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Introduction
In 2006 the South African Government convened an International Growth
Advisory Panel (IGAP) to take a new look at the country’s growth record and,
in light of such, offer comment on the national growth strategy, ASGISA. The
team comprised twenty five members who worked alongside government
counterparts in the Presidency, Treasury, Department of Trade and Industry
(DTI) and others. About one-third of the team was South African and over
two-thirds hailed from developing countries. They worked on topics framed
by ASGISA and related to their various academic disciplines (including
economics, political science and public administration). IGAP papers were
never intended to be comprehensive, hard policy products but aspired rather
to provide rigorous contributions from across disciplines and world-views
to the ongoing dialogue on growth puzzles facing the nation.

Given this aspiration, we welcome the current request to engage in this
journal and hope that this article spurs responses that do in fact help solve
puzzles. To date, commentary has focused lightly on this goal and has given
little attention to the substance of the IGAP work. At best, we have seen
some discussion of our recommendations, as in Professor Fine’s work – but
with limited evidence of engagement with our detailed analyses. Critique of
our apparent failure to reflect on the influence of South Africa’s conglomerate
structures on the economy seem to miss the ninety pages written on exactly
this subject in discussing BEE, for example, or the paper dedicated to
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examining the impact of such structures on profit margins and growth. Claims
that we ignored the potential role of public expenditures and employment in
the growth equation, or that our calls for counter-cyclical fiscal policy reflect
narrow neo-classical perspectives, simply disregard two or more papers on
the topic that lay out a detailed, fact-based story leading to recommendations
that government should not see spending as a primary vehicle for growth.
We believe this recommendation holds up well given the economic changes
seen recently.

Given our impression that many commentators have yet to engage with
many of the IGAP ideas, this article’s intention is to provide the basic
storyline that emerged from the work and show dynamically, within this
story, how we came to some of our recommendations. This storyline does
not reflect on all the papers and leaves out a lot of detail and even some
recommendations, which we hope readers will delve into in specific papers
underlying the panel’s work. It is important to note that the story we describe
does not run counter to the direction of any paper, however, and as such
represents a lucid and important narrative that emerged without any pre-
arrangement from the independent work of the many scholars. We believe
it is a story that should therefore be given some serious attention and hope
that presenting it here will secure such.

South Africa’s growth narrative: past and present
Post-apartheid South Africa inherited an economy characterized by low
growth, high inflation, high unemployment and high inequality.  Since this
time, the country has fostered the kind of political and economic stability one
would expect to translate into improved results. Government first reduced
and then kept inflation low, solidified its fiscal position, gradually begun
building an infrastructure for the future, and promoted policies to empower
those traditionally disempowered – particularly racial groups excluded from
the economy under apartheid. If the world were fair, political restraint and
economic rectitude of this magnitude would have produced a booming
South African economy operating at or near full employment. It is anywhere
but at this place, however. In the first post-Apartheid decade, unemployment
almost doubled while before-transfer inequality increased significantly
across all racial groups and between them.

A general storyline about growth
Figure 1 shows that, while the economy has certainly grown from the lows
of the mid-90s, it has not reached a sustained, high-growth path. Growth at
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the time the panel was convened for the first time was running at about one 
percent per capita. Table 1 speaks to wider income disparities now than then 
(within races and overall) and Figures 2a and b illustrate how unemployment 
has actually increased.
Figure 1. Economic growth per capita,             HSRC Gini coefficients, 1991-2004
     1960-2005 (log gdp per capita) 

Figures 2a and 2b. Unemployment for females and urban males, 15-65, 1995-
2005

 

 1991 1996 2001 

African 0.62 0.66 0.72 

White 0.46 0.50 0.60 

Coloured 0.52 0.56 0.64 

Asian 0.49 0.52 0.60 

Total 0.68 0.69 0.77 
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Now, as the panel began its work, growth accelerated. We asked ourselves
whether what we were observing was the long overdue pay-off to the
previous policies. Figure 3 shows this spurt, especially that beginning in
2004, where per capita growth per annum increased by over two percent to
around four percent. How to distinguish between long-run sustainable
growth and a shorter-term growth spurt?

Figure 3. A more detailed look at South Africa’s recent growth spurts

Our first area of concern was the fact that the growth acceleration
occurred in the context of a widening current account deficit (Figure 4). This
is indicative of a widening gap between domestic savings and investment.
So we explored the composition of that expanding gap: what was the
domestic counterpart of the external deficit?  Was the rising external deficit
and foreign debt funding a domestic investment boom that could create the
resources to pay for the rising external debt or just a temporary consumption
boom?
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Figure 4. A growing current account deficit

Figure 5 shows that the rising current account deficit was to a large extent
funding a rising level of domestic investment, which was in principle good
news. However, delving deeper we found that if we divide the destination
of investment between the tradable and non-tradable sectors, the increase
in investment was concentrated in the non-tradable sector (Figure 6).
Moreover, part of the boom went into a rising level of durable consumption
(Figure 7).

Figure 5. An investment boom
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Figure 6. Major investment in non-tradables

Figure 7. Major consumption of durables

Putting these facts together gave us the following story:
• The acceleration of growth was based on a boom in domestic spending

financed by foreign borrowing.
• The money borrowed was not used to increase the capacity to increase

exports in the future so as to have increased resources to pay back the
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borrowed resources, but was used rather to expand a domestic nontradable
sector and fund a boom in consumer durables.

• This is unsustainable as the economy has to pay its creditors back at some
point, so without an increased source of export revenue, debt repayment
will have to come from a lower future level of domestic spending and this
will cause a reduction in growth in the future.

In fact, as argued in a 2006 paper by Jeffrey Frankl, Ben Smit and Federico
Sturzenegger, this behavior is best understood as the consequence of the
unprecedented levels of international liquidity and the rise in mineral prices
that increased the capital inflows as the country became more attractive to
foreign investors.

We therefore concluded that the growth acceleration was temporary and
that more changes would have to come in order to induce a real long-lasting
growth acceleration.

What export experience tells us
These events occurred against a backdrop of a decades-long decline in real
export earnings. Figure 8 provides a stark picture of such decline, showing
that the real per capita purchasing power of exports has decreased since the
1980s to levels last seen three decades ago. Moreover, the recent increase
is mainly the product of a rise in the price of minerals, not an increase in export
volumes.

Figure 8. South Africa’s real per capita purchasing power of exports
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It is important to ask how unusual South Africa’s export performance is.
Figure 9 answers this question by comparing South Africa on this indicator
with other countries. It is not only that a high-performing country such as
Malaysia outperformed South Africa by increasing its exports more than
fourfold since 1960. Related countries such as Australia and Canada also
increased their exports per capita by a factor of between three and four. Even
poorly-performing Argentina more than doubled its exports. In fact, South
Africa is in the 90th percentile of export growth since 1960 out of all countries
we could find data for. So there is something truly unusual about exports in
South Africa.

Figure 9. South Africa and other countries (real per capita purchasing
power of exports)

So, poor export dynamism has been an important source of the low growth
performance of the South African economy. Figure 10 confirms this by
showing that both GDP and consumption grew much more than exports,
suggesting that lagging export growth has been an important drag on the
country’s growth and leaving it sensitive to the availability and cost of
external finance to fund domestic spending. Conditional on export
performance, it would not make sense to expect more growth.
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Figure 10. Consumption, exports and South African growth –1960s to 2005

South Africa’s poor export performance is related to the concurrence of two
factors. First, as Figure 11 illustrates mining output per capita has been on
a declining trend since the 1960s. This is in part a reflection of the fact that
the mineral endowment of the country is constant or falling while the
population has tripled since 1960. However, the declining mining activity
was not compensated by an expanding manufacturing sector, at least not
since the early 1980s (Figure 12).

Figure 11. Declining mining per capita
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  Figure 12. No expansion, manufacturing per capita

The story of declining exports thus tells of a falling lead sector (mining) as
well as a failure of economic actors to identify and move into new products
(in manufacturing or agriculture). This evidence points further to the
conclusion that the exports sector seems more constrained than any other
in the economy. Using the growth diagnostics approach, we infer that
whatever is holding South Africa’s economy back is most intensive in the
tradables sector. Non-tradables, both private and public, have become
relatively more important. The questions are: What is(are) the binding
constraint(s) that limit predominantly tradable activities? What can be done
to decrease their influence?

Talking jobs
We can build on this story-line to better understand why South Africa’s
unemployment remains high, and provide some texture to the discussion on
skills constraints and the like in the labor market. Consider first the basic
evidence of where South Africa has been losing its jobs. Figure 13 illustrates
quite clearly that this is in the area of tradables, just discussed as that most
subject to whatever constraints are most binding on the economy.
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Figure 13. Employment shares by goods produced

Figure 14 shows that jobs have been lost in all sectors producing tradables, 
from manufacturing to agriculture to mining. The decline in employment in 
these sectors began in the 1980s and has continued unabated since then, while 
employment has increased throughout the 1970-2005 period in private non-
tradable and public production

Figure 14. Job losses across all sub-sectors producing tradables
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Our analysis indicates that these production and employment dynamics may
explain other aspects of South Africa, such as its rising unemployment,
worsening inequality and its skills shortage. Essentially, as Figure 15
illustrates, tradables are relatively more intensive in low-skilled labor. This
result is not driven by the agricultural sector: the manufacturing sector is
also less skill-intensive than private and public non-tradables.

Figure 15. Low skill intensity by product type (per cent low,
unskilled workers in sectoral work)

So, South Africa’s growth has shifted away from the tradable sectors that
employ predominantly unskilled workers and into the non-tradable sectors
than are intensive in skilled workers. So, the current growth trajectory does
the following:
• Worsens the current account deficit,
• Increases unemployment of unskilled workers
• Exacerbates the skills constraint by exacerbating the demand for skilled

workers

These conclusions also fit well with other facts of the South African
economy. South Africa’s economy employs only a select and small group,
and this group is dominated by skilled people:
• South Africa’s unemployment rate – in its strictest definition – was very

high in 2005 compared to most countries we could compare it to except
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for Namibia and Lesotho.
• South Africa’s participation rate in the labour market is also unusually

low. At about 57 percent, it is below most countries in Africa and about
14 points below the Latin American average.

• As a consequence of low participation and high unemployment, only 42
percent of the country’s working-age population actually works, as
compared with rates of over 60 percent in countries like Cameroon and
Mauritius and the average in Latin America and over 70 percent in the US
and the UK.

• Low Participation and high unemployment are strongly related to the level
of schooling. Only a third of those without a matric are working, while only
half of those with just a matric are. Unemployment is close to 30 percent
for both groups

• In contrast, almost 90 percent of university graduates participate in the
labour force and face barely 3 percent unemployment.

Figure 11. Unemployment in South Africa
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The above figures are quite sobering and are reflective of the skill-intensive,
non-tradable focused growth pattern. They leave us noting that, if South
Africa had employment levels similar to more ‘normal’ countries (like those
referenced in the Latin American average) over 6.6 million more South
Africans would be working today, which represents a 48 percent larger level
of employment. Imagine how much larger and how different such an economy
would be. Imagine also how this would impact on equity, given that most of
the working age population that is currently not working is predominantly
black (Figure 16), young (figure 17), female (Figure 2a) and unskilled (Table
2).

Figure 16. Unemployment by race

Figure 17. Unemployment across ages
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Growth, jobs and empowerment
Figures 16 and 17 underline the importance of looking at equity in any growth
policy in South Africa. The government uses the term empowerment to
respond to this issue. We suggest ‘inclusion’ as another appropriate term,
to place equity and empowerment concerns in the economic context. In
response to the figures above, for example, we argue that young blacks
remain seriously excluded – at least from what the government calls the first
economy – simply because they cannot find work.

The racial basis of exclusion arising from apartheid’s legacy is well
known, and resulted in even skilled blacks being kept out of formal economic
structures. Board rooms, management cadres and supply chains were
characterised predominantly by the involvement of whites (and males). But
the exclusion went well beyond race, and manifest in certain social and
professional groupings dominating access to positions in companies and in
highly limiting economic structures where conglomerates dominate entire
markets and industries, limiting access by new firms, entrepreneurs and even
ideas. Individuals were excluded unless they met a set of basic criteria –
being white males, with professional backgrounds, connections across
industry and experience. New firms and ideas were excluded. Small business
was always undermined in such a model, and could only survive and grow
when connected into conglomerate networks. Connections between larger
firms (accounting for 60 percent of the country’s GDP) and smaller firms
(employing more than half of the workforce) were weak.

We argue that economic structures influence who participates and
benefits in an economy and what opportunities can be pursued. South
Africa’s traditional closed structures do not facilitate broad racial access or
the dynamic growth strategy proposed in ASGI-SA and required by the
nation. Expanding export production and establishing competitive industries
requires creative, open-business architectures, not the traditional static
structures in place (which we argue are partly to blame for South Africa’s
legacy of racial dis-empowerment and its inability to ‘find’ new products and
areas of competitiveness).

Unfortunately, even with a raft of competition policies in place, small
business development initiatives fostered by government, and Broad Based
Black Economic Empowerment (BEE), we do not see vastly higher levels of
inclusion in 2008 South Africa when compared with 1994. It is true that there
are more black owners in the formal economy, but the ownership shares are
still comparatively small and centered on a narrow segment of society. Much
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like ownership structures were in the old South Africa. It is also true that
there are more black people in big business, but the new black directors,
managers, and suppliers emerging as BEE recipients mirror their white
predecessors in most respects – a high percentage come from the same
professional groups, for example. It is also true that many conglomerates
have diminished their horizontal control across industries, but in most cases
this has just been substituted with even higher levels of vertical control. We
find that small business is still struggling to grow and new ideas are still not
emerging. Connections between larger and smaller firms and between first
and second economy operators are still not being forged.

It is interesting to note the intersection between our perspectives on the
problem of empowerment and exclusion and the thoughts on growth and
unemployment. In all three we see the legacy of closed, conservative
economic and industrial structures limiting South Africa’s potential. These
limits are manifested most in the tradables sector, in regard to generating
employment for unskilled people, and in opening the economy to new
entrants and ideas. We believe that identifying these limits or constraints
will help in resolving all three of these issues, and accommodating a higher,
more sustained growth path.

Identifying constraints, making recommendations
The IGAP team essentially found itself asking (in different papers) why
South African industry has not found new export markets, fostered production
of goods that absorb its most abundant resource (unskilled labor) and
broadened empowerment and inclusion in a post-apartheid environment in
spite of its obvious efforts? In trying to answer these questions with actual
recommendations, the team was also tasked to address the binding constraints
while keeping the different dimensions of the situation in mind, including the
short-run macro difficulties.

In responding to these issues we came up with a central recommendation
that South African growth policy should focus in the future on a strategy
of exports for jobs. We believe that this is a strategy that deals simultaneously
with the various challenges faced by the economy. Exports are needed to be
able to grow without a widening current account deficit. Trying to grow by
further expanding domestic demand through a relaxation of fiscal and
monetary policy would create tension given the external current account
constraint. Export-centered growth would be less skill-intensive than growth
based on non-tradable activities and thus would allow a labour demand mix
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more in line with the country’s skill endowment, thus allowing higher levels
of overall employment.

We believe that a number of binding constraints exist to moving in this
direction.
• As recognized by the original ASGISA strategy document, the level and

volatility of the real exchange rate undermines the expected profitability
and the risk associated with export-related activities.

• What we call self discovery costs – that pioneer entrepreneurs incur when
identifying a new product and retooling to produce such – provide public
benefits since other entrepreneurs may free-ride on them, but are incurred
privately and are thus underprovided by the market.

• Production of a given product requires having many inputs that cannot
be economically imported. These include specific human skills,
infrastructure, regulations and non-tradable services. Since these inputs
are specific, there is no incentive to accumulate them unless there is a
demand for them. But there is unlikely to be a demand for them if they are
not already present. This chicken and egg or coordination problem limits
the evolution of the products that countries can make. They usually only
develop products for which the requisite inputs are mostly present. Some
of these specific inputs are provided by the government. This slows down
the process of finding new products. The speed at which this process can
take place is related to the existence of products that require similar inputs
to those already in place.

We postulate that these constraints are mostly present in regards to tradable
production, which make it more attractive for a South African entrepreneur
(or firm) to build new housing estates than experiment with export activities.

Macro policies to deal with the constraints
We argue that any shared growth policy should address these issues, and
advocate a mix of interventions to do so. Given that the current account
deficit was on a widening path, in spite of improving terms of trade, we
concluded that aggregate demand was above a sustainable path and fiscal
policy needed to make a greater contribution to national savings.

To achieve a more competitive and stable real exchange rate we
recommended a macro strategy that involves a combination of fiscal and
monetary policy. Since the Rand gains strength when domestic demand is
strong, we recommended that the government target a cyclically adjusted
fiscal deficit – contributing to national savings when the private sector is
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steaming ahead and making up for shortfalls when the private sector is
struggling.  This means that in the booming years before the 2008 crisis,
fiscal policy should have run a surplus leaving more space to play a
stabilizing role for situations as the one at present, when mineral prices are
down and international liquidity is tight. This was our advice during the
course of the project and we believe it was taken into account by the
Treasury when setting fiscal policy choices in 2007 and 2008. By contrast,
had Treasury followed Ben Fine’s expansionary approach in the past few
years, the country would have been in a very precarious position vis-a-vis
the present crisis.

With regards to exchange controls, the team discussed their potential use
to prevent currency appreciations, by taxing short-term capital inflows. We
decided not to recommend them because of their limited long-term effect and
because they would interfere with the efficiency of the rather deep and well
functioning capital market. But we fail to find any rationale for Ben Fine’s
claim, which he makes very strongly in his paper, that the problem in South
Africa is capital outflows and that these should be prevented through capital
controls on outflows. This makes little sense: the country has been receiving
large net capital inflows, mainly taking the form of portfolio investments in
the JSE and in the long-term bond markets (in local currency) that have been
funding the big current account deficit. So, we fail to see the rationale of Ben
Fine’s position with regards to capital controls.

With regards to monetary policy we recommended a modified inflation-
targeting regime that includes a consideration for the level of the real
exchange rate. We based our recommendations on the fact that, as shown
by Roberto Rigobon (2007), the SARB had gained significant credibility in
its ability to control inflation. In addition, Ortiz and Sturzenegger (2007)
showed that among inflation-targeting central banks, SARB was the least
responsive to the exchange rate. So, we thought that while the stability of
the real exchange rate was mainly a fiscal issue, there was room for SARB to
make a contribution by exploiting its degrees of freedom when possible.

Our only point of intersection with Fine’s critique is the common belief
that job creation is centrally related to higher, sustained rates of economic
growth in South Africa. However, we point out that all economies have a
speed limit and the purpose of policy should be to increase the speed limit,
not to try to drive above the speed limit.  When economies do grow above
their speed limit, they show clear signs of this: a widening current account
deficit, an appreciating real exchange rate and/or inflationary pressures.
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This was the case for the 2005-2007 period and hence our recommendation
to focus on policies that can increase the speed limit rather than on
Keynesian stimulus which just imply driving faster on existing roads, as
suggested by Fine.

We hold to our argument (laid out in simple terms earlier) that the economy
faces constraints moving ahead which limit current growth potential—a stiff
natural speed limit for the moving vehicle, perhaps. We reiterate our position
that embedded economic patterns (of decline in tradables, for example,
dating back at least two decades) form the basis of current constraints, and
that we see no foundation for arguing that South Africa is currently moving
onto a new road or, in Fine’s perspective, adopting “a new form of travel
attached to take-off”. Our approach therefore centers on a policy paradigm
that ensures the economy does not exceed the embedded speed limit in the
short run (over-demanding its skilled workers for example) whilst attempting
to increase the speed limit in the future and perhaps even fostering more
ambitious “take off” (through an exports for jobs strategy accommodating
more growth). We believe that this approach is well suited to deal with recent
economic challenges such as the costs of irregular electricity supply, the
problems of exchange rate instability, the value of a counter-cyclical
government expenditure policy and of savings accrued in upturns to deal
with economic downturns.

Trade policy
Given the focus on exporting for jobs, we recommend that government pay
attention to its trade policies as well. Our main concern is that trade policy
impacts the effective relative price an entrepreneur faces when considering
producing a new good. We find that tariff protection in intermediate goods
acts as a tax on those industries that use these goods as inputs. Tariffs cost
a lot of money. While the average South African worker earns R 95,000 per
year working in manufacturing, South African consumers spend almost R
2,000,000 per year for each job that tariffs save. Put differently, South Africa
foregoes welfare benefits that are almost four times the average wage of each
job saved. What else could these resources be spent on? When these costs
are incurred on inputs, what potential industrial opportunities are they
impeding?

We acknowledge that not all tariffs are this costly and that not all are on
inputs, and we do not (as Fine suggests) advise a pure approach of trade
liberalization. There may be a case for exceptional temporary safeguards and
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infant industry protection in certain South African sectors. But the current
approach to tariffs is so complex and difficult to navigate that we simply do
not see purposeful, targeted strategies in place. There are 100 different tariff
rates, and most emerged decades ago from debates and discussions long
forgotten. Current policy makers cannot explain most of the current structures.
We, for example, cannot find anyone who understands why mangoes are
subject to a 35 per cent tariff, pineapples 15 per cent, pears 5 per cent,
strawberries 15 per cent, cranberries 0 per cent, and apples 5 per cent.

In response to this complexity and to the risk of tariffs unintentionally
increasing input costs and undermining trade competitiveness, we propose
a simplification of the tariff structure as a rule (having just two or three rates)
– allowing for exceptions to such rule. This will be an effective way of
reducing tariffs on those products that are inputs (ensuring a more
competitively priced input base in the economy) while still accommodating
purposeful policy to protect infant industries and provide safeguards where
necessary. Fine suggests that we do not pay homage to the specific details
of different trade policies, and that we separate our trade discussion from
industrial policy more generally. We obviously disagree, and point out that
our rationale for simplifying the tariff regime emerges directly from our
broader argument in favor of producing more tradables. We also believe that
the current tariff regime actually reflects a deficiency of sector-specific input
in policy itself (manifest in the inability to explain many tariffs in context of
new policies) and that a simplified approach would allow more purposeful,
sector-driven trade policies moving ahead.

Our trade and competition reform recommendations necessarily extend to
ideas about South Africa’s role in the Southern African Customs Union
(SACU). The African continent plays a key strategic role in South Africa’s
export-diversification strategy and regional development is a vital priority,
impacting for example on the size of South Africa’s unskilled labour pool
(through migration of such workers into the country) and on the size of South
Africa’s closest export markets. We believe that the current SACU tariff
sharing formula is expensive and defective, failing to accommodate regional
development while costing South Africa a significant amount. A major
reform of SACU tariffs would make particular sense for the BLNS countries,
allowing these nations access to cheaper inputs and final products –
fostering a regional emphasis on tradable production. It would also provide
the opportunity to renegotiate the SACU revenue-sharing formula, more
clearly and rationally separating its tariff-revenue sharing component from
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its use as a means to distribute aid. SACU should share its tariff revenues
on a per capita basis, and South Africa should establish a separate regional
development fund. SACU should also avoid unrealistic commitments to
customs unions with other African partners, rather fostering a primary
reliance on free trade agreements and regional projects (in areas like
infrastructure) that enhance integration and tie more closely to an exports
for jobs agenda. South Africa should underscore its commitment to African
integration by granting its free trade agreement (FTA) partners more lenient
rules of origin, a concession that would become feasible with a more
competitive domestic input base.

Competition policy and BEE
Readers should note the direct link between our work on trade policy and that
on both competition policy and BEE. In the latter two sets of papers we
emphasize among other things the impact closed, uncompetitive structures
have had on South Africa’s ability to compete, create and foster higher levels
of inclusion.

In our research on competitiveness we find that mark-ups are significantly
higher (50 per cent) in South African industries than they are in corresponding
industries worldwide, and that the ratio between margins for listed and non-
listed firms is twice as large in South Africa than in the world as a whole.
These differences are observed consistently over all sectors, and moreover,
there is no declining trend in the mark-up differential between South Africa
and other countries over the most recent period. The aggregate mark up for
manufacturing, computed from the TIPS data set, amounts to 54 per cent and
shows no declining trend. We also find that higher past mark ups are
associated with lower current productivity growth rates and that a ten
percent reduction in South African mark-ups (or price-cost margins) would
increase productivity growth in South Africa by 2 to 2.5 per cent per year.

Evidence thus suggests that policies that enhance competition and
reduce mark-ups could have a major positive effect on growth in South
African industry.  We point to three areas in which such policies might
concentrate:
• First, we argue that many tariffs actually accommodate these inflated

price-cost margins, making South Africa largely uncompetitive and
protecting many large industries. In search of more competitive pricing,
therefore, we reinforce the call for tariff reform, confident that this will
have a strong impact on growth.
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• A second idea relates to the conduct of anti-trust actions. In South Africa,
unlike many other countries, the Competition Commission intervenes
primarily upon request by private parties rather than government’s sole
initiative. Thus, if private firms decide to collude on maintaining high mark
ups and preventing entry, and then collude on not denouncing such
practices, nothing happens to prevent such collusions. Given the high
level of collusion fostered by South Africa’s legacy (and new)
conglomerate structures, we propose that competition authorities adopt
a more pro-active rather than complaints-driven approach, with the
equivalent of a United States Department of Justice playing an active role
in enforcing higher competition. We especially focus this on sectors
producing key consumables (like food) and inputs.

• A third direction involves reducing barriers to entry. Fine claims that we
fail to reflect on the impact of South Africa’s conglomerate structures on
the economy, but he apparently missed out on our explicit discussions
about the barriers to entry these structures create. We discuss, for
example, how vertically-integrated firms that enjoy monopoly power over
inputs often restrict entry to potential competitors simply by limiting
access to the input. We also discuss how vertically-integrated
conglomerates often undermine entry of new supplier networks by
controlling supplier chains. Further, we are explicit about the way in which
conglomerate structures undermine local production and retail operations
in sectors like furniture by providing hire purchase through integrated
retail outlets. We also discuss the ways in which conglomerates connect
through the banking system (in ‘financial hegemonies’) to control credit
access, also undermining market entry. We state emphatically that these
structures undermine price competitiveness and new entry and must be
addressed to accommodate improved growth.

We believe that reducing these barriers to entry is also important to the cause
of Black Economic Empowerment (BEE). Fine does not criticize our BEE
recommendations but openly suggests that the analysis “does not seem to
be aware of the factors underpinning the current structure and dynamic of
the South African economy”. Again, we wonder how he makes this claim,
given that our approach to the topic involves a presentation of these
structures (based on perspectives of authors like Fine himself) and asks
whether BEE will in fact cause structural change (opening the economy and
accommodating access and growth) or reinforce legacy structures (closed,
elitist and uncompetitive). We ask the question through three research
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approaches that variously analyze in-depth responses to BEE in a small
sample of firms, review scorecard performance of a large sample of firms, and
consider BEE precepts in the context of competition policy. We conclude
that BEE is not changing structures, but accommodating only minimal entry
of new blacks into the economy and reinforcing the power of incumbent firms
and the rigidity of economic structures.

We believe that BEE will continue to have a muted effect in its current form
and actually exacerbate some of the economic constraints we noted earlier.
The emphasis on control and management change manifests in intense
demand for skilled blacks, for example, at a time when skills constraints are
already a problem. BEE compliance requirements for new entrants add
another cost to doing business that further impedes incentives for
entrepreneurs to embark on risky self discovery. BEE policy also currently
has very little emphasis on doing the two things we argue are most needed
in South Africa: Encouraging new entrants (especially producing tradables)
and creating jobs for the unskilled. The top four elements of the scorecard
comprise 60 points out of 100 and empower insiders already in the formal
economy. Our evidence suggests that the 35 points on offer for procurement
and enterprise development are typically earned through top-of-the-economy
re-arranging solutions as well. (Even in black-owned firms). One can currently
only expect firms to focus on the bottom of the economy to earn the five
socio-economic development points. Is this an appropriate weight for the
importance of empowering the truly disempowered? Note that the codes do
not reward firms for directly employing the unemployed, and have little
reward for employment and skills development outside of the target firm or
for engaging with new entrants (through ownership transactions, as directors,
managers or suppliers).

Our recommendations on BEE are thus firmly rooted in the evidence we
see of rigid economic structures impeding change in South Africa, not
esoteric argument. We call for radical adjustment to the policy that focuses
less on shifting deck chairs at the top of the economy and more on creating
opportunity and access at the middle and bottom of the economy. This could
be done by adjusting some of the current scorecard elements (like ownership
and procurement) to give real rewards for engaging with new entrants, and
introducing new elements focused on employment creation (especially for
unskilled workers) and even on rewarding firms attempting to produce
tradables. The policy shift would also involve more direct engagement in
social upliftment by the public and private sectors, and focus directly on the
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general approach of creating exports for jobs. Indeed, we would remind
readers to Figures 16 and 17, that showed the most disempowered in the
economy (black youths) are also those without jobs. Creating jobs through
expanded tradable production is the most direct way of empowering black
people.

In order to encourage job creation and new production, we also call for
BEE requirements to be lifted for all truly new firms, and for the policy itself
to be cast in a realistic time-frame. We agree that black empowerment is
something South Africa will be doing for a long while to come, but note that
policy seldom works well when it has no defined time-frame. We already see
fatigue on the part of business and government regarding employment
equity requirements, and believe that BEE will go the same way (if it is not
already). It is better to be specific about what the requirements are, make sure
these requirements will really open the economy to new entrants and ideas,
and implement it aggressively for a short period.

Structural reform in the labour market
We firmly believe that BEE could be a major growth catalyst in South Africa,
accommodating both racial equity and empowerment and new economic
opportunity: If it opens the economy and reduces barriers to entry and other
constraints. We have similar beliefs regarding structural problems evident
in the labour market, manifest in the way industrial policy is currently
undertaken, and also in the public administration. An exports for jobs shared
growth policy requires addressing these structural problems.

Starting with the labour market, we note that our strategy involves greater
connection between South African industry and the low skilled unemployed.
Currently, however, we observe weak linkages between certain parts of the
labor force and the formal, first economy. Given this, even if a new firm
emerges producing tradables, how will it link to the unskilled workers
currently languishing as non-participants in the labour force? The question
is most directly pertinent when considering young workers, where rates of
non-participation and unemployment are particularly high. Interestingly
enough, many of these young workers have matric or other forms of
secondary education, but still cannot bridge their schooling years and the
job market.

We recommend a two-pronged approach to this issue. First, we propose
facilitating the school to work transition and encouraging employers to
experiment with younger workers by giving a wage subsidy card of a fixed
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amount (such as six months of minimum wage) to all South Africans when
they turn 18. Employers would deduct part of their payments from this
subsidy, having an incentive to improve their search mechanisms for such
workers. We believe that accommodating a subsidised trial employment
period will improve employment of young people (especially if the incentive
is reinforced by BEE credit for new jobs). The second dimension of the
approach is implied in the idea of a trial period. We see the subsidy as a way
of creating opportunities to access the job market, and argue that it will be
most effective if employer and employee both know that the opportunity is
an experiment. During the subsidised trial period (perhaps three months),
therefore, there would be no-questions-asked job termination. Given that the
subsidy is portable, employees released from one employer will still be able
to use the subsidy in another job opportunity.

We understand that some will view this proposal as undermining the labor
movement or labour legislation, through subsidising some workers and
allowing easy termination of these workers. These people will criticise the
proposal as fostering more inequality in the labour market. We disagree, and
point again to Figures 16 and 17 and the observation that the greatest labour
inequality now manifests in the exclusion of young black people (in particular)
from the job market. Our proposal seeks to encourage access for this group,
not to permanently subsidise their employment. It also works for all 18-year
old South Africans, not one group or another. If the labour market fails for
this group it fails for everyone, and thus intervention with this group is
actually highly equitable. After all, we are all 18 years of age at some point
in our lives.

We challenge South African policy makers and union members to consider
labour market issues from a vantage point higher and broader than just the
unions. After controlling for personal, regional and industry characteristics,
we observe a rising wage differential between union and non-union workers
in the past decade. This increased from 21 and 15 percent for unskilled and
semi-skilled workers in 1995 to 37 and 33 percent respectively in 2004. What
kind of impediment is this to greater employment creation through tradable
production (where unskilled and semi-skilled are absorbed at high rates)?
What trade-off is there between having a small, strong labour movement and
a growing pool of unemployed (or underemployed)? While these are
uncomfortable questions that we do not have answers to, and that we know
will stir political opposition from people like Professor Fine even more than
they do currently, we suggest that they must be asked in any dialogueon
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growth. We also suggest that all stakeholders – including the unions –
should be interested and involved in answering them.

Regardless of the reaction to this question, we still believe that the answer
to South Africa’s growth and employment needs lies in expanding tradable
production (whether in agriculture, manufacturing or other sectors). This
kind of production absorbs unskilled workers better than any other and it is
scalable because the global market is so much bigger than the domestic
market. However, as we have also argued, unskilled and skilled jobs are
complements of each other, and skills must be present to cultivate any new
production opportunities. Given this, the skills constraint South Africa now
faces, exacerbated as it is by the emphasis of non-tradable production, poses
a problem. The country needs to have answers to where skills will come from
to lead in creating new opportunities – currently and in the future. We
recommend that, in the short run, the government stop and reverse the
emigration of high-skilled whites, partly by reducing the BEE emphasis on
management and professional employment issues. We also advocate
immigration reform to encourage the immigration of highly-skilled individuals.
A simplified fast-track for all work visa applicants with a postgraduate
degree from a reputable institution would help ease the skills shortage while
at the same time create more jobs for less-skilled South Africans. Fine
dismisses this idea in his question, “How many of us would put expediting
high-skilled immigration as one of our top twenty economic policies…?”
This position is truly puzzling for us as we are aware that out of the 16
members of the IGAP that are affiliated with universities in the United States,
only three were born in that country: openness to global talent is potentially
an important source of growth. We believe that many South Africans would
answer Fine’s rhetorical question in the affirmative – and that a policy
focused on creating jobs that neglects the fact that skilled people are
required primarily to do so and that the market for skills is a global one, misses
out on a stark reality of development today.

Given this reality, we also propose that South Africa’s growth strategy
pay attention to its longer run skills needs. Unfortunately, South Africa has
found over the last decade that spending money does not create skills. Even
though its firms spend more than many on skills development, the training
system in place in the country is not helping ease the skills constraints. The
system emerged in 1998 when the Skills Development Act created Sector
Education and Training Authorities (SETAs), subsidised by firms and the
basis of most technical training. Some SETAs have achieved significant
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involvement by employers and workers and deliver adequate training. Many
however do not. In general, relatively concentrated sectors with large firms
perform better. More fragmented sectors cannot overcome constraints to
collective action. We propose reforms to improve the performance of
SETAs, based on the idea that there should be easier formation of SETAs
and greater choice for firms to choose their SETAs and have their levies
move with their choices. This will create automatic mechanisms for the
correction of problems by allowing entry and exit, and over time allow the
market to identify training needs and provide solutions to such.

Structural issues in industrial policy
We have already argued that the tradables sector is subject to greater
obstacles to productive transformation than non-tradables. When a producer
innovates (becomes the first domestic producer of a good) in the non-
tradable sector, she becomes a monopolist of her innovation in the domestic
market. This makes it easier for her to recoup the costs associated with the
innovation. By contrast, in the tradable sector there is competition from pre-
existing foreign producers so that the expectation of recouping the efforts
at innovation is smaller. This is readily seen by comparing the market for
mobile telephony (a non-tradable) with the market for mobile handsets (a
tradable). All countries nowadays have mobile telephony, including Sudan,
a failed state unable to control the country. The inadequacy of the business
environment translates into a smaller and more expensive service, but there
is a domestic price at which some service is offered. However, handsets are
produced in only a few countries. If a country cannot meet the international
price, it produces zero handsets.

In general, countries face two types of market failures that limit structural
transformation, information externalities and coordination failures:
• Information externalities arise because innovation attempts create

information about which bundles of novel products and business models
work and which do not. This information spills over to other players who
benefit from it without incurring the innovator’s costs, which dulls the
incentive to innovate. Developed countries mitigate this effect through
patent protection and R&D subsidies. In developing countries the efforts
at innovation have less to do with the invention of new products or
processes than with the search for products that can be profitably
produced in the country. It is difficult to control spillovers of this
information and therefore the market generates too little effort at searching
this space.



58

Ricardo Hausmann and Matt Andrews

• Coordination failures arise because production generally requires a
combination of general purpose inputs and inputs specific to the good
being produced. If the latter inputs can be imported, they will be. But if
the specific inputs need to be produced domestically, there will be a
chicken and egg problem in the market for such inputs. Individuals, firms
and government will have no incentives to invest in the creation of these
specific inputs unless they can market them to a corresponding industry.
However, nobody will invest in that industry unless the requisite inputs
are readily available. In practice, this limits the speed of structural
transformation that the market can generate. Countries move from existing
activities to new activities that are “near” the existing ones in the sense
that they use similar relatively specific inputs.

Coordination failures are particularly difficult when the required inputs are
provided by the government, instead of the market, as in the case of property
rights, regulation, infrastructure and training. The difficulty is that there
typically is neither a price system to create information about relative needs
nor a profit motive to give automatic incentives to respond to the information.
Instead, the quality of the government becomes crucial. Hence, poor
government capacity in the delivery of specific public inputs is a potential
binding constraint on structural transformation.

Not all countries face the same difficulty in moving to new products. This
depends on how “near” are alternative products from current ones. Some
products, such as electronics or chemicals, tend to have very close
neighbours. However, others tend to require highly specific inputs that have
no close alternative use. A case in point is mining: its property-rights regime,
its logistics and even its skills requirements are quite specific, with few
alternative uses, meaning that the activity is not that good as a stepping
stone into other areas. Beneficiation policy creates incentives to move from
mining to downstream processing of minerals (from gold to gold jewelry, or
raw diamonds to cut and polished diamonds), but in doing so, it focuses too
narrowly on goods for which the requisite raw material is present, not to
goods for which it is important to develop the requisite skills. The technology
and inputs required for mining are vastly different to those necessary for
processing and the benefits of having the raw material nearby are often not
compelling enough. Our studies show that there are plenty of other
opportunities that could be developed by focusing on the evolution of
specific skills and social capabilities rather than on the presence of raw
materials. There is little argument to give preferential treatment to those
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activities given that they already benefit from a lower transportation cost on
its inputs.

As we have discussed, South Africa faces particular challenges in
structural transformation. On the one hand, it is a country that has historically
relied on its natural non-renewable mineral resources as a source of
comparative advantage. But mineral resources cannot be accumulated.
Instead, they are depleted through production. So, while South Africa was
a major gold exporter in 1960 when its population was just 17 million, it now
faces an exhaustion of its gold production while at the same time its
population is 47 million. Mineral exports per capita have been on a downward
trend over the past 45 years, and finding other areas of economic activity to
replace them has been slow and difficult. Moreover, specialisation in mining
does not facilitate the move into other sectors, because as mentioned above
it uses capabilities that cannot be easily adapted to other activities (even
into beneficiation). Recent trends in diversification of the South African
economy suggest that future progress should be easier, given that South
Africa has moved to products in denser parts of the product space (such as
motor vehicles).

Accelerating structural transformation is strategic for South Africa not
only because mining has fallen in per capita terms for decades, but also
because the faster development of new high productivity tradable activities
will create jobs that can pay decent wages, so that full employment can be
achieved without a major decline in wages at the bottom of the pay scale. We
propose a strategy to accelerate structural transformation by encouraging
search, and by addressing coordination problems, in the supply of specific
public goods. In addition, we propose a strategy to improve the performance
of key government agencies that affect competitiveness and efficiency in
public good provision:
• We argue first that government create a clearinghouse for industrial

development, with a firm and simple mission – to foster identification and
coordination in support of new product development. We focus on the
activities of the Industrial Development Corporation (IDC) in this regard
(primarily because its mandate is closest to this already) and suggest that
it be targeted as the financier and incubator of activities that explore the
possibilities of new products, new processes, new geographical zones or
new forms of organisation in South Africa. We believe that a focused IDC
can crowd in significant additional investment through imitation and
replication of the identified business models, leveraging its own profits
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to fund substantial exploratory and pre-investment studies and
experiments. The IDC should be evaluated not in terms of the returns it
receives on old investments (it should not see itself as an asset management
firm) but on its ability to crowd in investment and structural transformation
(perhaps more like a venture capital model). It should be encouraged to
turn over the portfolio by disinvesting in old assets to finance new
activities. It should not focus on financing small and medium enterprises
per se or BEE deals, which split its mission and dull its effectiveness.

• We propose complementing the current DTI policy of developing
Customized Sector Programs with a strategy based on an open-architecture
approach with self-organization of relevant actors. This should relieve
the DTIs capacity constraints by mobilizing the energy and resources of
the rest of society. The strategy should focus on the provision of
industry-specific publicly provided inputs, such as infrastructure,
property rights, regulation, research and development, market studies
and market access conditions to be identified by a myriad of self-
organizing bodies. The government should encourage the self-selection
of these bodies taking into account their willingness to co-finance the
initiatives. The government should also ensure that activities undertaken
by these bodies be monitored, with the aim of continuously improving the
way projects are selected and adjusted to knowledge generated by their
implementation. DTI or other sector ministries should certify that resources
are used for activities that qualify as either public goods or inputs that
cannot be provided by the market either because the government has
taken on the responsibility of the activity (eg ports) or because it is
impractical for markets to do it. The resources of this programme should
not go into subsidies, which should form part of a different initiative.

• Third, we recommend that a special central budget for structural
transformation be created and announced. This budget will be allocated
to public entities that are responsible for providing the public inputs
identified through the process described above. This should facilitate the
coordination between the departments in charge of leading the dialogue
with productive activities and the public entities in charge of the provision
of the requisite public inputs, thus alleviating the intra-governmental
coordination problem and allowing a dynamic adaptation of the budget
to evolving needs.

• We also propose building on experience with the MIDP program, which
has fulfilled its goal of retaining and growing an auto industry that has
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the potential of becoming competitive in the global industry without
government support. The industry is not quite there yet, however, and
the central issue faced by the sector is one of large-scale coordination.
Many (but not necessarily all) of the OEMs can see a path of scaling up
to a level at which they can be competitive, but they are in need of a well-
developed domestic supplier base for this to become a reality (in view of
the logistics cost of importing components from great distances). Potential
first-tier suppliers, on the other hand, themselves have to operate at large
scale to meet the needs of the OEMs, but are hesitant to make the
investment in South Africa if that means that they will be tied to a single
OEM and therefore held hostage. The solution is to focus the incentives
away from exports and towards incentivising capacity expansion and
generation in supplier industries directly. We recommend a gradual
phasing out of the IRCC scheme, and its replacement by a supplier-base
promotion scheme that consists of two “windows:” (i) A standard
incentive that takes the form of a subsidy on the wage bill or the capital
cost for new capacity by first-tier suppliers to OEMs; (ii) An ‘open
window’ where the support depends on specific needs of the firms in
question. Qualifying firms would be asked to choose between the two
windows. The idea is to give firms the option of making specific demands
that fit their own requirements best. The scheme has the added advantage
that it would allow the government to learn about the obstacles faced by
investors in the industry.

• Our fifth proposal focuses on beneficiation, which should not be used as
the basis for selective intervention and industrial promotion. Greater
processing of natural resource exports does not constitute either an easy
or a natural next step in the process of structural transformation, especially
in South Africa. Downstream sectors already benefit from proximity to
inputs and South Africa’s remoteness from the rest of the world. If these
sectors have not developed on their own, it is prima facie evidence that
either they face low social returns or confront obstacles similar to those
of other sectors. We find that in South Africa there are many other
activities that appear to be either “closer” or potentially more valuable
than downstream processing. Privileging beneficiation is unwarranted
and it takes government’s attention away from other opportunities that
may have more potential to create export jobs in South Africa. The idea,
currently under discussion, to allow firms the ability to discharge their
BEE equity obligations through beneficiation should be expanded to
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include any additional greenfield diversification activities undertaken by
the mining industry—and even further afield to any activities focused on
producing new tradables.

• We also recommend that steps be taken to ensure the public administration
provides reliable and efficient services in support of industrial policy
demands. We propose adopting ISO-9000-type certification standards
for government entities that provide economically-relevant services,
using these standards to introduce norms to the public sector and to
equate public and private sector standards. This would involve leveraging
the rich experience of the South African Bureau of Standards (SABS) to
create standards of service and feedback mechanisms that will allow over
time the gradual improvement of selected government processes. Given
the strategy delineated above, some examples of critical services are the
work visa procedures in the Home Affairs Department (to alleviate the
skills constraint through immigration), the Companies and Intellectual
Property Registration Office (CIPRO) (to facilitate firm creation and
entry), the Medicines Control Council (to facilitate the development of a
safe and sustainable medicinal drug industry), the Customs Services (to
minimize international transaction costs) and the South African Revenue
Service (to make sure that taxation is as efficient as possible).

• Finally, we are concerned that many of the capital inputs required by
business are provided through municipalities, but many municipalities
lack basic capacities to provide these. South Africa cannot afford
infrastructural bottlenecks in basic service areas – like water provision
and local roads. We recommend requiring that municipalities rated by
National Treasury as “poor” in their basic project management capacities
(including procurement) be required to use central bodies for procurement
or provision of municipal services such as water, electricity, roads,
housing, and sanitation  (these could include the National Roads Agency,
Department of Water and Forests or even IDT). Municipalities would
continue to make the strategic choices about what mix of such services
they wish to pursue, which maintains the decentralisation of decision-
making and political authority. But such decentralisation would now be
cognisant of the administrative limitations of many municipalities that
cannot be ignored as a potential impediment to growth and even social
reconstruction.

In his general comment on this kind of industrial policy approach, Fine
suggests that “It all involves an explicit rejection of state intervention to
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target industries with definite policies and, instead, offers an ‘open
architecture’”. Readers should appreciate by now that this statement is
obviously incorrect. We do not suggest that government take a back seat
to some ephemeral process of self discovery in an “open architecture”
approach. But we do suggest that government is at best a facilitator of future
development, and that the developmental role requires providing opportunity
and access. Fine also argues that we do not consider why entrepreneurs
have not emerged in major industries, asking “What are we to do with steel,
heavy chemicals, clothing, textiles, furniture” and noting that, “there is little
or no attention to the history, structure and dynamic of industrialisation
within South Africa and, in particular, the failure of state and/or private
capital to have engaged a strategy of diversification out of core strengths
into related sectors.” Readers should note that these sectors receive specific
attention in at least four papers – where we look at the impact of trade-related
issues, structures and barriers to entry in specific industries as well as
constraints and opportunities arising because of the location of certain
sectors in the product space. We argue that these sectors have faltered
because of different mixes of factors: lack of competitiveness and local
barriers to entry in vertically-integrated industries (furniture and textiles, for
example), lack of near products to apply established technology to (minerals),
etc. Our focus is less on these specific stories, however, and more on the
general observation that South Africa has steadily moved away from
tradables to non-tradables—and this shift needs to be stopped and reversed
if the country is to move to a higher growth trajectory, employ its unemployed
and empower its disempowered.

Conclusion
The last sentence certainly sounds more polemical than academic! It thus fits
in well with much of the commentary provided to date on the IGAP findings.
We have attempted to go beyond the polemics in this piece, however, and
lay out the story behind the recommendations we made. As discussed in the
introduction, the IGAP team did not research every facet of the South
African economy and accepts that the story we tell is probably flawed in
many respects. However, it is based on a disciplined reflection on specific
evidence and is a story we believe contributes value to South Africa’s
debate on growth policy.

We believe this debate and discussion should be undertaken in the same
spirit as a puzzle-building exercise. The question is whether the IGAP work
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identifies important pieces of said puzzle, connects some of these pieces and
potentially helps to define the shape of yet other spaces. We believe the
perspective presented here does just that, and that open-minded
commentators would conclude this to be so. It is our hope that all readers
have such open minds when considering the ideas.

We recognize that some readers may not take such a position, and will
choose to criticize our team’s composition, politicize our mandate and
otherwise discredit our ideas without proper attention to our arguments or
evidence. This is the way politics is, and unfortunately also the way that
policy making can be. We do believe that South Africa can ill afford such
politics and policy making as it moves ahead in search of answers to its
growth puzzles. We may not provide all of the answers (and maybe not even
many of them) but the IGAP team’s perspectives are serious and should be
considered as such.
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