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THE POLICY FORMULATION PROCESS: MOVING INTO GEAR

Introduction

It is nearly five years since the African National Congress-led government announced its
macroeconomic Growth, Employment, and Redistribution (GEAR) strategy. Among other
things, the strategy seeks to address the country’ s socio-economic problems such asthe
sluggish growth rates, high unemployment levels, and poverty, to mention just afew. To
reverse thistrend, the government projected in GEAR an annual (average) growth rate of 6
per cent and employment rates of 400 000 by the year 2000. There was an expectation
that the private sector would be the primary driver of this process.

Although the strategy has succeeded in achieving macroeconomic stabilisation, thus
far the realisation of the projections mentioned above has proven elusive. For instance,
the economic growth rate for 2000 was around 3,2 per cent, and formal employment is
continuing to decline — in fact, the past four years are generally regarded as a period of
jobless growth. The critics and proponents of GEAR have advanced anumber of explana
tions for this economic performance. On the one hand, the critics say the strategy has
failed becauseit isbased on World Bank/International Monetary Fund-inspired structural
adjustment programmes (SAPS) that have had little success in developing countries; and
envisages aleading role for the private sector. On the other, organised business says the
policy istoo ambitious and has unrealistic time frames for achieving its stated objectives.
Others complain that GEAR has not been fully implemented.

Since its launch in June 1996, GEAR has provoked much controversy and public de-
bate. The labour movement, one of the economy’s chief stakeholders, received GEAR
with amixture of surprise and circumspection. Over the years labour’ s rejection of GEAR
has intensified, thus ruling out -- at least for now — a possible consensus on the strategy.
According to private sector economists, the absence of this consensus is one of theim-
portant factors deterring both domestic and foreign direct investment (FDI1) in the South
African economy.

Some of GEAR’ s critics monitor the results of the strategy’ s outputs on ayearly basis,
to highlight its shortcomi ngs.1 It is indisputable that GEAR has not shown the positive
results the government have expected. To many critics, GEAR is synonymous with the
often disastrous saps advocated by the IMF in developing countries, so to them itsfailure
to ‘deliver’ was expected. The I-told-you-so attitude of these critics has not in the least
persuaded the government to pursue an alternative macroeconomic policy. In this debate,
it is the government that has tended to have the political initiative, and that dictates the
terrain of engagement.

The controversy surrounding GEAR is essentially what the eminent political scientist
Robert Dahl describes asthe politics of deciding who gets what, how, and when.? Inthis

1 Among them are Asghar Adelzadeh, research director of the National Institute of Economic Policy (NIEP).
2 See Robert Dahl, Modern political analysis (Englewood Cliffs, Prentice-Hall, 1976).
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view, economic policy-making is not simply about technical matters, because it affects
people sinterests. Thereforeit islikely to prompt conflict, whatever itstechnical merits.

It does not (always) automatically follow from this that all stakeholders must or will
be consulted. Policy-makers could decide that there is no point in consulting a particular
interest group. But, if a given stakeholder is crucia to implementation, then policy-
makers need a strategy to deal with it, or the policy in question will face implementation
problems. There is evidence to suggest that top government officias thought this
through. Apparently, they thought the government’ s social partners (ie business and la-
bour) would ‘join [government] in the combined efforts needed to achieve this goal [ie
GEAR].’ 3

The co-operation among the socia partners entails a large degree of political skill on
the part of all the important players in the economy. Among other things, the political
skill of policy-makers means the government has to constantly engage with different
stakeholders (eg organi sed business and labour) to get their acquiescence on critical eco-
nomic matters. This, however, is not the only variable that will determine the success or
failure of GEAR. In essence, policy-makers will also need strategies to deal with such
variables as the highly unpredictable economic environment — eg internationa financial
crisesand oil prices, (negative) foreign investor perceptions or sentiments, and poor pol-
icy co-ordination by government departments and institutions. Therefore, any explana
tory account of the discrepancies between the intentions and outcomes of GEAR would
have to examine some if not al of these variables.

Although it is generaly known that the GEAR projections have not materiaised, little
is publicly known about the strategy’s formulation and implementation processes. This
paper sketches these processesin order to put GEAR and its consequent impact in aproper
context.

Research method

This report is based on a number of in-depth interviews held with both the formulators
and implementers of GEAR and some important playersin the economy. Top government
officials considered to be driving the GEAR implementation process were targeted They
were mainly from the national treasury, the department of trade and industry (DT1), the
Industrial Development Corporation (iDC), and Trade and Investment of South Africa
(T1sA). Outside the public sector, interviews were conducted with representatives of fi-
nancia ingtitutions, organised business and related ingtitutions; academics; and labour-
aligned economists.

Thisisan interim report on ongoing research, and focuses mainly on the formulation
of GEAR and the government’s implementation of its FDI policy. In the next phase, this
study will look at privatisation and job creation. For that segment, the intention is to in-
terview actorsin big business and the labour movement, eg in the motor and components
industries.

3 See department of finance, Growth, employment and redistribution: a macroeconomic strategy (Pretoria,
1996), p 2.
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As mentioned earlier, little has been written on GEAR’ s formulation and implementa-
tion. The dominant feature of the public discourse regarding this strategy is its unin-
tended outcomes—ie, mostly itsfailings. Hence it was regarded asimportant to interview
the authors® of GEAR about its origins and how they see the policy unfolding.

Readers are reminded that this is an interim report describing the history of GEAR'S
formulation and implementation, and examining the assumptions that informed these
processes.

Background to GEAR

Common knowledge has it that GEAR was developed as a response to the currency de-
valuation crisisthat hit South Africaon 14 February 1996. It turns out, however, that the
makings of this crisis had been on the government’ s radar screen for some months be-
fore. One of the co-ordinators of the GEAR team, Irgj Abedian, says he identified this
threat as early as September 1995.° At the time, Abedian was servi ng as a consultant to
Alec Erwin, then deputy minister of finance and now minister of trade and industry. In
the mid-1990s it was quite common to have academics or analysts advising various gov-
ernment ministers on policy issues, and, more often than not, hel ping government formu-
late its policies.

According to Abedian, signs of an imminent financial crisis included the fact that:
the rand exchange rate was high while trade tariffs were coming down, thus hurting
domestic manufacturing;
macroeconomic trends showed that the balance of paymentswere in acritical state;
and
the South African Reserve Bank was doing nothing to lower interest rates.®

Abedian’ s chief concern was that the economy had no self -correcting mechanism for
dealing with these problems. He attributed this to a lack of consensus among economic
players on macroeconomic issues. For instance, the banking sector was generally happy
with the high interest rates, because its institutions were earning good returns. The then
governor of the South African Reserve Bank, Chris Stals, preferred higher interest rates
for a different reason, namely to maintain a strong rand.

As hinted above, and as discussed below, the question of the overvalued rand had
been in the minds of policy-makers and their advisers, for they were planning adevalua
tion strategy to pre-empt amarket-driven deva uation.” The market, however, beat them
to the post, and thereafter the policy-makers focused their attention on formulating a

4 The GeAR authors interviewed are Prof Iraj Abedian, co-ordinator and then professor in economics at the
University of Cape Town; Andrew Donaldson, department of finance; Brian Kahn, then an economics lec-
turer at the University of Cape Town; Prof Guy Mhone, then with the department of labour; and Prof Ben
Smit of the Bureau of Economic Research, University of Stellenbosch. For a complete list of the partici-
pants in the GeAr formulation process, see the GEAr document.

5 Interview with Abedian, 18 July 2000.

6 ibid.

7 John Matisonn, The problem of how to deliver Mail & Guardian, electronic edition, 18 November 1998),
http:/Mww.mg.co.za/mg/news/98nov2/18nov -anc.html
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macroeconomic strategy, namely GEAR. A cursory reading of the GEAR document reveals
that the government was motivated by the desire to formulate ‘ economic fundamentals
in order to stimulate the economy through, among other things, attracting Fbi and making
South Africainternationally competitive.

In 1994 and 1995 the economy grew by 3,1 per cent, which was higher than the popu-
lation growth rate but not high enough to generate jobs. Apart from that, the country’s
domestic savings and investment rates were too low to stimulate and sustain higher
growth rates.

It was estimated that, for the South African economy to achieve high growth rates, it
would need a savings rate equalling 25 per cent of Gbp —ie about 10 per cent higher than
the savings rates obtaining in 1996. The value of the rand was declining in relation to
other foreign currencies. Although South Africa s fiscal deficit was not very high com-
pared to those of other developing countries, the government felt it had to introduce fiscd
discipline asaway of managing its resources. The manufacturing sector needed to adjust
to the international market to become more competitive. Lastly, South Africa needed to
shift from exporting primary to secondary goods.

Inits analysis of the country’s economic problems, the government realised that the
economy’ s dependence on an import substitution industrial strategy was distorting the
economy and was, in the long run, unsustainable. To address these problems, it opted for
an outward-oriented strategy that entailed encouraging the growth of non-gold (manufec-
tured) exports and the flow of FDI into the country. Regarding the latter, the government
felt it was imperative to attract FDI by lowering company tax, offering tax holidays, and
pursuing labour flexibility. Thereis an assumption internationally that countries that have
pursued similar measures have tended to perform well; the example always mentioned is
that of the Asian tigers.

In December 1995, at the suggestion of Abedian, the ministry of finance decided to
do something about the ‘impending’ crisis. Abedian had the idea of assembling a macro-
economic think-tank to find policy aternatives® The first meeti ng took place in Cape
Town in January of that year; only afew South African economists were invited to dis-
cuss policy options. The organisersinitially wanted this to be afirst step towards estab-
lishing a regular forum consisting of about 40 macroeconomists.® This idea, however,
was abandoned when it became clear that these experts had widely differing views.

The second meeting took place at the South African Reserve Bank in Pretoriajust two
days before the currency crisisthat struck on 14 February. The group of experts consised
of government officials'® and non-governmental economists such as Terrence Mall of
Old Mutual, David Lewis of the labour market commission, and Azghar Adelzadeh, a
senior economist at the National Institute for Economic Policy. From the labour move-
ment, Abedian extended an invitation to Jeremy Baskin — then director of COsSATU'S
think-tank, the National Labour Economic Development Institute (NALEDI) -- but he
could not attend the meeting due to other commitments.

8 Interview with Brian Kahn, Reserve Bank, 19 July 2000.
9 ibid.
10 Mainly from the departments of finance, labour, and trade and industry.
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Although at the time the RDP office was leading the national growth and development
strategy (NGDS) process, it was not invited to the Workshop.11 Abedian saysthe RDP of -
fice was excluded because it had no economists. The journalist John Matheson agrees
that the Jay Naidoo, minister without portfolio responsible for the RDP, had no control
over fiscal policy, and his department’ s projects were ‘ financed by savingsin the existing
line budgets of departments [which] considered [Naidoo] at minimum an intrusion, at
most a threat’ .12 Guy Mhone, who represented the department of labour in the GEAR
process, offers adifferent account. Mhone says the RDP office was excluded because its
developmental thinking ‘did not tally well with the iIMmF/World Bank philosophy’ 13 of
restrictivefiscal policy. Infact, the office did have afew economists, among them Neva
Makgetla. So it appears as if the decision not to involveit was based on ideological con-
siderations —ie it was seen as not fully endorsing market-friendly economic policies
aimed at reducing the budget deficit, among others.

Mhone confirms that this team of experts had been in existence as far back as De-
cember 199524 He adds that its status was unclear at the time. ° Theteam included afew
people from the World Bank and the imF who were on secondment to the department of
finance. The team worked to produce a macroeconomic document based on various
econometric models. Mhone notes that the work of the team was running parallel with
the discussions on the national growth and development strategy (NGDS) and the labour
market commission.'® Accordi ng to Abedian, the NGDS was not enough to stem the
looming crisis because its focus was more on public works development projects. By
contrast, the concerns of the GEAR team were: @) how to get the economy growing asa
whole; b) boosting the credibility of the ANC-led government in international markets,
and c) establishing a good track record of fiscal discipline that would help the govern-
ment withstand future economic shocks '’

Do policy; I'll do politics

On 14 February 1996 the planned meeting took place at the South African Reserve Bank
—just two days before the currency crisis struck. Some of the participantsin this meeting
say therewas an air of uncertainty about it, sinceitsthrust was not clear to everyone. To
complicate matters further, the motley team of economists gathered there had fundamen-
tally different and conflicting opinions on how to continue with structural economic re-

11 The neDs was an attempt by the rop office to elaborate on the economic development aspects of the rop
base document. Its details have never been made public.

12 Matisonn, The problem of how to deliver.
13 Interview with Dr Guy Mhone, Public and Development Management, University of Witswatersrand, 12

July 2000.
4 ibid.
15 ibid.

16 The work on the NeDs was led by the Rrop office. The aim of the strategy was to kick-start the economy. It
had six components, including capacity -building, crime prevention, a development programme, and the
role of the state.

17 Interview with Abedian, 18 July 2000.
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forms. This persuaded Abedian of the need to have a small group of like-minded econo-
mists and to exclude the dissenters™® from further involvement in the process.

The GEAR team consisted of representatives of the departments of finance, labour, and
trade and industry, as well as non-governmental economic experts, who were co-
ordinated by Abedian and André Roux. At the time, Roux worked in the macroeconomic
policy unit of the Development Bank of Southern Africa (DBsA), and later joined the de-
partment of finance as deputy director-general. Erwinis said to have handpicked the non-
governmental experts — most of whom were deemed to be unfriendly to labour.*® Al-
though indirectly involved, Erwin provided general leadership to those engaged in the
GEAR Process.

Some of the participants saw the crafting of this framework strictly as atechnocratic
exercise that warranted the involvement of a small group of experts. Others thought this
was anaive view of the process, because the real world was far more complex than tech-
nocratic thinking assumed.?° When the currency crisis hit the country two dayslater, the
group seemed trapped in a state-of-emergency mode of thinking, and this provided an
impetus to the process of formulating the GEAR framework.?! In the end, time pressure
presented by the crisis justified confining the task at hand to a small group of ‘like-
minded’ experts and not consulting a number of stakeholders. International decision-
making experience shows that in moments of crisisit is normal to have high-level deci-
sions ‘made in a setting of a small group’ 22

One of the earliest casualties of the new process was the RDP office, whose work on
the NGDswas superseded by that on GEAR. Although there are (passing) referencesto the
NGDs in government policy documents (eg the National Crime Prevention Strategy), it
never saw the light of day.

The exclusion of the labour-aligned and development-oriented economists, however,
has had serious consequences for the implementation of GEAR. It has, for instance, forced
the government to adopt an incremental approach in implementing some of the GEAR
obj ectives.>® Some observers say this approach scuppers the GEAR dedl that wasintended
to be implemented as a package. 24

18 One of these was Adelzadeh.

19 Interview with Adelzadeh, National Institute of Economic Policy, 4/07/2000.

20 Interview with Kahn.

21 jhid.

22 Alexander L George, Presidential decision-making in foreign policy: the effective use of information and
advice (Boulder: Westview Press, 1980), p 81.

23 Owing to staunch opposition from the trade unions, the government has had to delay its plans to privatise
or restructure the state-owned enterprises for nearly four years. Labour's opposition is motivated by a fear
of job losses, which it argues almost inevitably come with privatisation. In the face of this opposition, the
government has pushed the issue with great circumspection.

24 Interview with Bill Lacey, an economist at the South African Chamber of Business, August 2000. Obv i-
ously, this is an outsider's interpretation of how Gear was supposed to be implemented. In reality, the

drafters of the strategy had advised that the policy be implemented in sequences, taking into account pol-
icy trade-offs.
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In fact, the question of consultation posed a dilemmafor the participants. One infor-
mant noted that consultations would not have worked because Abedian had a techno-
cratic view of the process. For Abedian, formulating a macroeconomic policy is not and
should not be an open consultative process, because such exercises are money-making or
money-losing endeavours. Today, he says, one could not go toNEDLAC and say the gov-
ernment was considering a 10 per cent devaluation. He adds that no government can ever
afford to make macroeconomic policy openly.25 Many participants were convinced that
consultations would be along process. In sum, the authors of GEAR held no consultations
with crucial stakeholders — ie organised business and labour - outside their group. Since
the technical view dominated the process, the technocrats involved seemed less con-
cerned about non-economic issues such as the reaction of excluded stakeholders, espe-
cialy labour's. Asdiscussed below, thistask was left to the political principals who pro-
vided palitical backing and leadership to the process.

It isthis high-level backing that gave an academic economist (ie Abedian) with no po-
litical credentials the authority to influence a major decision on the country’ s macroeco-
nomic direction. In away, he was able to do so because the political principals were al-
ready leaning towards a market-led growth strategy.

Two World Bank employees, Louis da Silva and Richard Ketley, who were on sec-
ondment to the department of finance were involved in the project in their personal ca-
pacity. Da Silva had been analysing the South African economy for some ti me.?® The
team is said to have benefited a lot from Da Silva' s expertise. In general, Abedian liked
the involvement of the two becauseinternationally the outcome of the exercise would be
seen to have the World Bank’s approval. He thought this would boost the credibility of
the process in the eyes of the international markets. Domestically, however, this was a
bad idea.®’ Itis commonplace to hear most critics of the government’ s macroeconomic
strategy charging that GEAR is the brainchild of the World Bank or Bank or IMF — two
institutions that had dictated the unpopular saps. One critic of GEAR thinks it madelittle
sense for the government to embrace such a programme when these international finan-
cia ingtitutions had no leverage over South African policy—makers.28

The political principals close to this process were seemingly uneasy about appearing
to befollowing a sap script to the letter. One participant in the process says the principals
changed the GEAR draft several times-- for instance, references to such issues as privati-
sation and transport reforms were taken out at the last hour.?® The earlier versions of the
draft were strong on privatisation—ie, its drafters were advocating the need to move fast
on this front.%° The moderation on privatisation was largely dueto the intervention of the

25 Interview with Abedian.

26 |nterview with Ben Smit, one of the GEAR drafters and head of the Bureau of Economic Research, Univa-
sity of Stellenbosch, 19 June 2000.

2 Interview with Kahn.

28 Asghar Adelazadeh, From the Rop to GEAR: the gradual embracing of neo-liberalism in economic policy,
NIEP occasional paper series no 3, August 1996, p 4.

29 Interview with Kahn.

30 Interview with Smit.
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then vice-president, Thabo Mbeki. Mbeki was not directly involved in the process, but
was kept informed of the team’s progress. So a great deal was written on a number of
issues, but the text was eventually whittled down dramatically.3! Thefinal document was
presented to and endorsed by the cabinet without much discussion. Even the (political)
principals of the departments involved in formulating GEAR had hardly discussed the
document among themselves, 32

This deliberate excision of sensitive items such as privatisation is evidence that the
decision-makers did consider politics. Also, it suggests the salience of political factorsin
implementing GEAR. In a sense, the principals who provided political authority to the
GEAR process had gone to some length to anticipate the reaction of the stakeholders. A
few months before the release of GEAR in June, the business-aligned South Africa Foun-
dation and cosaTu had released their macroeconomic visions, and they had worked on
these without involving the government.33 The two documents received a good deal of
publicity and analytical comment. It may well be that the GEAR drafters were sufficiently
familiar with the thinking of business and labour to not bother about consulting with
them on macroeconomic issues.

Certainly, the manner in which GEAR was formulated deviated from the new norm the
ANC government was promoting, namely broad participation and consultation in public
policy-making. According to the 1995 National Economic Development and Labour
Council (NeDLAC) Act, al labour legidation and socio-economic policy which impact
‘on the world of work need to be discussed in NEDLAC before being referred to parlia
ment or implemented’ 34 One of the main criticisms of GEAR isthat it was formulated in
a non-transparent way. For instance, the deputy general secretary of the South African
Communist Party (sacp), Jeremy Cronin, complains that the sacp and CosATU ‘were
given agenera briefing on the broad orientation of GEAR’ just 10 days before the policy
was announced.>® Not only wasitsformulation process closed; the detail s of the Reserve
Bank macroeconomic model used to arrive at the GEAR projection have never been made
public.

Regarding this non-transparency, Adelzadeh says the RDP drafting process was differ-
ent in that it was people-driven and went through eight drafts, all of which had inputs
from the important stakehol ders® Perhaps what galls the labour movement isthat, when

GEAR was announced in June 1996, it was declared to be ‘ non-negotiable 37 But, given

31 Interview with Kahn.
32 |nterview with Mhone.

33 These were the South African Foundation’s Growth for all: an economic strategy for South Africa, March
1996, and cosatu's Growth with equity, April 1996, respectively.

34 NEDLAC is a statutory negotiating forum for the tripartite social partners, namely business, government, and
labour. It is the only South African institution involving all three these social actors.

35 Jeremy Cronin, Why the communists Reject Gear (Mail & Guardian, electronic edition, 5 July 1998),
http://www.mg.co.za/mg/news/98]uly1/15jul-gear.html.

3 Interview, Adelzadeh. These stakeholders were the South African National Qvic Organisation (SANCO),
cosATU, and the ANC's national executive committee.

37 Cronin, Why the communists reject GEAR.
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that cosAaTU has also declared GEAR to be ‘non-negotiable’ on ideological grounds, it is
debatable whether consulting with it would have mattered in the end.

A neo-classical economic strategy?

GEAR's critics have denounced the strategy for its neo-liberal economic leanings, which
reflect what the economist John Williamson defines as the * Washington Consensus': a
set of informal rules and guidelines for ingtituting structural economic reforms. William-
son coined the term in the early 1990s following an international conference held to dis-
cuss and eval uate the economic reform experience of 13 countri es.3 The conference at-
tracted mostly technocrats who had been involved inimplementing economic reformsin
their respective countries. The consensus referred to is widely thought to be about the
acceptance of the economic sap propounded by the imF and encouraged by the World
Bank. It seems, however, that what Williamson was referring to was the existence of a
good deal of agreement on the content of successful economic reforms—ie macroeco-
nomic discipline, trade liberdisation, and participation in the global economy —an econ-
omy needs to be globally competitive. Williamson admits that there is no consensus on
the political conditions needed to sustain the momentum of meaningful economic re-
form,® but critics of the* Washi ngton Consensus' often overlook thisfact. Asfar asthey
are concerned, the * Washington Consensus' is about the endorsement of the IMF' s sAPS,
which emphasise the neo-liberal brand of macroeconomic policy.

According to labour, the South African government was following the IMF prescrip-
tions, which are: ‘overly restrictive, choking off investment, and limiting the effective-
ness of other critical transformations .*® As proof of thisassociation, |abour representa-
tives point to what they perceive to be a neo-libera strain in GEAR, and to Da Silva'sin-
volvement - albeit limited and in a consultative capacity —in the GEAR process.41 COSATU
in particular criticises GEAR as an ‘inappropriate policy tool for addressing the socio-
economic and political ills of South Africa’;*? hence it advocates the reversal of GEAR's

‘restrictive monetary policies ... to stimulate economic activity’ 2 nthis regard it has

38 For a detailed discussion of this, see John Wiliamson (ed), The political economy of policy reform (Wash-
ington DC: Institute of International Economics, 1994). The countries examined at the conference were
Australia, Brazil, Chile, Colombia, Indonesia, Mexico, New Zealand, Peru, Poland, Portugal, South Korea,
Spain, and Turkey.

39 ibid.

40 cosaTy, Creating jobs in South Africa: key issues and strategies, Input into presidential jobs summit, April
1998, http:/ww.cosatu.org.za/docs, p 5.

41 Abedian stresses that the World Bank econometrician Louis da Silva Pierera, who was involved in his
personal capacity, merely served as a technician.

42 cosaty, Defend, consolidate, and advance social transformation, Inaugural central committee resolution,
1998, p 5.

43 1BID, p 3.

10
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proposed that legislation be passed empowering parliament to amend the budget to meset
the socio-economic needs of the country’s people. a4

Cronin says GEAR is a completely different economic policy from the rDP in that it
embraces a neo-liberal doctrine that has as its ‘ core assumption ... that if [the govern-
ment getsits] fundamentalsright, private sector investorswill drive agrowth process 45
Similarly, Adelzadeh says the government’ s primary objective with respect to GEAR iSt0
‘boost investor confidence by adopting the main tenets of neo-liberal strategy and poli-
cies. This unduly conservative macroeconomic framework, far from achieving the rRDP
objectives, will constrain growth, employment, and redistribution’ A6 Although much of
the criticism has been directed at GEAR's neo-liberal strain, the authors of the strategy
argue that the government had moved significantly towards neo-liberalism long before
GEAR, among other things by:

reducing the budget deficit, reforming the tax system, and reprioritising public ex-
penditure;

bringing down inflation and easing the balance of payments constraint;

opening the economy to international competition, and securing international mar-
kets; and

transforming public sector institutions.

Ben Smit, director of the Bureau of Economic Research at Stellenbosch University,
acknowledges that GEAR is not a labour-friendly policy, and it eventually emerged as
‘something akin to the * Washington consensus’’ B He admits, however, that GEAR was
not an attempt to please everyone.

For its part, the government regards GEAR as an integrated ‘ strategy for rebuilding and
restructuring the economy ... in keeping with the goals set in the Reconstruction and De-
velopment Programme’ P The government’ s main assumption informing thisintegrated
strategy isthat: * Sustained growth on a higher plane requires a transformation towards a
competitive outward-oriented economy.’50 This integrated strategy has 13 central ele-
ments:

Budget reform to strengthen the redistributive thrust of state expenditure;

Fiscal deficit reduction to contain debt service obligations, counter inflation and free
resources for investment;

Competitive, stable, and real effective exchange rate policy;

Consistent anti-inflationary monetary policy;

Gradual relaxation of exchange rate;

47

44 Hearing on the budgetary process, National Council of Provinces’ select committee on finance [The Star,
24/08/00).

45 Cronin, Why the communists reject GEAR.

46 Asghar Adelzadeh, From the Rropto GEAR: the gradual embracing of neo-liberalism in economic policy
(National Institute for Economic Policy [NiEr], Occasional paper series no 3, August 1996), p 27.

47 Department of finance, Growth, employment and redistribution: a macroeconomic strategy, p 1.
48 Interview with Smit.

49 Department of finance, Growth, employment and redistribution: a macroeconomic strategy, p 2.
50 Department of finance, Growth, employment and redistribution: a macroeconomic strategy .

11
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Reduction of tariffs to contain input prices and facilitate industrial restructuring;
Tax incentive for investments in competitive and labour absorbing projects;
Restructuring of state owned assets to attract investments;

An expansionary infrastructure programme to tackle service deficiencies and back-
logs;

Flexible collective bargaining system;

Strengthened levy system to fund training programmes,

Increased investment and trade flows in South Africa; and
Commitment to the implementation of stable and co-ordinated policies.

From the above, it is clear that the government’ sintention was to assure international
market playersthat it was committed to achieving a stable macroeconomic environment.
In getting its economic fundamentals right, the framers of GEAR were, among other
things, driven by the assumption that foreign investors would react positively to the in-
vestor-friendly climate they were creating. The selling points of this climate were mainly
fiscal discipline, relaxed exchangerate, and tax incentives. However, the crafters of GEAR
never went on to define a credible investment policy framework; they left this task to
government officials.

Again, it is clear that the government was persuaded by the positive results of db-
tained by East Asian countries to opt for an outward strategy, spelt out in GEAR. This
means trying to push exports up to more than 20 per cent of GDP, as well as encouraging
trade liberalisation. The East Asian countries have achieved sustainable economic growth
levels for more than three decades. Accompanying this are high levels of savings, low
unemployment, a reduction of poverty, and income inequalities. Many devel oping coun-
tries in the world today, including South Africa, would like to emulate the success of
these East Asian countries; South Africa, for instance, is still facing low economic
growth rates, low savings, high levels of unemployment, high rates of poverty, and ine-
quality.

In pursuing an outward strategy, the ANC-led government was attempting to reverse
the consequences of an inward strategy that had been pursued by the previous National
Party government. This involved protecting domestic markets through high tariffs and
state subsidies for local industries. Many critics of the previous government, including
the current ANC government, considered this strategy to be unsustainable and costly to
the economy. For instance, for more than four decades, South Africa had relied on ex-
porting primary goodsin order to generate foreign exchange earnings. Thereisevidence
to suggest that, during this period, the South African manufacturing industries had grown
incompetent and less competitive compared to their international competitors. Histori-
cally, these industries have relied on a low-paid and less skilled labour force.

However, the demands of the global markets require that the government place more
emphasis on the need for a skilled labour force if the country's competitiveness in the
globa markets is to be improved. Thus the government opted for an export-led growth
strategy in order to put South Africa on a sound footing in the world economy.

51

51 ibid. For a detailed analysis of the GEAR strategy, see Adelzadeh, From the Rrop to GEAR.; and Nicoli Na-
trass, Macroeconomics: theory and policy in South Africa (Cape Town: David Philip, 1997), ch 14.
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Alan Hirsch, a senior DTI official and one of the framers of GEAR, says the govern-
ment's objectivein trying to attract FDI was to secure access to international markets and
increase the country's exports, particularly finished goods.52 Clearly, the intended conse
guences of this are that demand for South African manufactured goods would increase,
this expanding investment, creating jobs, and improving the country's current account.

As mentioned earlier, before the launch of GEAR, the government had been imple-
menting a number of initiatives to improve trade. These included: 53

reducing quantitetive tariff barriers;

rationalising the tariff structure by almost halving the number of tariff lines;
abolishing import surcharges, completed in October 1995;

phasing out tariffs, begun in 1995, by an average of one third over five years; and
phasing out the general exports incentive scheme by 1997.

Besides these measures, the government provided variousincentives for investors, in-
cluding the following:

Reducing corporate taxes to enable companies to generate enough profits and sav-
ingsfor reinvestment purposes. Thiswould enable companiesto expand their opera
tions, and create jobs.

Tax holiday packages aimed at encouraging companiesto invest in areas earmarked
by the government.

Speeding up trade liberalisation, with the aim of making South African companies
competitive in world markets. Obvioudly, the intended impact was to increase the
competitiveness of the country's economy, which would lead to higher demand for
skilled workers and South African manufactured goods.

In terms of the impact of trade liberalisation, there has been mixed views about its
conseguences. For instance, COSATU' sview has always been that trade liberalisation has
had negative consequencesin the form of job losses, particularly in manufacturing indus-
tries such as textiles and others. Riaan Coetzee, an economist at the Industrial Develop-
ment Corporation (1DC), concurs with the view that trade liberalisation did have a nega
tiveimpact on job losses but that this wasinevitable in order for the country's economy to
adjust to integration into international economy.54 However, Hirsch disagrees with
COSATU' s view that job losses could be attributed to trade liberalisation.

Outward orientation: a solution in search of the problem?

Some commentators are questioning the government's outward strategy as a means of
achieving its socio-economic policy objectives. For instance, Adelzadeh, who helped the
labour movement to prepare its policy response to the introduction of GEAR, argues that
trade should be used to help reconstruct and develop the economy.55 He criticises the
current strategy, which is based on the wholesale acceptance of the free trade dogma.

52 Interview with Alan Hirsch, November 2000
53 Department of finance, Growth, employment and redistribution: a macroeconomic strategy, p 12.
54 Interview with Riaan Coetzee, November 2000.

55 Adelzadeh, From the RDP to GEAR.
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Adelzadeh believes the state should protect or support those domestic sectors (eg clothing
and textiles) that generate large positive externalities such as technological spill-overs.
Tariffs may also have large positive effects through increasing domestic demand, thus
stimulating the introduction of new products.

Adelzadeh al so argues that the government's exports target of 8,4 per cent of non-gdd
goods a year is unrealistic and unattainable, because a high growth rate in exports would
imply a22,7 per cent increase in the export ratio of Gbp within four years- from 20,9 per
cent of GDP in 1995 to 25,64 per cent by the year 2000. He argues that such ahigh rate of
growth in a short period has never been experienced by any European, American, or
Asian countries. As an example, he notes that in the 25 years between 1970 and 1994 the
average export ratio of the oecD countriesincreased by only 6 per cent. During the same
period, the average export GDP ratios of Brazil, India, Indonesia and South Korea in-
creased by 5 per cent, 1 per cent and 4 per cent respectively.

Kennedy Mbekeani, former senior economist at NIEP, argues that macroeconomic
policies alone do not necessarily attract FDI. He believes there is a serious need for in-
vestment in the development of skills. In a study comparing Maaysia, South Africaand
Mexico, he found that there was insufficient emphasis on skills development in South
Africawhen compared to Malaysia56

The aftermath: implementation

Of all the members of the GEAR team, only Andrew Donaldson and Alan Hirsch are ill
in government, working for the national treasury and the DTI respectively. While Gelb is
still with the pBsa, he spends time in the presidency’s economic co-ordination unit.
Other authors have gone back to academic institutions and the South African Reserve
Bank, or have joined financia institutions.

One wonders whether their not staying on had any negative impact on the implemen-
tation of GEAR. It is noteworthy that, after announcing GEAR in June 1996, the govern-
ment ‘forgot about’ the strategy for nearly six months.>” Duri ng this period, however, a)
labour’s criticism of GEAR grew louder; b) the Reserve Bank still kept interest rates high;
and c) the department of labour went ahead with its work on the labour relations bill that
undermined the policy objective of labour flexibility contained in GEAR.S It was at the
end of November that the government realised that things were not happening as foreseen
in the GEAR document - for instance, foreign investors had not come scrambling for the
South African market.

Manue advises that GEAR cannot be judged on a single indicator such as job crea
tion;>? it is concerned with many issues, including government expenditure as atool for

%  See Kennedy Mbekeani, Foreign direct investment and economic growth fuEp occasional paper series no
11, September 1997).

57 Interview with Kahn.

58 ibid.
%  See Does Gear still exist? (CDE Debate no 9, Johannesburg: Centre for Development Enterprise,
26/02/98).

14



LESSONS FROM GEAR

redistribution, South Africa sintegration into the world economy, and improving the bal-
ance of payments. Therefore, in reviewing the history of GEAR implementation, one
needs to take into account Helen Ingram’s suggestion that: ‘ Success in implementation
must be evaluated in the context of particular problems, and critical factors affecting im-
plementation will vary with what is being implemented.’60 In this case one is dedling
with an economic policy that is premised on contentious ideologicd assumptions, which
have polarised two of the economy’ s key stakeholders: ie government and labour. Asfar
as implementing GEAR is concerned, the government hoped its ‘ social partners will join
[it] inthe combined efforts needed to ... break current constraints and catapult the econ-
omy to the higher levels of growth development and employment needed to provided a
better life for all South Africans .®*

In practice, however, the government has tried to get labour to acquiesce to GEAR
while a the same time declaring that the policy is ‘non-negotiable’ — ig, it cannot be
changed. The government has found it difficult to deal with labour on these terms. The
ministry of finance, for instance, has tried to engage labour on the meaning of ‘labour
market flexibility’ without success.®?

GEAR is one of those policies whose realisation does not solely depend on the gov-
ernment’ s implementation capacity. It can be argued that a good degree of its success
depends on the co-operation of the ANC government’ s alliance partners, namely COSATU,
other trade unions, and the business community.

The implementation of GEAR has had mixed results. Success has been achieved in ar-
eas (eg reducing budget deficits and lowering tariffs) that require no interdepartmental
co-ordination, and implementation has stalled in politically sensitive areas such as the
privatisation of state-owned enterprises. Labour has tended to emphasi se one aspect of
the impact of privatisation: job losses. Some analysts blame the government’ s apparent
inertia on privatisation when explaining the lack of fixed direct investment in the country.
The minister of public enterprise, Jeff Radebe, released a privatisation framework in mid-
August 2000. According to media reports, COSATU supports the framework thanks to
minister Radebe’ s political deftness. For instance, initially he won cosaTu’ s approval of
the framework because he had: a) consulted the union federation extensively before re-
leasing it; b) promised to adhere to the national framework agreement on privatisation;
and c) talked of ‘restructuring’ and not of ‘privatiszar[ion.’63

Judging by Radebe' s approach to the privatisation question, it seems the government
is relying on deft political management of labour to push ahead with GEAR. It remains to
be seen whether this tactic will advance the implementation of GEAR or not. Recently,
however, labour has been renewing and intensifying its resistance to the privatisation of
SOES.

60 Helen Ingram, Implementation: a review and suggested framework, in Naomi B Lynn and Aaron Wildavsky
(eds), Public administration: the state of the discipline (Chatham: Chatham House Publishers, 1990), p
470.

61 See department of finance, Growth, employment and redistribution: a macroeconomic strategy.
62 Interview with Elias Masilela, national treasury, 27/11/2000.
63 Financial Mail, 18/08/00, p 50.
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Manuel often sells GEAR as anecessary pain to be endured now if the country istore-
alise prosperity later. Such entreaties do not appeal to labour and the left-of-centre
economists. All the same, the government has stood its ground. At the last NUMSA na-
tional congress Erwin told del egates that GEAR has proven to be an appropriate policy for
stabilising prices, exchange rates, the balance of payments, and hel ping to restructure the
economy to make it internationally competitive. %4 Erwin warned del egates that it would
be ‘suicidal to implement one policy and change it the next day’ 8

Although South Africa has formal tripartite institutions such as NEDLAC, what it
seemsto lack is something akin to the Japanese (social) networks of intermediate organi-
sations linking government officials, captains of industries, labour, and academia which
facilitate policy discussion, consultation, and implementation of policy decisions %
These networks areinformal, and they are neither completely public nor entirely private -
- hence the term ‘intermediate zone'. Besides engendering the idea of wa (harmony in
Japanese) as an integrative principle of social organisation, the intermediate organisations
perform a number of important functions in the Japanese political economy, including
gathering and analysing information on international markets, facilitating overseas in-
vestments, etc.

The unity of purpose displayed by the government, the gold mining industry, and la-
bour during the 1999 gold price crisis was a step towards forming such a network. Asit
turned out, this co-operation did not outlive the crisis that gave rise to it. However, the
recent informal meeting of Mbeki, the president of the World Bank, James Wolfensohn,
and representatives of international and local business at the Union Buildings can be re-
garded as an attempt to establish such a network. The major shortcoming of this (invest-
ment) initiative was the exclusion of the labour movement. If the integrative concept of
wa were to be adopted in this country (with some modifications to suit South African
conditions), the ongoing conflict over GEAR may be resolved or ameliorated.

To agreat extent, the South African government has to contend with the fact that, ‘in
the wider society, government cannot dictate policy it has to manage the process to ac-
ceptance for its policy.’ 57 This means, among other things, that the strategy cannot be
advertised as ‘ non-negotiable’ .

South Africa has the potential to attract Fpi, but is receiving far less than it should.
TIsA has recognised this; hence it has conducted a study on improving promotional ef-
forts and ways of attracting FpI to particular industries or projects. The IDC hasa so gone
down this route by identifying projects and inviting overseas partners.

84 Sowetan, 23/08/00.
65 ihid.
66 For an elaborate discussion of this institution, see Daniel | Okimoto, Political inclusivity: the domestic

structure of trade, in Takashi Inoguchi and Daniel | Okimoto (eds), The political economy of Japan: the
changing international context (vol 2) (Stanford: Stanford University Press, 1990).

67 CDE Round Table no 1 (Johanneshurg: Centre for Development and Enterprise, 1997).
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FOREIGN DIRECT INVESTMENT: REALITY OR MIRAGE?

Notwithstanding GEAR, South Africa has managed to attract about R56 billion in FDI be-
tween 1996 and 1999 (second quarter).68 Given South Africa s potential to attract FDI,
and the size of its economy, the rFDI attracted so far is generaly regarded as pitifully lit-
t1e.%° The government had expected FDI to be well above the annual average of 17,5 per
cent of GbP during this period.70
The central concern in this section is not to elaborate on various economic theories
pertaining to FDI; this aspect of the debate has been treated to some extent in the literature
review that informs this empirical study.71 What will be done hereisto examinethe rea
sonsfor the gap between the government’ s optimistic expectationsin respect of Fpi, and
the poor record of FDI inflow into this country. The reasons for this phenomenon are
many, and they differ depending on whether one talks to a government official or to an
economist in an academic institution or in the private sector. Although some of these ex-
planations are spurious and elusive (eg reputed investor fears about the crime rate and
rigid labour market), they are essentially normative arguments about what the govern-
ment needs to do to improve the situation. Importantly, most of the private sector inter-
viewees were largely ignorant of what the government was doing to attract investments.
What underlies or informs the government’s investment policy framework? One of

the assumptions of the policy-makerswasthat South African economic growth was* con
strained by investment, not savings, and once investment rises, higher incomeswill gen-
erate savings necessary to finance the investment rise’ "2 Also, the policy-makerswere
encouraged by the fact that investment or capital flows were one of the significant ‘ hall-
marks of the more rapidly growing developing economies world-wide' 73 They too
sought to attract these flows into South Africa because they saw FDI asplaying acritical
part in stimulating growth in the following ways:

enhancing modern technology transfers;

enhancing the skills, management expertise and high-level training that comes with

productive or direct investment projects;

enhancing access to international sources of finance; and

68 The figure of R59 hillion is taken from a 1999 BusinessMap report. It is important to note that Business-
Map only records Foi inflows of, or intentions to invest, R10 million or more. It is therefore reasonable to
assume that the level of Fpi in the period 1994 to the second quarter of 1999 might be higher than Busi-
nessMap claims it to be.

69 The investment potential is usually measured in terms of the presence of an advanced financial (banking)
sector, a credible amount of law and order and respect for property rights, a fairly extensive infrastructure,
etc.

70 See department of finance, Growth, employment and redistribution: a macroeconomic strategy.

1 See Zondie Masiza and Xolela Mangcu, Understanding implementation: an exploration of research sur-
rounding the Growth, Employment and Redistribution GEAR) strategy, Research report no 78 (Johannes-
burg: Centre for Policy Studies, 2001).

72 Stephen Gelb, Economic growth, people, and the environment, in Gitanjali Maharaj (ed), Between unity
and diversity (Cape Town: David Philip, 1999), p 156.

73 Department of finance, Growth, employment ad redistribution: a macroeconomic strategy, appendix 12, p
21.
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facilitating access to global markets.”*

Imbued with this optimism, therefore, GEAR' s architects went on to identify the ‘ fun-
damental determinants of international investments decisions and the underlying macro-
economic expectations which may be relevant’ ."® These fundamental sincluded some of
the following:

political and economic stahility, including macroeconomic stability and clarity about
economic palicy;

sustained high rates of economic growth;

investment incentives;

[reforming] the tariff regime;

protection of property rights; and

various determinants of expected investment returns.

In identifying the above, GEAR’ s architects thought they had discovered the interven-
tions that would prompt investors to respond to investing. Two years later, this kind of
optimism informed the DTI's decision to create Trade and Investment South Africa
(T|SA)77 - anationa agency for co-ordinating FDI policies and promote South African
exports.

As aready mentioned, one of the government’s assumptions when it formulated
GEAR was that having a policy document that states its macroeconomic fundamentals
would result in increased volumes of domestic and foreign direct investment, and that
this, in turn, would stimulate economic growth and job creation.

On this score, the academic economist Nicoli Nattrass criticises the authors of GEAR
for gambling on a‘ wild investment card’ .8 Nattrass' s criticism stems from the fact that
nobody knows exactly what motivates investors to invest. Thus far, poor levels of FDI
seem to bear out her argument. All the same, the government continues to believe that its
assumptions hold true, and has continued to implement GEAR despite of the discouraging
results and the criticisms.

This shows that government officials have adifferent account of thislack-lustre per-
formance. However, the officials responsible for attracting FDI now concede that just get-
ting the macroeconomic ‘ fundamentals' right is not enough in itself to attract investment.
Consequently, they believe that, in order to attract more FDI, South Africahasto aggres-
sively marketed as an investment destination; administrative procedures have to be sim-
plified; and South Africahasto learn from ‘best practice’ el sewhere. These three themes
are evident in a conference paper presented by the chief executive officer of Tisa, Rafiq

76

™ ibid.
5 ibid.
% ibid.

7 See, for instance, a paper written by Tisa’s chief executive officer, Rafiq Bagus, An appropriate investment
promotion framework for South Africa, TIPs 1999 annual forum, September 1999.

78 Nicoli Nattrass, Gambling on investment. competing economic strategies in South Africa, in Maharaj,
Between unity and diversity, p 85.
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Bagus, to the TIPs Annual Forum 1999, and in the advice the United Nations Conference
on Trade and Development gives to developing countries wishing to attract FDI 9
Before probing the government’s implementation of its FDI policy, this analysis will
be contextualised by first examining trends in Fbi, including identifying the sectors that
attract productive investments. This will inform a judgement as to whether or not the
types of investment the country is receiving are in line with the government’ sFDI strat-

egy.
Trends in FDI, 1994-9

It is public knowledge that South Africa has not attracted the levels of FDI envisaged in
GEAR. In this section the government’ s implementation of itsFbi strategy will be exam-
ined in detail. The focus here will therefore be on uncovering the obstacles to Fbi flows
and to review the government’s actions to deal with them.

What do the trends show? Cumulative rbi inflows (actual and promised) amount to
about R59 billion for the period 1994-9.8% When disaggregated by source country it be-
comes clear that the leading investors are, in order of importance, the United States (R17
billion), Maaysia (R10 billion), the United Kingdom (R7 hillion), Switzerland (R4.3
billion), and Germany (R4 billion). One cannot say whether this was a reaction to GEAR
or not. What is probable is that — excepting Maaysia - the American, British and German
investorswereinvesting or reinvesting in amarket they know well. In asense, it could be
argued that these countries were responding to the lifting of economic sanctions against
South Africa and to the partial sale of Telkom and South African Airways. The former
was a function of the normalisation of South Africa's international financial relations.
Both factors could explain the declinein FD1 post 1998. There are, of course, other expla:
nations, such as the cautious stance of investors towards emerging market economies.

Three regions dominate FDI in South Africa: the Americas, Europe, and Asia, in that
order. As a region, Asids investment in South Africa is very significant, particularly
given that its presence hereis relatively recent. However, this process was halted due to
the Asian crisisof 1997--8. For instance, investment flows from the Asian region totalled
R12bn, as against R20bn from the European region.81

Given the government’s desire to see FDI in job creation projects, it is worth noting
that most of the foreign investments have gone to sectors (eg information and technology
and telecommunications) that generate little or no new jobs for semi-skilled and unskilled
workers. The table below disaggregates FDI by sector.

79 See Bagus, An appropriate investment promotion framework for South Africa; and United Nations Confer-
ence on Trade and Development, Foreign direct investment in Africa: performance and potential New York:
United Nations, 1999).

80 As noted earlier, BusinessMap only captures roi inflow equalling or exceeding R10 million. Although the
South African government does not systematically capture Foi data, it is likely that ror inflows are much higher
than the R59 billion recorded by BusinessMap for the period 1996-9.

81 BusinessMap report, 1999. Although inadequate (see footnote 81), BusinessMap is the only South African
source of systematic data on Foi inflows.
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Table 1: FDI by sector (for all country investing in South Africa)

Sectors Rm

Telecommunication and IT 8 768.0
Energy and oil 8 517.0
Food, beverages and tobacco 5642.0
Motor and components 5536.4
Transport and transport equipment 4 539.0
Mining and quarrying 3 958.5

Chemicals, plastics and rubber products 3497.5
Hotel, leisure and gaming 2936.0
Metal products and mineral beneficiation 2704.0

Other manufacturing 2 608.0

Source: BusinessMap’s on line SA FDI Database

Thetable shows clearly that investments go predominantly to the telecommunications
and information technology (1T) sectors, followed by the energy, food, and transport sec-
tors. Mergers and acquisitions accounted for most (about R35 billion) of FDI. These have
gone mainly to the telecommunications and IT sectors. Therefore, FDI seemsto be going
to already established service sectors and new manufacturing sectors. Perhapsin thisre-
gard the government has misread international trends in FDI. It should be concerned if
this trend continues, because foreign mergers and acquisition are characterised by the
rationalisation of production and management, which amost always leads to the re-
trenchment of ‘redundant’ labour as one way of ensuring competitiveness.

In the main, the kinds of FDI South Africa has realised thusfar have tended to be capi-
tal-intensive and directed to high-tech sectors,, which not only demand highly competent
managers but also a highly skilled labour force. The government acknowledges that the
shortage of skillsis one of the main deficiencies of the local 1abour market -- hence the
recent decision to lift restrictions on recruiting and employing skilled expatriates.

How does one explain this poor FDI record? There are many explanations for this
lacklustre performance. Most are based on the perceptions of economic observers and
players. If FDI policy is a gamble on awild card, then the same criticism applies equally
to explanations of the low level of FDI in South Africa. Ashinted earlier, the explanations
given by government officials are not congruent with those of private sector economists.

The view from within

Poor FDI in 1994-9 has not shaken the government’ s conviction that, in the present situa
tion of low domestic savings, it will provide the much-needed dlixir for the economy.
Starting from this premise, the ANC government has ruled that facilitating Foi should be a
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crucial part of thework of theDTI 82 However, GEAR' sarchitects have cautioned the gov-
ernment against depending too much on FDI. They have aso urged the government to
show due consideration in selecting the type of FDI it wantsto attract. But the government
has pinned dl its hopes on a positive response from foreign investors, without being too
discriminating about different kinds of FDI.

The GeARr document only referred to the need for anumber of developmentsto attract
a ‘substantial volume of FDI’, such as:

amacroeconomic policy framework conducive to growth and an expanding domestic
and regiona market;

removal of exchange controls;

improved domestic savings and steady reductions in the fiscal deficit;

atax regime favourable to foreign investment;

privatisation of state-owned enterprises; and

reducing crime and improved social stability.83

Initidly, GEAR's silence on practical plans for attracting FDI created the impression
that the onus for doing so fell largely on the then president, Nelson Mandela, and the
ministry of finance.

For about two years of GEAR' simplementation the government seemed optimistic that
foreign and local businesswould react positively by investing in the country’ s economy —
ie purely on the strength of GEAR. Therefore, the government initially had no clearly de-
fined and credible investment framework.34 For instance, it did not really distinguish be-
tween portfolio and production (or direct) investment.

In effect, FDI was being pursued on an ad hoc basis. For instance, on his numerous of-
ficial tripsto western capitals, Mandelatended to stress that South Africaneeded massive
FDI inflowsin order to bolster its fledging democracy. The ministry of finance was wont
to highlight that the government was pursuing an investor-friendly macroeconomic pol-
icy. Consequently, the institutional framework for investment promotion in South Africa
was diffused, involved a large number of players, and was poorly co-ordi nated &

By 1998 the ad hoc nature of pursuing FDI and the unsatisfactory results it yielded
convinced the DT of the need to review the country’ s investment policy. Among other
things, this entailed the following:

areview of investment promotion in South Africa, which resulted in the establish-
ment of Investment South Africa (now Trade and Investment South Africa, or TISA)
asthe DTI’smarketing arm. The review also served to inform future policy develop-
ment regarding investment;

adetailed review of the erstwhile regional industrial development programme which
led to its abolition and the establishment of tax holiday programmes and a small and
medium manufacturing development programme;

82 Stephen Hanival and Alan Hirsch, Industrial policy and programmes in South Africa: the perspective from
government (Pretoria: Department of Trade and Industry, April 1998), p 23.

83 Department of finance, Growth, employment and redistribution: a macroeconomic strategy.
84 Gelb, Economic growth, people, and the environment,
8 Bagus, An appropriate investment promotion framework for South Africa, p 4.
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an examination of the programmes of the 1Dc, which resulted in a new government
mandate to the IDC board stressing industrial entrepreneurs and midi rather than
mega projects. Under this new mandate, the IDC had to meet the government’ s objec-
tivesin terms of industrial development; and

prioritising the question of policy co-ordination among other institutionsin the DTI
‘family’ (iethe 1Dc and T|SA).86

TISA' s creation was an acknowledgement of the fact that South Africawas ‘ genera-
ing mediocre levels of FDI ... [and was] by no means near enough to the kind of invest-
ment targets [it] should be achieving' 87 What the government seeks to do israise its
gross-domestic-fixed-investment-to-GDP ratio well above the country’ s average of 17,4
per cent.®8 With the creation of acentralised authority for investment promotion, bT1 of -
ficials hoped to ‘ end the practice of conducting foreign missions and investment seminars
at all levels of government in pursuit of foreign capital in the absence of clearly set out
targets...’ 89 Accordi ng toTisA’ s chief executive officer, Rafiq Bagus, this unstructured
approach to FDI was the main reason why South Africawas not able to realise the levels
of FDIanticipated by GEAR's architects.

It was on the strength of this argument that Tisa was established in 1998. This does
not mean that its establishment was without controversy. It turns out that some officials
inthe DTI resisted the new agency. According to Bagus, the source of this resistance was
the ‘old guard’” which was averse to the idea of establishing an investment agency * out-
side of government, in Sandton of all places, run by some “hot shots’ [as Bagus and his
colleagues were described] L2 90tis likely that the *old guard’ was increasingly being
sidelined as aresult of transformation within DTI. Perhaps what galled its members most
was to see the new agency run by the ‘new guard,” which, by Bagus's own admission,
lacked an understanding of issues relating to investment promotion.91

The DTI'ssingle-minded determination to establish Tisa caused itstop officialsto un-
derestimate the ‘ problem’ the noviceswould present to the new agency. Even then, these
officials had initially not followed through by giving direction to the agency, because
they were preoccupied with transforming South Africa' s ‘economy from [an inward]-
focused economy to an outward-focused global manufacturing economy L2092

It appears, therefore, that in its first year Tisa wasonly ‘muddling through’, and the
unco-ordinated drive for FDI probably continued as before. President Thabo Mbeki intro-
duced the cluster system in mid-1999, and it is still too early to say whether or not it has
improved co-ordination among government departments.93 The problem of co-ordination
in government is auniversal one, for government structures are not geared towards co-

86 Hanival and Hirsch, Industrial policy and programmes in South Africa, p 24.

87 For instance, see Bagus, An appropriate investment promotion framework for South Africa p 14.

88 Industrial Development Corporation, Accelerating foreign investment in productive assets, June 2000.
8 Bagus, An appropriate investment promotion framework for South Africa, p 4.

%  Bagus, An appropriate investment promoation framework for South Africa, p 9.

9 ihid.

92 jbid.

93 Interview with Dracker.
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operation since territorial departments or ministries are often locked in their respective
silos ¥

TiIsA focuses exclusively on dealing with would-be foreign investors, and does not
seem to realise the need for encouraging domestic investorsto invest in the South African
economy aswell. It seems|lost on the agency that foreign investors observe the behaviour
of domestic investors. For instance, the decision by the minister of finance, Trevor
Manud to alow the South African Breweries, the Anglo American Corporation and Old
Mutual - three of South Africa’ s largest companies - to relocate their listingsto the Lon-
don Stock Exchange has made most foreign investors circumspect about investing in
South Africa. At the same time, it is conceivable that Manuel permitted this move in
terms of the government’s world trade treaty obligations. But a number of Tisa docu-
ments and publications hardly mention the relocation of these giant companies and the
implications of thisfor the South African economy. This seemsto point to alack of strat-
egy to communicate to potential investors why the rel ocation was not a vote of no confi-
dence in the South African economy.

When DTI officials decided to establish Tisa, they assumed that substantial co-
ordination within government could be achieved, thus creating an investor-friendly cli-
mate. In practice, this co-ordination seems to be more vertical than horizontal —ie, it is
DTI-IDC and DTI-TISA. In substance, therefore, the different mandates pursued by the Ibc
(promoting government’ s industrial objectives) and Tisa (marketing South Africa as an
investment destination) tends to preclude co-ordination between the two institutions. On
the one hand, 1DC stresses the micro side of the operations and has a proactive investment
approach that targets specific foreign investors. % In addition to incentives provided by
the government to would-be foreign investors, the IDC identifiesinvestment projects, puts
money on the table, and then asks for partnerships with foreign investors on the sd ected
proj ects.”® In sum, 1DC sees itself as the government’s investment arm that strives to
make government’s industria policy a reality.97

On the other hand, TisA focuses strictly on promoting FDI inflows and, unlike thebc,
isnot in the business of co-financing investment projects. So itsroleisgeneral, but it also
aspires to controlling and directing IDC promotional activities.”® In recent months, Tisa
hasincreasingly adopted the IDc method of identifying projects for would-beinvestors. It
has also sought to match the skills found in the 1Dc by recruiting personnel with sector-
specific expertise or knowledge. Notwithstanding the government’ s emphasis on policy
co-ordination, there seems to be a duplication of investment promotion capacity in the
country. It may well be that, as a young organisation, TIsA still needsto proveit can al-
most single-handedly turn the FDI situation around.

The department of foreign affairs (DFA) is another government department that seeks
to exert some influence over FDI viaits chairing of the international relations, peace and

% ihid.

9 Interview with Loyiso Jiya, chief economist, Industrial Development Corporation, 15 June 2001.

9% jhid.

9 ihid.

9% For instance, see Bagus, Bagus, An appropriate investment promotion framework for South Afiica, p 11.
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security cluster. This cluster consists of the following departments. foreign affairs, de-
fence, trade and industry, intelligence, and home affairs. The economic subcommittee of
this cluster deals with investment and other economic matters. It is chaired by Faizal | s-
mail, the DTI's deputy director-general and chairperson of the Tisa board. According to a
DTI official, the DFA regards the DTI and TIsA aslinefunction agencies, and seesits duty
asthat of determining policy directions on trade and FDI. Notwithstanding thisrivalry, in
terms of capacity the DFA iswell placed to play a significant role in promoting FDI; for
instance, bDFA has more than 90 missions abroad. Thus its international reach is greater
than that of the DTI and Tisa combined. Besidesthis, the DFA is closer to the presidency,
which is aso increasing its role as an agency for attracting FbiI —witness Mbeki’ s estab-
lishment of an international advisory team on economic policy and Fbi.
Notwithstanding their different mandates, both the iDc and Tisa do co-operate when
going on promotional road-shows abroad. On these tours, their representatives find them-
selves having to constantly rebuff the negative perceptions foreign investors have of
South Africa. Their common experienceisthat it is often overseas-based South Africans
(not al but a mgjority of them) who discredit this country.99
According to a senior DTI researcher, Peter Dracker, FDI will not be South Africa's
saviour.2%° He says it is domestic investors who have to pull their weight and take the
lead, but they seem reluctant to invest, for several reasons. These include the following:
white business is cautious to invest due to perceived socio-political instability;
business says South African labour laws discourage local investors;
many whites complain about affirmative action; and
thereis a perception that southern Africais unstable and that the South African gov-
ernment is not seen to be making the region stable —ie from an investment point of
view. 10
If local businessinvestment isimportant to attracting Fbi, should Tisa not direct some
of its energies towards addressing the concerns or misgivings of domestic investors?
Dracker believes the agency was not established to do this, and that promotion of local
investment cuts across several departments, namely labour, land and agricultural affairs,
the o1, etc.2%% However, this should not prevent the agency from co-operating withloca
business on promoting both domestic and foreign investment in the South African econ-
omy.

Views from without

There are many competing explanations of poor FDI in South Africa. Most of these are
based on theoretical assumptions about FDI determinants. It is usually on this basis that
most observers judge whether the South African government's actions are encouraging or
discouraging FDI inflow. Generally, these observers take into account the global eco-

9 Interview with Jiya.

100 |nterview with Dracker.
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102 jhid.
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nomic environment in which South Africa operates. Thisisan environment characterised
by financial globa crises, fickle investor sentiment, Afro-pessimism, and stiff competi-
tion for FDI. It isinteresting that, in his paper referred to earlier, Rafiq hardly mentions
these as factors that hinder FDI inflows. As noted then, his diagnosis of the lagging in-
vestment programme is a lack of co-ordinated action in attracting FDI.

Apart from poor co-ordination of efforts to attract FDI, there are severa constraining
factors that can be offered as explanations of the poor investor response. Many of the
critical constraining factors are beyond the government’ s control; they include theinter-
national financial crisis of 1997--8; negative investor perceptions of emerging markets,
of which South Africais a part; the environmental crisis in Mozambique (ie the floods);
the land crisisin Zimbabwe; and surging crude oil prices. However, this should not spare
the government from criticism, because it can address the domestic sources of some con
straints, namely the lack of institutional capacity and effective policy co-ordination, the
lack of anational consensus on GEAR, and huge social backlogs.

According to the South Africa Foundation’s chief economist, Philip Black, the in-
vestment targets set by the government were unredlistically ambitious.*®® Black saysthe
government did not fully appreciate the structural adjustments atransitional economy has
to undergo.lo4 In addition, he acknowledges that GEAR is being implemented in a dra
maticdly changed domestic and international environment. This environment is charac-
terised by an increasing degree of volatility in the global economy, which can be detri-
mental to the economic health of developing and transition economies.

The 1997-9 East Asian economic crisis had a negative impact on the South African
economy. In the wake of the crisis, the Asian Tigers devalued their currencies and thus
constrained their demand for exports. In 1998, for instance, Malaysia cancelled its order
of the South African attack helicopter, the Rooivalk. Since South Africawas an emerging
market, investors were reluctant to invest in it. Its currency was an object of speculative
attacks by international fund managers. Notwithstanding the South African Reserve
Bank’s efforts to bolster the rand, the currency depreciated. The Reserve Bank’ s preoc-
cupation with the strength of the rand led to record interest rates of 25 per cent, which
further constrained economic growth.

Therefore, South Africa' s transformation is coinciding with globalisation and its ef -
fects.1®> And no one could have antici pated the Asian turmoil and speculative attacks on
currencies. All of these could not have been foreseen, and the framers of GEAR could not
have foreseen or alowed for them. The rand has also been susceptible to a stronger
American dollar and a weakening Euro.19®

Other factors relate to the perceived political implications of political crisisinthere-
gion — particularly the Zimbabwean land crisis. Whether true or not, many economic ob-
servers suggest Zimbabwe's handling of this crisis has eroded investor confidencein
South and southern Africa. The civil wars in Angola and the Democratic Republic of

103 Interview with Phillip Black, senior economist, South African Foundation, 1 November 2000.
104 ibid,
105 Interview with Azhar P Jammine, chief economist, Econometrix, 12 December 2000.

106 |nterview with Black.
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Congo and the floods in Mozambique are aso thought to reflect negatively on this re-
gion. The international advisers appointed by Mbeki to advise his government on creat-
ing an investor-friendly climate hold the same views. In other words, they believe these
crises have deterred FDI.

During the past five years the internal political dynamics may differed from those the
GEAR authors had anticipated. The power of the trade unions has not weakened. The au-
thors of GEAR assumed that cosaTu would go along with the strategy, and that there
would be no friction. But the strong opposition from the trade unions may explain the
missing of ‘targets.’ 107 The strength of trade unions, the fear of them going on strike, and
the Basic Conditions of Employment Act have increased costs. This has resulted in em-
ployers pursuing capital-intensive production. This is reputed to have the government
‘oscillating uncertainly between GEAR and greater populism’, which creates an unattrac-
tive environment for investment. %8

According to Azhar Jammine, some of GEAR'’ s obj ectives have been achi eved.1%° one
major area of non-implementation is related to the labour market, which isinflexible and
therefore undermines GEAR. Education and skillstraining has also not taken off. The rea-
son for thisisthat the business community and department of labour have not committed
themselvesto pursuing the matter. The absence of education and training is seriousif one
considers the fact that there is a mismatch between jobs available and the skills of job-
seekers.

Jammine thinks it was a mistake for GEAR's authors to prescribe time frames for
achieving the document’ s objectives. For instance, he says education takesalong timeto
improve. He criticises the government for hammering local business for not investing in
the economy. In fact, figures show the private sector has invested much more than the
public sector and state corporations; in short, the government has not led the way. GEAR
says the government should reduce the public service and spend more on fixed invest-
ment. It has started doing the latter, but not much.

According to Black, the government has good policies, but these have little effect on
the ground.llo Regarding socia services, for example, he says the government has not
delivered to the extent it should have. Delivery has taken longer than the government
hoped.111 The high rate of unemployment (about 26 per cent), together with widespread
poverty create the potential for socia instability, especially in ahighly politicised country
such as South Africa. Generally, therefore, investors perceive the current situation to be
too unstable for fixed investment.

Government officials are convinced that progress is being made.” “ They admit that
the current education drive will only pay off in the long run. A quarter of the national
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budget goes towards education. The second biggest expenditureison servicing debt. This
iswhat GEAR was all about.

For Jammine, there are several determinants of FDI. He says the most important of
these isto show a commitment to push policies through. The international financial mar-
kets have been looking for a much more aggressive advancement of GEAR. However, he
admits that if GEAR had been rapidly implemented there would have been a groundswell
of oppositiontoit. According to Jammine, South Africahasa‘mediocre’ situation where
thereisno popular uprising and, at the same time, you do not have much progress regar d-
ing policy implementattion.113

Onthe debit side, he saysthereis now an aggressive push for affirmative action. Con
sequently, this has given rise to fears that this policy is pushing out skilled personnel and
attracting enthusiastic but less qualified people. This policy is being implemented at a
time when the white business sector isinclined to resist change, and blacks want to see
transformation.}** This tension seems to be giving rise to the perception that thereisan
increased racia polarisation under the Mbeki presidency (a reference to Mbeki’'s ‘two
nations' speech). What the government needs to pursue are the politics of ‘ unity in diver-
sity’ rather than emphasising differences.1®

One aspect that has not been emphasised enough is that South and southern Africa
congtitute asmall market (about 100 million people) for investors. In addition, the region
is characterised by uneven economic development and poor infrastructure. DT1 officias
admit that South Africaisin adifficult position and therefore has to be smart about how
it competes for FDI with the likes of India and China. For instance, the cost of transport
within South Africaistoo high. So in November 2000 the bTI gazetted the establishment
of industrial development zones (1Dzs) to overcome the transport problem. These will be
located adjacent to international ports to provide manufacturers with easier access to
South Africa’ s trading partners. Production at these 1bzs will be high-tech and is not
aimed at semi-skilled or unskilled labour. Economists and policy-makers acknowledge
that 1Dzs will attract only skilled labour, which is still in short supply.

Thereis evidence to suggest that FDI flows to those regions that are economically well
integrated. Thus strengthening the southern Africaasawholeiscritically important. The
South African government has taken this seriously by encouraging private and state-
owned enterprisesto invest in the region. Various projects are being implemented which
vary in their magnitude and location. Mgor among them is the Maputo Corridor a so-
caled spatia development initiative involving a transport corridor linking Maputo-
Mpumalanga and Gauteng. The other projects are industria initiatives in mining and
electricity.

According to Black, strengthening trade relations and regiona integration will have
positive results for the region and the country.™® He says this can happen in a twofold
manner. First, the region can help South Africato test its ability to market value-added
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goodsin an international market, and second, South Africa s strategic involvement in the
region will help to create infrastructure at lower costs. Thus strengthening trade with
SADC countries, especially by increasing exports, could benefit the region and South Af-
rica economically and socialy. Already certain SADC countries had far higher growth
rates than other emerging markets, which was a good sign for investment. Finally, he
believesthe region could successfully attract Fpi if it actsin a concerted manner. Already
alot of work is being done to address the question on DI in the region.

Although the ministry of finance is doing asuperb job with respect to maintaining fis-
cal discipline, South Africa is still muddling along on economic growth.**” The major
prablem here lies with microeconomic issues. As afirst step in addressing this problem,
Mbeki has just started talking to the business community — for instance, the Business
Trust, which is chaired by the former chief executive officer of Transnet, Saki Maco-
zoma. Greater progress is needed towards improving South Africa’ s skills base. On this
front the government must lead the way, but with business and labour playing their re-
spective roles.'®

One other factor that is generally regarded as constraining FDI is South Africa’s high
interest rates — ie compared to those of its competitors. High interest rates (averaging 18
per cent in 1996-9) have had a negative impact on attracting FDI or stimulating domestic
investment, for they make South Africa capital-expensive. Thus high interest rates can
act as a brake on economic growth. Conversely, however, the high rates have been a
boon to portfolio investors. The danger of portfolio investmentsisthat they are short term
and are quickly withdrawn at the first hint of trouble — witness the panic that resulted
from the recent Asian crisis. The interest rate problem points towards a lack of co-
ordination between the department of finance and the Reserve Bank during Stals stenure
as governor.

GEAR’ s architects assumed that there would be greater co-operation between the gov-
ernment and the Reserve Bank. In reality, these two institutions were pursuing different
objectivesin respect of the South African currency. The former wanted a stable exchange
rate; the latter was committed to maintaining a stronger rand, which meant maintaining
high interest rates — reaching 25 percent during the Asian contagion in 1998. Given the
Reserve Bank’s constitutionally entrenched independence, the government was wary of
appearing to pressure the bank to toe its line. Consequently, it let Stals have his way on
monetary policy.

Thelast constraint identified by economic observers was the lack of progress on pri-
vatisation."® Before the department of public enterprise’s release of the policy frame-
work on accelerated privatisation in September 2000, the government’s policy on this
question was unclear. Even the GEAR document does not say much on thisissue. The
2000 document makes it clear that the privatisation of soes would be a phased approach.

17 Interview with Jammine.
118 Interview with Jammine.

119 The question of privatisation or the lack thereof will be considered in the next phase of this study. It is
mentioned here because several interviewees cited it as one of the problem areas in implementing GEAR.
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This shows that the government is acutely aware that thisis a politically sensitive area
that needs to be negotiated with due consideration. The private sector feels the govern-
ment is being unnecessarily tardy and too accommodative of labour. For its part, labour
thinks privatisation is not linked to development of the country and would lead to job
losses.

New studies show that fast-tracked privatisation —as carried out in Russiaand some
east European countries — often ends up in failure. In Russia it has resulted in rent-
seeking behaviour by the wedlthy elite. Thus privatisation benefits have not accrued to
that country’s economy.

CONCLUSION

It is argued here that, to turn the FDI situation around, South Africaneedsto stimulateits
domestic economic growth, because investors tend to flock to growing economies. As
South Africa provides a small market for potential investments, it should intensify its
efforts to develop the southern African region. Today investorstend to invest in regional
economic blocs, which provide an expanded market.

There should be serious investment in human capital, as investors prefer investing in
countries with high human resource levels. South Africa should aggressively market it-
self internationally. In this regard, government departments, the provinces, and govern-
ment agencies should co-ordinate their efforts. The government should consult key
stakeholders when formulating policy strategies in order to minimise conflicts over pol-
icy direction.

At another level, the successful implementation of GEAR depends to a significant de-
gree on the workings of the unpredictable world economic environment. Owing to la-
bour’ s exclusion from the GEAR process, the failure of the policy in certain instances has
become a self-fulfilling prophecy. Labour does not seem to take much regard of the fact
that some of these failures may have to do with international constraints beyond the con-
trol of government.

GEAR isamajor cause of deep-seated discord between the government and organised
labour. So intense are the disagreements that the media frequently speculate about an
imminent ‘divorce’ in the tripartite alliance. This suggests that if GEAR, as some argue,
had been intended for public consumption, the government would have long abandoned it
due to its palitical costs.

Notwithstanding the foregoing analysis, the implementation of some of the GEAR ob-
jectives will depend on co-operation from labour. This has either been given grudgingly,
or not been forthcoming, particularly in the areas of privatisation and labour market re-
form. Although labour is crucial, successful economic policy must secure the co-
operation of avariety of actors. This speaks to the view that economics is about human
behaviour. Therefore, economic policieswill not work unless human beings behavein an
expected way. This notion of ‘required’ behaviour presupposes the idea of power rela-
tions, which determines who gets what, when, and how.

But even beyond those obvious areas of blockage there are areas where GEAR -- even
if it were logically correct -- would run into implementation problems, because of de-
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pendence on other transformations, which are outside of its ambit. These areland reforms
redistribution programmes, the privatisation of soes, and a skilled and disciplined labour
force, particularly in export-oriented industries. These transformations are difficult to
realise, not because of alack of will but they are difficult to effect in the short to medium
term. Apart from that, implementing such programmes entails co-operation or co-
ordination among departments that are used to working independently.

While some of the GEAR abjectives (eg reducing budget deficit and lowering trade tar-
iffs) have been achieved, some have not - notably an annual economic growth of 4 per
cent and job creation, to mention just two. Economic experts say these goals remain un-
realisable because the targets were unrealistically ambitious.?° The authors of GEAR are
accused of not appreciating the extent of the problems generated by structural adjust-
ments to a transitional economy.121 These are problems presented by the huge backlogs
in service ddlivery.

It is against this background that economic policy observers regard the GEAR time
frames as unrealistic. The lessons provided by the Asian Tigers and Chile is that a pro-
gramme such as GEAR takes at least 20 years to bear fruit.

120 Interview with Black.
121 ihid.

30



