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Southern Africa’s credit outlook: Will the
demographic dynamics become a growth
dividend or social and fiscal burden?

Southern Africa’s middle-income countries will continue to miss out on the
demographic opportunity of having above-average numbers of people of working
age unless their governments better tackle unemployment, social inequalities, and
high HIV rates. The countries’ credit outlooks are at risk from the faltering growth,
sharpening social tensions and growing fiscal pressures which demographics, in
the absence of the right policy mix, have accentuated for several years.

Make-or-break demographics are most acute in South Africa, the economic lynchpin
of the region on whose fortunes Eswatini, Lesotho and, to a lesser degree,
Botswana and Namibia depend.

The economy of South Africa has underperformed other emerging markets for years, with
low employment, at 40-45% of the working-age population, being a permanent feature.
Growth fell below 2% a year after the global financial crisis, while the economy contracted
by almost 7% in 2020 due to the Covid-19 pandemic. Low growth has contributed to rising
public debt over the past decade, now at 77% of GDP, up from 27% in 2008 according to
the IMF. Real GDP growth has also fallen below population growth since the middle of the
last decade, leading to declines in people’s real living standards and a widening wealth
gap with high-income countries, in contrast with the experience of China and India.

We have examined growth drivers and the prospects for South Africa for the period 1995-
2045 with a focus on the demographic context. The first, “no policy progress”, scenario
assumes flat labour productivity growth, similar to the average outcome in 2010-2020. The
employment rate gradually recovers from the Covid-19 shock, but just to pre-crisis levels.
In this case, average annual potential real GDP growth would slow to 1% in the long term,
with adverse consequences for growth, social stability, and public finances.

The second scenario assumes annual average productivity growth of about 0.5% as the
government undertakes policies to make labour and product markets more effective and to
strengthen human capital. Such measures lift long-term growth potential toward 2-3% a
year, easing pressure on public finances. Growth becomes more inclusive, with the
employment rate rising slowly from about 45% in 2015 to 55% in 2045, providing some
measure of a demographic dividend for South Africa and its neighbours.

Evaluating the impact of demographics will be a critical component of Scope’s credit
assessments of the countries in the region.

Figure 1: Working-age population in southern Africa, sub-Saharan Africa (SSA)
and globally (as a share of the total population)

e \ Ol s SSA

Southern Africa
70

66

62

58

54

50

1950 1965 1980 1995 2010 2025 2040

Source: UN, Scope Ratings GmbH

N
S COPE Scope
o Ratings

Analysts

Dr. Zuzana Schwidrowski
+49 69 6677389 48
z.schwidrowski@scoperatings.com

Giulia Branz

+49 696677389 43
g.branz@scoperatings.com
Team leader

Dr. Giacomo Barisone

+49 69 6677389 22
g.barisone@scoperatings.com
Media

Matthew Curtin
+49 30 27891 147
m.curtin@scopegroup.com

Related Research

Governments, creditors need
DSSI+ debt relief framework to
tackle Africa’s solvency crisis

November 2020

Sustainable long-term growth in
advanced economies: the
demographic challenge

September 2020

Scope Ratings GmbH

Neue Mainzer Stralle 66-68
D-60311 Frankfurt am Main

Phone +4969 66 77 389 0

Headquarters

Lennéstralte 5
10785 Berlin

Phone +49 30278910
Fax +49 30 27891 100

info@scoperatings.com
www.scoperatings.com

iny

Bloomberg: RESP SCOP

14 April 2021

111


mailto:z.schwidrowski@scoperatings.com
mailto:g.branz@scoperatings.com
mailto:g.barisone@scoperatings.com
mailto:m.curtin@scopegroup.com
https://www.scoperatings.com/#!search/research/detail/165626EN
https://www.scoperatings.com/#!search/research/detail/165626EN
https://www.scoperatings.com/#!search/research/detail/165626EN
https://www.scoperatings.com/ScopeRatingsApi/api/downloadstudy?id=b1206029-8c5a-4183-a95f-837ca06a86a8
https://www.scoperatings.com/ScopeRatingsApi/api/downloadstudy?id=b1206029-8c5a-4183-a95f-837ca06a86a8
https://www.scoperatings.com/ScopeRatingsApi/api/downloadstudy?id=b1206029-8c5a-4183-a95f-837ca06a86a8
mailto:info@scoperatings.com
https://www.scoperatings.com/
https://www.linkedin.com/company/scopegroup
https://twitter.com/ScopeGroup_

Southern Africa’s credit outlook: Will the demographic
SCOPE | dynamics become a growth dividend or social and fiscal

burden?

Southern Africa misses out on demographic opportunity

Botswana, Eswatini, Lesotho, Namibia, and South Africa -- southern Africa’s middle-
income countries — are relatively mature in demographic terms in contrast with the rest of
sub-Saharan Africa which is mostly in early stages of the demographic transition.

The five countries have a high and rising share of the working age population in total
populations (Figure 1, cover page). The share of young persons in the working-age
population is declining. As the average age of the working-age segment increases, its
members tend to save and invest more, which should support economic growth.

However, since the global financial crisis in 2008 and 2009 when economic growth in the
region slowed sharply, these southern African countries have missed opportunities
presented by their favourable demographics. The economies have instead recorded
some of the world’s highest rates of unemployment, inequality, and HIV infection.
Achieving inclusive growth without structural transformation has proven elusive in the
context of their dual economies - a relatively small productive formal sector but a large
and mostly subsistence informal sector — whose productivity is dampened by HIV.

Sluggish growth in South Africa, the region’s largest economy, has contributed to the
government’s rising indebtedness and declining living standards, with spill-over effects
for the rest of the region. The country’s inefficient labour markets and poor productivity
have contributed to declines in economic growth during the past 10 years. South Africa’s
growing population and low employment rate, the latter at around 44% of people of
working age in 2015-19, suggest the country faces rising joblessness, escalating social
tensions and greater fiscal pressures — without much needed policy reforms.

Reaping the demographic dividend requires supportive policies, both on the labour
demand side (job creation, reducing barriers to entrepreneurship) and on the labour
supply end (investment in health, education, training). Deepening and broadening
financial markets to make them more conducive to higher savings and investment are
also important. On the social policy front, investment in family planning and promoting
equality through employment and basic services are needed. However, the inequality of
income and opportunity, in South Africa along ethnic lines, complicates the gathering of
support for needed structural reforms. A priority is making quality public education
available to all, irrespective of socio-economic backgrounds.

Africa’s demographics diverge; why Southern Africa stands out

In 2018, 42 out of 50 countries with the lowest life expectancies in the world were in Africa.
In many of these countries, high mortality and fertility rates mean that the share of the
working-age population is still low. At the same time, with sustained high fertility rates and
still elevated, but falling, mortality rates, Africa’s total population is growing rapidly.

The United Nation projects that the continent’s population growth will account for more than
half of global population growth between 2020 and 2050. By 2050, an estimated one out of
every four people in the world will live in Africa, up from one out of six as of 2015 (Figure 2,
next page). A key question is whether these demographic trends will fuel economic growth
or instead become a social and fiscal burden.
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Figure 2: World population and its composition (millions of people)
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In contrast with much of sub-Saharan Africa, southern Africa finds itself already at a more
mature stage of its demographic transition, marked by i) a slower population growth, ii) an
ageing population, and iii) a higher ratio of people of working age relative to the non-
working age population (Figures 3 and 4 and Annex I).

These trends present the potential for the “demographic dividend” in that economic growth
spurred by the increased size of the labour force depends primarily on i) the age pyramid
of the overall population, and in particular on the share and composition of the working-
age population, and ii) supportive government policies.

The shape of the age pyramid is critical as savings tend to be high during adults’ working
lives. In addition, as the age pyramid evolves, countries typically refocus their investments
from childcare and schools to infrastructure, technology, and productive capital, which are
more directly growth enhancing. While aging is often linked with reduced savings,
extended longevity and later retirement create incentives to save longer.

However, capturing the demographic dividend also relies on governments adopting the
facilitative policies, both to foster demand for employment through job creation and reduce
barriers to entrepreneurship and to properly equip the workforce through investment in
health, education, and training. Developing financial markets conducive to savings and
investment is as well important. So is investment in family planning and promoting equality
through employment and basic services.

Figure 3: Youth in total population in SSA regions, % Figure 4: People aged 60+ in the total population in SSA

regions, %
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Source: UN, Scope Ratings GmbH. Note: Youth is defined as population aged 15 — 24.
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High unemployment stymies demographic benefits

Southern Africa’s longer-term economic prospects depend largely upon policy makers
belatedly seizing the demographic opportunities of a youthful population and declining
fertility rates. They have largely missed them so far. Unemployment, particularly among
the young, is among the highest in the world (Figure 5). High joblessness is also a feature
of staggering levels of poverty, inequality in income and opportunity, and HIV (Figure 6).
In Eswatini and Lesotho, more than 30% of the population lack access to drinking water,
raising their vulnerabilities to disease particularly amid the Covid-19 pandemic.

Figure 5. Unemployment in southern Africa: Regional and Global Comparisons
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Source: International Labour Office database, Scope Ratings GmbH

These disturbing social outcomes constitute major obstacles to higher and more inclusive
growth that could turn the situation around. For example, one of the consequences of high
youth and total unemployment and elevated inequality is that (i) young people become
economically independent later in life - after the age of 30 - than in other emerging market
economies, and (ii) the consumption of older cohort (those aged 60+) falls rapidly as they
retire. The public sector has been acting as the employer of the last resort. Public sector
employment in South Africa rose to 2.7m in 2014 from 2.2m in 2008 at high cost to the
budget and without clear improvements in public-sector spending effectiveness.

The low incomes of the young (15 — 24) and the 60+ age groups imply weakened
domestic demand. High inequality necessitates social transfers at the expense of human
and physical capital investment that the region needs to accelerate growth. Widespread
poverty and youth unemployment, alongside income and opportunity inequalities, make
southern Africa susceptible to social and political upheavals.
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Figure 6: Inequality and HIV prevalence in southern Africa: global comparisons
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Another trend, which has inhibited southern Africa’s capacity to tap its full demographic
potential has been the so called “reverse transition”: rising mortality rates among the
working age population mostly due to a high HIV/AIDS prevalence.

Death rates have fallen with the expanded availability of antiretroviral therapies, but the
prevalence of HIV has curbed the region’s productivity. At the micro level, high HIV rates
act as a “tax” on businesses and workers, as they jointly bear the cost of reduced
employees’ productivity. At the macro level, high HIV infection rates can reduce growth in
the region by up to 2 to 2.5 percentage points a year, according to a World Bank review.

Raising South Africa’s growth vital for seizing demographic gains

South Africa plays a pivotal role in the wider southern African region as the most
developed and largest economy, with relatively sophisticated financial, transport and other
infrastructure. Trade figures tell a large part of the story. Eswatini exports 70% of its
exports to South Africa, while Lesotho exports 49% compared with the more commodity-
rich Namibia, 15%, and Botswana, 10%, according to the World Bank. Eswatini relies on
South Africa for 78% of its imports, Lesotho 71%, Botswana 63% and Namibia 44%.

South Africa’s dominance also has adverse effects, particularly given the economy’s
underperformance for at least a decade which has weighed down on the economies of its
neighbours, dampening benefits from the potentially favourable demographics they face.

A key weakness of South Africa’s credit profile since the aftermath of the global financial
crisis has been low and declining real GDP growth (Figure 7). The economy has
underperformed average annual growth in other emerging markets. Growth fell below 2%
a year after the global financial crisis, with the economy contracting by almost 7% in 2020
due to the impact of the Covid-19 pandemic crisis (Table 1).

Low growth has contributed to rising public debt to GDP over the past decade, now
reaching 77% of GDP, up from 27% in 2008 according to the IMF. Growth has also fallen
below population growth since the middle of the last decade, leading to a deterioration in
people’s real living standards. In contrast with China and India, this has contributed to a
wider wealth gap with advanced economies in terms of per capita GDP (Figure 8).
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Figure 7: Real GDP growth in South Africa and other Figure 8: GDP per capita (constant PPP) in BRICS relative
emerging markets (EMs), annual, % to G7 countries, %, equal = 100
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Table 1. South Africa: Real annual GDP and income per capita growth
-
capita income
Year annual average, % % of GDP
1990 - 1993 -0.6 -3.0 13.8
1994 - 2000 29 1.1 13.9
2001 - 2004 3.5 2.2 13.2
2005 - 2008 4.9 3.5 17.0
2009 - 2012 1.8 0.3 16.9
2013 - 2019 1.2 -0.3 16.2
Source: World Bank and Levy et al. (2021)
Examining South Africa’s growth prospects under two scenarios
We use the growth accounting framework (Annex Il) to examine South Africa’s main
growth drivers and prospects during 1995-2045 under two scenarios.
The first is “no policy progress” scenario (Figure 9), which assumes flat labour productivity
growth, similar to the average productivity outcomes in 2010-2020. The employment rate
gradually rises after the 2020 crisis, but only to pre-crisis levels. In this case, the average
annual potential real GDP growth would slow to 1% in the long term.
Figure 9: Growth accounting: no policy boost Figure 10: Growth accounting: policy boost
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The second scenario assumes annual average productivity growth of about 0.5% due to
policies aimed at making labour and product markets more efficient and strengthening
human capital (Figure 10, previous page). Such a boost would lift long-term growth
potential towards 2-3% a year. Growth becomes more inclusive, with the employment rate
gradually rising from about 45% in 2015 to 55% by 2045.

Exploring past drivers of output growth shows that while growth of the working-age
population contributed positively to real GDP growth, the employment rate remained
broadly stable at low levels (40 - 45%), highlighting South Africa’s inefficient labour
utilisation. Job creation was in line with working-age population growth, but with the low
employment rate an increasing number of people have become jobless in absolute terms.
These developments have offset demographic benefits and reinforced the high inequality
along ethnic lines (Table 2). The unaddressed distributional imbalances fuel social
tensions and put pressure on fiscal outlays, especially social grants.

Table 2. Income distribution of black South Africans

Number (000s) % Number (000s) %
Black South Africans (total) 31727 100,0 40001 100,0
In the top 10% of the country’s income 871 2,7 1481 3,7
distribution
Above mean but below top 10% 3028 9,5 3888 9,7
Income below the country mean 27828 87,7 34638 86,6

Source: Adapted from Levy et al. (2021).

The only recent noticeable gains in the employment rate occurred during 2010-15, which
included expansion of public sector employment among mostly less skilled workers.
However, the aggregate labour productivity declined in this period, reducing the positive
contribution from employment to growth. Policy makers will have to better foster human
capital and complement it with the creation of productive and well-paying jobs in private
and public sectors to reverse this trend.

The Covid-19 crisis led to a deeper recession last year than during the height of the global
financial crisis. In South Africa, real GDP contracted by almost 7% in 2020 and was
accompanied by the abrupt loss of employment, which fell by 18% between February and
April 2020. By the end of 2020, the unemployment rate was approaching 35% of the
labour force, placing it among the highest globally. The same held for youth unemployment
of 56%, which increased challenges for policymakers.

In our second scenario of “moderate 2-3% growth over the longer term,” relatively
effective policies both on the supply side (education) and the demand side (job creation) of
the labour market boost growth through enhanced employment rates. Labour productivity
would rise due to educational gains (reflected as improved labour quality in the growth
accounting framework). Priority areas for reform are the improvement of the business
environment and making quality public education available to the broad segment of the
population, irrespective of socio-economic background.

Figure 11 (next page), featuring the “employment quantity”, shows the composition of
working age population between the employed, the unemployed and the inactive. It
illustrates the poor labour utilisation that has become a pervasive feature of the South
Africa’s economy, with a large share of the population left jobless (outside the labour force
or unemployed). South Africa’s government currently prioritizes job creation across the
skills spectrum, with special attention on the tech sector and IT infrastructure.
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Figure 12, focused on “employment quality”, shows the composition of employment by
educational attainment, according to International Labour Office categorisation and data.
The high share of the employed population with only basic educational attainment
contributes to low aggregate labour productivity. It reflects the dual nature of the South
African economy, in which a sophisticated formal sector (e.g., banking services) coexists
with informal and often subsistence activities. The falling relative demand for less skilled
jobs over the past 10 years emphasises the importance of quality education to boost
growth, curb need for social allowances and reduce social tensions.

Figure 11: Working age population composition Figure 12: Employment by education attainment
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Demographics and sovereign credit risk

In this note, we have related demographic trends mostly to economic growth, which under
the Scope’s sovereign rating methodology is a key factor for the assessment of countries’
economic strength and the overall sovereign credit risk. Besides growth, demographic
trends have direct implications for fiscal sustainability captured in the public finance pillar
of the sovereign risk assessment as well as for social risk in the ESG pillar.

Capturing the demographic dividend in terms of higher growth has positive impact on fiscal
sustainability and, if growth is inclusive, on containing social tensions and the risk of social
unrest. In the opposite case, which currently characterises southern Africa, the large share
of the unemployed and the idle working-age population will continue to pressure the
budget through demand for social transfers. Unaddressed inequality imbalances can lead
to social unrest. In more subtle ways, they also hinder structural reforms, leading to a
viscous circle of low and narrowly-based growth, rising public debt and social tensions.

Our scenarios for South Africa highlight the importance of raising both employment and
productivity. Striving to reach inclusive growth and reduce social tensions, the South
African government prioritises job creation across various skill levels. It aims to address
the root causes of exclusion, entrenched in the unequal ownership of physical asset
(especially land) and access to education and training. The experiences of South Africa
are relevant for small middle-income countries in the region which, besides close trade
and investment ties with South Africa, have similar economic structures and face similar
challenges.
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Annex

I: Southern Africa demographic transition

During the demographic transition, countries move from high birth and mortality rates
towards much lower rates, leading to higher life expectancies and an older population
structure. The initial decline in mortality rate is usually associated with decreases in child
mortality, while the subsequent decline in fertility is linked to factors associated with
economic development, such as urbanisation, improved educational outcomes and
increased labour force participation among women. The developing regions of Latin
America and Asia started to transition from high to low birth and death rates in the 1950s
and 1960s. By contrast, most of Sub-Saharan Africa remains characterised by relatively
high fertility rates in the context of still high mortality rates (Figure 1, Annex I).

Figure 1 Annex I: Population dynamics in SSA Figure 2 Annex I: Population dynamics in Southern Africa
(per 1000 people) (per 1000 people)
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While many sub-Saharan African countries are in the early stages of demographic
transitions, in southern African (e.g., Botswana, Eswatini, Lesotho, Namibia, and South
Africa) fertility rates have noticeably come down (Figure 2, Annex l). The demographic
transition started in this region in the 1950s, but the legacy of the colonial economic
systems has made it particularly difficult for broad segments of populations to benefit from
the demographic dividend. More recently the rapid rise in mortality rates (especially around
2000s) due to HIV/AIDS has presented challenges. In these countries, population growth
is lower and demographic - and in particular age - profiles are different from those in the
rest of sub-Saharan Africa. Southern African countries are also projected to experience
relatively low youth population growth in the coming decades, even though the share of
youth (ages 15 — 24) in the working-age population is rising in most of the rest of sub-
Saharan Africa. The southern Africa region reached its peak in terms of the youth share in
the total population at 21% in 2005, which is expected to fall to 15% by 2050.

Figure 3 Annex I: Working age relative to non-working age population, ratio
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Besides much slower population growth, southern Africa’s demographics differs from
those of other SSA regions in the age structure. Other than a declining share of youth, this
difference is reflected in at least two alternate structural characteristics: (i) South Africa’s
much higher ratio of its working to its non-working age population (Figure 3, Annex I) and
(ii) the relatively rapidly ageing population, as depicted via rising shares of those aged 60+
and 80+ in the total population). In contrast with other sub-Saharan Africa regions,
southern Africa is already in the middle of demographic transition, albeit having missed
part of the past dividend, but with a significant window of opportunity still ahead.

Ageing is not a trend typically associated with SSA demographics. Southern Africa has
been experiencing this trend for some time, but without adequate infrastructure (e.g.,
pension systems, health care, housing) to deal with it. In most developing countries, the
rise in elderly populations has reflected a sharp decline in fertility rates, improved health
care services, and increased life expectancies. However, in southern African countries,
the rise in the share of the population aged 60+ is in part due to a very high prevalence of
HIV/AIDS, which impacted disproportionally adults of working age and led to a reduction in
the working age population. However, the topic of ageing has received limited space in
policy dialogues. It has not been sufficiently covered in the budgets yet but will draw
enhanced attention in the decades ahead.

Il: The model of GDP decomposition

Our starting point for linking growth performance to demographics is decomposing real GDP growth (g) into three demographic
components: (i) real labour productivity growth (growth in real GDP per person employed, g;p ), (ii) labour utilisation growth (growth
in the employment rate. g, ) and (iii) working age (WA) population growth gy 4p ), which impacts the availability of labour input:

9=9wapr+ gipt+9Lu

In addition, the age structure and the human capital level of the population affect labour productivity as well as investment and
saving decisions.

Productivity ~ Employmentrate  Working age population.
T - GDP x E x WA pop
E WA pop

GDP growth = Aln Productivity + Aln Employment rate + Aln WA population

A growth accounting model based on identities:

Growth accounting approaches can be based on a production function and/or a series of identities. We base our model on growth
accounting identities only in order not to depend on assumptions regarding behavioural and technological functions. Still, we
recognise that, by adopting such simplifications, we cannot disentangle the interactions among the factors of growth, which is an
important limitation of such a model that can be used mainly as a starting point in quantifying sources of long-term growth. Another
limitation of the growth accounting approach is that it does not shed light on how fundamentals (changes in preferences or
technology) or government policies contribute to growth.

Comparing logarithmic approximation with actual growth rates:

The approach adopted in this paper builds on a multiplicative decomposition of real GDP growth. To analyse growth dynamics, the
growth rates of all components, as well as that of real GDP itself, are expressed in natural logarithms. The natural logarithmic form
allows us to express the components of growth, which compound on one another, in an additive form, to obtain real output growth,
thereby facilitating easier interpretation. However, estimates using the natural logarithmic approach only approximate actual growth
rates. Our focus is on interpreting comparative contributions between growth components, while the values on cumulative growth
figures should not be interpreted as precise values.
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