SARB

YEARS
1921-2021

A purposeful journey

A public lecture by Lesetja Kganyago

Governor of the South African Reserve Bank

Stellenbosch University (virtual)
Wednesday 8 September 2021

Inflation-targeting at 21- lessons for the future

This is a year of anniversaries for the South African Reserve Bank (SARB). The
institution itself has reached 100 years. The rand has turned 60. We are
commemorating 25 years of central bank independence, and also 21 years of inflation-

targeting.

Inflation-targeting is the youngest of these achievements, but it may also be the

biggest success.

Turning 100 is always a special anniversary, but for 73 of those years the SARB was
embedded in an undemocratic state. Similarly, we are proud of the rand, but we have
not always done a good job defending its value. Inflation has averaged 8% over the
past 60 years and 9.4% before the introduction of inflation-targeting, leading the
currency to lose most of its buying power." Even central bank independence coincided
with problematic policy choices in the early years before we adopted inflation-

targeting, as | will discuss later in this speech.

" Based on consumer price data, an item that cost R1 in 1960 would today cost R96.79. The rand
has effectively lost 99% of its 1960 purchasing power. Given the high inflation in the second half

of the twentieth century, figures for the major currencies are similar but not as extreme: the US dollar
has lost 88%; the Swiss franc has lost 76%; and the British pound has lost 95% (based on the World
Bank consumer price data).



By contrast, over 21 years of inflation-targeting we have largely succeeded in
delivering on our objective, despite many challenges. Lower inflation has benefitted
the economy generally, and households of all income levels in particular. As lenders
require less compensation for inflation, interest rates have come down. Furthermore,
with expectations anchored inside the inflation target range, businesses no longer
raise prices as soon as the exchange rate weakens. This credibility has helped us cut
interest rates to record lows during the COVID-19 crisis — and we have been able to
keep rates low during the recovery. This stands in stark contrast to some of our peers,

where higher inflation has forced rate hikes, even though the pandemic is ongoing.

With the stimulus of low interest rates, and the security of well-anchored inflation
expectations, monetary policy stands out today as South Africa’s main source of
macroeconomic resilience. This is an area where we as a country have made careful
policy choices, and then stuck with them, to our long-term benefit. As we confront our
other economic challenges — such as our mass unemployment rates, persistent
electricity shortages, record debt levels and, most recently, the wreckage of riots — we

should reflect on our inflation-targeting record and take inspiration from it.

In this speech, | will discuss reasons for this success, before turning to the future of

inflation-targeting in South Africa.

Four reasons for the success of inflation-targeting

The first factor behind our inflation-targeting success has been realism. Warren Buffet
once commented that ‘when a manager with a reputation for brilliance tackles a
business with a reputation for bad economics, it is the reputation of the business that
remains intact’. Much the same is true of central banks. There are many things that
people would like a central bank to do. But even a great central bank will fail at an
unrealistic task. Inflation-targeting has asked a lot of the SARB and South Africans

generally, but not more than any of us could deliver.

For a start, inflation-targeting is more flexible than critics claim. It doesn’t require the
central bank to cancel out every price shock using interest rates, or to have perfect
forecasts. Shocks are inevitable, and so are forecast mistakes. What central banks

need to do is convince people that they will do what it takes to steer inflation back to
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target, over a realistic time frame. This is achievable and has repeatedly been
achieved, with the key result that the expectations South Africans hold of future

inflation have consistently been falling.

The same cannot be said for other objectives. In the 1970s and 1980s, many central
banks tried targeting money supplies, but these turned out to be much less predictable
than expected, and also less relevant for people’s lives — no ordinary person cared

about the growth rates of base money or M3. But they did care about inflation.

Similarly, central banks have also tried targeting exchange rates — an objective that in
many cases, including our own, has ended with billions of dollars thrown away for no
tangible gain. We have avoided exchange rate adventurism throughout the inflation-

targeting era — a policy that has served us well.?

Unemployment is another area which could have turned good policy into bad. South
Africa is a country where, even in the middle of the greatest boom in a century,
unemployment never fell below 20%. Looking at labour utilisation — the share of
working-age people who have jobs — there is a huge gap between us and our peer
countries,® which cannot be explained by variables such as growth or interest rates.
We have spatial patterns, entrenched in our landscapes, that put large distances
between jobs and workers.* Our labour legislation protects insiders to the detriment of

outsiders.® Our education system absorbs a disproportionally large share of national

2 For a comparative quantification of exchange rate intervention, which shows South Africa as a low-
intervention country, see Gustav Adler et al., ‘Foreign exchange intervention: a dataset of public data
and proxies’, International Monetary Fund (IMF) Working Paper No. 21/47, available at
https://www.imf.org/en/Publications/WP/Issues/2021/02/19/Foreign-Exchange-Intervention-A-Dataset-
of-Public-Data-and-Proxies-50017 (p. 11). See also Chris Loewald (June 2021), ‘Macro works:
applying integrated policy frameworks to South Africa’, SARB Working Paper No. 21/10, available at
https://www.resbank.co.za/en/home/publications/publication-detail-pages/working-
papers/2021/MacroworksapplyingintegratedpolicyframeworkstoSouthAfrica, as well as David Fowkes,
Chris Loewald and Marina Marinkov (June 2016), ‘Inflating our troubles: South Africa’s economic
performance and the exchange rate’, Economic Research Southern Africa (ERSA) Policy Paper No.
22, available at https://www.econrsa.org/system/files/publications/policy papers/policy paper_ 22.pdf.
3 Chris Loewald, Konstantin Makrelov and Andreas Worgétter (June 2021), ‘Addressing low labour
utilization in South Africa’, SARB Working Paper No. 21/09, available at
https://www.resbank.co.za/content/dam/sarb/publications/working-papers/2021/WP%202109.pdf.

4 See, for instance, Murray Leibbrandt (17 May 2021), ‘The human tragedy of South Africa’s
inequality’, available at https://www.newframe.com/the-human-tragedy-of-south-africas-inequality/.

5 For a fuller discussion, see Lesetja Kganyago (24 August 2016), ‘Inflation, but no jobs or growth:
policy responses to South Africa’s economic challenges’, available at




resources yet delivers some of the worst outcomes anywhere, including in much

poorer countries.®

The chances of monetary policy overcoming all these structural constraints are slim to
none. In this situation, an employment mandate for the SARB would have played out
in one of two ways. It might have been a vague aspiration, adding nothing to our
existing concern for the state of the real economy. Or it would have been an excuse

to make policy mistakes.

The easiest way to destroy price stability in South Africa would be to insist on low
interest rates because of unemployment. Our labour market is so dysfunctional, this
excuse would rule out ever raising rates — a policy that would leave us in the worst-
case scenario of high unemployment and high inflation. That excuse might have
impressed people, and won us sympathy, but it would have been profoundly
irresponsible. The SARB has not faced a tragic dilemma where there is no right answer
— and we must have either jobs or inflation. We have faced a necessary choice, to do

the good we can do, understanding the limits of our powers.

In making this choice, we have equipped ourselves to respond forcefully when there
is a genuine cyclical downturn, beyond the structural labour market problems that have
long blighted this economy. The fact is, we have lost about 1.5 million jobs from the
COVID-19 pandemic. And even though inflation is now back in the middle of our target
range, we still have interest rates at record lows. If this were solely about inflation, we

would have raised rates already.

So never let anyone tell you that the SARB only cares about inflation and ignores jobs.
Rather, bear in mind that we have this power only because we put price stability first.

We have anchored inflation expectations. We did not commit to an impossible mission.

https://www.resbank.co.za/en/home/publications/publication-detail-pages/speeches/speeches-by-
governors/2016/478.

8 Montfort Mlachila and Tlhalefang Moeletsi (1 March 2019), ‘Struggling to make the grade: a review
of the causes and consequences of the weak outcomes of South Africa’s education system’, IMF
Working Paper No. 19/47, available at
https://www.imf.org/en/Publications/WP/Issues/2019/03/01/Struggling-to-Make-the-Grade-A-Review-
of-the-Causes-and-Consequences-of-the-Weak-Outcomes-of-46644.




The second secret of the success of inflation-targeting is that it is simple. When we
started debating it in the 1990s, some people complained it was too simple.” At the
time, the SARB was using what was called an ‘eclectic approach’, on the grounds that
lots of different things mattered and had to be taken into account. The problem was
that this made policy complex and hard to understand, both for the public and for the

policymakers themselves.?

By adopting inflation-targeting, we made a clean break from the era of opaque policy
and confusion. Of course, real-world problems are complicated and nuanced, but
without clear objectives and techniques to resolve trade-offs,® policymakers easily get
lost. The sad truth is: if everything is a priority, nothing is a priority. As | have learnt
from my years in policymaking: while many people like to indulge in complexity —
favouring obscure jargon, dense documentation and complicated plans — the smartest

actors prize simplicity and clarity. Inflation-targeting helped give us strategic focus.

The third, and crucial, factor behind our inflation-targeting success has been
accountability. Our goal is clear and public, and the evidence for evaluating our
performance has been readily available in the form of inflation data independently
produced by Statistics South Africa (Stats SA). Objectively, targeted inflation has
averaged 5.8% since 2000, which is within the 3-6% target range. It has been

4.5% over the past five years, exactly in the middle of our target range.

Of course, it takes some expertise to assess monetary policy properly, but we have
not been short of scrutiny: from markets, academics, analysts, international institutions

and others. Consistent with inflation-targeting practice, and with our democratic

" E J van de Merwe (March 1999), ‘Monetary policy operating procedures in South Africa’, Bank for
International Settlements (BIS) Policy Paper No. 5, available at https://www.bis.org/publ/plcy05I.pdf.
Consider, for instance: “The [South African] Reserve Bank [SARB] continues to exercise discretionary
judgement in deciding what combination of money growth, interest rates and exchange rates to aim at
in any given set of circumstances. As a result of the complexity of functional relationships between
economic variables, the [SARB] feels that it is unwise to rely on only one single indicator under all
circumstances.”

8 Janine Aron and John Muellbauer (2006), ‘Review of monetary policy in South Africa since 1994’,
Centre for the Study of African Economies (CSAE) Working Paper 2006-07, p. 3, available at
https://www.csae.ox.ac.uk/materials/papers/2006-07text.pdf.

® This specific point has also been made forcefully by SARB Deputy Governor Kuben Naidoo. See
Prinesha Naidoo (2 March 2021), ‘Competing interests hamper South Africa reforms, SARB’s Naidoo
says’ available at https://www.bloomberg.com/news/articles/2021-03-02/competing-interests-hamper-
s-africa-reforms-sarb-s-naidoo-says?sref=pl93Vjhh.




dispensation, we have also been highly transparent, publishing our data and regularly
engaging stakeholders to explain our thinking and answer critics. We certainly haven’t
won everyone over, but, on the whole, the expert verdict is that we have implemented
the framework effectively.’® We can feel secure in that judgement because we have

robust accountability procedures.

To some extent, the SARB’s success with inflation-targeting also comes down to a
fourth factor, which is good luck."" Unlike some other policy tasks, such as education,
monetary policy can be delivered from a single head-office and maybe a few regional
offices. Furthermore, thanks to factors such as our constitutional independence, we
have been able to avoid State Capture, unlike many other organs of government.'?
This means we have stayed focused on serving the public, instead of diverting

resources to patronage networks.

We must also acknowledge a helpful global environment. In pursuing low inflation, we

have been able to draw on a wealth of global knowledge.” We have benefitted from

10 For instance, the IMF’s 2019 Article IV report included the following Executive Board assessments:
“[The] Directors commended South Africa’s monetary framework, anchored on a credible inflation-
targeting regime, flexible exchange rate system, and highly developed financial system... [The]
Directors commended [the SARB’s] credibility and strong performance.” Available at
https://www.imf.org/en/News/Articles/2020/01/29/pr2023-south-africa-imf-executive-board-concludes-
2019-article-iv-consultation. Similarly, Moody’s November 2020 statement downgrading South Africa’s
credit rating noted that: “South Africa’s ranking under the Worldwide Governance Indicators is
stronger than Ba2-rated sovereigns, and the strength of key institutions, in particular the [SARB] and
the Treasury, continues to support the rating.” Available at
https://www.moodys.com/research/Moodys-downgrades-South-Africas-ratings-to-Ba2-maintains-
negative-outlook--PR_436182. Similar rationales underpin awards for the SARB leadership. See, for
instance, Ed Stoddard (4 January 2021), ‘Business person of the year: Lesetja Kganyago has a
steady hand on the country’s bucks’, Daily Maverick, available at
https://www.dailymaverick.co.za/article/2021-01-04-business-person-of-the-year-2020-lesetja-
kganyago-has-a-steady-hand-on-the-countrys-bucks/; as well as Central Banking (31 January 2018),
‘Governor of the year: Lesetja Kganyago’, available at
https://www.centralbanking.com/awards/3355801/governor-of-the-year-lesetja-kganyago, in which is
written: “The [SARB] acts as a beacon of competence and independence not just for South Africa, but
for central banking in the African continent as a whole.”

" On luck and the anchoring of inflation expectations, see also Alain Kabundi, Erik Schaling and
Modeste Somé (May 2016), ‘Estimating a time-varying Phillips Curve for South Africa’, SARB Working
Paper No. 16/05, available at https://www.resbank.co.za/content/dam/sarb/publications/working-
papers/2016/7277/WP1605.pdf.

2 For a more extensive discussion, see Lesetja Kganyago (15 April 2019), ‘Principled agents:
reflections on central bank independence’, Stavros Niarchos Lecture, available at
https://www.piie.com/events/principled-agents-reflections-central-bank-independence.

13 Kenneth Rogoff (August 2003), ‘Globalization and global disinflation’, a paper prepared for the
Federal Reserve Bank of Kansas City conference on ‘Monetary policy and uncertainty: adapting to a
changing economy’, available at https://scholar.harvard.edu/files/rogoff/files/rogoff2003.pdf.




disinflationary forces, including globalisation.' We’ve even had very low global rates,

in fact the lowest interest rates ever recorded.’®

That said, we should not overstate the impact of a benign global environment. Looking
around at the nine nearest countries in our region, there are five that use the rand or,
in Botswana’s case, a currency peg where the rand plays a big role. Their average
inflation rate for the past five years has been 4.5%. The remaining countries have had
inflation rates, for that period, of 9%, 11.5%, 23.9% and 164.5%.'® Plainly, there is still
something to be said for domestic policy, and inflation cannot be explained only by

global factors.

Indeed, to be honest with ourselves, we should go further and acknowledge that, from
a global perspective, South Africa has actually been a relatively high-inflation country.
While labour market rigidities and high administered prices have contributed to this

high inflation, the inflation-targeting regime itself could have helped us much more.

Towards a better inflation target

The original target range was meant to shift down from 3—-6% to 3-5% by 2004, and
then further down to 2—4%, following a clear glide path. But then, after losing our nerve
in 2001 when the rand depreciated during the Argentine crisis, the potentially
inflationary consequences led us to put off moving lower than 3—6%. This was a major
policy mistake, unfortunately, because it entrenched higher inflation and higher
inflation expectations. The target range of 3—-6% was eventually interpreted as a target
point of 5.99%, resulting in nominal interest rates several percentage points higher

than they might have been.

| feel we can say with confidence that if the inflation target had been revised down as
planned, we would have had lower inflation subsequently. Every other emerging

market that started targeting inflation around the time that we did has revised its target

4 Charles Goodhart and Manoj Pradhan (2020), The Great Demographic Reversal, Palgrave
Macmillan.

S Andy Haldane (30 June 2015), ‘Speech: stuck’, available at https://www.bankofengland.co.uk/-
[media/boeffiles/speech/2015/stuck.pdf (p. 3).

'8 The rand countries are the Common Monetary Area (CMA): Eswatini, Lesotho, Namibia and South
Africa. The other countries cited are Mozambique, Zambia, Angola and Zimbabwe respectively.




lower at least once.'” This helps explain why we have remained a relatively high-
inflation country. Looking at other middle-income countries with working monetary
policies, their average inflation rate for the past five years has been just over 3%. Our
average of 4.7% ranks us last in this group.' This comparison could be made less
unflattering if we included poorer countries and high-inflation outliers, but we should
be honest, benchmark ourselves against our true peers, and admit we have been

underperforming.

Only now, with the COVID-19 shock, have we seen what it’s like to have inflation rates
nearer 3% and, with that, low interest rates. The last time South Africa had rates this
low for this long was in the 1960s. And that wasn’t because the economy was in crisis;
the economy was actually booming. The low interest rates in the 1960s were possible
because of low inflation. It follows that, if we want to keep interest rates low, the most

important thing we can do is to lower the inflation target.

As | have argued previously, a more appropriate target would be a point target of
around 3% or 4%, putting us in the same territory as our peers.' Given the
uncertainties around inflation, it would be useful to bracket the point target with an
error range: probably plus or minus 1 percentage point. We will not be able to control
inflation precisely all the time, and it is useful to acknowledge that up front. That said,
it would be useful to have a clear point target rather than a range, to anchor
expectations and to prevent any target drift in future, like the one we suffered when
the 3—6% target range morphed into a 5.9% target. | take the view that 3% would be

a good point target.

" There are 12 emerging markets which adopted inflation-targeting between 1998 and 2002. They
are Brazil, Chile, Colombia, the Czech Republic, Hungary, Mexico, Peru, the Philippines, Poland,
South Africa, South Korea and Thailand. South Africa introduced inflation-targeting in 2000.

'8 Using IMF data, for a sample comprising Brazil, Chile, China, Colombia, Hungary, India, Indonesia,
Mexico, Peru, the Philippines, Poland, Russia, South Africa and Thailand. We exclude high-inflation
outliers like Turkey. The 2016—-2020 average for this group is 3.2%; South Africa at 4.7% ranks worst
overall. The 2017-2021 average is 3.1%; South Africa ranks second-worst (after India). Note that this
second average uses forecasts for 2021.

9 Lesetja Kganyago (24 July 2019), ‘Delivering on our mandate: monetary policy, inflation, and
balanced and sustainable growth’, available at
https://www.resbank.co.za/en/home/publications/publication-detail-pages/speeches/speeches-by-
governors/2019/559 (especially pp. 5-9).




Naturally, a step like this would involve some work. Part of this would be coordination
with government. The task of locking in a lower target will be fundamentally easier and

cheaper if we get buy-in from administered price setters.

Stats SA reports a measure of inflation excluding administered prices, and this is
already in the region of 3% — it has averaged 3.5% so far this year. This shows that
much of the economy is already achieving lower inflation. Items like water and
electricity need to be priced with lower inflation in mind, and lower prices would in turn

help us lock in a lower target, anchoring expectations at permanently lower levels.

But getting these commitments would require a corresponding commitment and
timeline for a lower target. The right way to do this would be through an exchange of
letters between myself as the SARB Governor and the Minister of Finance, whom the
Constitution identifies as the person we should regularly consult with. This process of
consultation should also feed into government’'s debt management strategy, to

maximise the benefits of lower interest rates.

| am well aware that this is a delicate moment for South Africa’s economic recovery,
and also that global inflation has picked up. That said, | am even more painfully aware
of a South African disease: we are scared of reform; we make every excuse to avoid
it; we emphasise any short-term pain and discount any long-term benefits; and then
we sit around wondering why our economy is stagnating, why our young people can’t

find jobs, and why we are getting steadily poorer relative to the rest of the world.

If indeed the SARB is a credible and effective institution, then you should expect us to
deliver the number one thing in central banks’ power to achieve, which is low and
stable inflation. You should also not be especially worried about disinflation costs. We
have made progress in getting inflation expectations from the top of the 3-6% target
range to the 4.5% midpoint, and we achieved this without relying on high interest rates.
But 4.5% is not an optimal target — it’s just a logical and balanced interpretation of a

target we should have reformed two decades ago.

We should really be benchmarking our performance to the high achievers in our class,

not contenting ourselves with doing somewhat worse than average. And temporarily
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higher global inflation isn't the main problem; the main problem is the wedge
separating us from these higher-performing peers. There is no chance of fixing this
unless we start having this conversation in a serious way. This is why | have been
making an effort to talk about the target this year. Good policy is about making
progress, not just holding the line and fending off crises. And | am deeply committed

to good policymaking.

Conclusion

Ladies and gentlemen, in conclusion.

In South Africa today, we are playing for high stakes. There are things going right and
there are things going wrong. We could tip into a bad equilibrium — or into a good one.
The recent spate of looting gave us a glimpse of an unacceptable future: a prolonged
breakdown in law and order, large numbers of violent deaths, extensive destruction of

property, and shortages of even basic goods such as fuel, food and medicine.

At the same time, 2021 has brought us good news. Prices for our export commodities
have increased strongly. Our terms of trade, which compare the costs of our imports
to the prices of our exports, have never been more favourable. Our economic recovery
from the COVID-19 shock has proceeded faster than expected, despite disruptions.
Although we are learning many horrifying details about State Capture, the process of
repairing our institutions is clearly moving forward. There is tangible progress on
structural reforms, for instance in the energy sector. South Africans are finally being

vaccinated against COVID-19 in large numbers.

As Governor of the SARB, | head a 100-year-old institution. We have endured many
difficult episodes during our country’s troubled history. Sometimes we made serious
mistakes; at other times we did well. Over the past 21 years, we have delivered on our
commitment to control inflation. We are proud of this record, and we want to do better

still in future.

In this speech, | have outlined some key components of inflation-targeting that have
helped secure its success. The framework is simple. It is realistic. It keeps us

accountable. And, as we must acknowledge, it has been bolstered by favourable
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global conditions, or good luck. We have avoided hundred-point plans, hazy
aspirations and no consequences for failure. We are forward-looking and ambitious
for the country, which is why we are talking about a lower inflation target, set to bring

us in line with our best-performing peers.

| hope that this experience and this attitude will help inform and inspire others — in the
private sector, in the public sector, and in civil society — who want South Africa to
succeed and who are willing to work hard for that. We don’t have it easy, and
sometimes the task seems overwhelming. But there are ways to succeed, and we

need to remain ambitious that South Africa can be a better country.

Thank you.
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