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The Political Economy of Monetary Policy in 
South Africa: Real Economy Outcomes

Introduction

South Africa has the highest level of unemployment 
in the G-20. This reflects the continued impact of 
apartheid policies pursued before 1994, not all of 
which have been effectively countered. While mon-
etary policy can hardly take primary responsibility 
for restructuring a severely distorted economy, its 
impact on employment and growth is not negligi-
ble in this context and needs to be considered.

The practice and impact of monetary policy in the 
emerging market context are subject to a unique 
set of constraints, which differ considerably from 
those in advanced economies. These range from 
political economy constraints—in many cases still 
involving a lack of Central Bank independence, the 
need to maintain some broad exchange rate stabil-
ity, debt servicing by the fiscus, and a weak trans-
mission mechanism borne out of shallow financial 
markets.1 While the South African economy does 
not contain all these constraints, each element is 
important in understanding the factors impacting 
monetary policy decisions in the economy.

The inflation target-based monetary policy regime 
introduced in the early 2000s marked a decisive 
break from the apartheid regime to an appropriate 
post-apartheid policy.2 At the same time, there is 
a general consensus that South Africa’s monetary 
policy did not make a smooth transition from in-
ternational isolation to a post-apartheid full global 
integration, even though the appointment of Tito 
Mboweni as the Governor of the South African 
Reserve Bank (SARB) was an important step for-
ward. We argue below that monetary and macro-
economic policies have some way to go before they 
can appropriately address the challenges of growth 
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and employment creation in South Africa. It is im-
portant to note that, in recent decades, monetary 
policy has often shouldered the burden of sub-op-
timal fiscal policies. Nevertheless, there are some 
specific concerns about the impact of monetary 
policy on growth and employment that need to be 
considered.

This short note briefly considers three issues. First, 
it analyzes the extent to which monetary policy 
has an influence on labor market conditions in 
South Africa with a particular focus on cyclical 
unemployment.  Second, it assesses whether the 
most appropriate price index is being targeted 
by the monetary authorities as the South African 
economy is characterized by high levels of income 
inequality and hence, highly skewed consumption 
bundles. The third point is a review of the impact 
that the current policy framework has on domestic 
consumer credit creation, and its consequences.   

Monetary Policy, Cyclical Unemployment 
and Poor Household Inflation Rates

Economic growth is subject to a range of deter-
mining factors, wherein the role of interest rate 
movements is but one of these factors. While the 
short-run actions of the monetary authorities are 
important, it is crucial to consider how building a 
reputation for price and financial market stability 
over time impacts long-run economic growth.  

We are interested in the extent to which short-run 
fluctuations in the interest rate, through their im-
pact on business cycle movements, impact condi-
tions in the labor market. It is generally accepted 
that the excess supply of labor in South Africa is 
driven by structural and institutional factors such as 
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a mismatch of skills, factor market regulation, insti-
tutional inefficiency, spatial segmentation and so on. 
However, it is also true that the unemployed who 
have worked before and who have made contribu-
tions to unemployment insurance must be subject to 
fluctuations consistent with movements in the busi-
ness cycle. In this context, we explore the extent to 
which monetary policy may be able to affect dynam-
ics within the labor market through an examination 
of the cyclical component of unemployment. 

The significant monetary policy reaction follow-
ing the financial crisis in the third quarter of 2008, 
evident in the steady downward adjustment in 
the repurchase rate as the SARB searched for real 
economy adjustments to the crisis, was an action 
common to developed and emerging market cen-
tral bank responses around the world. Regardless, 
though, the cyclical unemployment rate increased 
steadily until the fourth quarter of 2009, briefly 
dropped, and then rose sharply again during this 
environment of declining interest rates. Interest 
rate adjustments have been a weak predictor of cy-
clical unemployment movements since the onset 
of the recession.  

There are two reasons why this matters. First, it 
suggests that short-run labor market adjustments 
are not within reach of monetary policy in South 
Africa. For an economy with one of the highest 
unemployment rates in the world, it is a signifi-
cant policy concern that monetary policy, within 
the inflation targeting framework and with the 
policy interest rate as its instrument, is ineffective 
in changing the level and rate of cyclical jobless-
ness.  Second, it suggests that a series of factors, 
well beyond the control of monetary policy, lie 
behind firm decisions to lay off workers. In addi-
tion to responding to weak demand, layoff deci-
sions are influenced by factors such as regulatory 
considerations around the marginal wage and 
non-wage costs of labor, institutional inefficiency 
of the courts of law, the rise of temporary employ-
ment services, the share of the wage bill in total 
costs, and the perceived productivity-reducing ef-
fects of workplace practices induced by unionized 
workers. 

Political economy concerns for monetary policy 
in the emerging market context, as Hammond et 
al (2009) note, arises when the authorities target 
headline inflation, but exclude the inflationary 
experiences of households in the bottom half of 
the income distribution. Targeting core inflation 
in an era of high food and fuel prices is often po-
litically unpopular, but it can also have the unin-
tended consequence of fuelling inflation through 
excessive wage demands. Hence, targeting an in-
appropriate or non-representative price index can 
result in unexpected or unpredictable inflationary 
outcomes. 
 
In the case of South Africa, which remains an 
economy with one of the most unequal distribu-
tions of income in the world and certainly the most 
unequal in the G-20,3 there are two important con-
siderations. First, the standard construction of the 
price index based on a plutocratic weighting tech-
nique is inappropriate as a measurement tool for 
inflation because it often does not represent the 
consumption bundle of the average household. 
More often than not, it is representative of house-
holds in the upper percentiles of the income distri-
bution.4 Indeed, more unequal societies yield less 
representative core inflation indices.   

Second, targeting the CPI or CPIX—as the South 
African monetary authorities do—means that do-
mestic factors fuelling inflation in the economy, 
most notably wage demands, implicitly may not 
be well predicted in the decision framework of the 
Reserve Bank.  Inflation cycles are notably differ-
ent across the deciles of the income distribution in 
South Africa.  For example, the inflation cycle fol-
lowing the global economic turmoil sparked by the 
attacks of September 11 in the U.S. yielded a rate 
of inflation across the income distribution at lev-
els not seen since before January 1998. However, 
the highest price increases were found among the 
poorest deciles, while the top 10 percent of house-
holds saw the lowest increase in prices for their 
consumption bundles. Though prices since then 
declined steadily in the 2003-2006 period, the dif-
ferential in household inflation rates across the de-
ciles remains evident.



Think Tank 20:  
The G-20 and Central Banks in the New World of Unconventional Monetary Policy

79

Ultimately though, monetary policy based on av-
erage inflation rates and, arguably, on an index 
construction weighted towards the top-end of the 
distribution runs the risk of basing decisions on 
incomplete or incorrect information. The gap be-
tween policies and perceptions leads to distrust 
and higher political risks. In an emerging mar-
ket context, understanding the uneven patterns 
of price movements across the income distribu-
tion should be a key tenet of developing informed 
monetary policy decisions.

Monetary Policy and the Management of 
Cyclical Risks

South Africa’s recession during the global finan-
cial crisis was more severe than in any other Afri-
can country or in many of its developing country 
peers, with GDP shrinking by –1.8 percent in 2009. 
Employment fell by about one million people—8 
percent of those employed—in just one year. Un-
employment, narrowly defined, rose by 20 percent 
and remains extremely high at around 25 percent, 
narrowly defined.5 The overall employment rate 
fell from about 45 percent to 40 percent. Growth 
has remained sluggish in absolute terms and rela-
tive to the rest of Africa and developing country 
peers since the crisis of 2009.

Several reasons can be offered to explain this un-
usually poor performance. One reason proffered 
for South Africa’s slow growth in African terms 
is that it started from a higher level of per capita 
income. But a recent OECD Economic Survey of 
South Africa points out that South Africa’s growth 
is low, even when corrected for its level of in-
come.6 Another reason is the electricity shortage 
that has hampered growth since 2008. To address 
the shortage, new power plants are being built, 
but the process remains behind schedule. Political 
uncertainty has also amplified due to conflicts in 
the gold and platinum mines between employers 
and unions, and among unions. But this is a rela-
tively recent phenomenon. One point that is not 
frequently mentioned is that South Africa had a 
credit crunch, not entirely unlike those in the U.K. 

and the U.S. Even though asset prices were affected 
less than in the U.K. and the U.S., and the banks 
remained sound, the credit crunch was real and 
significant.

After damagingly high interest rates in 2002-2003, 
South Africa reduced interest rates to the lowest 
levels (nominal and real terms) in many decades. 
As a consequence, consumers went on a borrow-
ing spree. Household debt as a percentage of house-
hold income had never exceeded 63 percent in any 
previous boom. This may seem low compared to 
advanced markets, but it reflects the distribution of 
credit-worthy consumers, as well as some shallow-
ness in the financial system. Between 2004 and 2009, 
household debt rose from 56 percent to 83 percent 
of household income. The introduction of a con-
sumer credit law to restrain credit encouraged banks 
(buoyed by capital inflows) to lend enthusiastically 
because the implementation of the regulations was 
delayed by one year (to mid-2008) “to allow adjust-
ment”. Household debt was 35 percent higher than 
ever before. Before a domestic correction could take 
place, world markets made it happen. The resulting 
damage was severe and long-lasting.

South Africa would most likely have had a minor 
recession, even without the global financial crisis. 
For policymakers, the global crisis was a fig leaf to 
hide their mistakes, although it is not undoubtedly 
true that the external trade and capital flow shocks 
compounded the homegrown crisis.7 

The SARB thought that growth at 5.5 percent be-
tween 2004 and 2007 was above potential (then 
estimated at 4.5 percent). However, when capacity 
utilization bumped up against its historical maxi-
mum level in the pre-crisis years, credit expan-
sion to consumers continued without abating. The 
SARB appeared to maintain the view that invest-
ments in new productive capacity needed to be en-
couraged and raising interest rates would inhibit 
this from occurring. When the government was 
faced with the suggestion that it would be possible 
to limit the growth of consumer credit without 
raising the interest rate, their response was that 
in a financial market as broad and deep as South  
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Africa’s, credit was fungible and credit markets 
could not be separated.

Other countries have used a wide range of tools 
to insulate their economies against the most de-
stabilizing effects of cyclical flows of goods and 
capital. These are now commonly called “macro 
prudential tools” and they include caps on loan 
to value ratios, caps on debt to income ratios, 
countercyclical capital requirements, caps on le-
verage, levies on non-core liabilities and varying 
reserve requirements.8 Korea’s success achieved by 
implementing macro prudential measures to pro-
tect their domestic economy from the excesses of 
global liquidity shocks is widely documented.9 It is 
not clear why such measures have not been imple-
mented by the SARB (in conjunction with the Na-
tional Treasury), in light of their success elsewhere 
in protecting domestic stability without requiring 
an increase in interest rates or other economy-
wide measures.

Conclusion 

The appointment of Tito Mboweni as the Gover-
nor of SARB in 1999 marked a welcome transition 
to central bank leadership attuned to South Afri-
ca’s reintegration to the global economy. However, 
the modernized monetary policy of the first de-
cade of this century still failed to address some key 
challenges. Further policy reforms could reduce 
the negative impact of monetary policies on em-
ployment and of the living standards of the poor. 
As an emerging market country and a member of 
the G-20, South Africa’s monetary policy formu-
lation and its potential impact on real economy 
outcomes remains a key area for future debate and 
discussion.  
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Endnotes
1 Hammond et al (2009).
2  Jeanine Aron (2011) summarises this history.
3 See also Bhorat and Kanbur (2006).
4 See Ley(2005) and Prais (1959).
5  The ‘narrow’ definition of unemployment includes only actively 

searching work-seekers, and is the standard definition of 
unemployment used by the International Labour Organisation 
(ILO). The ‘broad’ definition of unemployment would also include 
discouraged work-seekers.

6 See OECD (2013).
7  Alan Hirsch was a deputy head of policy in the South African 

Presidency until mid-2008.
8 See Borio (2011) and IMF (2012).
9 See Valetina and Shin (2013).




