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State Owned Enterprises In South Africa: A
Pinocchio Paradox

Priviledge Cheteni
University of Fort Hare

ABSTRACT

The state plays an important role in the South African economy. SOEs vi-
ability is projected to be a pivotal part in leading the transformation agenda
by a number of departments because they are spearheading economic devel-
opment. Nevertheless, the rapid ascendency of SOEs in driving economic
growth has been with negative consequences for the South African economy,
with a number of them being viewed as driving nepotism, corruption and
non-aligned state agendas. This has led to conflicts with market driven eco-
nomic development of the South African economy, and hindering competi-

tion between the state-owned enterprises and private-owned enterprises.

INTRODUCTION

There has been a renewed interest by the South African government
to use State-Owned Enterprises (SOEs) as a means of promoting
economic development. The relevance of SOEs is essential in under-
standing the role they play within the economy. Most SOEs are en-
gaged in a number of services and provision of infrastructure, which
include energy, transport, health and others. It cannot be disputed
that SOEs have been very instrumental in the building of the South
African economy after apartheid. However, as much as the economy
has created many opportunities for every person, the existence of
SOE:s poses a formidable challenge to the private sector. The private
sector has of late played a limited role in the provision of basic services
such as infrastructure, health and energy due to the high involvement
of the SOEs in driving a number of major programmes. This involve-
ment of SOEs has the impact of reducing the role of the private en-
terprises in the economy.

'There are over 300 publicly owned enterprises in South Africa
(Balbuena, 2014). Although, four of the eight major public entities
under the Department of Entities account for 86 percent of turnover,
91 percent of assets and 77 percent of SOE employment (Govern-
ment of South Africa, 2014). Meanwhile, the rest of the SOE own-
ership is spread along a number of departments that include sectors
such as agriculture, transport, and telecommunications, to name a
few. SOEs contribute to economic development both national and
internationally by attracting and sourcing capital equipment, partner-
ships and finance. However, SOEs in South Africa are faced with
a number of challenges such proliferation and statutory obligations,

board and management remuneration issues, competing roles which
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hinder optimal performance and financial management (BALBUE-
NA, 2014).

TYPES OF SOE IN SOUTH AFRICA

Public entities are entities that provide service delivery, steward-
ship bodies, regulators and advisory bodies. Government Business
Enterprises (GBE) are state-owned companies where the state is
the sole shareholder; for instance, ESKOM and Transnet. Further,
under GBEs there are state interest companies where the state
owns a partial share; for example, Telkom. Lastly, there are public
sphere institutions, which are institutions of higher learning or

tertiary institutions.

HISTORY OF SOE

The South African Railways and Harbours (SAR&H) was the
first SOE created in 1800s. Its main purpose was to oversee or
deliver services to rail and sea. The SAR&H was later converted
to form the Ministry of Transport, Ports and Telecommunications
by the government. A number of parastatals were later established
in 1900s; for instance, ESKOM whose sole focus was the distribu-
tion of power and production of energy. ISCOR was established to
secure iron and steel; SASOL was established to produce coal; the
postal service function was to provide postal services to the public
and telephone services, later it was converted to Telkom; South
African Broadcasting Corporation Centre (SABC) was created
by the government as the voice of apartheid and was instrumental
in spreading propaganda; ARIMISCOR was responsible for man-
aging research and development of ammunition, military vehicles
and military machines; and lastly South African Airways which
was established in 1934 its main function was to fly mail between
major cities of South Africa (ANC Report, 2012).

According to the Policy Discussion Paper On State Owned
Entities and Development Finance and Institutions (PDPSOEFI)
in 1980s, the apartheid government owned a number of private
firms or companies, and it is estimated that they owned 40 percent
of the country's physical capital. Furthermore, the apartheid gov-
ernment relaxed its goal of import substitution development and

focused more on export led growth to boost economic activities.

The major SOE exporter was the ARMSCOR and it is estimated
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that US$300 million of arms were exported in 1980s (PDPSOEFI,
2012). Most SOEs were privatised towards the end of 1980s when
the apartheid government's rule was about to end.

A number of reasons were raised for converting SOEs to pri-
vate enterprises. Part of the reasons was that they incurred losses
and were draining government revenue; expansionary projects were
funded by state resources; owing to sanctions imposed against the
apartheid regime funds that were to be generated by privatisation
became a viable option; and lastly poor efficiency and criticism
against the government spelt doom for SOES’ existence. However,
another factor that led to privatisation was to promote economic
development and self-sufficiency. This was further necessitated by
the need to drive export led policies in pushing for economic devel-
opment. The Policy Discussion Paper on SOE (2012) claims that
the SOEs were used by the apartheid government to empower Af-
rikaner enterprises in agriculture, mining, finance, commerce and

manufacturing. Hence, this also contributed to their privatisation.

STATE OWNED ENTERPRISES AFTER
APARTHEID

In 1994, the apartheid government rule ended and this saw the
African National Congress (ANC), dominated by the black
majority, getting into power. The ANC was of the view that pri-
vatisation was meant to deny the new government control over
economic resources and maintain businesses in white hands.
However, due to inheritance of a bankrupt government a few state
enterprises where privatised; for example, South African Airways
and Telkom (Policy Discussion Paper on SOE, 2012). In 1994,
the ANC government adopted the Reconstruction and Develop-
ment (RDP) programme, which was aimed at economic develop-
ment. The focus of the programme was to root out monopolist
tendencies and increase competition, mobilise capital investment
and reduce the state debt (RDP, 1994). In 1999, the four biggest
SOEs were restructured, and these were Telkom, Transnet, Eskom
and Denel. These four enterprises owned 90 percent of assets of
the top 30 South Africa SOEs (Policy Discussion on SOE).

Due to the ineffectiveness of the RDP programme, in 1996,
the Growth, Employment and Redistribution (GEAR) policy was
introduced. The policy was meant to turn around the ailing econ-
omy that was adopted from the apartheid government. GEAR
entailed the implementation of public sector assets restructuring
programmes, regulation, guidelines and financing of parastatals
(Policy Document Paper, 2012).

CURRENT STATUS OF SELECTED SOESINSOUTH
AFRICA

Eskom

Eskom made a profit of R8.3 billion in the period 2011/12 as a
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result of a combination of factors, mainly the environmental levy
charged to customers which contributed about R4.3 billion and
sale of electricity which increased by 0.2 percent. Further, a tariff
increase of 25.8 percent translated to a 24.8 percent revenue in-
crease. Eskom contributes approximately 3 percent to the Gross
Domestic Product. A comparison of its spending behaviour in re-
cent years shows that for the period 2012/13 the enterprise has
spent over 73.2 percent compared to the 2011/12 period were it
spent 52.3 percent on Broad Based Black Economic Empower-

ment companies.

Transnet

According to Transnet financial statements, the operating expenses
tor the SOE in the period 2012/13 increased by 21.8 percent due
to increases in personnel costs, which amounted to 18.8 percent,
material costs amounting to 46.5 percent and energy costs that
contributed 31.4 percent. Wasteful expenditure was reported to be
totalling R89.6 million. Criminal conduct and losses decreased by
74 percent as compared to the 2011/12 period. Irregular expendi-
ture that cost the enterprise R8.3 billion in 2011/12 amounted
to R195.5 million for this period showing a good improvement.
Revenue increased by 20.8 percent due to high volumes of goods
and services transported within the year. An investment of R160
million excluding capital expenditure was channelled to social

programmes across South Africa.

Denel

Denel, one of the state enterprises that used to generate high
revenue for the government, posted a net profit of R41 million
for the period 2011/12 and 210 million in cash. The enterprise
applied for recapitalisation of R2.7 billion and 700 million for
its Aero structures from the government. The enterprise solvency
was to the tune of R695 million. Therefore, Denel has failed to
achieve meaningful results with regard to profitability manage-
ment, healthy sales, productivity improvement, operating expend-
iture and reduced debt/gearing ratio. One of the reasons is that it
is facing stiff competition from developed economies due to home
markets cuts in defence. Moreover, a high staff turnover has been
recorded from the enterprise because of its ailing capital structure.
Lastly, the delaying by the National Treasure to release R700 mil-

lion for recapitalisation has further deteriorated the situation.

South African Airways

The national airline has been performing badly in past years, and
in the period 2011/12, it posted a loss of R1.255 billion. More
than R4 million wasteful expenditure was incurred in the past pe-
riod (2011/12) and of that R3million was due to penalties and

fines, and baggage claims. At least R128 million was incurred on
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non-adherence to standard supply chain processes and delays in
signing necessary contracts. Part of challenges highlighted was
that the airline is facing high airport charges in landing, park-
ing and handling costs. Moreover, stiff competition, volatility, fuel
costs and ineflicient fleets, among other challenges, were recorded

to be aiding the airline to its demise.

CRITICISM OF STATE OWNED ENTERPRISES

A number of economists are of the view that SOEs increase the
burden to the government. This is mainly based on the notion that
SOEs do not have necessary incentives to motivate management.
Miyamoto and Yu (2000) are of the opinion that SOEs suffer
from what is termed as ‘soft budget constraints’. It is difficult to
establish accountability of the managers and there are not pun-
ished for any loss incurred on state property. Yet, the government
heavily subsidises failing state enterprises through allocation of
bank credits (Miyamoto and Yu, 2000). This also contributes to
bad managerial decisions and inefficient allocation of resources.
Therefore, Liu and Gao (1998) are of the idea that financial per-
formance of state enterprises has been declining in past years
worldwide.

A number of regulatory and structural reforms in the South
African economy have changed the SOEs landscape. Some schol-
ars are of the view that SOEs put unnecessary burden on the state,
as they tend to increase the tax. A study conducted by the South
African Institute of Race Relations in 2012 reported that in the
financial period 2009/10, half of the State-Owned Enterprises
managed to post profits. The most lucrative parastatal was Tran-
snet, which had a profit of R3 billion, and other SOEs that made
profit in that same year were South African Airways, South Af-
rican Express and South African Forestry Company which had a
combined profit of R4 billion. However, Eskom had a loss of R9.7
billion and later on posted a profit of R13 billion in the finan-
cial year 2010/11. Broadband, Infraco and Denel posted losses of
about R310 million in 2009/10 period.

According to Snyman (2012), the biggest concern with such
losses is that the loss-making entities will need support from
the government at the taxpayers’ expense. Furthermore, without
any help from the state, pressure, which is dependent on find-
ing alternative capital investments, is increased. However, in the
period 2015/16, apart from Denel that is looking for recapitalisa-
tion funds, South African Airways is making huge losses. One of
the most challenges that have been recorded is that SOEs absorb
more domestic credit and total investments; hence, crowding out
private investments, contributing to inefficiencies in the economy.
Moreover, the financial burden exerted by state owned enterprises
to the fiscal and banking system threatens to generate inflationary
pressure and macro-economic stability because of the rand volatil-

ity in exchange markets.
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'Therefore, from an economically point of view, state owned en-
terprises drag economic growth through increased subsidies and
maintenance. Some economists believe that South Africa’s eco-
nomic growth success can be linked to a capitalist market that
gives to much room for competition, harder budget constraints
and private incentives. They argue that with distress funds requests,
which are ever increasing from state-owned enterprises, it may be
imperative to privatise more of those enterprises in order to survive
in the long run.

However, a large body of researchers believe that South Af-
rica’s economy has flared better in Africa due to the government’s
direct involvement in critical sectors such as transport and energy.
They praise these state owned enterprises for contributing to a
high rate of capital investments and providing to support services
to the private and informal sector.

Given that the South African government has made it a
mandate to safeguard the growth of SOEs, their rapid expansion
has come with a heavy costs. For instance, there is unequal com-
petition between state and non-state sectors. In other words, the
dominance of SOEs leads to unequal competition and low effi-
ciency in the market. Favourable state intervention policies and
overwhelming support from the state in terms of bank loans, fa-
vourable tax reforms and technology development funds put SOEs
ahead of other players in the market.

Secondly, poor profit making capabilities is part of SOEs
growth. Numerous SOEs are not functioning efficiently due to
huge loses, such as the South Africa Broadcasting Corporation
and South African Airways. While other SOEs have been making
profit because of preferential treatment and monopoly power such
as ESKOM. The lack of performance evaluation among SOEs
means that they will continue having low profitability capabilities
due to the fact that their return on equity (ROE) ratio is usually
lower compared to the private firms.

Abuse of power and monopolistic tendencies due to a lack of
an oversight and fair competition means they use monopoly pric-
ing and still afford to get state protection. While it may be justified
to control critical sectors of the economy, SOEs tend to squash
competition from private firms. However, loses are always justified
on the basis that they provide social welfare to the public.

Corruption and cronyism has been a major problem in a
number of SOEs in South Africa. The ESKOM procurement
processes have been under scrutiny because of corruption claims
and misinformation. Brian Molefe, the former CEO of ESKOM,
was found to have received a golden handshake in a number of
coal deals as well as his retirement package of over R30 million
that is current under scrutiny by courts. This is an example where
SOE senior managers and executives are given too much power,

and without proper checks and balances; they are bound to act as

de facto owners of SOEs.
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CONCLUSION
The resurgence of the state as the main driver of the transfor-
mation agenda coupled with economic development has brought
the SOEs debate to the forefront. Major reforms that were taken
after the apartheid have proved to be both a blessing and a curse,
especially the Black Empowerment Act that has seen cases of
cronyism, nepotism and corruption engulfing a number of SOEs.
While SOEs have increased in total assets and profits, especially
for Eskom, little can be said about the South African Airways
that has been facing major hurdles in terms of finances and fund-
ing. The airline, like a number of SOEs facing financial challenges,
has asked for state bailout for over a decade. The emergence of the
state as the major payer has seen socio-economic development af-
fected due to the fact that state bailouts are at the expense of the
tax payer. While there is a growing concern that only privatisa-
tion can help salvage the ailing SOEs, this approach is seen by
other scholars as handing crucial state infrastructure to the private
hands, who in turn, driven by profit, would contribute to a decline
in standard of living for a number of masses relying on the state.
Therefore, the South African government needs to encour-
age fair competition between the state owned enterprises and non-
state owned enterprises to achieve sustainable economic develop-
ment. This entails the protection of domestic competitors and the
provision of a fair playing field for them to compete internation-
ally. In this way, they can expand and offer jobs to the unemployed
masses at the same time operate sustainably. Thus, the doors need
to be opened for a number of private enterprises in the market and
break down the monopoly barrier, in particular to strategic sectors
such as energy and transport that cannot be wholly be provided
by the state alone. This would improve technology and innovation
throughout sectors and in the process strengthen the SOEs to
develop independently.
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