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Aflordability of armamants procurernents. Confidential August 1989 B

1. INTRODUCTION
1.1 Background

1.11 On 18 November 1998, Cabinel selected preferred bidders in each of the six
categories of defence equipment to be procured. Cabinet also decided to establish a
interdepartmental negotiating team (NT) 1o negotiate with the preferred bidders with a
view to achieving an affordable package. Temms of reference for the process were
finalised in January 1999. The leam is led by a chief negotiator representing the
Office of the President, and reports 10 a Ministers’ Committee (MC) chaired by the
President.

1.1.2 The mandate of the NT was to negotiate the best possible terms in three main areas:
the cost of the acquisition; the value of the industrial participaiion offered by the
prefermed bidders and the terms of the loans offered fo fund the packages. To
assess the affordability of the package, the Ministers Committee agreed in March
1989 on an additional affordability analysis to be conducied under sirict

‘ confidentiality by a four member team, the ‘Affordability team’ (AT). assisied by
g experts wherever necessary.

[dId]

1.1.3 The AT's mandate was to evaluate the overall economic, fiscal and financial impact
of the procurement, with primary focus on the timing and need for the defence
equipment, the economic benefit of the industrial pariicipation, and the fiscal and
financial risks, in order to prepare altemative scenarios for consideration by the
Ministers Committee to enable the MC {o make an appropriate final decision about
the scale and nature of the arms purchases,

1.1.4 The work of the NT was organised as follows: into preliminary negotiations
conducted by Ammscor/DoD on the technical specifications and the prices of the
various pieces of equipment involved; preliminary negotiations on the Defence
industrial participation (DIP) conducted by Armscor; preliminary negotlations on Non-
defence industrial participation (NIP) conducted by DTI; followed by negotiations
between the full negotiating team and each of the suppliers on an umbrelfa
agreement, and speclfic supply terns, DIP terms and NIP terms for each draft
contract. Negotiations were also conducted with five intemational banks on the loan

. terms offered to fund the procurements. These were conducted primarily by the DoF,
advised by WDR (London). Consequently negotiations on the schedule for drawdown
of payments by the banks to the suppllers was conducted with each preferred bidder.

| As data became available, the AT undertook an in-depth economic enalysis.

1.1.5 The overall negotfiation_strategy adopted was io leave the technical negotiations to
Amnscor/ DoD with the by dehne{o En WEL] osf of the acqguisition under
the tender cost -submijted t Ill IEE%B ; b focus on the industrial

ici iations to gisai i rticipation commitments

costs of the loan package

oS3

e
1.1.6 The cumrent status is fthat the nqu;.aaﬂﬁﬂg are substantia!iy completed. Subject to
consideration at the forthcoming teted two draft contracts, two
records of understanding (which covers three types of eguipment), and has received
a signed draft record of understanding from the corvelte consortium which reflects
agreement on most substantive issues. However, afthough these documents record

prices for equipment to be purchased, the technical process of evaluating and

I3
H
i
i

Affordability Team Page 1 of 70
- SDPD - 000862



Affordability of armaments procurements: Confidential - August 1989

§e!ecting equipment is not fully completed in all cases. Negotiations with the
intemationat banks have also been concluded and recorded in revised term sheets.

1.1.7 The_ overall assessment is that we have largely accomplished our goals and have
achieved significant cost reductions, a massive improvement in the real economic
value of the industrial participation, and a much more favourable financial package.

1.1.8  An additionat dimension to the process emerges from the decision of the MC in May
1999 to defer the procurement of the ALFA, and to mandate the team to instead
negotiate with BAe/SAAB an option which commits the RSA to procure the ALFA
from BAe/SAAB at some future point, while securing from them their continued
participation in Denel and immediate delivery of their industral participation
commitments. BAe/SAAB have submitted a proposal in response which provides for
the acquisition of a combination of LIFT and ALFA aircraft with options on the
remaining LIFT and ALFA aircraft. The implications and costs of this are discussed in
degth in the document.

1.1.9 Based on these inputs the affordability team, assisied by local expers, has
conducted a comprehensive analysis, using economic models from the IDC and the
Bureau of Economic Research at the University of Stellenbosch.

TG

1.1.10 This document draws together the data arising out of the negotiations, and the
economic analysis conducted by the AT. It examines the potential impacts of
different levels of procurement on the fiscal, financial and economic position of the
country, focusing in pasdicular on the risks that different procurement expenditure
levels pose in these areas. The price and other data reflect the position as negotiated
by mid-August 1999. inevitably, there will be some changes as negotiations are
concluded.

1.1.11 The document begins with an overview of relevant negotiation outcomes. The heart
of the affordability analysis then follows. This proceeds by outlining three
expenditure levels, then explores the potential fiscal, financial and economic impacts
of each, given different risk assumptions. In fact, the primary concem of the
document is with risk: the central objective of the analysis is to indicate to the -
Ministers Comrnittee the potential fiscal, financial and economic outcomes of these .
purchases as these may be affected by the risks associated with them.

1.2 Comparison with previous work done

1.2.1 This document obviously needs to be read in the context of the documents previously
produced on this matter, viz. “Affordabifity Assessme| & ociai-FPackage
Procurements” (November 1998), “Defence ‘Strategid PRREGEY CEnLASTEIHIREBICE
the Potential Fiscal impact” (March 1999), and “Ddfencd HF{HIA REIRT P
Assessment of their Macrosconomic Impact ...” March 1998.) The quality of the
analysis in the current document, however, is very|signi nlmimprm.edzcg that
previously presented, for four chief reasons:

« Time and resources have allowed the use of a mgcroeconomi
the impact of both the costs and the benefiis assecintet—wt BSEEr
The previous economic analysis was much cruder, and exciuded a thorough

assessment of ihe effecis of the NIP investments;

Affordability Team Page 2 of 70
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+ [t has been possible to clarify the treatment of these expenditures in the national
accounts, hence the impact of any level of expenditure on the nationat budget;

» An analysis of the impact of the procurements’ funding requirements on South
Africa's financial condilion has been conducied (by Warburg Dillon Read, see
Appendix F.)

e New data has become available. [n pait, this is because the negotiation
outcomes have changed certain imporlant variables; in part this is because
updated and more reafistic fiscal information — e.g. on budgetary restructuring
within the Departrnent of Defence — has emerged.

1.3 BAe Hawk-Gripen tranching option 1.___,.
-
1.3.1 Inthe previous MC in May, it was reported that the single seater Cheefah supersonic "=
‘ fighter would only need to be replaced in 2010 ~ 2012. The dual seater Cheetah ‘ d
becomes obsolete in 2007. Attemnatives were available for training of pllois, such as l &
training abroad, which would enable the procurement of the dual seater ALFA 1o be el

delayed if necessary. it was generally accepted that it is risky to make procurements
so far ahead of the actual requirement. On the other hand, the procurement of the
Gripen from BAe/SAAB was perceived as generating substantial benefits through the
sirength of their industrial participation offers and the role of BAe/SAAB in Denel. As
a result, the MC decided io defer the procurement of the ALFA (Gripen), and
mandated the negotiating team to explore the possibifity.of taking an’ option which
would allow BAe/Saab te supply Gripen to the SANDF at a future time on condition
that this did nol lead to a price premium or technological obsolescence, and on the
basis that BAe/SAAB would continue their participation in Denel and would defiver on
their DIP and NIP eommilments in the meantime.

1.3.2 in response 10 this proposal from the NT, BAe/SAAB have indicated that the option
we proposed would not assist them with the promotion of the Gripen into new
intemational markets. Hence they would not be able to deliver on their DIP
commitments which are linked to the Grippen and work refated to the Gripen going to

. Denel would also not materialise thus affecting the viabllity of Denel. In the
circumstanges, there was fitlie incentive for them to undertake their NiP commitments
in advance.

1.3.3 As an altemative, BAe has proposed a combinafi n gg_r_:sag{tggfg[ fhesummpheoiCE

Hawk and 28 Gripen. The offer involves the su, mbt R.of;
the dual seater Gripen up front, with an option to t- e ggca’ ﬁﬂ%g
Hawk followed by another option to cancel on the single seater Gzpelal1 29

1.3.4 The NT has agreed to explore a transaction strugtu gﬁﬁgo subject to
approval by the Minisiers Commiitee. The concegt of an opligr B3 BE
motivated by BAe on the grounds that it will allow the Ridnbing:terms to be
contractually locked in without prejudice to the RSA's right to decide not to go ahead
with the rest of the procurement. The NT has explored the concept of an opfion io
cancel as compared to an option to procure with our legal team. It appears that either
option can be structured such that it does not resirict the Govemment's capacity io
decide whether or not to acquire the additional equipment, no costs would be
payable should the SAG elect to exercise its option to cancel, and there would be no
difference in the impact on Govemment expenditure or the deficit until the
procurement of the additional equipment became effective. On the other hand, the

Affordability Team Page 3 of 70
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1.3.7

structure of an option to cancel could achieve the purpose of contractually locking in
price and [oan terms. 0

However, the option to cancel as specifically proposed by BAE has a significant cost
impact compared to the NT's option proposal at two levels. Firstly, the contract price
for the Hawk alone is R4 050m, while the contract price for the proposed combined
tranche 1 is R6 585m. Secondly, the purchase of some dual seater Gripen upfront
implies an almost imevocable commitment to completing the acquisition of the full
Gripen package. Exercising the option to cancel the single seater Gripen in 2004 will
imply a major waste of resources as the only purpose of acquiring the duat seater
Gripen is 1o train pilots to fly the single seater Gripen.

BAe/SAAB has proposed a three trache package with 12 Hawks and 9 Grippen in
Tranche 1, 12 Hawks in Trance 2 with an option to cancel up to 2002, and 19 single
seater Grippen in Tranche 3 with an option to cancel up to 2004. The DoD has
communicated its in principle support for the combination approach, but has not
commented on whether the 12 plus 9 Tranche 1 is a suitable combination. The NT
has accordingly not negotiated with BAe about the configuration.

Although further adjusimentis to the configuration proposed by BAe are possible, from
elther a cost reduction or defence perspective, our cumrent work is based only on the
configuration offered by BAe. The basic dimensions of this offer are summarised in
the following table.

L ' DEFENCE INTELLIGENCE
DECLASSIFIED

Wﬂm -01- 2§
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Table 1: Summary of BAe tranching options

Tranche 1 Tranche 2 Tranche 3 Total
Equipment 12 Hawk | 12 Hawk 19 Gripen 24 Hawk
9 Gripen 28 Gripen
Payment dates '
First 2 000 2002 2 004
R 2009 2006 2011
Total price* RE 585 R1292m R5316m R13173
m m IR
Unit cost R213 m R108 m - R161 m =
Hawk R333 m
’ { cripen R445 m - R280 m l"‘_LDj
Margin above / bslow
average unit cost
Hawk
Gripen +35% -33% - -
+34% - -16% -

* For purposes of simplification, these prices are stated at R6.25/ US$H1: net of escalation and forex
depreciation; inclusive of ECA premia.

1.3.8 The option involves 3 single purchase contract, for the full amount (a “Base Price”) of
approximately R13 173 m (including the ECA premium), with the aircraft 1o be

constructed and delivered in three batches as indicated above. The SAG, however,

may cancel tranches 2 and 3 without paying any cash breakage costs in cash. This

is different from a contract to procure, say, 12 Hawk and 9 Gripen with a cosi-free

. option to order another 12 Hawk or 19 Gripen at a later date. In the latter case
govermment would sign a contract for expenditures of R6 585 m; in the former, the

expenditure obligation and actual contract amount — hence the amount of finance

that government will need to secure — is R13 173 m, albeit with an "escape” clause

covering some RE 608 m.

1.3.9 The financial implications of the tranche option require close examination. The costs
of the aircrafl in tranche 1 are 35% and 34% hugher than the average unit costs for
the Hawk and Gripen respectively. beeaus e/SAkEave front-
loaded their non-recurrent expendit re@(ﬂl—'«:%cfgr Iﬁ‘e *fﬁi—émﬁﬁ&ll@ﬁo the tranche

1 price, being unable 10 amortise the NREY SUETRhE, g}tqnﬁa e t

and 3) as would have been the case if there was no optnon ncel.
include expenditures related to custpmising theZﬂ'fEraﬁ‘I _orfg usage and additional
equipment such as flight simulators. :

1.3.10 The implication for the SAG is that the optaon t v : n@dtves a large implicit cost.
Exercising the cancellation oplion wéule : gevermment would pay

a premium for the aircraft in tranche 1 of 34% - 35% This equates to a total of R

Affordability Tearn Page 5 of 70
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736 m. If government accepis the combination package it would be financially
perverse for it fo cancel franches 2 and 3 later.

1.3.11 The actual choice, then, in the light of the previous MC decision, is to fully defer the
ALFA package without taking any options, or to accept a combination package as
proposed. If the fatler course is selected, then the MC would have to approve the
option to cancef approach, and give guidelines about the configuration of Hawk and
Gripen for Tranche 1.

2. OVERVIEW OF NEGOTIATION OUTCOMES
2.1 Prices and cosis
.1.1 The total cost of the procurements comprises a nrumber of elements:

Costs of the actual military equipment as procured from the suppliers (i.e. the
tender or contract price);

414

+ Statutory costs which consist of items such as freight, insurance and taxes, the
largest portion of which are incurred in South Africa;

e Project management costs incurred by the Department of Defence and Arrnscor
in managing the procurements,

» Financing costs for deferring payments to suppliers so as to fit more closely an
optimum cash fiow schedule;

« [ECA premiums which are payable on all ECA-backed loans;

- Escalation on all of the above payments made in future years.

2.1.2 The cosls as presented to the Cabinet in November 1998 did not take inte account all
the elements as described above for each and every package. Consequently, the
total full cost was substantially higher than that presented to Cabinet. The jatest
estimates of the costs for the full original package is summarised in Table 2 below. in
each case, the amounts shown include all known costs as outlined in the previous
paragraph. As the purchase will be paid for over a number of years, it is prudent to
take account of the foreign exchange effect ovET TRE.[EDAVITET PETIOD -~ AT EC ditioral
escalation rate has also been applied to all|ca
paragraph, and ali foreign currencies have beg
foreign exchange rate prevailing at that time (see Errorl Reference source ngt
found. for the forward curve assumptions.) The resuits *Z%‘Iﬁ ua&n ggounted bagk
1o real 1999 Rands to give an actual Rand cos} to, e i——dP prices.

96B35053PE
V.W. Mxhosana
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Table 2: Total cost of packages, August 1998 (Rm 19389)
Equipment type Net % Costs Aug 99
auip e local (Rm 1999, fwd fx rate
estimate)
Submarines (3) 5% & 088
Corvettes (4) 29% 7 361
Maritime helicopters (Mi) (4) 7% 857
Light utility helicopters (LUH) (40) 18% 2448
Lead-in fighter trainer (LIFT) (24) 8% 5469
LIFT & ALFA Tranche 1 (12 & 9) 5% 8 502
LIFT & ALFA Tranches 1,2, 3 (24 & 28) 5% 19 620
1.1  TOTAL = Excl Gripen 22 331
1.2 TOTAL -~ Tranche 1 only 25 364
1.3 TOTAL-Tranche1,2&3 36 482

DEFENCE INTELLIGENCE
DECLASSIFIED
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21.3 in order to effect cosl reductions, negotiations have been conducled on price,
specifications have been downgraded where possible, and the delivery time table
has been adjusted where possible. In addition, the reduction of the LIFT/ALFA
package, either through deferring the ALFA or through taking options on a combined
LIFT/ALFA package will result in a substantial cost reduction relative io the full cost
of the entire original package.

2.1.4 For comparative purposes, Table 3 shows the cost breakdown for each package
based on latest available estimates, together with the cost esfimates as per the
reports presented by DoD to Cabinet in November 1998 and the Department of
Finance to the Ministers Commiitee in March 1999.

2.1.5 The cosis are shown in real 1929 Rands (1998 Rands in the case of the November
1998 report) The first three columns of figures are based on a simplified average .
exchange rate for the entire period of R6.25:51. In other words, real doliar prices ‘
have been.converted at that rate to give real Rand prices. The last column of figures, 3
however, shows the August 1999 figures based on the conversion of all foreign
cusrency cash flows according to the estimated forward exchange rate at the relevant
period. The resulting nominal Rands have then been discounted back to real 1989
Rands to remove the effect of inflation.

didl

Table 3: Comparison of equipment costs, November 1998, March & August 1999

Equipment type Cabinet Report Outcome Aug 99
Nov 98 Mar 29
(Rm 1988, (Rm {Rm {Rm 1999,
R6.25:%1) 1999, 19499, fwd fx
R6.25:%1 RE6.25:%1 rate)
) )

Submarines (3)

Tendar price 4709 4228 4911
Statutory costs & project mat 872 744 744
Financing prefemred cash flow profile ) a7 106 ?
ECA premium 269 287 326

tal

Tota 5213 5650 5 354 6088

Corvettes (4)

Tender price 5473 5 469 5681
Statutory costs & project mot DEFENCE INTELLIGENCE 1214 1214
Financing prefered cash flow profile] D ECLASHIFIED 164 178
ECA premium 1 L _01_ 2 g 221 254 288

Total

, 001 6694 7 101 7361
- = L]
Maritime helicopters (MH) (4) 56835055PE
Tender price V.W. Mxhokana 647 623 732
Statutory costs & project mgt 123 151 151
Financing prefemed cash flow profile = 39 45
Affordabhity Team Page 8 of 70
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_ 1 ECA premium - 33 39
* Tolal 788 770 © 846 967
Light utility heficopters (LUH) (40)
Tender price 1 863 1803 1938
Statutory costs & project mgt ' 382 442 442
Financing preferred cash flow profile . 5 .
ECA premium 56 58 66
Total 2 169 2301 2303 2 448 |
Lead-in fighter trainer (LIFT) (24)
Tender price 4 047 3902 Gl
Statutory costs & project mgt 827 813 813
Financing preferred cash flow profile - - - !
) ECA premium ; 151 U2 @
| Total 4728 4874 4 866 Sk E],
Advanced light fighter trainer (ALFA) (28) 10 875 11 154 - -5
LIFT & ALFA Tranche 1 (12 & 9)
Tender price - - 6 317 € 998
Staluiory costs & project mgt - - 1204 1204
Financing preferred cash flow profile - - - =
ECA pramium - - 247 300
Total - - 7768 8 502
LIFT & ALFA Tranches 1,2 & 3 (24 & 28)
Tender price 12612 16 349
Statutory costs & project mgt 2 585 2585
Financing preferred cash flow profile - -
. ECA premium 561 686
Total 15758 19 620
TOTAL - LIFT ONLY 18 899 20 289 20 470 22331
TOTAL — TRANCHE 1 - - 23 372 25 364
TOTAL - TRANCHES 1,2&3 A N S R O P 36 482
v DECLASSIFIED
20% -01- 28
-5
96835053PE
V.W. Mxhosans
2.1.6 The most significant source of the differencs T pnces DEWEen the 1ast two Columns
is that the actual Rand depreciation rate (5% to 8% p.a.) is expected to exceed the
inflation differential between South Africa and the US/EU (average of 2.5% {o 3%
p.a.), and 50 the real cost of the procurements is higher than i would be if it was
simply calculated at a rate of R6.25:51.
Affordability Team Page 9 of 70
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2.1.7 Aside from ihe foreign exchange differences, it is evidenl that the underlying prices of
the armaments have generally decreased through the negotiation process. As the
number of equipment to be procured was reduced prior to the November 1998
Cabinét meeting, the prices presented o the Cabinet were DoD estimates based on
the preferred bidders Best and Fina! Offers. Relative o those estimates, the current
underiying prices, excluding statutory, project and financing costs are significantly
iower.

2.1.8 in some cases, the March 1999 prices included the ECA premium and this has been
stripped out of the August 1999 prices. The amounts shown for ECA premiums are
the ialest estimates, but these are likely to change as the loans are finalised.

2.1.9 On the other hand, statutory and project management costs have increased in most
cases, and the cost of the submarines, corveties and maritime helicopters now aiso
include the financing costs of adjusting the payment profile to suit the South African

govemment. '

2.1.10 Finally, it should be noted that the escalation caiculation is a simpilification of the
terms which will actually apply. Since escalation formulae have not been finalised
with suppliers, for cument purposes annuai escaiation rates of 5% and 2.5% have
been used for Rand and foreign currency denominated cash flows respectively.

ria)

22 Cash flows

221 The profile of cash fiows associated with the proposed procurements has changed
considerably between March and August 1999. In particular, the payments which
wouid have to be made {o suppliers have been smoothed oul and some payments
have been deferred. The consequent profile of loan repayments and interest costs

has also shifled.

2.2.2 The cash flow profiles as at March 1999 prior o negotiafions, and at August 1999
subsequent to negotiations, are summarised in Figure 1 below. The expenditure
shown includes both the costs of the equipment (including statutory and other costs)
and the interest costs atiributable to the packages. .

Figure 1: Expenditure profiles in March 1999 and Augusi 1999, including Gripen

DEFENCE INTELLIGENCE |
DECLASSIFIED

Wﬂ -01- 28§
{ 3 :

96835053pPE
V.W. Mxhosana
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2.2.3 Three observations can be made from the above graphs. First, in the March report,
expenditure was shown to commence in fiscal year 1999/00 as opposed to
- 2000/01as is the case now. Given the existing budget cycle, it is not possible {o
. commence expenditure on the packages in the current fiscal year since the Defence
budgel has no provision for such ilems. Second, the large initial increase in
govemment expenditure — which would have caused the budget deficit to increase
sharply from the first year — has been reduced considerably. Finally, the August cash
flow profile entails higher expenditure levels from 2002/03 onward. This is the resuit
of deferming the initial payments.

2.24 From a fiscal point of view, the latest cash flow profi
since. it invoives a-smaiier and delayed increase in goye
previously the case.

e e
D ..CLAS%.;.FI:D

2.3 Non-defence industrial participation (NiP) and defenge j 'azgllf'thzyaﬁo%g(DiP)
benefits . R >3

SEeBIS0SAPE
V.W. Mxhosana

2.3.1 The tender requirements for DIP and NIP were e
contract price measured in accordance with the rules of the respective industrial
participation programmes of DoD and DT In their bids, the endering companies
were required to present business plans for projects which would fulfii their NiP-and

Affordability Team Page 11 of 70
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DiP obiigations, The rules aillow companies to substitute projects which, through

feasibility studies or as a result of new insights or a change of circumstances, were

5 deemed by the companies to be no fonger suitable. Typically, the preferred bidders
presented a large number of projects with inflated numbers in their business pians,

H but commitied o delivering no more than the required 50%. This enabled the
companies to commence with the investigation of all their projects but allowed them
to drop off some projecis as they proved unviable yet siill being able {o meet their
DiP and NIP obligations from the list of projects submitted.

119

2.3.2 With regard to the NIP system, the suppliers were allowed to meet their obiigations
through a system which awarded NIP credits for nine categories of aclivilies, some of
which involved real economic activity such as investments, exports and saies, and
others which involved muitipiiers for exports-and PDI equity padicipation. Credits
were also avaitable for {raining and {echnology which is generally extremely difficuit
{o place a value on.

2.3.3 The presentation to Cabinet in November 1998 extracied the investment, exporis and
sales projections from the business plans, including some farge projects which were '.
not submitted as part of the tender. While the amount commitied did not exceed
R30bn for both the DIP and NIP, the number extracted from the business plans
reflected an industiial participation performance in excess of R100bn.

the defence procurement as the existing system appeared to inflate the benpefits in an
exaggerated manner. The NT decided to scrap ali the muitipliers used and {0 count
only investments, exporis and sailes for the purpose of awarding NiP credits.

" ——

E @ 2.3.4 With the consent of DTI, the NT decided to amend the NIP system for the purpose of
1
!

2.3.8 The target of the negotiations was for the preferred bidders to raise the ievei of their
commitment io the level of the vaiues reflected in their business pians. In generai a
target of a 1:1 ratio between investments and contract price was set for NIP, plus an
additional amount of exports and saies. in all cases, these amounis were assessed
over a period of 7 years. In some contracis a poriion of the export commitments were
froni-loaded into the first 4 years in order to improve the overall balance of payments
situation. in this case the exports are based on orders given to existing enterprises,
and not directly finked fo the investmenis facilitated through the defence

procurements, '

2.3.6 Relative to the commitments embodied in the itender submissions, the NiP
commitments have been improved by over 100%,

2.3.7 Adegree of flexibility was permitied insofar as local sales may substitute for export
sales and, In certain cases, indirect DIP for export sa of the
" investment commitment has been permitted. Ali e pat._ ()
imported inputs. A PDI component was stipulated fg

where applicable.

2.3.8 For DIP the target was similarly set to achieve a
bidders equal to the numbers of their business plans

2.3.9 To madmise the chances of obtaining this targel, negotiations were carefuily
sequenced and co-ordinated, in parficular with the financial tenns negotiations. The
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NiP and DiP commitments of suppliers as they currently stand are summarsed in
Tabie 4 below. The table also shows the amounts which were presented to Cabinet
in November 1898, prior to negotiations.

dlIdl

E
CE INTELLIGENC
DE[F)EECLA‘:SEr'EFIED

701k -0t 29

Affordability Team Page i3 of 70

SDOPD - D0DBB1



Affordability of armaments procurements: Confidential August 1598

Table 4: NiP and DIP commitments (Rm 1929, based on R6.25:51)

Package NiP Total NIP Performance
DIP guaraniee
invest Gross Local
-ment expott saies
s
5% of contract
P |
Corveltes 4375 16 include 2899 pnce,
825 d
10% of contract
e price for both
Submarines 6 242 616% 1629 1139 performance &
NIP guarantee,
10% of contract - .
S LUH 1153 | 2926 720 1410 pnice,
—
‘ & 10% of contract
= @ MH 658 | 2453 | Inciude 576 .
= = d
5'-U 10% of contract
LIFT 2000 | 2500 4500 3125 pnce,
10% of.contract
LIFT & ALFA 12 32 include 9 302 pnce,
500 500 d
Total (incl 24 65 2349 15 326
ALFA) 928 173
Cablnet Nov 25 56 17 861 11 176
98 336 204

2.3.10 The overall DIP outcome is valued at R15.3 billion. Of this, direct pariicipation in the
equipment procurement amounts to R4.6 blllion and technology transfers to R3.1
bitlion. On the indirect side, foreign suppliers have commitled to engage South
African defence companies to the value of R7.6 biilion.

2.3.11 The table also summarises the performanc
with suppliers in respect of their NIP commiimeasr ENdi B3R S1qepG BRI cBveltes

(stilt under negotiation), these guarantees afe hig, plied by
the Department of Trade and industry in its|NIP ggmmﬁgﬁmm ct
the contract price). There are varous =
dtscharged in some cases the reduction o (f : ing guarantee in the epry
years is based only on investmerits made, gc-export
the effect of maintaining the penaity during he cntrcal peaegm i |arge projgcis
should be constructed and developed. _ V.W, Mxhasapa

! Negotiations have not yet been finallsed for this package.
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2.3.12 The DIP performance guarantees remain at 5% of the DIP commitment. The current
DIP commitment is 37% higher than the value contained in the {ender submission.

2.3.13 The above NIP commitments can, in prnciple, be met through both specified and
unspecified projects. The specified projects consist of those which have been
proposed by suppiiers and for which either business plans or pre-feasibifity studies
exist. These specified projects inciude 3 large steel projects: the Ferrostaal stainiess
steel planl {(submarines), the Danieli speciaiity steel piant (LUH) and the Thyssen
galvanised steel piant (corvettes), as well as a number of smaller projects.

2.3.14 Aside from idenlified projects which are being developed with DT, the suppliers’
have made NIP commitments beyond the scope of identified projecis. These
commitments have been made in respect of capital investment and/or export and
local sales for projects which still have to be identified and accepted. In these cases,
a fixed time scale has been granted for ideniification and acceptance of future
projects.

[JIa)

2.3.16 shouid any of the specified projects fall to materialise or to generate the required
number of NIP credits, then suppliers will be obligated to find substitute projects to
make up their commitments, in the same way as the 'E ] =%
be transiated into real projects. If suppliers fail in 1 is.h

attached. DECLASSIFIED

2.4 Outcome of negotiaiions on loan packages (see A p@‘z Uu ally qu

v - =
. Original offers fﬁ%ﬁiﬁﬁg&a
241 Asrequested per the tender process, each offer for the supply of military equipment
was accompanied by a financing package to fund the purchase of the equipment by
the SAG. The onginai finance offers from alf of the preferred bidders provided
finance for 100% of each contract in the form of foreign currency offshore ioans
consisting of:

» Expon Finance officially supported by the Export Credit Agency of the supplying
country (ECA Loans), and

o Foreign Commercial Credits at normal market rates and terms (Commercial
Loans). '

242 The ECA Loans covered up to 85% of the imported value of each contract with
further amounts, to a maximum of 15% of the imported vailue, to assist in the
financing of local work. In every case the Export Credit Agency insisted thal the
borrower pay the balance (15% of the imported element) from its own resources.

Affordabiiity Team Page 15 of 70
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" This 15% constituted the down payments required under the contracts. K was
1 expecied that this be funded in hard currenscy from the Commercial Loans offered af
LIBOR plus & margin based on South African risk.

e

24.3 The ECA Loans were by and large standard ECA Consensus packages with fixed
CIR Rales offered by the French, British and Halian ECAs? The German ECA loans
did not offer CIRR and were priced at LIBOR plus a margin of 0.50% p.a.

24.4 The repayment period of the ECA loans was 10 years in every case, although the
commencement date for repayment vared. The UK ECA ican included useful
options in respect of currency and inlerest rates, which provided the borrower with
flexibility o choose the borrowing currency at each drawdown and to elect {0 use
markel floating rates during the delivery period.

24.5 As would be expected from an officlally supported package, the ECA guaranteed
credits provide the most favourable foreign currency borrowing termms. These are
significantly better than what would be available to South Africa in the commercial ‘
markets. They also have the ieast impact on the availability of credit for the rest of
South Africa’s borrowers including the Govemment, although they may have an
impact on the availability of ECA guarantees for future South African imporiers.

Idl

2458 .The non-ECA loans (aboul 15% of the financing package originally on offer) invoived
. ..commercial syndicated loans. Such intemnational commercial borrowings are
expensive and credit lines are scarce, particulardy in current markel conditions. The

use of these lines would have a significant impact on South Africa’s future borrowing

ability.

24.7 Aside from the loan packages on offer, other financing sources couid be considerad. .
The only viable such source would be domesiic (Rand) financing (gilts issued in the
domestic market) to match the Rand costs of the financing requirement (i.e. the iocal
content{ of the packages.) Relative 0 hard cumrency commerciai loans, this would
reduce exchange rate risks. However, there are capacity constraints in the market.
For example, an issuance of ZAR 4.58 billion or 13% of the package, if raised in a
short period, would constitute d shock to domestic interest rates, which wouid rise by
at least 1% resulting in significant costs to Government and the wider economy. In
sum, Rand financing would be the optimum sou sts only if
this could be spread over at least a 5-10 yearp AddEFENCE T NTELLIGENCE

DECLASSIFIED

Negotiation objectives

248 Following a detailed assessment of the ioan
funding sources, a "Best Case” scenario wa

mitigate some of the serious impact on the Goyemment's fLlBGR3BIFEwMG
V.W. Mxhosana

2 The Commercial Interest Reference Rate {CIRR]} Is an artificlalty desived interest rate set by OECD
monthly. It is a fixed rate which includes banks’ lending margins. CIRRs are significantly cheaper than
market rates as they do not reflect the risk premivm that the private sector would charge for investing in
SA since the banks receive quarantees from thelr governments.,

Affordability Team Page 16 of 70
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reduce exchange rale risks. In respect of the finance negotistions, the NTs
objectives were.: ! :

to maximise ECA loan coverage (to cover the total imporied content of the
packages);

» 1o avoid Commerciai Loans. This would imply that all forex down payments could
be made from ECA ioans;

= to finance local sub contracts with ZAR raised in the normal course of business
by the Treasury;

+ to maximise CiRR coverage for the ECA loans;

' « o achieve the cumency and interest rate options offered by ECGD for the other
ECA ioans;

» to reduce bank margins and fees;

« 1o reduce ECA premia and to have these premia paid in instalments and
financed from the loans.

dId

2.4.9 Il was recognised that if these objectives were to be achieved a significant movement
was required by the ECAs, since the Best Case was well beyond the terms on offer P
and would resuit in the ECA Consensus being breached. This would be difficult since
defence contracts traditionaily receive worse treatment than other exports.

Negotiating strategy

. 2.4.10 In order to achieve the Best Case scenario, maximum leverage was achieved by
contracl and loan negotiations being tighlly co-ordinated so that the financing
discussions on ECA matiers proceeded aiongside the coniracl negotiations until
acceptable terms were agreed.

2.4.11 The ECA tenms varied between countries and a comerstone of the negotiating

strategy was 10 use competitive pressure 1o gel ECAs 1 ]
terms, so as 10 include the best features from each pacfagP AFFNGRINTELIL GENCE
amangement, Thereafier efforts were made to improve the paBE@ oMSRERTED

that they eventually malched the Best Case scenario.

i R e 2006 ~01- 29

Negotiation outcomes: current financing arrangements RS

96H35053pE
FE G E

2.4.12 Following extensive negotiations in London and Johantt —barns-
and exporters, the Best Case scenario was achieved to the extent that the need for
Commerciai Loans has been compietely eliminated. Concretely:

Afiordability Team Page 17 of 70
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¢ ECA finance now accounts for all the. imported content and, most imposiantiy,
aliows down paymenis in respect of those goods to be made from those ECA
Loans;

+ the non-UK Agencies have, to different degrees, matched the aftractive options -
that were offered by the UK ECA, ECGD;

= As a result, the ECA Leans now inciude options to select different currencies
during the delivery period, and with the exceplion of the German offer, there is an
option to choose floating interest rates during the delivery period, with the option
to fix al market rates during draw-down, and at the first repaymeni date the
option {o fix at the CIR Rale agreed on Loan signature. The abiiity to fix the CIRR
ahead of Loan signature for the French and the italian packages is now much
more liberal, so that a certain amount of hedging against an adverse rate
movement is possibie at no cost.

» The ECA premia can now be paid in instalments and financed from the ECA ‘
Loans for ali packages. in one case (italy) the ECA premium has been reduced;

e inthe case of Germany an element of the finance (13% of contract value) is now
avaitable at CIR Rates rather than at market rate;

« The French have aliowed 10 year repayments for the corvettes’ Exocet missiles
rather than the maximum 5 years;

s+ Bank margins and fees have been reduced.

2.4.13 These concessions by the ECAs are lamgely unprecedenied. The finance package
finally achieved has pushed out the boundaries of ECA defence financing and is

probably unique.

2.4.14 The terms now achieved with the ECAs and banks have substantially improved the
financing in terms of cash flow, exchange risks as well as producing substantial
savings for the borrower amounting to approximately US$ 101.09 million (over
R600m.)

Risks

_ DEFENCE INTELLIGENCE
2.4.45 Certain risks associated with the funding of the ppckam@gmfpm

5 m{% a%g'ue during

» Escalation during the manufacturing peripd
Aot oan argounts {o

manufacture. However it has been possible {0 (3 62
cover such escalation so thal at least fut ‘

| ) 6350539&
secured. V.W, Mzhasana
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« The adverse movement of CIR Rates prior to Loan signing is a possibility, so CIR
Rates have been fixed with the ECAs for a period of 120 days to mmgate short-
term CIRR movements.

s« The adverse movements of interest rates throughout the borowing period are
largely covered by the use of CIRRs, which hold steady throughout the Loan
period.

» Exchange rate movements throughout the borrowing period are largely
uncovered since hedging exchange rates on amounis borrowed under the ECA
Loans is impractical. Some risk has of course been avoided by the use of ZAR

for the local supply.

3, ECONOMIC IMPACT ANALYSIS

341 The purpose of this seclion is to identify the main economic factors which will be
impacted upon by the procurement decision, to analyse the impact of the decision,
and to discuss the major risk factors in each area. The economic analysis first
identifies the macroeconomic issues to be addressed, then discusses the iwo
significant risks affecting the economic impact of the overall programme: the risk of
an interest rate rise, and the risk of the NIP/DIP benefits not materiafising. The last
section of the chapter presents the results of a modelling exercise undertaken for the
Affordability Team, which quantifies the overall economic impact of the programme.

dld]

Macroeconomic issues

3.1.1 The macroeconomic analysis focuses upon both the defence procurement and the i
NIP benefits, in other words, both the costs and ihe benefits of the defence
procurement decision, The analysis focusses on four key macroeconomic variables,
which together provide a succinct picture of the impact of the procurement These
four variables are:

3.1.1.1 The percentage growth rate of the real Gross Domestic Product (GDP) indicates
whether economic activity is expanding or contracting

3.1.1.2 The fiscal deficit (as a percentage of GDP} is the key indicator of the govemment's
financial position, and is an important signal to the financial markets of expected
future trends in aggregate expenditure, public sector borrowing requirements and
inflation in the economy

3.1.1.3 The deficit on the current account of the balance of payments {as a percentage of
GDP) is the key indicator of the economy’s forei
needs. Like the fiscal deficit, this indicator is fn DGIRMTEIFHET T INSG BRG]
markets of expected future trends in the exchange rattD ECL&&STFIED

3.1.1.4 The number of jobs creafed (in thousands) measgu ;Z&Uyﬁaﬁlﬂ 5,2.,93@ Thisis
driven by the GDP growth rate. Lo
S&835053BE

V.W. Mxhosarw i
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3.22 There is no pre-defined value, or range of values, regarded as acceptable or not for

5 the GDP growth rate, and the fiscal ang current account deficits. What is imporstant is
: that these ratios are ‘sustainable’. To sustain the GDP growth rate, productive
capacily must grow at the same rate, which requires sufficient new investment in

machinery and equipment. For both the fiscal and cument account deficits,

sustainability depends on there being finance available: the budget deficit is financed

by- government borrowing domestically and/or abroad, and the curment accouni deficit

is financed by capital inflows from abroad (or by using up foreign exchange

reserves). In contemporary ‘globalised’ financial markets with highly mobile investors,

govemment's ability to borrow depends on its keeping a fairly strict limit on the fiscal

deficil — usually close to or below 3% of GDP. In principle, the current account deficit

can rise to 4% or 5% of GDP, as long as sufficient capital is flowing in from abroad to

finance it, but it is not certain that SA could sustain this size of current account deficit.

3.2.3 The defence procurement has several important macroeconomic features. The first is
that the govemment expenditure on the defence packages exerts contraciionary
pressure on GDP, because the procurements are primarily imports. Any additional
govemment expenditure above existing levels is directed towards imponts, and does
not add to demand for domestic production, Fumhemmore, to the extent that .
procurement expenditure replaces govemment consumption expenditure on other
goods and services (S0 as not 1o add to the fiscal deficil), it replaces spending on

\ i domestic goods with imports, reducing GDP.
] ¥
9\ .
= ",}- 3.24 Second, the amms procurement programme increases both the fiscal and cument
R account deficits, which are important signals of future macroeconomic trends for the
t@ \ i financial markets. When either of both of these deficits increase, domestic interest
P rates are pushed upwards, and GDP coniracts further. The defence acquisition

process inevilably has a macroeconomic cost, which is heaviest during the first 5
years of the exercise. Roughly 85% of the fiscal expenditure (excluding interest)
occurs by 2005/6 (85% if interest costs are included).

3.2.5 The NIP projects are intended to offset this cost, and the NIP exporl procurements do
provide an immediate benefit. Bui the NIP investment projects are under construction
for the first three years, up to 2002/3, during which time, they raise employment, but
are also very impori-intensive because capital equipment is brought in from abroad.
These impors increase the current account deficit, pushing up interest rates further
and cutting back GDP. .

3.2.6 Afer 2003/4, the NIPs begin operations, and add to output, expors and tax
revenues. These are all positive impacts, on production (in their own sectors and
those from which they buy their raw materials), on the current account deficit and on
the fiscal deficit. GDP growlh then staris to recover. Afier 2004/5, the defence
procurement expenditures are almost complete and from then on, the NIP benefits
dominate the process and GDP growth retums to its previous path.

DEFENCE 1
32.7 Two phases emerge clearly during the perio 20%'&5&%35&%6?@&%
balance between the costs and the benefits. The first Sorfni 04/5
and is dominated by the arms procurements {the cost side), with the NIPs unde

construction for most of this period. After 2004/5,_thaez @Q:Mseg?ﬂdzgnase during
which the benefits from NIP production come toft i!?’;/
WP

' 850350E16E
3.2.8 An imporiant risk facing the process is Vekio 59 the amp
procurement programme could lead to further economic decling
phase, and prevent or ameliorate the expected improvement in the later phase.
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Equally, the contractual nature of the commitment introduces some degree of
infiexibility .during the first phase, making more difficult or more costly any policy
adjustment which might become necessary during this phase.

Risks

The nex two sections examine the key economic risks ‘intrinsic’ to the programme,
the interest rate risk and the danger that the NIP benefits fail to emerge.

Interest rate risk

3.3.1 The defence procurement is a large govemment expenditure on unproductive
equipment, and it must be expected that there will be some upward pressure on
domestic interest rates, roughly in propottion to the size of the procurement. But the

_ risk which is addressed here is that the programme’s announcement could
. precipitate a very large rate increase, of the order of magnitude that occurred from
' ' June 1998 when SA was caught in the aftermath of the Asian crisis. An increase of

: this size would creste serious difficulties for economic growth, job creation and
govermnment service delivery, Interest rates have dropped significantly in recent
menths, so an increase would also imply a reversal of a positive {rend, and damage
confidence of investors and consumers.

3.2.2 lis possibie that the announcement of the anms expenditure programme will lead to
2 negative reaction by capital market investors, especially from abroad, in fems of
the impact on the fiscal deficit for next year (2000/01) and subsequent years. As is
well-known, the size of the fiscal deficit, and whether the govermnment has met its
fiscal deficit target, is one of the central concems of foreign portfolio investors, who
hold not only foreign cumrency-denominated paper issued abroad by the SA
govemment, but also a significant share of Rand-denominated paper issued in the
domestic market.

I |

3.3.3 The perceptions of these investors are crucial for stability in SA's financial markets,
as negative percepiions result in capital outflows and depreciation of the Rand which
can grow quickly to crisis proporiions, as occurred between February and May 1996
. and again between May and July 1998, Equally, the govemment's high degree of
success in meeting its fiscal goals over the past three years has contributed very
significantly to the degree of financial stability which has occurred in that pericd.

3.34 The effect of any capital outflows on Interest rates, exchange rates and foreign
exchange reserves depends to a considerable extent on the policy reaciion of the SA
Reserve Bank. The SARB has some degree of choice in deciding how to react. It can
either raise short-term interest rates to induce foreign investors to hold onto Rand
asseis, that is, it can focus on trylng to stop or slow down the capital outflow.
Altematively, the SARB could choose fo shelter domestic firms and individuals from
higher interest rates and instead allow the outflo
of the Rand to fall. A capital outflow is likely o‘hg gi’o@e

move up; but the SARB tan control to some d¢gree DML ifpkshes Il 1 raie

3.3.5 Recent public statements by Govemor Mbowégni; g ‘
officials, suggesi that if for any reason, therelis a small\p
range - the Rand will be allowed to drop an
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= 5 outflow by raising the short-term interest rate. A ‘normal range' appears to be g 1- Y
1.5% drop in the R:$ rate over 5-7 days. If the outflow forces the exchange rate to
drop more than this, rates would probably start to move up. ; :

3.3.6 Thers is some danger that the announcement of the amms.programmeé will trigger
‘herd’ behaviour by portfolio investors, that is, a small but significant number of
investors will react strongly to the announcement and choose fo exit from SA assets,
forcing other investors to follow. The interest rate risk lies in this type of self-
reinforcing process occurring as an immediate and rapid reaction to the
announcement, that is within the first week or ten days. If this did occur, the SARB
would be forced to abandon its stance and raise interest rates to try to slow capital
outflows. [n 1988 the SARB tried 1o do this through a series of stepped interest rate
hikes. This approach did not work then, and next time the SARB is likely to raise
rates steeply and quickly, reversing the cument trend of declining rates and causing
substantial damage to investor confidence in the ‘real economy.

3.3.7 For the purposes of this report, WDR and the SARB were consulted for their views
on possible capital market responses to the defence procurement announcement. .
(The WDR view is contained in Appendix F.) Their shared view is that aithough an
extremely negative reaction producing large capital outflows and higher (iong and
short-termn) interest rates is possible, the most likely market reaction is a low impact’

one, invoiving limited outflows and a small and temporary rise in long-term interest
@ rates of around 1% for a package of roughly the size announced in November 1998,
= with correspondingly smaller rate rises for smaller packages.

—— 3.3.8 There are several factors favouring a ‘low impact’ market response, including:

+ investors may already have discounted the procurement to some extent, given
the previous announcement in November 1998

+ the expenditure is spread oul over 6-8 years

» the expenditure Is being financed simultaneously, and (aside from interest costs) '
will not add to government’s financing requirements in the shor to medium term

» the foreign financing is not expected to affect South Africa’s sovereign risk rafing
or its capacity to raise loans abroad for generai budgetary needs
DEFENCE INTELLIGENCE

 the NIP export procurements canf be &Eﬁ&.ﬁﬁ@f‘l@[yﬂmn account
impact in the short-run, and exports from the investment projects to dojso In the

longer run 201 ~01~ 29

= the NIP projects can be expected {0 pro e
fiscal impact W Eana

3.3.9  On the other side, factors which could aggravate the market reaction inciude:
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+ sustained high levels of procurement expendifures over the first three to four
years suggest that current fiscal targets are likely to be exceeded throughout this i
period (here again the size of the package is critical)

s the increase in foreign borrowing. increases government's exposwre to forex risks
= the NIP benefits may be heavily discounied by some invesiors

= govemment financial ratios will move close to the upper threshold of the ranges
acceptable to the financial markets

3.3.10 As noted, the consensus view amongst the Affordabilty Team and those it was
possible to consult, was thal the likely balance betwsen all these faciors is towards
the 'low impact’ side, that is, a small and manageable rise in interest rates, of 1% or
fess, It should be emphasised that the critical factor in determining the balance

‘ between the two seis of factors and thereby influencing market reacfion will be the
size of the defence procurement, and its overall cost,

3.3.11 In addifion to the above factors, market reaction will be influenced by the timing and
packaging of the announcement. The probabilly of a minimal response can be
enhanced by effeciive management in this respect. Two Steps are assential. The first
is to inform key market players directly and as quickly as possible of the full story,
including the details as listed above. The announcement could trigger panic if
investors do not absorb the full story, but simply react 1o the 'headhne news, ie. the
total cost figure, which is likely fo be well over one percent of GDP.? The second step
is to ensure that the story Is linked as far as possible with ‘good’ news about SA, and
is not linked with 'bad’ news,

dId

3.3.12 The discussion so far has focussed on foreign investors, the critical group in
delermining the size of capital outflow. However, local bond market investors will
have a demonstration effect on foreign investors. On the one hand, a negative
reaction from local investors to the announcement would help to trigger the same

' amongst foreign investors. If domestic investors stream out of the bond market,
foreign investors are unlikely to stay. Conversely, a move info bonds by domestic
investors could play an important calming role in that market. indeed there is a view
in the market st present that local investors should be moving from equities to bonds,
and the announcement might reinforce this view, by putiing upward pressure on
rates. In any event, the strategy for managing the announcement must ensure that
key local investors as a group are also effeclively informed about the programme.

3.3.13 There is also an important ‘extrinsic’ risk relating to the interest rate, in other words, a
risk that capilal outflows could occur in the wake of the announcement for reasons
totally unconnected with the arms programme itself, or even with specifically South
African circumstances. This is of course beyond th

EHARNCE

_ mﬁaeafg
interest rate increase should occur, the effect on the pvera

would be no different than if it had resulted directly from t %1’%
is, the macroeconomic position would deteriorate qujte rapidly, particulary durin
first four to five years of the programme. 2014 __m_ 2 Q

oo o
6835053PF
* One percent of current GDP is R7.4 billion approximadrety: W, Mxhasa il |
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3.3.14 There is a second, longer-term, interest rate issye related to the need for government
to fund interest and capital repayments for the programme through borrowmg To the
extent that such bomowing occurs in the domestic market, there would be upward
pressure on interest rates. It is difficult o quantify this pressure, but one estimate
suggested a maximum rise of 0.7% in the medium temm, for a package of roughly the
size as announced in November 1998. The interest rate rise is again correlaied with
the size of the package. it should be noted though that this estimate was based only
on govemment borrowing domestically to finance interest payments asscciated with
the ams programme. Govemment will also need to bomow to finance capitai
repayments.

3.3.15 In addiiion, the domestic financing component of the targe NIP projects will also add
to demand-side pressure in the capital markets. For these projects, slightly less than
half the capital will be raised in South Africa, in the form of debt or equity. A rough
calculation of these amounts suggests that these latier amounts will be of the order
of R1.5 billion, R2.1 billion and R1.1 billion in the years 2000 through 2002, assuming
the projects actually come to fruition, These amounts will be split approximately
equally between the bond and equity markets. These amounts are of the order of
0.2-0.25% of GDP, approximately equivalent to the size of interest payment used in .
the above estimate. The NIP side of the programme thus could possibly add a further
0.5% to long rates in the medium term.

didl

3.3.18 NIP/DIP beneiits risk

The intention of the NIP' and DIP programmes is 1o offset or miligate the negative efiects of
the import-intensive arms procurements on economic periormance in general and the
balance of payments-in-particular. To the extent that these projects fail to deliver their
expected results, the negative economic effects of the procurements will be exacerbated.

Two separate risks present themseives in relation to NiP and DIP projects. The first is the
possibility that the NIP and DIP projects will not be implemented at all, that is, the weapons
sellers intend not 1o meet their contractual commiiments in respect of NIP and DIP,
choosing instead to forfeit their performance guarantees. This can be labelled ‘contract
risk’. The second risk can be labelled ‘market risk’: whether the NIP and DIP projects, once
implemented, are able to meet the contractual commitments in terms of investrent, sales

and export credis. .
1.3.1.1.1.1.1 Contract risk

In the case of DIP projects, experience both locally and intemationally suggests that there
is a low risk of non-performance in relation to contractual commitments, In other words,
‘contract sk’ be ignorad in these cases.

in the case of the NIP proj c:t:ggp
controversial. One side of the aﬁg

suppliers have priced into their FE% all of the penalties payable for
non-performance, at least gt the original 5% level. it may Therefgre be in their Interests to
accept this €ost rather thap to take o@%aﬁﬁ risks and pptential costs of NIP

an

projects. It is suggested t
inlemationally.
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There are several counters o this argument. First, the size of penalties for non-
performance has increased significantly between March and August 1999, increasing the
incentives for suppliers to pedform on their NIP obligations.

Second, the agreements all' specify NIP commitments, as opposed to 'best efforts’, which
are admittedly common within the defence industry globally. ‘Best efforts’ contracts simply
require suppliers to attemnpt to identify and implement NiP projects, with no penalty should
they fail.

Finally, it should be underined that offseis have become standard practice in the defence
industry intemationally over the past 20 years or 5o, to the point that there is considerable
concern in exporting countries that offset requirements by foreign purchasers are taking
considerable business away from domestic firms in both defence and non-defence
industries. These concems suggest that offset project implementation does indeed occur.

A US govemment report in 1998, for example analysed offset agreements entered into by

' US companies between 1993 and 1998.° During the 4 year peried, 173 new offset
agreements were entered into with 28 countries for $15.1 billion, suppoiting defence
contracts worth $29.1 biflion. Dusing the same period, US companies also camied out 2277
individual transactions for a total amount of $9.2 billion in 31 countries, in accordance with
agreements reached in previous years.

dId

There are numerous examples of successful implementation of defence-related offsets. in
1976, Switzerland entered an agreement with Northrop to buy 72 F5 aircrafl, with Northrop
and General Electric (manufacturers of the engine) agreeing to purchase or to help sell
Swiss goods and services for 30% of the contract price. This transaction was very
successful from the Swiss point of view, so that in 1980 38 further F5s were purchased,
with offsets now set at 40-50% of contract vaiue, In addmon 37 of the aircraft were
assembled in Switzerfand as past of a DIP arrangement

Another US govemment study examined the offset policies and practices of ten countries,
both developed and ::le\relopingzj.7 This report documents multiple offsst agreements with
each country, and concluded that demands for offsets have increased in all the countries,
both in vaitue terms, and in terms of demands for more technolggy-trarsfac,_higher offset

. percentages and higher local content requirements. The focus |s ﬁ:EEEmEo ,l‘op%il
term deals and commitments. "This shift highlights these countfies' tﬁgfefi_sg §s IJS
in pursuing their industrial policy goals.”

[SENCE
LFI"

4 One possible excephon to this is the GKN Westland cogtract for ﬂ\gﬁ
helncopters. The.supplier was unable to propose projects 10 The Tegoiret
has been glven an extended period of six months to do so. But evenin lh:s case me
contract requires a commitment for the NIP amouat and allows for cancellation
should the supplier not make this commitment within the allowed time,

5 Bureau for Export Administration, Departtnent of Commerce, “Offsets in Defense
Trade, 1388” (003-009-00674-1, August 1998).

€ This example comes from an article in the academic journal Defence Economics,
volume 2 {(1991), by B Udis & K Maskus, entitled “Offsets as industrial policy:
Lessons from Aerospace”,

T General Accounting Office, “Military exports; Offset demands confinue to grow”
{NS1AD-96-65, April 12 1996).
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2 indeed, an important conclusion to the analysis for the present report is that the success of -
the offset process is directly related to the broader capacity of a govemment to canmy out -
industrial policy. in other words, the degree of ‘contract risk’ invoived in the NIP process

can be reduced by enhancing the industrial policy process in terms of implementation
capacity and policy instruments.

1.3.1.1.1.1.2 Market risk

Given their significant weight in the total value of NIP projects of the three steel projects
connected with the submarine, corvetie and LUH contracts, the Affordabiiity team decided
1o solicit independent assessments of the viability of the projects and the market risks
associated with them.

An extensive ‘Initial Assessment” of the three projects was camied out jointly by a

consorlium of three steel analysts based in New York and Pennsylvania in the US. A

somewhat briefer assessment was also provided by a steel analyst employed by Warburg

Dillon Read in London. The two analysts' reports are attached as Appendix H. Both reports

were based on the business plans submitied by the project sponsors, which contain the

basic information for the project, but limited detail. The reports point to a2 number of .
commercial, financing and ather risks which collectively raise significant guestions about

the viability of at least two of the three projects, the Danieli special bar quality mill and the

Ferrostaal stainless steel mill. Their arguments are summarised below.

J1dl

These risks are such that a cautious view is justified regarding the benefits which may
accrue from these projects. Although the analysis' reporis were avallable too late 10 be
used in the modelling exercise, they suggest that the confidence levels used for these
projects in the modelling assumpiions do not in any way understate the potential benefits
associated with the projects, and indeed could overstate these benefits in the case of the
Danieli and Ferrostaal projeds.

1.3.1.1.1.1.3 Thyssen

The Thyssen galvanizing line and coid rolling mill proposal Is regarded by both reporis as
the Jowest risk project. it will produce a high quality product for a clearly defined domestic

market with strong growth prospects.
The three phase nature of the project is appropriate and helps to minimize overall project

risk. The galvanizing line (phase 1) can stand alone and its feedstock can be sourced from

the entire world market. ¥ successful, the galvanizing project can be enhanced via

upstream integration with phase 2 and phase 3 projects. The US$161 million capital cost

for phase 1 (galvanizing line) is reasonable and stentw : jlif

Esiimated production costs of $80 per fonne are af thP RiGk &ido
$32 - $84 per tonne. The project poses little threatito exiyEaGbuth BiF:A rs apd,
if completed through phase 3, links up with the prirfjcipal producer of fiat-rolled products
(iscor). Finally, the project has the potential to sp innj

operations and thereby create additional jobs.

The project would not have a meaningful negative
African steef companies currently manufacture gaidanized-steet-e
auto industry needs. Given the apparent market and cost feasibliity of the roject, we
believe that financing will be obtainable. We note, however, that raising the equity share to
above the estimated 20% would make it easier to attract debt capital.

1.3.1.1.1.1.4 Danielf
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The Danleli specialty bar and wire mill also has the poiential to be a commercially feasibie
project with moderate risk. The potential export markets for the proposed products are
favourable due 1o the continued growth in SBQ (special bar quality) usage, especially in the
automotive and industrial equipment industries. in addition, the mill is small relative to total
world demand for the product. However, the small scale of the mill may impact on its
campetitiveness.

The opportunity for the proposed mill to dispiace imports is limited, however, since South
Africa imporis only modest volumes of bar and rod; this will make it difficult to achieve the
shori-term plan objective of 40% domestic sales.

The US$228 million capital investment requirement appears to be high by about $20 - $25

million based on the fimited equipment infarmation available. The operating cost appears to

be optimistic to the extent of potentiaily reducing the estimated annual return by about $19

million per year, due io oplimistic assumptions about beth raw material costs and selling

prices. Even with this reduction, total operating costs would be competitive but the IRR

would be reduced by at least 5%. The project has some potential to spawn downstream
' processing operations that could create additional jobs.

1.3.1.1.1.1.5 Ferrostaal

The Ferrostaal 800,000 tonne stainless flat rolled mifl, though potentialiy viable in the long-
run, has a high degree of near-term risk, The project targets a rapidly growing worid
market, but the plant’s finished steel output would represent about 8% of total world
stainless flat rofled output, a level sufficient to negatively impact world prices.

| I

The negative impact on the world market (especially on prices) of so much greesfield
capacity brought on line in one single stage has been very significant in the most recent
cases of Columbus and of Yieh United in Taiwan. Because of the imbalance between the
efficient scale of new stainless sieel plants and the potential impact on regional and world
markels, most new capacity is added through incremental expansion. Greendield capacity
is most often installed in reverse order (coid rolling complexes, then hot mills, then mett
shops and casters) in stages over several years or decades.

. The world stainless flat rolied market — while expecied to continue 1o grow at the 5% to 7%

| per year rate — has entered into a new era of intense intemational competition, excess
capacity and lower prices and margins. Prior to the early 1990s, the world stainless market
tended to act as a loose oligopoly, characterised by refatively disciplined production and
pricing practices by the limited number of key producers in the U.S., Westem Europe and
Japan. New market entrants in these countries as well as Asia Ameri i
have changed the markset dynamics significantly and probably

ELLIGEN
DECLASSIFIED

omponents:

« ability to produce very thin gauge (less than 2mnj) l@:;‘ﬂl- 28

» reliable, iong-term contracts for nickel and scrap.
However, these could not be evaluated due to insufficient or inadequate documentation.

Because South Africa already has a new and roughly similar-sized plant, Columbus, which
iiself is heavily dependent (over 80%) on exports, the project will likely ba very difficult to
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finance uniess the sponsors are able to negotiate long-tenm (3 to 5 years) off-take
agreements for a substantial portion (25% to 60%) of the plant's output to mitigate the
above-mentioned risks. Rl - i

The project may have merit in that it appears to be designed to target the market for hot
band for re-rolling by other intemational stainless stee! milis, as well as the smali but
growing market for hot roll stainless coils for consumption. The former market is currently
quite substantial in that a relatively large number of world stainless steelmakers operate
with fimited or no hot solling capacity and are thus dependent on other companies to supply
hot bands or to foll roll slabs into hot band.

This re-roli market for stainless hot band is in transition due to the Asia crisis, merger and
acquisition link-ups which lock in re-roll flows, and the commercialisation of direct strip
casting. Without a tong-term off-take agresment with specific re-rollers, therefore, the
project sfill entails high risk given its very large slze.

The project's export dependence also makes it vulnerable to exchange rate risk and .
growing trade bartiers. Protectionist measures are increasing around the world partly as a

resuit of the economic difficultles in Asia, Latin American and the former USSR. This has

resulted in the imposition of new or highsr import quotas, minimum import pricing floors,

antidumping and countervailing duties, and rising port tariffs in the U.S. and elsewhere.

The South African market for stainiess fiat rolled of all types is only on the order of 100,000
tonnes — 15% of the planned capacity of the proposed plant. Approximately 90% of the
South African market is already supplied by Columbus and 10% by imports, mostly of
products not made by Columbus. Thus, the proposal assumption that the proposed mill will
sell 10% of its production (80,000 tonnes beginning in year 3) into the domestic market
appears unrealistic,

| JIdl

The availability of chrome is partly offset by the lack of sufficient indigenous scrap and

nickel supplies in South Africa. For example, Columbus Stainless must import significant

volumes of nickel from Russia. The use of high volumes of scrap, as opposed to virgin

nickel ore, resuits in significant cost savings for producers in regions where scrap is more

readily available such as North America, Japan, and Westem Europe. .

The IRR and operating rate assumptions may be difficult 1o fully achleve based on historical
experience of major intemational stainless steeimakers over the past decade.

With respect to financing prospects, any steel project will face difficult financial market
conditions for at least the next several years, given the banking experience and troubled
greenfield stee! rack record over the last several years, especially with the Asia crisis.

DEFENCE INTELLIGENCE
The estimated capilal cost of the project |s reagrﬁﬂaﬂus&§ﬁm expectations

based on our knowledge of similar projed

The labour input appears relatively high. ilities of this
type operate with about 8 man hours pe hours per
tonne.
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The analysts argued that the reporied long-term sustainable gross margin of 35% s high,
since efficient producers generally realize gross margins of 10-15% over the leng-tem,
Assuming a 20% gross margin for the proposed project, the IRR, estimated to be 24.4%
{pre-tax and pre-dividend) would decline to the mid teens.

=3

.3.1.1.1.1.8 Overall summary

The sponsors of all the three projects are European steel producers, traders and equipment
manufacturers with excellent reputations in their respective fields. As a result, there is little
risk that the sponsors lack the technical wherewithal to build and operate the proposed
projects.

The recent worldwide financial problems encountered by many steel firms have made the
investment community wary of undertzaking new steel investments. The soft market for
intemationai project finance could further increase financing costs given perceived country
and political risk in South Afiica and all of Southem Africa. Under these current market
conditions, financing for any new steel project will be expensive and somewhat difficult to

’ obtain. Thus, the assumed interest rates on the three projects, which range from about 6%
fo 8%, may be too low.

==

Modelling exercise ' f

3.3.17. A systematic analysis of the macroeconomic impacts of the procurements and offsets
was camed out using the macro-econometric model of the Bureau for Economic
Research (BER) at the University of Stellerbosch. The BER's model has beep used
exiensively for medium-term forecasting of the South African economy for a number
of years. iis main focus is on the key macroeconomic variables, as identified above,
and it does not incorporate sectoral breakdowns of the economy. Delails of the
model and modeiling methodology are contained in Appendix A.

3.3.18. It must be siressed that the modeliing exercise must be treated with caution, as
. providing indicative results only, pointing to likely directions of change and their order
of magnitude, rather than predicting future outcomes accurately. Nevertheless a
model is a tool which ensures that the various impacts of a procass like this one are
incorporated as far as possible into the evaluation, and that the impacis are treated in
a systematic and mutually consistent fashion.

3.3.19 In June 1989, Statistics South Africa released rebased GDP statistics. There has not
been time for the BER mede! to be recalibrated in fine with the new data. The model
results emphasise the deviafion of the altemative arms procurement scenarios from
the baseline projection. Given that the mogelling results are orders of magnitude
rather than precise predictions, i is unlikely

3.3.20 The affordability assessment, and the modellipgr's: {i

VW Mxhﬁsaaa

Affordability Team Page 29 of 70

SDPD - 000897



Affordabifity of amnaments procurements: Confidential ; August 1998 ™

depreciation rate, refiecting a slightly more optimistic view than the market® The
4 underlying market forward rate has been updated for this report, and the revised
rates used throughout the current analysis are shown in Table 5. These rates imply
= an annual depreciation in the Rand of between 6% and 8% over the period to
2009/10. This is in excess of the inflation differential between the SA and the US
{(which is in the region of 3%), but is consistent with historical trends in Rand
depreciation.

Table 5: Rand.Dollar exchange rate assumptions, August 1999

2000/ 2001/ 200 2003/ 2004/ 2005/ 2006/ 2007/ 2008/ 2008/
™ 02 03 04 05 06 o7 08 09 10

6.585 7.063 7.638 8.263 B.895 5637 10.18 10.83 11.47 12.19
8 g

dId

SCENARIO 0: Baseline - economic performance without arms purchases

3.3.21 The BER macroeconometric model was used to generate a macro-economic forecast
of the South African economy for the period 1999 — 2008, assuming no changes in
policy or in the exdemal environment. This forecast served as the ‘no change’
baseline, Scenario 0, with which the macroeconomic impacts of the programme were

compared.
3.3.22 The key elements of the baseline scenario are Nustrated in Figure 2 which shows
that GDP growth varies between slightly below 3.0% per annum and slightly above .

4.5% per annum during the period 2000 fo 2008, averaging 3.6% over the period.
The fiscal deficit averages 2.7% of GDP, but is on a declining trend: starting at just
over 3% of GDP, it rises stightly in 2002 to above 3% but ends in 2008 at below
2.5%. The current account deficit fluctuates between 2% and 3% of GDP, more of
less in line with the GDP growth rate, and averages 2.4%. employment growth over
the period averages 1.6% per annum.

Figure 2: SCENARIO 0: No amaments procurements - Key macroeconomic variables

DEFENCE INTEL Taene
DECLASSIFIED )

20% -01- 79

——
Dillon Rqa%ﬁ;sqﬁﬂ'gggﬁguced in

® This approach was fuily explained in the Warburh
March 1998. -
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3.3.23 It must be emphasised that the analysis below is camied out entirely In terms of
devialions from this baseline. Should ‘underlying’ economic growth tum out to be
poorer (or better) than the baseiine projects, then ciearly the absolute levels of the @
macroeconomic ratios will be similarly affected. ==

Scenarios analysed

41 For purposes of the affordabiiity assessment, the model was used to examine 12
altemative scenarios. Three levels of ams expenditure were combined with two
levels of NIP benefits and with two levels of inlerest rates, io assess impact of the
two major economic risks.

4.2 The three expenditure levels are defined in terms of the present value (real 1999

Rands) of fotal govemment expenditure on amns, excluding interesl. This amount

includes the ams themseives, statutory and project management costs, financing

costs of preferred cash flows, and escalation in terms of the assumed inflation rates

. (5% per annum for SA, 2.5% per annum for other currencies) and the forward Rand:$
exchange rates. The present vaiue is desived by ysing & discount raie equivalent to

the relevant interest rate. The three expenditure le

. R25 billion
. R21 billion
) R18.5 billion
4.3 In modelling these expenditure levels, the fiscal ‘addRionamy-assURRalm’ |

into account in all scenarios, that is, a given amount of the fiscal expendn
representing each year's drawdown is accommodated within the existing expenditure
envelope, that is, the envelope in the absence of the amms procurement, and the
remainder is additional to the envelope. The non-addifional expenditure is
accommodated partly within the DoD budget and partly within that of other
departments. The non-additlonal amounis vary for each expenditure level, and are
specified in paragraph XXXX and Table 7 in Chapter 4, where the addltionality
assumption is discussed in fuil.
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4.4 A large number of equipment configurations could be accommodated within each
expendifure envelope. For modelling purposes no attempt has been made fo
prescribe these configurations (ultimately a task for DoD). Instead, the cash flows for
each expenditure ievel have been based on the profile applicable to the ‘Hawk only’
-egtion, and adjusted properticnataly upwards or downwards.

4.5 For each expenditure level, all NIP offset cash flow daia (investments, imported
equipment, output, exports, dividends etc) have been pro-rated in the same
proporifon as the total expenditure level® This is in Bne with the roughly 1:1 ratio
achieved in the negotiations between arms contract price and NIP benefits.

4.6 To take account of the risk of the NIP/DIP benefits not materialising, two altemative
levels of NIP benefits have been modelied. This has been done by applying a
confidence index (C!) to ail the financial flows associated with the Nip projects.
Details of this methodology, and the rationale for amiving at the respective Cls for
each category of NIP projects, are contained in Appendix C. .

s

4.7 In brief, the Cl attaches a probability between 0 and 100% to the risk that the NIP will
not yield the expected benefit flow, either through the NIP commitment itself not
being fully met (ie. the project sponsor fails to implement the project, and forfeits the
guarantee instead), or through the project itself not meeting the specified business
plan targets for output, exporis and profits. The associated probability therefore
discounts the NIP benefit flow, to yield an 'expected value' of benefits. Thus, two
aliemative sets of C| were specified:

LA
|’

« ‘full NIPs’, or adequate NIP performance, with a Cl ranging between 65% and 90%
(between 65% and 90% of the stated NIP (or DIP) benefils are expected to

materialise)

»‘adverse NIPs', or underperformance, with 2 of the steel projects eliminated
(Femrostaal stainless steel and Danieli speciality stee0'°; cash flows for all other NIP
projects discounted by a further 60%, for a Ci of approximately 33%; bul collection
of performance guarantees related to unfuifiled NIP commitments .

4.8 The DIPs have been taken at face value (100% ClI) for local production, exports and
investiments, Less tangible components such as marketing assistance and
technology transfer, which comprise a small percentage of the fiotal DIP
commiiments, are more difficult to measure and have been ignored,

4.9 To assess the costs associated with the interest rate risk, two altemative long-term
rate ‘shocks’ have been defined, reflecting a ° impact’ outcome and a more
‘adverse’ outcome. The size of these shocks va fg@agweq:iﬁ

]

reflecting the argument above that the degree of i tem
the procurement expenditure level. The effects of the i

decreases. i
' This is in Jine with the conclusions of both sets of independent steel analysts
consulted.
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economy operate with a lag, but are assumed to work through completely within
about 2 years.'' The interest rate increases are specified as follows:

« 'low interest’, where increases of 1%, 0.7% and 0.5% are assumed for the R25 bn,
R21 bn and R16.5 bn expenditure levels respectively

« ‘adverse interest', where a larger shock of 3%, 2% and 1% forthe R25 bn, R21 bn
and R16.5 bn expendilures respectively are assumed

4.10 in sum, for each expenditure level, four scenarios are defined, as in Table 6.

J1d]

el

Table 6: Overview of scenarios used in modelling exercise

- -

, SCENARIO R25 bn R 21bn R16.5 bn
Interest cl rnterest ci Infere Cl
st
Scenario I low intsrest, full NIPs  [+1% .65+ 0.7% 0.65 HOD.5% 0.65+
+
Scenario il adverse interest, fulf 3% 0.65+ 2% 0.65 | +1% 0.65
NiPs + +
Scenario li- low inferest, adverse 1% 0.35 +0.7 0.35 +0.5 0.35
NiPs 9% o,
Scenario IV: adverse interest & 3% 0.35 +2% 0.35 +1% 0.35
NiPs
lllustrative ams configuration 4 corveites 4 corvettes 4 corveties
3 submarines 3 submarines 4 MH
4 MH 40 LUH 40 LUH
40 LUH 24 Hawk 24 Hawk
. 12 Hawk + &
Gripen

411 The macroeconomic results presented below for the modelling exercise are in two
parts. First, there is a focus on a single expenditure level, R21 biliion, to assess the
impact of vanation among the four risk scenarios. This analysis is presented in Figures
2-6, each of which presents the results of the R21 bn expenditure package for a single
macroeconomic indicator for Scenarios I-IV. In the second set of resulis, the risk

"in practice, interest shocks will impact on long ralSHBN CEOIAtes. (SUS
Bank rate) in roughly equivalent amounts, depending any
such shock. However, for technical modelling r asonﬁﬁ%ﬁimbﬁ

short rates was set to half the long rates quoted above. It § belteved that this will

more accurately simulate the impacts in the ec 0- 28
Ty e

QER3EO53PE
V. W, Mxhus_an_a
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scenario is held fixed and the expenditure level varied from R16.5 bn io R25 bn, to
5 illustrate the impact of the latier on each indicator. Figure 7 shows the GDP growth rate
for Scenario | with all three expenditure levels, Figure 8-the GDP growth rate for
Scenario Il with the three expenditure levels, and Figure 9 for Scenario V. Figures
10-12 repeat this sequence for the fiscal deficit, Figures 13-15 for the current account
deficit, and Figures 16-18 for the employment impact.

4.12 Aside from Figure 3, which reporis the level of real GDP in R billions (in terms of 1998
prices), all the graphs show the impact as ‘the deviation from the baseling’, in other
words, the difference beiween the variable with the defence programme and the
equivalent variable in the baseline macroeconomic forecast.™ In all cases, resuits for
the years 2000 through 2008 are reported - the programme was assumed to begin only
in the year 2000, with no effect in 1999.

413  Variation across risk scenarios

@ In this section, the expenditure level is held fixed at R21 bn to address the question
= of the variation across risk scenarios. .

© |

e Figure 3: Real GDP level, R21 billion expenditure level

850
@
™ 2000 2001 2002 ‘ 2003 2004 2005 2008 2007 2008
DEFE”EE _fi?.—l ! -EEPIFE
DECLASSIFIED

20% -01- 29

96835053PE

V.W. Mxhosana

|y the second set of 12 figures, Scenario !l was excluded simply to minimise the
length of this report.

™ The BER strongly emphasised the much greater refiability of the model in enabling
comparisons, that is, in providing the deviations from the baseline, than in providing
the actual values of the variables in any giveir year.
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414 Figure 3 shows the level of real GDP in R billions (1999 prices) for the baseline
scenario as well as for all four risk scenarios, assuming a R21bn level of expenditure.
The graph demonstrates the following:

+ under all five scenarios, GDP rises through the 9 years from 2000 to 2008, that is,
GDP growth is positive throughout;

« however, under all four sk scenarios, GDP growth is siower than under the no-
change baseline scenario;

= the more adverse the risk scenaro, the lower is the GDP ievel;

» there are really two phases to the programme, with a clear increase in the upward
slope of the lines from 2003 as negative interest rate impacts wear off and the NIP
projects begin producing and exporting.

Figure 4: GDP growth rate: deviation from Baseline, R21 bn expenditure level

dId

.n‘s A

- S I |
DEFENCE INTELLYIGENCE
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V.W. Mxhosana

4.15 Figure 4 shows the deviations of GDP growth rates from the baseline. In ali four
cases, the impact of the programme is positive in the first year“’. and then tums
nepative in comparison with the baseline for the following five years to 2005. The
positive impact on economic activity from the DIP and NIP (construction) activities is
outweighed, in effect, by the contractionary pressures of an interest rate increase.

* This is due in part to the fact that for technical modelling reasons, it was
necessary to delay the impact of the interest rate shock for one year, so that it began
to appear only in 2001. In reality, any interest rate impact that occurs is likety to take
effect in the first year of the programme, i.e. 2000,
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This negative pressure is reinforced by defence expenditure réplacing other
government cumrent spending, so that govermmeni spending on domestic goods and
services is replaced by spending on imporis.

4.16  From 2005, the growth rate in Scenario | rises slightly above the baseline, and in
Scenario Il is equal to the baseline. For the other two scenarios, the growth rate after
2006 remains below what would be expected under the 'no change’ Scenario 0. This
improvement in the economy'’s growth performance foilows from the NIPs' production
and exports, while the negative impacts on expenditure from the interest rate shifl,
and from the import leakage due to both the defence expenditures and the NIP
construction, have disappeared.,

4.17 Some other features of the graph are:

othe two distinct phases of the programme are noticeable, with the growth rate
moving closer to the baseline rate from 2003/2004, as the negative effects of the

—— interest rate shift disappear, and the benefits of the NIPs (outputs and exports) o
F- : emerge;
B o
= i = the more serious effects of the interest rate shock during the first phase are clearly
U noticeable, with the growth rate of Scenario il being below that of Scenaric Il
— between 2001 and 2003;

» the completely parallel lines from 2005 on show that GDP growth in these years is
determined by the NIPs, but also show that a significant decline in the growth rate
during the eary years establishes an inertia in the growth rate and the GDP which
never quite recover to the bassline level.

4.18 |Nusirating this last point, the GDP level in 2008 for each scenario at the R21 bn
expenditure level are projected as:

+ Scenario 0 R951 bn (baseline) .
e Scenario ! Re49 bn (0.2% below baseline)

+ Scenario I} R937bn (1.5%)

e Scenario Il R935bn (1.7%)

e Scenario IV R924 bn (2.8%)

Figure 5: Budget deficit as % of GDP: deviation from Baseline, R21 bn expenditure level
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419 Figure 5 reports the deviation from the baseline levels of the budget deficit,
expressed as a percentage of GDP. In terms of the ‘fiscal additionality’ assumption,
the additions to the budget deficit reflect only part of the arms expenditure for each
year. Differences between scenario and baseline deficits are related in the first few
years of the period to the fiscal expenditures to pay for the programme (as well as
interest payments on the financing), offset to a limited degree by the inflow of tax
revenues due to the construction of the NIP projects. In addifion, the slower growth in
economic adlivity — relative to the basellne — squeezes tax revenue, In the second
part of the period, the tax income from the NIPs becomes a positive factor. I is
noticeable that the deviation from the baseline rises initially in all cases, and then
declines only for the 'best case’ Scenario |, for which it is more or less equivalent to
the baseline level of the deficit from 2005.

Bil@

420 In the other three scenarios, the deviation from the baseline deficit moves above
0.5% in the second year of the programme, and does not narfow. Rather, the gap
. widens markedly afier 2005, even for Scenario Il where the NIP benefils are the
same as in Scenario |. Except in Scenario |, tax revenues from the NiIPs are
inadequate to offset the wider fiscal impact of economic decline. Finally, the interest
rate effect dominates the deficit during the first phase, as illustrated by the fact that
the deviation for Scenario Il is significantly smailer than for Scenario Il

%ﬁlsﬁﬁ?ﬁh51 bn expenditure
ECLASSIFIED, |

201 -p1- 29

Figure 6: Current account deficit 25 % jof 8%
level
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@ 4.21  Figure 6 presents the deviatlon In the current account deficit between the baseline
= and the four scenarios. In this graph, imports and interest payments push the curve
::.-;Jj upwards above the horizontal axis, ie increase the cument account deficit, while
\ \ exports push the curve downwards and reduce the deficit. The factors determining
e the cument account impact of the programme have been discussed, and include

weapons imports, interest payments, and NIP imports of machinery and equipment.
These raise the deficit above its baseline level in the first four years. But the indirect
Impacts of higher interest rates reduces imports by depressing economic activity in
the economy as a whole, so that up to 2003 the current account deficit is largest in
Scenario |, and smallest for Scenarios It and IV which have higher interest rate

shocks.

422 From 2004, weapons and NiP equipment imporis drop off while NIP exporis begin,
reducing the current account deficit well below its baseline level. The contractionary
effect of the interest rate is still the stronger factor, so thal the two ‘adverse interest’ .
scenarios (il and IV) have smailer impornt bills and smaller current account deficits
than the other two scenarios. But comparing scenarios with equivalent interest rates,
the ‘full NIPs' scenario has the larger current account deficit because higher exports
spur the economic growth rate, which in tum raises imports.
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Figure 7: Employment: Deviation from baseline, R21 bn expenditure tevel |
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4.23  Figure 7 presents the employment implications measured in thousands of jobs. In

Scenario | there is a positive impact on job creation during the first phase of the

period, when the DIPs are in process and the NIP projects are undes construction.

This positive impact disappears entirely during the second phase of the period, when

the overall economy is growing slower than the baseline, and the capital-intensive

NIP projects create few operational jobs. In the other scenarios, the overall

contractionary impact (relative to the baseline) of the higher interest rate and/or the

. reduced size of the NIP projects, means that the net employment effect of the overali
programme is negative.

Variation across expenditure levels

424  In this section, the four main macroeconomic variables — GDP growth rate, budget
deficit, current account deficit and employment impact - are compared across the
three expenditiire levefs of R25 billion, R21 billion and R16.5 billion. This is done for
three risk scenarios: Scenario | (low interesi rate, full NIP benefils), Scenario l

_ NTELLIGENCE |
DECLASSIFIE D

4.25 The main point in this section is that higheq a gwregfymads to_higher
fiscal and current account deficits, which led ds@ igher int rates™ anfi a

- —

{adverse interest rate, full NIP benefits), ang StB
NIP under-performance).

{short-term interest rate) as well as a higher lo
deficit also raises the lohg-term rate:
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contractionary effect on the level of economic activity, lowering GDP growth and
employment creation.

GDP growth

4.26  The impact of the level of arms expenditure on GDP growth is shown clearly in all
three of the following figures. In addition, a comparison of

Figure 8 and the two graphs following shows that that as one moves 1o scenarios with grealer
risk-associated costs, the negalive impact of higher spending worsens. The gap
between the R21 bn level and the R25 bn is larger in Scenario I (

Figure 9) than in Scenario | (

g
e

Figure 8), and larger again in Scenario IV (Figure 10). .

()

1

i

Cil

_--'— . s
Figure 8: GGP growth rate: deviation from baseline

All expenditure levels, Scenario |
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Figure 8: GOP growth rate: deviaticn from baseline
All expenditure levels, Scenario 1l
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Figura 10: GDP growth rate: deviation from baseline
All expenditure levels, Scenario IV

dIidl

§
1

]
#

[
&

| [=—~R2Sn

A=

2
W

e
7
W

_ Il

ane | DEFENcm

20% ~01- 29

§5835053F=_"“—‘;'
The next three figures show that a rising lovel-of amn¥, Mépbiadihse-aroduces a ising
fiscal deficit. Again there is a clear and direct re!abonshtp betwsen expendioreTtevels
and the cosis associated with each risk, the gaps between curves expanding sharply
as we move from

4.27  Budgef deficit
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-

Figure 11 to Figure 13. In Scenario | (

s

= o
O\

Figure 11), all three expenditure programmes keep the fiscal deficit within 0.5% of the
baseline case, Bui

Figure 12 shows that if interest rates are worse than anticipated, the fiscal deficit

remains within 0.5% of the baseline only at the lowest expenditure level (R16.5 bn). .
Figure 13 lllustrates that if Scenario IV with both inferest rate and NIP risks
materialises, the fiscal deficil increase exceeds 0.5% afier 2005 even at the R16.5bn

fevel.
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Figure 11: Budget deficit as % of GDP: deviation from baseline,
All expenditure levels, Scenario |
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Figure 12: Budget deficit as % of GDP: deviation from basefine,
All expenditure levels, Scenario 1l
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Figure 13: Budget deficit as % of GDP: deviation from baseline,
All expenditure levels, Scenario IV
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4.28 Balance of payments

Figure 14 to Figure 16 present the current account deficit of the balance of paymenis for
the three expenditure levels. The initial impaci of the programme is to increase the deficit
relative to the baseline case, due to the import-intensive nature of the first 4-5 years of the
programme. Subsequently, the decline in programme-related imports and the onset of
programme-related (NIP) exports helps to reduce the current account deficit relative to the

. baseline.

In all three cases, the larger the programme, the larger the deviation from the baseline, and
the impact of the same expenditure level is greater as the risk-associated costs rise
(compare Figure 15 with Figure 14 for the same expenditure level, and Figure 16 with the
other two). It should be noted that even though the cument account deficit in these
Scenarios is smaller than in the baseline, and the deviation grows with arms expenditure,
this is not necessarily positive, since the size of the deficit is related less to larger exports,
and more to lower imporis, compressed as a re ntractionary pressures on overall

economic activity. DEFENCE INTELL TGENCE
DECLASSIFIED
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Figure 14: Cumrent account as % of GDP: deviation
All expenditure levels, Scenario |

from baseline
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Figure 16: Cument account as % of GDP: deviation from baseline,
All expenditure levels, Scenario IV
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4.29  Employment

The final three figures, Figure 17, Figure 18 and Figure 19, examine the impact of the
range of arms expenditure programmes on the number of jobs in the economy. Since job
impact (creation or destruction) Is primarily driven by GDP growth, employment deviations
track overall economic performance. in all three figures, the initial impact on employment in
2000 is positive relative to the baseline. Relative job growth then drops below zero, the
decline being steeper, the higher the expenditure level. The pattem as risk-associated
costs grow is the same as for the other three macroeconomic vaiiables.

Figure 17 Employment: deviation from baseline,
. All expenditure levels, Scenario |
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All expenditure levels, Scenario 1|
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430 Summary ' ;@2

The analysis conducted above indicates three central poinis. First, if, for whatever ‘“———.
reason, the risks do not materialise, the amms expenditure programme has a limited, but
non-negligible, negative impact on the macroeconomy. This is irue even for the highest
{R25 billion) expendifure ievel,

Second, the fwo distinct phases in the programmme emerge clearfy. Up to 2003/4, the
impact is substantially negative onh all macroeconomic variabies except employment
impact, whatever level of expenditure is analysed, and even for the best case Scenario | at
each expenditure level. in the second phase of the project, starting from 2004/5, the

. macroeconomic impact of the programme iself is broadly positive, at least for the GDP
growth rate and the fiscal and current account deficits. But there is stil inertia from the
negative macro impact during the first, so that the overall improvement is moderated. in
most of the altemative scenarios, the macro variables remain worse than their
comesponding vaiues in the baseline,

Third, if efther one of the two risks analysed — a larger thgle=p d_ipterest rate shock in

reaction to the announcement’, or the fallure of thg
@Zﬂﬂ O 29
Mm
W, E]xgsjpE

V. 253K 3

B

D

Chapter 4: FISCAL IMPACT ANALYSIS

6 Or if the announcement happens to coincide with an interest rate shock caused by
some other factor.
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Budget treatment

it is important to be clear on the comect budgetary and accounting treatment of the various
cash flows associated with the procurement transactions, since these fransaclions have
significant implications for the govemment's fiscal and economic targets.

The accounting issues are summarised here and addressed in more detail in Appendix E.
The current approach is consistent with the IMF's fiscal accounting framework.

The first transaclion to be recorded occurs when actual payments are made fo foreign
suppliers in terms of the amms contracts or to other local parties in respect of statutory and
similar costs. These amounts must be shown as govemment expenditure as and when they
are incurred, even though govemment itself does not make the actual payment to the
supplier.

in the case of most foreign curmrency payments, there will be matching ECA loans against

which drawdowns are made to finance the expenditure. The resulting increase in liabliities

{equivalent to the prncipal amounts) shouid be shown ‘beiow the line' as a nommai .
govemnment financing activity.

The next transaction relates to interest payments. As wilh other financing aclivities of
government, these must also be recorded as cument govemment expenditure.
Consequently, total govemment current expenditure is the sum of interest payments and
expenditure on arms and related items, as outiined above.

The repayment of loans is a normal ‘below the fine’ financing activity and does not impact
on recorded govemment expenditure.

Therefore, for purposes of caiculating key fiscal ratios the relevant transactions are the
amounis of expenditure on the anns, statutory costs, project management, etc, as well as
the interest costs on the loans taken out to finance the procurements. To the extent that
any portion of these cosis are additional to the existing expenditure envelope, they will
clearly add to the budget deficit.

The IMF accounting guidelines do not specify how the expenditures shoulid be distributed
between departments. However, the consistent method of accounting for these
transactions will be for the non-interest expenditures (i.e. payments to suppliers; for
statutory costs; ECA premia; and so on) to be funded from the budget of the Depariment of
Defence in the normal way. Interest costs wili come off the ‘top-siice’ used to fund

DEFENCE INTELLIGENCE
DECLASSIFIED

govemment's debt service obligatigns

“Additionality” approach

which the arms
, or the degree to

.depends on two faciors: the prouvisiar e budget for the
strategic arms packages, and the extent to whlch expendtture can be reallocated from other
departments to Defence.
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For purposes of the macroeconomic modelling exercise, the following assumptions have
been made. These are based on recent estimates made by the Depariment of Finance's
Budget Office in the context of cumrent and anticipated pressures on the national budget,
Including funding requirements for various high priority new initiatives. Uttimately, however,
the overall fiscal policy decislon will be made by Cabinet.

The portion of total expenditure which will be accommodated within the existing budget
envelope (that is, from Defence’s existing allocations and from other deparimental budgets)
is assumed {o be the sum of;

» the full interest costs associated with package expenditure, and

« an additional amount, specified in Table 7, which will have to be cut from other
govermnment departments

’ The amounts assumed to be available within the budget are summarised in the table
below. Also shown, are the amounts by which the packages at each expenditure level
exceed the amounts assumed to be available.

==
E
®
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Table 7: Amounts avaitable within, and additional to, the national budget (Rm nominaf) ¥’

\d

Rm nominal 2000/01 2001/02 | 2002/03 | 2003/04 300410 2005/06
+
1} Available from DoD
budget: Modelling exercise 52 868 982 913 1030 1157
2| Available from DoD 117 247 543 699 859 1055
budget: Revised Aug 99
3| Available from elsewhere
e 300 | 800] 1800 3000| 3000 3000
4] Addition to national
budget:
Model simuiations
R25 bnievel 3 801 3692 3 458 3350 2645
R21 bn levei 3138 2836 2 461 2193 1 581 702
R16.5 bn levei 2389 1869 1336 888 381 {©)
5| Addition to nationai
budget:
Revised Aug 99
R25 bn level 3 866 4313 3897 3564 2816 1707
R21 bn level - 3203 3457 2900 2407 1752 804
R16.5 bn level 2 454 2490 1775 1102 552 102

Two sets of Rand amounts “avallabie from the Defence budget® are presentad.

The amounts in Row 1 — labelled "Modei simuiations” — were agreed between DoF

and DoD in March 1929 and subsequently used in the macroeconomic modeiling

exercise. After completion of the modelling work, DoD indicated in mid-August 1999 .
that the amount available for packages from within the Defence budget was, in fact,

likely to be differant, and provided the amounts presented in the Row 2 of the tabie ~

jabelled *Revised Aug 99". These amounts are significantly lower and resuit from

DoD re-evaluating upwards the expected expenditures for normal operating costs

within its budget.

Prior to this latest revision, it had been assumed that interest costs on the packages
could be accaommodated within the existing MTEF envelope, since the amounts
roughly approximated the_original provision within the DoD budget. However, the

effect of the revision is that intppesk w&o ccommodated within
theMTEF envelope, and dny acBng i oun bg added to the overalt
level of expenditure. S SIFIED

Lt
7 The amounts which are e 0 be available from other departments (for
purposes of the modelling exgrcise) reprgagh Fgaikion =28%, 40%, 60%, 80% and

100% of the package expenditure exciurliugm arest) , based on the
‘Hawk only’ procurement package. :
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This impfies that the amounts available from within the existing MTEF envelope - the
sum of rows 2 and 3 ("avaitable from elsewhere in national budget”) — will cover only
a portion of the total arms expenditures, including interest costs. The amounts that
will be additional to the baseline government expenditure enveiope are presented in
the final tiwo rows. Row 4 presents the data used in the modeling exercise, based on
the DoD figures in Row 1. Row 5 presents the revised amounts now expected to be
additional {0 the baseline expenditure envelope, based on the DoD revised figures in
Row 2. The revisions add siighfly less than 0.1% of GDP to the projected defic in
200102, and about half that in 2002/03,

A key indicator In the affordability exercise is the amount of expenditure which will be
added 1o the exsling MTEF expendiiure envelope. The macroeconomic
consequences of govemment exceeding its budget deficit targets have been fully
addressed earlier. The perception of a more relaxed fiscal stance may be aggravated
by the technical classification of amnaments as unproductive expenditure, and by the

. lower policy flexibility induced by the comtractual commitments with the ams
suppliers.

The addiionality approach ouflined above miligates this risk o some exent by
limiting the net increase in tolal government expenditure. The trade-off for this
however is that the amms procurements are likely to impact negatively on expenditure
by other govemment depariments in two ways. Firstly, there is an explicit assumption
~ shown in Table 7 — that certain amounts will be shifted from the expenditure of
other govemment depariments to Defence. Af this stage, ihe depanments whose
budgets will be cut have not been Identified.

| JIdl

Secondly, the overali pool of funds available to govemment will grow In line with GDP
growth, less any future fiscal coniraction. But the additional expenditure on the
defence packages will reduce the portion of these funds which would otherwise have
been avaltable to oiher departments.

. Potential impact of increased expenditure to smooth cash flows

The summary of package costs in Table 2 included items for the financing of
preferred cash flows. These amounts referved to the additional financing costs which
wouid be incurred by suppliers, and passed on to the South African govemment, for
defeming certain paymenis to suit the goverament's fiscal programme.,

ible to use the same strategy on a much larger scale, to
DEFENWW&EEGWGB emment expenditure in the early years of the procurement
D Emﬁmn they budget deficit is most acute. Effectively, this aption would

i to fake oul additional loans to finance their working capital
= ulrements in the first few years of their coniracts. These financing costs would
aid By the South African goverment once the pressure on the deficit eases.

A\ BeEGH01 TS OpiTbr] is practicable and wise will depends on three main factors.
VRlst4kHepends on whetler the suppliers and their banks are wiliing to expiore this
option, whicli 15 ot common practice in the indusiry. Moreover, # depends on the
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size and strength of the suppiiers' balance sheets, their gearing levels and their
policies on taking on additional debt in this way.

Secondly, the effect of this option would be to parlly mask the fact that the South
African govemment wishes to incur expenditure which cannot be accommodated
within its tamet expenditure and debt ievels, in essence, the liabilities will be shown
on the balance sheet of the suppliers rather than on govemmeni's accounts. The
fundamental truth would remain that govemment wishes to spend more than it is able
to within existing fiscal paramelers and is borrowing (indirectly) to do so.

Finaliy, the effect of this option would be 1o increase the amount paid as interest
costs, since the terms at which the suppliers would borrow from the financial markets
would certainly be less favourabie than the terms applicable to the govemment's
borrowing options under the ECA-backed loans. In other words, the govemment
would be spending more per unit than would ctherwise be the case. it is difficulf to
quantify this additional cost without addressing the issues noted above, but the
—- 1 premium in borrowing costs could run at severaj percentage points per annum,

e

_,,_
il

e
(L

Risks

|d
="

— There are a number of risks relevant to the fiscal analysis. These include faiiure to
restructure the DoD budget, adverse economic deveiopments such as Rand exchange
rate depreciation, and canceljiation costs.

4.27 Unsuccessful Defence budgef restructuring

The Department of Defence has based its medium- and long-ternn expenditure
pianning on a set of expectations regarding the reduction in personnel levels, which will
free up resources for capital spending on both packages and non-package items
(primarily for the ammy.) The present personnel compiement is 85 495 (as at June
1998), and the Department aims to reduce this to about 70 000 (and possibly lower in
the long-term.)

Achieving this staff reduction, however, is predicated on the availability of an empioyer-
initiated retrenchment (EIR} tool. in the March 1999 report, it was assumed that an EIR .
wouid be available for implementation in 2000/01, and that the proporiion of the

Defence budget spent on personnel, operating and capital items would improve from

its 1998/98 level of 56:32:12 to a long-term level of 42:30:26 by the year 2006/07.

To-date, an EIR mechanism has not been approved by Cabinet and the personnel
reductions envisaged initially are unlikely to materialise, DoD's iatest estimate is that a
more probable scenario will entail a split between personnei, operating and capital
expenditure of 47;32:21 in ong term. Even this entails a falrty significant reduction

in personnel levels and the fislaxistapgt thigighigisa (ptbe pohieved.
DECLASSIFIED

in rough terms, for every | 000 personnel members in excess of the optimal force
design, the budget availaile fogegap @ﬂ“’mﬂﬁdﬂﬂrﬂ on the

billion per annum. This is dquivalent: f ¢ of e total DoD budget, and over
60% of total capital expenditure. R is warmam that the failure to raticnalise the
personnel complement will place additional pressufe on 's capital expenditure
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programme and on the ability of the SAG to fund the packages without diverting further
resources to DoD froem other govemment departments,

Adverse Rand:forex movements

The fact that roughly three quarters of the cash flows in the amms deals is denominated
in foreign cumrencies (malnly US Doliars), means that the South African govemmenl is
fully exposed to the depreciation of the Rand against foreign cummencies, which account
for about 75% of the total purchase amount. As noted in the March 1999 repon, there
is no effective means of hedging the currency risk inherent in the procurements.

The forward exchange rates used (see Tabie 5) aiready incorporate the market view of
the currency risk associated with Rand assets, given that these rates reflect more rapid
depreciation than expected from the infiation differenfiais. Nonetheless, there remains
some additional risk that cumrency depreciation could be even more rapid than
expected by the market, perhaps due to a sudden shock such as that precipitated in

’ 1998 by the Asian crsls. This is analogous to the ‘adverse interest rate’ shock
analysed above (and indeed couid be part of the latter).

Table 8 provides some indication of the additional package costs resulting from a more
rapid depreciation of the Rand against foreign cumencies, with the additional costs aisc

shown as percentages of the ‘Hawk only’ package, ie an amount of R22.331 biliion, 6
Table 8: Estimated costs of adverse Rand depreciation {1999 Rands) —_
Additional depreciation Arms exp Financing L@
interast Principal Total ;
10% shock in 2000 R1.6 bn R10bn R1.9bn R2.% bn
% change from 'Hawk 7%
only’
+1% p.a. depreciation RO.5 bn R0.8 bn R2.2 bn R3.0 bn
% change from ‘Hawk 2%
. only’
+2% p.a. depreciation R1.1 bn R1.7bn R4.6 bn R6.3 bn
% change from Hawk 5%
only’

While these examples shouid be treated as ilfustrative only, the potential addition to costs
associated with the scale of the cumrency risks are evidently substantial. For instance, if the
Rand suffers a 10% shock in 2000 and depreciates at the same average annual rate
thereafier, the increase in govermment expenditure on the amms packages will be around
R1 6 bitfion (real 1999 Rands), or 7% of the "Hawk only’ package, whale the totai increase

depreciates by 2% p.a. more rapidly, the increase in govem entexpe ‘-‘ e IM‘ELhiIJ@ENCE
during the drawdown period and R6.3 b'llu:m in loan servicingland r@ﬁ@éﬂtA SSIFIED

More rapid Rand depreciation wiil produce the benefii of {
export-oriented economic structure, But this benefit occurs :
with less cerfainty, than the immediate budgetary impact fro BB RLO
cannot be avoided due to long-term contractual commitmentp. 95535@5382
_- VW, Mxhesana
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4.27.1.1.1.1.1 Lowsr underiying economic growth

Low economic growth leads to lower govemment revenue, higher deficitGDP and
debt:GDP ratlos, and lower interest cover, so that continuing to service the loans could
piace undue pressure on govemment finances. Although unikely, it is possible that — as
happened with projecis in certaln Asian countries in 1998 — such adverse economic
conditions may cause govemment to consider the cancellation of the packages at some
time in the future.

Because the amms procurements invoive long-term commitments, they cannot be curtailed

or reduced without significant canceliation costs, far higher than with most ‘normal®

govemment procurements. First, the standard cost of canceiiing any package is the sum of

ail payments already made, aft additionai costs incurred by the supplier to the date of

ol cancellation, and five per cent of the contract amount outstanding. Because the package

‘i{: contract sizes are much larger than for most other govemment procurements, the actual
= Rand amounts payable on canceliation of any single contract would be pardicularly large.

Second, the contracts will run concumently. |f economic conditions were such that .
government had to consider contract canceffaiion, it is likely that more than one contract
would be cancelled, and the total amount payable would escalate accordingly.

Third, most of the contracts run over a period of between six and eight years - much jonger
than procurement contracts in other areas. This extends the time span over which
government runs the risk of adverse developments on the economic front forcing
canceliation decisions.

Fiscal assessment of procurement expenditure levels

The impacis of the three procurement expenditure ievels on one important fiscal indicator,
namely ihe fiscal deficit, were addressed in chapter 3. in this section, two further fiscal
indicators are considered:

» the impacts on overali govemment expenditure, and .
« the impact on cther deparimental expenditure.

Both of these impacis are a function of the ‘additionality approach, and the figures below
take into account the assumptions (in Table 7) regarding amounts shifted from other
departments’ budgets within the overali MTEF envelope, and those amounts which wilt be
over and above that level.

Impacts on overall goYerpypsre REEENIEIEL L TGENCE

As the economy grgws, e SYHEIT BVATAR to gpvemment to spend, subject to its

revenue collection gnd deficit targets. Consequently, it is|possible to express the additional

spending required fpr the pagke tﬁ gm_gr h spending scenario, as a percentage of the
; vemment §

additional funds avalia is expenditure, These amounis are shown in
Tabie 9 below.

(=

' DEB35053PE
VW, MxRosara
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For purposes of this analysis, government expenditure has been taken from the MTEF for i
2000/01 and 2001/02. For 2002/03 it has been assumed that expenditure will increase in
nominal terms by 7%.

Tabie 9: Impact of packages on overall govemment expenditure envelope (Rm 1999 real)

2000/01 2001/02 2002/03
increase in govt expenditure 3100 5000 4900
R25 bn level
Net additional ciaim on fiscus 3603 3333 2973
As % of Increase in govt exp 116% 67% 61%
R21 bn level
Net additional claim on fiscus 2974 2 560 2118
As % of increase in govt exp 96% 51% 43%
‘ R16.5 bn ievel —
Net additional claim on fiscus 2264 1687 1148 |
as % of increase in govi exp 73% 34% 23%

[did

It is evident from the table that the additional expenditure implied by the three packages
{after taking account of the expenditure accommodated within the budget) represents a
significant poriion of the addiiional resousces available to govemment under its current
fiscal poficy regime. This effect is largest in 2000/01 because the amount assumed to be
available from other govemment departments is smallest in that year (R300 million in
nominal Rands).

4.27.1.1.1.1.2 Impacts on other departmental expenditure

It is also imporiant to place the package expenditure in the context of government’s other
spending programmes., In Tabie 10 below, the additional package expenditure (net of
amounts actommodated within the budget) over the next MTEF petiod is shown in refation
to selected departmenital or programme expenditure within the existing MTEF budget. In

. addition, the table shows some of the additional spending bids being made by departments
in their current MTEF submissions.

Table 10: Package expenditure in relation to other deparimental expenditure (Rm 1999

real)
2000/01 2001/02 2002/03
DEFENCE INTELLT@EdM0Ral biaim on fiscus for arms
DECLASS Fpetgees
R25 bn levéi 3 603 3333 2973
201 <01 £ BR21 bn level 2974 2 580 2115
=>%""] Ri16.5bn lgjel 2 264 1687 1148
9683505 3PE Current spanding levels per MTEF
LA Mxhj—-%mgrjc’ an 3180 3 250 3330
l Municipal infrastructure (CMIP & 2030 2080 2140
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water)

Eduecation 7110 7190 7330
Additional spending bids (2000/01)

Defence 980 1130 950
Integrated Justice Sector 3400 3850 4 640
DTi (taxi Industry) 983 962 1024

It is evident that the amounts required for the arms packages are significant in relation to

current and desired spending fevels of the depariments shown. Under the R25 billion

scenario, for instance, the additional arms spending Is about the same as the current

budget of the Department of Housing, about 50% more than the current investment in
r municipal infrastructure, and is roughly a third to half the budget of the Department of

Education. These ratios are proportionately lower for the R21 biilion and R16.5 biifion
expenditure leveis,

o) O
The third category of figures in the table above provide some indication of the additional

pressures currently facing the fiscus. These are merely the amounts requested by the
depariments shown, and are therefore likely to be greater than the amounts eventually
aliocated, but they indicate the scale of the trade-offs involved in proceeding with the arms
procuremnents at the various levels,

t

Itis important to highfight the approximately R1 biflion per annum being sought by the
Department of Defence to suppiement #ts existing MTEF allocation. This is in addition to the
funds it is seeking for the strategic packages. According to the DoD, this amount is required
to fuffil the additional responsibllities caried by the depariment, such as border control,
participation in the National Crime Prevention Strategy, VIF transport, and so on.

DEFENCE INTELLIGENCE
DECLASSIFIED

WIL - 29
S o=

H6835053PE
V.W, M‘ﬁhssaﬁa
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428  Chapter 5. FINANCIAL ISSUES

Overview

An analysis of the potential impiications of the amnaments procurements on the financial
condiiion of the Republic was commissioned from the Sovereign Advisory division of
Warburg Dillon Read (London). Their report is attached as Appendix G. This chapter
focuses on the impact of different procurement expenditure levels on South Africa’s future
bomrowing capacity (see Part 3 of Appendix G.)

‘The WDR assessment examines two key issues: the impact on market capacity and the
impact on debt service capacity. These are dealt with in general terms here. The latter
issue is quantified and dealt with in detail as part of the scenario analysis given later.

. Impact on market capacity

The impact of the procurements on the capacity of three markets to fund SA risk is
assessed: the domestic debt market; the officially supporied export credit (ECA) market;
and intemational dabt markets.

With respect to the domestic debt market, the total ZAR sum required for the R25bn

expenditure level is about R8.4bn to be funded over a period of 8 years. The maximum

figure for a single year is R1.8bn to be funded in 2005/06, amounting 1o less than 3% of the ‘ @
total budgetary financing requirement projected for that year. While 2 number of variables

may influence the exact character of that impact, the WDR analysis suggesis that the

defence procurement requirements, even at the R25bn level, are unfikely to have a F@
significant impact on the capacity of the domestic market. l

As regards the impact on officially supported export credits, WDR conclude that, aithough

those ECAs that have country fimits have indicated that the defence deals will not be

considered as part of SA's limits, in reality it is likely that the levels of exposure being

contempiated for the defence procurements will have some impact on decision-making
. about capacity in fufure. it is not possible to quantify the magnitude of this.

With respect io the infernational debt markets, the funding of the defence procurement
programme increases the absolute levels and proportion of foreigh cumency debt of SA. As
Figure 20 indicates, assuming the current stock of SA's foreign debt, a R25bn expenditure
scenario will constitute virtually all of govemment's foreign curmency debt service from
2007/08 onwards. This significantly increases SA's exposure to a serious forex shock.

While commercial credit fines made available by private sector financial institutions to
South Africa could be formally unaffected if the anced by cofficiaily
supported export credits, there is likely to be an jnf ENCETE ?Eﬁl‘hirn
large drawdowns within existing credit fines ovef the SI%M%% X

may want to monitor how the government manages its afierrnath

such a large intemational financing. if the counjry’s ﬂnandiﬂoﬁsiﬁﬁ? deteriorates, exigting

imits would be reduced. @ ? g

96835053PF
V.W, Mxhosana
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Figure 20: South Africa's foreign currency debt repayment profile, with R25 bn defencé
procurement package
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Such a response is a real risk in cument market conditions, in which there has been a
considerable reduction in the capacity of the commercial bank market for South African
credits over the past 18 months, This is due principally to the withdrawal of a large number
of banks from the market for emerging market credits and the consolidation of existing
{enders through mergers (e.g. Societe Generale/Paribas, Deutsche Bank/Bankers Trust,
ete.), while the crises in East Asia and Russia have led to a limited capacity for loan
maturities of more than three years for most emarging market countries,

The intemational bond markets are also likely to adopt a ‘wait and see’ approach to the .
impact of the new borrowing for the Sirategic Packages, with some investors becoming

reluctant to purchase South African paper for a shoft period whiie the Govemrnent s fiscal

policies are assessed. This couid comphcate the Government’s abllit & significant

amounts in the intemational bond markets-s 8 B q_gﬁmqsm'n TVOUSNESS
resuiting from deveiopments elsewhere if tlﬁ%ﬁﬁa ' 2 %?ﬁﬁ Argsantina and
Brazil.

201 -0t 28
W

. 5aB35053 F'E
The potential impact of the procurements bn the capagnw q%\
future debt obligations is obviously crucial AarbuTy epo'ﬂ‘ B ppendtx G Secuon 3.0)
extends the macroeconomic medelling resurts to quantify the impact of the three different
expenditure levels on debt servicing capacity.

Impact on debt servicing capacity

As in Chapter 3, the baseline scenario slaris from SA’s existing debt situation and projecis
the country’s future borrowing requirements without any provision for the defence
procurement programme. Future Govemment financing requirements, including medium
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term ioan redemptions, are based on projections of the national budget. It is assumed that
short term debt is refinanced on maturity. Future borrowing requirements of state-owned
enterprises and the private sector are assumed 1o grow in line with the projected economic
growth.

A number of key financial indicators are used by the investors and credit agencies to
assess a govemment's creditworthiness. Changes in these indicators over time are used
by the rafing agencies to adjust a country's rating, according to whether its financial
condition is improving or detefiorating. investors use the credit agencies’ ratings 10 fix the
premlum over US Treasury Bond rales to be paid by a sovereign borrower, to compensate
the investor for the additional risk of holding the debl. As a result, any improvement or
deteriorafion in a sovereign bomower's rating will be reflected in the govemment's
bomrowing costs (f.e. the premium it pays investors to hoid, for example, SA bonds)

The most important creditworthiness indicator is the fiscal deficit, which has already been
extensively discussed in Chapter 3, and is not further dealt with here. Two further key
indicators of a country's financial condition are;

» interest as a percentage of govemment revenue, refiecting the public sector's ability to
meet its debt servicing obligations without impairing ils ability to maintain ils operating
and capital expenditure commitments

« the public sector's debt stock as a parcentage of GDP, reflecting its overall levei of
indebtedness

Together these ratios measure the burden of public sector indebtedness, and whether the
public sector is generating sufficient revenues to service its debt payments. Obviously, the
higher these ratios the more difficuity government will have in servicing its debt obligations, ¢
both under normal circumstances and if, for whatever reason, economic conditions worsen
sevearely.

dIdl

In other words, these ratios give an indication of (j) the ability of the SAG to pay its
financing costs; (i) the trend in these costs, le will the risk premium (the SAG's borrowing

' rate relative to the US Treasuty rate) rise or decline over time; and (i) the ability of
govemment 10 adapt to an economic or fiscai shock, while continuing to meet its debt
service chligations.

It is important to understand that the SAG is already extensively indebied. Figures given
below indicate that SA is already edging toward the levels of bofrowing and of debt service
obligations which the intemational markets regard as the maximum acceptable, even
without the defence procurements. The financial ratio analysis below indicates the impact
of different levels of package expenditure in exacerbating this trend and pushing up the
price of SA country risk.

DEF
The financial analysis follows the same approach a the EN&EMMWW:\
the two financial indicators of the same three alterpative l;l drtu
levels was assessed, viz. leveis of R25 bn, R21 bajand R16. 5 bn. For eaci

ﬁj?ﬂl’ia yrSis

8683505 3P
XR55a5R3

level, the same three risk scenarios were used as

» Scenano I: low interest rate shock, full NiPs

s Scenario ll: adverse interest rates, full NIPs

—
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= Scenario IV; adverse interest rates, adverse NIPs

To anficipate the analysis below, the main point emerging from the financial analysis is
similar to that evident in the macroeconomic analysis: the higher the expenditure ieveis, the
worse the country's position. And as the costs associated with risk rise, raising the
expenditure level, leads to a greater deterioration in the pesition. Cn the two indicators
used here, only the lowest expenditure level of R16.5bn allows SA to stay within
internationally recognised safety ievels on Scenario 1V, combining the two risks.

impact on government's interest burden

The following three graphs indicate the potential impact on govemment's interest burden of
different expenditure levels.

Figure 21: Interest as % of government revenue,
All expenditure ievels, Scenario |
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Figure 22: Interest as % of govemment revenue,
All expenditure levels, Scenario i
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Figure 23: interest as % of govemment revenue,
All expenditure levels, Scenario {V

JIdl

¥ B Y B8

% of revenus

'§
|

3 A VI

1835/00 200001 200702 2002W3 200204 200405 200508 200847 2007/08 200600

[Co—gaseine | —®—Ro pilion __ —4—-R21plion ___ —™~—Ri6Sbiwn |

The basetine indicates that without the 3D ERERDEEEA portion of
govemment revenue from 20% to aboud 23% aﬁgﬁ:gé o the
increased cost {depreciation of the Randl's ex ncy enominated
debt, whose interest cost is forecast to éxpand from approx:mately R1.3 billionjto more than
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in Scenario | (Figure 21), interest on the Govemment’s debt is projecied to rise to between
23.6% and 24.6% by 2008/09, depending on the expenditure ievel. While there is no figure
which unambiguously indicates an excessive level of Govemment's interest costs, an
interest burden steadily increasing {owards a level of 25% of revenue — characteristic of
both the R21bn and R25bn expenditure levels - would imply that government has
increasingly less flexibility to adjust #ts spending on goods and services.

An interest obligatlon around 27% of Government's revenues by 2008/09 is approximated
in the R21bn and R25bn expenditure levels in Scenario 11, This could be a cause for
increased concem as the Govemment’s budgetary position could be exposed, for example,
in the event of lower than expected GDP growth or a failure to increasa revenues in line
with GDP growth, necessitating a significant adjustment in non-interest expenditure.

Of more concem is Scenario IV, which projects interest as a percentage of Government
revenue rising to aimost 30% in 2008/09 at the R25 bn expenditure level. This level could .
be seen by the market as an indicator of an unsusiainable debt burden, with potentially
damaging consequences for the government’s creditworthiness and its ability to refinance
its principal obligations, which would be equivailent to aimost 14% of revenues under this
scenario. Under this pessimistic scenario only the R16.5 bn expenditure ievel keeps the
interest burden under 25% of total government revenue by 2008/08.

Debt stock ratio

While the absolute level of a country's debt is typically a less important constraint than the
projected leveis of short and medium term debt service, at a certain point the markets may
find the absolute ievel of debt difficult to ignore. The market's perception wouid of course
be tempered by the pace at which the public sector increases its total debt stock.

The extent of the public sector's indebtedness is reflected in the ratio of the stock of debt to
GDP. To assess the future level of indebtedness, the total debt stock of Government and
state-owned enterprises has been projected for the three different expenditure ieveis as
indicated in the graphs below,

Figure 24: Public sector debt as % of GDP,
All expenditure levels, Scenario |
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Figure 25: Public sector debt as % of GDP,
All expenditure levels, Scenario Il
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Figure 26: Public sector debt as % of GDP,
All expenditure levels, Scenario iV
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Under the baseline scenarin, the stock of public sector debt is projecied to decfine 1o
approximately 53% of (ravised) GDP by 2009 from a current estimated level of more than
60%, which is the ceiling set on public sector indebtedness under the Maastricht Treaty for
member countries of the European Union.

. After inclusion of the defence procurement programme, the level of public sector
indebtedness under Scenario | declines from the current estimated level to between 54%
and 58% of GDP by 2009. This would indicate limited capacity for the public sector to incur
additional debt, uniess the economy expands at a higher than projected rate.

Under Scenaric 1V, the situation is much worse. Public sector indebtedness wouid
increase steadily to around 66% of nominal GDP at the R25 bn expenditure level, and o
approximately 63% of nominal GDP in the case of 2 R21 billion programme. In both cases,
the stock of public sector debt wouid be in excess of the 60% criterion throughout the
projection period. Even under Scenario |l ndifre level gllows
public sector indebtedness to drop clearly] beDERENDE INTEL L IGENCE
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5. CONCLUSIONS AND RECOMMENDATIONS

5.1 Conclusions

Unique characteristics of package procurements

5.1.1  In fiscal, financial and economic terms, the defence procurements are distinguished
from other govemment procurements by a number of factors. First, they are very
large. No other procurement decision that the SAG has ever made - or is ever likely
to make - involves anything like the aggregate sums under discussion in this case,
even on the more limited expenditure leveis, Expenditures of this order will inevitably
involve both a move away from govermnment’s existing fiscal targets and a significant
restructuring of the national budget towards defence expenditure.

5.1.2 Second, the procurements will entail fixed, contractual commitrments extending over
a number of years, with high breakage costs. if economic conditions worsen,
govemment's ability to readjust military expenditure in order to respond accordingly
will be constrained by the costs attendant on contract cancellation.

5.1.3 Third, they are heavily import-biased. Unlike most other procurements, the defence
packages involve the accumuiation of extensive Habilifies in hard currency - and the
forex exposure contingent upon these - in order to fund what is essentially a large
order of imported equipment.

5.1.4 Fourh, the costs of the procurements are largely mitigated by a set of associated
activiies (the industrial padicipation programmes) whose performance cannot be
guaranteed. Put differently, the benefits related to the acquisitions are not neary as
certain as their costs.

Risk assessment

5.1.5 These characteristics imply a set of significant and unique risks for govemment. The
analysis given in sections 3 and Ervor] Reference source not found. is intended to
capture the potential implications of the most important of these. Two sorts of
“intrinsic” risk — related to interest rate movements and under-performance in respect
of NIP — have been captured as part of the economic and financial modelling
exarcise.

516 It is :mporlant to note that a probability factor has not been attached to these risk
a to specify with any degree of cenamty that there is, say,

D Eflhegimileg owever, these scenarios have been defined and chosen
becausé Hhere'i St idengi i

guarantees is not high enough to compel the suppliers to fulfil their NiP obligations,
and that the major investrnents being planned fail to come up to expectations.
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5.1.8 In the case of the interest rate increases, the factors reiate mainly to the centrality of
govemment's positive recard on its fiscal targets in establishing credibility in local and
intermational markets, and the potential impact of a sustained breach of these targets
to fund non-productive expenditure.

5.1.9 An assessment of these dynamics must clearly be an important part of the Cabinet
decision-making process. It should not be forgotten here that in addition to the
“intrinsic risks™ which are assessed and discussed above, a number of other
“axtrinsic” risks — such as those of Rand:Dollar depreciation, worsening economic
conditions and so on — could create conditions which exacerbate the effects
described in scenarios as modelied.

5.1.10 The most fundamental point that emerges from the risk analysis is that as
expenditure increases the risks of the procurements escalate significantly. To the
extent that conditions do deveiop adversely govemment will be confronted by

’ mounting difficulties. These difficulties grow as the expenditure level rises.

5.1.11 To some extent some of these risks can be managed. For example, the perception of
the financial markets can be enhanced through an effeclive and timely
communications programme. The risk of NIP undef-performance can be reduced by
an effective implementation mechanism.

5.1.12 Uitimately, then, the decision about how much to spend on the arms packages really I
constitutes a decision about govemment's assessment of the risks, its ability to @
manage the risks adequately, and its assessment of the needs and benefiis driving =

the procurement decision.
5.2 Recommendations

524 The AT has refrained from recommending any specific procurement scenario to the
Ministers’ Committee. The purpose of the report and analysis presenied above is to
‘ fully inform the MC on the work done thus far and to demonstrate the potential
impacts and implications of different expenditure levels. it is for the MC to choose
which level is appropriate.

52.2 Notwithstanding, the AT does have certain process recommendations to make:

» Ministers should decide on an expenditure ceiling and leave the negotiation of a
specific procurement combination to the Chisf Negotiator and the Department of
Defence to finalise, subject {o final MC ratificalion. There are two chief reasons for
this. First, a wide variety and combination of equipment purchases is possible at any
expendilure ievel. Deciding on the best possible combination will require a detailed
exploration and negotiation of various options. Second, the DoD should have a
particularly strong voice in this decision: it is, affer g H‘? ich
funding these acquisitions and the Department s best pla eldAFNCE
optimum combination of Defence equipment atjany ShABBIFIED:
presence of the Chief Negotiator will aliow ihe pon-defence aspects of the 4;
procurements to be taken sufficiently into accopnt, an IZABtRrs- Fll to take th
final decision at political ievel. L o 2?
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» Notwithstanding, simuitaneous with the expenditure celling decision, the Ministers’
Committee should decide on the basic quastion of whether to accept the combination
of Hawk and Gripen offered by BAe through the “tranche oplion™.

o The character, announcement, iming and “packaging” of the procurement decision
will be of utmost importance in detemmining reaction to it across a wide variety of
fronts: local and international markets; various iocal constituencies and interest
groups; foreign govemments; and so on. Effective communications will impact
positively while poor communication could lead to adverse perceplion and in fumto a
possible interest rate or forex shock. The GCIS has developed a drafl communication
strategy in this regard. The MC should assign top priority status to the
implementation of an effective communications strategy and mandate the NT and
GCIS to mobilise sufficient financial and human resources as is needed in order to

successfully manage the process.

5 Appendices which follow the main document

Appendix A: Macroeconomic modeliing exercise: mode! description and methodology

Appendix B: Summary of outputs form macroeconomic model
Appendix C: Risk weighting methodology for industrial Particlpation (P} projecis

Appendix D: Summary of input vaiues for amms costs and NIP projects for macroeconomic
modelling exercise

Appendix E: Accounting for the Defence strateglc arms packages In the national accounts
Appendix F: Potential financial impact of the arms procurements
Appendix G: Outcome of negotiations on loans to fund anms packages

Appendix H: Reports by independeni analysts on three NIP steel projects
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