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Average GDP per capita growth for South Africa (0.9%) for the decades 1980-89, 1990-
99, 2000-2009 and the eight-year period 2010-2017 was lower than that of both the
averages for lower and upper middle income countries (see figure 1.1). This measure
provides an indication of whether on average GDP growth is keeping up with population
growth. However, one has to take into the very high level of income inequality in South

Africa when considering the average annual GDP per capital growth

Figure 0.2: Some components of GDP
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A decomposition of national income (using real 2010 prices) shows that household final
consumption expenditure was by far the fastest and largest growing contributor to GDP
over the past decade (see figure 1.2). Real household consumption expenditure picked up
pace from the early 1990s and then grew even faster from the early 2000s until the global
financial crisis in 2008. There was a recovery in household consumption after 2009 but it
grew at a slower pace from 2013 to 2017.

Notwithstanding a huge need for increased spending to address the legacies of
apartheid, including high levels of poverty, unemployment and inequality, and to
restructure the economy, the new government did not increase real consumption
expenditure from 1994 until 2000. Instead they chose to lower the government deficit in
line with their adoption of a neoliberal macroeconomic approach that was formalized in
the Growth Employment and Redevelopment (GEAR) program announced in 1996. After
2000, there was a real increase in government consumption spending as the deficit had

declined and growth in GDP supported growing government revenues. This real growth



was in fact procyclical® and lasted until the global financial crisis in 2008 and then grew
more slowly until 2012. There was flattening of government consumption after 2012 with
the adoption of fiscal consolidation, which combined with low investment and
constrained household consumption has been a drag on GDP growth.

Real investment expenditure (gross fixed capital formation), that includes private
and public investment, declined from the early 1980s until 1994 and recovered to the
level of the early-1980s only by 1998. There was no real growth in annual investment
expenditure from 1998 until 2002 and a rapid growth in real investment expenditure from
2003 until 2008 when real spending on investment flattened until 2017.

The absorption of capital flows into the economy and its impact on consumption
and investment will be explored in more detail in Chapter 5. In chapter 5, | argue that
capital inflows influenced the components of national income in figure 1.2. | argue that
consumption is affected by the increased liquidity in the financial sector and debt markets
associated with growing net capital flows to South Africa from 1994.5

Consumption grew fast until net capital flows declined at the time of the Asian
financial crisis and then recovered as flows rapidly returned in 1999. By 2000,
consumption seemed to have generated enough momentum not to be affected by the
dotcom crash. Consumption growth continued through the currency crisis in 2001 (when
the rand declined by 35% to the dollar) following a crash in portfolio flows to South

Africa. However, the effect of the recovery in net capital flows from 2003 and the

5 In Mohamed (2010, 2016), | argue that the government decision to increase expenditure further boosted
growth after 2003, which was driven by increased extension of credit to the private sector that was used to
drive up real estate and financial market asset prices and the increased in consumption,

6 See Chapter 5 for data, description and analysis of the trends in foreign capital flows to South Africa.
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associated increase in liquidity on consumption is associated with a further increase in the
rate of growth in consumption from 2003 to 2007.

In order to assess the performance of accumulation in the South African economy
it is necessary to consider investment performance in more detail. The level of investment
in South Africa was above the world average during the 1970s and comparable to the
averages for middle and upper middle income countries.” The level of investment
declined significantly since the 1970s and has been poor when compared to world
averages and performance of averages for lower middle, middle and upper middle
income countries.

Figure 1.3 shows gross fixed capital formation (GFCF) as a percentage of GDP
for South Africa and different income groups of countries for the period 1970 to 2017.
According to the World Development Indicators (WDI) data, South Africa had a decline
in average GFCF as a percentage of GDP from 32% in 1976 to 16% in 1994. This decline
is larger than any of the income groups’ averages shown in Fig. 1.3. The WDI data
indicates that average gross capital formation for each of the different income groups of
countries shown does not drop below 20% during the post-1980s period.

Levels of investment in South Africa recovered after 2003 at the time that short-
term capital flows into the economy grew. However, much of this growth was due to
increased public sector investment linked to government’s Accelerated Shared Growth

Initiative (ASGISA) program initiated in 2004. The building of a new coal-fired power

" The World Bank categorizes countries into low, lower middle, middle, upper middle and high income
countries depending on the countries’ level of GNI per capita. The chart compares South African
investment as a percentage of GDP to the average levels of GDP per capita for different income groups.
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station and the unproductive construction of stadiums for the 2010 soccer World Cup
seems to have pushed investment as a percentage of GDP over 20%.

However, the effects of the global financial crisis and the associated 2009
recession in South Africa caused investment levels to drop below 20% of GDP and to
remain around that level until 2017. Overall, when compared to the averages of high,
upper middle, lower middle and low income countries, South Africa has lower levels of
fixed investment from 1990 to 2017, except for the short period (mentioned earlier) when
the public sector invested in new electricity generation and World Cup stadiums (see fig
1.3)

The recovery in South Africa’s investment as a percentage GDP from 2003 was
due to increased levels of government public infrastructure investment and where there
was increased private sector investment it was associated with household debt-driven
consumption and growth in speculation in real estate and financial asset markets. The
outcome, can be seen in the effects on fixed capital formation (see figure 1.5 below),
which was generally low for the productive manufacturing and services sectors but high
for sectors that benefited from debt driven household consumption and increased

financial market activities.

Figure 0.3: Comparing gross fixed capital formation as a percentage of GDP for South
Africa with averages for different income country groups
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The reduction in the level of investment in South Africa was caused by decline in both
public and private investment. Private investment levels remained relatively low since the
1950s when there were large investments, especially in building new mines and minerals
processing industries. There was a further reduction in the level of private investment
during the 1990s. The apartheid state made large investments in state owned enterprises
during the 1960s and 1970s. During the 1980s, the apartheid government appeared to
have accepted the neoliberal approach to state involvement in the economy. State

investment plummeted (and plans were made to privatize SOES).

Figure 0.4: Private and public investment as percentages of GDP

13



Investment (gross fixed capital formation, % of GDP)
18%

16%
14%
12%
10%
8%
6%
4%
2%

0%

O d AN MIETWWOMNWOVWDO AdNMITUHON~NVDDOANMITL ON~NO0DDOANMST LW O

00 0O 0 O O W W W OV NV O O YDA DDO OO0 O0OO00O0O0 A A dddAdA-d

DO O0OO0O000000000000 000

o A A A A A A A A AN NN NN NN NNNNNNNNNN
—= General government Pvt bus enterprises Public corporations

Source: Quantec

The post-apartheid state adopted neoliberal macroeconomic policies, which meant
that state investment continued to remain low during the 1990s to ensure a large
reduction in the government’s budget deficit. General government debt remained
relatively low through to 2016. The state owned enterprises invested in infrastructure
from 2006 and this relatively higher level of investment has been maintained until 2016
(see figure 1.4).

This dissertation tries to explain this stagnation in investment rates, particularly the poor
performance of private investment in South Africa during this period, exploring the roles
of financialization, sectoral focus and capital flight as explanations for this poor

accumulation performance.

Figure 0.5: Private and general government and public corporations capital stock as
percentages of GDP
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The decline in the level of investment since the 1970s took a toll on the level of
fixed capital stock in the country (see figure 1.5).8 Fixed capital stock as a percentage of
GDP increased from 306% of the size GDP in 1970 to a high of close to 340% in 1986.
Fixed capital stock declined from1986 and a decade later dropped below 300% of GDP
by 1996 and to its lowest point in 2007 of 228% of GDP. In real terms, there was an
increase in total fixed capital stock of approximately R1000 billion from 1996 to 2007.
Private sector fixed capital stock as a percentage of GDP generally decreased over the 4
decades from 1970. The level of fixed capital stock to GDP in 1970 was more than 190%

of GDP. The level from 2010 to 2017 was fairly flat at 150% of GDP. In real terms, there

8 The change in capital stock from 1989 to 1990 reflects the privatization of Sasol, a large SOE that
produced oil form coal and basic chemicals.
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was an increase in private fixed capital stock of approximately R600 billion during the
relatively high growth period from 2003 to 2007. This real increase amounted to a
decline in private fixed capital stock of 155% of GDP in 2003 to 142% of GDP in 2008.
The sharp decline in public fixed capital formation as a percentage of GDP over
the past 4 decades seems to have caused an erosion of public capital stock (see figure
1.5). Public sector capital stock, comprising, general government capital stock as a
percentage of GDP and public corporation capital stock as a percentage of GDP,
declined. General government fixed capital stock as a percentage of GDP declined from
85% in 1994 to 55% in 2008 and stayed at that level through the post-crisis period and
was 56% in 2017. Public corporation’s fixed capital stock as a percentage of GDP
declined from 51% in 1994 to 33% in 2008 and recovered to 49% by 2017 as a result of

increased infrastructure investment.

Figure 0.6: Sectoral changes in fixed capital stock from 2000 to 2016 presented as
percentages of 2016 GDP
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Sectoral changes in capital stock from 1990 to 2016 as a percentages of 2016 GDP

(calculated with constant 2010, Rmillions)
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A disaggregation of the data on changes in fixed capital stock as percentages of

GDRP are illuminating. I use Quantec’s data that follows the Industrial Standard Industrial

Classification (ISIC) for all sectors to calculate the change in fixed capital stock for each

sector from 1990 to 2016. Figure 1.6 presents this change in capital stock for each sector

as percentages of GDP in 2016. The calculations were done using real 2010 prices for

fixed capital stock and 2016 GDP.



The growth of fixed capital stock of the top ten sectors from 1990 to 2016
accounted for 93% of the total change in fixed capital stock (including the sectors that
made a negative contribution to the total change). Within that top ten the sectors other
mining (which is much dominated by platinum mining) and coal mining accounted for
19% of the total changes in fixed capital formation for the period and general government
services accounted for 13% of the total change. The secondary industry, public utility
dominated electricity gas and steam and water made up 17% of the total change in fixed
capital stock for the period. The change in capital stock for the period of the rest of the
services sectors business services, transport and storage services, wholesale services,
retail trade services, finance and insurance services and other services (and excluding
general government services was) amounted to 55% of the total change. There were no
manufacturing sectors in the top 10. Therefore, change in fixed capital stock in services
amongst the top ten, including general government services, accounted for 68% of total
change in fixed capital stock from 1990 to 2016.

It is worth noting Bell et al’s (2018) point that “In services too, the trend has been
to lower value, lower productivity services overall, including those statistically classified
as ‘other business services’ (such as security and cleaning services) and retail (ibid, p.
I1).” My coauthor and I, in Mohamed and Roberts (2007), make a similar point with
regard to the increase in the number of private security company personnel and
employment growth in business services where a large increase in jobs was due to
reclassification of cleaning workers as other sectors outsourced these jobs to companies

classified as business services.
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During the period 2000 to 2008 when there was increased household debt-driven
consumption and financial speculation associated with growth in credit extension to the
private sector, the top 5 sectors, including general government services made up 80% of
the total change in fixed capital stock. The sectors that benefited the most from household
consumption and financial speculation were business services, transport and storage
services, wholesale services, retail trade services, finance and insurance services. These
services sectors made up four of the top 5 sectors by size of change in fixed capital stock
for the period and together accounted for almost 61% of the total change during the
period.

A more detailed breakdown of the sectoral change in fixed capital stock as
percentages of real 2016 GDP for the period 1990 to 2016 gives one insight into the poor
level of accumulation in manufacturing (see figure 1.6):

e 4 Sectors grew at 10% or more.
e Three of these were services sectors, including general government. The
other 2 services sectors were business services and transport and storage
Services.
e The other sector was electricity, gas and team, which includes the state

owned Eskom the national power utility.

e Nine Sectors grew between 1 and 10%.
e Four of these were services, including, Wholesale and retail trade services,
finance and insurance services, communication services, and a

combination of 2 services sectors, other services and other producers,
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which fall under the broader category community, social and personal
Services.

e Two sectors were mining: coal mining and other mining (other mining is
dominated by the mining of platinum).

e Two were manufacturing sectors: food, beverages and tobacco and
petroleum products, chemicals, rubber and plastic.

e One sector was waters supply, a secondary sector dominated by public

water utilities

e Six sectors grew more than zero percent but less than 1 percent.
e One was a services sector: Catering and accommodation services.
e Three sectors were manufacturing: Wood and paper; publishing and
printing and furniture and other manufacturing, and transport equipment.
e Two of these sectors were civil engineering and other construction and

building construction, which are secondary sectors.

e Two sectors grew at 0%.
e Both were manufacturing sectors: Other non-metallic mineral products

and Radio, TV, instruments, watches and clocks.

e Five sectors had negative growth.

20



e Three were in manufacturing: electrical machinery and apparatus, textiles,
clothing and leather, and metals, metal products, machinery and
equipment.

e Two were primary sectors: gold mining and the aggregate of the broader

sector agriculture, forestry and fishing

Manufacturing capital stock performed poorly with 5 sectors growing at 0% or
below, these were mostly not processing subsectors of manufacturing but generally
subsectors that used more labor intensive manufacturing processes with higher levels of
value added. Capital stock for the 2 sectors wood and paper, publishing and printing and
furniture and other manufacturing both registered very low growth of 0.2% over the 27-
year period. During that period, transport equipment grew at 0.9%. The best performance
in terms of growth in capital stock for the entire manufacturing sector were food,
beverages and tobacco that grew 1% and petroleum products, chemicals, rubber and
plastic that grew 1.5%. Both are generally more capital intensive, processing subsectors.
Of the 23 sectors that grew by more than 0%, manufacturing had only 5 sectors, and the
largest overall growth by a manufacturing sector was only 1.5%.

Bell et al (ibid., p. IT) find for the period 1994 to 2016 that “Within manufacturing
in South Africa there has been a structural regression as growth in value added has

continued to be biased towards mineral and resource-based sectors.”

Figure 0.7: Time series trends for manufacturing
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Manufacturing had an overall decline in employment since 1990 (see fig 1.8).
However, the decline in employment reflected the regressive trend in value added noted
by Bell et al (2018) and highlighted in the discussion around changes in fixed capital
stock above. Fig. 1.8 shows employment trends for different manufacturing sectors and

again one sees that, in general, that the more labor intensive and higher-value adding

sectors have suffered the larger drops in employment.

Figure 0.8: trend in formal employment manufacturing sectors
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Table 0.1: Comparison of manufacturing performance
South Middle- | Upper
Brazil | Malaysia | Africa | Thailand | Turkey | Income | middle
Income
Manufacturing,
value added growth, 0.4% 5.4% 2.3% 3.9% 5.7%
1994-2015
Manufacturing,
value added 11.8% 22.7% | 13.4% 27.6% | 19.0% | 20.8% | 19.9%
(% of GDP), 2015
Manufacturing
exports . 38.0% | 67.0% | 49.0% | 78.0% | 79.0% | 66.0%| 68.0%
(% of merchandise
exports), 2015
Growth of exports of
goods & services, 5.1% 5.1% 3.4% 6.4% 7.6%
1994-2015
High-tech exports
(as % of manuf 12.0% 43.0% 6.0% 21.0% 20% | 19.0% | 20.0%
exports), 2015

Source: Adapted from Bell et al (2018) who use WDI data

23




Note: Growth rates are all calculated as compound annual average growth rates

Table 1.1 provides a comparison of manufacturing performance for selected
countries and the middle and upper middle income averages. South African value added
in 2015 as a percentage of GDP was 13.4%, which was much lower than the averages of
middle and upper middle income countries that were both around 20%. Compound
average annual growth of manufacturing value added for the period 1994 to 2016 for
South Africa was lower than all the comparator countries. South Africa’s manufacturing
sector’s share of merchandise exports in 2015 was just under half whereas the averages
for middle and upper middle income countries were around two-thirds. South Africa also
performed poorly in 2015 when considering high tech exports as a percentage of
manufactured exports. Bell et al (ibid.) say, “Mineral and resource-based sectors continue
to dominate the export basket and together account for 60% of merchandise exports.”
South Africa’s export performance shows that its industrial structure has regressed and it
has become more dependent on mining and minerals related exports.

The South African government argues that its austere macroeconomic policies
have been successful. They believe that they have achieved macroeconomic stability and
that this stability has allowed the economy to grow and has led to the increases in
investment levels from 2002.° Above, | showed that the period of relatively high growth

in GDP had been largely due to growth in consumption.

° The government’s claim to have achieved macroeconomic stability is based on maintaining inflation
within their inflation targets and reduction of the government’s fiscal deficit. They ignore the continuing
extraordinarily high levels of unemployment and inequality in the economy. They also ignore the volatility
in the exchange rate, which has a negative impact on exports and investments because it adds to levels of
uncertainty in the economy.
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As | will argue, government macroeconomic policy has been partly responsible
for this problematic accumulation path of the South African Economy. Rather than
promote needed structural change in the economy, the government has pursued policies
that support financialization and misallocation of capital toward mining and finance,
rather than the types of capital accumulation that will lead to sustainable economic

growth and employment generation.

1.2 Post-apartheid accumulation and government policy

The poor level of accumulation in South Africa was a serious problem because it
hindered further development of the country and exacerbated socio-economic problems,
such as high levels of inequality, poverty and unemployment, which were a legacy of
colonialism and apartheid. The democratically elected government of the post-apartheid
period made increasing the level of investment in the economy a priority. However, they
adopted neoliberal policies to raise the level of investment and hoped to attract more
foreign direct investment, but, for reasons discussed in this dissertation, these efforts have
largely failed.® The central element of this neoliberal policy approach was the Growth
Employment and Redistribution (GEAR) Program.t! The belief of Government was that

orthodox macroeconomic policies would provide economically stable conditions for

10 Weeks (1999) says, “The ANC government almost immediately implemented a typically ‘orthodox’
macroeconomic policy: fiscal deficit reduction through expenditure restrain and a tight monetary policy,
along with rapid trade liberalisation.” Pollin et al (2006) in their assessment of South African economic
policy several years later say, “The commitment to macroeconomic stringency is also part of a broader
package of measures consistent with aspects of the neoliberal approach advanced by the IMF.... These
other measures include liberalizing trade and capital flows and minimizing regulation of business (p.17)”

11 The document Growth, Employment and Redistribution: A Macroeconomic Strategy was published by
the Department of Finance (now called the National Treasury) in 1996.
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investment. They also believed that the adoption of orthodox economic policies would
gain them credibility in the eyes of potential investors and financiers as well as the
International Monetary Fund (IMF) and World Bank (Pollin et al, 2006, p.17). The ANC
seemed determined to convince them that upon taking on the role of ruling party, the
ANC had abandoned leftist ideologies to adopt what they would see as credible,
conservative economic policies.

Orthodox macroeconomic policies were accompanied by liberalization of trade
and finance, including cross-border financial flows. In addition to the structural factors
emphasized in this dissertation, other factors have contributed to the lack of investment.
Among these, orthodox, conservative macroeconomic policies!? have restricted
investment. The low budget deficit targets of their neo-liberal macroeconomic policies
reduced government investment in the economy, including infrastructure investment,
which could have encouraged more private investment.!3 At the same time, policies
implemented for financial liberalization and deregulation of capital markets provided a
further signal to financiers that the South African government was committed to
‘credible’ policies, even though, those meant tolerating high levels of capital flight. In
fact, they offered two amnesties to South Africans that illegally held money abroad as
part of their process of liberalizing exchange controls (Ashman, Fine and Newman,

2010).

12 Weeks (1999) discusses macroeconomic policy and the adoption of GEAR for the short period 1996 to
1998. He concludes, “While many factors influenced the performance of the economy during 1996-1998,
there is a prima facie case that the GEAR policy package made a significant contribution to the collapse of
growth in South Africa, due to its emphasis on deficit reduction (p.15).” He adds that numerous economists
(some cited in his paper) predicted that the shift to GEAR would lead to a collapse in growth.

13 1n 2004 with the initiation of the ASGISA programme, the government indicated that they will be
increasing investment in infrastructure, especially transport and freight infrastructure. This is a positive
move but government remains committed to low fiscal deficits.
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But this dissertation will focus on underlying factors that have led to poor levels
of private accumulation in the economy. Some of these have to do with policies of the
government itself. In addition to financial liberalization, government has allowed some
important large South African corporations to move their primary listings to stock
exchanges abroad and so become foreign companies. These corporations have not
increased their investments in South Africa but have invested their capital abroad. In fact,
many large South African corporations restructured during the 1990s and withdrew from
downstream manufacturing while further concentrating their interests in resource-based
sectors and other sectors, particularly services sectors, and increasing their holdings
abroad. As a result, the economy became more concentrated and its development has
regressed back to a situation where it is more dependent on its natural resources,
especially, mining and minerals processing. * In line with growing global financialization
of capital, the size and contribution of the South African financial sector has grown
relative to manufacturing, mining and agriculture. The bloating of the financial sector has
not been the result of growth of these sectors.

Many in business and government believe that the financial sector is sophisticated
and that its growth is a sign of financial deepening. However, the poor rate of fixed
investment calls this belief into question. This dissertation argues that, rather than
promoting domestic investment, the financial sector plays an important role in the

restructuring of large corporations and increased flows of capital out of the country.

14 Roberts et al (2003) reach a similar conclusion in their discussion of corporate restructuring for a paper
commissioned by the Office of the President (Government of RSA) for a 10 year review of the economy
since democracy.
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But apart from government policy, an important reason for the poor levels of
capital accumulation in the South African economy is that the economic policies of the
post-apartheid government have not adequately addressed the structural weaknesses of
the economy. The development of the South African economy has been focused around
the mining industry and minerals beneficiation, including the production of energy and
chemicals from coal. The financial institutions that developed in the economy were
closely tied to the big businesses that dominated the mining and minerals industries.

The development of the mining and minerals sector, financial institutions and
infrastructure should be understood within the particular history and politics of South
Africa. This particular development means that capital remained focused on extracting
oligopoly rents by maintaining tight control over sectors and extractive rents from the
mining and minerals processing sectors. They seemed uninterested in further
industrialization of the economy by investing more into downstream manufacture of
intermediate and final consumption goods. The institutions and infrastructure developed
during the Twentieth Century favored investment in mining and minerals processing and
seemed inadequately developed for further diversification into downstream
manufacturing.

The movement of capital abroad was not a new phenomenon. South African
capital has always been closely tied to international capital and since the early days of the
mining industry had moved much of their profits abroad. The offshore listing of some
large South African corporations and financial liberalization may have reinforced this
strong relationship by increasing the ease with which capital generated in South Africa

could be allocated abroad.
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1.2 Dissertation outline

The next chapter develops the theoretical framework for understanding investment in this
dissertation. It examines mainstream and heterodox economic theories and
macroeconometric models of investment to see which approach is more suitable as a
framework for the analysis of poor investment and accumulation in the South African
economy. It finds that mainstream models, particularly due to their treatment of
uncertainty and irreversibility of investments is unsuitable for the purpose of the analysis
in this dissertation and that heterodox economic approaches are helpful. The third chapter
of this dissertation is a historical and institutional background of the South African
economy that provides a foundation for understanding poor capital accumulation in the
economy. The fourth, fifth and sixth chapters consider specific channels for allocation of
capital to help explain why accumulation is poor and may remain poor unless there is a
reversal of policy in South Africa.

Chapter 4 finds that the large corporations that dominated the economy have
deconglomerated and restructured in a way that maintains their dominance over the
economy through control and concentration of economic sectors. They have
internationalized and financialized in a way that indicates that they are selectively
allocating their resources and capital towards activities outside of South Africa. At the
same time, the control of market capitalization of the Johannesburg Stock Exchange has
shifted to institutional investors, which are associated with demands for increased
shareholder value through higher short-term returns.

Chapter 5 examines capital flows into and out of South Africa and shows that

these flows are not associated with increased accumulation. Instead, a large portion of the
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liquidity and credit increase associated these flows seem to be allocated towards
nonproductive activities. Overall, this dissertation concurs with heterodox literature that
argues that uncontrolled capital flows are disruptive to the economy. Chapter six is on
capital flight from South Africa and shows capital flight has been high and has diverted
capital that could have supported investment out of the economy. Chapter 7 is the

conclusion.

1.2.1 A More Detailed Outline of the Dissertation

In Chapter 2, theories and models of investment are examined to develop a framework
for understanding poor levels of investment in South Africa. The approach chosen would
have to be able to deal with uncertainty and irreversibility of investment, path
dependency, concentrated markets, distributional struggles and the increased role of
finance within economies. Mainstream economic models such as the neoclassical,
Tobin’s Q, Euler Equation, New-Keynesian financing constraint, and the uncertainty and
option value investment models are found to be inadequate for the task. Heterodox
investment theories and models, are deemed to be more suitable for the analysis in this
dissertation because they deal better with those issues. Post Keynesian economic theory
and macroeconometric models that have been adapted to take account of financialization
are discussed as they provide insight into the examination of financialization of the South
African economy discussed in Chapters 3 and 4.

Chapter 3 provides historical and institutional background on the development of
the South African economy. It draws on Fine and Rustomjee’s (1996) notion of a

minerals and energy complex as a system of accumulation to show that by the time of the
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transition from apartheid to democracy the South African industrial base was relatively
undiversified and had developed around a core of capital intensive, low-value-adding,
mining and minerals economic sectors. During the 1980s there was conglomeration of
many of the largest corporations. During the 1990s, when there was the transition to
democracy, large-scale global corporate restructuring and increased financialization,
South Africa’s dominant conglomerates unbundled and restructured. The large
corporations that listed offshore were the first to face pressure from the shareholder value
movement but by the end of the 1990s, with the increased growth of portfolio flows into
the economy domestically listed firms increasingly faced these pressures. Overall, the
corporate restructuring process in South Africa was one whereby the largest corporations
that had historically dominated the economy, along with a few newcomers, for example
in mobile phones and information technology, divvied the economy amongst themselves
focused on sector activities and market control, and over time, in line with shareholder
value movement’s demands for more focus on core business.

Chapter 3 also considers the reaction of big business, that had been close to the
apartheid government and benefited from unjust apartheid laws, to the changes in
democracy. It agrees with the approach in Heintz (2002) to include a variable that takes
into account political and labor market conflict to understand poor levels of
accumulation. Heintz argues that even if an investment model includes outcomes of
redistributive struggles it may still suffer from omitted variable bias as investment will
also be affected by political and labor conflict due to high levels of inequality. The
perspective in this dissertation is that one has to understand not only inequality and the

influence of related unrest on accumulation. The combined motives of big business
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responding to a major political change, in a country with continued high levels of
inequality where they potentially could face a significant reduction in their power, with
the impact of global factors such as financialization and large-scale global corporate
restructuring has to be taken into account to understand accumulation.

Chapter 4 presents some empirical evidence on financialization of nonfinancial
corporations (NFCs) in South Africa and the nature of financialization since 2000. The
impact of corporate restructuring was increased internationalization of the large
corporations that saw them grow outside of the South African economy while
maintaining tight control of economic sectors that had become even more highly
concentrated within South Africa. Their control over capitalization of the Johannesburg
Stock Exchange (JSE) declined while control by foreign portfolio investors and domestic
institutional investors increased. A further consequence of the restructuring,
internationalization and increased institutional investor control has been an intensification
of financialization that has seen financial markets, particularly equities markets, become
increasingly detached from the South African real economy. Much of the actual
operations of the largest corporations by market capitalization now occurs outside of
South Africa and there are even new entrants, for example in the property and
development sector that raise capital on the JSE but do not have any operations and
future plans for operations in South Africa.

Chapter 5 examines the impact of capital flows on the South African economy. It
shows that liberalized capital flows are associated with macroeconomic destabilization
that negatively impacts accumulation in the economy. It focuses on an approach

(following Palma, 2003) that examines how capital flows have been absorbed into the
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economy. It shows that the preponderance of net short-term flows to South Africa since
the end of apartheid has had a negative impact on the growth path of the economy as
capital flows have been directed away from productive manufacturing and services
sectors.

This chapter says that the IMF has shifted their views on the use of capital
controls and many countries have broken from the orthodox views to implement varied
measures to manage the impact of capital flows on their economies since the global
financial crisis. Notwithstanding these changes and the negative impacts of fallout from
the global financial crisis on South Africa, the government has chosen to maintain a
liberalized approach to capital controls, and its overall neoliberal approach to
macroeconomic policy.

Chapter 6 examines capital flight from the South African economy during the
1980s and during the post-apartheid period until the global financial crisis. The study
uses the residual method for estimating capital flight. It shows that capital flight has been
large and that it has continued and grown in size during the post-apartheid period. | relate
levels of capital flight before and after the end of apartheid to the impact that the political
change would have had on big business and the wealthy who seemed to have chosen to
move capital out of South Africa in greater amounts after the end of apartheid. Capital
flight leaves less capital available for investment in the economy.

Chapter 7 is the conclusion. This dissertation shows that a number of the large
corporations that may have contributed to addressing the structural weaknesses in the
economy have instead chosen to allocate capital in a way that perpetuates poor

accumulation. In essence, they have been internationalizing their operations. At the same
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time, a significant share of capital has been allocated towards capital flight from the
economy further exacerbating capital withdrawal from the economy and reducing
domestic capital available for accumulation. Moreover, despite the government’s focus
on attracting more capital inflows as a development strategy, a large proportion of the
increased foreign capital flows entering the economy since the end of apartheid have not
increased the rate of accumulation but, instead, have been allocated towards non-
productive activities and have been disruptive for the economy.

These problems in the all-important accumulation process therefore suggest that
the policies of the post-apartheid government have not adequately addressed the
structural weaknesses in the economy or managed to significantly improve the allocation
of capital towards enhancing the rate of capital accumulation and employment
generation.

Therefore, a central argument of this dissertation is that the success of the South
African development project depends on the ability of the state to tackle structural
weaknesses in the economy and to ensure that profits earned, especially in sectors where
rents are extracted, such as finance and mining, are reinvested in downstream, value
adding productive sectors.™ In other words, South Africa requires policies that promote
economic restructuring in a way that shifts the core of the economy away from financial
services and mining and minerals related activities toward more labor intensive,
downstream, value-added activities in manufacturing and associated productive services

sectors.

15 Current government economic policies are not specifically aimed at economic restructuring.
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Instead, the post-apartheid government has chosen to follow neo-liberal economic
policies, particularly macroeconomic and finance policies, that have allowed increased
financialization of the economy and supported the withdrawal and misallocation of
capital away from restructuring and investment that deepens and diversifies the

productive sectors of the economy.

35



CHAPTER 2

THEORIES AND MACROECONOMETRIC MODELS OF INVESTMENT

2.1 Introduction

The chapter will focus on the important area of macroeconomic theories and models of
investment because the nature of accumulation in a society shapes the economic path of
that society. The aim of this dissertation is not only to understand the reasons for low and
declining levels of investment in South Africa and why the depth and diversity of the
productive sectors in the economy is lacking. The aim is to understand accumulation (and
the problems with accumulation), which is shaped by a path-dependent process through
which households and businesses reproduce themselves, as a contribution to a broader
discussion on how to attain the universally recognized human values, such as economic
rights, inclusiveness and sustainability in South Africa.

This chapter provides a survey of macroeconomic investment theory and models
to explain that key aspects inherent in heterodox macroeconomic theory are better suited
to inform this study of accumulation in South Africa. The chapter begins with a
discussion of mainstream macroeconomic theory and then discusses heterodox economic
theory. The main differences between the mainstream and heterodox approaches focused
on in this paper are related to the way in which time and institutions are treated in these
economics perspectives. The main contention is that mainstream economic theory too
often ignores institutions and is ahistorical. It cannot deal with path-dependence in the
process of reproduction and accumulation in society. The alternative approach favored
here is to consider institutions and time as related. In order to understand an economy one

has to take into account how institutions function at specific historical periods.
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Mainstream economics generally abstracts from time and institutions whereas the
heterodox economics alternatives discussed in this paper include consideration of
institutions, their history and how they operate at a specific time. The mainstream
approach seems able to develop general theories capable of explaining economic
outcomes across time and space. Heterodox economics, on the other hand, steers one
towards an approach that requires a case by case analysis that takes time, space and
institutions into account. Chapter 3 of this dissertation provides a historical and
institutional account of the South African economy that draws heavily on the systems of
accumulation framework and the adaptation of heterodox theory and models of
investment to financialization of economies as a way to inform the discussion on
accumulation.

The focus on specific time periods and spaces does not mean that heterodox
economic theory cannot provide a general framework for economic analysis. In fact, it
sets a good framework for understanding motives and behavior of economic actors based
on an analysis informed by multidisciplinary interaction to understand dynamic, complex
systems. Eichner (1978) argues that, “post-Keynesian theory is concerned with the
dynamic behavior of actual economic systems. It is not limited, as neoclassical theory is,
to the analysis of resource allocation under hypothetical market conditions”. Therefore,
post-Keynesian economics can take into account different forms of allocation and
competitive structures in an economy and attempt to be more consistent with knowledge
derived from other social sciences. | would venture to say it is an aspect of economic and
investment theory crucial for understanding accumulation and economic development on

a case by case basis that has been neglected by mainstream economics.
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Economies and markets are often treated by mainstream economists as if they are
fair and neutral. The world views of dominant economic agents, such as those in large
multinational corporations and financial institutions, including their attitudes towards
racial and gender discrimination, religious beliefs, environmental issues, and economic
security are too often absent even when income distribution is considered and reference
to classes are made in economic models. The relevance of post-Keynesian and heterodox
economic analysis rather than mainstream economics is that this analysis takes into
account the “dynamic behavior of actual economic systems” (as Eichner, 1978 puts it)
when it analyses allocation and competitive structures. The heterodox economic analysis
chosen in this dissertation shows that there is ‘path dependence’ shaped by a history of
institutions and affected by the beliefs and biases of people running those institutions.
Ultimately, the shifting world views of economic agents and how to channel, influence
and regulate economies towards positive, progressive accumulation and distributional
outcomes'® may be well informed by the type of economic analysis that informs this
theory. It is how | endeavor to understand the macroeconomic problems related to
investment in South Africa. It is a unique and original contribution to economics
literature on investment and accumulation in South Africa.

The short section before the conclusion provides a discussion of how terms, such as
“rents”, “rent-seeking”, “productive” and “unproductive” economic activity, are defined
and also what is meant when activities are referred to as “speculative”. These are
concepts that are commonly used in journalistic and academic writing that are often not

defined or are allotted different definitions by different authors. This section will provide

16 For example, such as those embedded in the Freedom Charter adopted by the African National Congress
and the Congress Alliance in 1955.
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a discussion of the definition of these terms that should clarify to readers what is meant

when these terms are used in this dissertation.

2.2  Mainstream macroeconomic investment models

There has been development over time of mainstream investment models where a self-
conscious attempt was made to consider time, uncertainty and expectations more
seriously. Over time, other aspects of mainstream models have shifted particularly with
the New Keynesian variants where Keynesian concerns, such as sources of funds, were
considered in these models. However, as is shown below all variants of these mainstream
models do not adequately take account of uncertainty. Unfortunately, even modern
mainstream investment models that drop assumptions about irreversibility of investment
do not adequately deal with uncertainty. The implication is that expectation formation
and the human psychology that shapes decisions in the face of uncertainty, including
biases that may help explain persistent (multi-generational) economic phenomenon are
inadequately addressed. These models are ahistorical in that they do not take account of
historical development of institutions that shape investment decisions and some seem to
be applicable to any historical time period. It is those crucial dimensions that my

dissertation focuses on in the case of South African investment.

2.2.1 Accelerator Models

According to Berndt (1991), the earliest investment models of aggregate investment
behavior is the accelerator model, which was developed by J.M. Clark in 1917 to explain
the volatility of investment expenditures. Clark’s (1923) theory on the acceleration
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principle that investment levels can fluctuate with consumer demand anticipated
Keynes’s theory on investment and business cycles. Accelerator models are generally
considered “Keynesian” due to their concern with demand and the role of expectations.
Accelerator models have drawn on Keynes important insight into the role of expectations
and convention where there is a link between expectation of profits in the next period
when there is output growth in the current and earlier periods (Mathews, 1959). Keynes
view was that in an uncertain world convention shaped economic thinking. The
accelerator model draws on this insight with adjustment to capital stock through
investment influenced by profit expectations based on performance of output growth.
The accelerator model assumes a fixed capital to output ratio, which implies that
prices, wages, tax rates and interest rates do not have a direct impact on investments in
capital stock but could have indirect impacts (Berndt, 1992, p.233). Berndt (ibid.)
describes the ‘naive accelerator’ model as having not only a fixed capital to output ratio
but also instantaneous adjustment of capital where the level of capital stock is optimally
adjusted in each time period. Flexible accelerator models were developed by Goodwin
(1948), Chenery (1952) and Koyck (1954) to address the unrealistic instantaneous
adjustment of capital stock in the ‘naive accelerator’ model. In these flexible accelerator
models adjustment of capital stock is assumed to occur over several time periods.
While the accelerator models are considered Keynesian because they take into
account expectations and uncertainty, they fall short because they do not include
consideration of how expectations may change. Keynes’s (1936) discussion of
convention noted that during periods of instability, such as financial crashes, economic

variables current and past performance is not a good indicator of future performance.
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Uncertainty increases and convention breaks down. The accelerator models do not
explicitly take into account how changes in expectation formation may affect investment
decisions.

The assumption that the capital to output ratio is fixed in the accelerator model
means that there can be no substitution of factors of production. Neoclassical
economists, therefore, have a different criticism of the accelerator models. They argue
that the primary focus of investment models should be cost related variables, such as
prices, wages, tax rates and interest rates. However, empirical studies find that that cost -
related variables are less significant than non-price variables, such as capacity utilization

(Chirinko 1993, Clark 1979).

2.2.2 Neoclassical investment model

Jorgenson’s (1963) neoclassical model of investment tackles the problem that the
accelerator models do not take into account costs head on. The Jorgenson model of
investment takes account of cost-related variables by making the explicit basis of the
neoclassical investment model optimization behavior that links the desired level of
capital stock to interest rates, taxes and outputs. Investment can be thought of as the
optimal adjustment of capital stock in this model. Within this framework, investors
achieve the optimal level of capital stock by maximizing discounted profits over infinite
time periods. However, since capital equipment is durable, firms could find themselves in
a situation where they cannot sell unwanted capital equipment.

Berndt (p.p. 243-244) explains that the simplifying assumption of a perfect
market for used capital goods and all inputs and outputs is a way to get around the

difficulties of the present value optimization problem when taking into account
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uncertainties associated with lifetime of capital equipment and input prices and demand
for outputs in the future. This assumption allowed Jorgenson to see firms as renting
capital to themselves during each period and the rental price was referred to as the user
cost of capital. Jorgenson also assumed that adjustment from current to desired levels of
capital stock were instantaneous and costless. Therefore, in the neoclassical model of
investment there is no need to consider expectations and there is no uncertainty about the
future because investors are concerned about optimizing in only one period,

Berndt (p.243) says that a major weakness of the neoclassical investment model is
that it does not rationalize moves towards optimal capital stock. Attempts to introduce
uncertainty into Jorgensonian models by including ad-hoc lags transformed Jorgenson’s
neoclassical model into a modified accelerator model. Gezici (2007, p.28) says that
investment came to be conceived as adjustment to equilibrium in these models as their
emphasis on explicit adjustment processes increased. The result of this development of
neoclassical investment models is that the optimal amount of investment became a
decision about the optimal speed of adjustment. Attempts to more rigorously introduce
time lags into investment models maintained the assumptions introduced by Jorgenson
and, therefore, were also not capable of addressing how expectations and uncertainty

affect investment decisions.

2.2.3 Tobin’s Q models

Tobin (1969) developed an investment model where net investment depends on ¢, which
is defined as the ratio of the market value of a business’ capital assets to its replacement
value. The g model of investment provides a way to consider future expectations about a

firm’s performance by considering how the market values a firm.
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An important critique of g theory is that it assumes efficient markets when even a
number of mainstream economic studies have found that financial market valuation of the
firm is not a reliable measure of fundamentals of the firm. Summers (1985) and Malkiel
(2003) provide reviews of literature assessing the efficient market assumption and find
widespread recognition that some of the events in financial markets, such as speculative
bubbles, excess volatility and mean reversion, undermine the efficient market hypothesis.
Schiller (2003) provides a good review of behavioral finance critiques of the efficient
market hypothesis, which shows that actual behavior of economic agents differs from the
behavior of rational agents assumed to exist by proponents of the efficient market

hypothesis.

2.2.4 Euler Equation models

Euler Equation models represent developments to address uncertainty through explicitly
including dynamic elements and expectations in the optimization problem. Euler equation
models use dynamic optimization under uncertainty, due to cost adjustments, to attempt
to show a relation between investment rates over different periods. When a firm’s
optimization problem is considered, the intuition of the Euler equation investment model
is that the marginal cost of current period investment, which includes the cost of
investment goods and adjustment costs, is equal to the discounted marginal cost of
postponing that investment until the next period. Therefore, firms are faced with
comparing the net benefits of investing today relative to investing tomorrow.

The Euler equation investment models depend on some important assumptions,
which have been challenged by non-mainstream economists. One of these important

assumptions is irreversibility of investment. This assumption allows an infinite number of
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future periods to be condensed into a single future period. Therefore, the Euler equation
model says that a firm will be indifferent to a current period increase in capital stock only
if there is an equal decrease in that firm’s capital stock during the next period. This
assumption of irreversibility may occur even where sunk, past investment costs are
included to take account of adjustment costs in the model’s specification (Chirinko,
1993).

Another important assumption is that economic agents have rational expectations.
The assumption of rational expectations means that while the model’s equation is written
with an expectations operator, this operator may be eliminated through assuming rational
expectations. Therefore, the Euler equation investment models have variables for future
periods included through the expectations operator they do not actually tackle the

problem of expectations and uncertainty.

2.2.5 New-Keynesian financing constraints models

Berndt (1992, p.p. 239-240) describes investment models concerned with the impact of
the availability of funds on investment behavior as ‘cash flow” models. These cash flow
models, which have internal funds determining investment, are different to the
accelerator models (discussed above) where investment depends on the level of output.
Since the available internal funds in a period depend on the profits of a firm in that
period, cash flow models specify adjustment to optimal level of capital stock as
determined by the level of profitability of a firm. Grunfeld (1960) used market value of a
firm as a proxy for expected profits, implying that investment decisions are influenced by

external valuation of a firm. Berndt (ibid.) says that indications of important
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imperfections in capital markets cause firms to prefer internal funds rather than the risk
associated with increased debt leverage. Berndt (ibid.) discusses a hierarchy of choices
facing a firm that wants to invest with available internal cash as the least risky and,
therefore, most favored source of finance for investment. Firms that require more than
available internal funds will then choose debt that is preferred to selling equity in a firm
to finance investment.?” Cash flow (measured as a firm’s profits after taxes plus
depreciation allowances less dividends paid to shareholders) is used as a variable to
indicate internal funds available for investment. More availability of cash flow may
indicate the level of profitability, and therefore the likelihood that a firm will attract
external funds.

The dominant mainstream theoretical perspective was represented by Modigliani
and Miller (1958) who said that the type of financing used by a firm has no influence on
the value of that firm, provided there is an efficient market without taxes, bankruptcy
costs and asymmetric information. While cash flow investment models, and even other
mainstream investment models, included variables representing liquidity of firms facing
investment decisions, these models and the empirical work related to investment may not
have had broad theoretical support in mainstream economics. It seems that ideas of the
cash flow model had a resurgence in the 1980s when New Keynesian economists
challenged key assumptions of neoclassical economic by highlighting market
imperfections due to asymmetric information and imperfect contracts.

The inclusion of the cash flow variable in New Keynesian investment models

indicates a scarcity of external sources of finance for investment (Fazzari, Hubbard and

17 Myers (1984) developed the pecking order theory of finance based on a similar view that firms have a
hierarchy of preferences with regard to source of financing.
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Peterson, 1988). Inclusion of cash flow in investment models is different from the older
cash flow models where investors had a hierarchy of preferences with regard to financing
sources. Instead, for New Keynesian investment models the scarcity of finance for
investment is due to asymmetric information in credit markets. In these imperfect credit
markets lenders have difficulty distinguishing between investors who are borrowing for
high risk and low risk projects (adverse selection problem). Lenders may also be unable
to ensure that funds lent for low risk projects are not used for high risk projects (moral
hazard problem) (Stiglitz and Weiss, 1981). The consequence of these asymmetric
information problems is that investors borrowing for low risk projects may have to pay
higher interest rates to make up for the possibility of default by high risk projects. A
further consequence may be that lenders may choose to ration credit and demand higher
amounts of collateral. In short, borrowers face a higher cost of capital.

There are criticisms of cash flow as a variable indicating scarcity of finance due to
market imperfections (Gezici, 2007). Gezici (ibid., p.36) says, “Critics of the use of the
cash flow variable as a proxy for internal funds note that since cash flow might be closely
related to operating profits and therefore to the marginal product of capital, it may not be
picking up the desired liquidity effect but may be proxying either an accelerator effect or
information about future investment opportunities not captured by variables of
fundamentals.” An alternative to cash flow as a proxy for scarcity of finance in some
New Keynesian literature on investment is net worth of a firm, which is taken to indicate
the attractiveness of a firm to lenders. Leverage or interest coverage variables are used as

proxies for net worth (Hubbard et al, 1992).

46



The use of a finance constraint variable with Euler equations has been used by
some New Keynesian economists to model investment.!® However, the unrealistic
assumptions of the Euler equation models of investment affect the reliability of this
approach. For example, the assumption that investments are reversible that allows the
Euler equation models to have only two periods is a serious problem. It constrains the
model to investors that have financing constraints in one of the two periods of the model
and ignores firms that may have financing constraints over a number of periods. The
model is limited to examining only marginal changes so cannot examine non-marginal
changes, such as the possibility that a firm that has a finance constraint scraps plans to

invest or postpones investment to a later period.

2.2.6 Uncertainty and Option Value Models
An important critique of the neoclassical and New Keynesian models outlines above is
that they do not adequately deal with uncertainty and rely on assumptions of rational
expectations and reversibility of investment. A relatively recent development in the
literature that attempts to deal with expectations and irreversibility of fixed investment is
option value theory (Dixit and Pyndick,1994). This approach uses an analogy from
financial markets where options are traded. Investors can never have complete
information but may choose to wait for more information before committing to an
irreversible investment. Dixit and Pindyck (1994) say:

A firm with an opportunity to invest is holding an "option" analogous to a

financial call option-it has the right but not the obligation to buy an asset at
some future time of its choosing. When a firm makes an irreversible investment

18 See for example Hubbard et al (1992), Whited (1992), Gilchrist and Himmelberg (1998), and Bond &
Meghir (1994).
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expenditure, it exercises, or "kills,” its option to invest. It gives up the

possibility of waiting for new information to arrive that might affect the

desirability or timing of the expenditure; it cannot disinvest should market
conditions change adversely. This lost option value is an opportunity cost that

must be included as part of the cost of the investment (p.3).

The treatment of uncertainty is far from adequate in option value theory. Gezici (2007)
explains that uncertainty is treated as risk and is, therefore, reduced to something extra to
add to the discount factor in net present value calculations in the option value models.
The risk premium increases the cost of capital by a fixed amount. Therefore, an important
weakness in the treatment of uncertainty is that ultimately in this model the risk premium
is treated as predictable and the potential investors know the likely probability
distribution associated with the risk. Gezici says, “Once the distribution is known, risk
seems to have very little impact on the specification of investment models.”

Option value theory seems to ignore Knight’s (1921) argument that risk and
uncertainty should not be conflated. Therefore, while uncertainty is a central element of
option value theory the models of investment developed have all but removed uncertainty
by reducing it to a measurable risk. Therefore, the option value theory model does not
meet the criteria for a suitable investment model because it is of limited use in most
countries where there have been political and economic changes associated with financial

integration into the global economy that cause financial and economic shocks and

volatility.

2.2.7 Conclusion (mainstream investment models)

Keynes (1936) stresses the role of expectations and uncertainty and argues that we have
to accept that we cannot predict the future. Minsky (1975) re-emphasized the notion of

uncertainty into macroeconomic theory with his critique of the interpretation of Keynes’s
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(1937) General Theory by the neoclassical synthesis®. Minsky (ibid) put forward a
reading of Keynes (1937) that brought back uncertainty, including ideas such as
Knightian® uncertainty, which had been generally ignored by neoclassical economists
and absent from the neoclassical synthesis. Crotty (1990, 1993) draws on the post-
Keynesian notion ‘fundamental uncertainty’ and provides a good critique of models of
investment that not only ignore uncertainty but also assume that investments are
reversible. He says:
When capital goods are illiquid the future is unknowable, serious mistakes are
possible and the final commitments associated with them are irreversible. Thus,
capital accumulation is simultaneously necessary and dangerous for the firm
itself: it is necessary to achieve growth and defend its markets and its profits
from aggressive competitors, and dangerous because disappointed expectations
can make it difficult or even impossible for the firm to fulfill financial
commitments. (Crotty, 1993, p.7)
The criteria for assessing an investment theory for the analysis used in this dissertation
has been to consider how well the theory and models of investment are suited to analyze
a society where there is much uncertainty and conflict due to economic and political
change, increased integration into global trade and financial markets and high levels of
unemployment, poverty and inequality that exacerbate distributional conflicts. The
mainstream models discussed above do not adequately consider structural factors in a
society such as inequality and the presence of different classes.

At a basic level, the general Keynesian critique that neoclassical and mainstream

models do not differentiate between savers and investors and owners and managers of

19 Neoclassical synthesis was developed by Hicks, J.R. (1937). and popularized by Samuelson (1955).
20 Knight (1921) distinguished between risks, which he said is often meant to refer to quantities that are
measurable, and uncertainty, which is not measurable.
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firms is relevant. Keynes (1936) stressed the importance of financial markets and
explained that not all savings are automatically converted into investment because people
who save are not necessarily the same people who invest. Therefore, not all saving may
be used for investment and the level of uncertainty becomes important in affecting how
much available funds are used for investment and how much will be kept liquid.
Therefore, mainstream models of investment do not adequately take into account

uncertainty and irreversibility and are not deemed suitable.

2.3 Heterodox macroeconomic models
2.3.1 Introduction

The major critique of mainstream investment theory outlined above is that all mainstream
approaches do not adequately account for uncertainty and irreversibility of investments.
The systematic thinking about economies in heterodox macroeconomics is shaped by the
idea of fundamental or radical uncertainty and irreversibility of investment. Other key
ideas within this investment theory, such as the separation of ownership and control and
recognizing the difference between managers and owners in firms, are part of this
systematic thinking about the economy.

For example, an important linkage in this systematic thinking about economies is
between fundamental uncertainty and irreversibility of investment and the separation of
ownership and control that cause managers to prefer internal sources of finance,
including profits, for investment rather than external sources. In this world investment is
not an automatic optimization process. Managers are conscious of the risks associated

with investment in a world of fundamental uncertainty where they cannot predict future
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states. Managers understand the risk to their firms and their control of those firms when
future income is uncertain but they know that they will have regular repayments to
creditors of a known quantity.

Keynes notion of convention and how it influences decision making when there is
uncertainty and irreversibility is based on the perceptions of decision makers. There is a
clear psychological element to behavior of individuals and recognition of the psychology
of group behavior. Therefore, these perceptions are shaped by society and its institutions
and it is worth recognizing that many of the institutions that have been developed are to
help economic agents attempt to create stability in a world of fundamental uncertainty
and irreversibility. This systematic heterodox thinking about society and the economy
leads us to considering not only the economic aspects affecting investment but the social
structures of accumulation.

It is worth quoting Crotty (1994, p.27) at length here:

The future is unknowable; we exist in an environment of true uncertainty.

In such an environment, neoclassical theory fundamentally misspecifies

agent choice. Fortunately, the price of recognition of the existence and

centrality of fundamental uncertainty is not theoretical chaos as
neoclassicists would have us believe. The concept of the socially
constructed human agent and conventional decision making in concert with

an understanding of the institutional foundations of conditional stability

create a world with nondeterminist or contingent laws and tendencies, a

world that can indeed be appropriated through theory. However, a theory

adequate to its task must be institutionally contingent and never lose sight

of the dialectical relation between uncertainty and the structures and

practices we have created to try to remove its sting.

The theory of the firm that shapes post-Keynesian investment theory is different to the

neo-classical models because the goal of the firm for post-Keynesian theory is more than

just maximizing profits. At the center of this theory is a realization, present in the work of
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Marx (1971) and Keynes (1936) (and their followers), that managers and owners of firms
have different roles and interests. This realization is different to neo-classical theory of
the firm where there is a conflation of these roles and interests.

Within heterodox economics, managers are salaried employees who make the
actual decisions with regard to levels of risk and reward associated with decisions to
grow the firm, borrow, invest, employ and overall management of the firm. While owners
of stock and other financial assets issued by the firm may have oversight through boards
of directors and other governance structures, their role in heterodox theory of the firm is
often seen as benefiting from the profits through dividend payments and other returns on
their financial assets. While neoclassical theory has an often unstated assumption that
firms have manager-owners, the separation of these functions and the rewards linked to
these functions are important for heterodox economics. Heterodox economists do realize
that managers may own stock in the company and that their remuneration can include
stock and stock options, which would make them part of the owner class. However, they
separate owners and management.

Literature on financialization, discussed below, finds that managers have received
a larger part of their remuneration in the form of stock-options and other profit related
bonuses to align the interests of managers with owners over the past few decades (Crotty,
2003, Lazonick and O’Sullivan, 2000). The shifts in governance during the period of
financialization do challenge heterodox theories of the firm (Stockhammer, 2004).
However, it may make sense to maintain a separation between owners and managers at
an abstract level even if their material interests have become increasingly aligned as a

result of financialization. With this understanding that there is a separation of ownership
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and control, heterodox theory of the firm aligns the major goals of the firm with that of
managers who are active in the day to day running and long-term investment decision-
making of firms. Therefore, the goals of the firm are seen as growth and acquisition of
power (Lavoie, 1992).

Stockhammer (2002) explains that post-Keynesian theory of the firm was
formulated during an age of managerial capitalism. He says, “Developed by Galbraith
(1967) and Eichner (1976), and summarized neatly by Lavoie (1992), post-Keynesians
have a well elaborated theory of the firm in the age of managerial capitalism, but have
done little to adapt this theory to contemporary changes in corporate governance (ibid,
p10).” The discussion on financialization and its influence on corporate governance
below will address this important issue raised by Stockhammer (2002).

Robinson and Kaldor, who were influential in shaping post-Keynesian economic
theory, were influenced by Marx’s perspective that the pursuit of profits and the
compulsion to grow are associated with competitive pressures in capitalist economies.
Gezici says that for post-Keynesian economics profits are the means to finance the goal
of growing the firm. She says that Robinson (1962) argued that “the central mechanism
of accumulation is the urge of firms to survive and grow (p.38).” She says Kaldor (1978)
contributed that “the individual enterprise — for reasons first perceived by Marx — must go
on expanding so as to keep its share in the market (p. xvi).” Managers have an interest in
ensuring that firms survive competition from other firms and they are constrained in their
ability to maintain the survival and growth of the firm by the portion of profits they can
use to support the accumulation of the firm. However, they may have access to external

finance to complement retained earnings from profits for their accumulation plans.
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Stockhammer says that for post-Keynesian economic theory inside and outside
finance is different. He explains:

This is one of the basic assertions of post-Keynesian economics that has

been slowly and painfully rediscovered by neo-classical economists over

the past decades after Miller and Modigliani (1958). Following the principle

of increasing risk, firms are reluctant to accept high leverage rates since a

failure will put the existence of the firm at risk. Banks on the other hand

will take current profit and wealth as a proxy for a firm's reliability, and

give credit only to firms that are already profitable (Stockhammer, 2004,

p.12).
Post-Keynesians have drawn specifically from the work of Kalecki (1937) and his
principle of increasing risk, which states that management will be guarded about the risks
associated with external borrowing and their caution regarding external borrowing will be
high when they already have external borrowing. Gezici (ibid) points out that within this
Kaleckian framework, the economic conditions and the business cycle influence
management’s thinking on the level of external borrowing that is feasible for the firm.

During expansions when banks and financiers are willing to provide finance
easily, management also expects demand for their goods and profits to be high and will
increase their external borrowing. During downturns in the business cycle, financial
institutions will be more cautious about lending and management of firms will also limit
their exposure to external finance because their expectations with regard to demand and
profitability would be negative. Stockhammer (2002) says that an important aspect of
post-Keynesian theory of the firm is the growth-profit trade off. He says that while one

may question the assertion that more investment hurts profits that this contention is a

central aspect of post-Keynesian theory (ibid, p.13).
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Crotty and Goldstein (1992) argue for a growth-safety trade-off that managers
face when making investment decision. This formulation draws on the inside-outside
finance and Kalecki’s principle of increasing risk where managers want to limit outside
borrowing. Gezici (ibid) says that the Crotty and Goldstein (1992) formulation has firm
borrowing not constrained by financial market pressures but by managers’ determination
to maintain independence from financial market pressures. She argues that this aspect of
post-Keynesian theory differs from neoclassical theory’s discussion of finance constraints
because management reluctance and apprehension about external finance will always be
a constraint on post-Keynesian firms irrespective of financial market conditions.

At a deeper level the notions of uncertainty and irreversibility and understanding
how they are linked to the creation of institutions in society leads us to consider the
causes of stability and instability in economies. Crotty (1994) argues that the relation
between conventional decision making and stability is dialectical. In his view
“Institutions can never create more than conditional stability (ibid. p.27).” Institutions as
socially constructed entities are filled with contradictions and cannot find solutions to
instability without creating new forms of instability. According to Crotty, “... they
transform the effects of uncertainty and shift them across time rather than permanently
eliminate them”.

Crotty’s challenge to macrotheory is that if we are to develop a theory that
integrates institutional structures and conventional expectation and confidence formation
we must be able to explain ... both why in this world of fundamental uncertainty there is
orderly capitalism most of the time and we must explain the causes of periodic crises and

crashes (ibid.).” Crotty’s view in conclusion is that “The contradictory and dialectical
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role played by conventional decision making and uncertainty-reducing institutions makes
the pursuit of permanently effective state control of the capitalist economy through

traditional macropolicy perpetually elusive (ibid).”

2.3.2 Demand and aggregate demand

A key difference between mainstream and heterodox accounts of the economy is the role
of prices. Prices as signals in markets are fundamental in neoclassical economics. Eichner
(1978) explains that the focus on investment in post-Keynesian macroeconomics is
different to the focus on price in neoclassical economics. He says, “This follows from an
underlying belief that in a dynamic expanding economy (paraphrasing neoclassical
terminology), the income effects produced by investment and other sources of growth far
outweigh the substitution effects resulting from price movements (ibid, p12).” In other
words, changes in demand, whether aggregate demand or sectoral demand, are more the
result of income changes than price changes. In contrast to neoclassical theory where it is
usual to assume full employment in the long-run as a way of eliminating the income
effects.

Lavoie (2006) explains that “According to the principle of effective demand, the
production of goods adjusts itself to the demand for goods. This principle is at the heart
of all post-Keynesian approaches. The economy is therefore demand-determined, and not
constrained by supply or given endowments (Lavoie, p.p.12-13).” Lavoie describes the
place of investment within this thinking drawing on Shapiro (1977). He says, “This
means that investment is essentially independent of saving; investment and capital

accumulation are not tied to the intertemporal consumption decisions of households
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(ibid)”. Sawyer (2009) argues that a key difference between heterodox and mainstream
approaches is “... there are no market forces which could be relied on to propel the level
of aggregate demand towards any supply-side equilibrium (or towards any other desired
level of economic activity). There is a denial of the operation of relative prices to clear
markets or of the real balance effect (in an endogenous money world) as the instrument
of adjustment (p.25).”

Sawyer?! (ibid), drawing on Kalecki, says that aggregate demand sets the level of
economic activity in an economy. Aggregate demand is the sum of intended consumer
demand, investment demand, government expenditure and the net trade balance. The
propensity to consume depends on the source of income (wages vs profits) and investment
is affected by profits. Therefore, the distribution of income between wages and profits plays
a significant role in aggregate demand outcomes. Sawyer says that aggregate demand
determines the level of output in the short run and long run. As a result, the level of
economic activity depends on a range factors including the distribution of income.

The Kaleckian approach that has become widely drawn upon by post-Keynesian
economists is derived from the widely cited paper by Bhaduri and Margin (1990). Sawyer
(2009) provides a good, short explanation of the importance of Bhaduri and Margin’s
1990 paper. He says:

The incorporation of the idea that investment depends on profitability and

capacity utilization by Bhaduri and Marglin (1990) along with the differential

propensities led to the distinction which they drew between a stagnationist
regime and an exhilirationist regime, now more usually referred to as wage-led

or profit-led regimes. The significance of this approach is that it brings income

distribution into a central role in the determination of aggregate demand and the

level of economic activity. It also serves as a reminder that shifts in behavior or
in structure — in this case in the differential in propensity to consume and the

21 Note that this section is also much influenced by Sawyer (1985), The Economics of Michal Kalecki.
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influence of profitability on investment — can have marked effects on approach

to policy (p.27.).
Bhaduri and Marglin (1990) develop a synthesis of neo-Marxian and neo-Keynesian
theories. They synthesize Keynesian investment theory and Marxian theory of the reserve
army of unemployed and class conflict. Their stated aim was “...to release the Keynesian
theory of the capitalist economy both from the stagnationist-cooperative strait jacket that
has dominated Left Keynesian thought and from the marginal role that the mainstream
has accorded Keynesian theory as a theory of no relevance to understanding the
functioning of the capitalist economy apart from the short period” (p.153). They stress
their support for the Keynesian view that that aggregate demand (AD), particularly
investment demand, has an important role to play in the economy as a driving force.

Hein and Vogel (2007, p.3) say that the ‘underconsumptionist alternative of the
Kaleckian model, which was introduced by Rowthorn (1981), Dutt (1984, 1987, 1994)
and Amadeo (1986, 1987) assume a strong accelerator effect in the investment model.
Therefore, changes in income distribution have a distinct influence on the long-run
equilibrium of growth because a rise in wages would be associated with increased profits,
more capacity utilization and investment and overall economic growth. Bhaduri and
Marglin (1990) show that within a Kaleckian framework, different regimes of
accumulation are possible.
They show how a long run view with aggregate demand and aggregate supply

curves that evolve over time can be used to illustrate different accumulation regimes that
take into account conflict and cooperation between the capitalist class and the workers.

The power relation between capital and labor changes over time as the size of the reserve
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army adjusts to demand for labor. The success of capitalists in one period where they
have relatively more power over workers and expect higher profits can turn into one
where their increased demand for labor reduces their power over labor, leading to a
decline in expected profits.

Marglin and Badhuri (ibid) refer to the power relationship between workers and
capitalist as cooperative when capital has more power over workers (and expected profits
are higher), and conflictual when capital is less powerful relative to labor (and expected
profits are lower).?? They then consider how the conflictual and cooperative nature of the
relationship between capital and labor affects expected profits and economic activity in
different accumulation regimes. They argue that the IS curve could slope up or down.
When the curve slopes upward an increase in AD is associated with rising profits. They
call an upward sloping IS curve an exhilirationist regime. When the IS curve is
downward sloping an increase in AD is associated with declining profits. They refer to
the downward sloping IS curve as a stagnationist regime. They say that it is hard to
separate out all the factors that influence decisions to invest based on expectations of
profits and how these are formed (ibid., pp.173-4). They argue that factors of a political,
social and cultural character like the state of class relations or the state of confidence in
the international financial system cannot be easily separated into neat categories in
theorizing how they influence investment.

Within a social structural theoretical framework of long run investment, it is not
only power relations between capital and labor that is important, but as Bowles, Gordon

and Weisskopf (1986) and Weisskopf (1994) argue the power of the capitalist relative to

22 The IS curve is flatter when there is a cooperative relationship and steeper when there is a conflictual
relationship between capital and labor.
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the citizens of a foreign country and foreign suppliers of inputs are also important. It is
not only the relationship with foreign suppliers of inputs but also the international role
that the capitalists’ home country government plays militarily, politically and
economically in the international arena that influences the potential profitability of the
capitalists. (This strand of the literature associated with the Social Structure of

Accumulation and French Regulation Schools is discussed below).

2.3.3 Income distribution and class

Kaleckian-based models of distribution and growth are driven by investment (not savings
as in neoclassical economics), which (as discussed above) makes demand an important
component of post-Keynesian macroeconomics. Hein and VVogel (2007) say, “In the
models by Kaldor and Robinson, assuming full utilization of productive capacities given
by the capital stock in the long run, firms’ investment decisions, determined by ‘animal
spirits’ and the expected profit rate, affect growth and functional income distribution.”
However, in these ‘older’ models the wage share is negatively related to increasing
capital stock. Most Kaleckian models have a variable rate of capacity utilization in the
long-run. The market power of firms and their power relative to workers influences the
mark-up firms can charge and consequently the income distribution.

The valuable contribution by Bhaduri and Marglin (1990) (discussed in detail
above) is one that builds on the work of Kalecki, and his colleagues such as Robinson,
Kaldor and Steindl. Bhaduri and Marglin (ibid) can more readily be used for empirical
analyses of regimes of growth and accumulation during a certain period in a specific

country. There have been many empirical investigations of accumulation regimes
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inspired by Bhaduri and Marglin. Hein and VVogel (2007) provide a comprehensive
overview, including a helpful table, of empirical work applying Bhaduri and Marglin’s
insights to examine the link between distribution and economic growth and accumulation.
In a study for the International Labor Organization, Onaran and Galanis (2012)

use the single equation estimation technique to examine distribution and growth in
sixteen G20 countries?, including developing countries. It is one of the few studies of
this type that include developing countries. Onaran and Galanis (2012, p. 42) find that the
US, Japan, the UK, the Euro area as well as Germany, France, and Italy were developed
countries that were wage-led. On the other hand, Canada and Australia, both small open
economies where distribution had a large effect on net exports, were profit-led developed
countries. In their sample, they find that Turkey and Korea were the only wage-led
developing countries. They found that China, Mexico, Argentina, India and South Africa
were profit led.?* With regard to South Africa they say, “South Africa is also profit-led
with a relatively high impact of distribution, which is partly related to a very low
difference in the marginal propensity to consume out of profits and wages (ibid.).”

A significant result of their study is that domestic private demand is wage-led in all
countries examined. They say that the reason for this result is because consumption is

much more sensitive to an increase in profit share than to investment. Therefore, an

23 They include the European Union, Germany, France, Italy, UK, US, Japan, Canada, Australia,
Turkey, Mexico, South Korea (henceforth Korea), Argentina, China, India, and South Africa. Because
of pre-independence data limitations for eastern European countries when they refer to the EU, they
mean the 12 West European Member States of the euro area.

24 Onaran and Galis (ibid) say that the strong distributional effects on exports and imports in China
made it very strongly profit-led. In Mexico they find that a strong effect of profits on the level of
investment and net exports made it profit led. Profits have a similar strong effect on investment and
net exports in a profit led Argentina but a very week effect on consumption. They find that the impact
of distribution in India is low, even though India is profit-led.
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economy is profit-led only when the effect of distribution on net exports is large enough
to offset the impact of domestic demand. Onaran and Galanis (ibid) results are in line
Bowles and Boyer (1990), who pioneered the single equation technique, who found that
domestic sectors in France and Germany were wage-led but results show them to be
profit-led when the effects of distribution on net exports are included in the empirical
analysis. Ederer and Stockhammer (2007) have a similar result for their study on France
as do Hein and VVogel (2008) for Germany and France. Hein and VVogel (2007, p.1) in
reference to the similar results from Bowles and Boyer (1990) and Ederer and
Stockhammer (2007) say, “These studies, therefore, seem to support Bhaduri and
Marglin’s (1990) theoretical conclusion that wage-led growth becomes less feasible when
the effects of redistribution on foreign trade are taken into account.”

Heintz (2002) makes the case that investment models, even those that take into
account distribution between profits and wages, cannot explain the low levels of
investment in many developing countries. He says that political instability and
distributive conflict may be important omitted variables in these models. Heintz argues
that inequality could lead to distributional conflicts that increase political instability that
have the effect of lowering levels of investment because they are associated with lower
profit expectations and insecurity with regard to property rights. He says that distributive
conflicts could lower profit expectations and affect investment rates even if actual profits
do not decline. He adds that long-term unresolved distributional conflicts in a situation
with very high levels of inequality could create an expectation that the institutional
arrangements that allow the existing distribution would be challenged. This expectation

could negatively affect investment decisions. Heintz applied an econometric investment
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model that included an index for political instability and distributive conflict for South
Africa from 1970 to 1993, a period with a large decline in investment. He found that the
impact of political unrest and distributive conflict had a significant negative impact on
the rate of fixed accumulation in South Africa for that period (ibid., p. 14). He further
found that political conflict had an effect independent of the actual distributive outcome
in terms of the actual profit rates. His results showed that political instability and
distributive conflicts had the largest impact on the rate of investment followed by lower
profit and growth rates. Heintz findings are influential on this dissertation because, as
shown in Chapter 1, the levels of inequality in South Africa have actually increased and
are amongst the highest globally. An analysis of investment based on a heterodox
approach to investment theory should not ignore political unrest and distributive conflicts
that arise from long-term high levels of inequality and unresolved conflicts over

distribution.

2.3.4 Structures of accumulation and regulation

Kalecki (1943) in his discussion on the political economy of full employment provides
important insight into the distinction between distributive outcomes and distributional
conflicts. He argues that even when capitalists are earning profits under full employment
they will reduce investment and work to undermine full employment because it threatens
their power in the workplace and in society. Ultimately, the economic interests of the
capitalist are not solely about earning profits but their ability to maintain a system that
ensures that they are able to continue realizing profits and the stability of that system.

Full employment increases the power of workers not only their bargaining power in the
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workplace but also the political power of workers as they are able to build trade unions,
political parties and other institutions. The expectation that full employment will reduce
the stability of the current system and lead to change will become the primary concern of
the capitalist. The accumulation and growth regime will depend on the stability of the
underlying institutions, which are affected by distributional conflicts. Therefore,
empirical work on growth and accumulation regimes, particularly when developing
countries are included in the studies, seems to be missing an important discussion about
the stability of social institutions underlying the regime.

Bowles, Gordon and Weisskopf (1986) define an SSA as a set of socio-economic
institutions that are a historically specific expression of a capitalist mode of production. A
specific capitalist economy will grow well and have relative stability during a period
when an SSA is in place. However, an SSA is subject to external shocks and
endogenously generated stresses eroding it and undermining its effectiveness in
promoting profitability leading to a period of crisis in which political struggles develop
over a new institutional structure for successful accumulation. They see history in terms
of a series of the rise and decline of successive SSAs. The SSA approach helps to explain
long cycles within capitalist economies drawing on Marxian theory as it considers the
internal contradictions within a capitalist system and the institutions that help to maintain
stability during a certain period of capitalist accumulation.

Kotz, McDonough and Reich (1994) provide a summary of the type of institutions
required to maintain an SSA:

The SSA includes political and cultural institutions as well as economic ones.

The institutions comprising an SSA include both domestic and international

arrangements. The domestic institutions may include the state of labor-
management relations; the organization of the work process; the character of
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industrial organization; the role of money and banking and their relation to

industry; the role of the state in the economy; the line-up of political parties;

the state of race and gender relations; and the character of the dominant culture

and ideology. The international institutions may concern the trade, investment,

monetary-financial, and political environments.
The evolution of economies and institutional arrangements over time can be analyzed
through the SSA approach. In this sense the approach draws on the old intuitionalists
such as Veblen (1904) and Commons (1934). The historical studies also draw on Marxian
tradition of global analysis such as Hilferding (1980) and Lenin’s (1910) discussions of
finance capital and imperialism in the global economy.

The SSA approach has made an important contribution to economic analysis by
making this analysis less economistic through contextualizing economic activities and
outcomes taking into account ‘non-economic’ factors such as institutions and
arrangements. It reinforces the perspective that each economic space and historical period
has to be studied taking into account the specific ‘economic’ and ‘non-economic’ factors
present. Through examining economies and their institutions, the SSA approach shows
that economic crises do not represent the end of capitalism. The SSA approach showed
that capitalism is a resilient system that goes through changes over time where different
institutional arrangements or SSA’s support economic expansion, erode and are replaced
by a new SSA.%

The approach by the French Regulation School is very similar to the SSA School

in explaining expansion and crises in capitalist economies by examining the role of

institutions that provide periods of stability to support accumulation and economic

5 See the contributions in the edited volume by McDonough, Kotz and Reich (1994) for more in-depth
discussion of SSAs and discussions of SSAs in different countries
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expansion. The definition of a regulation regime by Michel Aglietta, one of the founders
of the school, is given in the following quote:

The essential idea of A Theory of Capitalist Regulation is that the dynamism

of capital represents an enormous productive potential but that it is also a

blind force. It does not contain a self-limiting mechanism of its own, nor is it

guided in a direction that would enable it to fulfil the capitalists’ dream of

perpetual accumulation. To put it another way, capitalism has the inherent

ability to mobilize human energy and transform it into growth, but it does not

have the capacity to convert the clash of individual interests into a coherent

global system.” (Aglietta 1998, p.49)
Boyer (2005) says that the goal of the regulation approach is to explain the emergence
and subsequent crisis of modes of development in different periods. A mode of
development consists of both the ‘regime of accumulation’ and the ‘mode of regulation’.
The notion of a ‘regime of accumulation’ is shown to be central to Post
Keynesian/Kaleckian theories of growth and investment discussed above. Boyer (ibid)
says that the ‘mode of regulation’ is the institutions, norms and practices that provide for
the long-run reproduction of a regime of accumulation. The addition of ‘mode of
regulation’ to the ‘regime of accumulation’ analyses seems to be an important
contribution that leads to analyses that is more rooted in the historical and institutional
context being examined. And, as mentioned above adds another dimension to models that
take into account distribution and Kalecki’s differentiation between distributional
outcomes and distributional struggles.

Heintz (2002b) makes the case that an empirical study of investment in South

Africa provides empirical support for the argument that there was an apartheid structure

of accumulation. His empirical analysis answered a criticism by Natrass (1992) to

previous studies (Gelb, 1991; Morris and Padayachee, 1988) that used a SSA-type
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analysis to explain the increase in growth in South Africa during the 1950s and 1960s and
the subsequent decline from the 1970s. Natrass criticized those studies as not empirically
grounded. Heintz’s empirical analysis to determine the variables that influenced the rate
of investment indicated that political instability was the main cause of the crisis of
accumulation, independent of other variables such as profitability (ibid. p. 320). He
argues that these results are consistent with an SSA analysis of the performance of the
economy during the apartheid period.

The SSA and French Regulation approaches have had an important intellectual
influence on the approach taken in this dissertation. The background to the South African
economy in Chapter 3 draws much on the work of Fine and Rustomjee (1996) who
introduced the notion of a minerals and energy complex (MEC) as the system of
accumulation in South Africa. This MEC system of accumulation centered around
development of mining, minerals core sectors and sectors with close linkages shaped by
the relationships between the apartheid state and English and Afrikaner big business
within the oppressive institutions of the colonial and apartheid period. The merit of Fine
and Rustomjee’s (ibid.) study is that it provides a theoretical framework similar to the US
SSA and the French regulation schools that provides insight into specific social
institutions and the dynamics within a capitalist system that explains historical periods of
growth and decline. The MEC analysis is also grounded in a concrete detailed explication
of the business groups and state enterprises, formations and policies and their interactions
in shaping the South Africa economy, within a shifting global economy, through to the

early-1990s. Their analysis ends right at the time when the apartheid system is ending
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and six conglomerates, four family controlled business groups and 2 by large financial
corporations, that dominated the economy were restructuring.

In Chapters 3 and 4, | work to contribute to building on this understanding of the
changes to the system of accumulation in South Africa in the context of restructuring of
the conglomerates and the global and domestic changes related to financialization. This
analysis and its focus on accumulation is grounded within the heterodox approach
described in this theoretical literature survey. While this dissertation does not include a
macroeconometric model of investment the insights in the theory and the developments
in the investment models that include consideration of financialization discussed in this
chapter have in no small way influenced the qualitative and quantitative work in this

dissertation.

2.3.5 Economic growth path and path dependency

Eichner (1978) argues that an essential element of post-Keynesian theory is that it is
formulated in a way where even if there are no changes in determinants or parameters,
the economic system is seen as expanding (at an uneven pace) “along a secular growth
path”. This post-Keynesian view of the economic system in constant motion is very
different to the neoclassical economics, be it partial or general equilibrium, where the
system comes to rest at some point. Sawyer provides further insight into this aspect of
heterodox economics by explaining the interdependence of demand and supply and path
dependency.

Sawyer (2009) says that mainstream economics has a central proposition that at

both the microeconomic and macroeconomic levels of supply and demand are
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independent. Mainstream economics separates the factors influencing supply and demand
and it is only through the price mechanism that that supply and demand curves interact
(ibid., p.27). He says that mainstream economics follows the classical dichotomy and
uses the word ‘natural’ to reinforce the separation between the real sectors of the
economy from the monetary sectors Friedman (1968, following Wicksell).

Sawyer (2009) says “The interdependence of demand and supply is closely
related with path dependency (ibid.).” Sawyer explains that the term ‘path dependency’
refers to two aspects of heterodox economic thought different to neoclassical economics.
The first aspect he mentions is that the economic growth path of a country is “built up
step by step” not predetermined as in neoclassical growth theory (including endogenous
growth theory). He compares this ‘step by step’ process to evolution. The second aspect
he mentions is that heterodox economists would use the term ‘path dependency’ instead
of ‘hysterisis’, which indicates a shift from one equilibrium to another even if that
equilibrium is influenced by the path the economy has taken.

Sawyer (2009) says it is common place to observe that the level of economic
activity is demand determined in the short-run, and that fluctuations in the level of
economic activity arise from fluctuations in demand. The Kaleckian analysis views
significance of the role of aggregate demand as more extensive than that. Specifically, the
lack of unambiguous market based forces leading the level of demand into line with
available supply is one basic tenet of a Kaleckian analysis and hence inadequate aggregate
demand can be a long term phenomenon. Further, the evolution of the supply potential of
the economy in terms of the available work force, the size of the capital and the growth of

factor productivity are all strongly influenced by the time path of the level of demand. This
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is most evident for the growth of the capital stock, where investment expenditure is strongly
influenced by the level of economic activity, but it would also be relevant for the evolution
of the effective labour force.

There are various paths that an economy can take and as Sawyer puts it, “by
which the path of demand opens up future supply.... (ibid., p.27)” There is a specific
relevance to this understanding of demand and supply for thinking about a New
Economic Theory that moves beyond a fixation on gross domestic product but considers
the evolution of economies towards sustainability, economic security and welfare.
Sawyer (2009) argues that three mechanisms seem more prominent in this process. He
says that current demand influences investment that in turn adds to the stock of capital.
He adds that this thinking applies not only to physical capital but to investments in areas
such as education and health as well. These areas of demand and the response of
suppliers have a huge impact on future issues related to sustainability in terms of
livelihoods and the environment.

The second way in which demand affects the growth path is through its influence
on the labor force and how “people are drawn into or pushed out of the effective labor
supply through demand (ibid., p.28)”. Sawyer explains that there are many influences on
labor supply, including demographics, migration and changes in social attitudes but
argues that ... the evolution of the labor force cannot be understood without reference to
demand” (ibid.). The third path Sawyer highlights is linked to the operation of a
Verdoorn law type of effect where there is ‘learning by doing’. Demand has an effect
because it affects the level of economic activity that affects the ‘learning by doing’ and

related productivity growth.
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The discussion of the central role of monetary institutions and financialization
below relates the economic growth path and the crucial role of demand to the functioning
of the financial system. Widespread financial liberalization, integration of global
financial markets and the resultant shift from an industrial capitalism to a financialized
capitalism has had a huge impact on corporate governance and structure as well as the
operation of global value chains. These changes in the financial system influences not
only the levels of demand but the way in which suppliers, private and public, respond to

demand.

2.3.6 Credit, monetary institutions and endogenous money

Eichner’s (1978) lists as another essential element of post-Keynesian theory the view of
the economic system as one where advanced credit and monetary institutions play a
fundamental role in the dynamic processes being analyzed. Heterodox economists now
use the term “endogenous money” to describe the process by which money is created
within the private sector when banks provide credit through the creation of deposits
(Moore, 1988, Pollin, 1991). Sawyer says that Kalecki (1971), Kaldor (1970), and
Robinson (1956) amongst others had intrinsically used what could be described as an
endogenous money approach in their work.

In the endogenous money approach the central bank does not establish the supply
of money. Sawyer (2009) says that the central bank’s key policy interest rate governs the
terms on which it provides ‘base money’ (MO) to the banking system. The stock of
money is affected by demand for money and this stock can be increased through demand

for credit or diminished through repayment of loans. Therefore, the expansion of the
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stock of money is determined by the meeting of demand for loans by the banks and the
associated expansion of bank deposits. Minsky (1986) says that the financial sector is
predisposed to cause bubbles and crashes in and economy. Therefore, endogenous money
is related to instability and crises are endogenous to capitalist economies.

Sawyer (2009) adds to the heterodox understanding of investment by showing a
link between the endogenous money approach and path dependency in the economic
growth path by considering the manner in which banks provide loans and the way that
credit is rationed. The way in which banks provide loans will affect economic growth and
their discrimination in credit rationing will influence the growth path. Sawyer mentions
credit rationing discrimination with regard to gender and ethnicity. This credit rationing
could also be influenced by perspectives with regard to economic security, welfare and
environmental sustainability. This discrimination can also be between sectors of the
economy, favoring of high tech and not low tech industries and choices to lend to big or
small businesses. This perspective on the role finance in relation to investment and path
dependency is interesting because it takes the discussion of path dependency beyond a
focus on technology and the reason for growth in some sectors of the economy and not
others. It adds an important (and in my view neglected) dimension where path
dependency of an economy includes the effects of world views of those who dominate
the financial institutions, including issues central to formulating an approach to
understanding accumulation in South Africa that takes into account, equality and racial
and gender biases. The structural influence of banks and other financial institutions on an
economy can be seen in who and what they choose to finance and the terms on which

they provide finance.
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2.3.7 Market structure

Heterodox economists see the economy as dominated by large corporations.
Eichner (1978) says that for post-Keynesian theory the role of multinational corporations
and trade unions is essential. Eichner points out that prices in most markets are not the
result of competition but are administered. Sawyer (2009) says, “Enterprises make
interrelated decisions on price, output supply and employment offers in light of the
demand conditions which they face and their own productive capacity (ibid, p.3). He says
wages are based on considerations about efficiency wages or are the outcome of
collective bargaining. In other words, prices and wages become parameters in
determining the rate of savings by businesses and households and revenue inflows and
discretionary income of the public sector.

Steindl (1952) raises the possibility of stagnation even with healthy profits in an
economic structure where large corporations dominate the economy. In a sense, from a
theoretical perspective, South Africa’s poor levels of accumulation can be seen as a
combination of Steindl’s (1952) reason for stagnation, which is that oligopolies received
a larger share of national income but did not increase domestic investment levels, and the
impact of neo-liberal globalization and financialization, where these dominant
corporations moved their profits into financial activities and abroad out of the South
African economy. Steindl (1976, p. xv) provides a neat summary of his key points of his
major work Maturity and Stagnation in American Capitalism (1952) with regard to the
effect of dominance of oligopolistic firms as opposed to competitive conditions in an

economy. He says, “Oligopoly brings about a maldistribution of funds by shifting profits
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to those industries which are reluctant to use them.... And, adds that the result of this
maldistribution of funds is that “Oligopoly leads to a decline in the degree of utilization,
either by a tendency to increase mark-ups or by a rigidity of the mark-up in face of a
decline in investment”.

Steindl’s later works considers the increasingly powerful role of finance and the
shift in approach to macroeconomic policy. Bhaduri and Steindl (1985) refers to the
contribution of policies advocated by the financial sector such as restrictive monetary and
fiscal policies as important contributors to stagnation. Steindl (1989) points to the impact
of financialization when he says that stagnation is exacerbated by the growth in financial
investments relative to investments in the real sector as corporations and those who run
them become more interested in putting their capital into financial ventures rather than
investing in production.

My analysis of the South African economy draws on Steindl’s evolving view of
an oligopoly dominated economy and its tendency toward stagnation. In addition, I also
consider in other chapters of this dissertation, the impact of short-term capital inflows and
increased extension of credit to the private sector, including households, on the South
African economy. The impact on the South African economy, particularly during the
period leading up to the global financial crisis, was a temporary and unsustainable
increase in GDP growth and investment. To use Steindl’s turn of phrase, the large
corporations or oligopolists in the South African economy have been ‘reluctant’ to use

their profits to invest in the productive sector in South Africa.
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2.3.8 Financialization

2.3.8.1 How can financialization contribute to a better understanding of
accumulation in South Africa

An analysis of accumulation in South Africa during the post-apartheid period will have to
integrate relevant older economic theoretical perspectives into a framework capable of
analyzing what many commentators have identified as an important shift in the capitalist
system. The change is from an industrial capitalism to a financialized capitalism where
increased integration of trade and financial markets globally and widespread
liberalization of financial markets have been described as a process of financialization.
Epstein (2005) provides a broad definition of financialization, he says, “Financialization
means the increasing role of financial motives, financial markets, financial actors and
financial institutions in the operation of the domestic and international economies (p. 3)”.

Authors such as Dumenil and Levy (2004) and Epstein and Jayadev (2005) focus
on the increasing share of income that goes towards the financial sector and the
increasing level of financial investment.?® Froud et al (2001, 2007) consider the impact of
the rise of finance and the importance of financial investments on different parts of
society, including households, labor, and corporations. They use the term coupon pool
capitalism to describe the changes to the capitalist system where economic agents, i.e.
households and firms, interact through sale and ownership of financial assets (Froud et al
2001).

Financialization has also occurred through the liberalization of cross-border
capital flows. The movement of particularly short-term capital has had a significant

impact on investment choices, accumulation of capital and the shape of economic growth

26 See also Krippner (2002) and Crotty (2003).
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paths. At the same time, there is much evidence that liberalization of short-term capital
flows (often referred to as hot money) and increased use of financial instruments such as
derivatives and securitized debt increased volatility and systemic risks in financial
markets and increased macroeconomic fragility. (see for e.g., Grabel, 2001, Prasad et al,
2003, Stiglitz, 2004). Overall, the influence of financial liberalization and increased
cross-border capital flows has been to shift capital away from investment towards
financial markets. Investors avoided long-term, irreversible fixed investments because of
the already mentioned increased volatility and risk associated with increased speculative
foreign short-term flows. The bubbles in financial markets associated with short-term
capital inflows attracted money towards financial market speculation away from fixed,
productive sector investments. Short-term flows were not conducive to long-term fixed
investments.?’

There are different interpretations in the literature over whether financialization is
a strategy for redistributing income to a rentier class. Palma (2009) using Foucault argues
that neo-liberalism and financialization are ‘technologies’ of redistributing wealth and
income away from the rest of society to rentiers and the one percent who now control a
larger share of global wealth. Lapavistas (2009) says that there is no single rentier social
layer. He says we have to understand how industry, finance and workers have changed in
current capitalism. In other words, we have all become rentiers within the neoliberal
system. Neo-liberal policies have led to reduction of welfare and state provision of basic

services, including health and education. As a result, financialization takes the form

27 See Mohamed (2011) for my analysis of the South African economy taking into account financialization
and the deleterious impact of uncontrolled short-term capital movements on the country’s economic growth
path.
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where households have increasingly had to engage in financial activities to provide these
basic services and for risk mitigation through acquisition of private insurance and pension
services that had been previously provided by welfare states. The increasing role and
influence of institutional investors, such as insurance and pension providers, is also
relevant in this discussion. Fine (2009) says that as with Lenin’s shorthand that
‘Imperialism is the monopoly stage of capitalism’ one can say that ‘neo-liberalism is the
financialized stage’.

Much of the economic and sociological literature on financialization has focused
on the effects on the capitalist system and capitalist economies at a macro level and on
corporations, particularly non-financial corporations, and households at a micro level.
The development of a framework for understanding accumulation, therefore, should
expand towards understanding the process of neo-liberal globalization as one where there
is increased power of the financial sector, more investment in financial assets and a larger
share of income going to finance. At the same time, financialization touches most
societies and different groups in societies. The impact of financialization on capital has
led to a larger role for institutional investors and the shareholder value movement and a
change in corporate governance towards maximizing shareholder value and a move away
from patient to impatient capital.

Froud et al (2000) explain that the notion of shareholder value has become hugely
influential in corporate decision making. Lazonick and O’ Sullivan (2000) argue that
shareholder value has become the new ideology for corporate governance. They argue
that the result of this new approach where increasing shareholder value is the primary

goal of corporate governance leads to a shift in the behavior of corporate managers
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towards focusing on short-term profits. They describe this shift as a move from patient to
impatient capital. The incentives on management (such as stock options) have also
directed them towards the goal of increasing shareholder value.

The use of the term financialization as applied to non-financial corporations and
the analysis of macroeconomic investment theory in this paper is much influenced by
Crotty’s (2003) insights from Keynes, Marx, and Schumpeter to provide an important
theoretical contribution that helps us to understand the change in senior management
behavior and corporate structure from the ‘Golden Age’ to the neo-liberal era. Crotty
draws on Lazonick and O’ Sullivan’s (2000) idea that there has been a shift from patient
to impatient capital in large non-financial corporations (NFCs). He says “... there has
been a shift in the beliefs and behavior of financial agents, from an implicit acceptance of
the Chandlerian view of the large NFC as an integrated, coherent combination of
relatively illiquid real assets assembled to pursue long-term growth and innovation, to a
“financial” conception in which the NFC is seen as a ‘portfolio’ of liquid subunits that
home-office management must continually restructure to maximize the stock price at
every point in time (Crotty, 2003, p.17).” Crotty (2003) also says that top management’s
pay was linked to the long-term performance of their business whereas in the neo-liberal
era it is linked to short-term movements in the price of their firm’s stock. With
financialization, there has been a shift where the interest of top management is aligned
with the interests of shareholders, especially institutional investors, against the interests

of other stakeholders in the firm. For example labor is an important stakeholder that is
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negatively affected because downsizing is a common strategy used to increase short-term
profitability of firms.28
Both Froud et al (2001) and Crotty (2003) refer to the fact that non-financial
corporations currently face competition and other factors that put downward pressure on
their profits at a time when the financial markets demand higher returns on their
investment. Crotty calls this problem the “neo-liberal paradox”. The concept of the neo-
liberal paradox provides important insights into the behavior of large businesses today.
Crotty (2003) uses Marxian and Schumpetarian theory of competition to complement
Chandler’s historical analysis of US corporations to show that non-financial industries in
core sectors had enjoyed corespective competition due to oligopolistic market conditions
that allowed for relatively high and stable profits. Crotty’s important contribution is to
explain the end of corespective competition and the era of high, stable profits during the
neo-liberal era. He says:
There are numerous economic and political conditions required to ensure that
core oligopolies act in a manner that helps create and reproduce a healthy
economy. These conditions include a strong regulatory apparatus, sustained
high employment, a labor-friendly government, appropriate tax policies, and
strong unions in core industries. In the neoliberal era, by way of contrast,
deregulation, increasingly open borders, and the end of a commitment by
government to pursue high growth through Keynesian macro policies have
destroyed the conditions necessary for corespective behavior.

A result of the breakdown of corespective competition is an end of the oligopolistic

market arrangement for the large, core sector NFCs. Crotty describes a process where

28 Froud et al (2001) explain that in coupon pool capitalism the differences within the working class are
deepened because some workers would own stocks or be invested in financial assets while other workers
would not have stocks. Workers who keep their jobs (or have permanent jobs) and own stocks benefit from
downsizing while those who lose their jobs (or employment security and benefits) and do not own stock
suffer from the downsizing.
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there has been an outbreak of cut-throat competition, the destruction of secure oligopoly
rents, overinvestment and the creation of excess capacity and too rapid introduction of
innovation.?® He describes this process as one of coercive competition where large
companies with large capital investments and sunk costs are forced to invest to remain
competitive. Since profits have declined, these NFCs have less access to retained
earnings for the coerced investments and are forced to turn to financial markets. As a
result, financial agents gain more power over the NFCs. The shareholder value
maximization approach to corporate governance and the alignment of interests of senior
management with shareholders reinforces the short-term focus of the NFCs.

Nolan (2003), while not explicitly referring to financialization, also has an
important contribution to make towards understanding how the shareholder value
movement has influenced global corporate restructuring. He explains the increased
concentration of global markets since the 1990s. He says that the internationalization and
restructuring of firms during the 1990s set off a huge increase in mergers and acquisition
activity. According to Nolan (2003) “...in the 1990s, the global business revolution
produced an unprecedented concentration of business power in large corporations
headquartered in high income countries”.

Nolan (2003) says that demands of institutional investors for increased
shareholder value forced large global corporations to restructure. The investors believed
that firms that focused on their core business provided higher levels of shareholder value.

They believed that these corporations had more focused management. They also believed

29 Crotty argues that the end of corespective competition has led to increased pressure on corporations to
bring new products and innovations to market quicker. As a result, the technology rents associated with
innovations and new technologies have been reduced as the period for extracting these rents have
contracted.
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that brand recognition and dominance was especially important in globalized markets. A
focus on core business meant that the large share of a firm’s total cost that was spent on
global marketing campaigns would be more effectively spent if they focused on
promoting fewer global brands. Therefore, an increasing number of global core or lead
businesses restructured to narrow their business activities.

Millberg (2008) argues that financialization has affected global commodity chains
(GCCs) and the structure of these linkages. He says that rentiers in developed country
financial markets through their power as shareholders in lead firms in GCCs have
influenced the functioning of GCCs by pressuring them for higher short-term returns.
This pressure has led lead firms to use their dominance in GCCs to extract high returns
by squeezing firms in the rest of the GCCs. Millberg argues that even though there has
been a large amount offshoring that has shifted production out of the US, US investors
have still managed to achieve high returns through investing in the US-based
corporations that dominate GCCs.

The discussions of financialization over the past few decades, referred to above,
explain a complex process that has been uneven across different countries related to the
social, political and economic role and influence of finance. It shows an intersection of
the effects of liberalization of financial markets in individual economies and the effects
of increased integration of global financial markets. It also shows how the ideology of
corporate governance has shifted towards shareholder value and how that has shifted
NFCs towards increasing the share of income and profits they receive from financial
activities and speculation in financial markets. It has also considered the restructuring of

global corporate structure and power relations within global value chains. These
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developments provide us with much insight into the current conditions influencing
investment and investment decisions at a macroeconomic and microeconomic level.
Overall, the increased power of institutional investors and the shareholder value
movement have created what Crotty (2003) describes as the neoliberal paradox for NFCs
as they face increased competition in product markets while they face increased pressure
from shareholders for higher short-term returns. The next section discusses how
economic analysis using formal economic models incorporates financialization into those
models. It builds on the theoretical discussion of heterodox economic models and

macroeconomic investment models in earlier sections.

2.3.8.2 Investment models and financialization
The earlier discussion of heterodox economics and macroeconomic models aimed to

show that these models were different to neoclassical economic models because they are
not ahistorical and they take into account aspects of institutions and their evolution. |
pointed out that the influence of Keynes and Kalecki has been important in shaping
economic theory where irreversibility of investment and fundamental uncertainty were
not assumed away and where distribution and distributional struggles shaped outcomes.
The role of demand, the competitive structure of the economy, the importance of path
dependency and the recognition that capitalist economies are monetary economies were
all central to shaping the theory and the conception of economic models of investment
based on that theory.

The discussion below is about the use by heterodox economists of econometric

models to quantify the impact of financialization on investment. As discussed above
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these models draw on key insights of post-Keynesian economics with regard to
distribution and distributive struggles, the growth and profit trade-off and the preference
for internal finance (i.e. Kalecki’s (1937) ‘principle of increasing risk’. The influence of
Kalecki (1954) and the macroeconomic model based on his work by Bhaduri and Marglin
(1990) is clear. Most of the models of investment that take account of financialization
are adaptations of the Bhaduri and Marglin investment model. In a sense, many of these
investment models that include financialization as part of their explanation build on the
theory and techniques developed in the studies that apply Bhaduri and Marglin’s model
to see whether countries have profit led or wage led accumulation regimes.

One of the earliest macroeconomic investment models with econometric
estimations that included an independent variable for financialization was Stockhammer
(2004). As mentioned above, Stockhammer pointed out that the post-Keynesian model
was developed in the age of managerial capitalism. Drawing on the arguments about
financialization from authors such as Crotty (2003) and Froud et al (2000), he argues for
a change in post-Keynesian theory of the firm. This updated theory would have to
recognize that rise of the shareholder value movement has led to a shift in the behavior of
management towards a stronger preference for profits than growth and the long-term
survival of the firm. In this new era there will be low investment at the firm level.
Stockhammer’s model incorporates the shift in NFCs as a result of financialization that
management show a preference for profits when there is a choice between growth and
profits for the firm.

Stockhammer (2004) develops a post-Keynesian macroeconomic investment model

with accumulation as the dependent variable as a function of capacity utilization, profit
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share, the relative cost of capital, which are variables commonly used in estimating
investment, and he adds a variable that he calls rentiers share of non-financial business
(RSNF) to represent financialization. RSNF is calculated by taking the interest and
dividend income of the non-financial business sector as a proportion of the firm’s value
added. Stockhammer explains his investment model:
This specification is inspired by the reformulation of post-Keynesian
investment function by Marglin and Bhaduri (1990), but contains the neo-
classical approach (pioneered by Jorgensen 1963) as a special case. Keynesians
argue for the importance demand effects and the role of profits —as source of
internal finance and as proxy for profit expectations —, whereas neo-classical
economists emphasize the role of the relative cost of capital and accept the role
of output. (Stockhammer, 2004, p.19)
Stockhammer estimates the model for Germany, France the UK and USA. Stockhammer
finds that the growing shareholder value orientation of firms has a negative impact on
accumulation for the USA and France and a small impact on the UK but he finds no
impact on Germany. He interprets the positive results for France and the USA as a result
of these countries having been more financialized. He says that the lack of impact on
Germany was because the process had started late in Germany. He interprets his
regression results for the low impact of financialization on accumulation on the UK as a
result of poor levels of accumulation in the UK.

Studies after Stockhammer’s (2004) paper included other independent variables to
represent financialization. Hein (2007) includes the ratio of debt to capital, Ryoo and
Skott (2008) utilize debt to capital and retained earnings to capital. Arestis et al (2012)
add variables to take specific account of convention and uncertainty, including deviations

between current rates and ‘normal’ rates in financial and real markets, including,

exchange rates, the oil price and the stock market index. VVan Treeck (2008) divides total
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profits of a firm into retained earnings, dividend payments and interest payments. He
finds that the rentier’s share, which includes interest and dividend payments, is
significantly negatively related to accumulation. The extraction of interest and dividend
payments by the rentier reduces the amount available for retained earnings and thus a
firm’s internal funds available for fixed investment.

Hein (2012) builds a Kaleckian stock-flow consistent model of investment that
allows him to consider the short and medium-term with respect to capacity utilization
rates, profits and capital accumulation. His model also takes account of stability of the
financial structure of the corporate sector. It builds on the accumulation regimes approach
and finds that with growing shareholder power there are three possible new
macroeconomic regimes associated with financialization: ‘finance led growth’, ‘profits
without investment” and ‘contractive’ regimes’ (Hein, ibid, p.4). He shows that only the
‘finance-led growth regime’ yields a stable financial structure of the corporate sector and
that the other two are unstable (ibid.). He says, “... it should be noted that these regimes
require a very special parameter constellation: only weak negative effects of increasing
shareholder power on management’s animal spirits, a low rentier’s propensity to save, a
low profit share, a low elasticity of investment with respect to distributed profits and
internal funds, and a high responsiveness with regard to capital utilization (ibid, p63).”
He finds that the unstable constellations are more realistic. Hein says that there may be
some policies and other forces in the economy that could possibly increase stability of the
‘profits without investment’ and ‘contractive’ regimes’ but that his modelling results
show considerable potential medium run instability arising out of corporate financial

structure and capital accumulation (ibid.).
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Fazzari and Mott (1986) is an important paper where a post-Keynesian
microeconomic model that includes variables for liquidity and sales is used to compare
their independent effects on firms’ investment decisions. Their model takes into account
capacity utilization (proxied by sales), the availability of internal finance and interest
payments. Ndikumana (1999) builds on Fazzari and Mott’s (ibid) use of a flow measure
for interest payments to represent a constraint on cash flow by introducing both stock and
flow variables to examine the effect of a firm’s debt on investment. Ndikumana’s results
were that both stock and flow measures of debt had a significant and negative effect on
debt. Fazzari and Mott (1986) and Ndikumana (1999) do not include financial revenues,
which represent financialization, in their microeconomic investment models. There are a
few (three that 1 am aware of) studies of financialization that build on Fazzari and Mott
(1986) and Ndikumana (1999) that use post-Keynesian microeconomic models:
Orhangazi (2008), Demir (2009) and Onaran and Tori (2016).

Orhangazi (2008) using data at a firm level for US manufacturing firms in a
dynamic panel estimation approach finds that when larger firms benefit from
financial profits these profits ‘crowd out’ accumulation of fixed capital. His study
used financial income and payments and the debt level as independent variables. He
finds that smaller firms may benefit from increases in financial income indicating
that financial income plays a dual role of crowding out and supplementing internal
finance. Orhangazi’s (2008) study claimed to be the only study that took into account
microeconomic factors in studying financialization at the time. Demir (2009) also
uses microeconomic analysis for Argentina, Mexico and Turkey that takes into

account the different rates of return of financial and fixed assets in a portfolio choice
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model. Demir includes independent variables that proxy for risk and uncertainty,
credit extended by the banking sector and real GDP. Demir finds that higher returns
to financial assets are negative for fixed investment.

Onaran and Tori (2016) use a dynamic panel data model to look at the effects
of financialization on firm-level investment in UK based publicly listed NFCs. They
define financialization as increased reliance on external finance and increased
dependence on financial activities rather than fixed investments and argue that this
form of financialization had an important role in reducing fixed investment in NFCs
in the UK. Similar to Orhangazi’s study of the US they find a dual role for finance
where rentier income in the form of dividends and interest payments reduce internal
finance for investment and there is crowding out of fixed investment because of

increased financial investments.

2.4 Towards a definition of rent, rent-seeking, rentiers, and productive and
unproductive activities

Rents (economic rents) and speculation are key concepts underlying the discussion of
accumulation and economic performance in this dissertation. Related to these terms is the
idea that some economic activities are productive and others are unproductive. Terms
such as “rents”, “productive” and “unproductive”, and “speculation” (or speculative are
generally broadly defined. Since there are many ways these terms are used and defined in
economics literature, the aim here is to clarify the use of these terms in this dissertation
through discussing the preferred definitions or approach to defining these terms.

Mainstream economics defines economic rents as returns to individuals or firms

above what they would earn in a competitive market (Khan, 2000, p. 5). Khan (ibid.)
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says, “But since the competitive market of theory does not usually exist, a more useful
definition is an income which is higher than the minimum which an individual or firm
would have accepted given alternative opportunities.” He adds that by this definition a
very wide range of incomes in the real world would have that characteristic. He explains,
“Rents include not just monopoly profits, but also subsidies and transfers organized
through the political mechanism, illegal transfers organized by private mafias, short-term
super-profits made by innovators before competitors imitate their innovations and so on
(ibid.).” Within this broad definition of rents not all rents are negative. Some rents may
be extracted through illegal means but a great many are earned legally. Some rents have
the negative connotation associated with rents extracted through firms maintaining
monopoly or oligopoly control of markets. Other rents have positive connotations as they
are associated with additional incomes earned from innovation and technological
advancements.

An individual firm may earn several different rents related to the production of a
product or line of similar products. They may earn rents as a result of monopoly or
oligopolistic domination of the market or because they benefit from monopolization of an
innovative production process or introduction of new technology. They may earn rents
related to their ownership and/or control over a certain property or location. At the same
time, they may earn rents related to government policies and regulations. They may earn
rents because they receive support in terms of industrial policy or government programs
to support innovation, such as subsidies, tax incentives and government provision of
support through state agencies and development finance institutions. They may earn rents

because they have licenses to be involved in certain activities or they may have special
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access to certain locations, such as ports or other transport infrastructure and inputs. They
may earn rents because they are allowed to pollute and mistreat and endanger their
workers and so externalize costs associated with their economic activities.

The main rents referred to in this dissertation are rents related to corporate control
of markets (monopoly and oligopoly rents). The political economy approach in this
dissertation to contextualize accumulation within South African economic history that
emphasizes evolution of institutions and systems of accumulation will also link the
extraction of rents to power and influence of large corporations with regard to the state
and the regulatory environment. This power allowed large corporations not only to
impose barriers to entry and assert power in markets but also to shape the formation and
regulation of new and existing markets. Chapter 3 will discuss how the state and large
South African corporations, both public and private, developed the mining and finance
industries and other economic sectors and how they dominated, shaped and ultimately
divided up economic sectors and markets amongst themselves. Therefore, these large
corporations did not benefit only from rents extracted due to control over market share
but benefited from most of the rents described above.

The existence of rents means that there is an incentive for rent-seeking. Rent
seeking could consist of illegal activities such as corruption (bribery) and coercion as
well as legal activities such as lobbying and advertising. Clearly, issues of influence and
power mean that there is a gray area between legal and illegal activities. Mainstream
economists initially aimed to show that state intervention in the economy created
opportunities for rents and that rent-seeking were additional costs to the economy related

to these state interventions (Krueger, 1974, Buchanan, 1980).
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This dissertation prefers the approach of Khan who defines rent seeking as
“activities which seek to create, maintain or change the rights and institutions on which
particular rents are based (ibid., p. 6).” He acknowledges that this type of definition of
rent-seeking can describe a wide range of social activities. He adds that almost all
institutional change involves creating or destroying rents. His view is that a large part of
distributive conflicts involves access to rents. For Khan, understanding rent seeking
provides a framework for incorporating theories of institutional change, state
performance and the political economy of distributive conflicts. Therefore, an important
function of a developmental state would be to manage rents. Judicious management of
rents involves supporting the creation and maintenance of rents that enhance well-being
and economic goals while destroying rents that reduce well-being and achievement of
economic goals.

In addition to Khan’s approach to rent-seeking, the analyses in this dissertation
also draws on the work of Epstein who discusses the growing influence and estimates the
rise of finance and rentiers during the period of neo-liberal liberalization of financial
markets (see Epstein, 2010, Epstein and Power, 2003, and Epstein and Jayadev, 2005).
The rentiers extract rents because the growing power and influence of finance has created
the conditions for rentiers to influence regulation and institutions as well as market
formation that allow them to ““...mold economic policies and structure in their interest
(Epstein and Jayadev, p. 1.).” This approach draws on work of economists such as
Keynes (1936) and Hilferding (1910) that considered the role of finance and rentiers in

the development of capitalism.
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An earlier discussion of rents, which included the classical economists’
perspective of rents related to ownership of land, natural resources and banking. Hudson
(2012) says that many classical economists, including Smith and Marx, aimed to reduce
the power of landlords and bankers to extract rents and interests, which they saw as a
legacy of feudalism. These rents added to the costs of the industrial capitalists. This
insight points to the distinction between productive and unproductive activities (and the
real and financial sectors) where those extracting rents and do not contribute to increasing
the capacity to produce in the economy are seen as unproductive. This dissertation will
use this broad definition of productive and unproductive economic sectors when
discussing investment and the allocation of capital in the economy. Within this view, the
distinction made by Keynes (1936) between financial institutions and productive
enterprises is used where the activities and investments by rentiers to increase financial
returns that do not increase productive or real sector outputs are seen as speculative while
the investments of productive enterprises are seen as productive.

Epstein and Habbard (2013) say that the narrow, most commonly used definition
of speculation refers to placing a bet on the short-term change in the price of a
commodity or financial asset. The definition of speculation used in this dissertation is the
broader definition, which Epstein and Habbard say is any socially unproductive financial
activity. In this sense speculation does not refer to only short-term financial speculation
but to any activity for which “... social utility to the real economy is close to zero” (ibid.,

p.p. 330-333)
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2.5 Conclusion

This chapter has provided a broad survey of the macroeconomic literature on theory and
macroeconomic models of investment. It argues that models in the neoclassical tradition
(including new-Keynesian theory) are generally inadequate for the purposes of the
historical and institutional framework used to analyze accumulation in South Africa in
this dissertation. The mainstream models abstract from time and are, therefore, unable to
adequately take into account uncertainty and expectation formation that are key
considerations for investment. The mainstream theories and models generally ignore the
path-dependence of accumulation and the development path in a society. They also do
not adequately consider institutions, how they evolve over time and contribute to changes
in systems of accumulation.

This chapter argues that heterodox macroeconomic models that draw on a post-
Keynesian perspective provide a better framework for the purposes of this dissertation
because of the treatment of space, time and issues related to expectation formation and
uncertainty. The new theoretical framework requires a structural approach to economic
analysis that takes into account the realities of a certain economy and time period.
Therefore, within this new framework, macroeconomic theories should be developed in
conjunction with information and knowledge from other academic disciplines. Heterodox
economic theory further provides us with a framework that draws on the social structure
of accumulation and the French regulation schools for understanding how capitalist
economies change over time and shift from one form of system of accumulation or
regulation to another. It considers the shift from an industrialized capitalism to the current
financialized phase of capitalism and shows how heterodox theory and models are

adapting to take this important global change into account.
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Unfortunately, none of the heterodox models adapted to changes with regard to
financialization have built on Heintz’s (2002) investment model that included a
consideration of political unrest and distributive struggles. As Heintz points out, the
effects of inequality that lead to political and distributive conflicts has an impact on
investment choices that may be independent from distributive outcomes. While this
dissertation does not include an empirical model the analysis draws heavily on heterodox
economic theory and models and their adaptations with regard to the changes related to
financialization while also taking account of Heintz (2002, 2002b) that politics and class
conflict matters for accumulation. As Kotz (2017, p. 539) remarks, “Capitalism is not just
an economic system. It is a form of society, with an economic aspect and also important

political and cultural/ideological institutions that are necessary for its reproduction.”
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CHAPTER 3

HISTORICAL BACKGROUND

3.1 Introduction

This chapter offers a historical and institutional background of the South African
economy that will provide a foundation for understanding poor capital accumulation in
the economy. This background will help readers better understand the next three chapters
dealing with specific aspects of capital and accumulation in South Africa that point to a
framework of suggested policy proposals to address poor capital accumulation. This
background will explain how important historical factors in the development of the
economy continue to hinder investment in sectors that would further diversify the
economy and deepen industrialization. The historical factors to be discussed include:

e high levels of concentration in the economy;

e strong linkages between mining and finance;

e the close relationship of South African capital with international capital;

e political and economic contests between Afrikaners and English-capital;

e the focus of the state on minerals processing and energy industries;

e the orientation of the financial sector; and

the resulting structure of the economy, including infrastructure and institutions.
In addition, this background will attempt to show how recent policy decisions by
government and capital allocation decisions by big business were very important
obstacles to further industrial development. In short, this chapter will attempt to explain

current poor accumulation performance by providing a historical and institutional
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explanation for the development of the structural weaknesses of the economy and how
recent business and policy choices exacerbated these structural weaknesses.

In order to understand poor investment and job creation performance in the
economy during the first two decades of the post-apartheid period one has to understand
the history of the development of the South African economy and the dominant role
played by large mining and financial corporations in the economy. Chandler’s (1990)
argument about the central role played by big business in shaping a country’s
development trajectory and global competitiveness are very applicable to South Africa.
Chandler highlights the important role of the internal organizational structure of big
business and cooperation or competition between big businesses as important factors
affecting how a country develops. His arguments about the interaction and cooperation of
big businesses affecting the global competitiveness of a nation are particularly applicable
to South Africa where the relationship between English and Afrikaner big business, and
those of the state, has had a fundamental impact on the shape and structure of the
economy (see for example, Fine and Rustomjee, 1996; O’Meara, 1984).

In addition to the role of big business, the enormous impact of political changes in
South Africa, including the changing power relations between capital and labor, have
played an important part in shaping the economy. These factors will be considered within
the context of major changes in the global economy. History of the development of
South African industrialization provides insight into the close relationship between South
African big business and international capital. Understanding the external and internal

forces influencing South Africa’s industrialization as well as the role of the colonial and
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apartheid states help explain the continued concentration of economic activity in certain
sectors such as finance, mining and minerals processing.

The structure of the economy that developed over the past century and a half
posed specific difficulties for dealing with the structural problems of the economy.
Business and state worked together during the colonial and apartheid eras to suppress the
development of skills of black workers. The legacy of colonialism and apartheid as well
as mistakes during the post-apartheid era has caused a serious shortage of skilled
workers.

While the economy has fairly well developed infrastructure and modern economic
institutions, there may be inadequate infrastructure and institutions to support industrial
deepening because the economy had not adequately diversified out of the core mining
and minerals processing sectors of the economy. The dominant South African
corporations chose to restructure and further internationalize during the first two decades
of the post-apartheid period. As a result, allocation of capital towards diversification out
of the mining, minerals processing and related sectors into downstream manufacturing
has been very limited instead there has been deindustrialization.®® Close links between
the mining industry and financial institutions were shaped over the past century and a half
(Innes, 1984 and Kubicek, 1979). The powerful corporations that dominated the mining
and minerals processing sectors were mining-finance houses with close links with

domestic, international and state-owned financial institutions. The larger South African

30 South African Minister of Trade and Industry Dr Rob Davies with reference to the post-apartheid period
comments that “The industrial structure of South Africa has changed remarkably little, especially in the
context of major global change. Indeed, there has been a hollowing out of industrial capabilities, which can
be characterised as premature deindustrialisation.” (See Minister Davies’s Foreword in Bell et al, 2018.)
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banks were either subsidiaries of English banks, such as Standard and Barclays (with
close ties to the mining houses) or were owned by Afrikaner capital (Mohamed, 2014).
The corporations that dominated the mining industry, such as the Anglo American
Corporation, directly invested in building the financial sector after World War Il (Innes,
1984). State owned financial institutions and the largest state owned enterprises were
focused on minerals processing and energy industries. Therefore, the role and orientation
of the South African financial sector was predominantly towards mining, minerals
processing and related industries during the colonial and apartheid eras. In addition, for
most of this period, the South African banks were more focused on short-term lending
and promoting speculative activities rather than long-term investment (Roux, 1991). To
make matters worse, the banks largely ignored black businesses and retail customers until
the post-apartheid period.

Besides the structural problems of the economy there are other important reasons
that contributed towards allocation decisions of capital not to invest in deepening South
African industrialization. For example, the huge political changes since the end of
apartheid, including the changing power relation between capital and labor.3* Another
important reason is change in the global economy, such as increased globalization of
trade and finance and, as discussed below, financialization of the global and South

African economy, over the past three or four decades.

31 Terreblanche (2002) makes a convincing argument about how white South African business cooperated
with the apartheid government and had a negative response to democratic rule by a government elected by
a black majority. Von Holdt (2003 and Webster and Omar (2003) show how labor market reforms that
changed the power relationship between white capital and black labor led to changes in business, such as
increased casualization of labor and more out-sourcing and contracting. | argue later that capital flight and
withdrawal from manufacturing should be added to those business changes.
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The rest of this chapter will provide a relatively detailed outline of the
development of the economy and how the structural weaknesses in the economy
emerged. A historical account of the development of the South African economy and its
institutions is provided.

First, | draw on the work of Innes (1984) to discuss the development of mining-
finance houses that quickly grew to dominate the economy and had close links with
international capital. | then draw on the work of Fine and Rustomjee (1996) to discuss the
development of the minerals and energy complex (MEC) to explain how the structural
weaknesses in the economy developed and the important role of the state and English and
Afrikaner capital in these developments. The work of O’ Meara (1983), Gelb (1991),
Nattrass and Ardington (1990) and Terreblanche (2002) also provided important insights
into the history of South African economy. The final section explains the important
changes in the international economy since the 1970s and considers how these changes
consolidated the power of the corporations of the MEC during the 1980s and 1990s. The
final section is original work on the South African economy. | draw on many of the
insights of numerous heterodox economists about important changes in the global
economy since the 1970s and attempt to analyze how these changes affected South
Africa. | specifically attempt to analyze how the South African economy with its
economic structural problems and the major corporations adapted to the major changes in

the global economy since the 1970s.

3.2 The development of mining and interpenetration with international capital

South Africa has been shaped by over 350 years of colonial domination of indigenous

communities and apartheid. The main influences on the structure of the economy since
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the inception of colonial domination would take shape with the discovery of diamonds
during the 1830s. Colonial-era economic power was consolidated by the groups that
came to dominate both gold and diamond mining. Business empires that continue to
dominate the economy were formed during this period. The British Empire would go to
war with the Zuid Afrikaanse Republiek (the South African War 1899 to 1902) to
consolidate this power and to ensure that the wealth generated in their South African
colony remained within the empire. South Africa’s enduring role as a supplier of raw
materials in the global economy was forged within the British Empire and secured by a
war that lasted more than 3 years. The relationship between English capital (the big
businesses aligned to the British Empire) and the Afrikaner nationalist movement
including business, political parties and later the apartheid state, continued to have an
enormous influence on the development of the economy after the South African War.
Fine and Rustomjee (1996) show how this relationship affected the development the
economy and contributed to its structural weaknesses still present today.

Fine and Rustomjee (1996) provide a convincing account of the historical
development of the structural problems affecting the economy today through explaining
how economic structures and institutions emerged in the economy. Their explanation for
why there has not been adequate diversification into downstream manufacturing activities
in South Africa considerably helps one understand continued lack of downstream
industrial development and poor levels accumulation in the post-apartheid period.

They develop the idea that a minerals and energy complex (MEC) lies at the core
of the economy. The importance of the concept of an MEC for this dissertation is that it

provides a historical outline of the political and economic factors that shaped the
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evolution of the South African economy. The MEC is a “core set of industrial sectors
which exhibit very strong linkages with each other and relatively weaker linkages with
other sectors.... (Fine and Rustomjee, 1996, p. 91).” The name MEC is misleading
because it gives the impression that the authors focused on the mining, minerals and
energy sectors and ignored other sectors. The title makes it sound as if they ignored the
role of finance or the state. However, Fine and Rustomjee’s account does not ignore other
sectors. They say that the mining and energy sector, the financial system and the
economic role of the state “... are bound together through the functioning of the MEC
(p.10).” Fine and Rustomjee acknowledge the central role of finance and say that it is part
of the MEC. However, since their study is on industrial development and industrial
policy they tend not to give adequate attention to the financial sector. My account of the
close relationship between South African capital and international capital and my attempt
to show how changes in the international financial system since the 1970s affected South
Africa should help to fill this gap (which is a general gap in the South African literature)
as an original contribution to the relatively small political-economy literature on
financialization®? and corporate restructuring in South Africa.®

Fine and Rustomjee make a convincing empirical case for considering the South
African economy in terms of MEC and non-MEC sectors rather than using conventional

industrial classification categories. This distinction between MEC and non-MEC sectors

32 Ben Fine, co-author of Fine and Rustomijee (1996), Samantha Ashman and Susan Newman (see for
example Ashman, Fine and Newman, 2010) have been amongst the small number of significant
contributors to the literature on financialization of the South African economy.

33 Fine and Rustomjee’s (1996) account also does not adequately deal with the important role of
the struggle by workers in South Africa against apartheid and apartheid workplace practices in affecting
industrial development in South Africa. Unfortunately, because of space limitations, this dissertation will
also inadequately deal with in this important aspect of South Africa’s economic development.
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is important for understanding the structural weaknesses in the economy referred to in
this dissertation. The conventional view of South Africa’s industrial development is that
manufacturing (secondary sector) had overtaken mining (the largest share of the primary
sector) before the end of WWII and that it was the major sector in the economy until
2000 when the services sector increased its contribution to the economy.®* Fine and
Rustomjee’s argument that the traditional classification of industries into primary and
secondary or mining and manufacturing sectors obscures the actual structure of the
economy is a central part of the analysis used in this dissertation. They argue that
industrial processes and services (including financial services) that are closely linked to
the mining industry should be categorized as part of the MEC.® They provide empirical
data to show that the MEC accounts for most investment and growth in the economy and
downstream sectors have not been adequately developed.

Fine and Rustomjee extend the notion of the MEC to describe it as a system of
accumulation that gave and continues to “give rise to a much wider range of economic, as
well as of political and social phenomena. They argue that, “the MEC is not to be seen
merely as a core set of industries and institutions but also as a system of accumulation
and one that has varied over time” (p.10). They provide a historical description of South
Africa’s industrialization to show the development and operation of the MEC as a system

of accumulation and to explain why big business has limited their diversification out of

34 Fine and Rustomijee (1996) provide a comprehensive discussion of mainstream and other accounts of
South Africa’s industrialization. I will not repeat their comprehensive list of references here.

% For example, they argue that first and second stage minerals beneficiation, which often occurs at the
mines, which is categorized as manufacturing, should be included in the MEC. They also include the
energy sector in the MEC because it includes electricity generation, which is predominantly produced by
processing coal (and generation is often at the mines), and gas from coal production (by Sasol, which own
coal mines that supply inputs). They include much of the chemicals sector in the MEC because a very large
part of the chemicals produced in the country are byproducts of the gas from coal process.
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the MEC. Central to their explanation of why big business did not adequately diversify
into downstream industries are political factors. One of the most important political
factors is the important influence of the competition for economic power between English
capital and the Afrikaner nationalist movement and the eventual partial erosion of the
distinction between English and Afrikaner capital.*® This competition meant that the
Afrikaner nationalist movement embarked on a process of developing large corporations,
especially financial institutions, able to compete with English capital. The result was
oligopolistic control not only over the MEC but also many other sectors. The structure of
big business corporations that dominate the economy today was influenced by the
relationship between English capital and the Afrikaner nationalist movement. In addition,
many investment choices that contributed to the structure of the economy, which are still
present today, were influenced by the competition and increasing integration of English
capital and the Afrikaner nationalist movement.®’

A consequence of these developments was that the powerful groups remained
focused on their holdings in core MEC areas of activity. The giant conglomerates that
grew out of the mining houses were able to use their financial and managerial strengths to
invest in large energy intensive projects with long lead times.® The support from the

apartheid state with the development of the National Finance Corporation (NFC) that

36 The competition between English and Afrikaner capital was partly eroded by cooperation between the
Apartheid state and English capital to make huge investments in infrastructure and mines to develop the
Orange Free State Gold Fields.

37 For example, the dominant role of finance today can be linked back to the decision by the Afrikaner
nationalist movement to challenge the dominance of English capital by setting up Afrikaner controlled
financial institutions to allocate capital towards building stronger Afrikaner businesses.

38 See for example, Innes (1984) description of Anglo American’s development of the Highveld Steel and
Vanadium Corporation and their push to build a dominant presence in international specialized steel
markets.
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took in intermediated deposits towards government and business finance that replaced the
deposit of these funds in London. In this way, mining finance houses, particularly Anglo
American Corporation could draw access long-term towards developing the Orange Free
State Gold Fields without relying solely on private capital or finance from Britain
(Ashman et al, 2012).3° The mining finance houses invested a part of their huge profits
from the Orange Free State gold mines in building minerals processing sectors that drew
on South Africa’s global strength in mining of a range of minerals.

By the 1970s South Africa’s big businesses had significantly reduced their
investments in South Africa. During the 1970s, the state continued to play a major role in
bolstering the MEC through direct investments in new electricity generation, expansion
of gas from coal by building Sasol Il and Sasol Il (leading the way to build the
chemicals and plastics industry). Fine and Rustomjee (ibid.) show that there were serious
weaknesses with industrial policy in South Africa during the apartheid period.*® They
argue that opportunities for greater industrial diversification and competitiveness arising
from large state investments were squandered (ibid., p.p. 176-8). Opportunities to
promote coordination of state and private enterprises were wasted. Successful
coordination could have built competitiveness of South African industry by taking

advantages of the economies of scale and scope that coordination could have achieved. *

% The apartheid state through the NFC benefited as well once the Free State Gold Fields started making big
profits and directed some of the funds towards large-scale investment in energy with expansion of Eskom
and the development of Sasol to become an even larger business presence within the MEC.

40 An important contribution by Fine and Rustomjee is to show that the apartheid government did
not have an import substitution industrialization policy, which is a common mistake in much analyses of
South Africa’s industrialization. They argue that most import substitution was completed by the 1940s.
They convincingly show that widespread tariff protection was not part of a coherent strategy or policy.

41 An example of poor industrial strategy provided by Fine and Rustomjee (1996) are the missed
opportunities from the huge state investment in Sasol Il and Sasol 111 for building international
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The end of the Bretton-Woods arrangements that pegged gold at $35 an ounce
and the spike in oil and energy prices during the 1970s were a huge incentive for further
expansion of gold and energy production in South Africa that shifted attention and capital
away from downstream and diversified industrial investments. The state led expansion in
energy from coal through to electricity and the massive Sasol Il and 111 expansions to
convert coal into oil, which also expanded the chemicals sector further. The large
investments in electricity supported the expansion of manufacturing linked to core MEC
sectors with the building of aluminum, platinum and titanium smelters (Ashman et al,
2012, p. 7.).

By the early-1980s, most of the major projects of the MEC-linked sectors were
completed and large-scale state investment ended. Fine and Rustomjee argue, “Since
there was no structural or institutional basis laid down to diversify into non-MEC sectors,
the latter declined according to the fortunes of the MEC, except for some subsectors
driven by military and mega-project expenditure, whose buoyancy was prolonged until
the late 1980s” (p. 174).

Nitzan and Bichler (2001) and Terreblanche (2002) argue that the high levels of
profitability of the conglomerates during the 1980s reinforced their support of the
apartheid government and led them to help bolster the economy against international
economic isolation by buying up the businesses of the divesting multinational

corporations. The success of economic sanctions and the apartheid government’s use of

competitiveness and increased industrial diversity in the chemicals industry (p178). They add that the 1993
privatization of Sasol, whose stock is now largely owned by different financial institutions, has further
undermined potential for coordination in the South African chemicals industry.
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capital controls meant that much capital remained within South Africa and was used for

further concentration and conglomeration and further expansion of the financial sector.

3.3 Changes in the international financial system and financialization of South
African corporations

Financialization has occurred as a result of changes to the global financial system
following widespread financial deregulation, including that of cross-border financial
flows, since the 1970s. The effect on South African economy and the responses of South
African capital to these changes have not been adequately addressed in the economics
literature on South Africa. This section of the dissertation will address this gap in the
literature in order to explain why industrialization in the economy did not deepen through
diversification into downstream manufacturing. The attempt to understand the impact of
changes in the global economy and financial system on the South African economy and
the response of South African capital to these changes provides valuable background for
the next three chapters. Changes in the international environment during the 1980s and
1990s led to changes in corporate structure in South Africa because these global changes
had an enormous effect on how capital was accumulated and allocated. While being part
of a heinous system of racial oppression and ruthless exploitation of black workers, South
African capital has always been highly integrated with international capital and seems to
have been influenced by or followed the major changes and trends in international

western capital.
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3.3.1 Domestic financial deregulation and financial sector growth in 1980s

There was significant decline in South African investment levels during the 1980s. The
investments in large-scale MEC projects by the state and private sector had ended. There
was an escalation of political and worker resistance to apartheid and the apartheid
workplace. There was a debt crisis in 1985 linked to a rapid increase in short-term foreign
bank lending to South Africa, especially after US banks stopped lending to Latin
American countries that had already been affected by debt crises. At the same time,
foreign companies were disinvesting because of pressure from the international anti-
apartheid movement. As a result, the 1980s was a period of the consolidation of
conglomerate power in South Africa. The deregulation of the financial sector influenced
South Africa’s conglomeration process.

Conglomerates receive income from dividends through their ownership of their
operating subsidiaries. By definition they manage a portfolio of companies. The
implications of conglomeration are well explained by Crotty (2002) in his discussion of
US conglomeration of industry during the 1980s. He explains that conglomeration was
associated with a “rise of the financial or portfolio conception of the nonfinancial
corporation in financial markets”. He says that there was a change in management style
in the US where nonfinancial firms would be seen as a “bundle of assets” that could be
bought or sold or broken up depending on its short-term rate of return in a way that
augments the portfolio of holdings (p.p. 14-16).

South Africa already had strong financial management of non-financial
corporations through the mining-finance houses, the preponderance of pyramid
companies, and large mutual companies. It was easy for the rise of a “portfolio

conception of nonfinancial corporations” described by Crotty to take hold in South
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Africa. However, developments in corporate restructuring in South Africa were different
from the US because of the high level of concentration in a much smaller SA economy
where the high profits of gold and diamond mining were important for asserting
ownership and control over conglomerates.

During the 1980s, there seems to have been a move toward a portfolio approach
to firms but this change in perception by management led to a new way for the powerful
corporations to come to an arrangement about how they would divide up the South
African economy and maintain dominance in their respective areas of operation.*? This
management change was accompanied by predatory behavior where large corporations
either bought up or caused the demise of new independent firms that seemed promising
(Lewis, 1991). The conglomerates also bought up the assets of the many companies that
disinvested from the South African economy in the 1980s. The role of financial
institutions in this arrangement was to be involved in merger and acquisition activity and
to facilitate the buying and selling of assets rather than support long-term productive
investments.

The six conglomerates that came to dominate the South African economy during

the 1980s developed from mining groups and insurance corporations.*® Their ownership

2 David Lewis (1995) in his chapter “Markets, ownership and manufacturing performance” for the book
Improving Manufacturing Performance in South Africa: The Report of the Industrial Strategy Project said
that his research found “widespread collusion” in South Africa’s oligopolistic markets (p.141). He also
pointed out that single firm dominance was ubiquitous and concluded that oligopolies colluded in sharing
markets (p.p. 141-144). He referred to the term ‘conglomerate forebearance’ where a conglomerate would
not allow one of its subsidiaries to enter a market niche already dominated by another conglomerate group.

3 These conglomerates were, listed in terms of their dominance in the economy, the Anglo American
Corporation, Sanlam, SA Mutual, Rembrandt, Anglovaal and Liberty Life. Lewis (1991) uses the term
‘axes of capital’ (introduced by Rustomjee, 1991) to describe the conglomerates that operated across
different sectors of the economy from finance, to mining and manufacturing through to retailing. Fine and
Rustomjee (1996) also use Rustomjee’s (1991) term axes of capital.
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of financial institutions like merchant banks facilitated their diversification of ownership.
By the 1980s these conglomerates had acquired most of the major mining and
manufacturing businesses in the country.** Financial deregulation during the 1980s led to
much acquisition activity within the financial sector by the conglomerates.

Lewis (1991) complained about the weak regulatory environment in financial
markets with reference to the role private sector conglomerates and long term life
assurers played in the allocation of capital in South Africa. He pointed out that by the
beginning of the 1990s life assurers were playing an important role in allocation of
capital in South Africa and that their conservative investment criteria shored up the
strength of the blue chip conglomerates that dominated the economy. His view with
regard to these conglomerates and the allocation of capital was that South Africa had the
worst of all possible worlds. He said, “The overwhelming power of these conglomerates
and the character of the regulatory environment inhibits the market mechanism from
operating ‘against' them - that is, an operating subsidiary of one of the South African
conglomerates is effectively immune from hostile takeover, the ultimate market sanction;
on the other hand, a successful manufacturer outside of the conglomerate fold is
persistently subject to a predatory conglomerate, a threat which, if the British experience
is anything to go by, substantially inhibits long-term investment (Lewis, 1991, p. 39).”

There was also a process of concentration in the financial sector as a result of
deregulation of the banks. From the mid-1980s the banks were no longer bound by any

previous credit and interest rate ceilings. The apartheid government, influenced by the

4 Fine and Rustomjee (1996) say that from the 1980s conglomerate power over the economy, reinforced
through simultaneous control of the financial sector, seems to extend to all activities in mining,
manufacturing and financial activities. They add, “This is specific, probably unique, to South Africa”
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growing hegemony of neo-liberal economic thinking, also started moves towards market
oriented financial markets by terminating the Register of Cooperation, which limited
competition between the banks in 1983. This deregulation led to building societies having
to compete against banks.

| explain in Mohamed (2014) that, “The deregulation of banks included removal
of activity constraints of the banks and the demutualization of building societies.” The
Financial Institutions Amendment Act, No. 106 of 1985 allowed for the deregulation of
the financial sector as recommended by the De Kock Commission. This commission took
the position that regulation of the South African financial sector led to inefficiencies that
negatively affected the South African economy (Singleton and Verhoef, 2010). At the
same time, pressure on international banks (which were active only in corporate banking)
to disinvest from South Africa had many successes during the 1980s. For example,
Standard Chartered, ABN Amro and Barclays disinvested their holding during the
1980s.%® A result of the 1980s deregulation was concentration of the South African
banking sector with ownership centralized into the conglomerates. The financial sector’s
contribution to the economy has grown significantly since the 1980s. The 1980s was a
period when the profits in gold mining increased as the gold price rose rapidly. At the
same time, the major corporations were reluctant to invest in downstream manufacturing

and instead used their financial muscle to consolidate their market power.*°

4 The domestic conglomerates bought many of these interests for bargain basement prices.

46 The growth of Japan and German manufacturing during the post-war period increased competition in
global manufacturing and despite trade protection may have discouraged large South African corporations
from investing in downstream manufacturing during the 1970s and 1980s.
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An unfortunate aspect of South African capital’s close ties with international
capital was that their main influences have been British and US financial capital. As a
result, the close relationship between the financial sector and the real sector even when
they were part of the same conglomerate did not support long-term investment in
industry.*” Instead, the South African banks were more interested in creating financial
services. They have promoted speculation rather than productive investment (Roux,
1991, p.2). The South African banking system was more like that of Britain and the US
than Germany or Japan. The banks in the German and Japanese economies provided a
large share of capital for corporate investment. These banks took an active interest in the
investments they financed and worked with the borrowers to ensure success of the
investment. Roux said that South African banks were modeled on the British banking
system. He said, “... banks are primarily confined to short-term lending and money
market activity. The stock exchange ... is assigned the dominant role within the capital
market” (p.11).%

3.3.2 Financialization, restructuring and international integration of SA big
business during the 1990s

The apartheid government freed political prisoners, unbanned organizations of the
liberation movement and started negotiations for the establishment of democracy in

South Africa in 1990. Democracy was the major change in South Africa and many in big

47 The large South African corporations have depended on retained earnings and equities markets for
finance rather than borrowing from the banks.

48 Lewis (1991) also referred to the effects of the “Anglo-American market-based capital system” on

performance of the South African economy and declining investment and called for a change in philosophy
around finance.
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business were uncomfortable with the transition.*® The change in government was
accompanied by massive restructuring of the South African corporate sector. The
transition to democracy was one reason for the corporate restructuring. The shape of the
corporate restructuring was influenced by important changes in the global economy.

Two important changes occurred in the global economy during the 1990s. The first
was the rise to prominence of institutional investors.>® The growth to prominence of
institutional investors was part of the process of financialization that started in the 1970s.
Crotty (2002) says that the rise of institutional investors in the US led to a situation where
on average US stocks are held for just one year. In addition, an increasing share of
industrial company revenues is from financial not productive assets. The second change
was the surge in merger and acquisition activity during the 1990s. There were a number
of reasons for this global restructuring that concentrated global businesses and caused
them to focus on core businesses. The prominence of institutional investors was central to
this restructuring because institutional investors demanded simpler structures. Much of
the funds for the new global giants were sourced from institutional investors, who
invested most of their funds into big companies with familiar brands, large market share,
high R&D spending and focus on their core activities. Both these changes to the global
economy had profound impacts on the structure of the South African corporate sector.

According to Roberts et al (2003), from 1994 the South African corporate sector
engaged in the following activities:

e conglomerate unbundling and restructuring;

49 See Terreblanche (2002) for an account of the response of white people and big business to the political
changes.

%0 The growth in importance of the business media and their influence over business is also significant.
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consolidation within sectors by conglomerates as part of ensuring stronger focus
and better strategic direction, which has also increased concentration;
internationalization, mostly outward, by firms which moved their primary listing
overseas, and foreign acquisitions by South African listed firms; and
black economic empowerment deals, first, through special purpose vehicles for
financing and second, more recently, in areas where government policy has

provided a specific impetus.

Since the late 1990s, a number of large SA corporations moved their primary listing

offshore to the London Stock Exchange (LSE) and some opted for joint listings on the

JSE and developed country stock markets. Common reasons provided for these delistings

by the ‘delisters’ are that they allowed the companies to be valued in a hard currency,

reduced the risk premium for changes in the value of the rand, and improved their

expansion capability (Roberts et al, 2010).

According to Robert et al (2003, p.p., 16-19), companies that moved their primary

listings:

Billiton: The first important issue was listed by Gencor on the London Stock
Exchange in 1997. Billiton became the world’s second largest commodities
group. Billiton merged with the Australian resources group BHP to form BHP
Billiton in 2001. The BHP Billiton Group has headquarters in Melbourne,

Australia.

SAB: Moved its primary listing to the LSE in 1999, and has subsequently taken

advantage of its larger liquidity by acquiring breweries in Asia Europe, and Latin
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America. Following SAB’s merger with Miller to create the world’s second
largest brewery, Altria (previously Philip Morris) had become SABMiller’s single

largest, and controlling, shareholder with 23.5 per cent.

e Anglo American Corporation: In October 1998 AAC absorbed Minorco and
simplified its highly complex ownership structure. Following the London listing
in May 1999, Anglo American (AAC) plc joined Billiton and SAB in the FTSE

100 index.

e Old Mutual demutualised in 1999. It set up a head office in London and listed on
the London Stock Exchange with dual listings in South Africa, Zimbabwe,

Malawi and Namibia.

e Liberty also obtained primary London listings

e Two infotech companies, PQ Holdings and Datatec also list abroad.

e Sappi, though still with a primary JSE listing, had secondary listings in four foreign

stock exchanges

The input in 2008 of the Staff of the Policy and Research Division of the Competition
Commission for the South African 15 Year Review found with reference to South African

listed large corporations that in most instances “... greater capital outflows than inflows
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[were] associated with the majority of major firms that have dual listings on stock
exchanges (2008, p. 16)”. Overall, the offshore listings in London were supposed to
allow those corporations to raise capital to fund investments in South Africa. There had
been a much more striking pattern of outward acquisition and investments. For example,
Anglo American embarked on an extensive drive to increase international investments in
mining and paper (these acquisitions are discussed below). Companies such as SAB,
Sasol, Sappi, and Kumba had also been involved in acquisitions of firms in Europe,
South America, Australia and China.

Carmody (2002, p.263) says, “By moving their headquarters to London, and
financially delinking from South Africa, these companies are able to unlock ‘shareholder
value’.” While the stock market capitalization of many companies in advanced capitalist
countries, such as the US, are above their net asset values on the basis of projected future
profits, Anglo’s market capitalization was 22 per cent below its net asset value in 1995”
(Ibid., p.p. 263-4). This unlocking of shareholder value could provide a further reason for
these corporations strenuously advocated lifting exchange controls and arguing for their
right to list offshore. However, it became clear quite quickly that these corporations were
expanding out of South Africa rather than raising capital abroad to invest in South Africa.

The South African Competition Commission (2008) provides important insights
into South Africa’s industrial structure after the large scale corporate restructuring of the
1990s. They say that the major conglomerates that dominated the economy during the
1980s continue to do so even after their unbundling since 1994. They find that there has
been increased vertical integration and explain that:

It must also be remembered that unbundling by conglomerates does not
generally decrease the concentration of ownership within sectors. In most
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instances there has in fact been an increase in concentration which raises

concerns about possible anti-competitive behavior in the economy

(Competition Commission, 2009, p.22).

Nolan (2003) points out that total global mergers activity grew from over US$150 billion
in 1992 to over US$2000 billion in 1998, when 8 of the world’s 10 largest mergers took
place. By 1999 it was over $3300 billion. Large South African companies were caught up
in this process of restructuring. The offshore listing of major South African corporations
from 1997 can be seen within the context of this merger frenzy. The result was a
spectacular growth in M&A activity in South Africa. According to Ernst and Young data
there was an increase from 136 M&A deals in 1994 to a peak of 605 in 1998. There was
an average of 530 M&As from 1999 to 2002 (Ernst and Young, 2002).

Most of the pyramid structures, which were at the center of the MEC as a system
of accumulation and were used by the powerful families to control most of the South
African economy, were restructured, disentangled and rebundled. The unbundling of
these conglomerates involved the separation of mining, industry and finance groups.
Roberts et al (2003, p. 13) say, “In 1999 there were 60 deals classified by Ernst & Young
(2000) as unbundling, accounting for R80bn compared with 40 deals in 1998 and 17
deals in 1997.”

The next step was rebundling these businesses into business groups largely along
sectoral lines.® For example, In 1998, Anglo American Corporation, which was a highly

diversified conglomerate, merged its financial service interests of First National Bank and

51 Roberts et al (ibid) point out that most of the mergers to rebundle were allowed by the competition
authority and that restructuring was often used as a grounds to support mergers. There were a few cases
when firm applying to merge that competed in the same market segment were not allowed to merge.
However, many firms that were in related but not identical markets were allowed to merge.
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Southern Life with Rand Merchant Bank to create FirstRand and then swapped its 15.3
per cent stake with the Rembrandt Group (another highly diversified conglomerate) for
7.1 per cent of Billiton and 11.3 per cent of Goldfields in 2000. These restructuring
moves allowed Anglo to withdraw from finance and focus on mining while the
Rembrandt group could advance its control over a significant share of the South African
financial markets.

Goldstein (2000) provides an analysis of South African business restructuring; he
shows that the boom in merger and acquisitions in South Africa during the 1990s was
different from those in other countries. He shows that there were particularly South
African characteristics to the mergers and acquisitions. The restructuring in South Africa
was more about dismantling pyramid structures than increasing the competitiveness of
industrial sectors. Goldstein’s says, “Of the twenty largest South African deals reported
in 1992-98, 75% corresponds to the simplification of the corporate structure; 10% to
consolidation in the financial industry; 10% to foreign acquisitions; and only one deal —
TransNatal’s acquisition of Rand Coal to form Ingwe Coal in 1994 — is a “genuine”
South African merger (ibid., p. 17).” He makes the important point that it is remarkable
that South African conglomerates have practically not made any large acquisitions in
their own country. He points out that this lack of acquisition is true even in sectors such
as utilities and internet related investments ... where family-controlled business groups
in OECD countries have been active even while refocusing their portfolios on the core
business (ibid.).”

Roberts et al (2003) showed with reference to the 1990s and early 2000s, that for

almost the entire period outward direct investment exceeded inward FDI. Major foreign
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investments had generally occurred due to the acquisition of stakes in state-owned
utilities (Telkom and South African Airways). Some occurred as a result of re-entry of
firms such as Toyota and General Motors that left South Africa because of sanctions.
Roberts and Machaka’s (ibid.) evidence together with the analyses of Goldstein (2000)
about the main reason for South African mergers and acquisitions indicates that the
offshore listings and restructuring were a selective withdrawal from downstream, value
added businesses and not from profitable MEC businesses. Chapter four will discuss this
aspect of corporate restructuring in South Africa in more detail within the context of
corporate restructuring since 2000 when the influence of financialization and the
pressures from the shareholder value movement increased within South Africa.

There were a large number of global mergers and acquisitions at this time because
global markets were being restructured and market share within different global markets
seemed to be in the process of being reapportioned (Nolan, 2002). The moves to
restructure and further internationalize their operations seemed to indicate that the
wealthy and powerful in South African big businesses did not want to be left out of this
process. They wanted to ensure not only that they got their share of the international
markets by internationalizing their operations but also to consolidate and secure the
viability of their South African assets.

In short, the internationalization during the 1990s may have earned some of the
larger institutional shareholders and controlling families of the large corporations
handsome returns when they restructured and internationalized but it set them into a new
global context where competition was much harder. Within this new context the lines of

authority within global value chains and between the shareholder value movement and
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corporate management were stricter. My interpretation of the corporate restructuring, re-
division and reallocation of economic sectors, and the resulting increased concentration
of South African markets by the large corporations is that they had to use this power to
maintain high levels of economic rents in South Africa to support their ventures in highly
competitive and sometime cutthroat international markets. They therefore, continued to
control as much of South African markets as they could.

The South African context for the large number mergers and acquisitions during
the 1990s was that the corporations that had evolved through dominating the MEC and a
few in new growth sectors such as retailing and telecommunications continued to stifle
investments into diversifying the industrial base of the South African economy. They
could continue to play the predatory market role that stifled the rise of competition,
particularly of small and medium industrial firms, that they played during the 1980s (see
above). The new concern as these corporations that dominated the MEC became more
financialized was to restructure in order to appear more attractive to rentiers and the
shareholder value movement active in the external markets where they had relisted and
those entering South African markets.

The review of the Competition Commission says:

The oligopolistic nature of many of South Africa’s industries has been built

on a range of institutional linkages such as the informal market-sharing

agreements reported in many subsectors of the economy. Information sharing

and trust are two of the most important requirements of collusion and, while

new entrants into sectors may have a major impact on the degree of rivalry

and competitiveness in a sector, the barriers to entry remain high in most

sectors. These barriers can be endogenous, that is, the result of strategic

behavior by dominant firms and of formal and informal links between

potential rivals. The barriers can also be increased by vertical integration in

the South African economy which has been one of the patterns under
conglomerate restructuring (ibid.).
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More research is required on the integration of the internationalized South African
corporations into various global value chains. Milberg’s (2008) analysis of US
corporations that have moved operations abroad says that global value chains in a
financialized world help to increase the returns to investors in US financial markets even
though less of the production and surplus extraction occurs within the US. He explains
that the US corporations that are lead corporations within value chains have been able to
squeeze profits out of firms lower down in the value chains to increase returns to their
shareholders in US-based financial markets. Further research could investigate the role
played by large South African corporations that have restructured and internationalized

within global value chains and how that affected their South African operations.

3.3.3 Financialization in the transition from apartheid to democracy

The enormous changes in corporate structure started during the 1990s political transition
from apartheid to democracy in South Africa. The historical and institutional approach
taken in this chapter recognizes the history of the institutions involved in the process of
corporate restructuring. Understanding changes in corporate structure and the
internationalization of South African big business during the post-apartheid period has to
take into account that the managers and owners of big business had generally benefited
from apartheid and actively worked with the apartheid state security structures against
those who struggled to end apartheid. Therefore, most of big business would probably
have been concerned with the political changes and may have had motives to restructure
their businesses and move their capital out of reach of a new government elected in a

democratic system.
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In short, the domestic changes to conglomerate structures, the responses to the
shifting nature of global corporate structure and organization of global markets and the
pressures from the shareholder value movement were made by people who had lost
political power but maintained control over the big businesses that dominated the
economy. They faced huge uncertainty with regard to political and economic orientation
of the new government. Heintz (2002) says that from the mid-1980s many South African
business leaders argued for engagement with the liberation movement because they
feared a new regime in South Africa would adopt an African socialist economic model.
Heintz says, “From the investors’ perspective, it was not clear that current property rights
would have been secure or that the social position of the white business class would have
been sustainable (Heintz, 2002, p. 4).”

It is worth examining big business and their ties to the apartheid regime in a bit
more detail. Terreblanche (2002) argues that there was an “extraordinary politicization”
of the business sector during the 1970s as a result of their close relationship with
government that continued through to the democratic elections. The involvement of big
business with the apartheid government was so intense that business was represented on
apartheid state security structures during the 1980s, including during successive states of
emergency when state repression was most severe. °> Through these security structures
big business developed a close relationship with the apartheid government’s

“securocrats”. According to Terreblanche (2002), business cooperated with government

52 See Terreblanche (2002) for the alliance of big business with the apartheid state during the 1980s when
the struggle against apartheid intensified on all fronts — the international anti-apartheid movement, internal
struggles by community organisations, student organisations and trade unions, increased activities by the
African National Congress’s armed wing and struggles on the South African border with Mozambique and
Angola.
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to develop the “total strategy” to counteract the “total onslaught” against white minority
rule.>

Big business and the apartheid government had tried to maintain apartheid or
reform it but were opposed to a sudden transition to democracy where the black majority
elected the new Government. As mentioned above, by the mid-1980s, some of the same
businesses that were active in the security structures of the apartheid state also made
contact with the African National Congress.>*

During the transition from apartheid to democracy there was some contestation
about the future economic policy of the country. The uncertainty during that time of
change could have been an additional motivation for many of the wealthy and the large
corporations to move their assets out of South Africa and the reach of the new
government. A company that moved its primary listing offshore would be able to move a

large amount of capital out of South Africa legally because they would not be bound by

53 The rhetoric of the “total strategy” was anti-communist and it was a combination of repression and
reform. Terreblanche says:
The new working relationship between business and government was sealed at the Carlton
and Goodhope conferences in 1979 and 1981. At those conferences the corporate sector
was given an institutionalized role, within the reorganized state sector, of formulating and
implementing ‘free market' economic policies. Ever since this politicization took place, the
corporate sector has regarded an active role in political decision making as its birthright

(p74).

54 One of the most reported on meetings was between a delegation that included Gavin Relly the Chair of
Anglo American and the ANC in Kenya on 14 September 1985. The Washington Post ran a story on that
day that reported on the meeting and gave the views of Gavin Relly and ANC President Oliver Thambo:
"We felt, they and us, that this has been a very important contribution to the process of seeking ways and
means of ending the violence of apartheid,"” said Gavin Relly, chairman of Anglo-American Corporation,
the giant South African conglomerate that owns or controls 70 percent of the companies listed on the
Johannesburg Stock Exchange.” The article carries on to give the ANC’s comments: “The ANC bluntly
warned that "big corporations” will be nationalized if blacks take control. "We can't leave the large
corporations operating as they do," said Oliver Tambo, president of the outlawed ANC, after the all-day
meeting with the seven businessmen.

Link to the article: https://www.washingtonpost.com/archive/politics/1985/09/14/s-african-businessmen-
meet-with-exiled-guerrilla-leaders/331c11d6-1ef2-4e58-9d75-
aeabe053674e/?noredirect=on&utm_term=.48ef9994f066
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exchange control restrictions on residents. Large amounts of capital could leave the
country in the form of dividends or other payments. Also, as | show in Chapter 6, capital
flight had continued to be high throughout the 1990s, indicating that wealthy South
Africans wanted to increase their wealth offshore.>

Heintz (2002) estimates an investment function for South Africa for the period
1980 to 1993 to examine whether social conflict led to lower investment. The investment
function attempted to correct shortcomings in investment models, including the
Kaleckian influenced models of the type developed by Marglin and Badhuri (1990) and
Bowles, Gordon and Weisskopf (1989) that take into account the impact of distributive
outcomes on investment. Heintz (ibid, p. 2.) argued that political unrest and distributive
conflicts could be important omitted variables in investment functions. And, he
developed a function where inequality affects investment through distributive conflicts.

Heintz (ibid.) developed a time-series index of political unrest and workplace
distributional struggles taking into account the average annual prison population, the
number of people held in detention without trial under apartheid security laws and the
number of recorded strikes (Heintz, 2002, p. 5). The levels of fixed investment declined
sharply during the period he considered and he found that growing political unrest had
the largest effect on the rate of accumulation. Interestingly, he found that large growth in
political unrest and distributive conflicts had a large impact on the rate of accumulation
independent of distributive outcomes (ibid., p. 13). In other words, by taking into account

political unrest and redistributive conflict one could argue that a profit led growth
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strategy that redistributes income towards profits and in turn increases inequality could
nonetheless lead to declining accumulation if social instability increased (ibid.).

Heintz (ibid.) considered the period from 1980 to 1993 in South Africa, which
included the transition period from 1990 to 1993 before the first democratic elections in
1994. His argument was that social instability in the form of political unrest and
increased trade union mobilization would negatively affect rates of fixed investment. The
solution he derived for achieving higher investments was to recognize that “Altering the
responsiveness of political unrest to changes in the profit rate provides a solution (ibid.).”
In other words, he suggested measures to ease the effects on workers and the poor when
distributive outcomes were in favor of capital. However, Heintz solution may not be
sufficiently rooted in the history of South African institutions because the actual
decisions with regard to the future of the corporations and whether to invest in South
Africa were generally in the hands of owners and managers of white big business. As
discussed above, South African big business had become highly politicized and were
close to state security structures. Thus, while Heintz (ibid.) is correct to include strikes in
his index®®, his empirical study cannot take adequate account of the political economy of
capital and labor conflict in South Africa.

Black South Africans won their struggles to achieve legal status as citizens of the
country and as labor citizens in the workplace. A large part of the struggle against

apartheid was a struggle to end apartheid workplace relations (see Webster, 1991 and

% Heintz refers to another empirical study that considers political unrest on of the rate investment by
Fedderke, Kalt and Luiz (1998) that use an index of political instability but correctly chooses to develop his
own index that includes labour conflict. Fielding (1997) also had a macroeconomic model of investment
that included an index of political instability. He found that investment was highly sensitive to relative
prices, interest rates and political instability.
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VVon Holdt, 2003). White domination of political power and relations in the workplace
between capital and labor, especially black labor, are two important facets of the
apartheid-era. South African big business realized that their control over the political
process and over black labor was weakening.

The Wiehahn reforms that led to the 1981 Labor Relations Act (LRA) led to
important changes in the power relations between black workers and capital and the
shape of workplace struggles. The LRA recognized black workers as labor citizens for
the first time and also recognized their right to unionize and strike. This change was an
important reason why South Africa had the highest number of strikes and days lost to
workplace stoppages during the 1980s. Workers and their unions used the space provided
by the Wiehahn reforms to challenge the racist practices in the apartheid workplace
(Webster, 1991, Von Holdt, 2003). More than this, they included political demands in
their struggles and often developed a vision not only of a future type of workplace but
also for a future society. In many of the larger industrial unions this vision was socialist.

During the 1980s, industrial workers directly challenged the control of managers
and supervisors (ibid.). In many cases workers would not allow management to discipline
workers and took control of discipline.%” They used strikes and stoppages as well as
negotiating in the labor relations system to further this struggle. These struggles were
often seen as bringing into the workplace the ANC’s call to make the country

ungovernable by challenging apartheid workplace governance structures and to replace

57 See for example Von Holdt (2003) who provides a fascinating, detailed account of the challenge to the
apartheid workplace at the Highveld Steel and Vanadium Corporation after the adoption of the LRA.
HSVC, one of the largest industrial operation in South Africa at the time.
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them with structures of people’s power (Von Holdt, 2003). South Africa was in a manner
of speaking a different country after the LRA.

Kalecki (1971) refers to why bosses would oppose full employment:

The social position of the boss would be undermined and self-assurance and class
consciousness of the working class would grow ... discipline in the factories’ and ‘political
stability’ are more appreciated by the business leaders than profits. (Kalecki, 1971, p. 141)

Kalecki argued that a decline in the reserve army of the unemployed would increase the
power of workers relative to bosses. The ability of bosses and managers to assert control
over their workers and exercise discipline in the workplace would be undermined.
However, the power of capitalists would not only be eroded in the workplace. The
political control exerted by the capitalist class in society would be challenged as workers
gained more confidence and organize themselves as workers and citizens.

The events in South Africa, especially during the last few decades of the twentieth
century, showed that full employment may not be the only reason for a capitalist class to
have these concerns about their power. During the 1980s, the black working class
stressed their muscles and shook the foundations of capitalist control in South African
industry and society. Their struggles were a central part of a movement to liberate the
country from apartheid. Kalecki’s view that bosses want discipline in the factories and
political stability is extremely relevant for understanding the low levels of investment and
employment creation in South Africa during the post-apartheid period.

In other words, Heintz (2002) was correct in his analysis that social conflict is
associated with lower rates of investment in South Africa. However, the relations
between capital and labor indicate that the solution would be more difficult than Heintz

suggestion that South Africa should offset the consequences of negative distributive

125



outcomes to reduce the likelihood of investment curtailing social unrest. Unfortunately,
the apartheid government did not implement interventions that adequately offset the
negative consequences of negative distributive outcomes for the poor but they did update
labor legislation. These labor reforms could have been seen by big business as further
challenging the power relation between capital and labor.

During the 1980s, after the new Labor Relations Act (1981) was passed, the black
trade union movement had won significant ground in asserting the rights of black
workers and had forced significant change to workplace organization by challenging
apartheid workplace forms of control and discipline (Von Holdt, 2003 and Omar and
Webster, 2004). The ANC government, on the one hand implemented neo-liberal
economic policies set out in GEAR (the Growth, Employment and Redistribution
program adopted by government in 1996), such as inflation targeting, deficit cutting and
trade and financial liberalization. On the other hand, they implemented a progressive new
labor relations regime. A number of statutes were adopted once the ANC took power:

e The National Economic Development and Labor Council (NEDLAC) Act of
'1I'?1?34Labor Relations Act of 1995 (LRA),
The Basic Conditions of Employment Act of 1997 (BCEA),
The Skills Development Act of 1998,

The Employment Equity Act of 1998, and
The Social Plan Act of 1998.

These statutes were influenced by the progressive trade union movement’s advocacy for
high road labor relations that rejected neo-liberal notions that South Africa’s global
competitiveness could be enhanced by lowering wages and increased labor market

flexibility.>®
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3.4 Conclusion

This chapter provided a historical and institutional background to the South African
economy as background for the analysis that follows in the next three chapters. The
development of the minerals and energy complex as a system of accumulation was based
on compromise and conflict between the apartheid state and Afrikaner and English big
business. The system was based on control and the exploitation of black workers. The
process of accumulation in the MEC led to outcomes where the mining and mineral
processing sectors grew and sectors with close links to the MEC sectors developed.
However, the industrial structure, both manufacturing and productive services did not
deepen beyond much beyond the core MEC sectors by time of the transition from
apartheid to democracy.®® A few large corporations dominated the South African
economy through most of the Twentieth Century and many of these corporations had
conglomerated during the 1980s in response to international isolation and divestment
from South Africa. The power of the key conglomerate groups and financial institutions
influenced the allocation, exacerbated concentration of markets and created conditions
not conducive for small and medium manufacturing industries to grow.

The widespread deregulation of the global financial system that promoted
financialization had an influence over corporate structure. Deconglomeration led to
unbundling and rebundling of the large groups with a reorganization of control and

concentration of markets by big business along economic sectors. At the same time,

%9 See Hanival and Rustomijee (2010) and Bell et al (2018).
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global markets were being reapportioned as a result of large-scale mergers and
acquisitions in the global economy. Large South African corporations looked towards
internationalization to be part of this process but their investment allocation decisions
were also influenced by the political changes, the changing power relationship with labor
and uncertainty. The motives that would shape the allocation of capital by big business
during the post-apartheid period would be a combination of the responses of owners and
managers of white big business to the political changes and workplace power relations
within a country and world where the effects of financialization were growing. Chapters
four and five discuss two effects of financialization, the rise of shareholder value and
financialization of non-financial corporations and the effect of capital flows respectively,

on South Africa.
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CHAPTER 4

FINANCIALISATION, CORPORATE RESTRUCTURING AND
INTERNATIONALISATION SINCE 2000

4.1 Introduction

This chapter argues that South African big businesses, including the largest corporations
that grew out of the mining and finance industries during the past century and still
dominate the economy today, have not significantly contributed to improved
accumulation in the economy since 1994. The major concern of this dissertation is
accumulation that would support much needed structural transformation, particularly
deepening and diversifying the productive manufacturing and services sectors of the
economy. Instead, the post-apartheid period has been one of continued concentration and
control over most sectors by big business and there has been de-industrialization.

This chapter together with Chapter 3 builds a link between the macroeconomic
and sectoral data presented in Chapter 1 and the discussion around financialization and
corporate restructuring informed by the discussion in Chapter 2 of heterodox economic
theory and models of investment, particularly those that include the impact of
financialization on accumulation.

This chapter will contribute to the South African policy debate and economic
literature assessing economic policies since the end of apartheid by offering an alternative
explanation of poor accumulation to that of mainstream economists and official
government publications. This chapter provides an analysis of financialization of the
South African economy and corporate structure for the period from 2000 onward that

should make an original contribution to the existing small literature on the
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financialization of the South African economy and to the economic policy debate in the
country. It provides an analysis that considers the pressures and behavior of the domestic
corporate sector within the context of the changes to global business as a result of
domestic political change and changes in global finance, which is grounded in South
African economic history.%

The previous chapter discussed the restructuring of the largest South African
corporations through unbundling of conglomerates and restructuring. This process of
collusive restructuring saw the largest corporations focus on core business, many under
the influence of the shareholder value movement. The process can broadly be
characterized as one where diversified conglomerates, often under pressure from the
shareholder value movement to focus on core business, exchanged business groups in a
sectoral division of the economy whereby the restructured corporations maintained
control of large parts of the economy, generally through single sector concentration.
Some corporations that were relatively smaller when measured as a percentage of the
JSE’s market capitalization in the 1990s, for example in retailing and telecommunications
(particularly mobile phones), grew in size benefiting from increased concentration in
their sectors.

This chapter builds on and continues the discussion about corporate change in the
previous chapter, that a few large corporations controlled a huge share of the economy

(Bosiu et al, 2017, Roberts, 2013, Roberts et al, 2003, Goldstein, 2001, and Fine and

%0 One official interpretation of the poor investment performance in South Africa appears in “Towards a
Ten Year Review” released by the Presidency of the Government of South Africa. They say that South
Africa and Southern African economies are small and growing relatively slowly and are not that attractive
to foreign direct investors. They also blame the media for poor investment performance in South Africa.
They say that poor investment performance “... is the result of poor information, and the inclination of the
media to portray the South African story as a confusing drama, rather than a saga of steady improvement
(ibid, p.35).” This chapter provides a deeper, alternative analysis.
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Rustomjee, 1996). Their owners and managers made allocation decisions about a large
share of the capital generated in South Africa. This chapter argues that the response of
big business to political changes in South Africa and changes in the global economy
during the post-apartheid period provide support for the view that the largest corporations
were unlikely to invest in South Africa in a way that addresses the structural weaknesses
of the economy and promotes diversification towards increasing downstream production.

As discussed in Chapter 2, from a theoretical perspective, there was a
combination of Steindl’s (1952) reason for stagnation, which is that oligopolies received
a larger share of national income but did not increase domestic investment levels, and the
impact of neo-liberal globalization and financialization, where these dominant
corporations moved their profits into financial activities and abroad out of the South
African economy.

In chapter 3, | showed that South African corporations had become increasingly
financialized during the transition to democracy. | also showed that large South African
corporations have always had a close relationship with global capital and that many of the
largest important South African conglomerates had already become significant
multinational corporations by the 1980s. In this chapter, | examine how the outcome of
financialization and the global corporate changes on South African corporations was
shaped by the domestic political and economic transformation that began with the
transition from apartheid to democracy. It seems that the end of apartheid and the
perceived fears of white capital about a democratically elected government gave added
impetus to the internationalization of South African corporations and the allocation of

capital to acquisitions and growth outside of the country. In Chapter 6, | examine another
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avenue for withdrawal of capital from the South African economy where | show that
capital flight was substantial during the post-apartheid period 1994-2008 and estimated to
be larger than during the period 1980-1993 during a time of political turmoil and the
eventual negotiated settlement to end apartheid.

The rest of this chapter is structured as follows: The next section drawing on the
investment theory and models that consider financialization, uses data from the South
Africa Reserve Bank on financial markets and flow of funds to show trends that indicate
financialization and the associated misallocation of capital away from productive sector
accumulation. The section thereafter takes this analysis further by considering corporate
restructuring and the changes observed of listed companies to explore how accumulation
and the prospects for accumulation have been affected by corporate restructuring since
2000. The fourth section is a case study of the Anglo American Corporation and how it
has changed and the impact on the South African economy. The final section is the

conclusion.

4.2 Financialization and accumulation in the South African economy

Other than Onaran and Galis (2012), discussed in Chapter 2, where South Africa is
included in a broader study of G20 countries, | am not aware of a study that has modeled
investment including independent variables that proxy different aspects of
financialization. However, in Mohamed (2010) and Ashman, Mohamed and Newman,
(2013), I consider empirical evidence for the financialization of the South African
economy and financialization of nonfinancial corporations in South Africa. There are also

several other papers that provide empirical evidence for financialization of South Africa
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