overview of the South African Econormgadhe outlooks for the selected
sectors is based on the ABSA publication “Long-téraspects for the South African
Economy 2003-2017”. Here a summary of the ABSA ®@0&1) overview of the

South African Economy is presented.

In general the South African Economy faces theofwithg conditions (ABSA 2003:2-
4).

* “Greater exposure to competitive pressures andrnatenal trade
opportunities”. As South Africa is further integedtinto the global market
and the protection that was afforded local indastis removed they have
been forced to become more efficient and competifihose that have not
been able to restructure and adjust to the newamwient have ceased to
exist, but those industries that have restructir@de been able to take
advantage of new trade opportunities. Thus industr@outh Africa that
has been able to adapt has flourished and can fexted to continue to
do so and those that are still holding on to thst pall either change or
fall away as the domestic economy continues to apen

* “Improved government financial position”. The Gowerent has managed
to move away from the Debt Trap that it was headamngvith debt levels
at almost 50% of GDP and set a deficit target of 826GDP. The
Government’s success with maintaining fiscal digecghas allowed it to
reduce the levels of debt, with the continued rédoadn the level of debt
starting to free resources for capital expenditliiee increased capital
expenditure will put the pieces in place for a tgedevel of sustainable
growth and add to the government’s capacity foviserdelivery.

» “Declining inflationary pressures”. The rate oflatfon has been reduced
partly due to the opening up of the economy inéngasompetition and
reducing the pricing power of producers and becaifighe conservative
monetary policy of the South African Reserve Barikhe Bank’s
effectiveness in controlling inflation was furthémcreased with the
adoption of inflation targeting policy in 1998. Thwith the reduced level
of inflation, the real value of money is no londing eroded as rapidly
with single digit inflation, thus less effort haslie spent on protecting the
value of money and more can be spent on the gémetnew income.

» “High real interest rates but moving towards a Ipoweterest rate
environment”. Related to the lower levels of infdatand the reduction in
the government’s borrowing requirement, there hss laeen a downward
trend in the real interest rate. The lower reagnest rate is positive for
capital investment as it means that borrowing isv ntheaper, thus
providing a key growth ‘ingredient’.
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» “A savings deficiency, moderate rates of fixed tapiormation and thus
limited growth in potential output”. A savings caresn still exist in South
Africa, with the Government being the main offendéth an extended
period of dissaving starting in 1982. The situati@s improved somewhat
but still needs attention, with a concerted eftogtng required to reduce
the country’s reliance on foreign capital espegiditle portfolio type with
its associated volatility. Thus if the level of destic savings can be
increased, a key driver of higher economic grovates will be put in
place, provided the investment is in productiveitedyformation.

* “Constraints on the balance of payments”. The agustill faces many
constraints with regard to its current account,eeglly its reliance on
foreign capital flows in the capital account, bl tcore problem appears
to be the investor uncertainty regarding the laemgat future of the
country. The possible reasons for the uncertaingy the unequal skills
distribution; labour market inflexibility; ‘Afro-pgsimism’; income
distribution disparity and high levels of povertygh levels of crime and
corruption; troublesome neighbouring states; Gawemt’s incoherent
policy outside monetary, fiscal and trade policyd dinally the country’s
classification as an emerging market. These fac@sxpected to have a
negative impact on the economy in the future, terain extent limiting
the progress that may be achieved through theuasting of other areas
of the economy.

Overall the predictions are that the economy wolhtmue to improve over the next
ten to fifteen years, with there being room foragee improvement if the negative
influences are aggressively addressed. Therefdteimprovements in the economy
as a whole being widely expected attention can hewurned to those areas of the

economy that will have significant influence oveakrates of return.

4.4 Areas of Specific Relevance to Future Real Rat®f Return.

4.4.1 Introduction

Here the analysis will focus on those areas ofettenomy that are expected to have
significant influence over future real rates ofuret Again, extensive use will be

made of the ABSA economic outlook, where the fogilsbe on the base scenario as
it is the base scenario that takes the middle grawm future prospects and is not
overly conservative or optimistic. The publicatidefines the base scenario as the

scenario that is “regarded as a realistic viewheféconomic prospects for the next 15
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years. Relatively sound economic policies on the giaboth the Government and the
monetary authorities, an inflation rate of aroun@i% pa on average and relatively
stable labour market conditions underlie this sden&conomic growth is projected
to average 2.7% pa” (ABSA, 2003: i). Therefore llase scenarios for the following
areas will be examined in more detail: the Inteéomatl Economy; Structural Factors
underlying Growth Potential; Economic Growth Comeoits; Balance of Payments;
Household income and expenditure; the Corporateo8esovernment Financing and

Debt; the Monetary Sector; and the Banking sector.

4.4.2 The International Outlook.

South Africa is part of the global economy anasstis influenced by the same forces
that affect the global economy, therefore the rteegikamine the global picture. The
international outlook over the next 15 years asgmed by Global Insight (ABSA,
2003:10) is that real economic growth will aver&yé% in the developed countries
with no drawn out recessions forecast; that coestwith lower per capita income
will grow at a faster rate than those with higher papita income; world population
growth is expected to average 1.1% pa with Africd the Middle East exhibiting the
highest growth rates although at lower levels tkiaa previous two decades; and
finally there is the view that further strengthepiof the trade blocks is going to be

seen, to the point where they are tightly closediartagonistic.

4.4.3 Structural Factors Underlying Growth Potdntia

“The growth potential of the economy (assuming| tullisation of the factors of
production) is determined by both the rate at wipabduction factors expand, as well
as the efficiency of utilisation (productivity) @dhese production factors” (ABSA,
2003:14). The key factors that lead to buildingvgio potential are productivity,

capital and labour and the predictions for thes®fa are now discussed.

With regard to capital financing and fixed capitafmation, expectations are that
because of The Government reducing its level fadisig and the gradual increases
in the level of gross domestic savings that theagee fixed capital formation to GDP

ratio is expected to increase over the forecasogeihus indicating that there is a
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good probability of achieving a reasonable rateainomic growth over the forecast

period.

In terms of labour, the market is still unbalaneéth a shortage of skilled labour and
an over supply of unskilled labour and will remamfor at least the short to medium
term. Here the expectation is that the supply dfesklabour will increase over time

at the same rate as it has been in the past.

Finally the analysis turns to the outlook for progvity. In the past labour
productivity results have been unsatisfactory, ewéen productivity increased as it
increased at the expense of employment opportanitie addition there has been a
movement toward more capital intensive processedalthe rise in unit labour costs,
which were mostly due to the factors that caused tmsatisfactory labour
productivity results, which has lead to declinirgpital productivity in the long-term.
However in terms of total productivity, the foretsaare that it will remain constant or

show slight improvement.

The detailed figures for the above statements enettonomy’s outlook for future
growth capacity are represented in Table 4.1. Thisimmation it can be said that
the structural factors necessary for economic dropdtential are starting to trend
toward the required levels necessary to add mometdueconomic growth in South

Africa .
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Table 4.1 Economic Growth and Determining Factors

1003 | 1907 20032007 10082017

| e Cons | Base | Opt | Cons | Base | Opt
Potential real GDP growth ¥ 21 1§ 21 28 34 13 28 43
Actual real GDP growth ¥ 13 2 19 28 33 13 23 43
Gross domestic saving %of GDP | 164 | 152 | 162 | 163 | 168 | 162 | 166 | 117
Foreign capttal flows %of GDP | 01 2 11 19 20 09 18 Al
Gross domestie fixed capital formation %Wof GDP | 131 | 164 | 175 | 178 | 179 | 174 | 182 | 189
Real frxed capital stock yihe 10 11 16 19 11 06 1] 19
Highly skilled labour'total employment ratio | % 45 | 175 | 193 | 193 | 193 | 21 | 12 | 2
Capital employed per worker ROOO | 1370 | 1781 | 1909 | 1888 | 1868 | 1974 | 1000 | 1830
Capitallabous afi’ yiyho 05 26 06 02 | -2 03 0 | L3
Output per worker ROOD | 702 | 854 | %7 | %8 | 969 | 1036 | 1041 | 1049
Ohutput labour fic ¥ 15 4l 09 10 1l 11 11 12
' Real capitel stock Tsbour foree
? Rea] GDP/lzbour foree

Source: ABSA (2003:14).

4.4.4 Economic Growth Components.

The measurement of economic performance here wase dessing demand
components, which means that a Keynesian approashutilised i.e. the simplified

Keynesian income function shown below (ABSA, 2063:1

Y=C+G+I1+(X-=-M)
Where:

Y = Gross domestic product

C = Final consumption expenditure by households

G = Final consumption expenditure by general gowenmt

| = Fixed capital formation (including inventorywstment)
M = Imports

X = Exports

The predictions for the individual components aneven in Table 4.2. Overall the
components point to positive economic growth far fibrecast period, as measured in
terms of the rate of growth in GDP. The rate ofl ggawth in GDP is displayed
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graphically in figure 4.1. Thus it can be seen tti South African Economy is
expected to grow at a rate that is slightly higihen that predicted for the developed
nations of the world, but at a stable rate thatharacteristic of a healthy emerging

market.

Figure 4.1 Real Gross Domestic Product.
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Source: ABSA (2003:17).

Table 4.2 Expenditure on Gross Domestic Product.

1992~ 1997- 2003-2007 2008-2017
1996 2002
Cons Base Opt Cons Base Opt
Final consumption expenditure by households | R billion 3284 3908 4472 454 6 4589 3077 5589 6083
o 42 26 21 282 33 14 27 41
614 63,2 63,7 63.6 63.1 64.3 63.6 62,2
Final consumption expenditure by general R billion 104.3 108.1 1263 1256 127.0 1445 1542 166.7
T ¥iy% -0.6 1.8 26 2,6 3.0 13 28 43
% of GDP 19.6 175 18.0 17.6 17,5 18.3 17.6 17.0
Gross domestic fized capital formation R billien 813 1011 1230 1271 1303 137.6 160.4 1855
Viy% 7.3 0.6 26 41 53 1.1 30 47
% of GDP 15.1 16.4 17.5 17.8 17.9 174 182 189
Change in invenfories R billien 5.1 33 38 6.8 94 -0.9 7.3 182
% of GDP 0.9 03 0.3 0.7 0.8 0.1 0.5 0.9
Gross domestic expenditure R billion 5214 600,4 696,5 710,2 T21.8 7851 8770 9748
vy 40 2,0 21 3.0 37 1.2 3 44
% of GDP 97,6 97,2 99,2 99,3 99,3 99,4 29,8 99,6
Exports of goods and services R billien 78.5 1124 1220 1264 131.0 132.6 157.0 191.1
Viy% 10,2 41 13 22 47 13 34 5.7
% of GDP 220 254 236 239 243 29 239 255
Imports of goods and services R billien 105.5 139.0 160.0 166,0 1713 175.9 2085 246.7
v 13,2 0.7 21 3.6 5.1 1.1 32 5.3
% of GDP 19.6 225 2238 232 235 223 237 251
Expenditure on gross domestic product R billion 481.6 551,5 624,2 6357 646,3 702,1 780,8 §70,1
viy% 2,8 24 19 2,8 35 13 238 43
Real GDP per capita Rand 12 942 13277 14015 14274 14 511 15648 17 403 19392
Viy% 0.9 0.8 13 21 28 14 30 45

Source: ABSA (2003:16).
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4.4.5 Balance of Payments.

There is a need in South Africa for trade policyfdous on enhancing international
competitiveness and on the expansion of the exgExtor, i.e. a move away from
demand-side interventions to supply-side measuesggded to lower cost per unit
produced. Thus based on the need for a changeliof focus and steps to increase
the level of Foreign Direct Investment (FDI), theeghictions for the forecast period
are: that the current account will average at acdedf 1.3% of GDP; net FDI is
expected to increase; the Rand will depreciatedch an exchange rate of about R15
to the US$1; and the level of exports is expectedhow a steady rate of growth of
about 10% year on year. Therefore the overall ptiedi for the next 15 years shows
a healthy and relatively stable balance of paymesitisation with the forecast
depreciation of the Rand adding to the competitagsrof exports and making imports
more expensive thus reducing the demand for imgayteds and services. In all the
forecast for the balance of payments adds cretjiliiti the prediction of economic
growth (ABSA, 2003:18-19).

4.4.6 Household Income and Expenditure

The predictions for the household section of thenemy are fairly constant with

little change expected over the forecast periocg @irrent situation of low savings
and a relatively high household debt is expectedotatinue, although it is believed
that households will be cautious in raising theirdls of debt after the returns to high
interest rates in 1998 and 2002. With regard totdlkeburden of households on their
disposable income, the burden is considered higim Viitle room left for any

increases and that there is a need for Governradwep the burden at relatively high

levels to generate much-needed revenue.

4.4.7 The Corporate Sector

The outlook for the corporate sector is that:

» Further increases in foreign trade relative to GIbéexpected.
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» Difficult adjustments still need to be made in soseetors in order to
compete head on with international competitors.

* The sensitivity to the international business cyuallécontinue.

» Businesses will move away from basing their contipetiess entirely on a
depreciating currency.

* Further reductions on the dependency on commodiyorts, with
expected increases in the level of exports of maotufed goods.

* Increases in the level of competition and the eoorie exposure to the
global market increases and more legislation ainad promoting
competition is implemented.

* Finally the economy will remain dependant on coap®rsaving as the

largest provider of investment capital.

Thus overall the corporate sector is expected tdribmite significantly to economic
growth and stability, with expectations for the teecforecasting stable rates of

increase in all aspects of the sector and reas kHtprofit after tax of about 4%.

4.4.8 Government Financing and Debt

The first aspect that will be analysed will be thelook for Government financing
followed by the outlook for Government debt. Innter of its financing the South
African Government has made significant progressdavg the ‘debt trap’ that it was
heading for and through its commitment to fiscakgline has managed to reduce the
level of debt, keeping the deficit below 3% of GDOe forecast scenario is that the
Government has reduced the level of debt as fat @sable to given the current
conditions and the need to increase the level nficeedelivery and further develop
the infrastructure within the country. It is expatthat the Government will focus on
maintaining the level of fiscal discipline that Hasen achieved, keeping the deficit
below the 3% of GDP level, but that funds will beed to boost service delivery and

expand infrastructure rather than reducing debt.
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Figure 4.2 General Government Deficit (% of GDP).
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An additional impact of the reduction in Governmdabt has been that the level of
real interest rates has been able to fall frorhigh levels and that the effectiveness of
monetary policy in controlling inflation has incs=al. Thus the outlook in terms of
Government Financing is that the level of debt gem@entage of GDP will continue

to decrease (Figure 4.2) as the increased servelred/ and infrastructure

expenditure contribute to economic growth providauglitional revenue. In line with

the lower levels of debt, the component of cureqtenditure for interest payments is
also expected to show further reductions (Figu8),4and the level of Government
dissaving is also expected to decline to less f®anConsequently the disruptions to
the economy caused by the Government financingha gast are expected to

disappear indicating a greater level of econonabilty.
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Figure 4.3 Government Interest Payments (% of Current Exjpere)
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Many of the world’s developing countries sufferrfrdigh levels of government debt
and South Africa is one of them. However in thesaaisSouth Africa the Government
is making a concerted effort to reduce the levebof’ernment debt, which peaked in
1999 at above 50% (ABSA, 2003:26). The Governmeastdeen some success in its
efforts to reduce the levels of debt, having pulliee level of debt back below the
50% of GDP level. The forecasts for the next 15yeshow that the level of success
in reigning in the debt will continue. This will bassisted by the proceeds of
privatisation, although at a more modest pace,a@msbe seen in figure 4.4 which
shows the debt as a percentage of GDP and in fig&avhich shows the interest
payments on Government debt as a percentage oéntuexpenditure. Thus the
improvements made and expected in the Governmdsitleeel indicate movement
towards healthier economic conditions with an iasee in the level of economic

stability.

8C



Figure 4.4 Government Debt as a Percentage of GDP
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4.4.9 The Monetary Sector.

In respect of the monetary sector, the areas afsfodll be the rate of inflation, the
long-term Government bond yield, the real primeriest rate and the exchange rate.
These areas were selected because they have ficaigninfluence over the rest of
the market and the economy in general. The rateflation is the first point of focus

because it has significant influence over the ather

Figure 4.5 The CPIX Inflation Rate.
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The inflation rate has been showing a downwarddirever the last twenty years,
which gained momentum with the political changethe 1990s with further gains
being made with the adoption of the inflation tdimge framework in 1998. Thus the
economy is found in the position where single digitation has been the norm and
the indications are that the target level of inflat of between 3% to 6% will be
maintained throughout the forecast period (figurb).4Therefore indicating that
inflationary pressures will not be a major concduming the forecast period, which
adds to the level of economic stability.

Therefore using the expected level of inflationtlas starting point, the real prime
interest rate and the real long-term Governmentdlyaeld can be forecast. The prime
interest rate is expected to average at about 12%86 the forecast period, which
equates to a real prime interest rate of about%,asith a slight downward trend
over the forecast period (Figure 4.6). The expeptane rate level is the lowest yet
to be reached and means that borrowing for capipénditure will be cheaper than

before, which should add momentum to the levelcohemic growth.

Figure 4.6 The Real Prime Interest Rate.
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The yield on long-term Government bonds, when fidiahas been accounted for is
expected to remain around the 4% level. Thus itidigathat the return on the

financial markets’ lowest risk asset (Figure 4.l @ahat real returns in excess of 4%
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are expected from the other classes of financisétas But the most notable is the
fairly stable level of the expected yield whichimlicative of a stable market and

implies a higher level of stability for the economygeneral.

Figure 4.7. The Real Long-term Government Bond Yield
% -
1|: -

: il |_|IJ
-2 1 = —— CptimisHc
conssryathe
= aSpme
_4 -
-E T L] T T L] L] T
B2 =Tl 52 57 oz o7 12 P

Source: ABSA (2003:33)

Finally our attention is turned to the $/R exchargfe, which has been depreciating
and is expected to continue doing so for the faepariod, although at a slower rate.
The expected depreciation of the Rand is ‘good heas implies added
competitiveness of South African exports and ineegapressure on imports as they
become more expensive. Thus the forecast indicat@sinued economic growth
through increased exports and also indicates aedserin the rate of depreciation of

the domestic currency, which will contribute to gead stability in the economy.

Thus the predictions for the monetary sector of ébenomy add to the evidence
pointing towards greater stability in the economygeneral and to the potential for
further economic growth in the South African econoithe final sector of focus will

be the banking sector because of the role th#ayspwvithin the economy.

83



4.4.10 The Banking Sector

The significance of the banking sector is highleghby the fact that in 2002, the total
assets of the banks amounted to over 100% of GIBSM 2003:34). The banking
sector also plays the vital role of intermediatingtween those that have excess
financial resources and those that are short, itreen be said that the banking sector

channels financial resources to where they candst affectively utilised.

The expectations are that consolidation within ¢ketor will continue, resulting in
greater competition within the market as the baarksfaced with fewer opportunities
to grow through mergers and acquisition and wilfdreed to lower their margins in
order to attract a greater proportion of the limhigavings. Which can be seen through
the convergence in the prime interest rate andRtBBO rate. Legislation and market
forces are also forcing the banking sector to weninto the lower income markets in
order to raise their deposit levels. Thus the Baglsector is expected to add to the
level of savings through their entry into the pomsly ‘unbanked’ markets and to
further increase the efficiency of the financialstgm through technological

developments such as the National Payments Sy$Stexa)(

In general, the expectations are for a stable owet level of growth in banking
assets, which is indicative of a stable financedtsr and the broader economy. The
stability can be seen in figure 4.8, shows the ginowte in mortgage advances, a key

economic indicator.

Figure 4.8 The Banking Sector Mortgage Advances Growth Rate
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4.4.11 The Labour Market

The labour market is considered briefly, as thexakinterest is the unemployment
rate forecast and not the reasons for the levahemployment as such. The debate is
still continuing as to whether or not the labourrked is too rigid, with the unions

arguing that it is not, whilst business taking W@w that it is, with no end in sight.

Turning to the broad outlook for the market, expgohs are that the level of

unemployment will move downward coupled with anréase in the level of

productivity in the long-term. It must be noted tewmer, that part of the decrease in
the level of unemployment is due to the predictioat the total population will start

to decrease, with the HIV/aids pandemic being ittedyl culprit (ABSA, 2003:30).

4.4.12 Conclusion

The outlook for the South African Economy in gehesapositive with all forecast

scenarios showing expected improvement in econaanclitions and performance.
Thus the base outlook for the economy adds wewmltité notion that the Actuaries’
Capitalisation Rate needs to be updated, which rhesomore evident after the
examination of the conditions present at the tiimat the capitalisation rate was

formulated.

4.5 Implications for the Actuaries’ Capitalisation Rate.

4.5.1 Introduction

Having examined the trends present in the economychapter three and the
expectations of both the Government and the prigatgor in the first part of this
chapter, the discussion now turns its attentioth&r implications for the Actuaries’
Capitalisation Rate. However, first the discussimeds to examine the economic
conditions that were present at the time when treent Actuaries’ Capitalisation

rate was generated.
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4.5.2 Conditions Present at Actuaries’ CapitalssatRate Calculation

The Actuaries’ Capitalisation Rate was calculatadie basis of future expectations

present in 1985 where the South African Economgdabe following conditions:

» Apartheid was still in full force; therefore the cmomy was facing
international isolation and sanctions which hadgaicant negative impact
on economic performance.

» The rate of inflation was significantly higher thtne rate of growth of GDP.

* Thus partly due to the high level of inflation, therest rate level was in
double digits, making investment expensive.

* In addition the real rate of return for bonds wegative due to the high

inflation level.

Thus overall it can be seen that there was a tagél lof instability at the time the
capitalisation rate was calculated, thus the newdaf larger amount to be paid
initially.

4.5.3 The Overall Trend in Financial InstrumentliRes.

The analysis in chapter three has shown that tleeatiirend has been toward lower
but more stable real rates of return. The trendsoith the Money Market and Bond
Market are clearly showing the real rate of restabilising around the 4% level, with

lower levels of volatility in both markets. The Hiyumarket does not provide as clear
a picture of returns stabilising at the 4% levehimy due to factors such as the
increased level of risk associated with these sasdet dual listings of many of the top
equity shares and the resultant impact of fluctunatiin the exchange rate. However
when the analysis was changed to focus on theofageowth of the South African

Equity Market, there was clear evidence that thee naas slowing down and

indicating an increased level of stability in thanket. The derivatives market whilst
being an important financial market, was not aredyisecause by its nature, it would

simply replicate the trends in the underlying assatkets.
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Thus the trends in the financial instrument marlai¢sirly show that the economic
conditions present in the South African Economyehaignificantly changed from

those that were present in the 1980s and early sl98@icating greater levels of
stability and real return rates relatively stabieuad the 4% mark. Therefore with the
historical real rates of return pointing to incredstability, is the stability expected to

continue.

4.5.4 The South African Economic Outlook

The first part of this chapter provided a detaileatlook for the South African
Economy, where the expectations of both the privatel public sector were
examined. The result of which clearly points to@sted further improvements in the
South African Economy. The Government plans on eased investment on
infrastructure and service delivery, while at tlaene time maintaining the gains that
have been made in terms of reducing the debt buaddmmaintaining fiscal discipline
in order to keep the annual deficit within the 3#G®P limit that it has set for itself.
Thus the plans put forward by the Government irtdi¢hat its actions over the next

15 years, should if anything add to the currentll@f stability.

The private sector long-term expectations for that® African Economy add support
to those of the Government, overall forecastingitioued gradual improvement in
economic conditions and indicators over the forepasiod. Specifically the Base
scenario forecasts consistently indicate that thieeat level of stability is expected to

continue for the entire forecast period.
Thus the forecasts for the South African Econonyybdith the public and the private

sectors indicated that the trends that appearethén analysis of the financial

instruments’ real rates of return can be expedenbntinue.

87



4.5.5 Conclusion

Thus it can be clearly seen that the economic tiemdi have changed significantly
since the Actuaries’ Capitalisation Rate was gdedran 1985 with the trends in real
rates of return plainly showing that conditions é@hanged. In addition the forecasts
for the economy also indicate the changed conditiand the expectation that the
current conditions are expected to persist. Theeatocan be stated with confidence
that conditions have changed and that the Actua@iapitalisation Rate needs to be

adjusted to take the current conditions into actoun

4.6 Recommendations

Having examined the theoretical basis for the gaiar of capitalisation rates, which
strongly pointed to current conditions and expémtst of the future being the main
inputs in the formulation of the capitalisation erathere is a clear need for a
systematic approach to the generation of capitaisaates to be implemented. This
systematic approach to capitalisation rate germratieeds to go beyond simply
building a model that generates a capitalisatio® aad put in place mechanisms that
can identify when economic conditions have sigaifity changed and thus require a
reformulation of the rate. That is, the aim mustdensure that the capitalisation rate

is always appropriate given the level of returrt thaequired of the damages award.

Thus there needs to be a concerted effort to erthateall components used in the
generation of the Actuaries’ Capitalisation Ratdytrreflect the conditions present

and expected in the economy.

With respect to the total damages award, havingtalisation rate that is truly
reflective of economic conditions is not enoughitsnown. There is also a need to
ensure that the amount that the capitalisationisaggplied to is a true reflection of

lost future income and resultant future expenseat 15, it must also be ensured that
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the inputs into the calculation of the amount to discounted, such as the Life

Tables® are up-to-date.

In addition to ensuring that the various componeiitthe process are relevant given
current and expected conditions, there is alsoea fer research into the impact that
the individual’'s socio-economic background shoultVéh on their expected future
income and whether or not the socio-economic backgt should also play a part in
the determination of the capitalisation rate threttudd be applied in each individual's
case. This is because the level of education, atdndf living, etc should have a
significant impact on the level of wealth that amdividual would be able to

accumulate over the course of their life.

Thus based on the findings of this thesis theemisirgent need for more resources to
be devoted to further research in order to endwaethe damages awarded are fair to

all parties and truly reflective, in economic termokthe loss that has been incurred.

4.7 Conclusion

The Government wants and is attempting to buildable economy with a healthy
level of economic growth and employment creationthVihflation and the level of
Government debt under control the focus of futukcy will be to maintain the level
of control over these two factors while puttingviard a concerted effort towards

fostering employment creation and increased sedatigery.

From the examination of the outlook for the Soufincan Economy, it can be seen
that the stage is set for the achievement of thee@onent’s objectives. Thus the
prediction prepared by the private sector add weighthe Government’s plans, with
the forecasts of economic growth, acceptable ioflaand an increased level of

stability in the macro economy.

13 Life Tables are used to determine expected durafitine individual's life and therefore the
expected future income of the individual, giveniitlage and race.
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Thus the forecast for the next 20 years add weighthe proposition the South
African Economy has significantly changed and ttte¢ changed conditions are
expected to prevail and improve. Therefore withaclevidence that the economic
conditions have changed the next step in the psot®so determine what the

implications of the changes are for the Actuar(@spitalisation Rate.

Thus based on the results of the thesis showing ébanomic conditions have
changed significantly since the generation of theremt Actuaries’ Capitalisation
Rate there is a clear need for the rate to beead\iis order to account for the change
in conditions and a concerted effort needs to béema ensure that the final damages

award is just and truly reflective of the loss suéd.
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CHAPTER FIVE

CONCLUSION

The objectives of this study were to firstly examirthe current Actuaries’
Capitalisation Rate with respect to its componéatdetermine if the current rate is
valid in today’s social and economic climate preéseithin South Africa. Secondly to
propose recommendations as to how to proceed ginveresult of the examination of
the current Actuaries’ Capitalisation Rate, whéreré were strong initial indications

that an overhaul was required.

Basically the analysis was conduced in three stéssly a literature survey of the

relevant economic and legal theory, followed byemd analysis of what had actually
occurred within the South African Economy and fipghn examination and summary
of the expectations for the South African economagrahe next 10 to 15 years and

the impact of these expectations on the Actua@egitalisation Rate.

With regard to the first step in the process, ditb@rwas firstly turned to defining the
Actuaries’ Capitalisation Rate and describing tlavlof Damages and how the two
are related through the awarding of damages bydhets. This was followed by an
extensive examination of the economic theory thdtdynesian Expectations because
of the heavy reliance of the capitalisation ratetlois branch of economic theory.
Thus with an understanding of how Keynesian Expiecta are formulated and a
knowledge of the strengths and weaknesses of teeryth together with an
understanding of the Actuaries’ Capitalisation R#te point was reached where the
process of generating the actual economic forecamitd be examined. Thus one
could now see the influence that economic forechatee on the present and the
resultant implications for the capitalisation raddter which the discussion turned to

Government policy and the factors that influence it
Within the context of Government policy speciakatton was paid to firstly, to the

Government’'s macroeconomic policy, the Growth Emplent and Redistribution

policy (GEAR), which was not as successful as ptahbut did make great progress
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in improving domestic economic conditions. ThenWBEAR not performing as well
as expected it was determined that the policy latkegs far as could be expected
given the microeconomic conditions within the eaoyo Therefore, the Government
introduced the Micro Economic Reform Strategy (MERSmed at improving
conditions at the microeconomic level and addingh® increases in credibility and
public confidence levels that it had achieved with GEAR policy. Essentially the
MERS was the next logical step in the process fofrmeng and developing the South
African Economy. Finally the focus shifted to thev@rnment's Monetary Policy,
where the focus was specifically on the adoptioim@i&tion Targeting as the leading
policy objective because of the success that han lehieved in significantly
lowering the rate of inflation and the resultantplivations for the Actuaries’

Capitalisation Rate.

Thus the point was reached where the Capitalis&ae has been described and the
role that it plays in the awarding of damages ctainy the courts explained, an
introductory understanding of how Keynesian forésagre compiled had been
accomplished. Now it can be clearly understood fihr@casts are an indication of the
future and that there is no guarantee that whébriscast will come to pass, even
though the development of Economic forecastingregypessing at a rapid pace and
forecasts are becoming more accurate. With regpe@bvernment economic policy,
the aims, objective and results have been discdsseda broad perspective, giving a

clearer picture of what to expect from the Govemtire the future.

Therefore equipped with this understanding of tieotetical aspects that the analysis
was based upon and the role that the governmenfplaged, the analysis could
proceeded on to establishing the trends that haearged in the different financial
instruments to determine if there had in fact besignificant change in the economic

conditions present within the South African Economy

Thus the second stage of the analysis is enterbdrewattention is turned to the
performance of the financial markets within Soutiica in order to determine what
changes had occurred in the rates of return ivaneus financial markets. The three
leading markets, the Bond Market, the Money Madwd the Equity Market where

thus examined.
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The examination of the Long-term Debt Market haswsh that the changes in
Macroeconomic Policy, as well as the political awtial change, has resulted in a
market that is very different to the one that eedspre1994, with there being less
extreme fluctuations in the returns that are exqubeind that the market is far more
able to weather exogenous shocks such as the Asgiancial Crisis in 1997 and the
sudden devaluation of the exchange rate of the Ra8601/2002 than it was able to
do in the past, returning to normal far more rapidlherefore given that long-term
bonds and damages awards are similar in their idarathe periodic payments and
risk, it should be expected that they would fagrilar rates of real return, thus the
Actuaries’ Capitalisation Rate should be the sameraat least similar to the real rate

of return on long-term bonds.

The analysis of the trends in the rates of retumnthe selected instruments in the
South African Money Market indicated that there Ibaen a significant change in
market conditions. Therefore the analysis of theneyomarket adds to the evidence
from the analysis of the Bond Market that there haen a significant change in

conditions.

The analysis of the South African Equity Market eddveight to the proposition that
the South African Economy has become more staldepaedictable, where a higher
capitalisation rate would provide a present vahat ts a better reflection of the value

of lost future income and resultant future expenses

The final sector of the Financial Markets that thesis turned its attention to was the
South African Derivatives Market. However, it wasasoned from the uses of
derivatives, that the derivatives market would pivide clear information as to the
stability of the markets and thus the economy, dn#gs show to some extent that
different participants within the economy have eliféint expectations as to what will
happen. Therefore the derivatives sector of thanimal markets does not add or
distract form the proposition that there is an éased level of stability in the South
African Economy. But the sector does provide prawt individual expectations

differ by its very existence and adds weight to Kes/ supposition of the

precariousness of the basis.
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Thus the analysis of the trends in the rates dfretarns in the financial markets has
shown that both the Bond Market and the Money Mapkevide strong evidence that
conditions have changed significantly since the0l€8The results from the analysis
of the Equity Market however did not provide asaclan indication that there has
been a significant increase in stability since1B80’s when using the same means of
analysis as for the previous two markets. Yet when analysis was changed to
examine the rate of growth of the equity markegré¢hwas clear evidence that the
market had been growing at a fair rate, with ancettbn that in recent times the rate
of growth had appeared to be levelling off at @ rdtat could be expected from a
market exhibiting greater stability. The last o€ thinancial sectors, the Derivative
Market, due to its nature was not a viable soufe@vmence as previously explained.
Therefore the analysis of the financial marketsviged evidence of significant
change in the market conditions, indicating tha gonditions in the Economy in
general have changed leading the analysis to timt wbere the expected conditions
for the Economy in the future need to be analysearder to determine if the current
trends within the markets can be expected to coetimdicating that the recalculated
capitalisation rate will be an acceptable basigdfscounting awards over the next ten
to fifteen year period.

Therefore having examined the trends in the ratagtarn in the financial markets
and finding conclusive evidence that there havenbsgnificant changes in the
conditions present in the South African economydbeond stage of the analysis is
complete. So attention is turned to the third stalgéhe analysis, that of the future

expectations for the South African economy.

With regard to the actions of the Government in thwre, the impact on the
economy can be considered as being beneficial, théhGovernment’s actions only
adding to the economy in terms of both growth arehtgr stability. The next step in

the process is therefore to examine the generaloacic conditions expected.
Overall the predictions are that the economy walhtnue to improve over the next

ten to fifteen years, with there being room foragee improvement if the negative

influences are aggressively addressed. Therefdteimprovements in the economy
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as a whole being widely expected attention canuseet to those areas of the
economy that will have significant influence oveakrates of return. The outlook for
the South African Economy in general is positiveahwall the forecast scenarios
predicting improvement in economic conditions areffgrmance. Therefore the
outlook for the economy added weight to the notlmat the Actuaries’ Capitalisation
Rate needs to be updated, which became more ewdientthe examination of the

conditions present at the time that the capitatisatate was formulated.

It can be clearly seen that the economic conditlmage changed significantly since
the Actuaries’ Capitalisation Rate was generatetio8b with the trends in real rates
of return clearly showing that conditions have deth In addition the forecasts for
the economy also indicate the changed conditiodstlza expectation that the current
conditions are expected to persist. Therefore it lba stated with confidence that
conditions have changed and that the Actuaries’it@legation Rate needs to be

adjusted to take the current conditions into actoun

The Government intends to and is attempting todbaitable economy with a healthy
level of economic growth and employment creationflation and the level of
Government debt is under control and the focusutifré policy will be to maintain
the level of control over these two factors whiléting forward a concerted effort
towards fostering employment creation and increasexvice delivery. From the
examination of the outlook, it can be seen thatstige is set for the achievement of
the Government’s objectives. Therefore the presiicprepared by the private sector
added weight to the Government's plans, with theedasts of economic growth,

acceptable inflation and an increased level ofikgin the macro economy.

Thus the forecast for the next 20 years adds weagthe proposition that the South
African Economy has significantly changed and ttte¢g changed conditions are
expected to prevail and improve. Therefore withaclevidence that the economic
conditions have changed the next step in the psot®so determine what the

implications of the changes are for the Actuar{@apitalisation Rate.
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Therefore the thesis provides clear evidence thain@mic conditions have
significantly changed since the current Actuari€apitalisation rate was calculated,

meaning that the current capitalisation rate isonger valid.

Thus the main recommendation of this study is thatCourts should cease making
use of the current Actuaries’ capitalisation rat¢hie awarding of damages claims and
urgent steps need to be taken to recalculate a@atigption rate that is valid for the
new South Africa.
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APPENDICIES

A-1 The Holding Period Return (Faure, 2004b)

The following is an extract from “Getting to Gripsth Portfolio Management”:

Holding period return (realised rate of return)
Investments can delivéwo types of returandone type of loss

* Returns: capital gain + cash flow (dividends)
» Loss: capital loss

The holding period return (HPR) is the actual netachieved at the end of the
investment period, ie the security was sold, césiv fvas received, and the
money is in the bank. The HPR on an investment bbeayritten as follows:

HPR =(R-R/PR)+(CF/R)
=[(P.-PR)+CF]/R

where

Po = price of investment at start of period

Py = price of investment at end of period

CF = dividends andinterest (cash flow) received during the

investment period (we assume the end of the péoiothe sake
of simplicity)

Example (B= R55; P, = R65; CF = R5):

HPR = [(R65 — R55) + R5]/ R55
= (R10 + R5) / R55
= 0.2727
= 27.27%

Note that the percentage number was not followegdryyannum This was
because the holding period return realised is soessarily over a year. In the
case of the annualised HPR, the formula is:

Annualised HPR = (1 +HPR)-1
where n = number of years or fractions of yearsholding
period
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Example 1 (HPR on shares over 5 years = 425%):
Annualised HPR =(1+4.2%)-1

= 0.39326

= 39.33% pa
Example 2 (HPR on shares over 4 months = 4.50%):
Annualised HPR = (1 +0.04%}2-1

= (1.045Y-1

=0.1412

=14.12% pa
Example 3 (HPR on shares over 60 days = 2.50%):
Annualised HPR = (1 + 0.02%§93%%)_1

= (1.0255%833_ 1

=0.1621
=16.21% pa

The term “1 + HPR” is termed the “return relativéhis is equal to:
Return relative = (CF +P/ Py
Using the earlier example {B R55; R= R65; CF = R5):

Return relative = (R5 + R65) / R55
=1.2727

The annualised HPR can thus be written as:
Annualised HPR = (1 + return relativ8)-1
The annualised HPR is a useful measure for thailedion of annual rates of

return from investments that are held for long @ési in order that
comparisons may be made over a common time peaigddr).
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A- 2 The Flaw with the Arithmetic Mean (Faure, 2004Db).

The following extract from “Getting to Grips withoRfolio Management” is part of
the section on historical rates of return and mlesian explanation with examples of

the problem that can arise when using the mathealathean to calculate the
historical rate of return.

The historical rate of return is also a HPRr@alised rate of retur)) but here
we deal with averages (or summary of returns) extended periods. Thus,
the annual rates of return are “given” for a perbdgears and we calculate the
average rate of return for the period. There aertveasures of historical rate
or return:

« Arithmetic mean (R)
e Geometric mean (§

The reason there are these two measures is becattse former

measure can be misleading in measuring the averageturn on

investments. This will become clearer later. Exampls are used
here to demonstrate the calculation of the two meases:**

SHARE PRICES OF AND DIVIDENDS PAID BY GREAT COMPANY LIMITED

Year Clos_ing share Divid(_ands Annua_l HPR Annual Retu_rn
price (R) paid (decimal) HPR (%) relative

1998 13.47,

1999 19.22 0.12 0.43p 43|16 1.486

2000 23.22 0.13 0.216 215 1.215

2002 32.88 0.14 0.42p 422 1.4p2

2003 34.35 0.14 0.04p 4.90 1.049

Thearithmetic mearis calculated according to the formula:
Ra =X HPR/n

In words, the arithmetic mean is the sum of theuahiHPRs divided by the
number of periods. Using the numbers from the table

Ra =X HPR/n
=(43.6 +21.5+422+49)/4
= 28.05% pa

Thegeometric mears calculated according to the formula:

14 Example adapted from Reilly, FK and Norton, EA (200p. 30 — 33).
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Re = [M (return relativesf{"— 1

In words, the geometric mean is tHeroot of the productl{) of the return
relatives for n years. Using the numbers from #ixbet

Res = [M (return relativesf{"— 1
[(1.436)(1.215)(1.422)(1.048§] - 1
[(2.6026§" — 1]

=0.2701

=27.01%

When compared to theaRt will be noted that it differs. The Ris a good
measure over a single period, but it is often irexrin measuring a security’s
average performance over a long period. In ordemahstrate this, we need a
ridiculous example:

SHARE PRICES OF AND DIVIDENDS PAID BY GREAT COMPANY
LIMITED
Start End value Annual Annual HPR Return
Year value (R) (R) HPR (%) relative
(decimal)
1 10 20 1.00 100.00 2.00
2 20 10 0.50 -50.00 0.50

Ra =X HPR/n
= [(100.00) + (-50.00)]/2
=50.00/2
= 25.0% pa

Re = [M (return relativesf{"— 1
[(2.00)(0.50)}% - 1
[(1)*°-1]

1-1

0.00% pa

There was no increase in the value of the investmehich is measured
incorrectly by the R and correctly by the & It should be apparent that when
rate of return are the same for each year of thestment, R = Rs, and when
they differ for each year, thegRwill always be lower than the R Volatility
affects the difference, i.e. there ip@sitive relationship between volatility and

the differential
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