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Unlocking Manufacturing Growth in South Africa: Firm
Productivity, Labour Mobility and Participation

Carol Newman?

Abstract

This paper examines the sources of South Africa’s manufacturing underperformance through the lens of three
interrelated mechanisms: within-firm productivity growth, the between-firm reallocation of resources, and labour
mobility and participation. While manufacturing has historically played a central role in structural transformation by
supporting productivity growth, export expansion, and relatively stable formal employment, its contribution to output
and employment has declined steadily over the past two decades. The paper argues that this decline cannot be
understood through aggregate trends alone. Instead, it reflects how distortions across firms and workers disrupt these
mechanisms, constraining firm upgrading, weakening reallocation toward more productive producers, and limiting the
extent to which labour mobility and participation translate into upward progression for workers and productivity
growth for firms. Drawing on evidence from South Africa and the international literature, the paper shows that
constraints operate across all three mechanisms. 1) Within-firm productivity growth is constrained by uneven
innovation and technology adoption, weak investment, selective productivity spillovers, infrastructure unreliability,
and gaps in managerial and workforce capability. 2) Between firms, labour and capital are not reallocated efficiently
toward more productive producers. Market power, weak productivity-enhancing reallocation, tariff-induced
distortions, financial frictions, and the long-run effects of apartheid-era labour market restrictions all contribute to
allocative inefficiency. 3) Labour mobility in manufacturing does not consistently function as a channel of upward
progression. Worker transitions are often short-lived and weakly aligned with productivity differences across firms,
while access to higher-paying firms remains stratified by gender and education. The paper proposes a “productivity-
proofing” framework for policy design, under which all policies and regulations are evaluated in terms of their effects
on firm capability, reallocation, contestability, and worker mobility. A more coherent productivity-centred policy

approach is necessary to restore manufacturing as a driver of inclusive growth and structural transformation.
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EXECUTIVE SUMMARY

South Africa’s manufacturing sector occupies a central yet increasingly fragile position in the country’s
growth trajectory. Historically, manufacturing has played an important role in driving structural
transformation, supporting productivity growth, and generating relatively stable formal employment. Over
the past two decades, however, its contribution to output and employment has steadily declined.
Manufacturing’s share of GDP has fallen sharply since the early 2000s, employment has contracted
persistently, and export dynamism has weakened. These trends raise broader concerns about long-run
growth, labour absorption, and inclusive development.

This paper argues that manufacturing’s underperformance cannot be understood through aggregate trends
alone. Beneath the aggregate decline lies a more complex structural reality characterised by large
productivity differences across firms, high and uneven mark-ups, firm and worker churn that does not reliably
generate productivity-enhancing reallocation, concentrated export participation, and labour mobility that
often reflects churn rather than upward progression. To explain these patterns, the paper examines three
interrelated mechanisms: (i) productivity growth within firms, (ii) reallocation of resources between firms,
and (iii) labour mobility and participation. Taken together, these mechanisms provide a structured lens
through which to understand how the processes of firm upgrading, competitive reallocation, and labour
progression are weakened in South African manufacturing.

The first set of constraints affects within firm productivity growth. Firms that engage in innovation, adopt
new technologies, or participate in export markets tend to perform better, yet these activities are
concentrated among a relatively small group of more capable firms. Spillovers from trade and foreign linkages
do occur, but the available evidence suggests they operate primarily through vertical channels and are
constrained by high trade costs, logistics inefficiencies, and barriers to accessing intermediate inputs. Labour
mobility also has the potential to transmit knowledge across firms, but in practice these gains are uneven
and tend to accrue to firms that are already more productive.

These dynamics are compounded by the broader operating environment. Infrastructure reliability,
particularly in electricity and logistics, acts as a significant productivity wedge. Persistent shortages and
inefficiencies raise production costs, reduce capacity utilisation, and weaken export competitiveness,
thereby affecting both short-run firm performance and longer-term investment decisions. More broadly, the
declining investment levels may have implications for the pace of technology adoption, productive upgrading
and capacity expansion within the manufacturing sector. At the same time, managerial and organisational
capability, alongside worker skills, play a critical role in shaping productivity outcomes. Skills constraints
persist, and large-scale training interventions have delivered modest and often short-lived gains.

A second set of constraints relates to how resources are allocated between firms. Even where productive
firms exist, aggregate performance remains weak if labour and capital are not reallocated toward them. The
evidence indicates that South Africa exhibits significant misallocation. Market structure plays a central role.
While concentration and high mark-ups may partly reflect the successful expansion of productive firms,
persistently high mark-ups and limited firm dynamism raise concerns about contestability and the extent to
which resources flow toward the most productive producers. In this environment, productivity-enhancing
reallocation may be weaker than it could be, contributing to persistent productivity dispersion.

Policy-induced distortions further reinforce these patterns. Trade protection, particularly through tariffs, can
unintentionally allow less productive firms to retain resources, weakening the process through which capital
shifts toward more efficient producers. These effects highlight the tension between short-term support for
domestic industry and longer-term productivity outcomes. In addition, historical legacies continue to shape
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present-day allocation. Apartheid-era labour market restrictions have left persistent imprints on
how labour is distributed across firms and locations.

The third set of constraints concerns labour mobility and participation. In principle, labour mobility can
enhance productivity by reallocating workers toward more productive firms and facilitating knowledge
diffusion. In South Africa, however, mobility does not consistently perform this role. Worker transitions
between firms are substantial, but often short-lived and weakly aligned with productivity. As a result, mobility
frequently reflects churn rather than upward progression.

These dynamics are further shaped by segmentation in labour market participation. Outcomes differ
significantly by gender and education, with women and lower-skilled workers facing reduced access to
higher-quality employment. Structural constraints, including spatial mismatch, informational frictions, and
limited market access, restrict both entry into manufacturing and movement between firms. Labour market
institutions add an additional layer of complexity. Wage-setting arrangements, hiring incentives, and
regulatory interventions influence mobility patterns, but do not consistently support sustained progression.
Instead, they often reshape the pathways through which workers move, without fundamentally
strengthening their ability to access and remain in higher-productivity employment. As a result, labour
mobility does not reliably function as a channel for productivity-enhancing reallocation.

Against this backdrop, South Africa’s policy landscape for industrial development is ambitious, encompassing
industrial strategy, trade policy, competition law, infrastructure investment, labour market regulation, and
skills development. The central question, however, is whether these policies are effectively aligned with the
constraints identified above. The evidence suggests that while many relevant instruments are in place, policy
is not consistently organised around the mechanisms that drive productivity growth. Within firms, policy
tends to emphasise frontier innovation rather than the diffusion, adoption and investment challenges that
constrain most firms. Between firms, policies affecting competition, trade, and localisation are not always
evaluated in terms of their impact on allocative efficiency and contestability. In the labour market, policies
address participation and equity concerns but are less clearly linked to progression and mobility across firms.

To address these gaps, the paper proposes embedding a “productivity-proofing” framework into policy
design. The central idea is that policies should be systematically assessed in terms of how they affect the
underlying mechanisms of productivity growth. In particular, this involves evaluating whether policies
improve or distort the allocation of labour and capital, strengthen or weaken contestability and entry,
support firm capability upgrading, and enable movement of workers toward higher-productivity firms. Such
a framework does not replace other policy objectives, but ensures that interventions do not inadvertently
undermine the processes required for sustained growth.

Ultimately, South Africa’s manufacturing challenge lies not simply in declining output shares or insufficient
industrial support, but in the weakening of the mechanisms that link manufacturing to structural
transformation: firm upgrading, competitive scaling, and labour progression. When constraints across these
dimensions reinforce one another, productivity growth slows and inclusive employment opportunities
narrow. Restoring manufacturing performance therefore requires a coordinated policy approach that
strengthens these mechanisms simultaneously. A productivity-centred framework that aligns industrial,
trade, competition, infrastructure, and labour market policies and regulations is essential.
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1. Introduction

South Africa’s manufacturing sector occupies a central yet increasingly fragile position in the country’s
growth trajectory. Manufacturing has historically played an important role in driving structural
transformation, supporting productivity growth, and generating relatively stable, formal employment. Yet
over the past two decades, its contribution to output and employment has steadily declined. Manufacturing’s
share of GDP has fallen sharply since the early 2000s, employment has contracted persistently, and export
dynamism has weakened. These trends have raised concerns not only about sectoral performance, but about
the broader implications for long-run growth, labour absorption, and inclusive development.

Policy debate frequently emphasises cyclical factors, infrastructure constraints, or global conditions as
explanations for the weakness of the manufacturing sector. While these factors matter, they do not fully
explain the persistence and depth of the sector’s underperformance. Beneath aggregate decline lies a more
complex structural reality: substantial heterogeneity across firms, high and uneven mark-ups, weak firm
dynamism, concentrated export participation, and persistent productivity dispersion. At the same time,
labour mobility within the sector, while substantial is rarely associated with job progression, and participation
in higher-quality manufacturing employment remains stratified by gender and skill.

This paper argues that understanding manufacturing’s trajectory requires moving beyond aggregate trends
to examine three interrelated dimensions: (i) productivity growth within firms, (ii) reallocation of resources
between firms, and (iii) labour mobility, and participation.

First, productivity growth within firms is central to competitiveness and long-run income growth and depends
critically on firms' ability to invest in new technologies, productive capacity and organisational upgrading.
Firm-level evidence shows persistently weak total factor productivity (TFP) growth in South African
manufacturing alongside large and persistent productivity dispersion. Low-productivity firms do not
systematically converge toward the frontier, and high-productivity firms do not appear to expand sufficiently
to drive aggregate gains. This points to constraints to within-firm productivity growth.

Second, evidence shows significant labour and capital misallocation in South Africa, particularly among small-
medium sized firms. Market structure, merger dynamics, financial constraints, trade distortions, and policy-
induced wedges all shape these reallocation dynamics, which have significant implications for aggregate
productivity growth.

Third, manufacturing’s role in economic development depends on how workers enter, move within, and
progress through employment in the sector. Labour mobility in South African manufacturing is substantial,
yet often short-lived and poorly aligned with productivity differences across firms. Mobility frequently
reflects churn rather than upward progression. Access to higher-productivity firms is central to earnings
growth for workers, however, participation remains stratified by gender and education, and barriers to
upward mobility into higher-paying firms reinforce inequality. Entry into manufacturing employment does
not guarantee stable or upwardly mobile career paths.

Understanding the manufacturing sector requires an evaluation of the constraints that affect each of these
mechanisms: (i) within-firm productivity constraints; (ii) between-firm resource allocation; and (iii) labour
mobility and participation. In unpacking these various dimensions, this paper challenges the current policy
architecture, in particular, by questioning the extent to which it targets the constraints that bind. The paper
proposes a “productivity-proofing” framework for policy, whereby it is not only industrial policy that should
be viewed through a productivity lens: trade policy, competition law, product market regulations, labour
market policies, spatial planning and policies in relation to education and skills should also be evaluated, not
only for their equity or protection objectives, but also to ensure that they do not inadvertently affect factor
mobility and allocative efficiency.
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The paper proceeds as follows. Section 2 documents long-run trends in manufacturing output,
employment, market structure, and trade exposure. Section 3 examines the evidence for the three
core mechanisms underlying the productivity challenge facing the manufacturing sector (constraints on
within-firm productivity growth, frictions in between-firm reallocation, and labour allocation and
participation constraints) and synthesises domestic and international research to interpret these patterns.
Section 4 discusses the existing policy architecture mapping current policy onto these three mechanisms and
identifies areas for policy alignment. Section 5 concludes.

2. Manufacturing performance and structural context

This section provides a descriptive mapping of South Africa’s manufacturing sector, situating recent trends
in an international context. It presents evidence on long-run trends in output, employment, market structure
and manufacturing trade.

2.1  Output and employment

Over the past two decades, South Africa’s manufacturing sector has experienced a sustained decline in its
share of GDP, both in absolute terms and relative to key emerging market economies.? As illustrated in Figure
1, manufacturing value added as a share of GDP has persistently declined since the early 2000s, falling from
19% to 12-13% by 2024. While manufacturing shares have generally been trending downward across the
BRICS (Brazil, Russia, India, China and South Africa) economies, South Africa’s contraction was earlier and
more persistent. China’s share has also declined, but from a much higher base and remains well above the
other economies throughout. Focussing on the last decade (see Figure Al in the Appendix for a more detailed
view), South Africa’s manufacturing share has stabilised at a low level, with Brazil and Russia converging
toward similar levels and India narrowing the gap after a post-2015 decline. The post-COVID-19 period, was
characterised less by strong recoveries than by convergence at relatively modest manufacturing shares,
indicating weak manufacturing momentum across these economies rather than a uniquely sharp recent
deterioration in South Africa.?

The decline in manufacturing’s contribution to output has been mirrored by a sustained contraction in
employment. As shown in Figure 2, manufacturing employment fell from approximately 15-16% of total
employment in the early 2000s to below 10% by the early 2020s, consistent with the long-run decline
documented by Bhorat and Rooney (2017). This contraction has been substantially sharper than in Brazil,
Russia, and India, where manufacturing employment shares have remained comparatively stable over the
past decade. This suggests that South Africa’s manufacturing sector has not only weakened in output terms
but has also lost ground as a source of labour absorption relative to peer economies.

In absolute terms, total manufacturing employment declined from just under 1.3 million workers in 2011 to
slightly above 1.09 million in 2021, implying a net loss of over 200,000 jobs (Stats SA, 2023). Employment
losses were concentrated in labour-intensive subsectors.* Only the food and beverages sector recorded net
employment gains and now accounts for the largest share of manufacturing employment (22.8%). The

2 This pattern echoes those highlighted in earlier studies emphasising the long-run contraction of non-mineral tradables,
particularly manufacturing, as a central feature of South Africa’s growth and employment trajectory (Rodrik, 2008).

3 Official national accounts confirm these trends: real manufacturing value added declined between 2012 and 2021, with
the most severe contraction occurring during the COVID-19 shock, when output fell by nearly 12 per cent in a single year,
followed by only a partial recovery thereafter (Stats SA, 2023).

4 These include textiles, clothing and footwear (-42%), wood and paper products (-28%), and metals and machinery (-
23%).
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persistent shedding of labour reinforces concerns that manufacturing’s role in providing stable
formal employment has weakened.®

Figure 1: Manufacturing value added as a share of GDP 2000-2024

351

Global Financial Crisis COVID-19

i "“—-«-f—"'\.

25

Manufacturing value added (% of GDP)

5

= South Africa — Brazil — Russia
0 T T

Inda ——— China

T T T T
2000 2004 2008 2012 2016 2020 2024

Source: Author’s visualisations based on data extracted from the World Bank, World Development Indicators.
Manufacturing value added as a share of GDP (NV.IND.MANF.ZS), latest available data.

Figure 2: Manufacturing share in total employment 2000-2024
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Source: Author’s visualisations based on data extracted from ILOSTAT (International Labour Organization). Employment
by economic activity (ISIC Rev.4), manufacturing, as a share of total employment.

These sub-sectoral patterns in employment are mirrored in measures of firm performance and investment.
Profitability has deteriorated across most manufacturing sectors, with aggregate profit margins for the sector
as a whole falling steadily over the past decade, reaching just 2% in 2021 (Stats SA, 2023). Particularly sharp
declines are evident in metals, metal products, machinery and equipment, transport equipment and coke,
petroleum, chemical products, rubber and plastic. There is also heterogeneity across sub-sectors in the
extent of income generation. Capital-intensive sectors, in particular, coke, petroleum, chemical products,
rubber and plastic, and transport equipment, account for a disproportionate share of manufacturing income,
while generating a much smaller share of total employment, further highlighting a production structure

5 This contraction also has implications for jobs in services given the interlinkages between the two sectors (Treganna,
2008).



skewed toward activities with lower labour absorption (Stats SA, 2023). Capital expenditure data
show that investment has become increasingly concentrated in a narrow set of sub-sectors,
notably coke, petroleum, chemical products rubber and plastic, food and beverages, and transport
equipment, while investment in labour intensive activities (with the exception of food and beverages) has
weakened substantially (Stats SA, 2023).

These sectoral shifts occurred against a backdrop of weakening investment at the national level. Gross fixed
capital formation (GFCF) has declined substantially since the mid-2010s. Following a prolonged period of
expansion during the 2000s, investment peaked in the mid-2010s before entering a sustained decline. By
2023, real GFCF remained more than 10% below its 2015 level, while the investment rate had fallen from
approximately 18% of GDP to 15.5% (TIPS, 2024). Particularly concerning from a manufacturing perspective
is evidence that manufacturing's contribution to total fixed investment has fallen over time (South African
Reserve Bank, 2020). These trends suggest that manufacturing's declining contribution to output and
employment has been accompanied by a weakening capacity to expand productive assets and upgrade
technology, raising concerns about the sector's longer-term productivity performance and growth potential.

Taken together, these trends depict a manufacturing sector that has experienced a sustained erosion in its
role as a driver of output growth and employment, both in absolute terms and relative to comparator
economies. The evidence highlights not only a long-run decline in manufacturing’s aggregate importance,
but also a weakening capacity to generate jobs and absorb labour, alongside shifts in activity toward more
capital-intensive segments. These patterns raise important questions about the nature of employment
opportunities within manufacturing, the productivity performance underpinning sectoral outcomes, the
weakness of investment and capital formation, and the extent to which resources and workers are allocated
toward higher-performing activities.

2.2  Firm landscape and market structure

This section describes the key features of the firm landscape in the sector.

2.2.1 Firm size distribution

As illustrated in Table 1, in 2021 large firms account for around 77% of income in the South African
manufacturing sector while employing well under half of workers. Conversely, micro and small firms together
account for 40% of employment but only 12% of income. This points to very large productivity and/or price-
cost margins differentials by firm size. Even without measuring TFP directly, the income-employment gap
implies that value added per worker is dramatically higher in large firms than in small and micro enterprises.

There is significant heterogeneity across broad sub-sectors of manufacturing in terms of the relative
contribution of different sized firms. Large firms account for 83-90% of income in food products and
beverages, coke, petroleum, chemical products, rubber and plastics and transport equipment. In contrast, in
textiles, clothing leather and footwear, small and micro enterprises play a central role in income generation:
large firms account for just 26% of total income while small and micro enterprises together account for 37%
of income. This contrasts with all other manufacturing sub-sectors where income is concentrated in large
firms. The prominence of smaller producers is consistent with a production structure characterised by
relatively low capital requirements and a greater reliance on labour. Importantly, this organisational
structure helps to contextualise the sharp employment losses documented earlier: textiles, clothing, leather
and footwear experienced one of the largest contractions in employment over the last decade.

Aterido et al. (2019) further show that firm growth across size classes is extremely limited. Transition matrices
indicate high persistence, with the majority of firms remaining in the same employment size category several
years later, and very little upward movement from micro and small firm categories.
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Table 1: Share of income and employment by firm size in manufacturing 2021

Large Medium Small Micro
Total manufacturing
Share of income 77% 11% 5% 7%
Share of employment 42% 18% 12% 28%

Share of income

Type of manufacturer Large Medium Small Micro
Division 30: Food products and beverages 84% 9% 3% 1%
Division 31: Textiles, clothing, leather and footwear 26% 38% 16% 21%
Division 32: Wood, wood products, paper, publishing and 66% 14% 7% 12%
printing
Division 33: Coke, petroleum, chemical products, rubber 83% 9% 4% 4%
and plastic
Division 34: Glass and other non-metallic mineral products  62% 16% 11% 12%
Division 35: Metals, metal products, machinery and 62% 14% 8% 15%
equipment
Division 36: Electrical machinery and apparatus 67% 16% 8% 10%
Division 37: Telecommunication, medical and optical 54% 20% 10% 16%
equipment
Division 38: Transport equipment 90% 4% 2% 1%
Division 39: Furniture, other manufacturing and recycling 60% 14% 9% 17%

Source: Based on data presented in Figure 2 and Table 8 of Manufacturing industry: Financial, 2021 (Stats SA, 2023). Firms are
classified by the total value of sales of manufactured products. Large firms are those with sales exceeding R280.5 million; medium
firms record sales between R71.5 million and R280.5 million; small firms between R27.5 million and R71.5 million; and micro firms
between R3.98 million and R27.5 million.

2.2.2 Industry concentration

While the firm size distribution highlights stark differences in income and employment generation across
enterprises, it does not by itself reveal how competitive the sector is or how easily resources can shift from
low- to high-productivity firms. Concentration measures provide the missing link by capturing the extent to
which output and income are dominated by a small number of firms thus providing insights into the broader
market structure that shape firms’ incentives to enter, expand, innovate or exit.

Income in South African manufacturing is concentrated among a small number of large producers in most
sub-sectors. On aggregate, the five largest firms accounted for 12% of total manufacturing income in 2021,
rising to 21% for the top 10 firms and just over 30% for the top 20 (Stats SA, 2023). Concentration increases
sharply further up the distribution with the top 100 firms generating over half of the income in the sector.
There is, however, substantial heterogeneity across sub-sectors (Stats SA, 2023). Capital-intensive sectors
such as transport equipment and coke-petroleum, chemical products, rubber and plastics are highly
concentrated, with the top five firms accounting for 45-56% of income, and the top 20 firms close to or
exceeding 70%. These patterns point to production structures dominated by large incumbents, consistent
with high capital requirements and limited scope for entry. In contrast, textiles, clothing, leather and
footwear stands out as an exception: the top five firms account for just 14% of income, and even the top 20
firms less than 27%, reflecting a far more fragmented structure with a large number of small and micro
producers. Notably, this is the sub-sector that experienced some of the largest employment losses over the
past decade.

Taken together, these patterns place the weak aggregate performance in South African manufacturing in the
context of a firm landscape characterised by dominant incumbents in capital-intensive activities alongside
fragile, fragmented production in labour-intensive sectors. High levels of concentration are not in themselves
evidence of inefficiency. Indeed, the evidence presented in section 2.2.1 suggests that large firms account
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for a disproportionately large share of income relative to employment, implying substantially
higher value added per worker than among small and micro enterprises. In some industries,
concentration may therefore arise because more productive firms expand and capture market share,
reflecting efficient scale economies and the growth of successful firms. The key policy question is whether
concentration reflects such productivity-enhancing scaling or whether it is due to barriers to entry, limited
contestability, or sustained rents among incumbent firms. Distinguishing between these explanations is
critical because aggregate productivity depends not only on the existence of productive firms, but also on
whether resources can continue to flow towards the most productive producers over time. At the same time,
the vulnerability of less concentrated, labour-intensive sectors suggests constraints to the survival and
growth of small firms, raising further questions about whether productive entrants are able to scale and
compete effectively over time.

2.2.3 Mark-ups

While concentration ratios describe how income is distributed across firms, mark-ups provide a more direct
measure of pricing power and are central to understanding how competition and rent extraction shape
productivity, investment and labour outcomes. A large international literature shows that persistently high
mark-ups can weaken incentives to innovate and expand, distort resource allocation and lead to worse labour
market outcomes (Aghion et al., 2005; De Loecker et al., 2020; Amodio et al., 2020).

Recent evidence for South Africa shows that mark-ups in manufacturing are both high and unevenly
distributed across sectors. Using firm-level tax administrative data for the period 2012-2019, Kreuser et al.
(2024) estimate mark-ups for South African manufacturing and show that, despite a decline over time, levels
are high by international standards and exhibit substantial dispersion across firms and industries.® The
distribution of mark-ups is rightly skewed: a relative small number of firms charge very high mark-ups while
the median firm exhibits much lower pricing power. This pattern mirrors international evidence from
advanced economies, where rising aggregate mark-ups are driven primarily by the expansion and reallocation
of market share toward high mark-up firms rather than broad-based increases across all producers (De
Loecker and Eeckhout, 2018; De Loecker et al., 2020).

Within South African manufacturing, high mark-ups are closely associated with firm size and industry
characteristics. Large firms tend to charge significantly higher mark-ups than small and micro enterprises,
consistent with the concentration patterns documented earlier. Mark-ups are particularly elevated in capital-
intensive sub-sectors such as chemical, petroleum products and transport equipment, while more labour-
intensive sectors display lower average mark-ups but also weaker profitability and greater vulnerability to
contraction (Kreuser et al., 2024). Earlier work using industry-level data similarly documents persistently high
price-cost margins in South African manufacturing, with limited evidence of competitive erosion over time
(Aghion et al., 2008; Fedderke and Hill, 2011; Fedderke et al., 2018).

Taken together these findings suggest that market power in South African manufacturing is both unevenly
distributed and structurally persistent. While, as mentioned, concentration and high mark-ups may partly
reflect the successful expansion of productive firms, persistently high mark-ups can also indicate limited
contestability and barriers to entry. The question is whether market structure facilitates ongoing
productivity-enhancing reallocation or allows less productive firms to retain resources and market share.

6 Budlender (2019) also presents evidence of a decline in mark-ups in South Africa between 2010-14 but argues that
conclusions about whether mark-ups are high or low depends on how they are estimated, highlighting the need for caution
in drawing strong conclusions from cross-industry patterns.



2.2.4 Firm dynamics

A large body of international evidence emphasises that aggregate productivity growth and employment
creation depend not only on the performance of incumbent firms, but also on the dynamics of firm entry,
exit and expansion (Bartelsman et al., 2013; Melitz, 2003; Melitz and Polanec, 2015). High growth economies
tend to be characterised by frequent entry of new firms, the exit of unproductive producers, and the
reallocation of market share toward more productive incumbents. In manufacturing in particular, these
dynamics underpin both technological upgrading and job creation, as new firms introduce new technologies
and competitive pressure forces incumbents to innovate, expand or contract.

The evidence on firm dynamism in South Africa presents a more nuanced picture. Earlier studies using
administrative tax data point to relatively weak net employment creation through firm entry and exit,
alongside an ageing firm population and limited contribution of young firms to aggregate employment.
Aterido et al. (2019) document a declining share of young firms over time with nearly 60% of firms more than
ten years old, and firm churn concentrated among micro firms. Consistent with this, Tsebe et al. (2018) show
that employment growth in South Africa is driven primarily by incumbent firms, while the contribution of
firm entry to net job creation is small and the role of exit in job destruction is muted relative to higher growth
economies.

More recent evidence, however, suggests that South Africa may not be characterised by low churn per se.
Using administrative tax data, Visagie et al. (2026) document relatively high levels of business and worker
turnover, with rates of job and establishment reallocation comparable in several respects to OECD
economies. However, this substantial gross churn translates into limited net job growth and weak structural
transformation highlighting that substantial churn may coexist with weak productivity growth if labour and
capital are not systematically reallocated toward more productive firms.

Comparative evidence from other low- and middle-income countries also highlights the importance of
distinguishing between turnover and productivity-enhancing reallocation. Diao et al. (2025) show that in
countries such as Ethiopia and Tanzania, manufacturing employment growth during growth episodes has
been driven largely by the entry and expansion of small, low-productivity firms, with limited employment
growth among larger, more productive producers. This is in contrast to East Asian industrialisers where post-
entry firm growth and formal sector expansion underpin employment reallocation and productivity gains.

For South Africa, the available evidence points to an important unresolved question. While there is clear
evidence of firm and worker turnover, there remains relatively little direct evidence on post-entry scaling
trajectories, survival dynamics and the extent to which firm growth and exit are systematically related to
productivity in manufacturing. An important area for future research is therefore whether firm dynamics
operate through a process whereby more productive firms expand and less productive firms exit, or whether
firms instead remain stagnant over time with limited productivity-enhancing reallocation.

Taken together, the evidence on concentration, mark-ups and firm dynamics points to a manufacturing
sector characterised by limited competitive churn and weak reallocation of resources across firms.

2.3  Trade exposure and international orientation

Market structure and firm performance in manufacturing are closely intertwined with exposure to
international trade. Across countries, manufacturing sectors that are more integrated into export markets
and global value chains tend to exhibit higher productivity levels, greater firm dynamism, and stronger
competitive pressures, while import exposure shapes access to intermediate inputs, capital goods and
technologies (Melitz, 2003; Bernard et al., 2007; DelLoecker, 2013). As such, trade outcomes provide an
important descriptive lens into the extent to which manufacturing sectors are outward oriented and
competitive.
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Figure 3 shows that South Africa’s manufacturing trade has undergone a clear structural
deterioration since the mid-2000s, distinct from, but related to, trends in overall merchandise
trade (see Figure A2 of the Appendix). In real terms, manufacturing exports and imports expanded steadily
from 2000 to 2008, broadly tracking merchandise trade, before collapsing sharply during the Global Financial
Crisis. While merchandise exports rebounded strongly in the early 2010s, the recovery in manufacturing
exports is more muted and followed by a prolonged decline, falling persistently from the mid-2010s and
remaining well below pre-crisis levels up to 2024.

Manufacturing imports follow a similar but earlier trajectory: after a brief post-crisis rebound, they trend
downwards from around 2012-13. Coupled with the decline in manufacturing output, employment and
exports, this decline likely reflects weak investment and industrial demand rather than successful import
substitution. The COVID-19 shock reinforces these patterns: although both manufacturing and merchandise
trade contracted sharply in 2020, the subsequent recovery in manufacturing exports and imports is weaker
and less durable than for merchandise trade as a whole. This divergence is consistent with Edwards (2024),
who characterises South Africa as facing an export crisis marked by stagnated real exports, declining export
dynamism, and a hollowing-out of the manufacturing export base. Edwards (2024) shows that overall exports
have failed to regain their pre-2008 contribution to growth and that manufacturing exporters account for
most firm exits from exporting over the last decade.

Figure 3: Manufacturing trade 2000-2024
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Evidence on export performance at the firm-level provides insight into which manufacturing firms participate
in export markets and the characteristics of firms that account for the bulk of export activity. Using South
African tax administrative data matched to customs records, Matthee et al. (2018) show that only a minority
of manufacturing firms participate directly in export markets, and that export activity is highly concentrated
among a limited number of firms. Exporting firms are systematically larger, they are more productive and
pay higher wages than non-exporters. The largest contributions to export value come from multi-product
and multi-destination firms. These patterns mirror international evidence and underscore the narrow and
concentrated nature of South Africa’s manufacturing export base.

In combination, these trends highlight the close alignment between manufacturing’s external performance
and its domestic trajectory. The prolonged decline in manufacturing exports and imports since the early
2010s mirrors falling output, employment contraction and weak investment, suggesting that trade outcomes
are closely intertwined with broader structural dynamics in the sector.
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3. Constraints to productivity growth

The evidence presented in section 2 depicts a manufacturing sector characterised by persistently weak
aggregate performance. Output and employment have declined over the long run, while production, income
generation, and export activity are increasingly concentrated among a small number of large, capital-
intensive firms. Labour-intensive subsectors have contracted sharply, firm turnover does not appear to
translate consistently into productivity-enhancing reallocation, and manufacturing trade has failed to recover
its pre-crisis trajectory.

These aggregate outcomes, in particular declining manufacturing output shares and persistent job losses,
suggest that constraints to productivity growth play a central role in shaping the aggregate performance of
the sector. In this section we explore these constraints organized around three core underlying mechanisms:
(i) within-firm productivity constraints; (ii) between-firm resource allocation; and (iii) labour mobility and
participation. The discussion begins by presenting key trends in productivity growth, allocative efficiency and
labour mobility that motivates these mechanisms.

3.1 Productivity growth, misallocation, and labour mobility and participation: key
trends

The manufacturing sector in South Africa has experienced persistently weak TFP growth over the last two
decades. Using detailed tax administrative data, Kreuser and Newman (2018) document the poor
productivity performance of the sector since 2009, a finding reinforced and extended by Kreuser and Brink
(2021) for the period 2010-2017. One explanation is low levels of firm-level technical efficiency suggesting
that the existence of within-firm productivity constraints impeding technology upgrading and efficiency
improvements. These studies also show, however, that the dispersion in productivity across firms is large and
persistent over time, with limited convergence between low- and high productivity producers: low
productivity firms do not systematically catch up, while high productivity firms do not expand sufficiently to
drive aggregate gains. This suggests that a large share of measured productivity differences may also reflect
allocative inefficiency (the extent to which output is concentrated in more productive firms).”

Indeed, large and persistent differences in living standards across countries are closely tied to differences in
productivity. A central explanation for these gaps is the inefficient allocation of resources across firms. When
labour and capital are not allocated to their most productive uses, aggregate total factor productivity (TFP)
falls even if individual firms are technologically capable. While misallocation exists in advanced economies,
it is typically more pronounced in developing countries, where factor markets function less efficiently and
regulatory and institutional frictions are more pervasive (Restuccia and Rogerson, 2017; Bun et al., 2023).
Seminal work by Hsieh and Klenow (2009) demonstrates the potentially large magnitude of these distortions,
estimating that equalising marginal products of capital and labour to US levels would raise TFP by 30-50
percent in China and 40-60 percent in India.

This framework is directly relevant for South Africa given the large share of aggregate productivity changes
that can be attributed to allocative inefficiency (Kreuser and Brink, 2021). Newman et al. (2019) quantify the
magnitude of these distortions and estimate that misallocation of labour and capital reduced manufacturing
TFP by between 16-22% over the period 2010-2014. Capital misallocation is the dominant driver, particularly

7 It is worth noting that there is substantial heterogeneity in allocative efficiency across manufacturing subsectors (Kreuser
and Brink, 2021). Food, paper, and chemicals and pharmaceuticals display relatively high allocative efficiency, with output
more strongly concentrated among productive firms, whereas fabricated metals, wood and cork, furniture, and electrical
equipment exhibit particularly weak allocation patterns. Industries with higher allocative efficiency tend to be more capital
intensive and display higher capital elasticities of output.
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among micro, small and medium-sized firms, while large firms exhibit more efficient allocation.
These findings do not imply that concentration itself is a source of inefficiency. Indeed, the
evidence presented in Section 2 suggests that output is often concentrated among larger and more
productive firms. Rather, they suggest that aggregate productivity remains below its potential because labour
and capital do not move as efficiently as they could towards the most productive firms.

Labour mobility plays an important role in the reallocation process and is a potential mechanism for
productivity growth and wage progression, but only when mobility supports movement toward more
productive firms. A central distinction emerging from the literature is between job churn, defined as frequent
movements between jobs or between employment and non-employment, and job progression, defined as
movement into more productive or higher-paying firms or occupations. Recent cross-country evidence shows
that higher labour market dynamism in developing economies often reflects instability rather than
progression, with frequent transitions into and out of marginal employment and limited persistence in
higher-quality jobs (Donovan et al., 2023). In this context, high job churn does not signal efficient reallocation
or upward mobility, but instead a ‘slippery job ladder’ where workers struggle to secure durable wage growth
and stable employment.

Evidence from matched employer—employee administrative data in South Africa shows that job-to-job
mobility in manufacturing is quantitatively substantial, with roughly 10% of workers switching employers
annually (Hlatshwaya et al., 2020). However, many transitions are short-lived: nearly one-third of workers
exit their new firm within one year.® Crucially, mobility does not consistently move workers upward along
the productivity distribution. Transitions into lower-productivity firms are at least as common as moves into
higher-productivity firms (Hlatshwaya et al., 2020). Shorter job spells and limited progression have direct
implications for earnings trajectories. Further evidence from matched employer-employee tax data shows
that wage levels in South Africa are strongly shaped by firm wage premia: workers who move to higher-
paying firms experience substantial increases in earnings (Bassier, 2023). As a result, wage growth depends
crucially on whether workers are able to access and remain in more productive, higher paying firms.

This suggests that there is a dual nature to the South African labour market where on one side there is an
upwardly mobile group of productive workers that can transition to better jobs, while on the other there is
a mass of low-productivity workers transitioning in and out of employment without moving up the job ladder.
Where mobility does not facilitate such moves, transitions are more likely to reflect churn than sustained
upward progression. These patterns imply that job churn does not reliably translate into improved matching,
higher productivity, or sustained wage growth. As a result, labour reallocation does not play the productivity-
enhancing role observed in more dynamic manufacturing environments.

Access to high-wage manufacturing jobs is shaped not only by firm dynamics and labour mobility, but also by
broader patterns of labour force participation. The ILO data presented in Figures 4 and 5 show a persistent
and sizeable gender gap in labour force participation in South Africa over the past two decades. Among the
working-age population, male participation rates remain substantially higher than female rates throughout
the period, although the gap narrows modestly over time. The disparity is even more pronounced among
youth (ages 15—24), where participation rates for both men and women declined in the early 2000s and again
during major economic shocks, the Global Financial Crisis and COVID-19, but remain consistently lower for
young women.

8 This is part of a longer-term trend in South Africa. Hill et al. (2020) show that since the end of apartheid, South Africa has
experienced declining employment stability with shorter job spells and greater concentration in unstable work, reflecting
deep structural labour market segmentation.
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Figure 5 highlights strong stratification by educational attainment. Participation rates rise sharply
with education for both genders, but women with basic education exhibit particularly low and
volatile attachment to the labour market, while those with advanced education display participation rates
comparable to men. Taken together, these patterns suggest that access to employment, and therefore to
high-paying manufacturing jobs, is highly segmented by gender and skill level.

These trends are consistent with Bassier and Gautham (2025) who show that sorting into lower-paying firms
accounts for about 45% of the gender wage gap in South Africa’s formal sector. While young women enter
formal employment at similar firm pay levels as men, wage gaps widen rapidly over the employment lifecycle,
reflecting weaker upward mobility into better-paying firms for women. Although women are almost as likely
as men to change jobs, they are less likely than men to transition to firms offering higher wage premia. This
is reflected in the rising gender wage gap documented in Pleace et al. (2023).

These findings highlight a critical distinction between participation and progression. Entry into manufacturing
employment does not, on its own, guarantee access to stable or high-quality jobs. Instead, barriers to
movement into more productive firms limit wage growth and reinforce inequality, even among workers who
remain continuously employed. This distinction is particularly salient in a labour market characterised by
persistently high unemployment and weak labour market outcomes for women and young workers (OECD,
2025). Manufacturing employment no longer reliably functions as a broad-based job ladder, with mobility
often reflecting churn rather than progression. These patterns point to labour mobility and firm
heterogeneity as central channels through which manufacturing performance translates into worker
outcomes.

Figure 4: Labour Force Participation: Gender and youth
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Overall, these empirical patterns motivate the three mechanisms used in the remainder of the paper to
diagnose the productivity challenge facing the manufacturing sector in South Africa: (i) constraints on
productivity growth within firms; (ii) frictions that impede the reallocation of resources across firms; and (iii)
labour mobility and participation.

3.2  Within-firm productivity constraints

The first mechanism explores the factors that limit productivity improvements within firms: how effectively
firms upgrade technologies, improve efficiency, and expand output.

3.2.1 Innovation and technology adoption

Innovation is widely recognised as a core mechanism for firm-level productivity growth, through formal
research and development (R&D) investments, product and process upgrading, and the accumulation of
intangible capital (Romer, 1990; Aghion and Howitt, 1992). South African evidence broadly aligns with this
literature. Kreuser and Newman (2018) find a positive association between R&D expenditure and total factor
productivity (TFP) in manufacturing. Using Business Innovation Survey data, Kahn et al. (2022) show that
product and process innovations are positively associated with higher labour productivity, and that exporters
are more likely to introduce product innovations. Steenkamp et al. (2018) find a positive elasticity of output
with respect to R&D, despite low average R&D intensity. Kilumelume et al. (2025a), using administrative tax
and customs data, show that firms undertaking large automation investments experience substantial
increases in output, value added, value added per worker and TFP over subsequent years, alongside increases
in employment and wages.

At the same time, innovation and adoption are highly uneven and shaped by firm capabilities and external
exposure. International evidence shows that competitive pressure and trade can induce within-firm
upgrading (Aghion et al., 2005; Verhoogen, 2008; Atkin et al., 2017). South African evidence is consistent with
this pattern: Naidoo (2020) finds a positive association between innovation and export participation, while
Kahn et al. (2022) show that exporters and firms with higher skilled labour shares are more innovation-active.
Avenyo et al. (2024) document low and uneven adoption of advanced digital technologies in manufacturing,
with capital constraints, skills, exporting status and foreign ownership strongly associated with adoption.
Although policy instruments such as the Section 11D R&D Tax Incentive appear to increase reported R&D
expenditure (World Bank, 2019), available evaluations do not provide statistically robust evidence of positive
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productivity effects. Overall, the evidence suggests that innovation and technology adoption are
associated with higher firm performance in South Africa, but that uptake and adoption is limited.

An important factor underpinning technology adoption is investment. The adoption of new machinery,
automation technologies, digital systems and production processes generally requires substantial capital
expenditure, while complementary investments in organisational systems and worker skills are often needed
to realise productivity gains. The weakening investment trends discussed in Section 2 therefore have
implications not only for productive capacity but also for the pace at which firms are able to adopt and diffuse
new technologies, potentially limiting productivity growth even where technological opportunities are
available.

3.2.2 Productivity spillovers

Productivity spillovers arise when firms benefit from external knowledge, technologies, and practices
generated by other firms. International evidence shows that such spillovers operate through a variety of
mechanisms including FDI, trade linkages, input sourcing, and labour mobility, but are neither automatic nor
uniform (Aitken and Harrison, 1999; Javorcik, 2004; Amiti and Konings, 2007; Verhoogen, 2008; Atkin,
Khandelwal and Osman, 2017; Poole, 2013; Newman et al., 2015). In South Africa, the available evidence
suggests that vertical linkages are more important than horizontal ones. Sgrensen (2020) finds no robust
evidence that foreign presence in the same industry raises domestic firms’ export sophistication, but
documents patterns consistent with forward spillovers: foreign presence in upstream input-supplying sectors
is associated with greater export complexity among domestic firms. Edwards (2024) shows that firms that
both import and export outperform non-traders on multiple performance metrics, and that greater
imported-input variety is positively associated with productivity. However, high tariffs, non-tariff barriers,
and logistics inefficiencies increase the costs of importing and exporting, constraining these channels of
knowledge diffusion. Labour mobility provides an additional spillover mechanism, but with uneven effects.
Using matched employer—-employee data, Hlatshwaya et al. (2020) find that high-productivity firms benefit
from hiring workers from other high-productivity firms, while lower-productivity firms more frequently hire
workers from similar low-productivity firms, leading to negative productivity spillovers.

Taken together, the South African evidence points to asymmetric spillovers. Knowledge diffusion operates
primarily through vertical trade linkages and selective labour mobility, rather than through horizontal
competition effects. Spillovers accrue disproportionately to firms already connected to foreign suppliers,
engaged in two-way trade, or positioned higher in the productivity distribution. Rather than driving
convergence, these mechanisms appear to reinforce existing capability differences.

3.2.3 Reliability as a productivity wedge.

South Africa’s high-cost operating environment has become a significant constraint on within-firm
productivity growth. The OECD Economic Survey (2025) emphasises that persistent electricity shortages, rail
and port bottlenecks, rising administered prices, weak infrastructure, and regulatory frictions have weighed
on investment, exports and firm dynamism over the past decade (OECD, 2025). This is consistent with
international micro-evidence which shows that unreliable electricity reduces firm productivity: Abeberese et
al. (2021) estimate that eliminating outages could raise labour productivity and TFP among Ghanaian
manufacturing SMEs by roughly 10%, while Cole et al. (2018) find that outages significantly reduce sales,
profits and TFP across African firms, especially those without backup generation.

The evidence from South Africa is consistent with these patterns. Ndubuisi et al. (2024) show that electricity
crises are associated with significant job destruction in manufacturing, with disproportionately larger effects
for energy-vulnerable sectors. Suenaga (2024) highlights economy-wide cost increases from electricity
shortages, while Bhorat and Kohler (2025) find that loadshedding is associated with lower employment and
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working hours, and generally negative effects on earnings. Although supply conditions in South
Africa have improved, the OECD (2025) cautions that financial stress and infrastructure backlogs
continue to pose risks to reliability of electricity supply, thereby posing significant risks to manufacturing
sector productivity. At a macro level, Fried and Lagakos (2023) suggest that outages reduce aggregate
productivity by discouraging firm entry and expansion, implying that reliability affects both short-run
production and longer-run industrial development. Beyond their direct effects on production, reliability
constraints may also weaken incentives for investment. Frequent electricity disruptions increase uncertainty,
raise operating costs and reduce the expected returns to capital expenditure, making firms less willing to
undertake long-term investments.

Logistics constraints represent a parallel productivity wedge, particularly for tradable manufacturing. The
OECD (2025) documents persistent inefficiencies in rail freight and port operations, including congestion,
equipment failures and declining terminal performance. These frictions raise inland transport costs, increase
delivered input prices and reduce export competitiveness. Edwards (2024) argues that high trade and
logistics costs operate similar to a tax on importing and exporting firms, limiting access to imported
intermediates and dampening learning-through-trade channels. Logistics constraints may also affect
investment decisions by reducing the attractiveness of expanding production capacity, particularly for firms
operating in tradable sectors where competitiveness depends on timely access to inputs and customers.

3.2.4 Management, organisational capability, and skills.

A large body of international research shows that management and organisational capability are central to
firm performance and productivity (Bertrand and Schoar, 2003; Bloom and Van Reenan, 2007). Management
practices shape how firms organise production, allocate resources and adopt new technologies, and they
complement technology upgrading: firms with stronger organisational systems yield higher returns to new
technologies (Bloom et al., 2013). In developing countries, however, average management quality is much
lower relative to advanced economies (Bloom and Van Reenan, 2007). Experimental evidence indicates
though that management quality can be improved through well-designed interventions such as intensive,
firm-embedded consulting (Bruhn et al., 2018; lacovone et al.,, 2022; McKenzie and Anderson, 2021).
Additional studies identify distinct managerial channels through which firm performance can improve:
structured consulting that enhances managerial decision-making (Cai and Wang, 2022); interventions that
reallocate managerial attention toward higher-return activities (Gosnell et al., 2020); and improvements in
supervisory practices and organisational systems within firms (Adhvaryu et al., 2022). Recent work by Bloom
et al. (2025) emphasises that management quality is central not only to productivity levels, but to firm scaling
and economic dynamism. Well-managed firms are more likely to expand, adopt new technologies, and
survive competitive pressure, while poorly managed firms remain stagnant. This shifts the narrative from
management as a static correlate of productivity to management as a driver of structural transformation
within sectors. Capability upgrading therefore plays a dual role: raising productivity within firms and
strengthening the process of growth, selection, and reallocation across firms.

These findings from the international literature suggest that managerial capability could be an important
policy-relevant constraint on productivity in South Africa. However, unlike several other emerging
economies, South Africa lacks systematic survey-based evidence on management practices comparable to
international benchmarks. As a result, it remains unclear whether management quality explains a meaningful
share of productivity dispersion across firms or whether targeted management interventions would generate
substantial returns.

Worker skills and organisational capabilities further shape within-firm productivity. Training and human
capital investments are associated with productivity improvements and stronger adoption of new
technologies (Acemoglu and Pischke, 1998). In South African manufacturing, employment growth has been
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skill-biased, with expansion concentrated in higher-skilled occupations, particularly managers
(Bhorat and Rooney, 2017), while weaknesses in the education and training system constrain the
supply of appropriate skills. International evidence indicates that well-designed apprenticeship and training
programmes can improve earnings and task complexity (Crépon and Premand, 2025), and that interventions
targeting organisational practices, incentives and non-cognitive skills can improve worker and firm outcomes
(Friebel et al., 2017; McKenzie, 2017, 2021; Barrera-Osorio et al., 2021; Adhvaryu et al., 2023; Chioda et al.,
2021; Campos et al., 2017; Acevedo et al., 2020; Groh et al., 2016; Allemand et al., 2025). However, evidence
from South Africa’s Learnership programme, suggests that large-scale vocational interventions have
delivered only modest and short-lived employment gains (Rankin et al., 2014).

Overall, international evidence suggests that managerial and worker capabilities matter for productivity
growth, but in South Africa there remains important gaps in measurement and in understanding which
capability-building efforts are most effective.

3.2.5 Summary

Overall, the evidence suggests that within-firm productivity growth in South Africa is constrained by a
combination of limited and uneven innovation adoption, asymmetric spillovers, high-cost and unreliable
operating conditions, and gaps in managerial and workforce capabilities. While firms that invest in R&D,
adopt new technologies, engage in trade, or upgrade management practices tend to achieve higher
productivity, these gains are concentrated among more capable and better-connected firms. Knowledge
diffusion through trade and labour mobility is selective rather than broad-based, and infrastructure and
logistics constraints act as persistent productivity wedges that raise costs and dampen expansion. At the
same time, weaknesses in management quality, skills formation, and the effectiveness of large-scale training
interventions limit firms’ ability to absorb technologies and scale efficiently. Taken together, these factors
suggest that productivity constraints are not driven by a single bottleneck but by a reinforcing set of
capability, connectivity, and operating environment challenges that hinder firm-level upgrading.

3.3 Between-firm resource allocation

The second mechanism examines how labour and capital are allocated across firms. Even if some firms are
productive, aggregate performance will remain weak if resources do not shift toward them. Understanding
the sources of misallocation is critical for policy. Restuccia and Rogerson (2017) classify distortions into three
broad categories. First, statutory distortions arise from regulations and taxes that vary systematically with
firm characteristics such as size or sector. Second, discretionary distortions favour or penalise specific firms,
including preferential tax treatment, subsidised credit, or distortions linked to corruption or cronyism. Third,
misallocation can result from market imperfections such as monopoly power, weak property rights, or
incomplete financial markets.

A growing empirical literature identifies specific mechanisms through which these distortions operate. Cross-
country evidence from Bartelsman et al. (2013) shows substantial variation in within-industry allocative
efficiency, with adjustment frictions and policy distortions explaining meaningful productivity differences.
Asker et al. (2014) highlight the role of dynamic adjustment costs and volatility in generating persistent
dispersion in marginal revenue products. More recent work deepens this understanding. Uras and Wang
(2024) extend the framework by introducing distortions to firms’ production techniques and show that such
“technique wedges” can account for a substantial share of sectoral TFP losses, often exceeding those from
capital distortions alone. Credit constraints are another central channel. Studies such as Caballero et al.
(2008), Caggese and Cufiat (2013), Gopinath et al. (2017), and Midrigan and Xu (2014) show that limited
access to finance prevents high-productivity firms from expanding and keeps capital in lower-productivity
uses. Labour misallocation also plays an important role. Hsieh et al. (2019) show that improved allocation of
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talent across occupations contributed to productivity gains in the United States, while Guner et al.
(2008) demonstrate how size-dependent regulations can distort firm growth and labour
allocation. Related work by Bento and Restuccia (2017) shows that distortions reduce firm size and lower
productivity across the entire distribution, while Garicano et al. (2016) document the welfare costs of size-
contingent labour regulations in France.

The findings from the international literature suggest that financial frictions, regulatory burdens, and other
barriers to growth may be central to the manufacturing sector’s underperformance in South Africa.
Identifying and addressing these distortions is therefore essential for restoring allocative efficiency and
improving aggregate productivity. In what follows, we review the literature in a South African context that
attempts to identify specific sources of distortions. This review is not exhaustive but focuses on areas where
credible empirical evidence is currently available.

3.3.1 Market power and weak competitive churn.

Patterns of market power provide an important lens through which to interpret misallocation and weak
reallocation dynamics in South African manufacturing. Recent work by Kreuser et al. (2024) estimates
industry-level markups for 2012—-2019, and documents substantial heterogeneity across sectors. They show
that while markups have declined for many smaller industries, sectors accounting for a large share of total
sales experience more stable or rising markups, driven in part by compositional shifts toward surviving firms.

Kreuser and Brink (2021) show that structural characteristics differ systematically between industries with
higher and lower allocative efficiency. Industries with stronger allocative efficiency display different output
and capital concentration dynamics than less efficient ones, reinforcing the idea that market structure and
scale interact closely with productivity outcomes. The persistence of productivity dispersion alongside
concentrated output shares raises concerns that market power may be inhibiting effective reallocation.

Merger activity appears to be an important mechanism behind these patterns. Kreuser et al. (2024) find that
a 1% increase in cumulative merger activity linked to a 0.27% increase in structural mark-up growth over the
period. Large mergers play a disproportionate role, and the type of merger matters: vertical mergers are
associated with rising structural and materials mark-ups but declining labour mark-ups, while large horizontal
mergers tend to increase both labour and structural mark-ups. These findings suggest that rising market
power in some segments of manufacturing is not simply a reflection of scale or productivity differences, but
is closely linked to ownership changes and the integration of supply chains. Where markups rise without
commensurate productivity gains, resource reallocation may be weakened.

These patterns also have direct implications for firm dynamics, which is central to allocative efficiency. Entry,
exit and the scaling of high-productivity firms are the primary mechanisms through which labour and capital
get reallocated to more efficient producers. When dominant firms command substantial market power, entry
by new firms becomes less attractive and post-entry expansion more difficult. Smaller incumbents may face
structural barriers to scaling, while low-productivity firms can persist in protected niches. The coexistence of
high-markup incumbents and a large mass of low-productivity, low-markup firms suggests weak competitive
selection operating at both ends of the distribution. At the top, persistently high markups among dominant
firms indicate limited contestability: if competitive pressure were strong, entry or expansion by rivals would
erode excess margins over time. At the bottom, the continued survival of low-productivity, low-markup firms
implies that inefficient producers are not being forced to exit through competitive pressure. In a well-
functioning reallocation process, high-productivity firms would expand and displace less efficient
competitors, while entry would challenge incumbents with elevated markups. The persistence of both
segments therefore points to weaknesses in productivity-enhancing reallocation: productive firms may not
expand sufficiently, entrants may not scale, and low productivity firms may persist rather than exit.
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Taken together, the evidence suggests that market power, concentration and merger-driven
structural change may be dampening competitive pressures and weakening the reallocation
mechanisms that underpin productivity growth. In such an environment, improving allocative efficiency
requires strengthening contestability and entry dynamics in concentrated sectors.

3.3.2 Policy-induced wedges.

An important finding in the misallocation literature is that productivity losses often arise not from explicit
productivity policy, but as unintended consequences of sectoral, trade, financial, or regulatory interventions.
Policies designed to protect firms, stabilize employment, or support strategic sectors can inadvertently
distort the allocation of capital and labour across heterogeneous producers. When these interventions shield
less productive firms, alter relative prices, or introduce firm-specific wedges, they can weaken the process
through which resources shift toward more efficient producers, reducing aggregate TFP.

Recent South African evidence provides a clear illustration of this mechanism. Kilumelume at al. (2025b) show
that import tariffs are strongly associated with capital misallocation in manufacturing. Using tax
administrative data and a structural decomposition of capital productivity dispersion, they demonstrate that
higher industry-level tariffs are linked to larger correlated distortions, where relatively less productive firms
command a disproportionate share of capital. A one-standard-deviation increase in import tariffs (6.5
percentage points) is associated with aggregate productivity losses of between 2.8 and 6.2 percent operating
through the capital misallocation channel alone. Importantly, these effects are not captured by naive
measures of dispersion; they emerge only when distortions are structurally decomposed into their underlying
components. The policy implication is stark: trade protection intended to support domestic industry can,
through resource misallocation, reduce aggregate productivity.

These findings align with international evidence presented above showing that policy reforms can alter
aggregate productivity through allocative efficiency channels and underscore the need for productivity to be
treated as a cross-cutting policy criterion, as interventions that shield incumbents, alter relative prices, or
introduce firm-specific wedges can generate persistent aggregate costs by weakening reallocation toward
more efficient producers.

3.3.3 Historical legacies.

An important dimension of misallocation in South Africa arises not from contemporary policy design, but
from the unintended persistence of historical distortions. Nesongano et al. (2026) show that apartheid-era
labour market regulations continue to shape the allocation of labour decades after their formal repeal. During
apartheid, a dense web of legislation, including job reservations, closed-shop agreements, racially
discriminatory minimum wages, spatial mobility restrictions, and skill certification requirements, deliberately
constrained black workers’ occupational and geographic mobility. These policies were implemented at fine
sector—district levels, creating highly localised distortions in labour allocation.

Linking digitised historical gazette data (1954-1994) to contemporary matched employer-employee
administrative data (2012-2018), Nesongano et al. (2026) measure labour misallocation as dispersion in the
marginal revenue product of labour within sector—district cells. They find that historically restricted sector-
district pairs exhibit between 4-14% higher labour misallocation today relative to unaffected counterparts .
The effects are particularly strong for discriminatory minimum wage provisions and ministerial job
reservations under Section 77 of the Industrial Conciliation Act. Importantly, they find no significant
differences in average firm-level productivity across treated and untreated areas. The long-run cost of
apartheid therefore operates primarily through allocative inefficiency, that is, through distortions in how
labour is distributed across firms, rather than through persistent differences in firm-level technical efficiency.
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3.3.4 Summary

The available evidence suggests that South Africa’s weak manufacturing performance reflects not only
limited within-firm upgrading, but also persistent frictions that impede the reallocation of labour and capital
toward more productive firms. Misallocation is shaped by multiple and interacting forces: financial
constraints that limit the expansion of efficient firms; market power and merger dynamics that alter
competitive pressures; trade policies that unintentionally distort capital allocation; and deep historical
legacies that continue to affect labour mobility decades after formal repeal.

The South African literature has made important progress in quantifying the magnitude of allocative
efficiency losses and in identifying specific channels, particularly capital misallocation among smaller firms
and the role of tariffs and market structure. However, significant gaps remain. We still know relatively little
about the micro-level mechanisms through which financial frictions operate, how entry and exit dynamics
contribute to persistent dispersion, how infrastructure and network industries interact with firm scaling, and
how different distortions compound or offset one another across sectors. Nor do we yet have a
comprehensive understanding of how contemporary industrial and regulatory policies affect allocative
efficiency over time. Addressing these gaps is central to developing a coherent productivity strategy: without
a clearer diagnosis of why high-productivity firms fail to scale and why low-productivity firms persist, policy
risks reinforcing the very distortions it seeks to resolve.

3.4  Constraints to labour mobility and participation

Labour mobility can enhance productivity by reallocating workers from lower- to higher-productivity firms
and by facilitating the diffusion of tacit knowledge, skills and organisational routines. Labour mobility can
only enhance productivity if workers are able to enter manufacturing employment and remain attached long
enough to accumulate experience and access better jobs. As documented above, this mechanism operates
poorly in the South African manufacturing sector.

3.4.1 Structural constraints

A number of structural constraints that prevent workers from finding jobs and progressing through the job
ladder have been identified in the literature on South African labour markets. Spatial and informational
barriers restrict access to employment opportunities, particularly for those located far from economic
centres (Banerjee and Sequeira, 2023; Van der Merwe and de Jong, 2023). Amodio et al. (2020) show that
limited product market competition could dampen labour market dynamism. In particular, they find that
higher employment concentration in high-markup sectors is associated not only with higher unemployment
but also lower transitions into employment, indicating that limited product market competition can dampen
labour market dynamism. Township economies face additional constraints, including limited access to
finance, crime, limited market access and weak managerial capacity, which reduce local job creation
(Tshuma, 2022).

3.4.2 Institutional constraints and levers

Labour market institutions shape wage-setting and hiring decisions, and so also influence worker transitions
between firms. Budlender and Bassier (2023) show that in the presence of binding wage floors, firms in a
lower—mid productivity range do not raise wages or employment in response to productivity shocks, instead
absorbing gains as higher profits, while higher-productivity firms expand wages and employment normally.®

9 Related evidence from the 2013 agricultural minimum wage increase shows that wage shocks can also propagate across
production networks, reducing employment in upstream-exposed industries (Tan, 2021).
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This creates heterogeneity in hiring and wage growth across firms, potentially concentrating
mobility and earnings progression in the unconstrained segment of the productivity distribution.

While wage floors can generate productivity-threshold effects that segment hiring responses across firms,
centralised bargaining may simultaneously compress inter-firm wage differentials within connected labour
markets, altering the incentives governing worker transitions. Bassier (2021) shows that centralized
bargaining raises wages in covered firms and generates spillovers to non-covered but connected
manufacturing firms through worker flows. By lifting wage floors across interconnected employers,
bargaining councils strengthen workers’ outside options within local labour markets, thereby facilitating
mobility across firms that compete for similar labour.

Policies aimed at affirmative action also play a role. Evidence on the Employment Equity Act (EEA) suggests
that compliance requirements altered recruitment strategies in larger firms. Landman and O’Clery (2020)
find that firms subject to the Act increased the diversity of sectors from which they recruit female workers
and raised average female wages. These effects are particularly pronounced in male-dominated industries,
suggesting that affirmative action requirements induced cross-sector labour reallocation rather than simply
within-sector adjustments. While the Act aimed to redress historical inequalities, its implementation appears
to have had measurable effects on inter-industry mobility and the structure of female employment.

In contrast, the Employment Tax Incentive (ETI) had more modest effects. Introduced in 2014, the ETI
provided a temporary payroll tax credit to firms hiring young, low-wage workers, effectively lowering the
cost of inexperienced labour. However, firm-level evaluations highlight substantial selection and
identification challenges, with credible estimates suggesting at most modest increases in youth employment
at the firm level (Budlender and Ebrahim, 2021). Worker-level evidence similarly finds limited aggregate
employment gains: while there is some increase in entry into employment among low-wage youth, these
effects are too small to shift overall youth employment rates (Ebrahim and Pirtilla, 2025). This suggests that
while hiring incentives can facilitate initial labour market entry, they do not fundamentally reshape job-to-
job mobility or upward progression within the labour market.

Contractual arrangements further shape mobility patterns. Cassim (2020) shows that the 2015 tightening of
protections for temporary employment service (TES) workers increased transitions from TES into the non-
TES formal sector for affected workers, and that those who transitioned experienced improved job
conditions, especially higher earnings. However, a larger share of affected TES workers also moved out of the
tax-registered data altogether, consistent with shifts into informality, unemployment, or inactivity,
suggesting that regulatory reforms can re-route mobility flows rather than uniformly strengthening labour
market attachment.

3.4.3 Summary

Overall, labour mobility in manufacturing does not reliably function as a mechanism for productivity diffusion
or upward mobility. Structural constraints, including spatial mismatch, informational frictions, township-level
barriers, and concentrated product markets, limit entry into employment and reduce the dynamism of job-
to-job transitions. Within this constrained environment, institutional arrangements reshape mobility in
differentiated ways. Wage floors and regulatory protections can generate productivity thresholds that
segment hiring responses and concentrate advancement within higher-productivity firms, while centralized
bargaining and affirmative action requirements may strengthen outside options and induce cross-firm or
cross-sector reallocation. Targeted hiring incentives ease entry at the margin but have limited effects on
sustained progression, and contract regulation can redirect transition pathways without uniformly improving
attachment. Taken together, mobility in manufacturing is structured rather than fluid: shaped by deep spatial
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and market frictions and mediated by institutions that both alleviate and reinforce segmentation.
As a result, worker mobility does not consistently translate into broad-based productivity gains.

4. Policy architecture and implications

Industrialisation and job creation are at the centre of the Presidency’s Strategic Plan 2025-2030 which
prioritises inclusive growth and job creation (The Presidency SA, 2024). Industrial policy is operationalized
through a Reimagined Industrial Strategy and is implemented through sector Master Plans (since 2019)
designed as a platform for coordination between government, business and labour and a mechanism to
address sector-specific constraints (DTIC, 2024).1° The core aims are to revitalise industrial capacity and
mobilise investment. Complementary reforms in trade policy, competition law, infrastructure and logistics,
labour market regulation, and education and skills also contribute to these aims by shaping the incentives
and constraints facing firms and workers. This constitutes an ambitious and evolving policy landscape for
promoting industrial development in South Africa.

The evidence reviewed in Section 3 identifies a number of frictions that inhibit productivity growth in South
African manufacturing. These frictions affect three broad areas: the ability of firms to upgrade and improve
productivity, the efficiency with which labour and capital are allocated across firms, and the extent to which
labour mobility supports progression toward more productive employment. The analysis also highlights that
distortions affecting these mechanisms arise from a wide range of policies, including industrial policy, trade
policy, competition regulation, labour market institutions and infrastructure provision. Indeed, many
distortions may arise unintentionally when policies designed for legitimate objectives, such as protection,
redistribution, or stability, introduce wedges across heterogeneous firms and weaken reallocation dynamics.
A related concern is that these same distortions may also weaken incentives for investment, thereby limiting
technology adoption and productive upgrading.

To provide a common lens through which to assess the policy architecture, this paper proposes a
productivity-proofing framework. The central idea is that policies should be evaluated not only in terms of
their immediate objectives, but also in terms of whether they strengthen or weaken the mechanisms that
underpin productivity growth. In particular, four questions emerge directly from the evidence reviewed
above:

o How does the policy affect the allocation of capital and labour across firms?

o Does it enhance or weaken contestability and entry?

o Does it strengthen firm capability upgrading?

. Does it improve or constrain mobility of workers toward higher-productivity firms?

The discussion that follows applies this framework to South Africa's existing policy architecture with the aim
of examining how multiple productivity mechanisms are simultaneously affected and whether tensions
between these mechanisms are recognised and managed.

4.1 Policy to reduce within-firm productivity constraints

Viewed through the productivity-proofing framework, the principal challenge for within-firm productivity
growth is whether existing policies strengthen investment and firm capability upgrading. As discussed in

10 1t is worth noting that while the Master Plan approach has improved coordination and institutional dialogue, the TIPS
(2024) evaluation of the Master Plan finds that it has not yet produced decisive structural transformation or accelerated
aggregate growth, partly due to weak prioritisation, limited strategic coherence, and severe macroeconomic headwinds
since 2020.

..........



section 3, South Africa’s productivity challenge is not simply low technological capability, but
uneven upgrading constrained by capability gaps, limited productivity spillovers, persistent
infrastructure bottlenecks, weak investment and skills constraints.

4.1.1 Innovation and technology adoption

Technology upgrading is recognised in current policy as being central to industrial development. For example,
the Reimagined Industrial Strategy emphasises green industrialisation, digital transition, and sector-level
upgrading through coordinated Master Plans (DTIC, 2024). Policy instruments include tax incentives,
investment support, and sector-specific initiatives aimed at strengthening competitiveness and facilitating
technological advancement. However, the evidence presented in this paper suggests that while frontier
innovation is important, a central constraint in South African manufacturing is the uneven diffusion and
limited adoption of existing technologies across the manufacturing base. Policy alighment should therefore
place a greater emphasis on reducing the fixed costs and risks associated with technology adoption and
diffusion, particularly among domestic and non-exporting firms. Linking sector strategies more explicitly to
measurable upgrading targets and strengthening the complementarity between skills development and
technological adoption would improve the effectiveness of existing instruments.

Viewed through the productivity-proofing framework, however, the objective is not simply to increase
innovation activity. Policies that support technology adoption and upgrading should also be assessed
according to their effects on resource allocation and contestability. Support that is not linked to measurable
improvements in productivity, technological upgrading or export performance may strengthen firm
capabilities in the short run while weakening competitive pressures and slowing the reallocation of resources
toward the most productive firms. The challenge is therefore to design innovation support in ways that
simultaneously strengthen upgrading, preserve contestability, and facilitate the scaling of successful firms.

4.1.2 Productivity Spillovers

The importance of localisation, value-chain development and deeper regional integration, particularly
through the African Continential Free Trade Area (AfCFTA) and sector Master Plans is a key feature of the
current industrial policy framework (DTIC, 2024). Moreover, trade policy combines selective protection with
export promotion, while competition policy reforms aim to reduce concentration and broaden participation.
These instruments are intended to strengthen domestic production linkages and expand market access.
However, as discussed above, in South Africa, spillovers through international trade are constrained by high
trade costs, logistics inefficiencies and policy-induced wedges that raise the cost of importing intermediates
and exporting finished goods. The South African evidence suggests that spillovers through FDI operate
particularly strongly through vertical linkages between multinational firms and domestic suppliers and
customers, although other channels, including competition, imitation, and labour mobility, may also play
important roles. Strengthening vertical and horizontal spillover channels requires addressing the underlying
constraints that limit supplier integration, knowledge diffusion and interactions between multinational and
domestic firms including skills gaps, production reliability, access to finance for upgrading, and logistics
bottlenecks.

Policy alignment should therefore focus on strengthening the channels through which learning and spillovers
occur, including deeper integration into global and regional value chains, stronger supplier relationships, and
greater opportunities for technology diffusion and knowledge transfer across firms. Reducing tariff and non-
tariff barriers on intermediate inputs, improving logistics performance, and ensuring predictable trade policy
would strengthen the learning effects associated with importing and exporting. At the same time, targeted
support for domestic firms to meet export standards could broaden access to spillover channels beyond
frontier firms.
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The productivity-proofing framework also highlights potential trade-offs within localisation and
value-chain development strategies. While these policies may strengthen domestic capabilities
and increase opportunities for learning and spillovers, they may also reduce contestability or limit access to
more efficient imported inputs if implemented through persistent protection or restrictive local content
requirements. Their effectiveness should therefore be evaluated not only in terms of domestic linkage
creation, but also according to whether they support investment, facilitate resource reallocation, and
strengthen the long-run competitiveness of participating firms.

4.1.3 Reliability as a productivity wedge.

The importance of electricity supply, transport and logistics as constraints on industrial competitiveness are
evident in the current policy landscape with large-scale infrastructure investment and logistics reform
identified as central to the next phase of industrial policy (DTIC, 2024). It is clear from the analysis presented
above that electricity and logistics reliability are not just peripheral constraints but are central productivity
levers. Improvements in reliability would raise capacity utilisation, increase the returns to technology
adoption and export participation, and reduce structural divergence between large and small firms. As such,
priority should be given to ensuring reliability and predictability. While this will require investment in
infrastructure, focussing on, for example, grid stability and maintenance backlogs in electricity markets, or
rail network operational reliability and port turnaround times in the transport sector are likely to yield short-
run productivity gains and improve investor confidence in the sector. Highlighting the role that logistics
inefficiencies play in hindering trade should also be explicitly recognised. Logistics reform should be explicitly
tied to export participation and value-chain deepening, as mentioned above.

Reliability improvements differ from many other policy interventions because they reinforce all dimensions
of the productivity-proofing framework simultaneously. Improved electricity and logistics reliability support
firm upgrading and investment, strengthen the ability of productive firms to expand, reduce barriers to entry
and scaling, and improve employment opportunities by supporting firm growth. This suggests that
infrastructure reform may generate productivity gains not only directly through lower operating costs, but
indirectly through its effects on reallocation, investment and labour mobility.

4.1.4. Embedding capability upgrading in industrial support

Current industrial policy places growing emphasis on strengthening workforce skills as a cross-cutting enabler
of structural change, particularly in response to digitalisation (including Artificial Intelligence) and the green
transition. The Industrial Policy and Strategy Review (May 2024) identifies education and training as a key
area of focus, highlighting the need to align classroom and workplace learning through vocational pathways
and apprenticeships, improve the responsiveness of training to in-demand occupations, and strengthen
employability supports such as job placement, interview feedback/coaching, and retraining where workplace
skills mismatches arise (DTIC, 2024). These priorities are framed within a broader coordination agenda,
reducing fragmentation by aligning industrial policy with wider government interventions, including skills and
social policy, to support “workforce readiness” through STEM and vocational training.

Important gaps remain, however, when viewed through the lens of the capability literature presented above.
First, policy discussions do not consider managerial and organisational capability as possible drivers of within-
firm productivity, a key factor identified in the international literature. Second, skills development is framed
primarily as a supply-side or employability challenge, rather than as part of an integrated firm-level
productivity strategy that links worker skills, supervisory practices, and organisational systems.

More fundamentally, South Africa lacks systematic measurement of management practices comparable to
international benchmarks, limiting the ability to assess whether managerial quality explains productivity
dispersion or constrains firm scaling. In the absence of such evidence, policy risks expanding large-scale
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training initiatives without addressing firm absorptive capacity, organisational bottlenecks, or
managerial constraints that may limit returns to human capital investment. Aligning industrial
policy with the evidence would therefore require elevating managerial and organisational capability to a
central pillar of productivity strategy, embedding firm-level diagnostics and experimental interventions
within priority industries to determine what types and modes of training work best, and integrating skills
development with broader reforms to firm organisation and technology adoption.

A common thread running through each of these productivity constraints is the role of investment.
Technology adoption, automation, organisational upgrading, skills development and productive capacity
expansion all require sustained capital expenditure. The decline in fixed investment discussed earlier is
therefore not simply a consequence of weak manufacturing performance, but may also be one of the
mechanisms through which weak productivity growth is sustained. Weak productivity reduces the expected
returns to investment, while weak investment limits technology adoption, capital deepening and upgrading.
Breaking this cycle requires a policy environment that not only supports innovation and capability
development, but also encourages sustained investment in productive assets, infrastructure and
technological upgrading.

4.2 Policy to improve between-firm resource allocation

A range of instruments that directly affect resource allocation across firms and sectors are embedded in the
current industrial policy framework in South Africa. These include competition policy reforms, trade
measures, and localisation commitments (DTIC, 2024). While these instruments engage many of the relevant
policy margins, they are not consistently organized around an explicit objective of allocative efficiency. The
evidence presented above indicates that South Africa’s reallocation dynamics remain weak. Market power,
tariff-induced distortions and persistent labour misallocation continue to impede the scaling of high-
productivity firms and the exit of low-productivity producers.

4.2.1 Market power, entry and competitive churn

The evidence points to persistent mark-ups and firm dynamics that do not appear to generate productivity-
enhancing reallocation in parts of the manufacturing sector. These patterns raise questions about
contestability and the extent to which productive firms are able to gain market share over time. The current
policy framework recognises the importance of competition enforcement and has strengthened the
institutional tools available to address concentration and merger dynamics. However, the evidence suggests
that reallocation requires not only static enforcement against anti-competitive conduct, but sustained
attention to the dynamic margins of competition: entry conditions, post-entry expansion, and the cumulative
effects of merger activity on industry structure.

Moreover, the coexistence of high-markup incumbents and stagnant smaller firms suggests that barriers to
scaling may be as important as barriers to entry. Policies focused primarily on start-up creation may therefore
be insufficient if young or mid-sized firms face structural obstacles in expanding market share, accessing key
inputs, or integrating into supply chains.

Ensuring coherence between competition enforcement, merger review, trade and localisation policies, and
industrial incentives is therefore critical. Where industrial support, procurement commitments, or trade
protections shield incumbents from competitive pressure, or impede the expansion of more productive firms
and entrants, allocative efficiency may be weakened. Restoring dynamic competition requires a policy
framework that prioritises contestability, lowers barriers to expansion for high-productivity firms, and
carefully monitors structural changes in concentrated sectors to prevent the accumulation of persistent
market power.
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4.2.2 Policy-induced wedges and trade distortions

The evidence presented above shows that policy-induced wedges can generate capital misallocation when
they alter relative prices in ways that allow less productive firms to command a disproportionate share of
resources. The productivity losses identified by Kilumelume et al. (2025b) operate not through dispersion
alone, but through correlated distortions that weaken the reallocation of capital toward more efficient
producers. This highlights a central tension in industrial policy: instruments designed to stabilise sectors,
protect employment, or deepen domestic production may unintentionally dampen the competitive and
allocative mechanisms that underpin aggregate productivity growth.

South Africa’s current industrial framework combines selective protection, localisation requirements, sector
incentives, and reciprocal trade arrangements with export promotion and investment facilitation. These
instruments are intended to support strategic sectors, strengthen domestic value chains, and create space
for investment and upgrading. However, when protection or targeted incentives are not closely tied to
productivity performance, export competitiveness, or technological upgrading, they risk shielding less
productive firms and entrenching capital misallocation. In concentrated sectors, trade protection and
localisation commitments may interact with market structure to reinforce incumbent advantage, particularly
where merger activity has already elevated structural mark-ups.

Trade, localisation, and sector incentives should be evaluated not only in terms of short-term employment
or output stabilisation, but also in terms of their impact on capital reallocation, contestability, and long-run
productivity growth. Continuous evaluation of the need for such protective instruments and a clear schedule
for their removal once their original objectives have been achieved, will ensure that polices that protect
certain firms and sectors only remain in place as long as they are needed. Embedding allocative efficiency as
a cross-cutting criterion within industrial policy would strengthen the alignment between structural
transformation objectives and aggregate productivity outcomes.

This illustrates the broader logic of the productivity-proofing framework. Policies that successfully achieve
one objective may nonetheless weaken the mechanisms that underpin productivity growth. Trade
protection, localisation requirements and targeted industrial support may strengthen investment and
capability development in some firms, while simultaneously reducing contestability and slowing the
reallocation of capital toward more productive producers. The framework does not imply that such policies
should be avoided. Rather, it suggests that their effects should be evaluated across multiple dimensions
simultaneously and that any trade-offs should be made explicit.

4.2.3 Historical legacies, labour mobility and persistent distortions

The evidence presented above indicates that part of the labour misallocation observed in South Africa
reflects the long-run persistence of historically imposed mobility constraints. Distortions introduced under
apartheid continue to shape how labour is distributed across firms and locations, even in the absence of
differences in firm-level technical efficiency. The core mechanism is impaired factor mobility rather than
lower average productivity. The current policy framework places strong emphasis on transformation, spatial
development, and labour market reform (DTIC, 2024). However, allocative efficiency is not systematically
embedded within these domains. Policies aimed at redress, localisation, or spatial restructuring can influence
firm location, hiring patterns, and occupational mobility, yet their implications for labour reallocation are
rarely evaluated explicitly. Reducing frictions that limit movement across firms, sectors, and regions,
improving labour market information and matching mechanisms, and avoiding regulatory thresholds that
create size or location contingent distortions would strengthen reallocation dynamics. Spatial and
transformation policies should therefore be assessed not only for their distributional impact, but also for
their effects on labour mobility, firm scaling, and long-run allocative efficiency.
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4.3 Policy to address labour mobility and participation constraints

The current industrial policy framework recognises employment creation, transformation, skills development
and labour market reform as central objectives (DTIC, 2024). Master Plans incorporate employment
commitments, while broader reforms address vocational training, labour regulation and youth employment
support. However, the evidence suggests that labour mobility in South African manufacturing does not
function as a consistent channel of upward progression for workers or productivity diffusion across firms.
Indeed, labour mobility spillovers are segmented, with productivity gains concentrated among already high-
performing firms.

4.3.1 Spatial and market access constraints

As highlighted above, spatial mismatch, informational frictions and township-level barriers restrict access to
manufacturing employment. Workers located far from economic centres face higher search costs and weaker
labour market attachment. Concentrated product markets are associated with lower employment transitions
and higher unemployment. While current policy recognises the importance of spatial development,
transformation and inclusive growth (DTIC, 2024), labour mobility constraints are not always explicitly
treated as productivity concerns.

Policy alignment should therefore prioritise reducing spatial and informational barriers to employment.
Improving transport connectivity, strengthening labour market information systems, and integrating
township enterprise support with broader value chains would enhance entry and job matching. Better
matching of workers to jobs will facilitate on-the-job learning, productivity gains for firms and movements of
workers up the job ladder. This is where the greatest potential is for productivity spillovers through worker
mobility.

4.3.2 Wage-setting institutions and mobility segmentation

Wage floors and collective bargaining arrangements shape hiring responses differently across the
productivity distribution. Binding wage floors can generate productivity thresholds that segment hiring, while
centralized bargaining may strengthen outside options and facilitate mobility within connected labour
markets.

The current policy framework maintains commitments to decent work, collective bargaining structures and
employment equity (DTIC, 2024). However, these institutions, in pursuing distributional and equity objectives
also have implications for productivity. Policy coherence therefore requires assessing how wage-setting
frameworks interact with firm productivity dispersion. Monitoring hiring responses across productivity
segments and evaluating how institutional arrangements affect post-entry job progression would strengthen
alignment between equity objectives and allocative efficiency.

The productivity-proofing framework is particularly useful in this context because labour market institutions
often pursue objectives beyond productivity, including equity, worker protection and income security. While
these are highly relevant and important policy objectives in their own right, policies designed to achieve these
objectives should aim to minimise unintended effects on labour mobility, firm scaling and resource allocation.

4.3.3 Hiring incentives and entry dynamics

Hiring incentives such as the Employment Tax Incentive have been shown to modest effects on employment
entry but limited impact on sustained job progression or aggregate youth employment rates. Similarly,
regulatory reforms affecting temporary employment services altered transition pathways but did not
uniformly strengthen labour market attachment. Current policy instruments aimed at youth employment
and labour market inclusion focus primarily on lowering hiring costs and facilitating entry (DTIC, 2024). While
these instruments may ease initial access, they do not necessarily improve job-to-job mobility or upward
progression. Policy alighnment should therefore extend beyond entry incentives toward supporting sustained
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attachment and progression. Linking hiring incentives to training, skills accumulation and longer-
term employment trajectories would improve the productivity impact of entry policies.

4.4 Summary and synthesis

Taken together, the productivity-proofing framework highlights that many industrial policies operate across
multiple productivity mechanisms simultaneously. Policies designed to support upgrading, localisation,
employment or transformation may strengthen some productivity mechanisms while weakening others. For
example, protection and localisation measures may encourage investment and capability development in
selected firms, but may also reduce contestability and slow resource reallocation if maintained for prolonged
periods. Similarly, labour market institutions may advance equity and worker protection objectives while
influencing hiring dynamics, mobility and firm scaling. The framework therefore shifts the focus from
evaluating policies in isolation toward assessing how different interventions interact across firm upgrading,
investment, reallocation and labour progression. Applying this framework systematically would not displace
other policy goals, but would help ensure that interventions do not inadvertently undermine the mechanisms
required for sustained growth and inclusive industrial development. In particular, it would encourage
policymakers to consider how interventions shape incentives for investment, technology adoption, capital
formation and long-run productivity growth.

5. Conclusion

This paper has argued that South Africa’s manufacturing underperformance reflects the interaction of three
structural constraints: weak and uneven productivity growth within firms; limited reallocation of resources
toward more productive producers; and labour market frictions that prevent mobility from translating into
sustained progression and inclusive participation. The evidence shows that productive firms exist and that
technology adoption, exporting, and automation can generate substantial gains. However, these gains are
not diffused broadly across the firm distribution. Productivity dispersion remains large and persistent. The
available evidence raises concerns that high-productivity firms do not scale sufficiently to drive aggregate
growth, while low-productivity firms may continue to absorb labour and capital, resulting in muted
productivity-enhancing reallocation. This misallocation reduces aggregate efficiency.

At the same time, labour mobility does not consistently function as a channel of productivity-enhancing
reallocation. Worker transitions often reflect short-term churn rather than upward movement into more
productive firms. Wage trajectories are strongly shaped by firm-specific premia, yet access to higher-paying
firms remains uneven and stratified by gender and education. Manufacturing employment therefore no
longer reliably serves as a broad-based escalator of opportunity.

These findings suggest that the manufacturing challenge is not simply one of declining output shares or
insufficient industrial support. It lies in the weakening of the mechanisms that historically linked
manufacturing to structural transformation: firm upgrading, competitive scaling, and labour progression.
When within-firm capability constraints, allocative frictions, and segmented mobility reinforce one another,
aggregate productivity growth slows and inclusive employment opportunities narrow. Restoring
manufacturing performance requires reinforcing the complementarities between upgrading, reallocation,
and mobility. Sustained productivity growth will also require a recovery in investment. Without greater
investment in productive assets, technology adoption, infrastructure and organisational upgrading, the gains
from improved allocation and stronger firm capabilities are unlikely to be fully realised. Policy interventions
that address only one dimension, innovation without competition, protection without upgrading, or job
creation without progression, are unlikely to generate sustained gains. As such, coherence between
industrial, competition, trade and labour policies is therefore necessary to translate structural reform into
sustained productivity growth and stable, accessible employment opportunities.
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One approach advanced in this paper for South Africa is to embed a “productivity-proofing”
framework into policy design. Many well-intentioned policies can unintentionally distort resource
allocation and weaken firm dynamics, underscoring the need to assess systematically how policy
interventions affect firm behaviour and market functioning. Embedding such a framework would help
safeguard growth by ensuring that policies support efficient reallocation, firm upgrading, and the movement
of resources toward more productive uses.

Manufacturing can still play a central role in South Africa’s development trajectory. Realising that potential
requires aligning policy around the shared objective of strengthening productivity growth and enabling
efficient, inclusive reallocation. The evidence presented here underscores both the scale of the challenge and
the importance of a coordinated, productivity-centred approach to reform.
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Appendix

Figure A1: Manufacturing value added as a share of GDP 2014-2024
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Source: Author’s visualization using data from World Bank, World Development Indicators. Manufacturing value
added as a share of GDP (NV.IND.MANF.ZS), latest available data.

Figure A2: Merchandise exports and imports 2000-2024
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Source: Author’s visualization using data from World Bank (2025). World Development Indicators. Washington, DC:
World Bank. Retrieved from https://data.worldbank.org/indicator.



