
Studies in Economics and Econometrics

ISSN: 0379-6205 (Print) 2693-5198 (Online) Journal homepage: www.tandfonline.com/journals/rsee20

Will Lower Wages Cause Faster Growth in South
Africa?

B Gibson

To cite this article: B Gibson (2000) Will Lower Wages Cause Faster Growth in South Africa?,
Studies in Economics and Econometrics, 24:3, 143-163, DOI: 10.1080/03796205.2000.12129281

To link to this article:  https://doi.org/10.1080/03796205.2000.12129281

Published online: 28 Jan 2022.

Submit your article to this journal 

Article views: 15

View related articles 

Full Terms & Conditions of access and use can be found at
https://www.tandfonline.com/action/journalInformation?journalCode=rsee20

https://www.tandfonline.com/journals/rsee20?src=pdf
https://www.tandfonline.com/action/showCitFormats?doi=10.1080/03796205.2000.12129281
https://doi.org/10.1080/03796205.2000.12129281
https://www.tandfonline.com/action/authorSubmission?journalCode=rsee20&show=instructions&src=pdf
https://www.tandfonline.com/action/authorSubmission?journalCode=rsee20&show=instructions&src=pdf
https://www.tandfonline.com/doi/mlt/10.1080/03796205.2000.12129281?src=pdf
https://www.tandfonline.com/doi/mlt/10.1080/03796205.2000.12129281?src=pdf
https://www.tandfonline.com/action/journalInformation?journalCode=rsee20


WILL LOWER WAGES CAUSE FASTER GROWTH 
IN SOUTH AFRICA? 

B Gibson* 

Abstract 

Higher wages for unskilled workers will probably improve the 
distribution of income, but the impact of wage movements on 

employment depends crucially on the macroeconomic context. 
Whereas a restrictive fiscal and monetary stance impedes job creation, 
a more expansionary set of macroeconomic policies will have a 
positive effect on employment, albeit at the cost of inflation. If wage 
bargains spill over into the public sector, then, assuming a PSBR 
constraint is in force, public investment will adjust and the economy will 
become less stable. Despite the (slight) profit-led character of the 
South African economy, it is mainly policy that stands in the way of a 
more equalised distribution of income, not market forces, the private 
sector, international investors or any other special feature of the South 
African economy. 

1. Introduction 

A cogent analysi!> of the relation~hip between real wages and employment depends 
crucially upon having an accurate picture of the macrocconomy. Neoclassical 
partial equi librium models that assume flexible markets effectively exclude the role 
of demand in determining the level of employment. General equilibrium models in 
which the labour market dears can hardly be Laken seriously, when the actual 
economy is characterised hy widespread unemployment. Demand side models, by 
contrast, tend to ignore the impact of wage changes on labour absorption in the 
medium term. Moreover, demand side models thul are strongly wage- led, or 
stagnationist, risk losing touch with important determinants of investment (Bhaduri 
and M arglin, 1990). In short, ~imple, unrealistic und our-of-date models risk 
introducing a serious bias in thinking about market policy. 
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This paper is an essay on lhc relationship between wages, employment and 

macroeconomic pol icies analysed from the perspective of the complex political 
economy that characlerised South Africa in the late 1990s. The main conclusion is 

that it is fruitless to contemplate market reform, such as min imum wage legislation 
or an employment subsidy. wi thout al the same time asking whether the 
macroeconomic environment will support or inhibit the change in pol icy. I n the 
current conjuncture, monetary policy i~ dominant inasmuch .is the accord ending 
the apartheid period fiscal policy has effectively neulraliscd fiscal policy (Gibson 
and Van Sevcnter, 1997, Nallrass, 1997). In such a pol itical ly heterodox regime in 

which policies arc often introduced at cross-purposes. microeconomic intuition is 
seemingly of l imited use. ft is perhaps more relevant to think in terms of a "macro­
foundation" for the analysis or the relationship between real wages and 
employment. To that end, simulations of a multi-sectoral, dynamic computable 
general equilibrium (CGE) model are introduced to buttress the claims of the 
narral i ve. 1 

The paper is organised as l<>llows. In the next section. I address some of the 
theoretical issues involved in analysing the wage-employment relationship in an 
informal and heuristic way. The section describes some competing theories and 
some econometric evidence. The following section briefly describes the CGE .ind 
discusses the results of several simulations in which the level of nominal wages are 
changed. A final section draws some conclusions. 

2. Model archaeology 

2.1 The SARB model 

One of the earl iest and crudest analyses of market strategy was offered in a Reserve 
Bank Occasional Paper (Lombard and Van den Hecver, 1990). It was based on the 
simplest possible microeconomic foundation, the isoquanl. The intrepid authors 
held that the South African economy could embark upon a more labour-absorbing 
growth path if it only got its factor prices in line with its factor avai lahility. The 
obvious pol icy implication vindicated Reserve Bank pol icy; ensure that the real rare 
of interest is positive and preferably high. This shifts the factor price-line 
effortlessly around the isoquant and encourages rational entrepreneurs to select 
more intensive methods. The analysis of the labour market served to v indicate the 
Reserve Bank's tight-money policy. Lax monetary policy, which could lead to 

negative real interest rates, sent the wrong signal LO accumulate ever more capi tal in 
the face of a growing labour surplus (cf .. Padayachee and Zarcnda. 1995). 

Evidently the authors never found it necessary lo broach the issue of what 
determines the level of output and. indeed, if that level of output were lo increase 
how much more labour could be absorbed. The omission is convenient in that we 
thereby avoid the thorny problem of whether encouraging more intensive methods 
of production via the ratio of factor prices. does not. at the same time. discourage 

1 
The full details of the model .ind the calibration procedure arc far beyond the scope of this paper but 

arc available in Gibson and Van Scvc ntt:r. 1997. 
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the accumulation of capi tal. If in leaving the next round of production short or 
capital, we discourage hiring. are we not simply exchanging employment tomorrow 
for employment today? 

2.2 The World Bank model 

Once articulated in this way SARB partial equilibrium analysis fal ls of its own 
weight or lack thereof, and we arc forced to confront the question of the level of 
output. For the neoclassical general equilibrium model, this turns on the 
ava ilability of factors of prot.luction. The free flow or market forces ensures that 
the facLors wil l be fully uti lised. at least in a somewhat longer run. Again, the 

wage-rental or faclor-price Jim: play~ a pivotal role. In an economy in which there 
are only t,.vo goods produced (i mports will enter in later) one good w il l be more 
capital-intensive than the other. Let the capital-intensive good be traded 
international ly ancl the more labour-intensive good he produced for local 
consumption. This may or may not be true. However. the principal advantage 
fi rst-world producers fi nd in l ocating in economics with surplus labour lies in the 
possibility of combining low wages with high technology, thereby reaping rewards 
that transportation costs cannot erase. 

Full utilisation or resources in the perfectly compcttt1vc model of neoclassical 
theory leaves little room ror labour market policies. The real wage wi ll increase 
(decrease) if and only if the mix o f output comes to favour the labour (capital) 
intensive good. A n increase in the demand for labour-intensive home goods, for 
example, causes a movement along an efficiency locus. Since the latter is generally 
non-linear, both goods rise in capital intensity . As the relatively capital-intensive, 
traded good contracts, ii releases capital and labour in proportions which cause 
excess supply of capital and an excess demand for labour. As a result, wages rise 
and the capital rental rate falls. The rewards to the factors of production reflect the 
relati ve demand for the goods in which they are used most intensively. All this 
takes place in a theoretical venue. which has no room for net capital accumulation; 
the one sector absorbs what the other loses. 

Imports complicate matters. to a point. Since there is no reason trade must 
necessarily be in static balance. the supply o r goods available in the neoclassical 
model no longer depends entirely on the available factors of production. The 
easiest solution is to take the trade balance as gi ven exogenously; then, how "our" 
country fares depends on the capital inflow needed to support the trade deficit. 

The proper role of the public sector is ful ly entailed in this framework. Any 
increase in the demand for home goods by the government not only reduces the 
output or traded goods, but also appreciates the real exchange rate in order to 
satisfy the given trade balance. Even i f the budget is in balance and taxes match 
expenditure, government spending w ill force a reallocation of domestic resources in 
a way Lhul render~ the country uncompetitive by way of its real exchange rale . This 

sequence only assumes that government purchases arc not very import- intensi ve. It 
l'ollows that any policy, minimum wage, safety-net transfers, land reform, that 
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rccl istrihutcs income to segments or the population with lower propensities to 

import wi ll cause an appreciation of the real exchange rate. 

In a static model, real exchange rate appreciation docs not much matter. It is only 
in the next period, as the economy becomes more " inwardly oriented" that the 
model becomes useful for policy analysis. If an export orientation is correlated 

with high GDP growth rates. efficiency losses due Lo labour market policies 
become more pronounced over time. The World Bank employs such a model of the 
South African economy and draws the relevant. indeed necessary, conclusions from 
that framework (see Gihson and Van Seventer. 2000). Despite its eonnic1 with 
reality. the model was influential in the rormalive days of ANC macroeconomic 
policy. As noted, it fully supports the current and conservative Growth, 
Employment and Redistribution (GEAR) in preference to the earlier and more far 
reaching Reconstruction and Development Programme (RDP) (sec altrass. 1997 
and Michie and Padayachee, 1998). To the extent 1hnt the South Af"rican labour 
market is 1101 as competitive as the model suggests. the World Bank framework 
recommends deregulation or labour market " flex ibility." 

2.3 The MERG model 

The early work o f the Macroeconomic Research Group (MERG), a loose affiliation 
of progressive researchers. offered an alternati ve to the World Bank model, but ii 
was never taken seriously in South African policy debates (MERG. 1993). The 
/\NC came to power initially with the idea that progressive redistribution, and 
labour market policies that promote i t, could hecome an engine of growth in itself. 
The sine q11a 11011 or a wage. or redistributive-led growth model is that resources be 
under-utilised. Demand then matters. But the story is more complicated by the fact 
that the components of demand arc necessarily interdependent. Worse, they can be 
related in ways that are unstable over time. The policy environment will also make 
an important difference. but we shall return to this point laller. 

A simple wage-led or stagnationist model requires that the progressive 
redistribution increase the sum of consumption, investment and net exports 
(Bhaduri and Margl in, 1990). Whether this is likely to happen in practice is an 
open question. It is quite possible. even probable, that a rise in the real wage while 
increasing consumption could al the same time reduce investment by even rnure. 
Whether investment is sufficiently sensiti ve to the wage- induced loss in 
profitability is not a simple question to answer from either an analytical or an 
econometric perspective. On one han<l. the assoriated rise in demand may well 
stimulate investment via the accelerator, as producers scramble to replace the 
unexpected decline in their inventories. On the other, expectations of inflation and 
the likely response by policymakers. coupled with the loss unit profitability may 
wel l reduce investment significantly. 

Unfortunately. proponents of the wage-led scenario must also contend with the 
effects of higher wages on export competitiveness. Under the large country 
assumption. higher export prices, an appreciated real exchange rate. can reduce 
demand and possibly have some negati ve feedback on investment. Within the 
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small country fra mework, profits in the export sector wi ll fall, <lisc.:ouraging 

investment in those sectors. Further complicating matters, is the effect on imports . 
Most likely, the import to GDP coeffic ient will fall with progressive redistribution. 

The effect is not strong however, and we must be prepared for the eventuality that 
net exports decline with a rise in the real wage. If the combined negative response 
of investme nt and ne t exports to higher wages overwhelms the positive boost to 
consumption provided by a progressive intervention, then the mode l is said to be 
profit- led. 

2.4 Efficiency wages 

This neat distinction between the two kinds of models, wage and profit-led, is 
b lurred by the introduction of efficiency wage theory. If higher real wages lead to 
h igher labour productivity, then the effect on profits and the real excha nge rate w ill 
d iminish (Bowles, 1995). Moreover, real wage gains that closely correspond lo 
increases in productivity a re not inflationary and thus unlike ly to provoke a 
contractionary policy response. But while efficiency wages can transform a 
scowling profit-led economy into a happier wage-led one, the theory can only be a 
part of the story that musl be told. After all, efficiency wage inc reases are 
"earned." To restrict our attenti on to sole ly earned wage gains will miss changes in 
the real wage w hich come about eithe r through conscious activi ty on the part or 
worke rs, owners and policymakers on one hand, happenstance on the other, o r 
some combination of the two. 

2.5 Wages and employment in the models 

Of the theories surveyed so far, the relationship between wages and employment is 
fairly ev ident. In the s implistic. static isoquant-drive n ana lysis o f the SARB, higher 
wages automatically lead to lower employment levels. For the World Bank CGE, 
higher wages cannot be imroduced exogenously. Employment is given 
exogenously by the natura l rate of expansion of the labour force and perhaps some 
marginal calculus of the trade-off between income a nd leisure. Tn the wage/profi t­
led framework, employment is most closely linked lo output. As a first 
approximation, a rise in the real wage in a wage-led model will bring an increase in 
employment while a profit- led model exhibits the more "no rmal" inverse 
relationship. But what of this first approximation? Proponents of the micro­
foundations a pproach to macro might well object that the substitution present in the 
SARB and World Bank models has disappeared in the muddle of structuralism of 
the wage/rrofit-lcd framework. Arter all, economics "works'' in the real economy 
in that producers do s ubstitute away from expensive inputs. Shou ld this basic 
feature somehow be reflected in the mode lled economy? Perhaps, but the problem 
becomes inextricably linked with how capita l accumulation and technological 
c hange are modelled . The World Bank framework does not even bother to inc lude 
investment serious ly s ince as a static frame work. the re is no need to describe how 
the capita l stock changes over time. Struc turalist mode ls. such as the MERG model 
as wel l as the one presented here, are based on an explic it accounting of the way in 
which investment affects the capital stock. In a ny given period, the capita l stock 
and thus the embodied technology is de te rmined by last period's investm ent 
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decisions. These decisions were presumably based on the wage and rental rates 

current at the time. Compounding the problem of isolating the effect substitution is 
the rate of productivity growth. 

In principle the two effects, substitution and capital accumulation, can and should 
be separated. Bowles and Heintz ( 1996) frame the problem as follows: Let 
employment, L, be determined by the capital-labour ratio, k, and the capital stock, 
K. Expressed as an elasticity with respect lo the percent change in the real wage 

rate: 

where ck is the elasticity of the capital- labour ratio with respect to the real wage and 

is called by the autho rs the '·substi tution" effect. The elastic ity EK is thus the 
"scale" effect and a fixed-effect econometric exercise is undertaken on 
manufacturing data between 1975 and 1993. The authors find that the substitution 

elastic ity is on the order of 0,7 for the manufacturing sectors. 

Note that a simi lar estimate can be obtained simpl y by laking into account the 

stabili ty of income shares and productivity growth.
2 

Leto. be the share of labour in 
total oucput: 

ex= WL/pX 

where Wis the wage rate, L is the employed labour force, p the price level and X is 
the level of output. If the share of labour remains constanl: 

w* = X*- L* 

with* indicating g rowth rates and whe re w=W/P is the real wage. Thus: 

cL = X*lw*-1. 

The elastic ity for the same level of output, the substillltion effect, is -1, o r less if 
labour share is increasing slightly . This number is close lo the Bowles-Heintz 

estimate. In a growing economy, the relat ionship could turn positive; if the average 
growth rate has been on the order o f 1,9% and the growth in the real wage is I , I %, 
then the e lasticity of employment with respect to rhc real wage is approximately 
0,7. A model properly calibrated to the observed rates of real wage and labour 
productivity growth should show a proper substitution with e last ic ity in this range. 
Fallon ( I 992) and Fallon and Periera ( I 994) marshal historical evidence that real 
wage growth has had a substantia l negative impact on employment, especially for 
unskilled blacks. Weeks (1995) notes a number of shortcomings in the analysis, 
concluding rhat compositional effects explain the rist: in the aggregate capital-

! Labour share has been very constant over 1he period, in the neighborhood of 57,5% with "standard 
dev iation of only 2%. There appears lo be no trend in the data whatsoever. 
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output ratio more than changes in relative factor price . Weeks does not, however, 
challenge Fallon's claim that the data is consistent with a negatively sloped demand 
curve for labour. 

2.6 Real and money wages in the macroeconomy 

All of the 111odcls reviewed so far concen1raIe on one or 1wo essential mechanisms 
to drive the analysis of the real-wage-employment relationship. The main message 
or 1his paper. however. is 1hat when wages rise. a wide range or forces is set in 
motion that can bo1h cancel and reinforce each other. I n this section, we survey 

some of the principal mechanisms by which wages affect employment in the more 
complex setting of the model o f this paper. 

In the standard neoclassical Walrasian model, agents arc assumed 10 act and react 
on 1hc basis of real magnitudes only. Nominal vulues are of lillle relevance and we 
say that the economy is homogeneous of degree zero in prices and wages. In 1he 
model discussed here Ihc various agents, f'irms, households, government anc.J 
foreigners, all are capable of controlling nominal variables only. Real magnitudes 
come about as result of the equilibrium of economic forces. Firms and workers 
may agree on the nominal wage rate, but the real wage depends on !'actors beyond 
the control of either. Similarly, the SARB may have a considerable degree of 
control over the nominal interest rate hut l iulc control over the real. The same is 
I rue of the exchange rate and, indeed, any nominal value in the economy. 

Typically, therefore, real wage gains are accompanied by some inflation inasmuch 
as they are usually initiated by a rise in nominal wages. How much inflation 
depends on several factors: ( I ) the cost of domestic intermediates. which will rise it' 
there is a general increase in wages; (2) the cost of imported intermediates. 
converted at the current exchange rate; (3) the growth in labour productivity during 
the period in which real wage rises; (4) the mark-up. I f the gain in nominal wages 
is economy-wide, domestic input costs will ri se to reflect the higher wage costs. 
lmpoi1ed intermediates on the other hand. do not necessarily increase in value 
unless the wage increase brings a nominal devaluation. Growth in labour 
productivi ty, along with the nominal wage increase, immediately cancels the 
inflationary effect. In the model that produced the simulations studied below, 
productiv ity gains are linked to capaci ty utilisation as overhead labour is absorbed. 

The behaviour of the mark-up is as critical as productivity growth and, again. there 
arc many options and possibilities. I f the mark-up increases as the economy 
approaches full uti l isation, then the real wage gains diminish more rapidly. In a 
profit-led economy, output falls as a result of the rise in wages then there is the 
secondary effect of a drop in the rate of productivi ty growth. This amplifies the 
inflationary effect of the nominal wage increase, thereby reducing the growth in 
real wages and adding a degree o f tability to the model. This is a realistic 
description of what occurs in an economy with wage-induced growth in output. I n 
a profi t-led economy, the increase in the real w.ige causes a drop in output. If the 
mark-up continues to decline as output contracts, as it would in the neoclassical 
model, real wages further increase. This reduces profits further and investment 
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falls as a result in ::i second order round of effects. The swings in oulpul produced 

ure too violent lo be judged realistic. To resolve this conflict, the model of' this 
paper employs a kinked function that allows the mark-up to increase above it<s 
normal rate and remain constant below ii. Whether there is a positi ve or negative 
reaction in terms of employment depends on the wage- or profit-led character of the 
model. I n either case, the reaction is dampened. 

Note that a rise in real wages that provokes a clcdinc in employment requires a 
profit-led structure: otherwise there would be a positive correlation between the real 
wage and employment. Economics could still "work'' in wage-led regimes, of 
course, hut only at the level of the firm, not the economy as a whole. In a growing 
economy, a positive correlation between real wages and employment would not 
necessarily violate the wnstancy or labour·~ share in the equation above. A lso 
observe that real wage gains limited to the growth in productivity arc not 
necessarily a recipe for smooth. unproblematic expansion. Nor. on the other hand, 
is an increase in nominal wages without accompanying gain in productivity 
necessarily a problem. Note that i f nominal wages rise and the nominal exchange 
rale depreciate to maintain a constant real exchange rate. inflation will accelerate to 
cancel any real increase. This assumes that the mark-up is constant. which it is in 
the model of this paper so long as there is normal capacity utilisation. With a 
constant mark-up and real exchange rate, distribution is impervious 10 the wage 
change, and there is neither a wage-led nor profit-led response. T ypically. 
however. nominal wage growth causes the renl exchange rate appreciation and real 
wages increase. rr the model is wage-led. output will increase accordingly. 
Conversely, devaluation is contractiorrnry in the wage-led scheme since real wages 
f'all. If thl.! mark-up rises, autonomously. real wage gains keyed to productivity 
changes w ill begin lo fall short; the real exchange rate will appreciate further. 
Output could then fa ll with the dec line in exports. Lower wage growth wi ll be 
w rrclated with lower employment despite productivity growth. 

In a profit-led regime, real wage gains will lead to higher unemployment as the 
level of investment declines. Slower rates o f investment wi ll cause a clccrcasc in 
capital formaiion and there will he a slow down in the growth of productive 
capacity. The kvel of capacity utilisation falls in the cuJTent period causing 
investment in new e:1pacity to fall even further in the next period. What then 
happens to capacity utilisation is unclear. If output (utilisation) fall s faster than 
capacity. then investment will spiral down; if utilisation does 110 1 fall as quickly as 
capacity, the utilisation rate will rise and investment will recover. 

In the wage-led arrangement. utilisation will rise and this w ill accelerate economic 
activity. But since, in rhe wage-led world, consumption rises al the same time as 
investment fall s in new capacity, it rollows that the utilisation rate will increase. 
This impl ies that investment wi ll partially recover in the next period in response to 
the higher levels or the rate of capacity utilisation. Since employment in any given 
period depends on demand-determined output rather than the capacity to produce, it 
follows that the dynamic effects of a wage change on employment are not easy to 
predict. An increase in investment in one period could put downward pressure on 
the utilisation ratio, and thus investment, in the next. Employment would oscillate 
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as a result. On the other hand, a balanced investment response to higher demand 
would keep the utilisation ratio constant and thus employment would rise smoothly. 
Conversely. a decline in rhc real wage, which stimulates profits and therefore 

investment, could be conducive lo higher employment in this period but 
significantly less in the next. 

So 1ar, we have ignored the e ffect of' the cost of capita l on investment. Wage 
increases not offset by productivity gains will cause inflation. With a given 
nominal rate of interest, the real cost of capital wi ll fall and this wi ll contribute Lo 
the wage-led character of the economy. Profits lo::;t to higher wages are regained by 
way of lower interest rates. Some endogene ity of the money supply ensures that 

market forces alone will nol short-circuit the expansion. 

A wage-induced increase in output that is self-propelled via the real cost of capital 
will probably not be tolerated by the monetary authority. The economy will seem 
out of control. higher wages and prices leading to higher investment, output and 
rates of capacity utilisation. Even though this effect can only be present over a 
relatively short run. the monetary authority is likely to respond by raising the 
nominal interest rate. The objective, as noted in the first paragraph of this section, 
will be to maintain a positive real rate of interest. There could easily be some over­
shooting, of course, since the central bank can control only the nominal rate. The 
monetary authority can easily convert an otherwise wage-led economy into one that 
appears profit-led in the statistical record. 

Were the economy strongly and authentically profit-led, the central bank would not 
have to intervene. The private sector would undertake to do the ir work for them. 
Higher wages would always result in lower employment levels. Even so, a vigi lant 
and effective mone tary authority, bent on curbing the rate of inflation appears to be 
a sufficient condition for a profit-led regime. 

2.7 Policy dominance 

Fiscal policy is not immune to changes in the nominal wage rate. If the fiscus 
labours under a spending constraint, wage increases can have dramatic 
implications. Often the constraint is de fined in terms of the Public Sector 
Borrowing Requirement (PS BR), or deficit before borrowing. The PSBR is the 
difference between government investment (which may or may not include capital 
transfers) and government savi ngs. The latter consists mainly of government 
spending on current account, goods and services, plus government wages, transfers 
and interest payments. The spending goal is frequently expressed in terms o f' the 
ratio of the PSBR to G DP. 

When the PSBR constraint binds, the government will typical ly adjust government 
investment rather than current expenditure in order to satisfy the constra int. The 
clements of current expenditure may be deemed too politically scn~itive to adjust 
while investment projects can easily be shelved and reactivated later, if the 

constraint allows. Wage disturbances have a multiplicity of effects on the PSBR to 
GDP ratio that may or may not cancel out. Higher private sector wages can 
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reasonably be assumed to leak into the publ ic sector, perhaps w ith a Ing, so that the 

wage increase quickly becomes economy-wide. Under a wage-led regime, the 
wage increase brings an increase in output that allows for a higher absolute PSBR, 
consistent wi th the targeled ratio. If lhc PSBR can accommodate the wage increase 
and remain within its limits, then it is possible that government investment cou ld 
remain constant or even rise with an increase in real wages. Ir the economy is 
profit-led, however, the effect on government revenue will be ambiguous; inflation 

wi ll increase indirecl laxes. bUI ou1pu1 and direcl laxes w il l fall. On balance. it is 
unlikely that government investment will rise. rr, indeed, i t falls, the economy 
appears even more profit-led. 

A signif'icant quantity ot public debt complicates mailers since the infla1ion 
accompanying the rise in wages may wel l drive down the real value or interest 
payments. T here have been several episodes in lhe recent history of South Africa 
in which a burst or inflation has caused lhe real value of interest payments to fall. 
The implication is clear; if the government derives revenue from inflation Lax, it 
can spend more on real investment. 

The interaction between wage increases in the PSBR consLraint arc multifaceted 
with tht: balance or real and nominal wage gains determining whether the response 
is more likely to be wage- led or profit-led. If the debt is large, indirect taxes 
increase significantly with inflation and private real wage gains have a delayed 
impact on the puhlic sector wage bill. then real wage increases wil l be more 
positively correlated w ith employment gains due to the PSBR constraint. But most 
probably, a fixed PSBR ratio wil l cause the model to become more profit-led. 

There can be help from the movement of the mark-up as well. If the wage increase 
is mildly expapsionary hut al the same time forces the mark-up to r ise, the resulting 
slow down in real wage growth might channel more resources to public investment 
(and private investment th rough crowding in). Paradoxically, an aggressive mark­
up reaction on the part of' capital that mitigates the nominal wage increase might 
well bring higher level of employment when the PSBR constraint binds. 

There is one more level of complexity that is worth considering and will be relevant 
to the simulations studied below. If the PSBR constraint does not bind, the 
government deficit wil l obviously be larger with nominal wage growth. In the 
South African economy, the larger deficit expands credit Lo the private sector. The 
counterpart to the rise in credit is an accumulation of deposits by the private sector, 
especial ly households. The effect on the money supply of the rising deficit is itself 
a signal to the Reserve Bank to tighten money market conditions. This effect is 
present in the CGE and can lead to lower levels of output when the PSBR 
constraint does not bind. Crowding out becomes more severe in the model. 

The model as described here exhibits a monetary "policy dominance'' in that higher 
interest rate engineered to reduce the level of aggregate demand, typically causes 
public sector investment lo fall. With a binding PSBR constraint, contractionary 
monetary pol icy implies contractionary fiscal policy and the economy becomes 
more profit-led. 
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The validation of the cl.ii ms or this paper is based on the degree ro which the model 
fits the South African economy. While beyond the scope or this paper, tile 
correspondence has been addressed in a number of publications cited in the 

references. As argued elsewhere (Gibson and Van Seventer, 2000), it is well nigh 
impossible Lo calibrate a neoclassical CGE 10 the historical data of the South 
African economy. not to mention the micro-based isoqua111 parable of SARB. The 
alternati ve models do not have the look and feel of the South Al"rican economy and 
should not be trusted as a guide 10 policymaking. 

3. Simulations 

Even in a simpliried framework of a COE. ii evidently di fficult to predict the course 
of employment in response to an increase in nominal wages. In this section, I 
brielly consider some ::,imulations or a 15% increase in the nominal wages o f 
unskilled labour. I shal l allempl to disentangle the effects of aggressive anti • 
inflationary policy and the PSBR constniint. l then ask what would occur if wages 
were lowered or aggregate demand increased. 

The simulations were designed as follows: First. the model was cal ibrated Lo 
replicate the South African economy from 1992-1995. The model fits the data for 
the growth in output, inflation, real wages, and government expenditure, including 
wages, l ransfcrs and interest payments, the real exchange, real and nominal interest 
rates and the money supply. Ocher components of aggregate demand arc 
<letcrminecl endogenously, as arc the clements or the associated financial llow-of­
funds analysis. T wo important reaction functions arc inc luded, one for the nominal 
interest rate and a second for the nominal exchange rate. Roth impute an 
aggressive anti-inflationary attitude Lo the central bank.3 

3.1 ls the South African economy 1>rofit-lcd? 

The period 1992-95 was one of recovery from a fairly deep recession and while 
output was growing, inflation was under control. Real wages were increasing, 
productivity growing and the PSBR to GDP ratio was decl ining, as was government 
investment. Nominal and real interest rates were high and the financial system was 
channelling resources to households for speculation in domestic financial assets.~ 

Table I report~ results for live simulations and compares them to the base run. 

Note that some results are reported in absolute terms and others relative to the base 
run (footnotes in the table indicate the formal). In the l"irst si111u lation, wages arc 
increased by 15% under a binding PSBR constraint There are four occupational 
categories in the CGE, professional, service, labour and farm labour. Only the 

' For other appl ications of carlkr version, nr the 1110<.lel sc-, Gibson and Van St>vcn1er, 11/96. 1996::i. 
1997 and 1997a. For a ru11 tJiscus,ion of the ba,c run ur this p.ipcr ,cc Gibson an<l Van Scvcntcr, 
1998a. 

~ ll goes without ,aying that the rcsulls presented in this section would change if the CGE were 
calihr.1h:d lO a cliffcrcnl period of Sou1h Arric:111 economic hi,tory. 
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nominal wages or unskilled labour are increased relative to the nominal wages of 

the base run. This obviously provokes a significant change in the income 
distribution by both race and class. A ll other policy parameters were set as in the 
base run . 

Table J: Simulations of' the CGF:1 

1992 1993 1994 199S Average 

Real GDP Growth Rnte· 

l:3a~c -2A IJ 2.8 3.4 2,5 

I. W:1ge incrc:1sc-con~1:1111 PSBR -2,-1 0.4 2.7 3.2 1.1 

2. Wage increase-variable PSRR -2.4 -0.6 2,1 :l,(I 1,5 

:l. Wage innca,c-con,tant int ... re,t 1.-1 I. I :l,1 3.2 2.5 

4. Wag~ dc<..:n:a!)c -2.4 1.9 1,8 :l.5 2.7 

5. AggrcgHlc tlc:1n:1ncl 11u.:1t·asc -2,4 4.5 4,5 5.1 4,7 

Copacit)' Utilisalion2 

IJa:-iC X6.4 86J 87.4 86,\1 86,9 

I. Wage incrca,c-rnn~1:1111 l'SBR 86,-1 85. 1 86 .. 1 85,8 85.7 

2. Wage 1ncrca,c-vari:illlc l'SRR !!6.4 8-1.2 8-1.9 8-l.9 8-1.7 

3. Wngc incrca,c-constanl intcrcs1 86.4 86, 1 87.6 87.0 86.9 

4. Wage decrca~c 86.4 87.1 88J 87.9 117.8 

5. Aggregate dc111m1J iucrt:asc 86.4 88,.? 90.3 89,7 89.4 

TnflaUon1 

Base 13,9 9,7 9.0 8.6 9.1 

I. Wage incrcasc-con,tan1 P~BR l'.\,9 12.2 9.0 8.7 10,0 

2. Wage incrc.l\c-varialllc PSBR 13,9 14.1 9,3 8.9 10.8 

3. \Vag.: incr~a,c-con~tanl i111erc,1 13.9 15.0 8.9 8.6 10.8 

4. Wage decrea,c 13,9 7.4 8.9 8.7 8.3 

5. Aggregate demand increase 13.9 18.3 19.:l 15.0 17.5 

Ren! Wngc' 

Hase
4 JOO 99.6 102,0 103.0 101,5 

I. Wage incr~a,c•con~10.m1 PSBR JOO !03.072 103.119 103.072 103.1 

2. Wa~c incrca,c-v:1riabk PSBR 100 IO I .'.\ IOI.I IOI.I 101,2 

3. Wage in(;rC\.IM.!'"COO\l~trll i111crci,.t 100 100.398 10 1.128 101.078 100.9 

4. Wag.: ,kcrca,c 100 96,8 96.7 96.6 96.7 

5. Aggrcga1e dc111:ind increase 100 9-l.l 92.2 94,4 93.6 
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Table 1 continued 
1992 1993 1994 1995 Average 

Employment' 

Base" IOU 101,0 102,1 105,4 102,8 

I. Wage intTCl1SC-C011Sl.llll PSUI{ I 00 99.3 99.2 99) 99.3 

2 . Wag~ inn~:iw-v:iriablc PS l-l R 10() 98.7 98, 1 98.2 98,'.l 

1. Wag.e increase-constant intcre,t 100 1 on 100. 1 100 100 

4. Wage dccre:i~e 100 1005 100.5 100.5 100.5 

5. Aggregate demand im:rcasc 100 104.3 105,2 106, I 105.2 

Private lnYCslment3 

Base' 100 109.0 118.2 137.9 121.7 

I . Wage incrcase-con, t,\nl PSBR 100 100.3 100.2 100.7 100.4 

2. Wage incn:;ise-variablc PSLlR 100 96.7 92.7 94.7 94.7 

3. Wage incrc~1Sl!'•L'lll1Slalll inlcrt~Sl 100 99.5 9').7 99.4 99.5 

4 . Wage decrease 100 98. 1 99.2 IOI.I 99.4 

:'i. Aggregalc demand i nt::rca:-.c 100 105,1 109.7 110.8 108.5 

Source: M odel compu1a 1ions. 

Notes: I. Base year is 1992. 2. Percent. 3. Ratios to the base run. 4. 1992 = I 00. 

The tahle shows that the wage increase causes lhe economy to slow down, but not 
dramatically. I.nstead of a recovery or 2,5% on average, the economy grows at 
1,4% . In the second simulation, a 15% wage increase with a variable PSBR (i.e., 
rixed public 1>ector investment) the econo my slows slightly less. In the third 
simulation, we neutralise the central bank's reaction function, holding the interest 
and exchange rates equal to their base run values. Without the reaction of the 
SARB, the economy expands at a similar rate to that or the base run. In fact, the 
cumulative growth is slightly faster than in the base run, but the difference is so 
small that we conclude that wage-led growth is hardly efficient. In the fourth 
si mulation, we decrease the wage of unskilled labour, again by 15%. This causes 
output to rise even faster, by 2,7% on average. A I 0% increase in demand, that is, 
investment, government current expenditure and exports, causes output to increase 
the most rapidly, by an average of 2,2% faster. s 

In the second panel or Table I, it is evident that capacity utilisation in the first three 
simulations fal ls, relative to the base run, while i t rises in the last two. Raising 
aggregate demand pushes the level of capacity utilisation up the most. E ven though 

'The increase in government expenditure does not include wages or tr;msfcrs. Interest payments on 

debt nre endogenous. 
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the increase includes investment, it is clear that the expansion is unbalanced. 

Spending increases raster than capacity. Longer run simulations (not shown) 
indicate that this i~ the least sustainable of the fi ve. 

lnnation. shown in the next panel. follows the pattern of wage increases with the 
third and fifth simulation the most inrlmionary. In the rirst tive simulations, 
capacity utilisation does not rise to the threshold at which the mark-up begins to 
rise. The result i~ a significant acceleration in the price level as the economy 
approaches the capacity constraint in the last. 

The rea l wage increases in the remainder of this panel is measured relative to the 
ba:;c. The average increase in the first simulation is only I% higher than the 
increase in the real wage in the base run. The first and the second simulations 
produce a similar real wage response since the inflation rate is virtually the same. 
The initially faster inflation rate in the third simulation caust:s the real wage to lag 
behind the other two, but only sl ightly. A decrease in the nominal wage and an 
increase in demand. with wages lagging behind prices, produce a pronounced 
decline in the real wage. 

One of the most disingenuous arguments made by the SARB in South Africa is that 
lower innation helps the poor and therefore credit tightening not only gets the 
prices right, hut also fights poverty. My simulations reveal the shortcomings of this 
argument. Surely, the fight against innation waged by the bank is effective in 
raising the real wage once the wage price spiral hegins. But the effect of the real 
wage acceleration only makes Lhe economy more profit-led. As jobs arc lost and 
wage demands weaken, first nominal and then real wages decline along with 
output. The aggressive response of the monetary authority does not combat 
poverty; it creates it. 

This is seen most clearly in the next panel that shows the employment response to 
the change in wages. The lirst two simulations show that a rise in the real wage of 
unskilled labour by I % causes a decl ine in employment by about 1.7%. But note 
that the third simulation shows that the employment impact of the real wage 
increase is virtually zero, when the reaction to innation is muted. There has been a 
1 % increase in the real wage, on average, with no loss of employment. 

The l'irst two simulations suggest that raising wages in the current policy 
environment will be damaging to employment. Bur docs this automatically imply 
that lowering wages wi ll increase employment? In the fourth simulation. wc sec 
that a t:hange in the nominal wage is hardly symmetrical. A drop in the real wage 
or 3.3% does lead tn an increase in employment, but only or 5,0% relative to the 
base run. The reason is evident in the next panel of the table; lower wages improve 
profits but also reduce the rate of inflation. There is some hysteresis built into the 
interest rate reaction function such that when inflation abates, the nominal interest 
rate docs not decline as rapidly as it does when inflation accelerates. The ine11ia in 
the nominal interest rate causes the real interest rate to increase and as a result, 
investment declines. Whal lower wages give back to accumulation. higher interest 
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rates take away. Note that the effect is not long lasting, ho wever, a nd by the end of 
the simulated period investment recovers s ignificantly. 

In the last simulation, with an increase in aggregate demand, nominal wages lag 
behind inflation and the real wage fa lls accordingly. The combined result of lower 
wages and higher demand increases the growth rate to the highest of the 
s imulations and the refore e mployment increases rapidly . By 1995, the 5,6% 
decrease in real wage produces an increase of 6, I % in employ ment. Can we 

conclude from the se simulations that the model of the South African economy is 
profit-led ? Apparently, the intrins ic nature of the economy is difficult to assess 

underneath the various layers of policy. An aggressive central bunk will indeed 

cause the economy lo appear profit- led, but on balance, the calibrated mode l 

suggests that the economy is only s lig htly profit-led, in the absence of central bank 

intervention. 

3.2 Policy Dominance 

A second question arises with respect to the relationship between monetary a nd 
fiscal policy built into the model. A comparison of the firs t a nd second s imulatio n 
seems to suggest that the PSBR constraint does not much matte r. Table 2 provides 
some additional deta il. 

F irs t, note that without the binding PSBR constraint, the real interest increase is 
s teeper. The SARB must apply the brakes with more force Lo reduce the rate of 
inflatio n when unaided by the Fiscus. Second. it is clear from the table that the 
vario us mechanis ms discussed above which ultimately determine the level of public 
investment are acti ve in the model. Government investment is an average of 2,2 
percentage points higher when the PSBR constraint is not binding . But note that 
private investment essentia lly keeps par with the base with a b inding PSBR 
constraint, but falls by 5.3% o n average when the constraint does no t b ind. 
Evide nLly, the higher interest rate associated with the extra demand almost 
comple te ly crowds out private investment. 

This raises the question as to how the econo my would respond witho ut the PSBR 
constraint, but a lso without policy dominance in the sense that a rise in investment 
by the Fiscus wou ld be cance lled by the central bank. In a simulation not shown in 
the table, we raised unskilled wages by 15% with no bindi ng PSBR constraint, 
under the proviso that the bank would not raise interest rates any further than when 
the PS BR constraint was binding. Consistent with discussion of the constraint 
above, output, inflation and employment a ll increased somewhat since private 
sector investme nt was not crowded out as muc h. The effect was not strong 
however, primarily because the model shows some impact o r intlation on 
investment via uncertainty. Since this effect is built in to reflect pri vate secto r 
behavior towm·d risk. it cannot be neutralised by central bank interest and exchange 
rate policy. The results of this simulation show that crowding in is fa irly weak and 
can easily be overpowered by the policy dominance of the central bank. 
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T able 2: Additional details of the impact of a change in nominal wages in the 
CGE 

1992 1993 1994 1995 Average 

Real l nlcresl' 

Base 1.6 3.1 3.4 .5.9 4.1 

I. Wage inrrci1sc-coi1.~1am PSRR 1.6 3.2 1,4 5.6 4.1 

2. Wage increase-variable PSBR 1,6 3.5 4,8 6.5 4,9 

3. Wage increasc-cons1.1111 i111crc~1 1,6 3,1 3.4 5.8 4,1 

4. Wagi.:: det.:rcase 1.6 3.2 35 6.0 4.2 

5. Agg,n:gatc llc1na11d incn .. "!aS~ 1.6 5.3 4.8 7,7 5,9 

Government Investment' 

Base 10.5 10.6 10.3 10.0 IOJ 

I. Wage i11crcasc-cons1an1 PSBR 10.5 9.2 8.7 8.2 8.7 

2 Wage incre,isc-vari ablc PSl3R 10.5 10,7 10,'.\ 10.0 IOJ 

3. Wage incn.!ase--t:nnst1.1nl i11tcrcst 10.S 11.J I I .I 10,6 11,0 

4. Wag~ dccrea~e 10 .5 11.8 11,5 I 1.4 11 ,6 

5. Aggregate demand incn.-ase 10.5 8.8 11.4 12.2 10.8 

Government Wage Bill' 

B,1sc 44. 1 40 43.3 44.8 44,1 

I. Wagt: i n l.·1casc-c.:unswn1 PSBR 44,1 44,5 43,5 44,9 44,'.l 

2. Wage irn:rcasc-variablc PSBR 44.1 43,7 42.6 44,0 43.4 

3. Wage incrcasc-rn11swn1 interest +I.I 43.4 42.4 43.9 43.2 

4. Wage decrease 44,1 44,1 43, 1 44,6 43,9 

5. /\ggrcgate demand iticrc.ise 44.1 47.5 45.5 48,2 47,1 

Government Interest Paymcntsi 

Base 19.1 20.6 22,4 23.5 22.2 

I. Wage incrcase-constalll PSBR 19.1 20.4 22.3 23.3 22.0 

, Wage increa,e-variahle PSBR 19.1 20.4 22.6 24. 1 22.4 

1. Wage irK f'taSCwCollSlant iutcrcst 19. 1 20.:l 22.1 23.2 21.9 

4. Wage decrease 19, I 19.6 22.1 25.0 '.!2,2 

5 . Aggregate dcnrnnd incrc:isc 19.1 18.6 20.9 :n,4 '.11.0 
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Table 2 continued 
1992 1993 1994 1995 Average 

Government Income' 

Base 90.0 9 1.1 103, 1 99,5 98.0 

I. Wage increase-cons1a111 PSBR 90.0 89,9 101.5 97,7 96.4 

2, W.igc increasc-varbbk PS13R 90.0 89,4 100,4 96,6 95.5 

3, Wage incrcnse-conslanl interest 90.0 90.8 102.7 99.0 97.5 

"· \ Vagc dcl.!rcasc 90,0 9 1,2 103.8 102.3 99. 1 

5. Aggregate demand i11crease 90,0 94.0 108.6 108.4 ltn.7 

Gini-Total income 

!:lase 0,.'i99 0,601 0.591 0,605 0,600 

I . Wage incrc.ise-constant PSBR 0.599 0597 0,587 0,598 0,594 

2. Wage increase-variable PSBR 0,599 0.598 0.587 0.599 0,594 

3. Wage increase-constant interest 0.599 0.599 0,588 0.599 0,595 

4. W"ge <lccreH:-ic 0.599 0.6 10 0.60 1 0.612 0,608 

5. Aggregate demand increase 0.599 0.608 0.600 0,6 12 0 ,607 

Source: Model computations. 
Notes: I. Percent. 2. Billions of 1992 rands. 

The last panel shows that the Gini coefficie nt improves in the first three simulations 
and by a similar a mount. But it is important to identify an inherent te nde ncy in the 
reported Gini of the model. When output falls, so too do distributed profits. 
Moreover, nomina l wages of skilled and managerial labour are more sens itive to 
the level of economic activity than unskilled workers. These fac tors combine to 
produce a strong impac t on the Gini in an equalis ing direction fol lowing a 
contraction in economic activity and vice-versa. Consequently, the economy as a 
whole i~ arguably bette r in the last of the first three simulations, despite the slight 
increase in the reported Gini. 

3.3 Sharing the pain 

In the fourth simulation, in which wages are reduced, the central bank does not 
have lo fight intla tion via higher real interest rates and an appreciated exchange 
rate. Nonetheless, the monetary authority plays an important role. First there is the 
hysteresis in the interest rate reaction function mentioned above such that when 
inflation abates, the nominal interest rate does not decline as rapidly as it does when 
inflation accelerates. Similarly, the rea l exc hange rate docs not adjust to maintain 
parity. When infl ation falls , the real exchange depreciates and this provides a boost 
to economic activity via a rise in exports. 

J.STUD.ECON.ECONOMETRlCS, 2000, 24(3) 159 



Table I shows the econo my responds positively to the decrea~e in real wages with 

growth lower initially and then accelerating. Inflation is lower, of course, and it 
would seem that this simulatio n combines the best or both worlds. Note that under 
the assumption of a fixed mark-up, the real wage cloes not fall much. The average 
real wage decreases by less than I% and employme nlfi:d/s hy seven-tenths of /%. 
The hyste resis in the interest reaction function is visible in Table 2. As noted 
above, there has been significant crowding out of private investment. But it is also 
true that with lower nominal wages for unskilled labour, the government wage bill 
actually rises. Lower inflation means higher real wages or service and professional 

workers, the bulk of government e mployment. Mo reover, the inflation tax on 
government debt and fiscal drag are lower. Public investment falls as a 
consequence. The Gini coefficient rises above the base line to its highest average. 
Lowering money is evidently not the way to improve the distribution of income, 
a lthough as noted, the rise in output can expla in some of the deterioration in the 
Gini. 

far more favourable terms of exchange between real wage losses and employment 
gains are seen in the last s imulation. There, investment, government c urrent 
expenditure ( including the government wage bill) are exogenously increased and 
exports by I 01½). Now the outpul respo nse is quite significant, some 4,4% above 
the hase line simulatio n. Capacity uti lisation also rises and inflatio n accele rates . 
Table I shows that the real wage falls by 3,3% compared to the 0,8% decline when 
wages of unskilled labour falls. The important difference is that the foll in the real 
wage is shared by al l wage earners, not just unskilled labour. /\s a result, 
employment levels increase rapidly , by 4,3% on average. 

More detailed results of the last two s imulatio ns are shown in Table 3. There it is 
evide nt that when unski lled wages are lowered, Blacks a nd Coloureds suffe r the 
most since the occupational mix of Whites and Asians is more ske wed toward the 
professional, Lcchnical and managerial categories versus unskilled labour. l n both 
of the last two simulations, Blacks lose some 3,3% of their real income. With a 
decrease in wages. they lose nothing in terms of e mployment opportunities, but 
neither do they gain. By contrast, when there is a demand expansio n, Black 
e mployment rises by 4. 1 '(o . Now not only is the pain or l"inanc ing growth shared, 
but also there arc also significant employment rewards. 
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Table 3: Lower real wages for unskilled labour1 

Average Real Wage 

f!ase 
------ -

Private 

Government 

White 

~Coloured 

Asian 

Black 
>---· -

Average 

Private 

Government 

White 
- . 

Coloured 

Asian 
-

Black 

Average 

Source: Model rnmputations. 
Note: I. 1992 = I 00. 

4. Conclusions 

1992 

100 

100 

100 

100 

100 

100 

100 

100 

I 00 

100 
-

100 

100 

100 

100 

100 

1993 1994 1995 

15% Decrease in Unskilled Wages 

99,6 102,0 103.0 

96,0 95,9 95,9 

99.3 99.3 99.2 

98,8 98.8 98.7 

95.3 95,2 95, l 

97.2 97.1 97.0 

I 94.4 94,2 94,1 
-

96,8 96,7 96,6 

10% Increase in Demand 

93.5 91,7 94,0 

93.3 91,5 93.6 

93,3 9 1.5 93.7 

94,3 92,4 94,5 

93.9 91,9 94,1 
--~ 

94,4 92,4 94,5 

94,1 92,2 94,4 

Average 

IO I ,5 

95,9 

99.3 

98.8 

95,2 

97, 1 

94,2 
--· 

96,7 

93,1 

92.8 
--
92,9 

93,7 
-

93,3 

93,8 

93,6 

The model of this paper holds no pr iors on the debate over the relationship between 
the real wage and employment. Rather, the methodology was to build a CGE, 
calibrate it as well as possible to the historical period and examine some 
counterfactual scenarios. 

The conclusions summarised as follows: First, higher wages for unskilled workers 
will probably improve the distribution or income. How much higher wages wi ll 
hurt employment is a question of macro rather than microeconomic policy. While 
other theoretical frameworks might suggest that the loss in employment would be 
considerable, the CGE or this paper docs not. 

Second, crowding out depends on how the central bank responds to changes in the 
rate of inflation. Conservative central banks around the wor ld are quick to 

anticipate the threat or inflation on the horizon. But they are al:m notoriously slow 
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in adjusting the nominal interest rates when inflation fal ls. Similarly, to the extent 
that the real exchange rate is managed to contain inflation. rather lhan promote 
exports and employment, progressive redistribution w ill be difficult. 

Third, the effect of higher wage depends on whether a PSBR constraint is in force, 
which is whal we have called policy dominance. If the wage bargains spill over to 
the public sector. and public investment adjusts, the result will he a less stahle 
economy. A somewhat profit-led economy will appear more profit-led and a wage­
led economy wil l seem more stagnalioni:st than otherwise. Thus, econometric 
studies char correlate higher wages w ith lower levels of employment, but do not 
model the full policy environment are unlikely to be of much help in understanding 
how an effort to improve the distribution of income is likely to be tolerated. 

Fourth, a rise in real wages of unskilled labour improves the distribution of income; 
a decline in wages wi l l cause inequali ty to rise but not in mirror image. The data of 
this model suggests that wage cuts for unskilled labour are not an important source 
of growth. This does not mean however, that lower real wages will be uncorrelated 
with growth. This typically comes about in economics with surplus labour due to 
lags in the adjustment in nominal wages. While generalised wage declines can and 
often do serve as a way to finance accumulation or capital, it does not follow that a 
wage cut can initiate the process. 

The simulations of this paper show that i t is the policy regime that imparts the 
overwhelming majority of the profit- led quality to the model. When properly 
calibrated to the actual historical data of the South African economy, the model 
remains sl ightly profit-led. Stil l , it is mainly policy that stands in the way of a more 
equalised distribution of income, not market forces. the private sector, international 
investor or any other special rearurc of the South A frican economy. 
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