Quarterly economic review

Introduction

Growth of the real gross domestic product of the
South African economy, which had attained annu-
alised rates ranging from more than 2 per cent to
nearly 4 per cent in the various quarters of 1988 and a
rate of somewhat more than 3 per cent during 1988 as
a whole, slowed down significantly to an annualised
rate of approximately 11/ per cent in the first quarter of
1989. In contrast, aggregate real gross domestic ex-
penditure, having retreated on balance during the last
three quarters of 1988 from the relatively high level it
had reached in the first quarter, reaccelerated to an
annualised rate of increase of approximately 6 per cent
in the first three months of 1989.

The return to a relatively rapid rise in aggregate real
gross domestic expenditure in the first quarter of 1989
reflected essentially a spurt in real government con-
sumption expenditure in the final quarter of the fiscal
year 1988/89 and a reversal to significantly positive
real inventory accumulation. Aggregate real gross
domestic fixed investment, although rising further, did
so at a more moderate pace than in the preceding six
months. A marked further slowdown, which may sig-
nify a more long-lasting (i.e. cyclical) change in
consumer attitudes within the framework of general
business cycle developments, was observed in the
rate of increase in real private consumption expendi-
ture.

A mixed appearance was presented by selected in-
dicators of the general business cycle in the fourth
quarter of 1988 and the first quarter of 1989. The com-
posite leading business cycle indicator declined further
up to January 1989; the composite coincident busi-
ness cycle indicator, however, kept on rising at least
through December 1988.

Accelerations were observed from the fourth quarter
of 1988 to the first quarter of 1989 in the rates of
increase in most of the more important price indices,
on a quarter-to-quarter basis as well as over twelve-
month periods. A strengthening of the rise in non-
agricultural labour productivity from 1987 to 1988,
however, caused the rise in nominal labour costs per
unit of physical non-agricultural production to be lower
in 1988 than in 1987 despite an accelerated increase
in average nominal worker remuneration. The year-on-
year rise in these unit labour costs, moreover, slowed
down from the first to the second half of 1988.

The surplus on the current account of the balance of
payments in the first quarter of 1989, at a seasonally
adjusted and annualised level of R2,7 billion, was not-
ably lower than the surpluses that had been recorded
in the preceding two quarters. It was also lower than

could have been hoped for with a view to attaining a
current account surplus of up to R4 billion during 1989
as a whole, such as was deemed desirable for a com-
fortable handling of South Africa’s prospective foreign
debt repayment obligations in the course of 1989 and
for an adequate strengthening of the gold and other
foreign reserves.

Outflows of non-reserve-related capital in the first
quarter of 1989 were significantly larger than in the
fourth quarter of 1988 and also exceeded the first-
quarter current account surplus (before seasonal ad-
justment). A small rise was nevertheless recorded in
the South African total gross gold and other foreign
reserves during the first quarter of 1989; minor further
increases were registered in the Reserve Bank's gross
foreign reserve holdings (valued in rand) in April and
May 1989.

The effective exchange rate of the rand, which had
strengthened mildly, on balance, from the end of Sep-
tember 1988 to 11 January 1989, weakened consider-
ably during the ensuing period up to 22 May. This was
primarily a reflection of unexpected vigour of the US
dollar vis-a-vis virtually all other major currencies and
of associated declines in the dollar price of gold. A
slightly downward movement was displayed by the
effective exchange rate of the rand from 23 May up to
the middle of June.

Only mild slowdowns were observed in the quarter-
to-quarter rate of increase in the M3 money supply up
to the first quarter of 1989, and in the twelve-month
rate of increase in M3 up to April 1989. More significant
decelerations were shown by the quarter-to-quarter
and twelve-month rates of increase in the monetary
system’'s and banking institutions' claims on the pri-
vate sector in the first quarter of 1989, from the inordi-
nately high levels these growth rates had reached in
the third and the fourth quarter of 1988. At levels
ranging from 25 or 26 to nearly 30 per cent, however,
the annualised rates of increase in these various mon-
etary and credit aggregates remained clearly excessive
and unacceptable.

In the first quarter of 1989, therefore, the South
African economy, while having throttled back signifi-
cantly from earlier exuberance, was still exhibiting
uncomfortably high strength in various spending and
related areas. In a large number of spending and pro-
duction activities, it was also still measuring its slow-
down in terms of diminished rates of increase rather
than in terms of actual contractions or declines. Addi-
tional pressures for seeking to effect a moderation of
domestic monetary demand to a fairly modest level of
“affordable” demand growth in 1989 were created by,
among other things, the accelerated decline in the
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dollar price of gold and the associated weakening of
the exchange rate of the rand through most of May.

Bank rate was raised from 14,5 to 16 per cent with
effect from 23 February 1989. The central govern-
ment’s Budget for 1989/90, as presented on 15 March
1989, was aimed at tempering the strong expansion
that had occurred in domestic spending during the
preceding year. A new “package” of restrictive mon-
etary, fiscal and credit measures — as referred to in the
relevant sections of this Review — was announced by
the Reserve Bank and the Minister of Finance on
5 May 1989.

Bank rate was raised further, as a part of this new
policy package, to 17 per cent with effect from 8 May
1989. This was supplemented by, among other things,
further adjustments in the Reserve Bank's accommo-
dation arrangements, so as to discourage monetary
institutions’ recourse to Reserve Bank credit for obtain-
ing cash reserves in support of their own extension of
credit and money creation. However, it was also an-
nounced by the Minister of Finance that steps would
be taken to ease the burden of higher interest charges
on farmers, small business enterprises, and home
mortgagors in lower income groups who did not enjoy
the benefits of access to subsidised bond finance.
Details of the assistance to be provided in this way
to homeowners owing less than a certain maximum
amount on houses of less than a certain maximum
value, were disclosed by the Government on 8 and
9 June 1989.

During April, May and the first half of June 1989 the
more recent monthly or quarterly observations in cycli-
cally sensitive data series mostly continued to suggest
a topping-out or mild decline in a variety of economic
activities and a loss of buoyancy in various spending
categories or subcategories. This left room for a tenta-
tive conclusion that an upper tuming-point in the
South African business cycle had probably been
reached towards the very end of 1988 or in the early
months of 1989.

Since by the beginning of 1989 the economic up-
swing would have moved into its thirty-third month, the
start of a cyclical contraction in economic activity at
that stage would not have been unusual as a spon-
taneous event within the framework of normal cyclical
developments. However, the mild slackening-off of
certain varieties of output and demand in the first
several months of 1989 undoubtedly also represented
partly the economy’s response to the tightening stance
of monetary policy from as early as late 1987 and to
the authorities’ more restrictive measures of fiscal and
credit policy in the course of 1988.

By mid-June 1989 the consensus view appeared to
be that the economy was cooling down and was head-
ing for lower, although not necessarily negative, rates
of increase in real output and demand. “Sentiment”
and spending propensities were also being affected by
that time by, among other things, the authorities’ new
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package of policy measures of 5 May 1989 and by the
markedly lower dollar price of gold. Given the level of
real gross domestic expenditure in the first quarter of
1989, the authorities’ informal objective of limiting
growth in aggregate real gross domestic expenditure
to some 1 per cent from 1988 to 1989 (after increases
of 4 per cent and as much as 7 per cent in the prece-
ding two years) would allow the levels of such expen-
diture in the second, third and fourth quarter of 1989 to
exceed their counterparts in 1988 by an average of
some 1,3 per cent. It would also permit the compound
annualised quarter-to-quarter rate of growth in real
gross domestic expenditure in these quarters of 1989
to amount to some 0,8 to 0,9 per cent.






per cent) in the first two quarters of 1988, but changed
course relatively abruptly to a more nearly horizontal
movement in the third and fourth quarter of 1988 and
the first quarter of 1989. The lack of further upward
momentum in real national product in the first quarter
of 1989 resulted from the opposing forces of an improve-
ment (i.e. a decline) in net factor payments to foreign-
ers (mainly because of a decline in interest payments
to overseas creditors and investors) and a substantial
weakening of the terms of trade. Merchandise import
prices rose faster than export prices in the first three
months of 1989. In addition, the average dollar price of
gold fell back appreciably during this period.

Domestic expenditure

Total real gross domestic expenditure advanced very
strongly (at an annualised rate of some 23 per cent) in
the first quarter of 1988, levelled off in the second quar-
ter, fell back significantly in the third quarter, and
showed almost no change in the fourth quarter. Pro-
visional estimates show that it then rose quite briskly
again (at an annualised rate of some 6 per cent) in the
first quarter of 1989. This rate of increase broadly
matched the 7 per cent increase in aggregate real
gross domestic expenditure from the calendar year
1987 to the calendar year 1988. The level of real gross
domestic spending in the first quarter of 1989 appears
to have been only fractionally higher than in the first
quarter of the preceding year.

The return to a substantially positive rate of increase
in total real domestic spending in the first three months
of 1989 was due essentially to a large rise in real con-
sumption expenditure by general government and to a
reversal from a net drawing-down of aggregate real
inventories in the third and the fourth quarter of 1988 to
significantly positive real inventory accumulation in the
first quarter of 1989, Real private consumption expen-
diture, although rising further, did so at a significantly
lower rate than in preceding quarters. Another firm rise
was shown by total real gross domestic fixed invest-
ment in the first quarter of 1989; the rate of increase in
real fixed investment spending during this quarter
nevertheless was significantly lower than in the pre-
ceding six months.

The rate of growth in real private consumption
expenditure — which had been maintained at relatively
steady annualised levels ranging from 4 to 5% per
cent in the various quarters of 1988 and at an average
annual level of 4 per cent from the second quarter of
1986 to the fourth quarter of 1988 - receded to approxi-
mately 2 per cent in the first quarter of 1989. The firm
and sustained expansion of real private consumption
expenditure from the second quarter of 1986 to the
fourth quarter of 1988 had taken place in the face of an
average annual rate of increase in aggregate real per-
sonal disposable income of only 2 per cent. In con-
trast, the moderate slowdown of the increase in real
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private consumption expenditure in the fourth quarter
of 1988 and its more pronounced further deceleration
in the first quarter of 1989 took place against a back-
ground of a rise in aggregate real personal disposable
income — incorporating accelerated increases in real
wage remuneration as well as in real income from pro-
perty — at an average annual rate of some 3 per cent.

Real household expenditure on consumer durables,
which had advanced at an annualised rate of 14/2 per
cent in the fourth quarter of 1988, declined at a rate of
some 2 per cent in the first quarter of 1989. Real expen-
diture on personal transport equipment (consisting
mainly of new motor vehicles) fell back at an annu-
alised rate of 15 per cent. Little change was, however,
shown as yet by real outlays on furniture and house-
hold appliances.

Real expenditure on semi-durable consumer goods,
having increased at an annualised rate of more than 7
per cent in the fourth quarter of 1988, showed only a
marginal further rise in the ensuing three months. The
slackening of the growth in consumer demand in this
area reflected mainly actual declines in real household
spending on clothing and footwear. Mild increases, on
the other hand, were recorded in real outlays on motor
car parts and accessories; spending on these items
picked up in sympathy with markedly more buoyant
conditions in the market for second-hand motor cars
in the first few months of 1989. Real household expen-
diture on non-durable goods and on services still rose
fairly steadily. Compared with consumption expen-
diture in general, the annualised rates of increase of
real outlays in these spending categories attained
slightly above-average levels of approximately 2 /2 and
2 per cent,

Negative or barely positive rates of advance in the
first quarter of 1989 in real consumer spending on
durable and semi-durable consumer goods in particu-
lar, may well indicate the start of a longer-lasting (i.e.
cyclical) waning of households’ spending proclivities
within the framework of general business cycle develop-
ments. This would represent the joint impact of,
among other things: (1) the tightening of hire-purchase
conditions in the third quarter of 1988, and substan-
tially higher interest rates; (2) increases in administered
prices, the raised level of import surcharges, and accele-
rating inflation generally; (3) the cumulative effect of
relative increases in aggregate real personal dispos-
able income having trailed relative increases in aggre-
gate real private consumption expenditure during
most of the period from the start of the revival in
consumer demand in the second quarter of 1986; (4)
households’ resultant less sanguine views of their real
after-tax income positions, despite the significant
recovery of the growth rate in aggregate real personal
disposable income in the fourth quarter of 1988 and
the first quarter of 1989; (5) a reaction to households'’
earlier stocking-up with durable consumer goods in
the course of 1987 and 1988, including their “pre-



emptive" purchases of such goods in a large part of
1988; and (6) households' heavy recourse to con-
sumer credit in 1988 in particular, the resultant
deterioration of their debt-to-income ratios, and the
eventually unsustainable weakening of the personal
savings ratio.

Real consumption expenditure by general govern-
ment increased substantially in the first quarter of the
calendar year 1988 (i.e. in the final quarter of the fiscal
year 1987/88), fell back in the second and the third
quarter of 1988, and increased only slightly in the
fourth quarter. It then raced ahead at an uncommonly
rapid pace in the first quarter of 1989. The effect of this
spurt in real government consumption expenditure
was to raise the increase in such expenditure in the
fiscal year 1988/89 from the fiscal year 1987/88to 31/2
per cent, against an increase in real government con-
sumption expenditure of only 17/2 per cent from the
calendaryear 1987 to the calendar year 1988. The 3'/2
per cent increase in real consumption expenditure by
general government in fiscal 1988/89 was, however,
still broadly in line with the relatively high average
annual rate of growth in such expenditure in the years
from 1980 to 1988.

The rise in real government consumption outlays in
the first three months of calendar 1989 stemmed main-
ly from a very large increase in spending on goods and
services other than remuneration of employees. How-
ever, real outlays on salaries and wages also rose ap-
preciably. This would appear to have been explained
partly by higher employment levels in the services
departments of central government as well as among
local authorities, in the TBVC countries and in the
self-governing states. It should also be attributed,
however, to the better conditions of service that were
implemented in the public sector in general from
January 1989.

Aggregate real gross domestic fixed investment
rose in the first quarter of 1989 for the seventh con-
secutive quarter. The rate of increase in real fixed
investment spending in this quarter, which in annu-
alised terms amounted to nearly 5 per cent, was, how-
ever, somewhat less robust than the annualised rates
of increase of more than 7 per cent and approximately
81/2 per cent that had been recorded in the third and
the fourth quarter of 1988. The level of total real fixed
investrent spending in the first quarter of 1989 was
some 6 per cent higher than in the first quarter of the
preceding year.

Further increases were recorded in real fixed capital
outlays by the private sector and by public corporations.
A decline, on the other hand, was registered again in
real fixed capital spending by public authorities.

The annualised rate of increase in real fixed capital
formation by the private sector in the first quarter of
1989 amounted to some 72 per cent (against an
average annualised rate of 912 per cent in the pre-
ceding six months). This further advance in private

sector fixed investment was broadly based; the more
notable sectoral increases in investment activity,
however, could be observed in agriculture, mining,
manufacturing and commerce. Against these various
increases, a decline was recorded in real fixed invest-
ment in the form of machinery and transport equip-
ment financed through leasing contracts in the finan-
cial sector.

The strengthening of fixed investment demand in
the agricultural sector was a reflection of improved
farming conditions and crop results in the preceding
two years, good farming prospects for 1989 and
higher levels of confidence among the farming com-
munity, and growing needs for replacement, renewal
and augmentation of the agricultural capital stock. In
the decade of the 1980s, net increases in the real fixed
capital stock in the agricultural sector were recorded
only in the pre-drought period up to the fourth quarter
of 1982; the level of this capital stock in the first quarter
of 1989 still fell short by some 137/2 per cent of the high
point it had reached in 1982.

The mining industry displayed increased real capital
spending on machinery and transport equipment in
particular. This was associated with the development
of new mines, as well as with advancing mechanisation
that will ensure increased stability in the production
process. In the light of the rapidly rising cost structure
of mining operations, the future opening-up of new
mines and the expansion of existing mining ventures
will, however, depend heavily on a suitable structure of
mining taxation. d

In manufacturing industry and in the commercial

sector higher levels of new fixed capital formation were
essentially a continuing response to some two and a
half years of economic upswing in which relatively little
investment activity had taken place, the associated
rise in degrees of capacity utilisation, and a more
positive business mood that had been brought about
by stable labour relations and conditions of general
socio-political tranquility.
The decline in real fixed investment spending by pub-
lic authorities in the first quarter of 1989 could be attri-
buted to further decreases in such spending by the
Department of Posts and Telecommunications and
the South African Transport Services. In the case of
general government, increases in real fixed investment
by the central government and local authorities more
than neutralised declines in real fixed capital expen-
diture by the provincial administrations, which had
increased markedly in the second half of 1988.

An analysis of aggregate real gross domestic fixed
investment in the first quarter of 1989 by type of capital
assets shows notable increases in residential and
non-residential building. Little change was shown, in
the aggregate investment data, by real outlays on con-
struction and on machinery and transport equipment.

Aggregate real inventories — which had been drawn
down in the third and, to a lesser extent, also in the
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accordingly declined further from its upper turning-
point of 2,020 in the first quarter of 1987 to 1,832 in the
fourth quarter of 1988 and to a preliminarily estimated
1,801 in the first quarter of 1989. The decrease in vel-
ocity of 1,7 per cent from the fourth quarter of 1988 to
the first quarter of 1989 somewhat exceeded its average
quarterly rate of decline of some 1,4 per cent in the pre-
ceding seven calendar quarters. At the same time the
compound annual rate of decline in M3's velocity of cir-
culation of some 5,6 per cent from the first quarter of
1987 to the first quarter of 1989 may be said effectively
to have "neutralised” approximately one fourth of the
23,7 per cent compound annual rate of increase in the
quarterly average of M3 over the two-year period con-
cerned.

Seasonally adjusted M3 as at month-ends broke
through the ceiling of the target “tunnel” for the
targeting year 1989 in February 1989. At its level of
R125,9 billion at the end of March 1989, M3 exceeded
the upper limit of the target tunnel by approximately
R2,7 billion, or by 2,2 per cent. However, in a turn of
events reminiscent of 1988, M3 in April 1989 fell back
to marginally within the target tunnel. Its level of
R124,4 billion was R0,3 billion, or 0,2 per cent, below
the upper boundary of the tunnel.

High rates of expansion in the M3 money supply in
the first four months of 1989 were still supported by
rising transaction needs for money at rapidly rising
levels of nominal gross domestic expenditure and gross
domestic product. They would also appear still to have
derived from sustained reintermediation phenomena,
as well as from investors’ “liquidity preference proper”
in a general climate of cyclical upward movements in
interest rates and of relatively attractive interest returns
on depository investments. The 26,6 per cent increase
in M3 in the twelve-month period to the end of March
1989 was accompanied by rates of increase in M1A,
M1 and M2 of 19,9, 19,4 and 33,9 per cent. Exception-
ally high growth, amounting to 47,6 per cent, accord-
ingly was registered in the non-M1 component of M2
(comprising deposits with unexpired maturities of
more than one day but not exceeding six months) du-
ring this period. In contrast, growth in long-term depo-
sits during the twelve months concerned amounted to
a comparatively very modest 3,9 per cent.

Depositors' preferences for the more highly liquid
and short-dated deposits naturally meant a con-
traction of the average unexpired maturity of monetary
institutions” deposit liabilities. This was reflected in a
more than proportional increase in monetary institu-
tions' required minimum cash reserve holdings (which
derive from cash reserve requirement ratios — of 5 and
2 per cent respectively — against banks' and building
societies’ short-term and medium-term liabilities to the
public only). From approximately 21 April 1988 to ap-
proximately 21 April 1989, the banks' and the building
societies' aggregate required cash reserves rose by
R808 million or 30,4 per cent, against an increase in

16

their total liabilities to the public (as calculated for
reserve requirement purposes) of 20,0 per cent from
the end of March 1988 to the end of March 1989.

As during 1988, the most important single statistical
counterpart (or “cause”) of the increase in the season-
ally adjusted M3 money supply from the end of Decem-
ber 1988 to the end of March 1989 (which amounted
to R7,6 billion) was a further large increase in monetary
institutions' domestic credit extension. Total domestic
credit extended by these institutions rose by a season-
ally adjusted amount of R5,7 billion during this period.
However, “causes” of changes in M3 in the first quarter
of 1989 also included losses incurred by the Reserve
Bank in its provision of forward foreign exchange
cover, as well as high levels of government spending
and sharp declines in government sector balances
with the Reserve Bank in March 1989. Changes in the
net gold and other foreign reserves of the monetary
sector, although having made a negative contribution
(of R3,6 billion) to growth in M3 during 1988 as a
whole, actually made a positive contribution (to a
seasonally adjusted amount of RO,5 billion) in the
fourth quarter. Changes in the net foreign reserves,
however, again made a negative contribution to mon-
etary expansion (to a seasonally adjusted amount of
RO,7 billion) in the first quarter of 1989.

Credit extension by monetary institutions

Rather more significant decelerations than in the
growth rate of M3 were recorded in the growth rates of
monetary institutions’ and banking institutions’ claims
on the private sector in the first quarter of 1989 from
the extraordinarily high levels these growth rates had
attained — notably in the case of the banks — in the
preceding six months. At levels of some 30 and 25 per
cent, the seasonally adjusted and annualised quarter-
to-quarter rates of increase in the banks' and all
monetary institutions’ claims on the private sector in
the first quarter of 1989 were broadly on a par with the
tempo of these institutions’ credit-creating activities in.
the first half of 1988. The twelve-month rate ofincrease
In monetary institutions’ claims on the private sector
retreated somewhat less pronouncedly from its high
point of 30,5 per cent in October 1988 to 26,7 per cent
in March 1989.

The increase in the seasonally adjusted level of mon-
etary institutions’ total claims on the private sector in
the first quarter of 1989, amounting to R5,7 billion, was
significantly smaller than the average quarterly increase
in these claims of RB6,7 billion in 1988. Among the com-
ponents of these claims, on the other hand, the R2,6
billion increase in monetary institutions’ mortgage
lending in the first quarter of 1989 was still somewhat
larger than the average quarterly increase in such
lending (amounting to R2,3 billion) in 1988. Mortgage
lending by monetary institutions has, however, been
raised somewhat artificially in recent quarters through
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