WP/21/165

IMF Working Paper

Labor Market Reform Options to Boost Employmentin
South Africa

by Romain Duval, Yi Ji, Ippei Shibata

IMF Working Papers describe research in progress by the author(s) and are published
to elicit comments and to encourage debate. The views expressed in IMF Working Papers

are those of the author(s) and do not necessarily represent the views of the IMF, its
Executive Board, or IMF management.

INTERNATIONAL MONETARY FUND




© 2021 International Monetary Fund 2 WP/21/165

IMF Working Paper

Research Department

Labor Market Reform Options to Boost Employment in South Africa
Prepared by Romain Duval, Ippei Shibata and Yi Ji
Authorized for distribution by Romain Duval

June 2021

IMF Working Papers describe research in progress by the author(s) and are published to
elicit comments and to encourage debate. The views expressed in IMF Working Papers are
those of the author(s) and do not necessarily represent the views of the IMF, its Executive Board,
or IMF management.

Abstract

Raising South Africa’s low employment rate to levels seen in emerging market or
advanced economy peers could raise GDP per capita by 50 to 60 percent and reduce
income inequality dramatically in the long term. By putting further strain on an already
fragile labor market, Covid-19 has raised the urgency of action. This paper reviews labor
market policy and other reform options to enhance South Africa’s job market
performance, drawing from international evidence and new analysis. We find much scope
for improving the design of key labor market institutions—including collective bargaining
and employment protection legislation—and active labor market policies to improve job
seekers’ prospects. These reforms should come hand-in-hand with others, such as in the
areas of education or product market regulation, that may work pay. Labor market and
other reforms would primarily benefit disadvantaged groups such as youth.
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I. INTRODUCTION AND SUMMARY OF MAIN FINDINGS!

1. Boosting employment from its very low level is key to lifting GDP per capita
growth and reducing high income
inequality in South Africa. The

aggregate employment rate is very low 90
in international comparison (Figure 1), %
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I countries with the highest employment rates in the latest year.

all else equal.? Because the incidence of
non-employment also falls disproportionately onto lower incomes—being particularly high
among youth and black Africans, boosting employment would also reduce income inequality.
Past IMF estimates (Anand, Khotari and Kumar, 2016) suggest thata 10 percentage point
reduction in the unemployment rate could lower the Gini index (after tax and transfers) by 3
percentage points.

2. The Covid-19 crisis has hit Figure 2: Employment and labor force

South Africa’s labor market hard, (201'32f_c2ig;&i; " r::f:e "t

fostering massive cyclical under- 6

employment. Partly as a result of the ig

stringency of containment measures, 5

the employment rate fell by 6 45

percentage points (to just 36%) 4 Labour force participation rate \/——
between 2020Q1 and 2020Q2, as > Employment rate

people dropped out of the labor S P E & EE S FE S S S
force—the labor force participation SO A AR A A A A e
rate fell by 13 percentage pOil’ltS (tO Source: South Africa Quarterly Labour Force Statistics.

" The authors would like to thank, without implication, Ana Lucia Coronel, Haonan Qu, Alejandro Simone and Vimal Thakoor for
their helpful comments. All views and errors are those of the authors.

2 The figure would be 60 percent in a simple illustrative calculation that assumes an aggregate Cobb-Douglas production
function with constantreturnsto scale, exogenous (given) total factor productivity, and full adjustment of the capital stock to
higher employment in the long term. Insofar as the skills and intrinsic productivity of the non-employed are less than those of
employed workers, the potential income gains from raising employment rates would be smaller, butstill quite sizeable. For
example, using Bourlés and Cette's (2007) estimates of the (negative) impact of higher overall employmenton aggregate
productivity across a sample of OECD countries, South Africa’s GDP per capita could still rise by close to 50 percentif its
employment rate rose to average OECD or top 5 emerging market levels.
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47%) over this same period (Figure 2). Because job seekers also had to temporarily stop
looking for jobs, the unemployment rate
dropped temporarily (by 7 percentage

points, to justover 23%). Even though the 34

Figure 3: Unemployment rate
(2017Q1-2020Q4, percent)
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over 32 percent—roughly 3 percentage
points above its very high pre-COVID
rate (Figure 3).

Source: South Africa Quarterly Labour Force Statistics.

3. This lack of labor market resilience is not unique to this crisis. While the Covid-
19 shock was unique in many ways, South
Africa’s labor market has long shown

Figure 4: Cyclical sensitivity of unemployment
(2003-2015)
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responsive than in the average advanced
economy (AE), partly because labor market

Source: IMF World Economic Outlook; ILOSTAT, Yearly Indicators;

and IMF staff calculations.

Note: The figure shows the estimated response, in percentage
points, of the unemployment rate gap toa 1 percentage point rise
in the output gap. Youth are individuals aged 15-24, while adults
denote the population aged 25-64. All estimates are significantat
the 5 percent confidence level. AE = advanced economies; EMDE =
emerging market and developing economies.

institutions are not conducive to
employment-stabilizing wage and/or hours
adjustment in downturns, as discussed
further below (Figure 4). Moreover, the
cyclicality of disadvantaged groups’
(un)employment rates is disproportionately high in South Africa—for example, youth
employment is about twice as cyclical as aggregate employment, and more cyclical than in
other EMs and AEs.

4. But South Africa’s employment problem is primarily structural, reflecting a
mismatch between existing labor supply and demand at prevailing market wages. While
it has fluctuated over time, South Africa’s unemployment rate never fell below 20 percent
during the last two decades, and even slowly rose over time to reach about 30 percent—one
of the highest levels in the world. This clearly indicates that very high unemployment is

* While informality is typically associated with weaker productivity and other social and economic costs, it acts as a labor market
buffer and, as such, reduces the sensitivity of total employment to macroeconomic shocks in many EMDEs. For IMF analysis of
the impact of informality on Okun law coefficients, see Bluedorn and others (2019).
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structural. On the supply side, low education and entrepreneurship tend to reduce the
employability of job seekers, while high commuting costs raise reservation wages—that is,
the minimum wage levels above which job seekers would be willing to take up a job offer
(Ngarachu, Schimmelpfennig and Schoer, 2014). Some grants might also raise reservation
wages, albeit indirectly and to a lesser extent. On the demand side, labor market
institutions—such as wage-bargaining arrangements—further raise wages above levels that
would be needed to clear the labor market.

5. A number of these forces can be traced back to apartheid. Apartheid directly
contributed to low education levels among of a large fraction of the working-age population
and geographical remoteness of job seekers from job centers. It also indirectly led to a
corrective set of institutions and regulations, such as collective bargaining arrangements and
job protection, that emphasize formal arbitration and legal procedures over more informal
social dialogue and conflict resolution, with adverse effects on employment and broader
economic efficiency. Likewise, the suppression of formal black entrepreneurship under
apartheid partly accounts for the persistent negative perception of the informal economy
among the population, while in many other emerging economies informality provides an
important employment buffer—albeit at a productivity cost.

6. A bold strategy to reform labor market institutions is needed to tackle the root
causes of extreme structural unemployment. To raise employment and reduce inequality,
labor market institutions need to function more smoothly—with a focus on strengthening
coordination among social partners, accommodating firm heterogeneity and reducing
uncertainty. This requires reforms in the areas of collective bargaining and employment
protection legislation, as well as careful minimum wage setting. Being regulatory reforms,
these have the further advantage of not requiring government spending—unlike other
desirable policy changes that should wait until fiscal space is restored. And if properly
designed and swiftly implemented, they could speed up the jobs recovery fromthe Covid-19
shock. Specifically:

J South Africa’s collective bargaining system currently lacks some of the key
ingredients that have underpinned the success of sector-level bargaining in some
other (mostly advanced) countries—strong coordination between different sectors,
high trust between partners, representative bargaining parties and a dose of firm-level
flexibility. International experience suggests that, to achieve higher and more stable
employment, South Africa would either need to build these demanding ingredients
into its sector-level bargaining system or, alternatively, decentralize bargaining at the
firm level.

o Wage bargaining coordination could be strengthened by adopting a norm that
facilitates negotiation (productivity gains, inflation), and having the government
highlight more prominently in the process the employment cost of excessive wage
growth. Frequent negotiations could also help gradually foster trust between partners,
which in turn would be a key ingredient for greater coordination to pay off. Should
fostering coordination and trust prove too difficult or fail to generate wage
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moderation and employment gains, there would be a case for decentralizing
bargaining at the firm level altogether.

The current system could be improved in several other ways. The representativeness
of bargaining councils could be strengthened by setting and enforcing clear
quantitative criteria for whether they are “sufficiently representative”—for example, a
requirement that bargaining parties represent the majority of employees and
employers in the industry for a bargaining council to be established. Likewise, clear
criteria for administrative extensions of collective agreements, such as a requirement
that signatory employers’ organizations represent at least the majority of the total
number of employers, would help, and in any event the Minister could retain the
ability to reject the extension if not deemed in the economy’s interest. Finally, firm-
level flexibility is key. New analysis in this paper finds that simply introducing
flexible opening clauses that enable individual firms to adjust wages and hours
worked when facing hardship could speed up return to full employment in the wake
of shocks—such as Covid-19—and cut overall structural unemployment by a
minimum of 2 percentage points.

Minimum wage setting should carefully balance reducing in-work poverty and
enhancing the job prospects of disadvantaged groups—both are key to reducing
poverty and income inequality. South Africa’s minimum-to-median wage ratio is high
in international comparison— above the vast majority of EMs’ and much higher than
in any AE. The annual review conducted by the National Minimum wage (NMW)
Commission should be informed by independent evaluations of the NMW’s effects
on the job prospects of disadvantaged groups. Accordingly, the Commission should
feel free to recommend, and the government to consider both upward and downward
NMW adjustments depending on those job prospects, as well as overall
macroeconomic conditions—including overall productivity growth. Over the medium
term, as fiscal space is restored, one way to meet both employment and in-work
poverty objectives could be to introduce in-work tax credits targeted at low incomes
in exchange for minimum wage moderation.

Employment protection legislation (EPL) provides important legal protection against
discrimination, but the obstacles it puts to economic layoffs should be kept moderate,
simple and efficiently enforced. EPL enforcement is burdensome and slow, and the
outcome of dispute resolution processes can vary widely, creating undue uncertainty
for employers and employees. Reform should focus on reducing caseloads, shortening
further dispute resolution procedures, and strengthening the predictability of
settlements. Streamlining EPL enforcement would not only support productivity and
income per capita, but also reduce labor market dualism; employers could become
less hesitant to offer regular jobs, and rely less on temporary contracts including
temporary employment services (so-called labor brokers). To minimize risks that
easier EPL might amplify layoffs in the short term, it could be enacted now with a
provision that it will come into force only later—when economic conditions are
stronger—or, alternatively, be grandfathered—that is, new rules and streamlined
procedures would apply only to new contracts. Delayed implementation or
grandfathering may also make it easier to pass EPL reform in the first place.
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7. While the focus of this paper is on improving the functioning of key labor
market institutions, this should come hand in hand with reforms that increase returns
to work for job seekers—these could remain too low for most job seekers to move into
employment even with sound labor market institutions, muting the gains from reforming the
latter. In particular, returns to work are depressed by: low education, which weakens
productivity and prospective wages; low entrepreneurship, which further limits the range of
high-value formal job opportunities; and the high ancillary costs of performing jobs, notably
high transportation costs, which reduce (net) take-home pay. Boosting returns to work and
employment requires a combination of pro-competition product market reforms—particularly
in transport, stronger entrepreneurship including through improved access to credit for small
and medium enterprises (SMEs), enhanced education and apprenticeship schemes, and some
“activation” of social benefit recipients. While a detailed discussion of these issues goes
beyond the scope of the present paper (for some analysis of product market competition
issues in the South African context, see Thakoor, 2020), they are briefly touched upon in
Section IV.

8. Many of these reforms will help disproportionately disadvantaged groups in the
labor market, notably youth. Empirical analysis using cross-country individual-level data
finds a very strong correlation between youth and adult employment rates, suggesting that a
broad reform agenda to help the latter will disproportionately benefit the former—more than
measures that would be specifically targeted to youth. In particular, there is evidence that
keeping minimum wages and EPL moderate, and strengthening product market competition,
disproportionately benefits youth. Some consideration could also be given to introducing
sub-minimum wages for youth, which exist in some other countries. Finally, strengthening
legal protection for women could help reduce youth gender gaps in labor market integration,
at a time when they are rising.

II. LABOR MARKET PERFORMANCE IN SOUTH AFRICA : A BRIEF OVERVIEW

9. South Africa’s very low employment rate reflects both low labor force
participation and very high structural unemployment. Very high unemployment, which
was already on the rise prior to COVID-19, partly accounts for low participation by
discouraging job search. Discouraged workers—those would like to work but are not actively
looking for a job for lack of perceived opportunities—accounted for about 12 percent of the
labor force in 2019; including them in the unemployment statistics would raise the (broadly
defined) unemployment rate to over 40 percent.
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10. Very high unemployment is heavily concentrated on youth and the lower-
middle skilled. The unemployment rate of the 15-24 years old reached 57 percent in 2019,
versus just 10 percent for the 55-64 years old (Figure 5). While the very low-skilled (those
without primary education) suffer high unemployment, the lower-middle-skilled suffer even
more; about 35 percent of labor force participants with basic education (primary or lower
secondary education) were unemployed in 2019, versus 25 percent of those without basic
education (and just 13 percent of those with an advanced (tertiary) degree) (Figure 6).
Because of comparatively lower labor market participation, just 25 percent of the former had
ajobin 2019, versus 30 percent of the latter (and 71 percent of the working-age population
with an advanced degree).

Figure 5: Unemployment rate Figure 6: Unemployment rate
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0 e Total
60 ™ |eccece Total
1524 30
T R athhiils Advanced
— 05 34 Poal
i / - 20 m— Basic
30 3544
TTeeeccecsescccecaecctitl Intermediate
20 4554 10
10 I B Less than Basic
— 55 64 0
0 W OO O — AN M < 1N O~ 0o O
M N O - AN®MmT WO~ OO 88555555555 8
S 8555555555585 8 NANAANAJAJAQANAAAAQA A
AN AN AN AN NN AN AN AN
Source: ILO STAT. Source: ILO STAT.

Note: Age group in 10-year bands.

11.  Major racial disparities in labor .
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Source: South Africa Statistics LFS (2000-2007), QLFS (2008-2020).

12.  The trend rise in unemployment is also heavily concentrated on youth, the
lower-middle skilled—in line with South Africa’s high exposure to task routinization
(Ahn and others, 2019)—and the black African population. A simple shift-share analysis
shows that rising in unemployment in the decade prior to the current crisis did not reflect
composition effects, such as a growing share of young, less educated and/or black Africans,
but instead the growing incidence of unemployment within these groups (Figure 8);
demographic shifts have in fact been largely neutral overall. This points to an increasingly
dysfunctional labor market that fails to create enough jobs for both labor market entrants and
workers who lose their jobs due to competition and automation.
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Figure 8: Shift-share analysis of unemployment in South Africa
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population group):
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i i
where UR denotes unemployment rate in a given year and w; is the share of labor force population in demographic group i. The first and second
terms of the right-hand side of equation represent the within- and between-group components of changes in the aggregate unemploymentrate in
South Africa, respectively. Results are cumulated over years to show the effects from 2008to 2019.

13.  Overall, these trends underscore both the urgency of policy action and the need
for it to enhance the job prospects of disadvantaged groups. This is the main
underlying—and, for youth, explicit (see section “Lifting Youth Job Prospects”)—focus of

the rest of this paper.
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III. IMPROVING THE FUNCTIONING OF KEY LABOR MARKET INSTITUTIONS
A. Wage bargaining and minimum wages

Key features of wage bargaining and minimum wages in South Africa

14.  South Africa’s has multi-faceted bargaining system that combines industry- and
firm-level bargaining, supplemented with minimum standards in some sectors. Through
unions, workers in South Africa can bargain with employers in two main ways, both on a
voluntary basis: 1) at industry-region level with associations of employers, thereby forming
so-called “bargaining councils”, as codified by the 1995 Labour Relations Act (LRA); ii) at
the plant level. This results in a mixed system where both industry- and plant-level
agreements co-exist and overlap—when they do, plant-level agreements typically raise
worker pay above the level mandated by the centralized agreement. In those industries where
unions are under-represented—and therefore collective bargaining is unlikely to take place—
and workers are at high risk of getting low pay, such as the wholesale and retail sector or
domestic services, the 1997 Basic Conditions of Employment Act (BCEA) has been providing
a set of minimum standards—so-called sectoral determinations—for wages and work
conditions.

15.  The recently introduced minimum wage will also significantly shape wage setting
in South Africa, although the magnitude of this impact is still unclear and will vary
across industries. Since the November 2018 National Minimum Wage Act (NMWA), a
national minimum wage (of R20.76 per hour from 1 March 2020, with sub-minimum wages
for agricultural and domestic workers, as well as temporary exemptions—for up to a year—
in principle) takes precedence over any collective bargaining agreement or sectoral
determination. The minimum wage will be most binding—and thereby will most reduce in-
work poverty but also possibly low-skilled employment—in those industries that are covered
by sectoral determinations, since its level stands above the prevailing median wage in most
of these industries (National Minimum Wage Panel, 2016). Because this gap would have
been largest in agriculture and domestic services, sub-minimum wages were adopted for
these industries. How the national minimum wage will affect the bargaining council system
is a more open question, given that median wage levels set by collective agreements had
exceeded the new minimum wage already before the latter was introduced.

16.  Industry-level bargaining has significant worker coverage, although with wide
variation across industries. The coverage of bargaining councils, namely the share of all
employees covered by an industry-region agreement, has traditionally been high—in the
order of one-third to two-thirds—in manufacturing—where it was close to two-thirds overall
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in 2013/2014, mining, transport and storage, and

Figure 9: Union density and bargaining

the public sector. Coverage has been much lower coverage rate
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private sector and 25 percent overall (see e.g. 100
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.. .. . Source: Visser (2019) and IMF staff calculations.
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agreements is increased to all employers and indicate 90th/10th values of the distribution. AE = advanced

L. . . economies; EMDE = emerging market and developing economies.

workers within the relevant industry in through
administrative extensions of the agreement’s provisions to non-signatory parties. Such
administrative extensions are granted by the Minister of Labour if the agreement is deemed
to be “sufficiently representative”. In practice, extensions raise the coverage of agreements
quite significantly in some industries—by 50 percent in manufacturing, for example
(Godfrey, 2018). However, their overall impact is more modest because they do not play any
role in the public sector and industries with bargaining council agreements account for a
limited share of private sector workers; the overall union coverage rate, namely the share of
employed workers who are covered by collective bargaining agreements, may be close to 30
percent, about 2 to 3 percentage points above the union density rate (Figure 9). Finally,
beyond collective bargaining, sectoral determinations also have significant coverage—the
share of employees they cover has been put at over a third (Godfrey and others, 2006;
Godfrey, 2018).

Bargaining coverage rate Union density rate

B AEAverage EMDE Average South Africa

Challenges

17.  Well-designed collective bargaining systems can support inclusive growth.
Collective bargaining can improve job quality by delivering otherwise underprovided local
public goods (such as occupational safety and health, or the prevention of workplace abuse),
and reduce inequality between workers by compressing wage schedules (see, for example,
Freeman 2010; Jaumotte and Osorio-Buitron 2015; and, for a broad overview and recent
evidence, OECD, 2019). Collective bargaining can also improve productivity through
various means; for example, by strengthening the functioning of internal labor markets,
addressing other market failures (such as employers’ inability to appropriate the returns from
investments in their workers’ general training) and, more broadly, by giving workers a voice
in work organization (see e.g. Freeman and Medoff, 1984). Finally, a well-functioning
bargaining system may also dampen the employment effects of macroeconomic shocks by
facilitating wage adjustment (IMF, 2016; OECD, 2019).
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18. However, international experience indicates that several demanding
requirements need to be met for collective bargaining systems to deliver high and stable
employment. To this end, collective bargaining system needs to deliver both
macroflexibility—the ability to maintain employment at a high level in the face of large
economic shocks such as major recessions—and microflexibility—the ability to (re)allocate
workers to the most productive jobs across firms and industries (Blanchard, Jaumotte and
Loungani, 2013). International experience points to two groups of countries that have
succeeded in achieving these—those with decentralized bargaining, and those with more
centralized bargaining but with the following key ingredients (see also Table 1 for a
simplified taxonomy of collective bargaining systems):

o Strong bargaining coordination. Highly coordinated bargaining systems can be
conducive to low unemployment (OECD, 2019). This is because when unions
coordinate their actions, and employers coordinate theirs, they have an incentive to
internalize the adverse effects of high wage claims on economy-wide employment
and inflation (e.g. Calmfors and Driffill 1988). Indeed, looking across those advanced
economies where collective bargaining plays an important role in wage
determination, unemployment has been typically lower and more stable where
bargaining is highly coordinated at the industry-level (Austria, Germany, Japan,
Netherlands, Scandinavian countries) than in countries with uncoordinated industry -
level bargaining (Southern European countries).

. Firm-level flexibility. Beyond coordination, successful sector-level bargaining
systems have typically allowed for some degree of firm-level flexibility. For example,
unlike Portugal and Spain until the 2010-2012 euro area crisis, Germany introduced
already in the 1990s so-called opening clauses, which allow firms facing hardship to
set less favorable wages and working conditions than those in the applicable sector-
level agreement—a feature that has been credited for the resilience of the German
labor market during the 2008-2009 global financial crisis (Dustmann and others
2014). Opt-out clauses are a way for sector-level bargaining to deliver the
microflexibility that firm-level bargaining achieves by design (Jimeno and Thomas,
2013).

o Representativeness of bargaining parties. In sector-level bargaining, representative
bargaining parties are more likely to set wage levels and working conditions that are
suitable for the average firm and worker in the sector. In particular, since small and
medium-sized enterprises (SMEs) are generally less productive and more vulnerable
to shocks than larger firms, it is important that they be actively represented at the
bargaining table. For this reason, Several Southern European countries tightened
representativeness criteria—raising minimum thresholds for sector-level agreements
to come into force—in the wake ofthe 2010-2012 euro area crisis.
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Administrative extensions. Administrative extensions of collective agreements—
under which a sector-level agreement signed by a subset of employer and employee
representatives is typically extended to all workers in the sector—can reduce
bargaining costs and avoid a “race to the bottom” among firms on working
conditions. However, by design, they undermine firm-level flexibility by imposing
similar working conditions across firms. There is mounting empirical evidence of
adverse employment effects of administrative extensions (Diez-Catalan and
Villanueva 2015; Hijzen and Martins 2016; Martins 2014), including in South Africa
(Magruder, 2012). Adverse effects are also more likely when the original agreement
is not representative—if it was negotiated by larger firms and is not suitable for
SMEs, for example. Therefore, any use of extensions should ensure that extended
provisions do not harm a significant fraction of firms. This can be achieved by
extending only agreements that meet stringent union and employer association
representativeness criteria (Hijzen and Martins 2016). Retaining discretionary power
from Authorities on the extension decision, to be used when rapid macroeconomic
adjustment is needed, also helps.

Trust between social partners. High trust between social partners has been associated
with higher employment and smoother adjustment to shocks, including after the GFC
(Blanchard and Philippon, 2004; IMF 2016). This is likely because, when employers
are hit by adverse economic shocks, trust makes workers more willing to make
difficult compromises that will end up preserving jobs.

Table 1: A (very) simplified taxonomy of collective bargaining systems around the world

Decentralized
(firm)

Centralized
(industry/region/national)

Higher representativeness,
coordination, and firm-
level flexibility

N/A

Northern EU countries

Lower representativeness,
coordination, and firm-
level flexibility

English-speaking AEs
Baltic countries
Most EMDEs

Southern EU countries
Argentina
South Africa

Source: IMF staff based on raw information in Visser (2019).

19.  These conditions do not appear to be met in South Africa, pointing to the need
for reform—particularly to foster greater firm-level flexibility, at a time when firms are
hit differently by the ongoing economic downturn:
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L .,
Degree ofcoordmatzon. South Africa’s Figure 10: Centralization of Bargaining

bargaining system is not coordinated, (1-3, low - high centralization)

since there is no coordination between 4

different bargaining councils or their 3

members (Figure 10). This implies that 2

bargaining parties lack incentives to factor 1 i i

in the potential adverse economy-wide 0

effects on employment and inflation of Bargaining centralization Bargaining coordination
their (industry-level) wage decisions. m AEAverage B EMDE Average & South Africa

Source: Visser (2019) and IMF staff calculations.

. L. . Note: Bars represent average values, and upper/lower
Representatlveness ofbargammgpames . error bars indicate 90th/10th values of the distribution.

While the LRA requires that trade unions and ~ A& = advanced economies; EMDE = emerging market
and developing economies.
employers’ organizations be “sufficiently
representative” for the Minister of Labour (after consultation with the National
Economic Development and Labour Council (NEDLAC)) to approve the
establishment of a bargaining council, there is no hard criterion in practice, leaving
important room for discretion. This has been a source of contention among, and
litigation from, small and medium-size enterprises (SMEs). Indeed, while the law
requires adequate representation of SMEs, no proof of actual representation is needed
in practice (Godfrey, 2018). Declining trade union membership (from close to 40
percentin 2000 to about 27 percent in 2015) is putting growing pressure on the
representativity of bargaining councils—and on the administrative extension of
agreements, which is discussed next. Insufficient representativeness makes it more
likely that negotiated industry-level wage conditions be inadequate for a significant
fraction of firms, notably SMEs.

Administrative extensions. This risk is further strengthened by the process for
administrative extensions. While an administrative extension to non-parties to the
agreement is subject to clear quantitative criteria, these do not include any
requirement that a majority of employers be covered—only a requirement that
signatory employers employ a majority of employees, and that a majority of
employees be members of the signatory trade unions. This, together with the limited
representativity of industry-level agreements in the first place, weakens the ability of
SME:s to compete with larger firms in these industries, and to adjust to adverse
economic shocks—such as Covid-19—that may warrant renegotiating work
conditions with employees in order to save jobs. In addition, despite the efforts of
some bargaining councils, in general neither the agreements nor their extensions
cover non-standard forms of employment such as, for example, independent
contractors or temporary employment services, which have been on the rise in South
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Africa over the last two decades—partly as a way to circumvent bargaining council
agreements, with adverse implications for job quality and inclusiveness.*

o Firm-level flexibility. Individual firms cannot readily opt out of an industry-level
agreement in case of hardship, further hampering their ability to adjust to adverse
shocks without cutting jobs. However, (both signatory and non-signatory) firms can,
and do regularly apply for exemptions, which are often granted by the bargaining
councils themselves—Godfrey (2018) reports a success rate of over 80 percent,
although it is unclear whether applications from distressed firms that would
significantly undercut industry-level wage levels would succeed.

. Trust between social partners. Collective bargaining in South Africa has been
consistently adversarial, as reflected by high (and rising) strike activity, against the
background of conflictual labor relations between employers and workers (Figures 11

and 12).
Figure 11: Industrial disputes Figure 12: Cooperation in employee-employer
(working days lost per 1000 employees) relations
250 10 1 (worst) — 7 (best)
200
150
5
100
50
0 0
B OECD Average South Africa M AEAverage B EMDE Average South Africa
Source: OECD (2017), South Africa Department of Employment and Source: World Economic Forum Global Competitiveness Index (2019)
Labor (2018). and IMF staff calculations.
Note: The figure shows average annual working days lost per 1000 Note: Bars represent average values, and upper/lower error bars
salaried employees. Bars represent average values, and upper/lower  indicate 90th/10th values of the distribution. AE = advanced
error bars indicate 90th/10th percentiles of the distribution. economies; EMDE = emerging market and developing economies.
o Wage moderation (or lack thereof). Some of these features of South Africa’s wage

bargaining system are not conducive to overall wage moderation and high
employment. Consistent with this, union wage premia—the wage gain from being a
union member, all else equal—have been high in South Africa, in the order of one
fourth on average (OECD, 2008).

20.  The minimum wage is high in international comparison, raising further
challenges for SMEs and making it more difficult for disadvantaged workers to find
and retain regular jobs. At about 90 percent (of median formal worker wages—and 100
percent of the median wage across all workers), the minimum-to-median wage ratio is much

4 Furthermore, while amendments to the LRA in 2002 and 2014 have soughtto bring clarity, the extension process has been
cumbersome and proneto legal challenge For example, the National Employers’ Association of South Africa (NEASA), which
represents primarily SMEs across various industries, has challenged the extension of the Metal and Engineering Industry
Bargaining Council's (MEIBC) agreements. Likewise, the Free Market Foundation raised a constitutional case against extensions,
which was broughtdown by the High Courtin 2016.
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higher than in any OECD country, and one of the highest among EMDEs (Figure 13). In part,
this reflects lower absolute median wages, which require that the minimum wage be setata
high relative level to fulfill its antipoverty

objective. While the evidence suggests that Figure13: Minimum-to-median wage ratios
minimum wages have likely had only 1.0
small effects on overall employment at 08
levels that have historically prevailed in 06
most countries, it also indicates that, if set 04
too high, minimum wages undermine the 02
job prospects of disadvantaged groups in 00

the labor market—including, among
others, youth, as cross-country individual-

M AEAverage M EMDE Average South Africa

level empirical evidence further below Source: ILO STAT, South Africa Statistics and IMF staff calculations.

. . . . . Note: Bars represent average values, and upper/lower error bars
indicates.> To mitigate this risk, a number indicate 90th/10th values of the distribution. The ratio of South

of OECD countries apply lower minimum Africa is calculated as nominal minimum wage over median wage of

formal sectors, both data coming from South Africa Statistics. AE =
wages to less productive categories of advanced economies; EMDE = emerging marketand developing

workers, including youth. In South Africa, economies.
sub-minimum wages only exist for farm and domestic workers, as well as for workers
employed on public works programs.°

Options for reform

21.  Collective bargaining reform should either aim to enhance coordination between
social partners or, if too challenging, decentralize bargaining at the firm level
altogether. International experience suggests that coordinated bargaining would strengthen
the responsiveness of labor costs to macroeconomic conditions and raise average
employment. There is scope for strengthening coordination, such as by adopting a norm that
facilitates negotiation (inflation, productivity gains or a combination of the two), and having
the government highlight more prominently in the process the employment costs of excessive
wage growth—as has been the case in a number of successful northern European economies.
However, it might be challenging to generate the high trust between employers and workers
that underpins the smooth functioning of coordinated bargaining in these economies, which
is rooted in decades of practice.” While trust is hard to engineer, frequent negotiations

> For example, Ahn et al. (2019) exploit cross-province cross-time variation in minimum wages in Indonesia—where minimum-
to-median wage ratios are comparable to South Africa’s—and find sizable adverse effects on youth employmentand, to a
lesser extent, on aggregate employment. Evidence from South Africa itself points to a sizeable negative employmentimpact—
mostly through reduced job creation—of the large increase in sectoral determinations covering farmworkersin 2013 (Piek, von
Fintel and Kirsten, 2020). For a review and lessons for the design of minimum wages (and other labor market institutions) in
emerging market economies, see Duval and Loungani (2019).

¢ Workers who have concluded learnership agreements are not subject to the national minimum wage, however, as they receive
learnership allowances instead.

7 Greater trust among social partners could also reduce the length (and thereby the cost) of strikes. So might strike ballots,
whose reintroduction was featured in the initial amendments to the LRAin 2012, butwas eventually dropped.
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between social partners can help over time (see e.g. Hijzen, Martins and Parlevliet, 2017).
Should fostering coordination and trust prove too difficult especially in the near term, the
alternative is to decentralize bargaining at the firm level altogether.

22.  In any event, collective bargaining should be more representative of all types of
firms and workers and allow for greater flexibility at the firm level—two features of
many successful (coordinated) industry-level bargaining systems in advanced economies.
This can be achieved through:

. Introducing opt-out clauses in collective agreements, with clear criteria for opting
out—which should be based on whether the firm requesting an opt-out faces
hardship.

o Stronger representativeness of bargaining councils, by setting and enforcing clear

quantitative criteria for whether they are “sufficiently representative”. One such
criterion could be that bargaining parties must represent the majority of employees
and employers in the industry for a bargaining council to be established. This, in turn,
requires detailed and reliable firm-level employment data within each industry.

. Additional criteria for administrative extensions of collective agreements, such as a
requirement that signatory employers’ organizations represent at least the majority of
the total number of employers. This would incidentally strengthen incentives for
employers’ organizations to bring in more SMEs. In addition, conditional on all
criteria being met, the Minister could retain some discretionary power and decide to
grant an extension based on a meaningful test of public interest (as is the case in a
country like the Netherlands, for example—for related IMF work, see Hijzen, Martins
and Parlevliet, 2017).

23.  Model-based analysis confirms that greater firm-level flexibility in wage
bargaining could make a dent into high structural unemployment. To analyze the impact
of alternative wage bargaining systems on job flows and unemployment, a model with
(search and matching) labor market frictions is calibrated to the South African economy (see
Appendix I for details). In this model, individual firms are hit by productivity shocks, whose
distribution is calibrated on South African data. For example, this captures the fact thata
shock such as Covid-19 is hitting different firms differently. Under wage bargaining at the
individual firm level, wages fully adjust (downward and upward) to firm-specific shocks,
while under sector-level bargaining wages can only accommodate sector-wide productivity
shifts, but not heterogeneity across firms within each sector. As a result, sector-level
bargaining leads to more job destruction and less job creation than firm-level bargaining, on
average, resulting in higher average unemployment. Once accounting for the fact that sector-
level bargaining covers only about a quarter of employees, model simulations imply that
applying flexible opening clauses that enable individual firms to adjust wages and/or hours
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when facing hardship (a negative shock) Figure 14: Estimated impact on
could cut overall structural unemployment unemployment and job flows of wage

. . bargaining flexibility at the firm level
2 percen ints (Figure 14). gaining y
by about 2 percentage points (Figure 14) (Percentage points)

24.  These gains would be much 25
. . . . 2.0
amplified if sectoral determinations and s
national minimum wage setting also o
made it possible to adjust individual 05 .
firm wages when needed in those 00
industries not covered by sector-level Declinein —Increase in job- ~ Decline injob-
unemployment  finding probability separation

bargaining. Minimum wage determination (1-year period) probability
should remain flexible and put due (-year period)
emphasis on the job prospects of

disadvantaged groups. Chapter 2 of the NMW Act of 2018 states that the annual review
conducted by the NMW Commission should promote reduced poverty and wage
differentials, while considering a range of factors including inflation, productivity and the
operation of small firms, among others. While employment is not explicitly mentioned, it
should play a central role in practice, both as a goal—being a major driver of poverty and
income inequality—and as a consideration. In particular, the review should be informed by
regular, rigorous and independent evaluations of the NMW’s effects on the job prospects of
disadvantaged groupsin the labor market. Reflecting this, the Commission should also feel
free to recommend, and the government to consider both upward and downward NMW
adjustments depending on those job prospects, as well as overall macroeconomic
conditions—including, importantly, aggregate productivity growth. While inflation rightly
feeds into the review, any de facto indexation of the NMW should be avoided for NMW
setting to retain the flexibility needed to smooth the employment effects of macroeconomic
shocks—both directly, and indirectly by easing the output-inflation trade off faced by the
SARB. Finally, some consideration could be given to introducing sub-minimum wages for
particular categories of workers, primarily youth—particularly if the minimum-to-average
ratio remained close to its currently high level in the coming years.

Source: World Bank Enterprise Surveys and IMF staff calculations.

25.  Over the medium term, as fiscal space is restored, in-work tax credits targeted at
low incomes could be introduced alongside minimum wage moderation. This approach,
which combines ramping up in-work tax credits to boost low-skilled workers’ incomes while
keeping the minimum wage moderate to maintain strong employment prospects, has been
followed by a number of AEs to meet both employment and in-work poverty objectives in
the last three decades. Overall, results have been encouraging in terms of both low-skilled job
creation and in-work poverty reduction (see e.g. OECD, 2018). In the case of South Africa,
greater reliance on in-work tax credits to boost low-skilled worker incomes would ease the
burden on the NMW and thereby support job creation.
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B. Employment protection legislation and enforcement

Key features and challenges

26. Employment protection legislation (EPL) provides important legal protection
against discrimination, but the obstacles it puts to economic layoffs should be kept
moderate, simple and efficiently enforced. Legal protection against layoffs for
noneconomic motives, which can involve abuse and discrimination, is critical and
particularly valuable for workers un- or under-protected by unions due to limited bargaining
coverage. Whether, and if so how EPL should also address dismissal for economic reasons
should be the main policy focus given the multiple, well-documented—albeit generally
moderate—costs of stringent EPL including: i) weaker productivity and output per capita; ii),
reduced flows in and out, and thereby longer duration of unemployment; and iii) greater
labor market dualism, as strict EPL typically strengthens the job stability of prime-age male
workers while making it more difficult for disadvantaged workers (such as youth or the low -
skilled) to find regular jobs and increasing their job turnover (for a more detailed discussion,
see Duval and Loungani, 2019). In addition, a well-functioning unemployment insurance
(UI) system is a more efficient way to protect workers against the income loss risk from
being laid off. 3 A consensus is emerging that legal protection against economic layoffs
should generally be kept moderate, simple—relying on (moderate) severance pay rather than
cumbersome dismissal procedures—and efficiently enforced—with a low frequency of
judicial procedures that are kept short and yield reasonably predictable outcomes.
Accordingly, most reforming countries in the last two decades, including many advanced
economies after the GFC, have sought to ease EPL for regular workers, simplify layoff
procedures, and improve enforcement—>by facilitating negotiated (out-of-court) settlements,
shortening judicial procedures, and capping

the amount of severance pay awarded by Figure 15: Number of annual cases
courts or no longer allowing reinstatement 250000 referred to the CKMA

(see e.g. Duvaletal., 2018). 200000

27.  While EPL is not particularly tight

de jure in South Africa, its enforcementis %%

burdensome and slow, creating undue 50000

uncertainty. Existing [LO or OECD 0

indicators of the stringency of EPL point to A ORSN %@“’%@‘b SO %Q\“’ S°
rather moderate obstacles to individual and Source: 2018/2019 CCMA Annual Report.

collective dismissals of regular workers,

8 |n addition to the economic costs listed above, EPL suffers from two weaknesses relative to Ul: i) being a one-off paymentto
the worker, severance pay provides no insurance against the risk of staying unemployed for long; and ii) it offers no risk sharing
across workersin different firms, which, coupled with alack of prefunding, increases the risk of nonpayment. Further, many
workers may not qualify owing to shorttenure, or are notcovered owing to informality. Finally, the growing fragmentation of
the world of labor work calls for portable rights across different contractual forms of work (permanent contract, temporary
contract, temporary agency work, self-employed...etc)—that is, for protecting workers (through Ul) rather than jobs (through
EPL) (IMF, 2018).
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while EPL for temporary workers is rather flexible.” However, these indicators significantly
under-estimate the stringency of EPL, because they do not capture key features of
enforcement, notably the extensive dispute resolution process. The institutions for dispute
resolution include the Commission for Conciliation, Mediation and Arbitration (the CCMA)
and the Labour Courts (the Labour Court and the Labour Appeal Court). In all cases, disputes
go through a conciliation procedure before they can proceed to arbitration (CCMA) or
adjudication (Labour Courts). These processes are burdensome and can easily take several
years to go through. Further, their outcome can vary widely, creating costly uncertainty for
employers and employees:

o Procedures are numerous and lengthy. Over 193000 cases (including conciliations)
were referred to the CCMA alone in 2018/20191%—over three times the annual
caseload two decades ago (Figure 16), and six times the level the institution was
originally set up to handle (Bhorat, Pauw and Mncube, 2009). This large caseload,
together with the CCMA’s own financial and human resource constraints, have
contributed to lengthy resolution procedures—in some cases it can take well over a
year after initial referral of the case to the CCMA for arbitrations to be completed
(with an average of seven months, Bhorat and Stanwix, 2018). Once this process is
complete, 10 to 15 percent of the CCMA’s arbitration awards are subject to a further
burdensome and lengthy judicial review by the Labour Court, whose decision can
then be appealed to the Labour Appeal Court (Benjamin, 2013); a 24-months period
for areview application to be heard in the Labour court, and a 12 to 24 months delay
between the hearing and judgement dates at the Labour Appeal Court, are not
uncommon (Benjamin, 2009), although more recent streamlining of Labour Court
proceedings has reduced these delays.

J There is substantial uncertainty regarding the remedies. While the vast majority of
cases are resolved through a financial settlement, employees are ultimately reinstated
in a fraction of cases (about 13 per cent according to Benjamin, 2013)—saving the
corresponding jobs as intended, but potentially making employers more selective
upon recruiting, at the expense of disadvantaged groups of workers. When a financial
settlement is involved, the CCMA may award any amount up to 12 months’
remuneration as compensation, but the Labour Courts can only decide on whether
compensation should be awarded, not on the amount; this has led them to award 12
months of compensation in most cases, even when the employer’s lack of procedural
compliance is minor (ILO, 2002).

? Incomplete compliance also weakens somewhat the practical reach of the law (Bhoratand Stanwix, 2018).

0 See 2018/2019 Annual Report of the CCMA: https.//www.ccma.org.za/About-Us/Reports-Plans/Annual-
Reports/Token/ViewInfo/Item|d/39.
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Options for reform

28.  EPL reform should focus on streamlining enforcement on several grounds. First,
reducing caseloads would ease the burden on the CCMA and Labour Courts and thereby
speed up resolution. Absent further resources, one option might be to encourage conciliation
between the employer and laid-off workers at an earlier stage, for example; any such
agreements, after a brief legal check by the CCMA, would come into force and could not be
subject to any further procedure. Second, dispute resolution procedures should be shortened
further. Simplifying or, if possible, even ending any Labour Court reviews of the CCMA’s
arbitration awards might help. Third, settlements should be made more predictable. One
option here might be to forego any possibility of worker reinstatement. Also, to ensure that
settlements are commensurate with employers’ lack of compliance, Labour Courts could be
allowed to finetune the amount of compensation, subject to a (possibly lower) ceiling. Such
reforms would be similar in spirit to those carried out in many European countries, such as
France, Italy, Portugal and Spain, in the last decade. The uncertainty involved in hiring staff
could be further reduced, particularly for SMEs, if employment could be terminated without
justification at the end of the probation period.

29.  Streamlined EPL enforcement would not only support productivity and average
income per capita, but could also reduce labor market dualism and thereby strengthen
equity. Employers could become less hesitant to offer regular jobs, and rely less on
temporary contracts including temporary employment services (so-called labor brokers),
which have grown fast over the last two decades partly as firms sought to alleviate hiring and
layoff costs, and pay lower wages and benefits than those mandated by bargaining councils—
although these temporary employment services may gradually downsize followinga 2014
LRA amendment and a 2018 ruling of the Constitutional Court that compel employers to
insource after three months any employee who had been employed through labor brokers.

30. The design and timing of EPL reform should factor in currently depressed labor
market conditions. Previous IMF work has shown that, in both advanced and emerging
market economies, easing EPL pays off quickly in good times but can entail short-term
losses when carried out in bad times (Duval, Furceri and Jalles, 2019; IMF, 2016,2019).
When the economy is depressed, firmsrespond to a relaxation of constraints on dismissals by
dismissing rather than hiring more workers, thereby amplifying the labor market and broader
economic downturn (Cacciatore and others, 2016). Therefore, EPL reform would be best
enacted now but with a provision that it will come into force only later, for example in a year,
when economic conditions are stronger. Alternatively, a reform could be grandfathered—that
is, new rules and streamlined procedures would apply only to new beneficiaries; also for
political economy reasons, this was the approach taken in a number of European countries
after the 2008-2009 global financial and 2010-2012 euro area crises.
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IV. STRENGTHENING LABOR FORCE EMPLOYABILITY

31.  While this paper focuses mainly on improving the functioning of key labor
market institutions, this should come hand in hand with reforms that increase returns
to work for job seekers. Even with sound labor market institutions, returns to work could
remain too low for many job seekers to move into employment. Returns to work are
depressed by: the low education level of most of the labor force, which weakens productivity
and prospective wages; low entrepreneurship, which further limits the range of high-value
formal job opportunities; and the high side costs of performing jobs, notably high
transportation costs, which reduce (net) take-home pay. While generally sound and key to
mitigating the impact of the ongoing labor market downturn on incomes, social benefits
might further weaken some job seekers’ incentives to take-up jobs once the economy
recovers. Boosting returns to work and employment requires a combination of pro-
competition product market reforms—particularly in transport, greater “activation” of social
benefits, enhanced efficiency of education and apprenticeship schemes, and stronger
entrepreneurship including through improved access to credit for SMEs. This section briefly
covers key issues and policy options in each of these areas.

C. Product market reform to raise employment and take-home pay

o = N W M~ U

32.  There remains much scope for product market deregulation to ease firm entry,
power and increase returns to work Figure 16: Stringency of product market regulations
. . . (0-6 scale from least to moststringent)

(for a detailed discussion, see Thakoor,
2020). Easier product market regulation
unemployment by encouraging firm and
job creation while directly increasing - i
worker purchasing power—which in
. regulation Network sectors
further employment gains. Recent
. . . B OECD Average ® EMDE Average South Africa

micro evidence for South Africa g ?
indicates that. all el 1 Source: OECD PMR database (2018) and IMF staff calculations.
mdicates that, all €lse equal, Note: Bars represent average values, and upper/lower error bars indicate

] emerging market and developing economies.
from unemployment into employment
are more difficult, in district municipalities where jobs are concentrated in high -markup
industries (Amodio etal., 2020). In South Africa, wages are also lower in local labor markets
estimates imply that a product market reform package comparable in ambition to the average
historical reform in AEs could not only boost productivity, but also cut structural
unemployment by about one percentage point in the coming years (Bouis, Duval and

lower prices, increase purchasing

(PMR) reduces structural

turn can facilitate wage moderation and Overall product market  Barriers in Service & Licenses and permits
employment is lower, and transitions 90th/10th values of the distribution. AE = advanced economies; EMDE =
where dominant employers hold power—so-called monopsony power (Bassier, 2019). IMF
Eugster, 2020; Duval and Furceri, 2018). In particular, there is scope for cutting
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administrative burdens on start-ups (licenses and permits) and barriers to competition in
services and network industries, which are high even compared to EM peers (Figure 16).

33.  Cutting commuting costs is especially important, given that transportation costs
can devour up to a quarter of a typical low-skilled worker’s wage (Ngarachu,
Schimmelpfennig and Schoer, 2014); this would increase the financial return from taking up
a job, foster wage moderation, and raise low-skilled worker’s employment rates. It may also
raise low-skilled workers’ attachment to their jobs, employment duration and, ultimately,
productivity (van der Merwe and Krygsman, 2020). Useful measures in this regard may
include: assigning the management of rail and bus contracts to local governments in large
cities to better integrate public transport and land use planning (National Treasury, 2019);
targeting transport subsidies to low-wage earners; public investments in transport
infrastructure and social housing to cut commuting time and costs.

D. Entrepreneurship/SMEs financing

34.  Strengthening SMEs’ access to domestic finance could also help foster
entrepreneurship and stimulate Figure 17: Percentage of firms with a bank
formal job creation. While South loan or credit line

Africa’s financial markets are rather
deep, most SMEs lack access to 60

finance—under a third of them have a

bank loan or a credit line, much less than

in many other EMs (Figure 17). 2 I
Strengthening SMEs’ access to domestic 0
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finance could help foster
entrepreneurship and enable existing
SME:s to scale up, stimulating formal job
creation. To evaluate the longer-term effects of such reforms, a model with heterogeneous
firms is built that captures important features of the South African economy, such as the co-
existence of large formal firms and small informal firms, wide heterogeneity in productivity
and size within each group, financial constraints in debt and equity markets that make it
difficult for more productive formal firms to scale up, and large costs of entering the formal
sector (for details, see IMF, 2019). Model simulations suggest that reforms to raise SMEs’
access to credit to levels seen in most advanced emerging market peers—such that the overall
corporate-debt-to-GDP ratio would rise from about 40 to 60 percent over the medium term—
could raise GDP by about 3 percent and the share of formal workers in total employment by
6 percentage points. This is because greater access to finance would enable high-productivity
credit-constrained SMEs to grow, and also stimulate the entry of new firms in the formal
sector. Concrete reforms that could enhance SMEs’ access to finance include easing barriers
to entry in the banking sector, consolidating and simplifying government support to SMEs
(e.g. through the Department of Small Business Development), targeting primarily younger

Source: World Bank Enterprise Surveys and IMF staff calculations.
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and more dynamic firms, and creating one-stop shops for SMEs regarding regulation,
taxation, and access to government support (see e.g. OECD, 2017).

E. Social benefits

35. South Africa’s social benefits will help dampen the impact of the Covid shock on
incomes and aggregate demand, but down the road there is scope for improving their
design, most importantly by “activating” expenditures. Unemployment benefits and
grants play a key role in insuring workers against the risk of income loss and alleviating
poverty; as such, their temporary extension to help households cope with the fallout from
Covid-19 is welcome and in line with broader IMF advice (IMF, 2020a,b). At the same time,
benefit levels and design need to strike the right balance between providing an adequate
safety net for those in need and maintaining strong work incentives. As regards benefit
levels, available evidence for South Africa is generally inconclusive; for example, some
studies have documented a negative impact of elderly grants on the labor force participation
of prime-age men in recipient families (Bertrand, Mullainathan and Miller, 2003), while
others find a positive effect on that of prime-age women as elderly recipients can take care of
children (Edmonds, Mammen and Miller, 2005). As for design, international experience
suggests some room for “activating” benefit recipients to boost their labor market
integration—in practice, making some of the benefits conditional on, or rise with, hours
worked. For example, a number of advanced economies have increasingly emphasized
childcare subsidies over child support, in line with evidence that the former incentivize
female participation (by increasing returns to work) while the latter discourage it (Guner,
Kaygusuz and Ventura, 2020). Along similar lines, some consideration could also be given to
shifting some of the spending on active labor market programs towards geographical
mobility subsidies, which can ease spatial legacies behind high unemployment. Such
measures should be considered only as the economy recovers and recent temporary grant
extensions are rolled back.

F. Education and apprenticeship

36. Improving the quality and efficiency of education, apprenticeship and vocational
training schemes would improve employability, raising both employment rates and
wages. South Africa has made major progress on educational attainment in the last three
decades, but basic education suffers from both low quality and high inequality, hurting
employability and wages during adulthood. South Africa’s average scores in international
tests of scholastic achievement are both weaker and more unequal across students than those
in other emerging economies (OECD, 2013). Insufficient supply of high-quality education
also shows indirectly in very high private returns from schooling, notably at the tertiary level
where they have been found to exceed 18 percent per year of schooling (Branson and
Leibbrandt, 2013). Low education quality reflects both insufficient resources (infrastructure
and equipment, number and quality of teachers, and their distribution across students) and
cost inefficiencies. Given tight fiscal space, the immediate focus should be on efficiency-
enhancing reforms, alongside more gradual, growth- and employment-friendly reallocation
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of public spending toward education. Priorities include strengthening school principals’
management capacity and accountability, improving teacher monitoring and training, and
easing credit constraints to enrollment in tertiary education (OECD, 2013). There is also
scope for improving the quality and attractiveness of vocational education, including by
strengthening staff’s training and resources, and generalizing apprenticeship as part of the
curriculum in vocational programs.

V. LIFTING YOUTH JOB PROSPECTS

37.  Youth inactivity is stubbornly high. Only one in nine young people (aged 15-24)
have a job (Figure 19). This would not necessarily be a concern if it reflected a conscious
choice to attend education instead. However, half of the 15-24 year-olds seeking jobs are
unemployed. And overall, about one-third of youth are neither in employment, nor in
education or training (NEET), a disconcertingly high and stable share that puts South Africa
among the worst EMDE performers (Figure 18).

Figure 18: Youth labor market performance
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Sources: ILOSTAT Yearly Indicators; and IMF staff calculations.

Note: Labor force participation, employment rates, and youth inactivity rates are in percent of the relevant demographic group population. Youth inactivity rate
is the share of youth those notin employment, education, or training (NEET rate). Un employment rates are in percent of the relevant demographic group labor
force. The shaded and colored areaaround each line represents the 25th to 75th percentilerangefor that variable. Percentiles are calculated from the sample of
countries in the indicated group. AE = advanced economies; EMDE = emerging market and developing economies.
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38.  Young women are more penalized than young men, and are being hit harder by

the current crisis. Empirical analysis
using micro data spanning almost 90
million individuals and 47 countries
points to a gender gap in youth
(defined here as 15-29 year-olds)
inactivity rates of over 10 percentage
points in South Africa—below the
EMDE average, but larger than in
AEs (Figure 19). Through an
individual probability model of labor
market status, this youth inactivity
gender gap can be further decomposed
into two components (for technical
details, see Ahn and others, 2019): 1)
differences in individual
characteristics between young women
and men (such as educational
attainment, marital status, or having
children); ii) differences in the impact
of a given characteristic on the
likelihood of being inactive. This
analysis indicates that young women
and men do not differ in key
individual characteristics, but instead
in the impact of these—for example,
young women get more penalized in
the labor market for having low
education or having children. Indeed,
having children increases young

Figure 19: Youth gender gaps
(Male minus female, percentage points)
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Note: The gender gap is defined here as the difference between a young
woman's predicted probability of labor force participation or youth inactivity
probability given her individual characteristics and the predicted probability
given the same characteristics if she were male (a counterfactual). See the
Technical Appendix for a description of the underlying probability model. AE
= advanced economies; EUM = emerging Europe and the Middle East; LAC
= Latin America and the Caribbean; SEA = SoutheastAsia and the Pacific;

women’s likelihood of being inactive by about 25 percentage points relative to young men,

all else equal (Figure 19). This effect is comparable to that estimated in the average AE, and
smaller than in EMDEs. As in many other advanced and emerging economies, there is also
evidence that women are facing the largest employment losses from the ongoing crisis, partly
because they occupy disproportionately contact-intensive jobs (Fabrizio, Malta and Mendes
Tavares, 2020; Jain and others, 2020).

39.  Youth employment rates correlate strongly with adult employment rates across
countries, suggesting that policies that help the latter (disproportionately) help the
former. This relationship is particularly tight for men, but also holds for women (Figure 20).
South Africa’s position behind the regression line indicates that even considering its very low
adult employment rate, youth employment is still disproportionately weak in international
comparison. This tentatively suggests that, as a complement to broad -based labor market
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reforms, targeted policies may also help raise youth employment rates—most importantly, as
discussed above, improvements in education and apprenticeships, but also to some extent
active labor market policies if well-designed.

Figure 20: Employment rates for youth and adults
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Sources: IPUMS International, and IMF staff calculations.
Note: Youth are 15-29 years old and adults are 30-64 years old. Solid black line is line of best fit. AE =
advanced economy; EMDE = emerging market and developing economy, non-LIDC; LIDC = low income
emerging market and developing economy. ISO 3-letter country codes are indicated for some data

40.  Cross-country individual-level analysis suggests that sub-minimum wages for

youth, easier EPL and PMR, Figure 21: Labor market effects of structural policies and characteristics

(bar depicts change from South Africa’s current polity setting to 25th percentile of the distribuion)

and strong legal protection for

women could help give youth B
P 8 y % Lower minimum wage (ratio to mean) JF
more and better jobs. Economy- ¢ B Yourg vormen
. . . 5 oung men
wide indicators of structural E Lower severance pay =
policies and other characteristics Lower product market regulation =

are introduced in the individual
probablhty model to gauge their Stronger legal protection to women i—

association with labor market £ Higher trade openness [E—
. . @)
status, with a particular focus, for
Lower exposure to routinization *h

each age and gender group, on the I .

. . - 50 5 10 15
likelihood of being employed.'! Change n employment rate

Sources: IPUMS International; and IMF staff calculations. (percentage points)

The results suggest that Note: the bars are calculated as (p25 - ZAF indicator )*coefficient, which indicates the change in

l . . . EPL employment from changing from ZAF to a p25 policy indicator. Solid bars show theeffects that are
OWEer minimum WageS, casicr statistically significant at the 5 percent level for either young women or men areshown, while hollow

bar show insianificant effects.

" Structural policy indicators and characteristics are considered one by one, while also accounting for a selected set of country-
level variables such as GDP per capita. Sparsity of country and time-series coverage of these indicators limits the ability to
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and PMR—both domestically and
externally through increased trade
openness—all raise the likelihood
that young people be employed
(Figure 21). This holds
particularly true among young
women, in line with their more
marginal status in labor markets.
Easier EPL and PMR are also
associated with higher youth job
quality, as measured by a higher
likelihood of obtaining a regular
job contract (Figure 22). Some

29

Figure 22: Job quality effects of structural policies and characteristics
(ZAF to 25 percentile change of indicated variable)
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Note: EPL, severance is an index for the stringency of employment protection
legislation with respect to severance. Solid-colored bars indicate that the effect for
the indicated group is statistically significant at the 5 percent level, while hollow

. bars are not.
other economy-wide

characteristics are found to matter too; in particular, the greater exposure of South Africa to
routine jobs seems to be particularly detrimental to youth employment prospects—as
indicated by the potential gains from a lower exposure, particularly for young men. Finally,
young women’s employment prospects could benefit from strengthening legal protections for
women—particularly upon returning from maternity leave, and also at entry to alleviate risks
of gender discrimination in hiring practices.

41.  Youth could also benefit from improvements in the design of active labor market
policies (ALMPs), although these are no substitute to broad labor market reforms.

o Several prominent youth ALMP programs exist in South Africa, including: the
Expanded Public Works Programme (EPWP), which creates temporary work
opportunities for youth in four public sectors; the National Youth Service Programme
(NYSP), which includes youth development activities, technical and on-the-job
practical training for one year; the Youth Employment Service (YES), a more recent
joint initiative with the private sector to create one-year paid positions for youth—
which qualifies as an ALMP since recruiting employers benefit from the employment
tax incentive (ETI) created in 2014.

o Recent randomized studies of youth ALMPs in South Africa highlight the need to act
on general barriers to employment (notably EPL) and not to expect too much from
ALMPs alone (Bertrand and Crepon, 2020; Levinsohn et al., 2014). Other evaluation
studies also provided mixed results on the effectiveness of existing programs (see e.g.
Aflagah 2020 on the ETI, or Meth 2011 on the EPWP). These mixed results are in
line with broader research and meta-studies on the effectiveness of ALMPs in other
countries (Card, Kluve and Weber, 2018; Crepon and Van den Bergh, 2016;
McKenzie, 2017). Overall, there is an emerging consensus that ALMPs need to be
very carefully designed to pass a cost-benefit analysis, and that many existing
programs are not.
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o Nonetheless, at least two lessons from international experience with ALMPs are
encouraging for South Africa. One lessons from AEs is that well-designed job search
support and monitoring, integrated with benefit provision (“one-stop shops™), can
help. One lesson from randomized studies in EMDE:s is that geo graphical mobility
subsidies can be effective—a promising finding in the South African context where
many disadvantaged households do not live where the jobs are (McKenzie,2017).
Some of the more successful policy programs have provided assistance with learning
about job opportunities in a different location (Jensen, 2012), or subsidizing job
search in different parts of the city (Abebeetal. 2016 on Ethiopia; Bryan etal. 2014
on Bangladesh).

VI. CONCLUSION

42.  The fallout from COVID-19 has put further strain on South Africa’s
dysfunctional labor market. Cutting extreme unemployment has eluded South African
policymakers for decades, and the ongoing crisis further raises the challenge. While there is
no silver bullet, this paper argues, on the basis of new analytical work and a review of
available evidence, that a multi-faceted approach that addresses jointly demand- and supply-
side obstacles to job creation through bold institutional reforms could put South Africa’s
unemployment on a firm downward path and foster more inclusive growth. The
prioritization, timing and sequencing of these reforms will have to factor in carefully the
current macroeconomic context, notably very weak business cycle conditions and tight fiscal
space. This puts a premium on starting with reforms that could deliver quick job gains under
broad labor market slack at little or no budget cost. Prime candidates include the reforms of
collective bargaining reform, product market regulation and—provided it were adopted now
but came into force only later (or were grandfathered)—employment protection legislation
and its enforcement discussed in this paper. Improvements in the design of ALMPs could
also facilitate job reallocation, and thereby amplify the post-COVID jobs recovery.
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VII. APPENDIX I. MODEL-BASED ANALYSIS OF WAGE BARGAINING REFORM IN
SOUTH AFRICA

43.  This appendix provides detailed model-based analysis of the potential impact of
wage bargaining reform—moving from sector-level wage bargaining to an individual
firm level bargaining, or introducing flexible opening clauses—on structural
unemployment. Ex ante, the impact of wage compression on unemployment in the presence
of firm heterogeneity is ambiguous. On one hand, collective bargaining may not allow wages
to adjust sufficiently to negative firm-specific shocks and could generate more job
destruction. On the other hand, wage compression could incentivize job creation by not
incorporating positive productivity shocks into wages and resulting higher profits for high
productive jobs. To analyze these issues, and the impact of alternative wage bargaining
systems on job flows and unemployment more broadly, we use the model developed by
Jimeno and Thomas (2013), which we calibrate to the South African economy. This model is
based on the search and matching framework developed by Mortensen and Pissarides (1994),
where unemployment rate results from endogenous job creation and destruction. Wages are
bargained through Nash bargaining with credible threats under two different regimes: firm-
level and sector-level bargaining. Under the firm-level bargaining regime, wages respond to
firm-specific productivity. On the other hand, under the sector-level bargaining, wages
respond to sector-wide average productivity. In both cases, job destruction and creations are
determined by a productivity level and the firm-specific or sector-specific negotiated wages.

A. Model description and calibration

44.  Ineach period, an unemployed worker receives a flow value of unemployment § and
in the next period an unemployed worker lands on a job with probability depending on labor

market tightness (vacancy-to-unemployment ratio 6 = Z 0q(6)), job not being destroyed
y y J g y

exogenously immediately (1 — p), and drawing a high enough productivity level from a
productivity distribution F(z)"*: (1 — F(R)), where R is the (endogenous) productivity
threshold below which a job is destroyed. If she doesn’t land on a job, she continues to be
unemployed. A worker with a productivity level z receives a wage rate w(z) in this period.
In the next period, a worker loses a job either through some exogenous job destruction
probability p or draw a bad productivity level (1 — p) F (R). Otherwise, she continues to
work with a new productivity level z'. Each matched job with a productivity level z receives
a period return which is equal to a flow value of productivity minus the wage payment to the
employee (z-w(z)). A vacancy is created with some cost k and will result in a filled job if the
position is not exogenously destroyed and draws a high enough productivity level. If the
negotiation fails, the firm incurs a disagreement cost y and the worker receives a
disagreement payoff, which is equal to the flow value of unemployment 6.

12 Productivity z is assumed to follow a log-normal distribution.
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45.  Given the model setup above, the labor market dynamics can be described by the
following law of motions.

ne=1-FR)A-p)n-1+ 0q(@uc1)
ur=(+0 - pFR)In;y —0qO0)(1—p)(1 —F(R)ue_q
46.  Thus, the steady state unemployment rate can be expressed as:

_ p+(1—p)F(R)
p+ A —=p)FRR) +6q(0)(A —p)(1 - F(R))

Uss

47. Wages are negotiated differently under the firm-level and sector level
bargaining regimes. Under the firm-level bargaining, the agreed wage is determined by the
current productivity level (z), flow value of unemployment (&) and firm’s cost of

disagreement (y): w/ (z) = g + %. On the other hand, under the sector-level bargaining

regime, wage is common across the firms with the sector and determined by the average

productivity of the existing jobs E(z|z = R), flow value of unemployment (§) and firm’s

. E(z|z=R) . 6
disagreement cost (y): ws = E(zlzzR) + ﬂ_

2 2
48.  Table 2 below shows the values of calibrated parameters. We build a quarterly model.
Discountrate f = :1r is set at annual interest rate of 3.62 percent (average real

interest rate in South Africa between 2001 and 2019), which implies a quarterly rate of,

r =0.008926. Exogenous separation rate is set at 70% of total separation: of p = .028.

Standard deviation of idiosyncratic (log) productivity, g, is set to be 0.06 following Jimeno
2

and Thomas (2013)". Mean idiosyncratic log productivity, y, is set to be — 67 so that a mean

productivity level is normalized to be 1: E(z) = 1. Elasticity of matching function is set to
be 0.5 following Petrongolo and Pissarides (2001): € = 0.5. Scale parameter of the matching
function (m(u,v) = myucv1~€) issetat0.24 (my = 0.24) so thatitis consistent with the
job separation rates and job finding rates 8q(0). Given the equilibrium values of reservation
productivity R and targeted labor market tightness E is setat 0.25 as in Jimeno and Thomas

(2013), sum of disagreement payoffs § + y, (where § is flow value of unemployment and y
is firm’s disagreement cost) becomes 0.975, and vacancy posting cost, k, becomes 0.134.

Finally, we target the steady state unemployment to be at 26 percent—an estimate of NAIRU
in South Africa. To be consistent with the steady state unemployment, job finding rates under
the sector-level bargaining are 0.11 and 0.04, respectively. Both transition probabilities are in

13 Using the South African Revenue Service’s tax administrative data between2009 and 2014, Hlatshwayo et al
(2020) calculate firm-level productivity as output per worker (labor productivity ) where output is measured as
firm’s value added which is total sales minus the cost of sales. Labor inputs are measured as the totalnumber of
workers in the firm weighted by thenumber of days worked. Themean and standard deviationoflog

productivityis 12.4 and 0.749, resulting in relative standard deviation 0£0.749/12.4=0.06.
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line with he estimates of transition probabilities based on Quarterly Labor Force Survey
between 2008Q1 and 2014Q3 in Anand, Kothari, and Kumar (2016).

Table 2: Calibration of Model Parameters

Parameter Notation | Value Target/Source
Discount rate 5 .965 Annual real interest rate = 3.62 percent
Exogenous Separation Rate p .028 70% of all separations (JT, 2013)
SD of idiosyncratic (log) productivity g 0.06 Hlatshwayo et al (2020).
Mean idiosyncratic (log) productivity u a’ So that E(z)=1.
A
Elasticity of matching function € 0.5 Petrongolo and Pissarides (2001)
Scale parameter of matching function my 0.24 Jobfindingrate=11%p.q
Sum of disagreement payoffs S+y 0.975 Total separation rate=4% p.q
Vacancy posting cost K 0.134 Vacancy/Unemployment ratio=1/4 (JT, 2013)
B. Results

49.  The Figure below plots the steady state unemployment rates, job finding rates, and
job separation rates under the two
bargaining regimes: sector-level and Appendix Figure 1: Estimated impact on

. .. unemployment and job flows of wage bargaining
firm-level bargaining. The steady flexibility at the firm level
state level unemployment rate is (Percentage points)
under sector-level bargaining regime
is set to be 26 percent, which is an
estimated NAIRU for South Africa.
Under firm-level bargaining regime, 15

each firm is allowed to bargain

2.0

. . . e . 1.0
given a firm specific productivity
shock. This results in less job 05
destruction and more job creation. 0
The calibrated model estimates that Decline in Increase in job-finding ~ Decline in job-

: : : 15 _ unemployment probability separation probability
the job f%ndm.g probability ata one (1yomr peind) Coyom berind)
year horizon increases by 1.3
percentage points from38.3t039.6 Source: World Bank Enterprise Surveys and IMF staff calculations.

percent, while the job separation probability declines by 1.1 percentage points from 15.1 to
14. As aresult, the steady state unemployment rate is estimated to decline by 8.6 percentage
points to 17.5 percent. However, the results must be interpreted with caution. As Magruder
(2012) points out, only about a quarter of employees work in two-digit industries in places
with bargaining council coverage. Taking this into account, we estimate that flexible wage
bargaining could reduce the unemployment rate by about 2 percentage points.
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