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1. Introduction

Industrial policy has been gradually reappearing aascentral component of economic
development strategies, partially as a respon#igetinancial crisis, more fundamentally because
the resulting economic recession has acceleratddthus, strengthened the ongoing profound
transformations of the global industrial landscaplear signs of a paradigm change in industrial
policymaking can be found in both developed andettgnng economies, although different
policy responses have been provided. This is plgrttue to the fact that industrial policies
reflect countries' differences in terms of theivelepment strategies, sectoral, technological and
institutional contexts as well as their understagaf global industrial trends.

The effectiveness of countries’ different industpialicy packages is increasingly determined by
the government capacity to design, implement ancitmio a complex set of interdependent
measures, acting upon different factors and aald&rent industrial sectors and technologies.
However, beyond the new consensus on the need penment policies for industrial
development, there is an open debate on which tgpeectors, activities and technologies can
different countries promote, and by which policyxmThe paper aims to provide insights to the
South Africa industrial policy debate by mapping @urrent industrial policy mix, then, by
revealing the major challenges the governmentamdpand, finally, by suggesting feasible ways
forward. In particular, the paper develops new ioetand taxonomies to disentangle the complex
mix of policies adopted in South Africa; also, @veals the extent to which such measures are
framed within a coherent industrial policy agenda.

Within the new industrial policy revolution, coumls are increasingly stressing their need to
match industrial systems and policies, that ispasading to the specific and dynamic needs
expressed by their manufacturing sectors with gpyately designed and targeted policies. In
order to reach such matching and policy cohereieepaper suggests a three stages approach in
which after having benchmarked a country’s manufaiwg competitiveness, the policy mix is
revealed within an ‘industrial policy matrix’ mamg different policies according to their impact
on certain factor inputs and the level of policyeivention. The last step within our approach
consists in the selection of critical policy chathes cross-cutting the entire policy mix.
Specifically, in the specific context of South Afm the analysis reveals the importance of
focusing on three main challenges: (i) focusing pmilicy coordination and selectivity; (ii)
exploiting the opportunities offered by ‘developrtaeiinkages’ to address manufacturing as well
as employment objectives; finally, (iii) improvintpe policy process and inter-institutional
coordination within a policy learning approach t@mtoring and evaluation. Within the new
industrial policy revolution context, many countriat different stages of industrial development
are facing these challenges. Therefore the paper rapresents a contribution to the broader
debate on industrial policies.

The paper is structured in three main sessiongrAlftis introduction, section 2 highlights the
major global trends in the organization of produmictiand innovation and it highlights the
positioning of South Africa in the new global andriéan context. Section 3 then provides a
structured overview of the South Africa’s indudtrolicy mix by highlighting the kinds of
measures that are implemented, the associated tsudfe levels of intervention and the
institutions associated with policy design and iempéntation. In particular, based on the analysis
of the industrial policy matrix developed for Sodtfrica, section 3 focuses on four main selected
axes within the overall policy agenda and, thusjuigstions their effectiveness in addressing the
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most binding constraints. The first two axes arkateel to measures aimed at enhancing
production capacity from a supply (financial sugp@nd demand side (public procurement)
respectively. The last two axes refer mainly tor@asing the South Africa’s manufacturing
competitiveness by supporting the development ddcigh economic zones and a modern
innovation-oriented technological infrastructure.

Taking stock of the detailed analysis developeddation 3, the last section assesses the policy
mix and its alignment/disalignment given the stgteticy goals as well as the major challenges
arising from the industrial policy analysis. Pautar emphasis is assigned to the discussion of the
tensions arising from a welfarist (job creation)pagach with a more techno-industrial
transformation perspective in discussing prioriteasd policy measures. The importance of
rethinking policies’ selectivity, coordination arnlde cross-sectorial effects (which unfold as a
result of developmental linkages) constitute fundatal intersections and opportunities to go
beyond current policy trade-offs. This section aketches a series of feasible ‘ways forward’ for
improving the industrial development strategy tgkinto account both the diagnostics at the
global and national level, and the policy mix ahd institutional capacities in South Africa.

The paper concludes by summarising main results fartder potential developments of the
analysis.
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2.  The new global manufacturing landscape: benchmarkig South Africa’s
manufacturing competitiveness

Over the last three decades, the importance of faetuing in the political economy debate has
steadily declined. The dominant pro-service vigern suggested that developing countries were
undergoing a historically novel pattern of struaturhange determined by a new technological
paradigm. However, recent years have witnessediscmer of manufacturing, its potential as an
engine of technological dynamism and a source efitbalth of nationsAndreoni and Gregory,
2013; OECD 2013; UNIDO, 20)3 De-industrialisation, loss of strategic manufigictg
industries, increasing trade imbalances and deagéschnological dynamism have been major
concerns in advanced economies. Meanwhile in miduteme countries, governments have
begun to question the sustainability of a growthdelomainly focused on natural resource
extraction more than manufacturing development.al§in developing countries have been
increasingly threatened by emerging giants capguginbal manufacturing production and export
shares and aggressively engaging the global teabical race. In particular, China built over
time a complex industrial matrix that is reshapthg global production landscape thanks to a
combination of open economy, huge domestic magkailic policies and competitiom@hlman,
2011;see also figures 1 and 2).

Figures 1 and 2:

Top 20 Countries by share in World MVA, 2012 Top 20 Countries by share in World GDP, 20

Top 20 Manufacturing Countries
(total MVA 87.77% of World MVA)

Top 20 Developed Countries
(total GDP 81.82% of World GDP)
China, Taiwan Province,

0.84%
Netherlands, 1.29%

Indonesia, 0.80%

Turkey, / Switzerland, 0.79%
| /

United Kingdom, 4.39%

Source: Authors based on UNIDO, 2013

The majority of international competitiveness ineégxndicate the dominant role of developed
countries as well as China in the global econonsiayo(UNIDO, 2013). At the same time most
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assessments concur that South Africa is still lagdiehind these economies significantly. While
some of the well-known indexes (e.g. the ones pbbl by WEF and IMD) analyze
competitiveness factors for the whole economy[Dhbmitte Index as well as UNIDO’s CIP index
focus on the manufacturing sector specifically. Tiregn difference between the Deloitte and the
UNIDO index is the focus on CE@erceptionsof countries’ performance and capabilities
(outputs and inputs) in the former and the exckisisage obbjective quantitative performance
data (only outputs) in the latter.

In the CIP index, South Africa currently ranks'4leading within Sub-Sahara Africa but facing a
significant gap with the global top 15 countrieedted by Japan, Germany and the USA). Table
1 shows the respective position of the top 15 atestis well as South Africa in the CIP as well
as other competitiveness rankings. Despite theeréifit methodologies that lead to significant
variations in the rankings, it is evident that $oéifrica needs to enhance its competitiveness
significantly in order to catch up with global ftomnners.

Table 1: South Africa’s position in the CIP, WEF, IMD and Deloitte Index

CIP Index Ranking: Top 15
1 Japan 10 27 10
2 Germany 9 2
3 USA 7 2 3
4 Republic of Korea 19 22 5
5 China, Taiwan Province 13 7 6
6 Singapore 2 4 =
7 China 29 23 1
8 Switzerland 1 e} 2
9 Belgium 17 25 27
10 France 21 29 25
1" Italy 42 40 32
12 Netherlands 5 1" 23
13 Sweden 4 5 21
14 United Kingdom 8 18 15
15  Ireland 27 20 37
41 South Africa 52 50 24

Source: UNIDO

In order to put the current South African indusgtdampetitiveness challenge into perspective, it
is useful to compare its performance over time sm@éenchmark it with competitors that are
within closer reach. Table 2 pursues this goal byngaring the changes of South Africa’s
competitiveness ranking with that of the other BRICountries over the last 15 years. The
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comparison suggests that China’s manufacturingpséets outrun its BRICS peers significantly
in the last two decades. South Africa is also laggbehind Brazil and Russia despite their
comparatively poor performance during this perieatthermore, as a result of the recent negative
trend, it can be expected that South Africa willdwertaken by India’s manufacturing sector that
has recently improved its competitiveness signifilya

Table 2: The BRICS in UNIDOQO's CIP index from 1995 b 2010

The Performance of the BRICS in UNIDO CIP index

1995 2000 2005 2010 Trend

India 48 52 52 43

South
Africa 37 a2 39 a1 v'r

China 26 23 18 7 ' t

Russia 36 39 36 36

Brazil 29 31 34 33 ‘

Source: UNIDO

The CIP index abstracts from reality by mashingsaperal dimensions of competitive industrial
performance. While the above assessment is hetpfupolicymakers to monitor the current
situation in general terms, it doesn’t provide ameed picture and hence doesn’t allow for many
relevant policy conclusions. Hence, a more detadedlysis of the various dimensions of
industrial production and export competitivenesseiguired in order to understand the current
strengths and weaknesses of the South African raaturfing sector.

A disaggregated analysis of the eight CIP indicator Table 3 suggests that during the last
decade, South Africa’s industrial competitivenesss hmostly been slowed down by poor
performance of the industry side of the scoreboardile the export performance was more
favourable. Despite a marginal increase in indalsti@pacity over the last ten years, the countries
impact in global manufacturing production has deddi slightly due to more dynamic global
competition. The structural change process towarol® manufacturing in the economy has been
turned on its head, as indicated by a 2% decliriearshare of MVA in GDP over the last decade.
In terms of industrial deepening, the share of mooenplex medium and high technology
activities has declined slightly compared to lowhmeology and resource-based manufacturing
activities.
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Table 3: South Africa’s performance in the CIP dimesions from 2000-2010

The South Africa Scorecard: CIP Indicators (macro level)

Dimensions Industry Indicators Trade Indicators
2000-
2000 2005 2010 2010 2000 2005 2010 2000-2010
Capacity t
(MVA/MNfEXp pc) 796 863 889 417 688 977
Impact o o o o, o o
(World share) 062% 057% 061% ‘ 0.37 % 041% 0.46%

Structural Change
(MVA/MnfExp in 17 % 16% 15% ‘ 70 % 69 % 68 %
GDP/total Exp

Industrial

Deepening (share - o o o o o
e Ao [ 38% 38% 7% “ 40 % 48 % 46 %

mnfd exports)

» @ 5 =

Source: UNIDO

The scorecard also highlights that South Africaislustrial competitiveness has benefitted
recently from increased global demand for the agtsitmanufactured products. Its manufactured
export capacity has increased significantly fagtan global demand, which indicates that South
African goods have partially replaced those of glalmmpetitors and thus increased their share in
world markets (impact). On the other hand, the shacrease in both prices and demand for
South African primary commodities has reversedstihectural change process from commaodities
to manufactured exports recently. Within the maotufeed export portfolio, the earlier
improvement of the quality of South African manutaed exports (deepening) has also slowed
down in the last five years because of a relativerease in less complex resource-based
manufactured exports rather than technology-intengioducts.

The above analysis points to the conclusion that tecent unsuccessful industrial
competitiveness performance of South Africa wasnigabrought about by the absence of a
significant expansion of value-addition in the m@cturing sector in general and in more
technology-intensive sub-sectors in particular.

The situation was worsened by the fact that sevgi@bal competitors have increased their
production capacities significantly in the last ade and thus marginalized South African

industry further. In particular the East Asian tg®alaysia and Thailand as well as China, but
also competitors like Mexico and Turkey have madage increase their industrial capacity

rapidly from the 1990s onwards, leaving South Afriehind. Figure 3 shows that South Africa
has lost its former edge in terms of manufactunatye added per capita due to its stagnation
over the last 40 years. The slight upward trentheflast ten years was not sufficient to withstand
this competition.
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Figure 3: Industrial capacity (MVA per capita) of South Africa and comparators, 1970-2010
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The lack of an increase in industrial capacity gisevented the South African manufacturing
sector from initiating the desired structural tfansation process. Given its current level of
development, the country has been trying to transfds economy over the last decades.
However, a move towards more manufacturing in tenemy (first tier structural change) and
more technology within manufacturing (industriabgening or second tier structural change) did
not materialize. At the same time, several competimanaged to transform their economies
significantly — as shown in Figure 4 — pointingth@ potential role that manufacturing could also
play in the South African economy in the future.

While South Africa’s reversed structural transfotiom is illustrated by its move towards the
lower-left quadrant of the graph, the more succgssfdustrializers, China and Thailand,
continue to move in the more desirable upper-rigiddrant and hence present a suitable role-
model. In particular Thailand showed the most digant improvements towards more
manufacturing as well as higher-technology subessecin the last decade and now generates
more than 35% of its GDP through manufacturing meagtly from medium-and high technology
activities. India, despite its significantly earlgievelopment stage (in terms of income per cgpita)
has also initiated an enduring structural trans&diom process recently, with manufacturing
already today playing a similar role in its econoasyit does in the South African. Furthermore,
Indian manufacturing shows a significantly highdrar® of medium and high-technology
activities which has further increased over the tas years. These findings provide further
evidence for the possible scenario that the Indi@mufacturing sector could soon overtake the
South African one in the CIP ranking.
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Figure 4: Structural change & industrial deepeningof South Africa & comparators 2000-10
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As discussed above, the South African manufactusetrgor is doing significantly better on the

export compared to the production side. Howevespie the recent expansion of export
activities, the country still falls short of keegipace with some of its key competitors in global
markets as illustrated in Figure 5. The averagaiangrowth rate of 10% during the last decade
did not suffice to close the gap to any of the BREdnomies, which all outperform South Africa

in terms of their impact in global markets for meautured goods. Benefitting from growth rates
twice as high as South Africa, India and China himeeeased their shares significantly since the
year 2000. The more mature sectors in MalaysiaMexico did not sustain their earlier growth

rates more recently but nevertheless still expamicantly more manufactured products to

world markets than South Africa, both in absolutd per capita terms.

In terms of the structural transformation in mawtieed exports, South Africa exhibits fairly
similar patterns to Brazil. Both countries stilly®n primary commaodities for more than 30% of
their foreign sales and complex (medium-high tgmgducts account for less than half of the
manufactured products they export. On the one hBuodsia is highly dependent on primary
exports (>65%), while on the other hand Malaysidailand and China have shown that
manufactured goods can make up more than 85-9084 ekports. They also demonstrate that
medium and high-technology sectors can contribubeenthan 60% to the manufactured export
baskets of emerging industrial powerhouses. Thes#infjs suggest that the South African
industry should still be able to speed up its ekgdaren path to manufacturing competitiveness
significantly. Our findings on the production side however suggest that a significant increase
in export earnings will need to be nurtured by gomkeap of value addition in the country. Trade
promotion and liberalization, which have alreadpgressed significantly in recent years, are
unlikely to be sufficient drivers for a sustainabidustrialization process.
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Figure 5: The impact of South Africa & comparatorsin world manufactured trade, 2000-10
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In summary, this sub-section has outlined the kegtures of South Africa’s industrial
competitiveness over the last decade and has bemkédthe country against several important
competitors. While some progress is evident inipadr on the export side, the manufacturing
sector will only be able to keep pace with globainpetition if productive activities with higher
value addition can be nurtured to drive the seataaturation process beyond its strong reliance
on resource-based manufacturing. The indicators Wexe applied in this section can be
monitored in regular intervals (preferably annuailythout much effort, which will allow us to
track the respective changes in all eight dimerssadrindustrial competitiveness.
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3. Theindustrial policy revolution: mapping the South Africa industrial
policy mix

Over the last two centuries all today's industsietl countries adopted a wide spectrum of polidiresc

at orienting and enabling the structural transfdiomaof their national manufacturing systendst{nson
1982; Hall 1986; Dore 1986; Okimoto, 1989; Amsd&89; Wade 1990; Stiglitz 1996; Evans, 1996;
Chang 2002; Cimoli, Dosi and Stiglitz 2Q0%After having analysed the main turning points,
rationales and approaches in industrial policy, tbkkowing section provides a structured
overview of the South Africa’s industrial policy xnby highlighting the kinds of measures that
are implemented, the associated budgets, the le¥@dervention and the institutions associated
with policy design and implementation. In particulbased on the analysis of the South Africa
industrial policy matrix, this section focuses @uiff main selected axes within the overall policy
agenda. Finally, it questions their effectivenesaddressing the most binding constraints. The
first two axes are related to measures aimed aarmimg production capacity from a supply
(financial support) and demand side (public promaet) respectively. The last two axes refer
mainly to increasing the South Africa’s manufaatgricompetitiveness by supporting the
development of special export zones and a modemovation-oriented technological
infrastructure.

3.1 Industrial policy revolutions and the South Afica experience

3.1.1 Industrial policy revolutions

Turning points

The theory and practice of industrial policy hawag through three main turning points. Table 4
offers a detailed stylisation of these three maimihg points and references to their distinctive
features with respect to a number of elements.

After the Second World War, during the so calledldgn age of capitalism’, industrial policy
was adopted as one of the main tools for countieitative planning. It took many forms, from
import substitution to export promotion, from infandustry protection to state ownership of
enterprises in strategic sectors or national changdidevelopment@imoli et al., 200 This
‘picking winners’ approach was grounded in the idbat market failures are pervasive
(especially in developing economies) and that govents have to take a role in countries’
structural transformation.
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Table 4: Evolving industrial policy for development crafting strategies to face a more complex sceniar

40s to 60s/70s
Development through
industrialisation and
accumulation of endogenous
scientific, technological and
production capabilities
Industrialisation through Import
Substitution. Selective policies
and gradual opening to

Main features

Prevailing economic
development model

Industrial policy

framework "
competition once the
capabilities are acquired
Diversification
(transition from agricultural and
Objectives natural-resource based

activities to industrial ones with
higher technological content).
Centralised identification of
national priorities by public
agencies
High
(focus on technology intensive
industrial sectors)

Mechanisms to identify
priorities for action

Sectoral dimension

High room of manoeuvre and

high political legitimacy of
national development strategies

Policy space

Capital movement management
Financing for production
development mostly targeting
“national champions”
Infant industry protection
Coordinated actions in the field
of hard infrastructure and
human capital.

Priority policy mix and
instruments

Creation of domestic institutions
for scientific and production
development
(e.g. national councils for S&T
development, development
banks, targeted agencies for
production development)

Institutional architecture

In Asian economies: carefully
managed to allow domestic
learning and catching up and to
foster “healthy” competition to

The FDI and . -
international trade ST pr(i)r(‘jnuoc\g/tlitgngrowth il
dimension )

In Africa and in Latin America
mostly seen with
suspiciousness and poorly
managed.

Low priority.
Compensation policies for
lagging areas.

Territorial dimension

Source: adapted frofrimi, 2013.

80s to 90s

Stabilisation, liberalisation, and
development through
international trade and poverty
reduction programs

The best industrial policy is “no
industrial policy”.
Exposure to competition and
horizontal approach.

Specialisation and
modernisation

No prioritisation (Market-led)

None

Reduction in the room of
manoeuvre (WTO, TRIPS
commitments, etc.) and low
political legitimacy of national
development strategies.

Innovation policies and ICT
diffusion
Focus on competitiveness
projects instead of structural
programmes.

Weakening and/or dismantling
of institutions and instruments
for industrial development

Auspicated vehicle for
technology transfer and
catching up. In practice it
favoured modernisation in some
sectors, but it also contributed
to the truncation of previous
industrialisation efforts,
especially in Latin America.

Moderate priority.

Some industrial policy initiatives
remained active at the
regional/local level
(especially the support for
SMESs)

2000 onwards

Development through virtuous
participation to global knowledge
economy. Focus on export-led and
domestic demand as growth drivers

Targeted strategies in open economies.
(Local, regional and global competitive
strategies)

Increasing the density and productivity
of the production system and fostering
diversification and specialisation

Public-private and multi-level
identification of priorities.
High
(focus on clusters of
competences/capabilities)
Moderate room of manoeuvre in
traditional fields (in the new policy
space there are flexibilities that
countries could apply) and high room of
manoeuvre in emerging fields; regain of
legitimacy of national development
strategies
Credits and grants for production
development and innovation
Public procurement
Promotion of entrepreneurship (venture
capital, angel investors and support to
business capabilities)
Improvement in hard and soft
infrastructure
Human resources, technical
competences and skills development
Re-strengthening of institutions for
industrial development (modernisation
of institutions for science, technology
and innovation. New forms of
governance to fostering alliances
between public and private sector,
across levels of government and among
national and international stakeholders)

Strategic management of FDI inflows
(conditionalities to foster learning),
emerging FDI outflows and increasing
participation in global value chains.

High priority.
Explicit regional industrial policy
strategies and tools
(focus on competitive regional/cities
clusters)
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During the second half of the last century, thealted ‘Washington Consensus era’, the idea that
government failures might be even worse than maf&#tires and structural coordination
problems became dominant. As a result of this eddikift in the academic debate, the industrial
policy discourse changed and industrial policy ésingly became a banned word. The reality is
however different, as even in more neoliberal coestwhere mainstream economics was
dominant, governments’ interventions were reduadgt o a certain extent, or simply reshaped
or scaled down.

The third turning point can be identified in thdluential East Asian Miracle ReporfWorld
Bank, 1993) and the acknowledgment that fastesthitey up economies like Japan, Taiwan,
South Korea, Singapore and Hong-Kong were adopéingariety of industrial, trade and
technology policies based on ‘wrong’ economic themland rationalesChang, 1994; Stiglitz,
1996.

The new modern debate on industrial policy staigedong run towards a slow process of
increasing ‘normalisationHodrik, 2007.

Rationales

The debate on industrial policy has traditionatigdsed on two main sets of rationales justifying
government intervention, namelgnarket failures determined by information asymmetries,
externalities and public goods, astructural coordination problemselated to demand and
technological complementarities, resource scaeity production factors specificity (for a review
seePack and Saggi, 2006; Rodrik, 2007; Ciuriak, 20Chang et al. 2003 All these failures
have both static and dynamic implications and, ,thaplies trade-offs between ‘allocative’ and
‘growth’ efficiency. As a result of the intertwirgrof the industrial and innovation policy debates,
over the last decade a new setsgbtemic failureshave been increasingly recognisetiile
relatively less emphasis has been given to seatoqahnations of technology push and demand
pull dynamics, at least in the context of most dgyed economiesSpete, 2007; see also Laranya
et al. 2008.

To begin with market failures, we will considerformation problems namely insufficient
information and lack of price signals, leading twarinvestmentGreenwald and Stiglitz, 1986
and 2013 Investment in new non-traditional industrial ees might be strictly limited by capital
market failures, lack of effective equity marketssafficient financing resources internal to the
firm. Moreover, the price mechanism does “not pdeviclear enough indication of the
profitability of resources that do not actually €txe.g. new skills and technology)JIi(Haque,
2007:3. To deal with these market failures, governmearais become direct surrogate for the
capital market through development banks focusimdpag-term loans, venture-capital schemes
and alternative forms of risk-sharing through ‘batk’ (Stiglitz, 200); also, they can nurture
infant industries by providing subsidies for a ked period of time balanced with strong
performance requirements — e.g. export market remuants Chang, 199% Some of these
policies can also address problems relatemhftrmational externalitiesand ‘appropriability’ in
the process of ‘self-discovery’ which drasticallyfeats investment in new activities and
technologies lausmann and Rodrik 2004; Rodrik, 2DORroblems of returns appropriability
and, thus, under-investments become also sevene waealeal with highly specific public goods
(Tassey, 200pand commonly available manufacturing capabilif@sano and Shih, 20).3
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Structural coordination problems tend to ariseyasachic market failures, especially as a result of
‘strategic uncertainty’ Chang, 1994; Lin and Chang, 2009; Aghion et al.02Q1n, 2013). The
first problem of coordination is related to the s&hce of demand complementarities and
increasing returns to scale in manufacturing indestRoseinstein-Rodan, 1943; Nurske, 1952
Any sectors and industries require a series of ¢ementary investments in interconnected
activities in the early phases of their developnantheir returns, and sometimes even existence,
depend on their being all structurally connectedufgh a web of forward and backward linkages
(Hirschman, 1958 This argument does not stand for developing ecoes only, as countries at
the technological and production frontiers migtgoatequire complementary investments in sets
of interrelated new key enabling technologies ardpction activities. This is increasingly the
case given the systemic (and cross-sectoral) nafureanufacturing production and technologies
(Tassey 200) In order to overcome structural bottlenecks glarountries’ transformation
trajectories and facilitating the alignment ovemei of strategic investments\ri{dreoni and
Scazzieri 2015 governments can adopt a series of specific digssand incentives which may
even not imply any money transfer such as ‘ex gnsantee schemef¢drik, 2004:1).

Another problem of structural coordination occurghe presence of ‘competing investments’. In
modern industries, large firms sustain initial hugeestments in machinery and productive
capacity in order to achieve efficient scale ofduction. As these initial costs are generally
specific and ‘sunk’, oligopolistic competition ihdse sectors may lead to price wars that may
destroy parts of firms’ assets or may lead theraiokruptcy. The state can intervene ex ante in
many ways. For example in Japan the state adopsgtam of ‘entry licenses’ and in South
Korea a ‘conditional entry system’ that artificialiries to ‘clear’ the market adjusting the supply
to the evolution of demand_hang, 199% However, collective-action problems may be edat
not only to investment but also to situations ghperary disinvestment or structural change in
the industrial sector. Recession cartels and méstmanof negotiated exit have been widely used
to face periods of economic crisis or accompanyctiral transformation. In these situations
industrial policies introduce “a ‘protective’ elente— that is ‘helping losers’ by temporarily
shielding them from the full forces of the markéChang, 2003:262 More generally, the state
can introduce mechanisms of socialisation of rigkehcourage and sustain the process of
structural change, economic diversification andralWg@roductivity growth.

In recent years, the classical industrial policyiorsales have been enriched and partially
reformulated within a new understanding of techmmeivation dynamics as well as the increasing
systemic nature of the modern global economy siradtaround multi-supply chains (see section
2.1). The Systems of Innovation literature piondelog Freeman (1987), Lundvall (1992nd
Nelson (1993pave way to the identification of innovation pgli@tionales addressing among the
others: infrastructural and institutional problentechnological lock-in, path dependency and
transition failures; quality of linkages and neti®iconfiguration failures; finally, issues related
to learning dynamics at the firm, local networksl aystem levelsL@ll, 1992; Bell and Pauvitt,
1993; Metcalfe, 1995; Edquist, 1997; Malerba, 20RZin Woolthuis et al., 2005 Some of
these policy rationales have been gradually adogimin the industrial policy debate under the
heading olystemimr network failureChaminade and Edquist 2006; Coe et al, 2008; Cietoli
al., 2009; Dogdson et al. 2011; Kuznetsov and S&tiE1; Wade 20)2 These contributions
share a holistic conception of the innovation psscand, more distinctively, a multi-layered
representation of industrial systems whereby ag@msfirms, research centres, intermediaries
etc.) are embedded in a network of horizontal aerdical interdependences that determine their
production and innovation performances. Systemiariss may unfold both within and across
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regional and national industrial systems, all @nthbeing interconnected through global supply
chains.

Variety of industrial policy approaches

Countries’ contextual characteristics, defined émnts of their institutional matrix, sectoral
composition and manufacturing system configuratitgchnological structure and resource
endowments, are all factors shaping and defining sbope of differenindustrial policy
approachesDifferences in industrial policy approaches asrosuntries can be identified along
four main axes (Table 5 frames these four axepamddes countries’ examples).

Firstly, thepolicy modeldefines the degree of centralisation of the indigpolicy approach and
its main reliance on either articulated plan-bastedtegies or multiple initiative-based measures.
In the centralised/plan based model, targets ateasé objectives and lines of action are
fomalised in national plans or strategies (e.g.t Basan economies, but also Brazil, India and
South Africa). Countries adopting a de-centralisetiitive based model rely on several actions
and programs each targeting a specific componetiteotompetitiveness strength of the country
(typically US). The way in which national plansinitiatives are designed and implemented may
also vary. Indeed, countries may follow a top-bwmttdwottom-up (or mixed) framework, defined
according to the way in which the design and im@etation functions are performed at the
national or sub-national level (or in a mixed form)

Secondly, thepolicy priorities may be different, from more traditional such asdiimg growth,
employment creation or competitiveness enhancerntergmerging ones such as social and
territorial inclusion.

Within these general priorities, a number of spegblicy objectivesan be identified. This third
axis includes, at least on general terms, threg @febroad objectives, namely: diversification,
specialisation & upgrading and finally increasihg tensity of the production system.

Based on a specific combination of policy objectifeaemed within a certain policy model,
countries will adopt different industriglolicy mixes each of them combining an array of tools,
measures, programmes and institutions. A way tducapthe variety of tools, measures,
programmes and institutions constituting each agisiindustrial policy mix is to group them
according to the specific factor input they areesetiihg and the level of policy intervention at
which they operate. Building on an established stidlal policy matrix (O’Sullivan et al, 2013),
the next section presents the general matrix frasnewhrough which the South Africa industrial
policy mix will be mapped and analysed.
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Table 5: Variety of industrial policy approaches

Policy model Priorities Objectives Policy Mix Factor inputs
Industrial policy Production capacity
tools Knowledge
Top-Down el (ie. Direct and Labour
| X . indirect incentives to
Plan-based/ (High Low margin of Diversification fims) Elelins s
Centralised
manoeuvre of - - "
(i.e. formalised in regional/local TRiREns (te. ent;y o nev;
" national governments) ) SRR EC Trade policy Global markets
Job creation activities) FD
development ) | management
plans/strategies) Ex. South Africa
’ Support to
M oyl International :
Ex. Brazil, India, o Science and
Korea, South Africa competitiveness Technology R et
L Territorial inclusion Skills Labour
(Co-existence of & competitiveness Development
national and
regional/local Specialisation &
initatives) pama IS;‘ o Infrastructure Infrastructure &
poechd building and
Ex. China, Brazil, Italy g_ Resources
(i.e. Scaling up in upgrading
o . local and/or global
Social inclusion value chains)
Initiative-based/ Financing Finance (access to)
De-centralised i
Botor i Emerging (i.e. development
(i.e. based on RYY banks)
multiple- (High margin of
govemment-ed manoeuvre and
initiatives) responsibilities of Increasing the Macroeconomic
regional/local i i
Ex_ United States gosemmems) density of the policy

Ex. Gemany, Spain,

Sustainable/
green economy

production system

(i.e. fostering

(i.e. exchange and
interest rate

India entrepreneurship, management)
linkages and
networks)
Competition

Source: adapted frofrimi, 2013.

3.1.2 Policy mix: Factor inputs policies and levelsf policy intervention

—

I

Factor inputs policies

Taken all togethermarket, structuraland systemic failuresprovide governments with an
articulated set of policy rationales reflecting thmitated conditions of the global industrial
system. Also, they expand the industrial policycgpand force to rethink the role of regional,
national and supranational governments. Induspadicy definitions have been shaped by these
rationales and articulated along the distinctionwieen selective (also called vertical) and
horizontal policies, the former being firm- or sector- basedile the latter mainly
macroeconomic.

Often comparative analysis of countries’ industipalicy packages have relied upon policy
rationales and degrees of selectivity of differpoticy measures. For examplé/eiss (2011)
proposes a taxonomy listing ‘market-based measuwmesbrding to the policy rationale and
coverage (i.e. degree of selectivitiduiznetsov and Sabel (201kuild on the vertical-horizontal
distinction for comparing different generationsirdustrial policies across countrigdgnhassine
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and Raballand (200%onsider different degrees of selectivity agathstextent of subsidisation;
Cimoli et al. (2006)propose an exploratory taxonomy distinguishing dms of policy
intervention and for each of them policy measumdenpinned by different policy rationales;
Tommaso and Schweitzer (201&)ntrast three more or less selective policy targad nine
policy goals in the analysis of industrial policy US; finally, Warwick (2013) proposes a
‘typology of industrial policy instruments’ struetd by policy domains and their horizontal
contra selective nature. Within the innovation pylliterature, these types of taxonomy have
been also used. For example, the Sl-policy framkwereloped b¥lein Woolthuis et al. (2005)
contrast ‘Rules’ (different system failures) andctérs’ (missing actors) whil®odgson et al.
(2011)develop a policy approach schema comparing coshtregectories according to their mix
of market and coordination logics.

In order to investigate the emerging industriai@e$ across countries, we build on thdustrial
Policy Matrix developed irD’Sullivan, Andreoni et al, 201&hich firstly reflects main features
of the new industrial policy context and, secondiftempts to overcome some limitations of
currently available taxonomies. The industrial pplmatrix is structured along two main axes
and presented in Figure 6.

Factor Inputs policies

As increasingly recognised (e@hang et al, 2003 horizontal measures tend to have unintended
vertical effects; also, even at the same levelotitp intervention, policy measures might be more
or less selective according to the way in whichytlaéfect factor inputs’ productivity and,
secondly, the different role that such factor igpptay in different manufacturing sectors and
along different value chain®kimoto, 1989:9; Peneder, 200Thus, instead of focusing on their
different degrees of selectivity, we distinguishipomeasures according to tfector inputsthey

act upon, nameljknowledge(in particular R&D), labour (including skills and education),
production capacity(availability and capacity to use and organise nfecturing machinery,
factories, equipment, etagsources and infrastructurém particular support for energy/resource
efficiency), finance (mainly credit and financial capital). The functiog of the national
manufacturing system (NMS) critically depends uptire availability, productivity and
integration of these factor inputs. However, thecesgs of the NMS also depends on its capacity
to interact with global markets and production re@ksg. This is why together with the
consideration of factor inputs policies we completg analysis with an additional category
grouping policy measures relatedgiobal manufacturing systems and markets.

Levels of Policy I ntervention

As a response to the dramatic changes in the glmlaaufacturing system, firm-, sector- or
macro- interventions tend to be increasingly commgleted with systemic/cross-sectoral
measures. Thus, together with the standard le¥gt®ly interventions, namelgnanufacturing
firms, manufacturing sector&nd macroeconomic framewaqrkhe matrix identifies measures
acting uporcross-sectoral manufacturing activitiedf course, other levels of policy intervention
might be more explicitly considered (e.g. clustersvalue chains). Within the cross-sectoral
manufacturing activities category we included d&bge measures having an impact across
multiple sectors and along various supply chainghefational manufacturing system.
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Figure 6: The Industrial Policy Matrix
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Source:O’Sullivan, Andreoni et al 2013: 437

Policy Mix and Policy Agenda

A country’s industrial policy mix can be composey different interdepended policy measures
and framed within different policy agenda. The vimyvhich these measures are coordinated and
aligned over time in a coherent dynamic framewarknicreasingly a key success factor. This
taxonomy not only does allow for mapping singleigplmeasures at each level of policy
intervention and according to each factor input,ddso allow the visualisation of the new policy
agendas.

3.2 South African industrial policy today

Before we attempt mapping specific industrial pplmeasures in South Africa with the help of
this matrix in section 3.3, we will first summaritee most recent strategic industrial policy
efforts in the country to provide some context.

The post-apartheid industrial policies in Southiédrfocused on widespread trade-liberalization
which led to a decrease in average industrialfsafibm 28% in 1990 to 8% by 2006. In terms of
sectoral priorities, the government mainly suppbréerelatively narrow set of manufacturing
sectors such as automotive, steel, chemicals, alumiand paper and pulp. Without going into
the detailed results of this period of less prag&ctndustrial policy interventions in the country,
one can summarize that it did not lead to a subiatateepening of the industrial base, it did not
promote significant industrial diversification awdsom mining and minerals and it largely
ignored the challenges of an overvalued exchartge 3@me observers even get to the conclusion
that this lack of strategic interventions contrdmlitto an overall decline in the manufacturing
sector of the country (Zalk 2011, Barnes et al.300



FIRST SUBMISSION — NOT FOR CIRCULATION

Other observers emphasize that the effectivenesshede supply-side interventions (e.qg.
investment incentives, human resource developrsapport for R&D) was often undermined by
a number of persisting contextual factors, namestitutional weaknesses, lack of government
capabilities and strong oppositions from powerfegbreomic interest groups (Chang, 1998;
Tregenna, 2012).

With more proactive industrial policy being backague globally, the Industrial Policy Action
Plans (IPAP 1 in 2007 & IPAP 2 in 2010) also marlkeshift to a new policy making process in
South Africa. The new approach to industrial praomodid not only become more vocal on the
need for active government intervention, in factcansidered several principles that new
industrial policy advocates highlight as key suecésctors. First of all, the design of the
interventions was based on extensive consultatiotisthe private sector and a broader cabinet-
level coordination of policies was introduced andsped. Second of all the IPAPs build on a
rigorous identification of key constraints and oppnities for sub-sectors and accordingly
developed detailed action plans. Thirdly, as sunmadrin figure 7, strategic sector selection was
pursued in an evidence-based fashion with theipzation of focus industries on the basis of the
guantitative evaluation of the existence of highpEryment multipliers and strong backward
linkages (Source: IPAP 2012/13). In many ways, thiskes South Africa a pioneer in the
formulation of well-designed new industrial polisig the Sub-Saharan region.

Figure 7: Definition of priority sectors in IPAP 2012/13-2014/15
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Despite these major efforts undertaken since 280me key challenges for Industrial policy
persist in South Africa today.

1. With regard to manufacturing as a whole, the in@ernmental co-ordination of
industrial policies and related policies does gpitise significant challenges. This is
particularly important as some key issues of caméer the industrial sector today - such
as the over-valued exchange rate, the weak skitse bthe high logistical costs, the
monopolistic provision of key inputs into manufaatg and the Global Economic Crisis -
require the expertise and alignment of several fiii@s.

2. With regard to specific sub-sectors, some succasdben recorded, but many challenges
are still very evident. For instance, the auton®tproduction volumes and efficiency
improved considerably over the last years but thport dependency for components
remains very high and employment generation i$ lgtiited. At the same time textile
production has lingered in a long-term downwarddréAlfaro et al 2012).

3. Given the dramatic social tensions and inequalitiess country experienced during its
transition (Tregenna and Tsela, 2012), the govemirséll has to address a fundamental
challenge that is related to the composition of tmain industrial policy goals. On the one
hand, there is aroductive transformation policy goabnsisting in the expansion of the
manufacturing base and, in particular, in the dmgwelent of medium- and high-tech
manufacturing sectors (i.e. capital intensive gsftoOn the other hand, there is an
employment generation policy goebnsisting in the reduction of unemployment and
social tensions through the support of those ecamssattors that are expected to have a
relatively higher jobs absorption capacity in thers- to medium-term.

Against the background of these high burdens fdustrial policy in South Africa, the National
Development Plan 2030 issued by the National Plapr€@ommissionmarks a shift in the
articulation of the importance of industrial deyaiteent for the long-term growth path of the
country. In particular, the document is very clahout a shift of expectations from the earlier
notion of manufacturing as an important direct seusnd generator of employment to that of a
linkage creator for other sectors that are morelyiko create significant numbers of jobs (in
particular services). This assertion which pastialbnflicts with the strong notion of employment
creation in manufacturing in the IPAP shows that ititra-governmental alignment of industrial
policy objectives and efforts is not a foregonedaosion (NDP 2030; IPAP 2013/14-2015/16).

In fact, with regard to the challenge of the prddiectransformation vs. employment generation
objectives of industrial promotion, the NDP ackneeldes that the country’s strength is mainly in
capital-intensive manufacturing (mineral processmgtals, chemicals), which cannot be the key
generator of employment in the country. Hence pilae projects that the share of manufacturing
in total employment is expected to decrease froenctirrent 12% to 8-10% in 2030 (Table 6 on
employment scenarios). Accordingly, as far as mactufing is concerned, the focus of

government interventions should be on the promotibinter-sectoral linkages to construction,

energy, waste reutilisation and mining (inputs d@ogvnstream). At the same time, employment
generation is instead expected mostly in domestented activities in the services sector (incl.

commercial & public/community based services) rattten in manufacturing (Source: NDP

2030).
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Table 6: Employment distribution scenarios for Soulh Africa in the NDP 2030

FIG 2.2 INDICATIVE SCENARIOS - SECTOR DISTRIBUTION OF EMPLOYMENT

2030
::::::: Scenario2  Scenario 3
R solid minerals diversified
Agriculture 4.8% 2.2% 2.6% 3.4%
Mining 2.3% 1.1% 1.6% 1.8%
Manufacturing 11.8% 7.9% 9.1% 9.6%

Leader & high paid i
spehnthambigns 15.4% 12.7% 15.4% 17.6%
(e.g. finance, transport)

Foll i
orowerservices ‘ 14.7% 17.6% 20.5% 20.9%

(e.g. retail, personal services)

Construction & utilities 6.3% 4.4% 5.4% 5.9%

Informal sector & domestic

22.3% 17.2% 19.4% 21.1%
work; excl EPWP
Publi i ial
HACBRCECY, Peiwce Soce 19.3% 13.8% 14.8% 17.8%
services & parastatals
EPWP 3.2% 23.1% 11.1% 1.8%
Total 100.0% 100.0% 100.0% 100.0%

Source: NDP, page 126.

The latest iteration of IPAP which was launche®@13 to set the roadmap for South Africa’s

industrial development efforts for the next 3 yeé2613-2016) also addresses this complex
scenario and the trade-off between manufacturingeldpment and employment expansion

discussed above. The development of manufacturasybeen increasingly recognised as the
priority, especially considering that the consumptdriven sectors are growing twice as fast as
the productive sectors. At the same time, highctimal unemployment (oscillating between 22

and 25 percent in 2013) still represents a majalehge (IPAP 2013/14-2015/16).

While this recent IPAP is informed by the broad elepment vision set out in the National
Development Plan, it clearly goes beyond the exbiects of the NDP in its objectives when it
emphasizes that ‘the overriding goal of the IPARhis policy context is to prevent industrial

decline and support the growth and diversificatcdnSouth Africa’s manufacturing sector’. It

recalls that ‘the balance of international eviderscéhat manufacturing is the engine of growth
and employment of all economies that have achidigh gross domestic product (GDP) and
employment growth’. Finally it re-emphasizes thaiahufacturing can generate significant job
creation _directly as well as indirectly in a rangé primary and service sector activities’

(underlining added by author) (IPAP 2013/14-201%/16

In fact, this latest IPAP in several parts alsoosshthe vision set out in earlier iterations that
‘manufacturing has a vital role to play in dynamgiemployment and growth in the economy’. It
also stresses that industrial policy should be &@rand driven by a particular focus on value-
adding sectors that embody a combination of redgtinigh employment and growth multipliers.
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In this respect it clearly gives a larger preceéetw the employment generation objective of
industrial policy than the NDP 2030 (IPAP 2013/131:3/16; NDP 2030).

Ambitious policy objectives require concerted effor Hence, one way to evaluate the
significance of a government’s industrial policyopess is to look at the relevant budgetary
allocations. An analysis of the South African casetable 7 shows that the Industrial
Development budget increased significantly overléis¢ 3 years from R 5.8 billion in 2010 to R
9.4 billion in 2013. This equals an average anmgualvth rate of 18% and clearly supports the
notion that industrial policy made a prominent retin the country (Treasury 2014).

Table 7: National expenditures for Industrial Devebpment in comparison to other economic services heeen
2010-2016

Audited Revised estimate | CAGR Medium-term Estim
expenditure expenditure ated
outcome estimates CAGR
National 2010/ | % of 2013/ | % of 2010- | 2016/ | % of 2013-
expenditures for 11 economic | 14 economic | 13 17 economic | 16
main Economic services services services
Services in R million 2010/11 2013/14 2016/17
Trade and Industry 5.797 32% | 9.443 34% 18% | 11.984 37% 8%
Rural Development
and Land Reform 7.123 39% | 9.460 35% 10% | 10.673 33% 4%
Agriculture,
Forestry, Fisheries 3.830 21% | 6.182 23% 17% | 6.674 21% 3%
Tourism 1.144 6% | 1.521 6% 10% | 2.076 6% 11%
Economic
Development 401 2% 772 3% 24% 717 2% -2%
Sum of above
Economic Services 18.294 100% | 27.377 100% 14% | 32.125 100% 5%

Source: Authors on basis of National Treasury 2@&stimates of National expenditure

In relative terms, the Industrial Development budigenow larger than most other economic
services due to this significant increase. In faatystrial policy related expenditures account for
34% of the main economic services, on par with RDewvelopment but ahead of Agriculture and
Tourism today. Furthermore, the medium-term expengliestimates in the 2014 budget of the
National Treasury indicate that Industrial Devel@mtnwill continue to receive growing shares of
the available budget until 2016 when it is expedtedeach almost R 12 billion or 37% of the
main economic services (Treasury 2014).

In view of this increasing relevance of industipalicy within the country, the latest IPAP also
takes stock of earlier industrial policy intervemis and comes to the conclusion that the dti
succeeded in many of their interventions becaudelldwed some core guiding principles of
good practice in new industrial policy which aremsnarized in the figure 8. The principles that
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are highlighted refer to the fact that interventionere designed on the basis of a thorough
evidence-base and were subject to significant btadler engagement. They also clarify that the
interventions were executed with appropriate fugdand human resources and benefitted from
intra-governmental coordination. While it is diffit to find objective evidence for this claim, the
reference to these principles as such is alreadypdication for the fact that Industrial Policy in
South Africa stands at a significantly more advanstage than in other Sub-Saharan countries
where several (or all) of these principles are camiynot considered (IPAP 2013/14-2015/16).

Figure 8: The principles for Industrial Policy sucaess under IPAP

The interventions rested on Programmes and specific
The programmes and
sound economic research and interventions have been the v )
Appropriate funding and human interventions had the necessary
analysis, identifying market subject of significant stakeholder
X resources existed to take the intra-governmental
failures and designing the most engagement and benefit from a
interventions forward co-ordination and co-operation
appropriate measures required to critical mass of support from N )
critical to their success
address these stakeholders

Source: IPAP 2013/14-2015/16

In summary, one has to acknowledge that the rqmendd of determined industrial policy efforts
in South Africa stands out as a good practice ib-Sahara Africa both in terms of the
thoroughness of the strategy and policy design ge®cas well as the wholehearted
implementation with significant financial and humaesources. On the other hand, some
significant challenges remain with regard to thesemsus among key institutions/stakeholders on
the justified policy ambitions and expectationghie area of employment generation in industry.
It can only be hoped that the remaining competitégs challenges for manufacturing as a whole
as well as for core sub-sectors can neverthelesslthessed with a set of coherent and effective
industrial and related policy interventions.
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3.3 The South Africa industrial policy matrix

This section will look more specifically into thereent industrial policy mix of South Africa and
systematically map the major ongoing policy intemi@ns. This will be done by applying the
industrial policy matrix that we introduced abovéigh classifies measures according to their
level of intervention as well as the way in whidtey hope to affect the productivity of factor
inputs.

With regard to the level of intervention, the mretent iteration of IPAP marks a continuation of
earlier editions when distinguishing between transal (i.e. cross-cutting) and sectoral aspects.
The transversal interventions are generally intoeduas horizontal measures which are meant to
have an impact across multiple manufacturing sabesg while the sectoral interventions consist
of vertical measures that are more strategicalty$ed on priority sub-sectors in manufacturing.

With regard to the focus on specific factor inputBAP introduces 8 areas of transversal
interventions on Financing, Innovation/Technolo@kills, Public Procurement, Competition

Policy, Trade Policy, Regional integration and SEWss provides a fairly broad set of horizontal
industrial policy activities and each of the aremdargeted with several specific key action
programmes that will continue to be updated acogrdd progress in each annual reiteration of
the plan (IPAP 2013/14-2016/17).

The table 8 presents an analysis of the mainyaoiterventions in the current IPAP, covering all
eight transversal as well as the major sectorahwentions. It summarizes some key programmes
for which information is publicly available and dhat basis compares the significance and
achievements of the schemes, their underlyingmatéoas well as some additional key aspects of
each programme (e.g. sectoral focus areas).
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Table 8: Significance and rationale of selected maj industrial policy interventions (Source: Author on basis
of government documents and expert discussions)

Policy

intervention

Transversal

Financing

Key programmes

MCEP

Also in ‘competitiveness
cluster’: EMIA (grants for
export promotion) with

R 500 million in ten

years and smaller CPFP
(grants for feasibility
studies)

Significance and
achievements

Incentive of R 5.8 billion
started in May 2012;

R 1 billion committed to
197 firms in FY 2012/13;
largely disbursed as
cost-sharing cash grants
for capital expenditure
of individual firms

Rationale

Increase
competitiveness of
manufacturing firms
through better access to
suitable finance (resolve
market failure)

Additional
information

Exclusion of selected
sectors. Currently strong
sectoral concentration
of grants in Agro and
Metal sectors.

‘121’ Tax Allowance
Incentive

R 8.1 billion tax
allowances in 2 years
(2011/12-2012/13); for
very large projects (only
12in 2012/13)

Accelerate economic
growth through new
large manufacturing
projects. Job creation,
training and energy
efficiency

So far focus on medium-
large manufacturers in
Chemicals and Non-
metallic mineral projects

Innovation /

SPII (support
Programme for

Review of SPII & THRIP
ongoing. Plan to propose

Promote technology in
industry through the

Both administered by
IDC. Importance of

Technology Industrial Innovation) and implement new provision of financial coordination with DST
THRIP (Technology and institutional assistance for the highlighted.
Human Resource for arrangement development of Also inquiries for new
Industry Programme) innovative products and technology platforms
processes (from basic and incubator
research to prototype) programme.
Skills Industry-Skills-Hubs and Baseline studies Better long- and short- Strong focus on priority
Industrial Centres of completed. Plan: Pooling | term alignment of skills sectors (advanced
Excellence of training infrastructure | supply with industry manufacturing,
to optimize skills needs clothing/leather and
delivery for IPAP priority aerospace). Separate
sectors. Provision of artisan programme
long-term funding
Pu bl ic Legislation for local 25-80% local content to Verify local content of Designated sectors incl.
procurement and be achieved depending public procurement and coaches and
procu rement | verification process for on project in designated | create new demand for locomotives, pharma,
SABS finalized sectors national manufacturers furniture, electrical
component, renewables
Competition Strengthen Various large cases Increase compliance and | Includes also tightening
implementation of settled by competition reduce anti-trust of conditionality for
pO“CV competition policy commission in various behaviour to reduce large firms that receive
sectors (fuel, steel, dominance of state support
cement, telecom, food, monopolistic input
etc.) providers
Trade PO“CY Developmental tariff Ongoing review and To increase value Includes also selected
reform tariff setting for priority addition, employment, decreases of tariffs for
sectors (sector/product etc. as response to intermediate inputs
scope definition, etc.) global trade
liberalization that poses
risks of industrial decline
Regional Industrial work Development of Increase real economic Includes also
programme with RECs Regional IP for SADC and | integration of cooperation on technical
integ ration (Regional Economic SACU and industrial productive capacity in infrastructure and
Communities) roadmap for the the region (e.g. industrial Finance and
Tripartite infrastructure and ODA for industry
support of regional VCs)
SEZs Designation of SEZs, SEZ | Ongoing process of Strengthen terms of The evaluation of the

bill, planning and
capacity building

designation of SEZs, pre-
feasibility studies and
legislative process

R 3.6 billion committed
by treasury for 2014-16

trade through export,
creation of stronger
value chains and
provision of jobs in
disadvantaged regions

viability of proposals for
SEZs has selectivity
implications for both
sectors and regions

25
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Policy

intervention

Key programmes

Significance and
achievements

Rationale

Additional
information

Textile CTCP (Clothing and Grants of R 2.1 billion (of | Reverse decline in Also stronger prevention
Textiles Competitiveness | total R 3.8 billion) employment and of illegal imports and
Programme includes: PIP | approved (IDC 2013) and | transform some niche market
(Production Incentive almost 50% of jobs in competitiveness for programmes (e.g.
Programme with 85% of | the sector supported local market success crocodile leather cluster)
budget) & CIP within 581 assisted (through improved
(Competitiveness companies; grants for quality, cost & delivery)
Improvement plant and equipment
Programme) both funds upgrade (PIP) and
managed by the IDC on skills/process
behalf of the dti improvements (CIP)
Automotive APDP (Automotive AIS: R 3.4 billion of Support light motor Former export focus of
Production and incentives for 128 vehicle and components MIDP removed
Development approved projects with manufacturers to
Programme) includes taxable cash grant of increase production, and
cash component AIS 20% of the value of jobs and strengthen
(Automotive Investment | qualifying investment in value chains (higher
Scheme) and import productive assets production capacity with
duty rebates (VAA & PI) (machinery, equipment, more local components)
Tu as well as import tariffs buildings)
| . Ag ro- Agro-processing APCF: R 205 million Labor-intensive growth, Additional support of
o Competitiveness Fund loans approvals so far. rural development and niche producers in Food
fd processing (managed by the IDC on Several ongoing food- smallholder benefits industry (e.g. maize
O behalf of EDD) and other | processing strategies expected millers, fruit/vegetable
) Food industry support and action plans being canning, soybean and
V) programmes developed with private organic food)
companies.
Fiscal Incentive for Incentive announced Expected creation of
biofuel and rules/arrangements 55,000 new jobs, reduce
to be defined import dependency and
emissions
Metal Support through public Ongoing analysis and Stimulate industry Also: Specific skill
procurement review of opportunities through public programmes for tooling
fabrication infrastructure industry and foundry
and capital programmes industry
equipment
Pharma Increase local Procurement: Ongoing Strengthen local pharma | Also: Pharmaceutical
procurement in pharma review of rules of sectors competitiveness skills strategy to be
tenders designation for tenders and increase locally developed
Ketlaphela (APIs) project | with DoH available medicines
Ketlaphela: Public- Ketlaphela: Produce
private venture started, active pharmaceutical
building in progress ingredients locally

Source: Authors on basis of government documertsapert discussions

On the basis of this analysis, it deserves to lghlighted that several of the cross-cutting
interventions nevertheless indicate certain vdr{ioca sub-sector specific or even manufacturing
firm specific) aspects. The most striking exampfes transversal interventions that are
characterized by their firm-level approach can benfl in the Finance area. The ‘121" Tax
Allowance Incentive and the Manufacturing Compegitiess Enhancement Programme (MCEP)
both tackle the finance constraint on the firm lew#h significant tax allowances (12I) and
grants for capital expenditure (MCEP) that are aedrto individual enterprises. While the 121 so
far supported a few new very large investment ptsj@f Chemicals and Non-metallic mineral
firms, the MCEP disbursed grants for 197 specificestment projects mostly to firms in the
Agro-processing, Metals and Chemicals sectors (I2AD3; DTI 2013 on 12I).
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The Export Marketing and Investment Assistance (EMprogramme also provides grants to
specific enterprises that want to engage in expooamotion activities, while the Support
Programme for Industrial Innovation (SPII) also iwith individual firms and supports them in
the development of innovative products and procesS¢her transversal interventions are less
firm specific but explicitly mention sectoral focaseas. A good example for this phenomenon is
the Public procurement intervention that consigt$ooal content requirements for designated
sectors (incl. coaches and locomotives, pharmaijttue, electrical component, renewables) (DTI
2010; DTI 2011).

A transversal intervention that will receive sigegint additional funding between 2014-2016 for
infrastructure investments is the development Z§Evhich was initiated in the early 2000s but
reinforced with the Special Economic Zones Bill2@13. The decision on which zones will be
supported will have selectivity implications botbrh a regional and a sub-sector perspective.

With regard to industrial policy interventions (hit IPAP?) that aim more broadly at the
macroeconomic framework, the transversal interemsti on Regional Integration and
Competition Policy are good illustrations. Whileeyhalso refer to some sector-specific examples,
they are less targeted on specific sub-sectorstti@other transversal interventions. In terms of
factor inputs, the regional integration agenda $esuon regional infrastructure and market access
aspects while the competition policy is concernéith Whe concentration of the supply of critical
raw material inputs/resources as well as the cdretdon of production capacity due to a lack of
new entrants (IPAP 2013-16).

In addition, the IPAP 2013/14-2015/16 also featumelsrge number of sectoral interventions,

which are broadly divided between sectors that vaéneady supported since 2007 (cluster 1) and
several additional priorities that include qualitaly new areas of intervention in cluster 2 (e.g.

green industries) as well as longer-term targetgdtfe development of capabilities in advanced
manufacturing in cluster 3 (e.g. nuclear and aexospndustry). While the issue of selectivity

will be discussed in more detail in section 4 beldvis evident that there are a large humber of
sectoral interventions ongoing (IPAP 2013-16).

Among these vertical interventions, it is possibderoughly distinguish between approaches
which generally affect the whole sub-sector andregghes that more directly impact specific
manufacturing firms. Examples for the first grouge ahe newly proposed intervention for
Biofuels (including a mandatory blending of biofsilend fiscal incentives) as well as the Pharma
sector intervention that aims at the increase oflypction capacity and skills enhancement for the
whole sub-sector (e.g. through new criteria fomlquocurement in tenders of the Department of
Health as well as the development of a sectordstrategy) (IPAP 2013-16).

On the other hand, the sectoral interventions &wesal key sub-sectors more directly affect
individual firms. In particular the Automotive sehe (APDP) awards cash grants to individual
firms to invest into productive assets (machinegyipment, etc.), the Clothing/Textiles scheme
(CTCP) provides grants to individual firms to updgathe skill-level of their labour force or to
invest into product and process improvements aadAiiro-processing fund develops strategies
and action plans with selected individual entegwi©TI 2012).

2 This policy analysis mainly considers the IPAPefhare possibly other relevant policy interversiby the
government of South Africa on the macroeconomiméaork that are not referred to in the IPAP but are
nevertheless relevant for industrial policy.
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Figure 9 provides a mapping of the main intervergi@nalysed above. It visualizes the key
characteristics of the current industrial policyxrm South Africa, both in terms of the levels of
intervention and the focus on specific factor irgut

Figure 9: Industrial Policy matrix of South Africa today
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Source: Author on basis of government documen®&KIR013-16 and others) and expert discussions

Notes:

* The size of the circles does not indicate the soatelative relevance of interventions but rathigggests their
spread across different levels of intervention antictor inputs.

e The analysis does not consider government incenthat are not framed under IPAP (e.g. scienceskifid
support by DST, etc.)

On this basis, it can be summarized that:

1. The South African industrial policy mix is mainhharacterized by a large number of
sector-level and firm-level interventions and ordiatively few macro and cross-sectoral
schemes (see O’'Sullivan et al., 2013 for a compangth Japan, US, Germany and UK).

2. In addition to specific (vertical) sectoral progmaes, also several initiatives that were
primarily designed as horizontal measures (trasselinterventions) nevertheless
intervene on the level of individual firms or suketors. The position of the transversal
interventions in the upper part of the matrix (&CEP and ‘12I') suggests a certain level
of inconsistency between the vision to supportwhele manufacturing sector with these
schemes (impact), and the fact that they generatespecific effects.
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3. Even industrial policy interventions on factor itnpuvhich are traditionally tackled more
with macroeconomic or cross-sectoral schemes Kimnmwledge and Labour) are dealt
with more on the sub-sector level in the South &iini case (e.g. Industrial Skills Hubs
and SPII).

4. The largest interventions in terms of allocateddmisl are firm-level interventions that
target Finance rather than other factor inputs (RCE2l, APDP) suggesting that access
to finance is considered the most binding constfammanufacturing growth.

5. Direct financial support through grant schemes &stures prominently in measures that
aim at skills upgrading, innovation and internasibrmarket access (e.g. EMIA),
suggesting that a lack of financial capital is {jadly) considered the underlying cause for
challenges in these other factor inputs.

6. Competitive Industrial performance (i.e. the enleanent or preservation of production
capacity) is commonly the ultimate objective of emtentions that tackle finance,
international market access and skills issues.

7. Employment creation and/or retention are commordgytioned as other key objectives in
interventions of various types.

3.4 Resolving the most binding constraints? Selecdt@xes of policy agenda

This sub-section will introduce four important fes of the current South African Industrial
Policy mix: 1) the large scale industrial financgéerventions that mainly aim at enhancing the
manufacturing production capacity; 2) the stratgmiblic procurement policy that is designed to
support industrial capacity expansion from the dasinside; 3) the recent re-emphasize on SEZs
as a means to create the relevant infrastructunedéoe competitive manufactured exports; and 4)
the latest efforts to enhance the technologicaistfucture for innovation and manufacturing
upgrading in the country.

3.4.1 Provision of Finance to enhance production capacity

The analysis of the policy matrix has shown tha¢ @f the main focus areas of the current
industrial policy mix in South Africa is the prows of Finance to facilitate the enhancement of
manufacturing firms’ production capacity. Accorditgthe latest IPAP, access to finance is a key
constraint for manufacturing and the governmentistrial Financing instruments are mainly

expected to provide 1) a longer term of financiBpga grace period allowance; 3) lower interest
rates; and 4) funding for working capital (IPAP 3014-2016/17)

A disaggregated analysis of the current budgeinidustrial development support in South Africa
illustrates the significance of this factor inpudlipy interventions further. Table 9 summarizes
how the main expenditures contributed to the oVamdustrial policy budget over the last years.
It is evident that the major manufacturing inceesivthat involve direct grants to firms (MCEP,
APDP, EMIA, CPFP) as well as the 12| tax incentmanaged by the Incentives Development
and Administration Division (IDAD) today amount 3.4 billion of the available annual budget
in the dti. This is almost three times the amowabrded in 2010, which means that 36% of the
available budget is currently captured by thesentiges. The significant growth (+36% p.a.
between 2010 and 2013) was largely triggered byitt@duction of the MCEP which was
initiated as a reaction to the financial crisisgqdsury 2014).



FIRST SUBMISSION — NOT FOR CIRCULATION

Table 9: Analysis of the Industrial Policy budget acording to main expenditures between 2010-2016

Audited expenditure Latest revised Annual Medium-term Estimated
outcome estimate growth of expenditure estimates | annual
expenditure growth of
expenditure
National expenditures for main 2010/11 | % of Trade & | 2013/14 | % Trade & 2010-2013 2016/17 | % of Trade & | 2013-2016
Economic Services in R million Industry Industry Industry
budget budget budget
2010/11 2013/14 2016/17
Total budget: Trade and Industry
(incl. Administration, etc.) 5.797 9.443 18% 11.984 8%
1) Incentive Development and
Administration Division (IDAD) 2.793 48% 5.393 57% 25% 7.051 59% 9%
1.1) Manufacturing Incentives
within IDAD (incl. MCEP, 12,
APDP, CPFP, EMIA, etc.) 1.337 23% 3.357 36% 36% 4.027 34% 6%
1.2) Infrastructure Development
Support within IDAD (incl. SEZs) 1.021 18% 1.042 11% 1% 1.940 16% 23%
2) Customised Sector Programmes
within IDD (incl. CTCP) 638 11% 1.056 11% 18% 1.404 12% 10%

Source: Treasury 2014, National expenditure esémat
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In addition, other major sector-specific grant lshseentives are managed by the dti's Industrial
Development Division (IDD) and amount to a totahaal budget of R 1.1 billion in 2013/14, up

from R 0.6 billion in 2010/11. This represents aididonal 11% of the available budget for Trade
& Industry. This intervention package also showstrang increase, in particular between 2010-
2012 when the CTCP for Clothing/Textiles supportsviiairoduced (Treasury 2014; DTI 2012:

CTCP).

Looking ahead, these sorts of support measures;hwlargely consist of matching grants for
individual firms, are expected to remain the prateiindustrial policy expenditure in South Africa.
While IDAD’s manufacturing incentives are projectedamount to R 4 billion per year in 2016/17,
IDD’s customised sector programmes could reach4Rbillion per annum according to the most
recent medium-term national budget estimate (Trga20d14).

Currently, the Manufacturing Competitiveness Enleament Programme (MCEP) is the main key
action programme under the Industrial Financintapibf IPAP and it aims at increased industrial
competitiveness through better access to finaceijgital. The programme provides grant finance to
manufacturing firms to invest in competitivenesfiacement by upgrading production facilities,
processes, products and people and it seeks tomsaxemployment and value-added potential in
strategic sectors set out in the IPAP (IPAP 201R-The scheme is summarized in the figure 10
and consists of 7 sub-components, 5 of which ameagred by the dti and 2 by the IDC.

Figure 10: Components, objectives and features of GEP

Core components of MCEP: Matching grants for industrial upgrading

* Objective: to support capital investmentin equipment upgrading and expansions that will lead to the
Capital Investment Grant creation of new jobs and retention of existing jobs.

(equipment upgrading or * Grant ranging from 30%-50% (dependingon firm size)

expansions) * Qualifying Assets and Investment Costs: Machinery and equipment at cost, as well as setting up, installing
* 192 of 197 projectsin 2012/13 and upgrading laboratory equipment. Buildingimprovements and extensions, forklifts and tools, jigs and
dies.

* Objective: To support projects with green technology upgrades and business development activities that
will lead to cleaner production and resource efficiency as well as engineeringand conformity assessment
services that support the green economy through the manufacturing sector.

Green Technology and
Resource Efficiency Upgrade
Grant

* Grant ranging from 30%-50% (depending on firm size)
* Qualifying Assets and Investment Costs in areas of cleaner production, waste management, energy
efficiency, renewable energy, water use efficiency and conformity assessments.

* So far 2 projects in 2012/13

* Objective: Toenhance the competitiveness of enterprises through the enhancement of conformity
Enterprise Level assessmentsand improving processes, products and related skills development through the use of business
Competitiveness development services.

Improvement Grant (BDS) * Grant Ranging from 50%- 70% (dependingon firm size)

* So far 3 projects in 2012/13 * Qualifying Activities/ Costs include process improvement/optimization, productimprovements,
conformity assessment certification, logistics improvements, information technology systems, skills
development, procurement process improvement and bidding costs.

Other MCEP components that have not yet provided grants as of 2012/13 and IDC’s MCEP component

/ * 50% or 70% of the cost of the feasibility study thatis likely to lead to bankable investment proposal

* Grant for 80% of collaborative production and marketing efforts of clusters of enerprises (e.g. BDS)

* Pre-and post-dispatch working capital facility: Loans at preferential interest rate (4%) for working capital
(pre and post dispatch, e.g. production, raw material, and packaging and transportation costs, performance
bonds and performance guarantees)

* Industrial policy niche projectsfund: Grantto projectsin new areas with potential for job creation (limited
take-upin 2012/13)

Industrial Financing Loan

Facility (IDC component)

Source: Authors on the basis of IPAP, MCEP guidaliand dti incentives performance report
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Within MCEP, applicants can apply for one or a corabon of the above-mentioned sub-
programmes at company-level based on their needbinvthe dti components of MCEP, firms can
apply for a matching grant and qualifying investiewtivities include capital equipment for
upgrading and expansions; green technology upgrddescleaner production and resource
efficiency activities; enterprise-level competitigss improvement activities for new or increased
market access, product and process improvemeratedelskills development; and conducting
feasibility studies. One component allows for austof firms to apply for a grant for their
collective efforts. The IDC components are a pred post-dispatch working capital loan facility
and the Industrial Policy Niche Projects Fund (DTI 2012;
http://www.investmentincentives.co.za/mcep).

The programme has a significant size of R 5.8dilland is scheduled to run over 5 years (2012-
2017). During the 2012/13 financial year, 197 prtgeto assist manufacturing enterprises with
matching grants with the total value of R983 milliszvere approved and a total investment of
approximately R4.2 billion was projected on thisibaOf the 197 approved projects, the Capital
Investment component had the most number of aplmaid®2), while the other components
recorded only limited take-up (IDAD 2013).

In terms of sectoral distribution, the scheme isouced as a horizontal intervention and in gdnera
allows most manufacturing firms to apply, althowggttors which are covered by similar sector-
specific grant schemes (e.g. Automotive and Tetilee usually not eligible. However, the actual
approvals in figure 11 display a strong sectoratfoon the Agro-processing (36 grants worth R383
million), Metals (62 grants worth R259 million) ar@@hemicals (26 grants worth R117 million)
sectors in 2012/13. The three sectors jointly antexifor 77% of the volume of all grants in this
period (IDAD 2013).

Figure 11: Number and value of approved MCEP appliations across sectors 2012/13

Wood 4 Wood | R4,7m

Textile 1 Textile R 610.000
Printing Printing S R 75 m

Plastics Plastics ™ R 48 m

Paper & pulp

Paper & pulp ™ R 66 m

Other-non metal products

Other-non metal products ™ R 22 m

WEES Metals

Electro-technical Electro-technical
Chemicals Chemicals

Agro-processing Agro-processing

Source: IDAD 2013
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While the dti regularly engages in the implemeptatof financing schemes for manufacturing
firms such as MCERP itself, e.qg. for the provisidrcapital expenditure grants, South Africa also has
three dedicated industrial financing institutitins

1. the Industrial Development Corporation (IDC) whiwhs set up in 1940 to promote economic
growth and industrial development and is ownedHh®y $outh African government under the
supervision of the Economic Development departmiergrovides loan and equity funding to
private industrial firms with total funding apprdsaf R 13 billion in FY 2012/13.

2. the Export Credit Insurance Corporation (ECIC) ahweas established in 2001 and facilitates
South African export trade by underwriting exporédit loans and investments outside the
country and is a state-owned agency under theithiamotal portfolio of R 18 billion in the FY
2012/13.

3. the Development Bank of Southern Africa (DBSA) whigrovides various financial
instruments with a focus on economic infrastructdeselopment finance in South Africa as
well as other Southern African countries. Its maadaes however not cover the manufacturing
sector.

Emphasizing the strategic importance of thesetutgins, the IPAP argues thdGiven the scale
of competitor banks such as the China Developmemtk Band the Brazilian BNDES, these
institutions should secure agreement on a collabeea approach to identify and unlock
opportunities for support to South African and é&m manufacturers(IPAP 2014/15-2016/17).

In particular the IDC is a key implementing ageméyindustrial policy in the country and works

closely with the dti, for instance in the implemaian of the MCEP and CTCP programmes.
Within MCEP, the IDC manages a Woking Capital FondR 765 million as well as an Industrial

Policy Niche Fund of R 200 million. In the FY 2013/it approved more than R 200 million MCEP
funds as loans mostly to the Metal/transport/maatyisector (IDC 2013).

However, an analysis of IDC’s current portfoliolfa 10) illustrates that the MCEP funds only
make up a minor share of IDC’s overall loan portfdb manufacturing enterprises. In 2012/13
alone it disbursed almost R 4 billion to manufaictyrfirms, which equals around 30% of its total
approvals during that year. On the other hand ME=P funds amount to only 2% of total IDC
approvals in 2012/13.

% Sourceshttp://www.idc.co.za/http://www.ecic.co.zattp://www.dbsa.org
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Table 10: IDC loan approvals to manufacturing sub-sectors from own resources and MCEP funds in 2012/13

IDC Strategic Business Units in Financing approved in|of  which
Manufacturing FY2012/13 in R million MCEP
Metal, transport and machinery 1.721 207
Textiles 426 -
Forestry and wood 397 -
Chemicals and allied industries 671 15
Agro-industries 738 2
Total of above SBUs 3.953 224
Share of total IDC approvals in FY

2012/13 30% 2%

Source: Authors, based on IDC Annual Report 2013

It can be summarized that the current financiapsupmeasures in South Africa’s Industrial Policy
are significant in scale and consist of two maigslel) grant schemes administered by the dti and
2) the provision of (working capital) loans by tfeC. This two-pronged approach follows a certain
logic: The grant schemes were put into place togaté the major constraint of access to finance
quickly, by injecting capital directly into manutacing firms. However, as one has to acknowledge
that this approach will only temporarily relieveetfinancial constraint facing the manufacturing
sector, this needs to be complemented with actmmscrease access to finance in the longer-term.
The IDC and other industrial financing institutioosuld eventually assume this role. However,
their current focus is on (shorter-term) workingpital loans rather than supporting capital
expenditure projects, which leaves a question roarthe effectiveness of the current set-up.

In a similar vein, Minister Davies highlights theed to strengthen and focus the industrial finance
aspect of industrial policy in the country in hisdword for the IPAP 2014/15-2016/17:

“Mobilising industrial finance is crucial. We mustake further and more rapid progress

towards ensuring that SA's industrial financingrass all DFIs, is better designed, more

coherently aligned and more competitive in relatiorour peer middle-income countries, with

an optimal mix of public and private sector finamgi State and private capital co-operation

must increasingly complement one another if wetarachieve the levels of investment in the
production sectors that is requiréd

On this basis, IPAP suggests that immediate attenteeds to be given to 1) strengthening of
conditionality of industrial financing instrumentsnd 2) improving the coherence of the industrial
financing system particularly between dti incensivend funding flows from the IDC and the

Export Credit Insurance Corporation (ECIC). (IPAFL2/15-2016/17)




FIRST SUBMISSION — NOT FOR CIRCULATION

Signalling the serious efforts in this regard, luest iteration of IPAP even includes a key action
programme on theré-calibration of existing dti incentivésvith the ultimate aim to arrive at a
more targeted approach for financial incentivess #cknowledged that this would need to be based
on a dialogue with manufacturing industry stakebmddand a better understanding of the
characteristics of recipient and non-recipient nfactring firms and their competitive
performance (IPAP 2014/15-2016/17).

While a more selective approach to industrial fmag is supposed to lead to larger impacts and
better value for money, this does not necessariply a smaller scale of intervention in the future.
In fact, the dti is in the process of developingpwsals for expanding the suite of existing support
mechanisms, including fine-tuning the MCEP and glesig a specialised incentive to support BEE
in the manufacturing sector. Hence, the notionrof/ling investment capital for the enhancement
of production capacities is likely to remain a cteature of Industrial Policy in South Africa ineth
foreseeable future.

3.4.2 Public procurement: demand side measure to kance production capacity

Besides fulfilling the government’s demand for geahd services, public procurement regularly
addresses a wide range of objectives. It has bsed by governments to achieve socio-economic
objectives such as stimulating economic activitypt@cting national industries from foreign
competition; improving the competitiveness of certemdustrial sectors; and remedying national
disparities (Uyarra & Flanagan 2009; Ambe & BadeshdVeiss 2012). In fact, evidence on the
positive effects of public procurement as an indaléinnovation policy tool was already provided
by Rothwell and Zegveld (1981) as well as Gero%RiOQ), which shows that there has long been
interest in the use of procurement in the induisbadicy mix.

Using public procurement for developmental goalseien in the literature as a demand-side policy
measure through which governments can generatemakets for companies in order to develop
new technological capabilities and solutions (E&leBeorghiou 2007). More specifically, Yuelek
and Taylor (2012) highlight that apart from simg@yming at price discounts, governments can
choose between four types of strategic procurempelities: 1)preferential vendor and/or industry
purchasing arrangementge.g. preference to specific types of domestiendl;, 2) domestic
preference(i.e. “buy domestic terms”); 3dpcal contentand 4)countertrade and offset©n this
basis, they argue that public procurement is dglatfrom which a set of policies can be crafted in
support of an overarching economic developmentegya

In this vein, the South African IPAP 2012/13-20B4/@xplicitly highlighted the role of public
procurement as a strategic policy tool to leveragelemand to support production development in
different sectors. The IPAP 2013/14-2016/17 re-esspdes that public procurement is one of the
key strategic levers for the country’s’ industi@velopment objectives. It represents huge amounts
of public expenditure and accordingly the Governnpassesses the necessary purchasing power to
leverage procurement in support of broader econdewelopment goals on a large scale.

In terms of implementation, South Africa has amenhdes Preferential Procurement Policy
Framework Act (PPPFA) in December 2011 by integgatmechanisms to promote strategic
procurements. The revised PPPFA regulations emptheedti to designate industries, sectors and
sub-sectors for local production at a specifiecelesf local content. On this basis, the dti has
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designated ten sectors which are summarized ire thbl While the first 8 items were already
designated in 2012, the last two (i.e. power cabteksolar water heaters) were added in the latest
iteration of IPAP (IPAP 2013/14-2016/17; IPAP 2Qz+2016/7).

In terms of the taxonomy proposed by Yuelek andlidraynost of the items suggest that the dti's
policy focuses on “local content”, while the thrigems with 100% local content de-facto equal a
“domestic preference”. However, the whole procuneinseheme also features B-BBEE criteria and
hence qualifies as a “preferential vendor and/austry purchasing arrangement” policy. This
implies that the South African procurement poli@stsome elements of a production subsidy as it
alters the allocation of resources, prices, andamelin the economy. Yuelek and Taylor (2012)
suggest that this sort of policy should be adoptelg after a careful analysis of costs and benefits
as more complete price and quality competition comg leads to increased welfare in the
purchasing government’s economy.

Table 11: List of designated products for local prourement under IPAP 2014

Industry/sector/sub-sector

Minimum threshold for local content

Buses (bus body) 80%
Textile, clothing, leather and footwear 100%
Power pylons 100%
Canned / processed vegetables 80%
Rolling stock 65%

Pharmaceutical products
(oral solid dosage tender)

(73% of the tender volume)

Set-top boxes for TV digital migration 30%
Furniture
e  Office Furniture 85%
e School Furniture 100%
* Base and Mattress 90%
Power and telecom cables 90%
Solar Water Heaters (collectors and
storage tanks/geysers) 70%

Source: IPAP 2014/15-2016/17

Leaving cost-benefit considerations aside, in paldr the buses, rolling stock and energy
infrastructure (power pylons and cables) offer gigant domestic demand and hence could
contribute substantially to an increase in indabtgroduction capacity. So far, contracts were
awarded for the supply of 3600 coaches and phanmiaats worth R 1 billion and a tender for

more than 1000 locomotives was issued. In addivaith regard to the strategic orientation of
public procurement, the IPAP 2014/15-2016/17 hgjits that further sub-sectors will be

designated in the future and that the performarfiaesignated sectors will be monitored and the
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impact of the policy will be evaluated. Acknowledgithe relevance of the institutional side of
industrial policy, the dti is also planning to hamise strategic approaches to local procurement
with other departments and to strengthen the coatidin among them.

This analysis illustrates that South Africa is ffudly pursuing public procurement in its induskria
policy mix and has taken a number of important step increase the effectiveness recently.
However, the task to prioritize strategic produatsl define suitable policy approaches for public
procurement will continue to be of critical releearfor achieving significant impacts on industrial
development. While a significant amount of produtas been designated for public procurement
already, a specific strategic diagnosis of the potslthat could offer the most attractive poteatial
has not yet taken place. Such analysis shouldrincpkar consider the respective characteristics of
different product groups and the resulting applidgdor different procurement strategies.

In this regard, Uyarra & Flanangan (2009) suggest tistinct areas for public procurement which
differ in terms of their strategic potentials an@énequisites from an innovation perspective (figure
11):

1) procurement of standardised products serving argemarket (efficient procurement);

2) addressing specific demand niches but employingvkngroduction methods and practices
(adapted procurement);

3) encouraging new technical solutions to meet a gemared (technological procurement);
and

4) adapted technical solutions (experimental procurgne

Figure 11: Towards a strategic approach to public procurementa typology

(e.g. specialised

Specialised Standardized
production process production process
Experimental Adapted
procurement procurement

(e.g. customised

Dedicated | toshnical equipment) software, social ‘Needs
market services) driven’
Technological Efficient
Generic procurement procurement ‘Demand
market (e.g. waste management, |  (e.g. office supplies) pulf
transport)
Economies Economies
of variety of scale

Source: Uyarra & Flanagan 2009
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On this basis, the authors suggest that the roléhefpublic sector is more significant for
technological and experimental procurement whiclke aharacterized by more specialized
production processes. While the government can rbeca large and sophisticated customer
through technological procurementit can become the lead user at a smaller scathinwi
experimental procurementHence, both areas offer significant potential clantribute to the
structural transformation and upgrading of the stdal sector. In addition, the government could
also become a niche user for products that areffsjadly customized for local demand through
adapted procuremenHowever, withinefficient procurementthe government is expected to be
mostly cost-driven when procuring undifferentiategins in large quantity, and hence this area is
suggested to be of less relevance from an indugiolecy and innovation perspective (Uyarra &
Flanagan 2009).

Without conducting an in-depth assessment on that®n in South Africa, it is evident that
among the currently designated sectors/productsigcire 11above) most products seem to qualify
asefficient procuremenitems (e.g. canned vegetables, furniture, textdesl cables). The products
that could possibly be consideredtashnological procuremerdre rolling stock, pharmaceuticals,
set-top boxes as well as solar water heaters. &vény least, this suggests that there is stillessom
room to define several additional technology-inteegproducts/sectors for designation that could
deliver larger and more dynamic learning and upggadffects on industrial competitiveness.

However, policy effectiveness ultimately dependstencapacities of the responsible technocrats. It
is acknowledged widely that strategic public prernent requires significant industrial policy
management capabilities. One reason is that palininistrators have many goals to follow in
modern public procurement, including cost savinmgdye-for-money, transparency and last but not
least sectoral policy priorities (e.g. industriahvironmental, energy, etc.) — which sometimes
contradict each other. Hence, developing countreed to enhance their institutional capabilities
significantly not only to increase efficiency bus@to allow policy learning in the management of
public procurement (Kattel and Lamber, 2010).

In the South African case, several observers cdeclthat the shortcomings in institutional
capacities for public procurement on the diffedentls of government are a key constraint (Ambe
& Badenhorst-Weiss 2012; Haines 2012; Sheoraj 20DdWards this end, the National Treasury
(NT) has recently started the Procurement Transdtom Initiative (PTI) which will be
implemented over the next 5-7 years. This inclutlegshe design of an overall Supply Chain
Management (SCM) architecture; 2) the creation agability at NT to design, implement and
monitor SCM; 3) the reduction of complexity in tleirrent system through standardisation,
aggregation and data alignment; 4) the enforceraerbmpliance through strong administrative
actions and; 5) the creation of SCM capability pedfic functions at all institutions (Treasury
2013).

With regard to the last point, it deserves to bativaed that the core actors in the industrial @oli
process would benefit from the strategic enhancémémprocurement management capabilities.
The revised Preferential Procurement Policy Framkwict (PPPFA) regulations empower the
Department of Trade and Industry (the dti) to desig industries, sectors and sub-sectors for local
production at a specified level of local contemt.darticular this designation of attractive and
feasible products for procurement requires deta#sthnical competence which goes beyond the
principles of the supply chain management proceéks strategic issue hence deserves to feature
prominently in the capacity building plan.
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In this context, it deserves to be highlighted tthating 2014/15, the newly created office of the
Chief Procurement Officer in the Treasury plangiévelop a national supplier database, identify
and list the top 40 commodities that governmentndpemoney on, review and amend the
Preferential Procurement Policy Framework Act (900&nd provide operational support to
government entities (Treasury 2014). This processdcprovide the foundation for a more strategic
definition of public procurement opportunities fran industrial policy perspective. In addition to
the planned ranking of the 40 product groups wiid fargest leverage (procurement volume), it
could be beneficial to also consider a mappindeffotential of these product groups on the basis
of the above typology of procurement areas.

3.4.3 SEZs: re-emphasizing the infrastructure fomanufacturing export success and
regional industrial development

Special economic zones (SEZs) are spatially dedun#treas within an economy that function with
administrative, regulatory, and often fiscal regsribat are different than those of the domestic
economy. The creation of SEZs is an industrialgyotool which is widely applied globally with
the objective of triggering growth in national afateign direct investment (FDI), exports, and
employment, as well as a more balanced regionah@ux development. However, with few
exceptions, the SEZs that were introduced in sé¥drigan countries since the 1990s have largely
underperformed compared to more successful expasen Asia and Latin America (Farole 2011).

Also South Africa established an Industrial Devetgmt Zone (IDZ) Programme in 2000 with the
aim of attracting FDI and promoting the export afue-added commodities. IDZs were established
close to international ports and airports in Codgmst London, Richards Bay and OR Tambo and
were meant to provide an investor-friendly enviremincharacterised by good infrastructure and
minimal red tape. However, over the last yearsarge number of commentators concurred that
IDZs have not delivered on the government’s expiecta (cf. CED 2012, Woolfrey 2013).

One of the main reasons that are commonly citedHerlimited success of IDZs is the lack of
dedicated incentives to firms that locate in theemwhich accordingly operated under very similar
conditions and regulatory frameworks as firms al#ghe zones. Table 12 summarizes these main
shortcomings of South African IDZs compared to legdnternational SEZs (CED 2012, Woolfrey
2013). These shortcomings are also acknowledgeth&yGovernment in the SEZ Bill (GoSA
2013).

On this basis, the Government of South Africa sthrevisiting their support for SEZs in 2007 with
an evaluation of the limitations of this first attet as well as an examination of global success
cases and good practices (cf. CDE 2012). As a sieqt, the IPAP 2012/13-2014/15 marked a
turning point in the strategizing for SEZs in tways: 1) the development of a dedicated legislative
framework and regulation including the draftingasf SEZ policy and accompanying SEZ bill was
initiateg; and 2) SEZs are now explicitly framedaa®gional development tool for underdeveloped
regions.

* While the IDZs were located around the major parig airport, the following quote illustrates thfisin strategy:
“The new SEZ programme will be specifically usegptomote the creation of a regionally diversifiadustrial
economy by establishing new industrial hubs in udelecloped regions of the country”. (IPAP 2012-2014
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In the next iterations of IPAP, these plans weréher detailed, the legislative process was pursued
and the roll-out of the SEZ programme was initiatgth the designation of additional zones and
the execution of pre-feasibility studies for tenncept proposals. In addition, the government
designed a specific capacity development programemecruit and train 30 additional staff for the
effective planning, development and managemen&@sSIPAP 2013/14-2016/17).

Table 12: South Africa’s IDZs compared with leadimg international SEZs

Leading SEZs worldwide

South African IDZs

Corporate tax exemptions and
discount rates over specific time
frames

Full corporate tax for enterprises in
customs-controlled area (CCA) of the IDZ

Discounted personal tax for zone
enterprise employees

Full personal tax for IDZs and CCA
enterprises employees

Conditional exemptions from import
duties

Conditional exemptions from import
duties

Zero rated value added tax

Zero rated value added tax

Consistent dedicated investment
incentives for capital goods, HRD,
imported capital goods, R&D, and
other needs

Inconsistent investment incentives and
no zone-specific incentives

Automatic qualification and speedy
incentive approvals, lending certainty
and investor confidence

Stringent admission criteria and
requirements. Up to 6 months
turnaround time reduces certainty and
investor confidence

Discounted and competitive land and
property prices, as well as rental rates

Market-related property prices and rental
rates

Customs control delegated to
zone operator by internal revenue
authorities. Zone operator allowed
autonomy.

Authority reserved and controlled by
SARS

Liberal interpretation of customs
control regime. Zone operator allowed
autonomy

Cumbersome customs procedures
compounded by excessive monitoring
and reporting requirements

Source: Richards Bay Industrial Development Zone Annual Report, 2009

Source of table: CDE 2012

In terms of implementation, the first major milasowas achieved in 2013 when the Special
Economic Zones Bill was passed (which allows th&dDo graduate into SEZs) and the new
Saldanha IDZ was designated. The Bill also inclutiesestablishment of an SEZ Advisory Board
and institutional coordination mechanism. It isd&nt that the government takes a serious attempt
this time, as the SEZ support accounts for almaoktilion or roughly 11% of the available budget
for Trade & Industry in 2013/14, while the mediuerrh estimate suggests a significant increase by
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23% p.a. until 2016/17 to reach R 1.9 billion penam (cf. table 12 above). The newly allocated
budget will mostly be invested for conducting peasibility and feasibility studies for the proposed
special economic zones in all nine provinces, siftecture projects in the existing industrial
development zones, and newly designated speciabetuc zones (Treasury 2014).

In addition to the dedicated legislative framewdhe Government has also approved a range of tax
incentives that clearly differ from the former IDgpproach. Investors in SEZs now qualify for a
corporate tax incentive of 15% (instead of 28%lMpudding tax allowance, an accelerated 12i tax
allowance, an employment tax incentive as well &sT\exemption and duty free rules. This
constitutes a significant enhancement of the ingergystem compared to the exclusive focus on
provision of infrastructure in the past (DTI 2013).

In terms of the sectoral and regional distributddiSEZs, table 13 on the existing IDZs and table 14
on the new SEZ proposals reveal a significantesgratshift. In terms of sectoral characteristibg, t
recent attempts display a much stronger elemesectoral choice. While the old IDZs covered a
large number of sectors (e.g. in Coega: agro-psicgs BPS, energy, automotive and
petrochemicals), the new Saldanha Bay IDZ hascagtfocus on the oil and gas industry and the
new proposed SEZs all have a specific sectoralsféerg. Platinum Group Metals in Limpopo and
Solar Energy in the Northern Cape).

In terms of regional distribution, the recently idesited Saldanha IDZ and the new SEZ proposals
could contribute to balancing the current concéianaof zones. While the old IDZs are all located
at the major ports on the East coast (as well ag@Rbo airport), Saldanha is located on the West
coast and the new proposals come from all 9 pregnmcluding two from Limpopo, the poorest
region in the country.

As a bottom line, we can say that the South AfriGovernment’'s SEZ strategy is a good example
of modern industrial policy experimentation andrieag practice. After a critical evaluation of the
shortcomings of the IDZ programme, the country euilly witnesses a re-introduction of the idea
of SEZs as a key element of the industrial policix.nA\ dedicated legislative framework, a
significant budgetary allocation, a set of SEZ #pemcentives and a clearer selection of focus
sectors will presumably attract a larger numbenational and international investors that could
significantly enhance the productive and exportacéy of South African industry. Whether the
decision to introduce a regional development aigthe scheme can contribute to a more inclusive
industrial development process in the country oghnioverburden the initiative can only be
determined with the support of a thorough M&E fravoek.
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Table 13: Sectoral focus and achievements in Soustfrica’s IDZs

Industrial
Developme

nt Zone

Incepti
on

Sectoral focus

Budget
transferre
d (until

Opera-
tional
investors

March

2013)

New
invest-
ments
2012/13

Direct
and
indirect
jobs

Coega IDZ agro-processing, general R 4.3 20 8 investors | 40,900
manufacturing, business processillion investors | (R1.7
services, energy, automotive (R1.1 billion)
and petrochemicals billion)
East London| 2001 automotive, marine aquacultureR 1.3 21 5 7,500
IDZ agro-processing (bio-fuels, foofd billion investors | investors(
and timber), pharmaceuticals, (R11 R 0.3
ICT and electronics, business billion) billion)
process services
Richards 2002 aluminium clustering, wood, R 0.3 1investor | - 180
Bay IDZ (constr | chemicals and mineral billion (RO.8
uction | beneficiation billion)
start
2010)
OR Tambo | 2002 Plan: strategic industries linked n.a. 0
International| (permit | to air
Airport IDZ | 2010) | transport, including precious
mineral beneficiation and high-
technology industries
Saldanha 2013 Plan: manufacturing of n.a. 0 six lease | 12,000
Bay IDZ components for the oil and gas agreements (forecas
industry & marine repair cluster with ted)
internation
al oil and
gas
companies
signed

Source: Authors on basis of information provided ieasury 2014

Table 14: Progress on 10 new SEZ proposals in Sou#tirica (status Oct 2013)

Eastern Cape
Free State
Gauteng

KZN

Limpopo

Mpumalanga

Northern Cape

North West

Western Cape

Mthata Agro-processing RFPs out
Harrismith Agro-processing RFPs out
JHB ICT Hub Feasibility stage
KSIA Agro-processing, RFPs out
Aviation, Electronics
Tubatse/Steelpoort PGMs Pre-feasibility
Valley stage
Musina Agro-processing, RFPs out
mineral processing,
trade hub
Nkomati Agro-processing RFPs out
Upington Solar Corridor Pre-feasibility
stage
Rustenburg PGMs RFPs out
Atlantis Renewable Energy RFPs out

Source: DTI 2013
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3.4.4 Technological infrastructure for innovation aad manufacturing upgrading

Several emerging economies have significantly eeed their investment in R&D over the last
decades, but wealthier economies invest highereshai their GDP on R&D. China more than
doubled expenditures on R&D over the last decadkitanow invests 1.5% of its GDP on R&D,

but its spending remains low compared to an OEC&ame of 2.3%. Emerging economies are
becoming interesting locations for R&D. They hosiseng number of R&D centres, thanks both to
public policy support and to new business stragegi transnational corporations. Several
companies have opened research labs in emerginketsasuch China, Brazil and India, and in
growing economies such as Costa Rica, Malaysié&Samghpore.

Figure 12: R&D investment in selected OECD and no®ECD countries, 2009
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Source: OECD countries: OECD MSTI Database, Latilefica/ Caribbean: RICYT, other countries: UNESCO.
Note: 2009 or latest available year.

As shown in figure 12, South Africa is behind Chibat also Brazil in terms of R&D investment.
However other catching up economies like India,iféhd and Indonesia are behind South Africa
in terms of R&D investments as a percent of GDPijenim the comparison with Russia, although
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the R&D investments as a percent of GDP is lowe3anth Africa we still have a relatively bigger
involvement of the private sector (almost 45%).

According to the IPAP 2014/15 — 2016/17 (see figi®?, in 2010 the major R&D investment
sources are the government (R9019), closely foltbime the business sector (R8128) and, finally,
by foreign investors (R2445).

Figure 13: Major R&D funding flows (million), 2010/11
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Source: IPAP2014/15 - 2016/17 , p. 57

Due to the public goods nature of knowledge, theketatends to under-invest in providing all
those elements constituting a countrytechnological infrastructure This justifies public
intervention — either direct state provision thrbugtermediate institutions or subsidization of
companies’ investments in innovative technologiegetbpment. At the centre of a given country’s
technological infrastructure there is an array wfeimediate institutions. Thegan help the
manufacturing sector in:

* The identification, adaptation and developmentrofovative technologies through feasibility
studies and market opportunity scouting, experialetgsting, demonstration projects, lab
testing, quality certification and product/processtrol;

» The diffusion and transfer of these technologie®uph technical assistance, demonstration
projects, quality certification and product/procesentrol, extension services, piloting
Innovative companies in partnership with privatenpanies.
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* The nurturing focal technological linkages acrosstars, especially with manufacturing as
many of the agro-technological innovations comenfroanufacturing industries.

Increasing costs of producing and disseminatingwkedge and technological innovation have
made public involvement even more necessary, beaaasy of these activities are moving beyond
the reach of individual companies. Therefore, pubiltervention in providing research, extension,
education and information has become more impo(famireoni and Chang, 2013).

In the IPAP 2013/2014 the South Africa governmest Bet a target of increasing and sustaining
research and development expenditures to at |€asofIGDP. In recognition of the increasing
global technological race, these investments anediat building the innovation and technological
competences and capabilities of South Africa actbesentire ‘innovation value chain’, that is,
from research to scaling up and commercialisatioihile the DST’s National Research and
Development Strategy focuses on the research ettt gfpectrum, the dti operates on the opposite
end (i.e. scaling up and commercialisation) withnyathree programmes:

- the MCEP to upgrade existing plants and machinery;
- the SPII to provide financial support in the tediaigical development phase;
- the THRIP to promote research collaborations.

The IPAP 2013/2014 recognised the existence ofvietgion gaps and misalignments along the
innovation value chain and the need to review aasfructure existing SPIl and THRIP
programmes. Moreover, sector-specific technologyf@tms combined with enabling cross-cutting
technologies (i.e. advanced materials, nanoteclgredo and micro/nano electronics) were
prioritised. However, with the exclusion of busisescubators attached to universities or science
councils, the majority of these policy intervensomely upon sectoral funds and finance
instruments. Less emphasis seems to be given tdevelopment of intermediate institutions and
other infrastructure for systemic technological naaling.

The most recent IPAP 2014/15 — 2016/17 presentsra articulated discussion about the current
innovation and technology challenges of South Afridh number of specific areas of policy
intervention are identified that aim at:

1. supporting large research and development programfoess-cutting, innovative and
sustainable) in knowledge intensive areas withia Emerging Industries Action Plan
(EIAP);

2. supporting both existing and new technology-bas®ES to access the technological
infrastructure (such as incubation services) andvation support programmes;

3. addressing industrial scalability and commercisilisachallenges within a comprehensive
technology commercialisation strategy.

The possibility of addressing these latter chakengffectively resides on the harmonisation and
alignment of the different incentives and suppadgpammes along the innovation journey. The
IPAP 2014/15 — 2016/17 builds on the internatignatherging ‘valley of death’ concept to address
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the coordination problems related to the industsizdlability and commercialisation challenges.
This emphasis on ‘greater coherence in the use&’ Rvithin the South Africa technological
infrastructure is well captured by the mapping ebser presented in the most recent IPAP document

(see figure 14).

Figure 14: Snapshot of South African Innovation Fuding and Support Instruments along the Technology gcle
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Adapted from: Nunez Ferrer et al. (2011), SET-Plan - From Concept to Successful Implementation’, CEPS Task Force Report, May 2011, p. 24.

Source: IPAP2014/15 - 2016/17 , p. 62

By mapping funding schemes and supporting prograsnthe government is aiming at addressing
in a selective way those specific funding gaps, dsb dysfunctional overlaps and duplications
which result in bottlenecks or efforts waste aldhg innovation journey. Indeed this mapping
exercise constitutes a fundamental step in redegjgine technological infrastructure of South
Africa in order to improve its effectiveness in popting industrial and technological upgrading.
While expanding the production capacity of the ¢ours critical in order to reach efficiency scale
and high volume production, the application of imaiive technologies in production and product
systems and sub-components development are criticallow South Africa capturing increasing

value from international trade.
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4. Matching industrial systems and policies: challeges for implementation and
ways forward

Taking stock of the detailed analysis developeskiction 3, this section assesses the policy mix and
its alignment/disalignment given the stated potiowls as well as the major challenges arising from
the industrial policy analysis. Specifically, inetlspecific context of South Africa, the analysis
reveals the importance of focusing on three maiilehges: (i) focusing on policy coordination
and selectivity; (ii) exploiting the opportunitiesfered by ‘developmental linkages’ to address
manufacturing as well as employment objectivesalf§n (iii) improving the policy process and
inter-institutional coordination within a policy dening approach to monitoring and evaluation.
Particular emphasis is assigned to the discussfotineo tensions arising from a welfarist (job
creation) approach with a more techno-industrehgformation perspective in discussing priorities
and policy measures. The importance of rethinkiolicges’ selectivity, coordination and the cross-
sectorial effects (which unfold as a result of depmental linkages) constitute fundamental
intersections and opportunities to go beyond cainpeticy trade-offs. This section also sketches a
series of feasible ‘ways forward’ for improving thedustrial development strategy taking into
account both the diagnostics at the global andnatilevel, and the policy mix and the institutibna
capacities in South Africa.

4.1 Policy selectivity and coordination

4.1.1 Challenges

The issue of ‘selectivity’ has probably been thetda which has contributed most to the
polarisation of the industrial policy debate. Theeat to which policy measures should (or should
not) favour particular sectors or even particulampanies (the so called ‘picking winners
argument’) has been extremely controversial.

Those who believe that industrial policy shouldgesmeral(also called ‘functional’ or *horizontal’)
argue that the state should not distort resoutoeatlon resulting from the price system. Instead
the state should facilitate the functioning of tharket by enriching the environment in which it
operates with investment in infrastructure, genedaication and basic research. This enhancement
of the general endowment of the economy is not eepeto have any discriminatory effect
between companies or between sectors. Thus “sigedisat industrial policy fosters productivity
competitiveness or creates favourable general tondi for firms lays the foundation for a
horizontal approach(Aiginger and Sieber 2006: 582

In contrast, those supportirsglective(also called ‘sectoral’ or ‘vertical’) policy meass tend to
stress how the very definition of industrial polioyplies an element of selectivity. They argud tha
industrial policy always involves making choicesoabthe specific manufacturing development
trajectory that the country (or region) should dell This can be done by selecting speqpiadicy
targetssuch as picking ‘high value added’ industries lmarmelling financial resources in specific
activities, for example in basic research or spe@hgineering education programmes. All the
following definition of industrial policy contairsn element of selectivity:
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‘a policy that deliberately favours particular irstiies over others, against market signals, us(lily not necessarily)
to enhance efficiency and promote productivity gtowWChang, 2009; see also Chang 1994:58)

‘I will use the term [industrial policy] to applyotrestructuring policies in favour of more dynanaictivities
generally, regardless of whether those are looattin industry or manufacturing per se’ (RodrikQ203)

‘comprises policies affecting ‘infant industry’ sugrt of various kinds, but also trade policies,eace and
technology policies, public procurement, policiéieeting FDI, IPRs and the allocation of financiaisources’
(Cimoli, Dosi and Stiglitz, 2009:2)

Interestingly even the lack of industrial policy am implicit form of selective intervention. A

country that refuses to adopt any industrial polgyimplicitly accepting the current structural

configuration of its economic system, the pervaspresence of market failures, the current
distributions of learning opportunities across sestregional dualisms etc. .

Those embracing a selective approach also stregsheodistinction between general and selective
measures is actually a fictitious one, since ewgpssedly ‘general’ measures imply some trade-
offs. This point has been highlighted by Landesm@®92:245 italics added) when he argues:

“Industrial policies are targeted towards incregsivational wealth and they thus open up positiva sgptions from
which everybody could gain. In actual practice, boer, industrial policy are designed to be specifie. directed
towards particular industries, firms, regions, grein the labour market, etc., rather than genesadn in those cases in
which they are general (such as general tax alloves), they have a differential impact upon diffénearts of, and
actors in, an economyimplicit in industrial policy formulation and exettion are ... trade-offs between different
groups, regions, industries, etc.”

From a dynamic point of view, the fact that struatleconomic dynamics and institutional changes
require different time frames to work themselves miroduces misalignments and trade-offs
among policy objectives, thus, the need for a fofrdynamic coordinatiommong industrial policy
measures. The problem of alignment over time afcstiral dynamics and institutional changes is
well illustrated by the case of technological (atsdled structural) unemployment. Achieving full
utilisation of available labour is particularly fidult as the economic system enters an accelgratin
process of structural change and is thus based amufacturing industries characterised by
extremely dynamic technological and organisatiaenges. This is because a certain amount of
labour (i.e. producers’ capabilities) will becombsolete and, thus, redundant with economic
development. The need for coordinating educatioficips, technology policies and sectoral
policies is also critical at initial or catching afages of manufacturing industries development.

The existence of misalignments over time is a gtrationale in favour of industrial policy and
policy coordination. Their consideration leads atsothe consideration of two problems that
policymakers have to address:
0] given a plurality of policy targets, picking theghi policy mix that is a ‘package of
interactive measures’ (Stiglitz 1996);
(i) given a plurality of structural change patterngkpig the righttime horizonin policy
implementation and being abledbgn policies over time

Coordinating and aligning industrial policy measuower time is not trivial as policymakers have
to consider a plurality of policy targets and riefat trade-offs among them over time. As
Landesmann’s (1992:242) analysis of Scandinaviantt@ms has shown, these countries ended
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adopting an ‘interesting mix of both defensive andstructive policies’ in order to tackle structura
tensions, institutional bottlenecks and the unaafoliel emergence of dualisms. Similarly Chang
(2009:29) stresses how, “in East Asia, free trad@ort promotion (which is, of course, not free
trade), and infant industry protection were orgaltycintegrated, both in cross-section terms (so
there always will be some industries subject tdheztegory of policy, sometimes more than one at
the same time) and over time (so, the same indas#ty be subject to more than one of the three
over time)’ (see also Johnson 1982; Dore 1986; AmsD89; Wade 1990; Chang 1994, Stiglitz
1996). The extent to which a certain policy miefective depends upon policymakers’ capacity to
design and implement measures operating upon eliffeiactor inputs and at different levels of
aggregation of production activities (these are tthe main axes of the policy matrix discussed
above, see section 3).

4.1.2 Selectivity and coordination challenges in 8th Africa

While the sectoral focus areas of IPAP introdudsalva indicate a high degree of selectivity in the
South African industrial policy mix at first glanocene may argue that the large number of priorities
has indeed reduced the overall level of selecthaae over time significantly.

In fact, table 15 below provides a brief analygishe current sectoral priorities in cluster 1 BAP

and indicates that they jointly account for alm@stof total manufacturing employment. As this
does not yet include the additional priorities iasters 2 and 3 (and neither the BPS and Creative
Industries), it is safe to say that almost all #xgs (and newly emerging) manufacturing activities

the country are eligible for targeted sectoral supm one way or another.

Table 15: Contribution of IPAP priority sectors in manufacturing (cluster 1 without BPS and Creative
Industries) to South African manufacturing employment

Clothing, textile, leather, footwear 101,511 8.8%
Automotive 97,000 8.4%
Metal, metal fabrication, capital equipment and rail 343,457 29.74%
transport
Agro-processing 205,097 17.8%
Plastics, Pharma, Chemicals 60,000 5.2%
Cosmetics 50,000 4.3%
Forestry, timber, paper, pulp, furniture ? ?
Sum of focus sectors 857,065 74%
Total manufacturing 1,153,53. (based | 100%
on Agro-
processing above

Source: Authors, based on IPAP 2013-2016 informatio
Note: Values in red are calculated on the basabeblute value being stated.

One reason for this lack of selectivity is the tiglly aggregated definition of priority
manufacturing sectors that qualify for support (¢hg metal, metal fabrication, capital equipment
and rail transport sub-sector alone accounts fmosi 30% of manufacturing employment). One
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can only speculate that it was a pragmatic decigiatefine these priorities rather loosely as pgeva

sector lobby groups and other stakeholders wardeehsure that a larger number of firms can
benefit from government support. A more disaggregjadistinction between specific activities

within the sectors could be one option to estaldishrer priorities.

The fact that the level of support for some secferg. automotive and textiles) is larger than for
others and that the key action programmes consistooe specific activities that partially target
only smaller parts of the sub-sector puts this aVverssessment into perspective. In addition, as
outlined in section 3 above, some of the transVargarventions do include sectoral aspects.
Nevertheless, compared to other industrial poliegkages in emerging economies, the South
African IPAP overall does not stand out as a higldlective approach but is rather characterized by
a significant scope of sectoral activities.

A more obvious challenge for selective industrialiqy in South Africa relates to the implicit and

(arguably) unintentional selectivity that some lo¢ transversal interventions display. While most
schemes are open to a wide range of manufactuirimg,fthey commonly exhibit strong sectoral
and/or regional concentrations. In particular, theand to re-enforce current structural
configurations instead of triggering structural mpa dynamics.

As a case in point, despite its horizontal natMEEP has so far provided grants largely to the
agro-processing and metals sectors which not orditenup the lion’s share of South Africa’s
manufacturing capacity but also account for moam t65% of all MCEP grants awarded in 2012/13
(cf. section 3.4.1 above). In terms of regionalesgl;, the grants concentrate in the two strongest
regions Gauteng and Western Cape that accountOfidr & the grant values so far (figure 15).
Hence, the MCEP scheme has most likely contribtdedprolongation of the sectoral and regional
patterns of industrial production in the countrgtead of altering them.

Figure 15: MCEP applications approved from June 202 to March 2013 by province

2012/13

2012
rovals 3 (2%
201213 Y 201Zf13
A Jals: 100.5%) _ajs 5 (3%)
Value: (R4.5 m (0.5%) 4

201213
Approvals: 1 (0.5%)
Value: (R5.5 m) (0.5%)

201213
5 o
Approvals: 66 (34%) 201213
Value: (R363 m) (36%) Approvals: 2 (1%
Value: (R1.6 m) (1%

Source: IDAD 2013

While nothing is wrong with this situation per sejs at least questionable whether the strategy
behind MCEP considered or even anticipated thessomes. However, even when assuming that
this was not the case, the government cannot be mesponsible for the unbalanced take-up of
incentive schemes by the private sector on thehamel. On the other hand, it may opt to adapt its
interventions on the basis of their take-up in aticwous policy experimentation process. In fact,
the current plan of the dti to re-calibrate MCERI arther financing incentives and to strengthen
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conditionality signals the relevance of this dissas. Hence, the remainder of this sub-section
presents some options in this regard.

4.1.3 Ways forward

Acknowledging that the selectivity of the industirecentive schemes in South Africa will continue
to be of relevance for policy effectiveness, thealbration of policy interventions could consider
the following issues:

1. Maximizing the additionality of incentives

Whilst specific factor inputs (e.g. finance) maydeonstraint for the manufacturing sector (or the
whole economy) in general, they will naturally hendsome firms more than others. In order to
maximize the impact of limited resources availdioleincentive schemes, it is worth considering
how one can ensure that funds are prompting fionedke more innovative decisions rather than
subsidizing investments that would have occurrezher the absence of an incentive.

With regard to the access to finance, for instanoe, may argue that larger and more profitable
firms with sizable capital reserves are generallyranknowledgeable about how to access the
necessary resources for growth. The fact that akeéthe South African incentives are comprised
of matching grants increases the risk of lower tholaility as there is an implicit bias towards f&m
with a higher income who can afford to share th& obthe investment. It is important to recognize
this trade-off between securing the buy-in fromm&r through cost-sharing and (implicitly)
excluding poorer firms who may be in greater nefeith® resources.

One guiding principle for selective interventionsuld hence be the “additional” benefit of the
promoted activity to the economy. For this decisibmould be necessary to provide greater clarity
on wheremarkets are failing to provide factor inputs (erglustrial financing) more severelyhe
result could be a more targeted incentive packiagestrategically distinguishes between particular
sectors, regions, or types of firms on the basectiial needs.

2. Targeting structural change objectives with incees

The selection of beneficiaries can go beyond amlthlity considerations. Governments can
consider several alternative strategies for thgetarg of their incentive schemes. In particular, a
selectivity strategy could consider how firm lewanefits can lead to broader sectoral/economic
benefits. Bearing in mind that enhanced manufaosgugompetitiveness is the key objective of
several industrial policy measures in South Afrisame options may be more appropriate than
others.

While most existing incentive schemes in South &sfrdo not try to reach all manufacturing firms
they also don’t make their selectivity strategy letp However, by the very fact that applications
go through an adjudication process, there is seigcbccurring. Also, since a large number of
firms will not receive funds from incentive schemiéss important to keep the entire sector in mind
when determining recipient’s as the spillover/cotitjpm effects can be either positive or negative
(e.g. an unintended consolidation of the sector).
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Instead of spreading incentives thinly, the goveentrcould provide a large amount of money to
strategic sub-sectors and/or firms with the obyecif changing the industrial structure of the
economy. This approach would be riskier, but ibpties are chosen strategically there would be a
higher chance of seeing a marked change in the-tEmng competitiveness of particular
manufacturing activities which are best suited tived the competitiveness of the whole
manufacturing sector.

Unfortunately, international experiences with stlecindustrial policies do not provide a “one-
size-fits-all” selectivity strategy for industriapgrading. The “best” firms to target entirely dege
upon the primary industrial policy objectives aheé specific economic context. At least four (not
mutually exclusive) alternatives could be considere

(i) Focus on high technology sectors:

One potential selectivity strategy would be to ®aun cutting-edge technology for companies
in high-value-added, knowledge intensive and intiomabased sectors. This strategy is based
on the assumption that technology intensive sectams a key driver of industrial
competitiveness in particular for middle-income wmwies and that introducing more
sophisticated production processes will prompt wattupgrading which will ultimately
enhance the nation’s industrial performance.

(i) Established vs. emerging sectors

Based on the current set-up of several incentitierses, the majority of funds are channeled to
the main contributors to industrial output in th@euotry (e.g. Metals and Agro-Processing in
MCEP). While there is nothing wrong with supportiagd upgrading your strongest sectors to
make them more globally competitive, the strateggusd be made explicit and trade-offs
should be discussed. An alternative would be ta$oan more dynamic, emerging sectors that
offer higher growth prospects in the domestic, aegl or world markets. This latter option,
although riskier, has the potential for a high péyas these new sectors are likely to be high
generators of value-addition and export if theycead.

(i) Maximize spillover effects:

Whenever there is selectivity in an industrial pplmeasure, the hope is that the beneficiary
firms prompt a type of “catalytic effect”, whereltlge whole sector is positively influenced
because of the targeted firms’ changed behavioeWine firm increases its productivity, there
can be a replication effect amongst their immedtat@petitors if they also have access to the
necessary resources. This means that the introducti new, cutting-edge technology or
management system in one enterprise could diffasgther enterprises in the same industry.
However, in order to ensure these interactionseritice schemes need to have mechanisms
which encourage technology transfers and knowledtgging that can lead to widely spread
spillover effects. One possibility is to focus goguading “lead firms” who coordinate a large
number of local suppliers and sub-contractors. Manye firms will already have mechanisms
in place to upgrade the firms within their suppham. Therefore, an upgrade in these lead firms
could facilitate a “pulling up” effect, whereby tisbange in behavior in the lead firm leads to an
upgrading all along the chain. Obviously, this &gy could partially conflict with the
discussion on additionality.
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(iv) Regional selectivity:

At present, the majority of industrial policy fundee concentrated in the two leading industrial
regions (Gauteng & Western Cape). A regional seiggistrategy could potentially follow two
contradicting visions. The first would be to tardems in the most industrially competitive
regions because that is where the most innovatieplication and spill-overs occur (and
therefore the most likely site for enhanced ecorornimpetitiveness). Alternatively, an agenda
focused on increasing economic equality, employnganteration and poverty alleviation in
struggling areas of the country might prompt a goweent to focus on less competitive regions
SO as to increase enterprise activity across thmtop and support the development of new
industrial hubs (cf. the discussion on new SEZseiction 3). Whilst this latter strategy is likely
to maximize additionality, it is more of a stratefyy the domestic economy and has certain
limitations in terms of enhancing global industcaimpetitiveness.

This discussion highlights that industrial policyfundamentally about making difficult strategic
choices. The next section adds additional comptetatthis question by considering the multi-
dimensional target system.

4.2 Manufacturing and employment policies: the sle of developmental linkages
4.2.1 Challenges

Albert Hirschman famously characterised the develeqt process in the following termis]...]
development is essentially the record of how omggtleads to another{Hirschman, 1981p. 75).
Manufacturing is linked to the other productivetses through a bundle of different relationships:

» Technological triggered by the distinctive capacity of manufeictg to ‘transfer’
technological change across sectors (in particuldustrialisation of agriculture and
resource-based industrialisation);

» Demand/Consumptiorguantitative interdependencies across more @& ¢esnplementary
sectors (intermediate demand) and along vertichintegrated sectors in global production
networks (increasing complexity);

» Fiscal related to the use of rents generated in theuresosector to develop industries
which are either unrelated to the resource sectonky marginally related to it;

» Employmentrelated to direct, indirect and induced effebtst ifferent sectors may or may
not have on the others and the rest of the ecoramaywhole.

These linkages are the main drivers of the prosestgualitative transformation and quantitative
expansion of the productive structure of a coun&yuseful way to visualise developmental
linkages is to think of anatrix of intersectoral interdepenciethat is a matrix defined by both
supply side and demand side linkages among diffesentors. Inside the matrix, production
activities within the manufacturing sector are caéerised by a comparatively higher density of
inter-industry and inter-sectoral forward and baakdvlinkages, albeit to different degrees. Now
these intersectoral linkages are destined to chandévary according to the particular phase of the




FIRST SUBMISSION — NOT FOR CIRCULATION

development process and as structural conditiodsirernational circumstances chang&ay,
2009 p. 116).

Despite these sectoral specificities which changdastorical time, all sectoral activities persigte
affect the rest of the economy through both diratl indirect linkages which accumulate in
successive rounds of intersectoral expansion of gheuctive matrix. The existence of a
‘symbiotic’ evolution of intersectoral relationskigetween agriculture and manufacturing has
found empirical support in various studies. Forregke, in the context of Malaysia, it has been
shown how an expansion of manufacturing outputo@ated with a contraction of agricultural
output in the short run) is also correlated withracess of agricultural expansion over the long run
(Gemmell et al., 2000 Furthermore, the experience of highly indusised countries such as Japan
and U.S. (in which a comparatively higher multipkdfect for the agricultural sector is registered)
demonstrates how agro-based industries can efédgt@merge from the increasing exploitation of
intersectoral synergies and complementaritigsd(eoni, 201). In sum, these studies confirm the
idea that structural change does not simply impfyr@ess ofectoral transitionbut also one of
sectoral deepeningthat is, a technological transformation of pratlut processes performed in
each sector) anthtersectoral deepeningthat is, an unfolding of increasingly denser #gks
between related production activities and sectors).

While at initial stages of development linkagesamstn resources and agriculture on one side and
manufacturing on the other are central, throughtbetr transformation path, countries tend to
experience an increasing intensification of manufd@cg-services linkages. The bundle of
interactions that connects manufacturing and sesvibecomes increasingly dense, given the
outsourcingof services activities from manufacturing firms gervices providers but also the
changingtechnological linkagedetween manufacturing and services (in particpladuction-
related services).

From the perspective of the original employer, tiglo outsourcing the employment relationship ‘is
replaced by a commercial relationship with a senpcovider’ {Tregenna, 201Qkp. 1431). This
phenomenon may be driven by companies’ need toecdrate on a limited number of core
competencies. However, the possibility of establigla commercial relationship also allows firms
to increase their flexibility, to manage the riskssociated with employment and, sometimes, to
circumvent labour legislation. In developing coiggr the reallocation of employment from
manufacturing to services may also impact the agegféenformalisation of the economy. In fact, as
observed byTregenna (201,0p.1454): ‘Service-providing firms, to which agtigs previously
located in manufacturing have been outsourced|ilely to be disproportionately located in the
informal sectors’.

The existence of strong technological linkages imberdependencies between manufacturing and
services is something that was originally reveddgdnput-output analysis performed Byark and
Chan (1989)Park and Chan’s empirical analysis conducted®oaintries selected in the UNIDO
database confirmed Hirschman’s intuition that tlenofacturing sector has larger multiplier effects
than do services. Specifically, it tends to gereeeatwo to three- fold greater output impact on the
economy because of the denser backward and forlwstdges formed within and around it.
Reflecting the clear driving role of manufacturinglustries, the results highlighted how *“the
evolution of the intersectoral relationship betwessmvices and manufacturing in the course of
development is symbiotic, in the sense that thevtfr@f the service sector depends not only on that
of the manufacturing sector, but also structurangfe of the former is bound to affect that of the
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latter” (Park and Chan, 1989, p. 212). PreciseBs¢hresults have been recently confirmed by
Guerrieri and Meliciani (2005 Their analysis has shown that a country’s cdpdoi develop its
services sector depends on the specific structecaiiological composition of its manufacturing
sector. This is because different manufacturingistiies require different producer services and
tend to use them with different degrees of intgnsitheir analysis also highlights how the
cumulative expansion of services can follow botterinand intra- sectoral patterns as the same
service producers are also intensive users of {i@gRicer services.

Park and Chan found also evidence of the ‘catalgle’ that industry could play in fostering
employment opportunities in the services secta@ i(itlirect employment effgcand of the fact that
“as the industrial base broadens and becomes mtagrated, both horizontally and vertically, the
employment impact of industrial activities shouldoaincrease substantially” (Park & Chan, 1989,
p. 201). Empirical studies in regional income amdp®yment multiplier analysisStewart &
Streeten, 1971 had previously shown using input-output techngjubat the “thedirect
employment effect of industrial investment is srmalative to itsndirect effects resulting from the
interindustry purchases of inputs and income indweféects of private consumption”.

These input-output analyses have provided evidehtiee fact that not only does labour-intensity
vary widely across sectordifect labour absorbing capacijy but also that employment in a given
sector is linked to other sectors of the economiclwimay or may not be labour-intensivedjrect
labour absorbing capacily This implies that while a certain sector (saydmm-high tech
manufacturing), given its structural and technatagicharacteristics might show a relatively low
direct labour absorbing capacity, it might indifg@tbsorb labour by buying from other sectors with
high labour absorbing capacity. While the directpyyment absorption of sectors is generally
captured by labour intensity ratios such as lalwaynital ratio or labour-value added ratio,
employment multipliers are broader measures ofdalensity which allow factoring in indirect
employment absorption dynamics.

4.2.2 The challenge of employment creation througimdustrial policy in South Africa

The earlier sections of this paper highlighted streng emphasize that South African economic
policy in general and industrial policy in partiaulput on employment creation. This issue
obviously also features in the main incentive sob®ni-or example, the language surrounding the
MCEP and other financial incentives places the ahje of enhanced manufacturing
competitiveness as complementary with employmeteinten/creation. The SEZ programme and
the public procurement initiative also explicitlgfer to employment effects. However, while the
IPAP prioritized sub-sectors on the basis of tlkeenployment multipliers (cf. section 3 above), the
individual policy interventions are largely concedn with direct employment effects (i.e.
headcounts in recipient firms).

While industrial competitiveness and employmentallgyugo hand in hand on thmacro-levelin
thelong-term it is important to recognize that different typgsnnovation or upgrading will have
different employment effects on tliem levelin the short-term For example, in the short-term,
enhanced firm level competitiveness in many caszpiires reduced levels of employment,
especially if firms are focusing on process upgrgde.g. increasing efficiency by introducing new
technology or production systems that require measual labour for the same level of output).
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Some of South Africa’s current financial incentisehemes that focus on capital expenditure to
increase manufacturing capacity almost by definitiocrease the capital-intensity of production
and hence are likely to reduce the labour-valueedadtio (direct employment effect). However, if
industrial competitiveness is increased in a soatde way as a result of the intervention,
employment multipliers are likely to remain posgtibecause of indirect employment effects. The
difficult question is how the implementation of antive schemes can be aligned to these dynamics.

To illustrate this difficulty, the current MCEP ngices that beneficiaries maintain their employment
levels and measures employment effects on theieatiprm level during the duration of MCEP.
Now, for instance, equipment upgrading may lead ttecline in employment in the short run due
to productivity improvements at the firm level oonsolidation processes at the industry level.
However, these may be necessary developmentsddirth (or sector) to increase production and
sales in the medium-term and subsequently emplditiadal staff in the long-term. This may also
strengthen linkages with other sectors that comi w&dditional indirect employment effects.
However, a reduction of direct employment of greetipients is currently not allowed in the
MCEP.

4.2.3 Ways forward

While most proponents of industrial policy wouldgae that an intervention which increases
competitiveness will also lead to sustained emplaytreventually, it is not straightforward to
prove this point. Arguably, one way to escape thallenge is through a more precise definition
and subsequent measurement of the anticipated gmefd effects of industrial policy
interventions. First of all, it should be made @iplwhether there is an employment retention targe
or an employment creation target. Second of alfjetiz may differ significantly in terms of their
scope and time horizon which should be reflectedh@ underlying measurement approach.
Building on the example of financial incentives fapital expenditure introduced above, several
options to define and measure the anticipated gmpat effect could be considered:

(i) ‘Recipients have not reduced employment level dah@grogramme’

This option is compatible with the idea that reeigi firms are not allowed to reduce their
employment levels during the timeframe of an intetion and employment retention may
hence be defined as the total number of baselive ¢b recipient firms (cf. IDAD 2013). It has
to be acknowledged that this option does not cendide absolute employment effects of an
intervention (beyond recipient firms) and neithes tonger-term effects (beyond the duration of
the programme) and hence delivers only a (partiredasurement of the direct employment
impact of industrial policy measures.

(ii) ‘Total number of jobs in manufacturing sector isaheéd during programme’

This option would require the measurement of thal toumber of jobs in the manufacturing
sector (ideally by sub-sectors) beyond recipiemhdi It would allow some judgment on the
competition effects of an intervention as far apllyment retention is concerned. If combined
with a comparison group approach, it can also belprovide some insights into short-term
causality (were the jobs really retained because of the imetion or because of other
factors?). It does however not consider the longer-terrfeat beyond the duration of the
intervention (e.g. was the termination of jobs prevented or ‘only’ fpomed by the
intervention?
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(ii) ‘The largest possible number of sustainable, coripeiobs in manufacturing is retained
in the long-run’

This objective is significantly more ambitious asdased on the belief that an industrial policy
intervention can only safeguard employment in dasnable way if it manages to lift the real
constraints that inhibit firm persistence and gtowii.e. a lack of competitiveness).
Interventions would hence primarily aim at ensuttingt firms (and accordingly a large number
of jobs within these firms) can continue to exisfparsue sustainable growth as a direct effect
of the intervention. Thenumber of sustainable jobs retainedould only include jobs which
would have been lost if the firm’'s competitivendssd remained insufficient or worsened
without receiving support. Measurements would needonsider the change in employment
numbers of recipients and non-recipients in a coatpee way (ideally with a control group)
over a period that is significantly longer than th&ervention. In a nutshell, this option would
allow measuring how many ‘jobs at risk’ were safagled by industrial policy in a lasting way.

(iv) ‘Manufacturing has increased employment multipterough inter-sectoral linkages)’

In a nutshell, the employment multiplier measutes amount of direct, indirect and induced
jobs created (or lost) in a sector. It was argubdva that manufacturing mainly impacts
employment through inter-sectoral linkages rathantthe creation of large numbers of direct
jobs within the manufacturing sector per se. Irtipalar in middle income countries, the total
number of manufacturing jobs is at best likely tmysmore or less constant rather than to grow
rapidly, while thetotal number of indirect jobsould potentially multiply with the help of a
more competitive manufacturing sector. Hence, oag oonsider the alternative of accounting
for the linkage effects of manufacturing firms m@m@minently rather than highlighting only
the number of direct manufacturing jobs. On the baed, the implementation of this option
would require significant additional efforts for asirement. On the other hand, if implemented
successfully it certainly increases transparenay la@nce offers significant opportunities for
policy learning and effectiveness.

Depending on which option is considered as the eympént objective of industrial policy,
differences in sectoral dynamics can also be usettfine selectivity strategies (and ultimately to
introduce greater levels of conditionality) in inti®@e schemes in addition to the ideas outlined
above in section 4.1. While the IPAP 2012/13 vesduinto the direction of using relative
employment multipliers to define priority sectospecific interventions do not yet apply this
methodology for making strategic choices on firmd/ar sectors.

4.3 Policy process and inter-institutional coordin&on: effective implementation through
policy learning

4.3.1 Challenges

Industrial policy measures that are theoreticatyral can also fail because of various types of
‘government failure’, owning to lack of politicabmmitment, ‘capture’ by interest groups, lack of

bureaucratic capabilities, and other reasons. Ttrerewe need to understand why some attempts
succeed and others fail and think of ways to masénthe chance of success and minimise the
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chance of failure. The industrial policy literatusence the 1980s has always highlighted the
implementation issues, but these issues have bet#timgyrenewed attention and more refined
discussions in the more recent literatut&@gng, 2011; OECD, 2013; Andreoni, 20)L3c

Firstly, it was stressed how “Success in industpalicy formulation depends not only on the
proper choice of policy measures but also, moreddomentally, on policy procedure and
organization from which good policies are produeel executed” @hno 201). The policy-
making process has been defined as a process thrahtigh governments translate their political
vision into specific policy solutions, the lattegibg specific programmes and actions implemented
through a set of coordinated procedures and opesa{Birkland, 2005).

In developing countries, a policy idea/concept $isévere constraints and bottlenecks at each stage
of the policy process and, as a result, may nobggond mere discussions or general definitions.
To overcome such limitations, scholars and policakens have increasingly stressed the
importance of designing the industrial policy makiprocess within d&arning model framework
(see Figure 16). This more practice-based modeksts the importance of multiple loops and
feedbacks throughout the policy making processh@igh this model represents a first step
towards a more practice oriented approach in tlatysis of industrial policy making, each stage
presents unique context-specific challenges. Thewing figure shows these loops connecting the
different stages of the policy process and, forheatthem, a number of critical action/policy
functions have been reported.

Figure 16: Policy making process: Learning model
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<+ Active Monitoring «“*Impact projection,
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Source:Andreoni, 2013c

Overall, the effectiveness of the industrial pollogking process, as well as dae/nership quality
and speedcritically depends on three sets of factors: gomant capabilities, inter-istitutional
coordination and embeddedness.
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(i) Government capabilities

The capabilities of the organisations implemenimdustrial policy matter. Not only the relevant
government ministries and public agencies but #isoprivate sector agencies needed in actually
implementing some of the policy measures (e.g.,l@yeps’ association, industry associations,
trade unions) need to have adequate policy capabiliThis requires staffing these organisations
with individuals with appropriate skills and expmarces. Moreover, capabilities are not just those
possessed by the individuals working in those asgdions. Organisations themselves possess
capabilities in the forms of particular commandisture, institutional routines, and organisational
‘memories’ (e.g., past records). Of course, théiadilty is that it takes time and investments to
build up these capabilities and coherences, altndligy are not as difficult to build up as many
critics of industrial policy would like us to belie (see Chang, 2011).

(ii) Inter-ministerial and inter-agencies coordinai

Not only the capabilities of but also the interans between the organisations implementing
industrial policy are important. The relevant badjpublic and private) need to have good working
relationships with each other. They also need sm@ehanisms to coordinate their actions, whether
through some intellectual exercises (e.g., indieatplanning, foresight exercise) or through

organisational structures that makes coordinat@siee (e.g., some coordinating super-ministry,
such as France’s Planning Commission or Korea’'s\&tac Planning Board [EPB]).

(i) Embeddedness: Institutionalisation of goveemtibusiness interactions

The relationship between the government and thastnidl capitalist class (or the professional
managers who represent them) matters. Experiefmes the importance of continuous dialogue
and exchange of information between the two, if poécies are going to be well informed and
relevant. However, it is also important that thevejpment does not get beholden to particular
industrial interests and thus avoid the danger aaipture’. Peter Evans (1995), the eminent
American sociologist, has captured this point béalyt in his notion of ‘embedded autonomy’,
which means that the government needs to have mothte society (‘embeddedness’) but also has
to have its own will and power (‘fautonomy’) in orde be effective in its intervention. Autonomy
without embeddedness can create a state that is\@os@gnorganic’ vision on the society through
force, while embeddedness without autonomy meaasthie state is turned into Marx’s executive
committee of the bourgeoisie.
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4.3.2 Challenges in the industrial policy processiSouth Africa

This paper has provided a number of insights iheoadvanced industrial policy approach that is
evidently emerging in South Africa recently. In daoh to the design and deployment of a large
range of interventions, the government has alsoapptemium on following a modern industrial
policy process with the aim of increasing the dffemess of its efforts. The most recent iterations
of IPAP provide interesting evidence on this. Coregao other countries in the region, the process
involves a comparatively larger number of actorghwmore significant stakes in industrial
development.

Industrial policy often remains the sole mandatetlod Ministries of Industry in developing
countries, which in many cases are not consideegdpkayers in the cabinet and more often than
not fail to raise significant budgets to suppodustrial policy interventions. The analysis of this
paper has shown that the situation is differer@anth Africa. The budget for Industry and Trade is
significant and expanding further. Major intervens are financed fully and rolled out at large
scale. The national development plans and otherskies acknowledge the relevance of industrial
policy as a key driver of the structural transfotiora agenda of the country and participate actively
in the design and implementation of policy measures

With regard to the design and implementation ofcgmeincentive schemes, a number of key
players are regularly involved. Table 16 providesstanmary of their general expectations,
contributions and coordination issues. It is evidémat the expectations of the individual
stakeholders diverge to some extent, given theellef involvement in the process as well as their
specific contributions. However, one issue seemhkaigely align the stakeholders: the focus on
results (or: the impact of interventions). The digdion of industrial policy interventions in the
IPAP, in the budget estimate from National TreasuryDAD’s incentive performance reports, in
IDC’s annual report as well as in private sect@teshents converge on the idea that policy
effectiveness is crucial. This sends the signal tha remaining differences in expectations and
coordination challenges could be overcome througiressparent process of evidence-based policy
learning.
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Table 16: Main stakeholders for industrial policy incentive schemes in South Africa

: . : . o Possible actions for
Stakeholder Expectations from IP interventions | Possible Contributions
Key

Treasury - Good value for money - Funds - Effective communication
- Visible improvement in - Guidance on budgeting on results
competiveness of SA industry - Manage expectations

- Dispersal of funds
- Impact assessment

The dti Minister & DG - Visible improvements in - Publicity campaigns - More effective / systematic
competitiveness of South Africa - Political buy-in / support from high upward communication of
- Job retention in assisted firms levels (cabinet, parliament, etc.) strategies and results
IDD (Industrial Policy - Visible improvements in - Information and feedback on - Deliver results / lessons
Development Division)  competitiveness and jobs creation in sectoral analytical work and strateg learned / evaluation results
South Africa (at the firm, aggregate priorities from implementation
and sector levels) perspective
IDAD (Incentives - Efficient implementation of incentive - Responsibility for implementation - Coordination of
Administration schemes - Guidance on feasibility of implementation guidelines
Division) - Visible improvements in implementation of new - Provision of IT system for
competitiveness of SA strategies/policies timely communication of
- Job retention in assisted firms implementation data
BBBEE - Economic transformation through - Intelligence on economic - Joint development of
empowerment of black community  transformation (e.g. BEE objectives systematic way of
& monitoring) implementing new codes in

incentive schemes
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Stakeholder Expectations from IP interventions | Possible Contributions FOESINE COIETS [N
coordination

Beneficiary Companies - Incentives, e.g. cost-sharing grants - Feedback on incentive schemes - Expectations management

(mostly for capital expenditure) (structure, relevance, effectiveness for firms
- Improved turn-around times etc.)
- Business Development Services - Provision of monitoring data,

especially as regards capital
expenditure, profits and employmer

Primary
Export Council & - Members benefit from incentives - Improve outreach - Discussions on
Manufacturing Circle, - Access to new markets - Expertise at design / adjudication effectiveness of incentive
etc. phase schemes
- Media publicity - Management of
- Access to own research findings ¢ expectations
industry
IDC - Reduced risk of investment projects - Use incentives (e.g. grants) to - Information sharing and
through cost-sharing leverage on loans thus strengthenir coordination of trade-off
financial system between grants and loans
Private Banks - Reduced risk of investment projects - Use grants to leverage on loans tf - Dialogue on how the role cf
through cost-sharing strengthening financial system banks could be enhanced in
- Factual finding report on clients  incentive schemes
financial situation
BDS Consultants - Reduced turnaround times for - Outreach to fellow firms who may - Reconsider strong role of
delivery of grants be eligible or otherwise appropriate BDS Consultants in
- Service fees charged for successfu for grants and increasing incentives publicity work
applications competitiveness

Other stakeholders includdCPC, SSA, DPME, Portfolio Committee for Trade and Industry, etc

Source: Authors on the basis of expert discussabosit the MCEP scheming
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The organization of this experimentation and laagrecycle matters significantly for policy
effectiveness. In order to map the concrete styasetfing and implementation structures for
the industrial policy process in South Africa, oren apply the policy cycle sketched out
above. Figure 17 summarizes the responsibilitied ameractions among the main
stakeholders at each stage of the policy cyleedbimes evident, that several institutions have
to work together closely in each stage of the pec&his means that visions have to be
aligned, synergies between the respective areaxpértise have to be generated and a
practical division of labor has to be implemented.

One critical aspect of the cycle is the provisidnfinancial resources, which one could
describe as the propellant of industrial policy lempentation and learning. At this stage it is
critical to understand the role of the funding s including the National Treasury,
development partners as well as the industrial niiveg institutions. Clearly, these
institutions are not only responsible to provide fanding for IP, they are also recipients of
feedback on the effectiveness of interventions tvtdce being implemented. In this sense,
the industrial policy M&E function plays a cruciadle, as the generated evidence acts as a
foundation for the design and roll-out of new (ercalibrated) interventions in the next
planning and funding cycle.

Figure 17: Responsibilities and stakeholder interactions in @ith Africa’s Industrial Policy

o Recipient:
Responsibility: ecipients
Parliament
Private sector,
Media, etc.

Academia / think tanks
Consultancy firms

The dti Chief Economist .: e

Recipients Responsibility:
*  Treasury The dti Top Management

¢  The dti Top Management Industrial *  ThedtiIDD
* Thedti IDD n L5 n? *  Coordination with PlanCo/
*  The dti IDAD incentive team Diagnosis cabinet (e.g. IPAP vs. NDP)

Responsibility: / \ RECETE
The dti IDAD M&E team
The dti overall M&E team M&E of Industrial > A
DPME Industrial Policy Strategy Design *  Other departments (DoE, DST)

1 |

Implementation Industrial policy
design

Recipients
* Industrial firms/ clusters
*  Meso institutions (e.g. BDS)

Responsibility:
The dti IDAD (Product Dev.)
Coordination with treasury

of incentives &

Technology/skills/ finance programmes (instruments) Input and coordination with
providers private sector representatives
‘ it SRRy Recipients
Responsibility: *  The dti IDAD sector desks
* The dti IDAD incentive team A * IDC and other implementing

* IDC incentive team agencies

«  Development partners/ donors

Provision of financial
resources for IP

Recipients Responsibility:

*  The dti IDAD *  Treasury

« IDC Development partners/ donors
IDC (existing funds)

*  Other implementing agencies

Source: Authors
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The current institutional set-up for M&E of induatrpolicy in South Africa is indeed fairly
advanced and comprises of several layers. Mongaird evaluation is done on the level of:

1) specific programmes or interventions (within IDAD);
2) the overall industrial policy mix of IPAP (withirbD) as well as;
3) the overarching national level for key incentiveames (through DPME).

However, as far as the M&E approaches are conceswmde room for coordination and
alignment still exists. This is particularly cleaith the regard to the focus of M&E efforts,
which in some cases focus more on measuring tleetafé provision of inputs, activities and
outputs, rather than assessing concrete outcomeastefventions and industrial policy
impacts. In addition, the target system for evaduest, in particular the indicators used for
outcome and impact level objectives, are not faligned yet.

However, the South African government acknowledbpas using M&E forevidence-based

Industrial Policy experiments is important. In pautar, a strategic approach to M&E can
help to trace effects of policies; assess effentgs of policies; identify critical factors for
effectiveness; identify external factors (and theipact); identify unintended/side effects;
provide feedback for adjustments;

Hence, ultimately, M&E can help to increase poleffectiveness. The following statement
by Minister Davies in the IPAP 2013/14-2016/17sthates this approach well:

“...much has been achieved over the recent past, eveveaeiterate that much more
remains to be done. Our approach to the complexdemanding work that lies ahead is
embodied in the principles of continuous improvemnem learning-by-doing, which
underpin the overall effort of the Department chde and Industry (the dti)

Further emphasizing its commitment to effective igollearning and adaptation, the
government is currently also trying to advancefproach to industrial policy further in the
area of impact-level monitoring and evaluation itsrincentive schemes. In a joint project
with UNIDO, the objective of the dti is todévelop a monitoring, evaluation and impact
assessment methodology for the MCEP, benchmarkedhsagbest practice in other

comparable countries. It is hoped that this methoglp will provide a useful basis from

which other dti incentives can also be assesg@d.| 2014).

These initiatives show that South Africa is onway to enhance the effectiveness of its
industrial policy process further. The remainder this section will summarize some
considerations that could guide this adaptationleadhing process in the area of M&E.
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4.3.3 Ways forward: Policy learning: towards a deviepmental M&E framework for
South Africa

Monitoring and evaluation are government functitreg are increasingly acquiring a central
role in the industrial policy process. This is hesa they allow better understanding of
industrial dynamics and related policy effects ara§ a result, strengthen policy
responsiveness and governments’ capacity to aldgicies over time. Most evaluations of
industrial policy measures that were executed eitwe the implementing parties, by
evaluation departments or by the academic commumate to be interpreted with great
caution.

Firstly, in the majority of cases, the instrumentse purposefully designed to affect a certain
set of policy objectives. The specific targets bé tinterventions were sometimes more
generic, e.g. economic growth and employment géonaraand sometimes more specific, e.g.
increased value addition, technological upgradidiyersification, enhanced exports or
import substitution. In some cases, the desiredamnés were not only verbalized but also
concretized in terms of clear target values foedeld indicators. However, in the vast
majority of cases, the ex-ante justification of gadicy instruments was not complemented
by an ex-post evaluation of the achieved resultserms of their impact on the targeted
objectives. This lack of impact evaluations of iempented industrial policy measures is a
key constraint for a comprehensive and comparaparaisal of their future potential for

success, their applicability in certain countrias sectors as well as their effectiveness
towards the achievement of industrial employmenf@ngrowth objectives.

Secondly, many available evaluations were not perd in a sufficiently thorough way and
hence an assessment of their internal validity esiggthat in many evaluations, causal
relationships between policy instruments and olz®#evimpacts are difficult to establish. In
the ideal case, in order to obtain an unbiasednagti of a true causal effect of a policy
measure, it is essential to execute a thorouglyddsised studythat considers confounding
factors, includes a so-called control group anddss/eelection biases as well as under- and
overestimation of results.

Thirdly, the findings on the achievements and/dufas of industrial policy instruments that
can be distilled from international experiencesncdrthat easily be generalized because of
country heterogeneity. While it is the main concefmdustrial policy makers in developing
countries to be informed whether they could exmtilar results when they emulate the
same policy instrument which succeeded in the ipastdifferent country, it is unfortunately
not possible to provide a general answer to thestgon. In fact, judging whether a certain
policy instrument is appropriate in a specific coyrtontext requires a careful case-by case
assessment, making a deterministic approach tcsélextion of suitable industrial policy
instruments neither feasible nor promising. In &shell, a comparison of industrial policy
instruments cannot aim at the definition of a ‘sfhbullet’ as no policy instrument is the
dominant solution for all challenges in all couegriat all times. Still, as a rule-of-thumb one
can suggest that the more comparable the two dgesninder consideration (in terms of
development stage, country specific factors, evidemllenges, etc.), the more likely
comparable results can be expected.

® We refer to impact evaluations that either usanalomized control trials (RCT) or a credible non-
experimental design aesign-based studieghich should be distinguished from so-calkdxservational
studies.
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Fourthly, many evaluation exercises often underes® critical design/implementation

factors that strongly affect policy effectiveness. a result, when those policies which have
been positively evaluated are implemented in ottertexts, governments tend to adopt
policies blindly. This means that very often goveemts treat policy instruments as ‘perfect
substitute’ and ‘transferable’. Often this lacklkofowledge about differences in the design,
implementation and institutional settings suppa@rticertain loan schemes (e.g. ZIM in

Germany) or hybrid forms of public procurement (S8IR in US) may undermine their

effectiveness in other contexts and, as a residtodrage other governments’ industrial
policy efforts.

Finally, single instrument discrete interventionsncinduce unexpected and unintended
outcomes, especially when they interact with offaicy instruments. As soon as a humber
of ‘hidden policy treatments’ are factored in them® idea that single instrument discrete
interventions can be evaluated ‘in isolation’ beesnguestionable. Evaluations of single
instrument discrete interventions have been mdotysed on relatively simpler policies,
such as R&D grants, R&D tax incentives, accessafmtals for SMES’ innovation, etc. This
‘evaluation bias’ was determined by the fact timatse policies can be more easily evaluated
with rigorous state of the art quantitative teclueis, However, this evaluation bias towards
relatively simpler policies for which causationalationships and sequential causality are
better understood, may induce ‘policy biases’. Ngmgovernments may be induced to
adopt only those single instrument discrete intetio@s for which evidence has been
collected, while overlooking more ‘difficult to elmmte’ policies such as intermediate R&D
institutions building and technology infrastructsirdevelopment. Although the emerging
emphasis that national and supranational goverrsraet giving to system- level industrial
policies, rigorous and systematic evaluations alustrial policy packages at the sectoral,
cluster and system levels remain scattered andprebtematic.

Essentially, impact evaluation is about generatawgence on which industrial policy

measures work (and which do not) in a specific exntin that sense, probably the most
important role of industrial policy monitoring ambaluation in developing countries is to
provide feedback for making the next cycle of pplaesign and adaptation of existing
instruments more innovative and effective. In tls@nse, industrial policy makers in
developing countries would be well advised to gedigushift their attention from the

investigation and imitation of international bestagiices to the identification and
reproduction of national success stories.

In principle, this leads us to the recommendatioat very industrial policy intervention
should be evaluated ex post. Especially in contestiaracterized by serious budget
limitations and the resulting need for prioritizatj it is essential to know whether the policy
intervention was effective and whether the resgltsenefits outweigh the associated public
cost. However, while this approach is finding marel more support in the academic (and
donor) community, policy practitioners encounteleast two political challenges:

1. Evaluations, in particular the more sophisticateteso that include design-based
studies, do not come for free and hence reduceatl@lable budgets for the
implementation of the policy instruments. Hencepeesally relatively small
interventions do not seem to lend themselves tgcenensive M&E approaches.
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2. Evaluations can reveal inherent flaws, limitati@ml even adverse consequences of
industrial policy interventions. In almost all cagkis implies a serious political cost.
Hence, full-fledged evaluations are frequently pared as a threat, in particular for
larger interventions that usually coincide with atnolis political rhetoric and wide-
ranging public interest.

However, both concerns above could possibly belvedat least partially with the help of a
more nuanced and pragmatic approach to industolatypexperimentation and evaluation.
While full-fledged design-based studies and expental designs are not always a feasible
option, their distinctive logic can and should e&dt be incorporated in the industrial policy
decision making process, even if a final evaluatiannot be incorporated. The point here is
that there are possibilities to design policy mstents as if they were experiments, without
actually executing them as such. In particularigyahterventions can and should come with
a clearly formulated and realistic interventionitogr theory-of-change. At the very least,
this would entail:

» A clear definition of a target system which conaes the objectives (including trade-
offs between different objectives) that the poliogtrument is aiming to have an
impact on in the longer-term (e.g. increased empkxyt and/or economic growth,
etc.).

» Realistic target corridors for judging successailufe with regard to each objective
ideally based on real-world benchmarks (e.g. mimmand maximum expected
increase in employment rate, based on prior achmews in the country or
elsewhere).

* An explicit impact model with a comprehensive dépit of the short- and medium-
term changes in the industrial sectors (on the aiswell as sectoral level) that are
needed to reach these long-term targets (e.g.rszhjaverage new investments of
manufacturing firms and structural changes in ttoelpction activities of firms).

* A detailed description of the steps required facreng each of these goals (impact
paths), including a critical examination whethersitrealistic to expect to reach the
goal with the time and resources available.

* An account of possible unintended impacts and sftezts of the policy instrument
(risk factors), for example based on consultatiohexperts, affected stakeholders,
etc. before the implementation of the intervention.

* An honest description of the assumed counterfactitaation (i.e. the hypothetical
situation in absence of any policy interventiondr fhstance, one has to answer a
guestion of the following type: What would the eoyhent rate have been if the
government would have not subsidized wages in t#weufiacturing sector?

* The selection of concrete impact indicators whiah be used to measure change both
“on the way” (intermediate indicators) and with aed) to the end-objective (final
indicators).

Obviously, this process does not necessarily gteeaan ex-post scientific evidence of the
causal effect of the policy instrument, which urgfienably is the main objective of an
evaluation from the perspective of the academicthadlonor community. However, it does
at least ensure that interventions are discussdddasigned in a reflexive way and that
stakeholders are well aware of what is expecteth ftbem both in terms of actions and
achievements. If this process is combined with Issghisticated and less costly (non-




FIRST SUBMISSION — NOT FOR CIRCULATION

experimental) monitoring and evaluation designg, eeflexive comparisons and qualitative
approachés industrial policy interventions are likely to ke lot more evidence-based,
consensual and transparent and hence eventuadlyraelee effective, without overburdening
the (technical and budgetary) capacities of dewvetpgountries and without disrupting
political imperatives.

5. Concluding remarks

To be completed

® Reflexive comparison is a non-experimental desigrere the ex-ante baseline provides the comparison
group, while qualitative approaches take the peiwep of the target population (e.g. firms) anditirer key
informants with regard to the observed changesantmunt.
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