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1.   Why is the rate of unemployment in SA so high?
South Africa’s high unemployment rate is no accident.   It is a consequence of the industrial and monetary policies maintained in the apartheid era.   Although some of the continuing consequences of these policies have been recognised and addressed in IPAP 2, they have not yet been fully reversed.
Using the slogan that SA has to beneficiate its minerals, the Industrial Development Corporation, during the second half of the 20th century systematically invested in first-stage mineral processing industries that manufactured industrial raw materials such as steel, aluminium, industrial chemicals, and paper, as well as chemicals for the manufacture of fertilizer.   As the current CEO of the IDC put it in an Engineering News article dated 21 November 2008, the IDC’s investments were “dominated by export oriented resources projects” (Note the emphasis on exports rather than on the use of these resources in the more labour-intensive down-stream domestic industries).   
To make its investments profitable, and to subsidize the exports of the companies that it had invested in, the IDC used its influence with government to impose import tariffs and, for a time, direct import controls on their products.   These allowed them to raise their SA domestic prices above international levels and, in particular, above the price levels at which they themselves were exporting.   As a consequence of the profits earned from these elevated domestic prices the IDC was able to claim that it was self-financing, but in fact it was effectively imposing a direct tax on down-stream industries.   A number of examples are given below.
My company manufactured engine gears for ADE in the 1980’s and 1990’s.   We were selected by Daimler Benz, on the basis of quality and productivity, to supply parts to their assembly lines in Germany.   However, as the investigation progressed it turned out that we were having to pay as much for the steel forgings in SA as the German factories were paying for the finished gears, so nothing came of the export project.   
We were not alone in this kind of experience.   The SA company Lenco, a manufacturer of footwear, clothing and packaging materials, investigated the manufacture of sports shoes in the 1990’s but found that the cost in this country of the raw materials required to manufacture the shoes exceeded the price of the imported finished shoes.   The same company investigated the local manufacture of coated steel tiles but found that they could not compete with the imported product.   On further investigation they found that the imported tiles had been manufactured in New Zealand from Iscor steel, which had been exported at roughly half the price that Iscor then charged domestic customers.   (I verified this information last week in a telephone conversation with Mr. Douglas de Jager who was the Chairman of Lenco at the time – I would be happy to furnish his contact details to any interested party.) 
At the same time, as the IDC was raising the domestic cost of industrial raw materials, the South African Reserve Bank followed a “strong rand” policy, which squeezed the revenues of companies that exported or competed with imports.   Whereas many other countries that are endowed with depleting deposits of raw materials have established “sovereign wealth” funds, with the objective of saving a part of the proceeds of their raw materials exports for the time when the raw materials run out, the SARB used all the foreign currency that SA earned to keep the rand as strong as they could.   Wikipedia lists 36 countries that have sovereign wealth funds, but SA is not among them.   The United Arab Emirates, for example, have used their oil revenues to invest US$749 billion in a sovereign wealth fund while Norway has invested US$395 billion.
It is well known that under Governor Chris Stals the SARB went as far as over-committing SA by way of a net open forward position (effectively borrowing dollars) to keep the rand strong.   Indeed, the commission that was established in the early part of this decade to investigate the collapse of the rand, at that time, only ever mentions SARB interventions in the foreign currency markets aimed at supporting the rand.   It reported no instances in which the Bank intervened in the markets to keep the currency from appreciating.   The effect on the economy can be understood as follows.    
The selling prices of manufactured goods are set in a number of ways.   Some companies simply calculate their total manufacturing cost and then add a profit margin designed to yield an adequate return on the capital that they have invested.   They are then at the mercy of the market.   If a competing company offers goods of a similar quality at a lower price, customers may take their business away from the first company and buy from the second.
Production costs are influenced not only by the prices of inputs, such as labour and materials, but also by production volumes.   As the volume of production rises it becomes possible to employ more highly automated (and more expensive) manufacturing equipment, with the consequence that productivity rises and unit costs drop.   Sophisticated companies may therefore use what is called “penetration pricing” – they deliberately price their products below the current cost of production with the intention of generating sales volumes that will eventually allow them to make a profit by virtue of economies of scale.  However, this requires capital:  capital is necessary to survive until sales volumes have risen and then more capital is required to buy the expensive equipment that is necessary to produce at the higher volumes.    
Sophisticated industrial buyers will look more deeply than the immediate price offered before they will switch suppliers since the goods they buy are often unique to their own requirements and new production lines have to be established incorporating specialized tooling.   It is very different from the decision a consumer makes whether to buy from Checkers or from Pick ‘n Pay,   A switch of industrial suppliers requires time and money.   The buyer will assess the supplier’s ability to maintain the lower price over time and the supplier’s ability consistently to supply goods in the volumes and to the quality standards that the buyer requires.   Such an assessment will include an evaluation of “country risk”, i.e. the risk that the potential supplier’s country might be subject to political instability, policy instability or monetary instability.   However, price comparisons are always a factor.   The consequence is that the prices of goods exported from SA are almost always fixed by competition in foreign currency terms, mainly in dollars, euros or pounds.   The consequence is that when the rand strengthens the exporter gets fewer rands for his export dollar, euro or pound.
Commentators in the press often confuse the picture by pointing out that the cost in rands of imported goods, such as oil, drops when the rand strengthens.   To clarify this issue, economists distinguish between “tradable goods” and “non-tradable goods”.   The first category includes things that are internationally traded such as automobiles, automotive components, transportable foods etc., while the second category includes things such as salaries and wages, the cost of legal and accounting services, and rent.   The prices of the first category of goods tend to rise and fall with the exchange rate while the second category tends not to vary with the exchange rate (at least in the short term).
This leads to the “dependent economy” definition of the “real effective exchange rate”, which effectively averages out the impact on the economy of all the rates of exchange with different international currencies.   In accordance with this definition the real effective exchange rate for a country, such as SA, that is a price taker in international markets, is measured by the average price in rands of a basket of non-tradable goods divided by the average price in rands of a basket of tradable goods.   It is easy to see that when the rand strengthens the real effective exchange rate measured by this definition also rises, since the rand prices of non-tradable goods do not change, while the rand prices of tradable goods go down.   Since the inputs of all exporters contain a mixture of tradable and non-tradable goods, while their output consists entirely of tradable goods, their profits drop when the rand strengthens, sometimes to the degree that they are forced out of business.
Confusion is also created by statements, such as a statement made recently by a prominent local economist, to the effect that “developing countries like SA need a strong currency to reduce the prices of imported capital goods”.   For exporters of manufactured goods and for companies that compete with imports this statement is false.   It is easy to see this by looking at prices in foreign currency terms.   Neither the dollar prices of exports, nor the dollar prices of imported capital goods, nor the dollar prices of imported tradable goods (used by the exporter as inputs together with local non-tradable goods) change when the rand/dollar exchange rate changes.   All that happens is that the dollar prices of local non-tradable inputs change:  when the rand weakens the dollar prices of local inputs goes down and the exporter’s return on the investment in imported capital goods improves; when the rand strengthens the exporter’s return on imported capital goods deteriorates.
 Squeezed between the high domestic prices of industrial raw materials resulting from the apartheid government’s industrial policies (as implemented by the IDC), and low rand export prices as a result of the monetary policies of the SARB, entire South African industries have disappeared.   In 1980 the SA Machine Tool Manufacturers’ Association had 23 members; there are none left and the SAMTMA no longer exists.   South Africa no longer manufactures bicycles, toys, or tractors.   In 2002 South Africa had five manufacturers of stainless steel tank containers and held 65% to 70% of the world market.   This is now down to 35% and there is only one manufacturer of these containers left.   The SA clothing manufacturing industry has been decimated and the SA defence industry is under pressure.
The problem is that labour is employed at every stage of the conversion of minerals through industrial raw materials to semi-finished and finished products.   Moreover, the labour intensity (in terms of the number of people employed per million rands of capital investment) of the conversion processes increases as the materials go down-stream.   So the result of the increasing concentration by the IDC of SA industry into export-oriented resources projects, combined with the SARB’s strong rand policy, has been structural unemployment.   According to the CIA World Fact Book the unemployment rate in SA reached 37% in 2002 and 2003 and is still well over 20%.   This should be compared with the maximum unemployment rate of 24,9% reached in the USA in 1933 during the Great Depression.   The IDC has made much of the industries that it established but it has never counted the social cost of its activities.
It is often stated that inflation has a negative effect on the international competitiveness of a country and that a strong currency helps to control inflation.   What is meant in SA by the word “inflation”, when this kind of statement is made, is the rise in the general level of prices within the country as measured in rands.   However, measured in this way, there is no direct link between the rate of inflation and international competitiveness, as illustrated below.
When the strength of the rand was allowed to rise rapidly after it had plunged to the level of R13,84 to the dollar in December 2001, the rate of inflation as measured by the general increase in rand denominated prices dropped to less than 1% during 2003.   This was considered a policy success.   However, measured in US dollars, the general level of prices in SA increased by more than 30% in the same year.   Clearly, compared with countries such as China and India, which manage their exchange rates to limit the volatility of their currencies against the US dollar, SA’s international competitiveness declined dramatically in 2003.   The rand strength had simply masked the real rate of inflation.
2.   Technology, productivity and work ethic

It is often stated that SA’s poor performance in the export of manufactured goods, together with the resultant unemployment and poverty, is the result of a lack of technology combined with poor productivity and a poor work ethic.   The same was said of Taiwan in the 1950’s when that country exported little more than canned pineapples.   Currently Taiwan is a major supplier of machine tools and computers to world markets.   
The intellectual foundations that formed the basis of Taiwan’s economic revolution which, in turn, inspired the successful economic strategies of all the “Asian Tigers” were largely laid in the middle 1950’s by Prof. S C Tsiang and his colleague Prof. T C Liu, on whose advice Taiwan reformed its economic policies.   These reforms included currency reforms that commenced in 1958 and resulted in a depreciation of the NT dollar, which was subsequently maintained at an undervalued level to promote exports.   What emerged from the reforms was that a work ethic develops when it pays to work and that skills and technology follow the opportunity to participate profitably in the world market.   This, in turn requires not only a competitive exchange rate but also industrial policies that level the international playing field for domestic exporters and companies that compete with imports.

Tsiang and Liu might have been influenced by the fact that Japan was one of the countries least affected by the Great Depression in the 1930’s and one of the first to recover.   Japan had rapidly reacted to the onset of the depression by devaluing its currency and by countering unemployment with the use of government spending.   This resulted in Japan’s exports rising and overall industrial production doubling during the 1930’s.   
Mainland China eventually adopted similar policies to those that had revolutionized industry in Taiwan and, according to a recently released poverty assessment report by the World Bank, China managed to reduce its poverty rate from 65 percent of the population in 1981 to 4 percent in 2007, during which time more than half a billion people were elevated above the poverty line.   Pegging its exchange rate to the US dollar, which China did in 1994 (after first devaluing its currency), was an important element of the policy mix that produced this astounding success.  

South Africa’s successes in the defense industry illustrate that the country does not lack in technological skills.   During the 1980’s and 1990’s SA not only developed the world’s best artillery systems in the G5 and G6, but also a combat helicopter that was globally competitive when it was developed, globally competitive Unmanned Arial Reconnaissance Vehicles and a variety of armoured vehicles and other weapons systems.
Industrial learning requires not only the training of individual employees at every level from factory floor to management but a process in which an entire company learns to function effectively as a unit.   Each company requires a culture that makes it competitive in its market.   This depends on the nature of the product and may involve a culture in which quality of workmanship is valued, or a culture in which strict cost control is required, or in which new ways of doing things are encouraged etc.   This kind of learning can only take place by “doing”.   There is, in addition, a huge variety of special skills and techniques involved in the manufacture of particular products.   These are learned by participating in an industry.   Suppliers often learn from their customers, by employing staff trained by their competitors, or by allying with established partners.   These kinds of specialized skills and knowledge can not be imparted by central institutions .
Developed economies possess an established legacy of such skills and knowledge.   Developing countries have to create conditions in which both companies and individuals can acquire industrial skills.   Asian countries have done this by a combination of maintaining undervalued exchange rates, low wage rates and industrial policies that assisted their exporters in various ways.   This allowed their companies to enter foreign markets by offering prices sufficiently low to persuade customers to buy from them instead of from their established suppliers despite customer apprehension in the USA and Europe about switching to Asian suppliers.   
As their companies have established themselves and workers have acquired skills, wages in Asian companies have risen and poverty levels have decreased.   Note that lessons learned in foreign markets can be applied in the home market which, as in China, can be much larger than the export market.   More motor vehicles are now sold annually in China than in the USA but the technology employed by Chinese vehicle manufacturers was acquired in foreign markets.   (The conversion of the design of one Volkswagen engine to suit Chinese road conditions was done in Stellenbosch.)
South Africa is fortunate enough to have a valuable mineral endowment.   There are trade-offs involved in the use of this endowment.   It can be used to grow labour-intensive industries in which companies and individuals can acquire industrial skills or it can be used through social grants to allow people to consume without having to work for their money, and/or it can be used by means of a strong currency to boost imports which are consumed by people with a reliable rand income.   (The reaction of one of my business friends who owns a company that deals in non-tradable goods, when in conversation I argued for a depreciation of the rand, was “what about my next overseas holiday?”)

Social grants tend to result in low self-esteem and a culture of entitlement.   When employment levels in a community rise, and when workers are more prosperous than those who do not work, a work ethic is created.    Overvalued exchange rates, according to Dani Rodrik (a highly regarded Harvard development economist who was recently consulted by the SA government), “are associated with shortages of foreign currency, rent-seeking and corruption, unsustainably large current account deficits, balance of payments crises, and stop-and-go macroeconomic cycles – all of which are damaging to economic growth”.
I will argue below that SA can not use low wages as a development path nor can the country avoid social grants as a means of dealing with the consequences of the apartheid government’s economic and monetary policies, which used the country’s mineral endowment to enrich the IDC and its protégés (the top ten employees of the IDC were paid a total annual remuneration just short of R50 million in 2009) and simultaneously created massive unemployment and poverty elsewhere in the economy.   However, the country can deploy the fruits of its mineral endowment more effectively and it can employ a policy of export encouragement through undervaluation of the currency, as Dani Rodrik has recommended to the SA government.   By doing so, I am convinced that the country can avoid the disaster that awaits when the minerals run out.
3.   Creating a labour-absorbing growth path

As set out in the DTI’s Industrial Policy Action Plan, Government has set as an objective:   “The promotion of a more labour-absorbing industrialization path with a particular emphasis on tradable labour-absorbing goods and services….”   South Africa’s essential problem is how to convert its rich mineral endowment into human development.    

The DTI report recognizes the structural distortion of the economy that was identified above when it includes in the list of constraints that have to be addressed (page 59):  “Monopolistic pricing of certain minerals and most semi-processed raw materials such as steel and chemicals in the form of import parity pricing.”    As I have pointed out, the use of import tariffs has played a large part in creating this problem.
An import tariff is a two-edged sword.   By adding an “ad valorum” duty to the price of an imported product it allows domestic manufacturers of competing products to raise their prices above the import level by the same percentage.   However, they can only sell their product at the elevated price in the small domestic South African market.   This does not allow them to achieve internationally competitive economies of scale.   Moreover, the import tariff forces domestic buyers to pay more for the product than they would have had to pay if the tariff had not existed.   This acts to raise the cost structure of the entire domestic economy relative to the international economy.

The problem of re-structuring the economy could be solved more effectively by using competition policy to prohibit the systematic discrimination that is practiced by companies that export at lower prices than the prices they charge South African customers.   This would force these companies to adopt export parity pricing, which would immediately ensure that down-stream companies obtain their raw materials at internationally competitive prices.    Administratively such a policy should not be difficult to enforce because the producers of industrial raw materials are large and relatively small in number.   Auditors could be employed to inspect their records to ensure that they do not discriminate against local customers.
Where manufacturers of semi-processed inputs to labour-intensive industries do not export, so that an internal comparison of prices against international levels is not possible, the import tariffs on the inputs should be removed so that these inputs can be imported at internationally competitive prices.   This is particularly relevant to the clothing industry, which is one of the most labour-intensive industries of all.   Many fabrics that were previously manufactured in this country are no longer manufactured here and others continue to be manufactured only behind the protection of tariff barriers which raise the input costs of the clothing manufacturers.   The fabric manufacturers should be consulted about ways in which obstacles in the way of their becoming internationally competitive can be removed.
A problem that would have to be faced if such a policy is adopted is that some of the large capital intensive SA suppliers of industrial raw materials may not survive.   While the processes may be criticized by which they were created, and by which their grip on the economy was established, these companies are now national assets that should not be destroyed.
In this respect the wisdom becomes apparent of the emphasis that has been placed on planning and coordination of economic policy across departments in the current government.   Sensible exchange rate policies can ensure not only the survival of the raw material and semi-finished producers, if they are compelled to implement export parity pricing, but also create conditions in which labour intensive down-stream manufacturers can become internationally competitive so that they can grow and create employment.   This topic will be addressed in the next sections.
An additional measure that could assist in the use of South Africa’s mineral endowment to create a more-labour absorbing growth path would be either to convert a part of the existing tax burden on the mining industry into an export tax or a beneficiation rebate on minerals utilized within South African industry.   An export tax has the opposite effect to the effect of an import tariff by lowering domestic prices instead of raising domestic prices as an import tariff does.

The idea of an export tax is not unusual.   Many of the countries with which SA competes in the world market use export taxes to lower the cost of input to their labour intensive industries.   In a research report commissioned by the DTI some years ago, for example, it was pointed out that China, India and several other countries have export duties on metal scrap which lowers the cost of inputs to their foundry industries, for whom metal scrap is the basic feedstock.   The report recommended that a similar tax be imposed on metal scrap exported from SA.   This has still not been done and in the interim several SA foundries have had to close, with the loss of hundreds of jobs because of the fact that they had to pay much more for their material inputs than competing foundries in China and India which, ironically, import billions of rands worth of metal scrap annually from SA.  
All of the suggestions above can be implemented without reducing wages or social grants.   South Africa would court massive social instability if it attempted to reduce wages and grants.   Britain forced a reduction of wages after the First World War in 1925 when it revalued the dollar/pound exchange rate to its prewar level and the consequences were disastrous.   The reduction of miners’ wages led to a general strike and a lockout.   The eventual consequences for the British economy were such that John Kenneth Galbraith called the 1925 revaluation of the pound “the most decisively damaging action involving money in modern times”.   John Maynard Keynes called it “feather-brained”.   
With South Africa’s high unemployment rate the consequences of an attempt to reduce the incomes of workers or to put more of them out of employment would be a serious mistake.   Yet this is effectively what the advocates of a strong rand are arguing for.  

4.   The interdependence of monetary and trade policies
One of SA’s greatest problems in the past is encapsulated in the saying:  “The trouble with economics is that businessmen don’t know the theory and economists don’t know the business.”    This saying can be rephrased as follows:  the anecdotal evidence that business experience imparts is of limited use in formulating economic policy because anecdotes may not be statistically significant.   However, anecdotal evidence does convey insights and is necessary to understand the causal chains that underlie the kind of statistical correlations that economic analyses reveal.   Both kinds of evidence are necessary in the course of a sound analysis of policy options.   
Statistical investigations have shown persuasively that there is a correlation between the real effective exchange rate (REER) and economic growth.   For example, a book published in 1994, “Trade Policy and Industrialization in Turbulent Times”, edited by G K Helleiner, reports on statistical analyses by a team of economists of data from 14 countries.   In his overview, the editor makes the statement that only two variables correlated consistently with economic success:  the level of the exchange rate and the volatility of the exchange rate.   He goes further to say that every episode of economic success in every one of the countries studied coincided with periods of relative undervaluation of the respective currency. 

In a more recent, 2008, statistical analysis of data from 184 countries (“The Real Exchange Rate and Economic Growth”, by Dani Rodrik – available on the internet) the author remarks:  “An increase in undervaluation boosts economic growth just as powerfully as a decrease in overvaluation. But this relationship holds only for developing countries; it disappears when we restrict the sample to richer countries and gets stronger the poorer the country.”

Clearly, as remarked above, statistical analyses are not able to reveal the underlying causal mechanisms that give rise to the correlations observed.   Rodrik notes this problem.   Moreover, he notes that since the REER can be expressed as the relative price of tradables to non-tradables, it is an endogenous variable and therefore to change it should in principle require changes in real quantities.   However, as he remarks:  “One of the key findings of the open-economy macro literature is that nominal exchange rates and real exchange rates move quite closely together, except in highly inflationary environments.”

Both the observation that the effectiveness of the exchange rate as a policy instrument depends on the state of development of the economy and the observation that the real effective exchange rate can, in fact, be influenced by adjusting the nominal exchange rate can be understood by looking at the details of how the economy works in practice.

There have been controversies in SA over the question whether the rand is overvalued or undervalued.   Most recently the Rand Merchant Bank (RMB) has circulated the results of its own statistical research in a February 2010 report with the title:   “How strong is the ZAR and what can be done about it?”   Their research report addresses the question by comparing the current exchange rate with the levels that it has reached previously, during the past decade.   They conclude “The ZAR is stronger than historical averages when adjusted for inflation.   But the ZAR has been at even stronger levels in the past.”    They deduce that while the rand is currently strong it is not unduly strong.

I would argue emphatically that the exchange rate history over the past decade is not an appropriate standard for comparison purposes:   It has been demonstrated persuasively that exchange rate policy can make a powerful contribution to reducing unemployment.   In fact, it has been said that the correct level for the exchange rate is the level that will clear the labour market.   By this measure the rand has been maintained at too strong a level, except for periodic crashes, for at least the three decades that my experience in manufacturing tradable goods covers.   

Also, as the RMB report points out, the rand is currently the most volatile currency in the world and this fact is not unconnected with the monetary policies that have attempted to keep the rand strong:   Lack of foreign currency resulting from poor export performance, which in turn can be traced to the strength of the rand, has periodically frustrated the attempts of the monetary authorities to prevent the exchange rate from crashing. 

While Stals argued that the SARB did not have an exchange rate policy, it seems strange, as the commission of inquiry into the rand’s collapse early this decade reported, that the SARB had only ever intervened to attempt to stop the rand depreciating.   Moreover, in a report published by the SARB in the early eighties the late Deputy Governor Braam van Staden recommended what he considered an appropriate level for the REER based on a purchasing power parity argument.   For many years afterwards the REER, as measured by the SARB itself, remained close to the level recommended by van Staden.   It seems unlikely that this was a coincidence.   Because of the fact that a developing country has to penetrate new markets and gain business internationally in the face of competition, a purchasing power parity basis overvalues the currency of a developing country like SA, which is distant from its main markets and has a high perceived country risk.   

While the strong rand has reduced the profitability of exports, the variability of the exchange rate has increased the risk of investing in export industries.   Economists have a poor record of predicting the exchange rate, as illustrated in an article by Claire Bisseker in the Financial Mail’s January 29th issue, and it has been equally difficult for anyone contemplating an investment in the manufacture of goods for export to budget future income.     The result has been a dramatic decline in SA’s manufactured exports, from approximately 1% of total world exports in 1980 to less than 0,4% currently.   The monetary authorities have reacted to the resulting deficit on the balance of trade by maintaining high interest rates to attract foreign capital.   In a vicious circle, high interest rates and foreign currency speculation have further reduced the profitability and increased the risk of investments in the manufacture of tradable goods.
Good industrial policies and efficient institutions improve a country’s trade competitiveness and reduce the degree of undervaluation that is required to achieve the same goal.   But it is completely unrealistic to expect industrial policies to carry the entire burden of turning the economy around by influencing the behaviour of masses of people in a huge variety of economic activities.   In contrast, a change in monetary policy needs a change in the mindsets of only a handful of influential people and has the potential to increase the relative incentive, throughout the economy, to produce and export tradable goods and thereby to create more jobs.   However, to succeed in bringing about a change in the behaviour of investors they would have to be convinced that there has indeed been a policy change and that it will be sustained.   

The objection, attributed to a local economist in the recent Financial Mail article referred to above, that a developing country like SA can not afford to keep large amounts of foreign exchange tied up in reserves is yet another fallacy.   A look at the capital account of China shows that increased exports, and foreign direct investments, which follow from a reduction in the level and volatility of the exchange rate, more than compensates in that country for the capital that is tied up in reserves.   This happens because, as pointed out above, a weakening of the currency increases the return on capital investments in tradable goods.   A similar effect has operated in all the “Asian Tigers” and can be expected in SA once the business community has been persuaded that there is a genuine government commitment to an export-oriented policy.    

5.   Is it possible to manage the real effective exchange rate (REER)?
While recent comments in the press indicate a degree of acceptance of the role that monetary policy should play in bringing about a decrease in unemployment, doubts have been expressed about the feasibility of influencing the REER by means of monetary policy.   

The story that the attempts of the SARB in the Stals era to control the exchange rate have proved that it is not possible because SA does not have enough dollar reserves to do so simply reflect a reluctance to accept the need for a weaker rand.   The SARB can create rands with which it can buy dollars to depreciate the currency but it can not create dollars with which to buy rands.   Consequently it is easier to maintain the exchange rate at a weak level than it is to maintain it at a strong level.   

The objection against the creation of rands to buy dollars is that this will increase the money supply and thereby generate inflation.   But a controlled measure of inflation is precisely what is required in the process of increasing the rand prices of imported tradable goods in order to stimulate the domestic manufacture of such goods.   The monetary authorities should track the REER in terms of the dependent economy definition stated in section 1 and let it weaken to a level where a surplus is eventually created in the balance of trade.
Moreover, the inflationary consequences of a depreciation and the cost to the authorities of preventing excessive inflation have been exaggerated. 
If the rand hardens, the consequence is that exporters immediately receive fewer rands for their export dollar.   After some delay, companies that compete with imports are forced, under pressure from importers, to cut their domestic prices to maintain their market share.   The consequence is that the prices of tradable goods drop quickly in the domestic market.   Non-tradables are not affected immediately in rand terms so the REER quickly adjusts in the same direction as the change in the nominal exchange rate.

Conversely, if the rand weakens, exporters immediately receive more rands for their export dollar.   However, companies that compete with imports in the domestic market find it more difficult to raise their rand-denominated prices, particularly if they also have domestic competitors.   Customers resist price increases and, with a few well-known exceptions, companies are usually reluctant to sacrifice customer goodwill by forcing the customers to accept import parity prices.   Whether or not they do strong-arm their customers depends on their bargaining power in the supply chain.   

The result is that while the REER (measured with the use of data aggregated over both tradable categories, i.e. exports and import replacements) does weaken in line with the nominal rate, it does so more slowly than happens when the nominal rate strengthens.   The result is that the rate at which domestic prices increase does not rise as rapidly as might otherwise be assumed after a rand depreciation.   This effect has regularly led to expressions of surprise (over the fact that the rate of “inflation” had not been higher) from the usual commentators in the press after a major drop in the nominal exchange rate.

This moderating effect on domestic price increases has the result that the weakening of the REER after a nominal weakening of the currency is more enduring than would otherwise be the case.   Non-tradable prices, such as wages, do not move in direct proportion to a change in the exchange rate while exporters’ revenues do.   The result is that corporate profits and corporate savings rise quickly in export industries when the nominal exchange rate weakens.
It has been pointed out that the current mix of SA exports is not sensitive to the exchange rate in the short term, but the RMB report referred to above accepts that this is a consequence of the fact that export contracts require mines and other large exporters to continue supplying their customers regardless of fluctuations in the exchange rate.   However, the report accepts that exports may be sensitive to the exchange rate in the longer term.   Christopher Loewald, Deputy DG for economic policy at the National Treasury has stated in an article in the Financial Mail that the Treasury estimate is that it takes six months for exports to respond to a change in the exchange rate.

While short-term fluctuations in export volumes merely reflect varying degrees of utilisation of an existing investment base and it takes time to stimulate new investments, the rand revenue of an exporter rises immediately when the nominal exchange rate depreciates.   If producers of industrial raw materials were forced to adopt export parity pricing, as suggested above, a weakening of the nominal exchange rate would immediately compensate them for their loss of domestic revenue.

Loewald concludes in the FM article referred to above that “the net effect of a weak rand on growth tends to be minimal, as the SA economy remains heavily dependent on imports of capital machinery for local production and, in turn, for exports.”   As pointed out above, this is a fallacy.   The prices of dollar-denominated imports do not change in relation to an exporter’s selling prices and it is only domestic non-tradable input prices that rise and fall in foreign currency terms with the exchange rate – the return that the exporter earns on an investment in imported capital machinery rises when the rand weakens.

In any case, as pointed out above, South Africa is not lacking in the technology with which to manufacture capital equipment.   The constraint in the past has rather been the cost discrimination that local manufacturers have suffered.   The opinion that SA can not manufacture machinery has been a self-fulfilling prophecy that led to the destruction of the SA machinery manufacturing industry, which used to exist.   
A fraction of the investment that the IDC has historically made in first-stage mineral beneficiation together with the removal of their price discrimination against domestic down-stream manufacturers would rapidly regenerate the machinery manufacturing industry in SA.   The creation of a sophisticated armaments industry in this country in the 1980’s and the transformation of Taiwan from an exporter of pineapples to an exporter of sophisticated machine tools and computers should serve as examples.   

I would like to illustrate the difficulty experienced by machinery manufacturers in this country in the past with an anecdote:  In the early 1980’s my company started to develop the local manufacture of a type of hydraulic pump that is widely used in the SA mining industry.   Until then these pumps had been exclusively imported.   Unfortunately some of the components that we had to purchase, such as bearings, cost more in SA than the prices our competitors abroad had to pay because of tariff protection that had been extended to local producers of these components, and the domestic price of steel was substantially higher than the international price because of protection that had been extended to Iscor.   However, there was no import tariff on completely assembled pumps, which contained such components and materials.   Our costings indicated therefore that we needed import tariff protection to level the playing field and make the local manufacture of these pumps viable.

When we applied for an import tariff to be raised, the officials in Pretoria explained that we first had to produce the pumps in SA, then we had to demonstrate that we were being prejudiced by imports, and only then could we apply for an import tariff.   Under these circumstances, given the requirement that we first had to produce at a loss and then be subject to the risk that we might not get protection at all, the project to produce locally was not viable.   So we went to Pretoria to explain the position.   We had to return several times to re-explain everything whenever an official moved on and was replaced by another.   But we persisted, and numerous visits and even more numerous phone calls later we finally got our tariff.

After we had established local manufacture of these pumps, in all their many variants, we were fortunate to be able to negotiate a joint venture with Debid (De Beers Industrial Diamonds) in terms of which we set up a jointly-owned company to manufacture the range of pumps for the mining industry.   Our quality and efficiency allowed us to grow and the company, which we eventually sold, now exports hydraulic pumps all over the world.

In the middle 1970’s the Machinery Division of Metal Box SA Limited (I was then an Executive Director of Metal Box South Africa Limited) set out to manufacture metal-working lathes locally.   In a 1977 visit to the Far East I established that we were then ahead of Taiwan and Korea in manufacturing technology.   However, there were import tariffs in SA on components of machine tools while completely assembled machine tools could be imported tariff free.   This reflected the opinions of the theoreticians in Pretoria that capital equipment could not be manufactured in SA and that the country was therefore dependent on imported capital equipment.   The project eventually had to be abandoned.   

The large volume of transactions in SA’s foreign exchange market has been cited as another obstacle in the path of exchange rate management.   This is one of the ancillary topics that has to be addressed in an export-led economic strategy.   

6.   Why is the opposition to a development-oriented exchange rate policy so strong?
The reason why the volume of trade in the rand is so high and so volatile is that subsequent to the freeing of the capital account SA has become a currency speculator’s paradise.   
As Patrick Bond, an Associate Professor at the University of the Witwatersrand, expressed it in a paper commissioned by the Nedlac Labour Caucus in 1999:  “The volatility of global financial markets in part reflects the self-interest that international commercial banks, investment banks, and hedge funds have in churning, which generates profits through price movements as well as through trading commissions.”   He goes on to say:  “…..in mid-1999, South Africa's own banks were notably very active in betting against the rand, and recorded large foreign-exchange account profits as a result.”

The vested interests of banks were evident in 2004, when the Cape Chamber of Commerce and Industry (the largest Chamber in the country) compiled a paper on exchange rate policy with the intention of initiating a debate within the ranks of business.   The paper was sent to three members of BUSA’s Standing Committee on Economic Policy for comment.   Two did not bother to answer and the third, after dithering for a while, declined to debate the matter.   All three were bank economists.   One of them admitted to me, rather shamefacedly, in November 2007 during a telephone conversation that “a strong rand is good for banks”.   My response to this admission was that the banks were acting like passengers vying for first class cabins on the Titanic.  

The South African authorities should admit that the freeing of the capital account was premature and that measures must be taken to curb speculation in the rand.   There are several examples of countries that have introduced measures to curb currency speculation.   These should be studied with a view to introducing similar measures in SA.
A particularly instructive example is that of Chile, which introduced what has come to be called “speed bumps”.   A tax was levied on foreign investments in bonds and in the stock market if a foreign investment was withdrawn in less than a year.   This introduced a risk that speculators could be caught in their own traps when, having raised the price of the currency, they take large profits by withdrawing their capital quickly before other investors can do so.   Care was taken by Chile not to discourage genuine investments in productive assets.
A 2004 paper (G-24 Discussion Paper No. 33)  advances an approach to managing financial risks through “trip wires” as well as “speed bumps”.   The abstract states:  “Trip wires are indicators of vulnerability that can illuminate the specific risks to which developing economies are exposed. Among the most significant of these vulnerabilities are the risk of large-scale currency depreciations, the risk that domestic and foreign investors and lenders may suddenly withdraw capital, the risk that locational and/or maturity mismatches will induce debt distress, the risk that non-transparent financial transactions will induce financial fragility, and the risk that a country will suffer the contagion effects of financial crises that originate elsewhere in the world or within particular sectors of their own economies. [The paper] argues that trip wires must be linked to policy responses that alter the context in which investors operate. In this connection, policymakers should link specific speed bumps that change behaviours to each type of trip wire.”
I quote this extract to show that the topic is not trivial and requires specific research and analysis.   Opponents to the thought of an exchange rate policy sometimes present such a policy as automatically involving a fixed exchange rate but this impression is false.   There are intermediate options.
A transition to a competitive exchange rate regime would require an adjustment of relative prices in the domestic economy (by means of an increase in the prices of tradable goods) to a level where domestic production and exports of manufactured goods are encouraged.   In this light the SA Reserve Bank’s preoccupation with inflation may be exaggerated.   However, there could be a danger of excessive price increases.    This may require so-called “sterilized intervention” by the Reserve Bank through its open market activities, such as the sale of bonds.   An alternative, which China has frequently used, is to limit the ability of private banks to increase the money supply by raising the reserve ratio that they are required to maintain.   As of February 2010 the required reserve ratio in China stood at 16.5%.
PAGE  
14

