Quarterly economic review

Introduction

Considerable firmness continued to be displayed by
the South African economy in the fourth quarter of
1988. The annualised rate of increase in real gross
domestic product in this quarter, amounting to nearly
3 per cent, was broadly in line with the growth rate for
1988 as a whole, which reached a higher than gen-
erally expected level of somewhat more than 3 per cent.

Nearly all sectors of the economy experienced real
growth in the fourth quarter of 1988. For the calendar
year as a whole, above-average rates of growth were
recorded by the non-agricultural and non-primary sec-
tors. The growth rates of real output in the secondary
sectors and in manufacturing industry attained impres-
sive figures of the order of 51/2 and 6 per cent.

Aggregate real gross domestic expenditure in calen-
dar 1988 was more than 7 per cent higher than in
1987. This strong rate of increase markedly exceeded
the approximate 4 per cent rate of growth in the pre-
ceding year.

Total real gross domestic expenditure advanced
strongly in the first quarter of 1988, levelled off in the
second quarter, and then fell back quite significantly in
the third quarter. It subsequently moved sideways
again in the fourth quarter, essentially because further
increases in real private consumption expenditure,
another marked rise in total real gross domestic fixed
investment, and an increase in real government con-
sumption expenditure were neutralised by a further
drawing-down of real inventories. Because of the de-
cline in aggregate real inventories in both the third and
the fourth quarter of 1988, the distinct topping-out and
mild retreat of total real gross domestic expenditure in
the course of 1988 from its high first-quarter level may
have created an exaggerated impression of a loss of
buoyancy in aggregate real domestic final demand.

Various selected business cycle indicators in the
fourth quarter of 1988 nevertheless continued to sug-
gest an incipient slowing-down of the economic up-
swing. The composite coincident business cycle in-
dicator advanced further up to September-October
1988. The leading indicator, however, showed a sig-
nificant further decline in October.

The volume of manufacturing production declined
moderately on average in October-November 1988
from its high third-quarter level. Wholesale and retail
sales at constant prices in the fourth quarter of 1988
were down on the third quarter. The value of residential
building plans passed, which had already contracted
significantly in the third quarter, showed a substantially
accelerated decline in October-November. Certain
“patches” of an incipient slackening of credit demand
were also reported by major financial institutions to-
wards the end of 1988 and in the first few months of
1989.

Against this, a variety of factors appeared to have
joined forces in keeping up the level of aggregate
domestic expenditure, sustaining the demand for
bank credit generally, and maintaining an atmosphere
of business bullishness and consumer confidence in
January and February 1989. Such factors included the
rise in public sector salaries and other wage increases
from the beginning of the year, stepped-up govern-
ment expenditure in the closing stages of fiscal
1988/89, prospects for good agricultural harvests in
the course of 1988, the momentum that had been built
up in real fixed domestic capital formation, and the
strength of the share market in February and March.
Prospects of a worsening of inflation and of a further
weakening of the exchange rate of the rand continued
to be advanced as reasons for “pre-emptive” buying
and for giving early effect to spending plans. Good or
excellent financial results of companies and high levels
of profitability of business enterprises generally were
said to be giving rise to demands for higher than other-
wise wage increases and to be adding to employers'
willingness to accede to such demands.

The levelling-out and mild retreat of aggregate real
gross domestic expenditure after the first quarter of
1988 caused the growth in real output in the course of
1988 to become more export-driven. The marked fur-
ther reinvigoration of the South African merchandise
export performance in the second half of 1988 in parti-
cular, was the principal factor in bringing about the
transformation of the slight deficit on the current
account of the balance of payments in the first quarter
of 1988 into progressively larger surpluses that reached
an annualised level of R5,4 billion by the fourth quarter.
The current account surplus for 1988 as a whole, at
R2,9 billion, exceeded most forecasts and projections
that had been drawn up earlier in the year.

In conjunction with the marked further strengthening
of the current account, a markedly smaller outflow of
non-reserve-related capital in the fourth quarter of
1988 helped to arrest the decline in the South African
gross gold and other foreign reserves in December
1988 and in January and February 1989. Having weak-
ened almost continuously during the first ten months
of 1988, the effective exchange rate of the rand firmed
again after the first few days of November. In January
1989 the rand lost ground against the strengthening
dollar but firmed against all other major currencies. In
February, however, a renewed bout of weakness of
the dollar price of gold, and further strengthening of the
dollar in the intemational foreign exchange markets,
wiped out the gains that had been made by the effec-
tive exchange rate of the rand from November 1988 up
to the end of January 1989.

Few signs of abatement in the very high rates of
expansion in bank credit and the monetary aggregates
were apparent as yet in the fourth quarter of 1988 and
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in early 1989. The rate of increase in the quarterly
average of the comprehensively defined money supply,
M3, from the fourth quarter of 1987 to the fourth quarter
of 1988, at 26,5 per cent, was some 10,5 percentage
points in excess of the 16 per cent upper limit of the
monetary target for 1988. The very high rate of increase
in M3 was partly due, however, to reintermediation phe-
nomena and to investors’ increased “liquidity prefer-
ence”. As a result, it was accompanied by an appre-
ciable decline in M3's velocity of circulation; the in-
crease in the “effective” M3 money supply —i.e. in M3
after adjustment for changes inits velocity of circulation
— in the course of the 1988 targeting year amounted to
17,3 per cent.

A new target, ranging from 14 to 18 per cent, for the
rate of increase in M3 from the fourth quarter of 1988
to the fourth quarter of 1989 was announced by the
Reserve Bank on 7 March 1989. In explaining the mon-
etary authorities’ decision to raise the upper and lower
limits of the target range by two percentage points
from their 1988 levels, the Reserve Bank stated that
this was based on the acceptance by the authorities of
a broad economic projection for 1989 that provided
for a further increase in real gross domestic product of
around 2 per cent, a surplus on the current account of
the balance of payments of roughly R4 billion, a gradual
rise in the official gold and foreign exchange reserves,
and an average rate of increase of the.consumer price
index of about 15 per cent. An assumption of a tem-
porary acceleration of the inflation rate in 1989 there-
fore was regarded as realistic for purposes of this
scenario.

The decline in the dollar price of gold and other
adverse developments in January-February 1989,
viewed in conjunction with the obviously excessive
rates of growth in bank credit and the money supply in
the targeting year 1988, caused the Reserve Bank to
raise Bank rate —i.e. its rediscounting rate for Treasury
bills for discount houses — from 141/2 to 16 per cent
with effect from 23 February 1989. This higher Bank
rate would be applied to the rediscounting of Treasury
bills for both the discount houses and the banks; it
therefore involved abalition of the preferential margin
of /2 per cent that had previously been extended to
the discount houses in the Bank's refinancing facilities.
The Bank's statement accompanying this Bank rate in-
crease again stressed the need for a curbing of its own
credit creation as an indispensable element in slowing
down the rates of increase in bank credit generally, in
the money supply, and in aggregate monetary
demand.

The capital markets in the fourth quarter of 1988
saw a drop in the tumover of public sector stock and
low levels of new-issue activity in the share market.
Share prices, however, rose significantly in the third
and the fourth quarter of 1988 and continued to do so
at an accelerating pace in the first ten weeks of 1989,

In the area of government finance, the outcome of
fiscal policy in 1988/89 was slightly less simulatory
than had been envisaged in the Budget as presented
in March 1988. Against a budgeted increase of 16,3
per cent, exchequer issues in 1988/89 increased by
an estimated 18,4 per cent, or by approximately 5,0
per cent in real terms. Exchequer receipts, however,
rose by an estimated 25,2 per cent, against a budgeted
increase of 12,6 per cent. The deficit before borrowing
relative to gross domestic product accordingly amounted
to an estimated 4,4 per cent, as against the original
Budget estimate of 4,9 per cent.

A somewhat more restrictive approach to fiscal
policy for moderating the growth in domestic expen-
diture was indicated by the Minister of Finance for
fiscal 1989/90. In his Budget speech delivered to Par-
liament on 15 March 1989, the Minister budgeted for
no growth in 1989/90 in government expenditure in
real terms. In nominal terms, the Budget provided for
an increase of 15,0 per cent in expenditure, an in-
crease of 16,0 per cent in revenue, and a deficit before
borrowing of 4,1 per cent of gross domestic product.
Projected revenue included the effect of an increase in
general sales tax to 13 per cent. As a part of the on-
going process of tax reform, further steps were taken
towards the separate taxation of married couples
through the Minister's proposal that all salaried married
women be taxed under the system of the so-called
Standard Income Tax on Employees.












industry was more than fully compensated for by in-
creases in fixed capital formation by the manufacturing
sector and in the sector finance.

Among public corporations, increases in the fourth
quarter of 1988 in real fixed investment expenditures
by enterprises in mining and manufacturing (notably
on projects such as Mossgas and Mossref) more than
fully neutralised renewed reductions in such expen-
diture by Eskom in accordance with Eskom's budget-
ary intentions for 1988. Total real fixed capital formation
by all public corporations continued to decline in cal-
endar 1988 for the third consecutive year. Its declinein
1988 amounted to approximately 13 per cent.

The fourth-quarter increase in real fixed capital
spending by public authorities could be attributed
mainly to increased capital outlays by the South
African Transport Services and the provincial adminis-
trations. As in the case of the public corporations, how-
ever, real fixed capital formation by public authorities
was lower in the calendar year 1988 than in the pre-
ceding year. The declines in real fixed capital spending
by government business enterprises and by general
government from 1987 to 1988 amounted to 9 and
21/2 per cent. .

Broken down according to types of assets, aggre-
gate real gross domestic fixed investment in 1988
~ showed substantial increases in real spending on
residential and non-residential buildings (amounting,
on average, to about 10 per cent), and on machinery
and transport equipment. The latter kind of real invest-
ment expenditure rose by about 72 per cent; as re-
gards private sector investment spending, however,
this increase amounted to 2072 per cent.

The encouraging rise in aggregate real gross fixed
capital formation in 1988 from its 1987 levels could be
attributed to “special” inducements to invest — such as
those arising from import replacement demand and
from fears of increases in the prices of imported capital
equipment resulting from depreciation of the rand — as
well as to the pressures of rising degrees of capacity
utilisation of existing production facilities and to the
normal processes of replacement, renewal and reno-
vation of existing capital goods.

The 1988 increase in total real gross domestic fixed
investment was only the fourth such increase to be
recorded in a full calendar year in the past decade.
However, it also started from a low base resulting from
six years of sustained declines; the level of gross real
fixed investment in 1988 actually was still some 27 per
cent lower than in the peak investment year 1981.
Gross real fixed investment expenditure in private
manufacturing industry in 1988, moreover, still did not
fully match the level of depreciation allowances. It
therefore resulted in some further (although steadily
diminishing) shrinkage of manufacturing industry’s real
fixed capital stock.

Aggregate real inventories are estimated to have
declined further in the fourth quarter of 1988. This
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reflected a diminution of agricultural and diamond
stocks-in-trade as well as a drawing-down of commer-
cial inventories. The declines in commercial inventories
could be attributed to the generally high levels of
domestic demand (including the above-mentioned
“pre-emptive” buying out of “old” stocks of consumer
durables and investment goods), the sharp rise in mer-
chandise export volumes in the second half of 1988,
and some presumed sensitivity of commercial and
industrial inventory levels to the rising level of domestic
interest rates.

Aggregate real inventories still rose, on balance, dur-
ing 1988 as a whole. The ratio of industrial and com-
mercial inventories to gross domestic product in the
non-agricultural sectors of the economy rose mildly in
1988 to an average level during the year of slightly
more than 1972 per cent.

Factor income and saving

The quarter-to-quarter rate of increase in aggregate
nominal factor income, in seasonally adjusted and
annualised terms, amounted to 167/ per cent in the
fourth quarter of 1988. This followed rates of 20 and
221/2 per cent in the first two quarters of 1988 and of
107/2 per cent in the third quarter. The year-on-year
rise in nominal factor incomes in the fourth quarter
amounted to 1772 per cent. The increase in these in-
comes from the year 1987 to the year 1988, at 18 per
cent, was significantly higher than the 1572 — 16 per
cent increases of the preceding two years.

The accelerated rise in total factor incomes in the
fourth quarter of 1988 reflected mainly a strengthen-
ing of gross operating surpluses in agriculture, manu-
facturing, transport and finance. With regard to 1988
as a whole, the more notable increases in operating
surpluses were recorded in manufacturing, commerce,
transport and finance. The profitability of corporate
entities in their various sectors in 1988 was raised by
higher turovers and productivity increases as well as
by windfalls arising from new export opportunities and
declines in the exchange value of the rand. Mining and
parts of agriculture also enjoyed the benefits of relative-
ly high international commodity prices and the rise in
the average level of these prices up to the middle of
1988, the mining sector was affected adversely, how-
ever, by the decline in the gold price, especially in the
second half of the year.

The quarter-to-quarter increase in nominal remuner-
ation of employees, in seasonally adjusted and an-
nualised terms, accelerated sharply to as much as 2371/~
per cent in the fourth quarter. This was accounted for
by broadly all major contributors in the secondary and
tertiary sectors of the economy. The increase in total
remuneration of employees in the year 1988 vis-a-vis
1987, at an estimated 167/2 per cent, was marginally
lower than the 17 per cent increase in 1987 vis-a-vis
1986. This would appear to have been due to the more



















































too limited as yet to allow of a significant alleviation of
tax burdens or to create room for a more rapid shift
from direct to indirect taxation. Progress had, how-
ever, already been made in the direction of a reduction
of the deficit before borrowing in relative terms.

With regard to desirable structural adjustments in
the economy, the Budget was aimed at reinforcing ad-
Justment programmes in agriculture, mining, manufac-
turing industry and the financial sectors. These pro-
grammes and the Budget proposals concemed were
directed at creating a sounder base for high economic
growth rates in the future.

Government revenue in fiscal 1989/90 was estimated
to rise by 16,0 per cent. Incorporated in this estimate
were the revenue-raising effects of an increase of 1
percentage point in the rate of general sales tax (to 13
per cent) with effect from 20 March 1989 and an in-
crease in excise duties on a range of products, as well
as the revenue-reducing effects of increases in the
primary rebates for individual taxpayers and of a small
reduction in mining taxation. The proposed separate
taxation of married couples, in terms of which all
salaried married women are to be taxed under the
Standard Income Tax on Employees (the “SITE" sys-
tem), and increases in the SITE ceilings for men and
unmarried women, would not result in a tax loss in
fiscal 1989/90.

Government expenditure in fiscal 1989/90 as bud-
geted for would increase by 15,0 per cent; this was
expected to mean an absence of growth in real terms.
The 15 per cent increase in budgeted expenditure in-
cluded an amount of R1 000 million as a provision for
unforeseen spending needs. The share of capital ex-
penditure in total expenditure was estimated to amount
to R5 076 million. This would be about 7,0 per cent
more than the amount that had originally been budget-
ed for in fiscal 1988/89. The deficit before borrowing
was projected at R9 949 million, or approximately 4,1
per cent of gross domestic product. It was proposed
that this budget be financed in the following way:

R millions

FROVIEIIIIE o, s T AT o D S B eSS 55 068
EXPORAIUI wuvsimsissiinismsssssavisivisisssiss 65 017

Deficit (before borrowing) ..............covv.e. 9949
Financing (net of debt repayment):

Public Investment Commissioners (PIC).. 5 200

New government stock issues .............. 4 370

Non-marketable securities (net) ............ -280

Debt standstill and foreign funds (net) ... 367

Available balances? ............c.cccccceeeinnen. 292
TORBL. < savmuusosss crassossnmanssenmidniiniiss o ssaimass 9 949

1 Increase —; decrease +.

Budget of the South African Transport
Services for 1989/90

In the Budget of the South African Transport Services
for the financial year 1989/90, which was presented to
Parliament on 22 February 1989, total revenue in the
new financial year was estimated at R12 402 million.
Domestic tariffs and fares were increased by an aver-
age of 8,7 per cent. Operating expenditure in 1989/90
was estimated at R12 400 million. This represented an
increase of R1 552 million, or 14,3 per cent, in such
expenditure from the financial year 1988/89 to the
financial year 1989/90. The resulting operating surplus
was accordingly estimated at R2 million, against the
budgeted deficit of R96 million and an anticipated ac-
tual deficit of R115 million in 1988/89. Capital expendi-
ture in 1989/90 was estimated at R1 710 million, this
being R783 million or a substantial 84,5 per cent more
than had been provided for in the Budget for 1988/89.
Since it is planned that the legal structure of the South
African Transport Services will be converted into that
of an autonomous corporate entity, the SATS Budget
of 22 February 1989 is likely to have been the last such
Budget to have been presented to Parliament.

Budget of the Department of Posts and
Telecommunications for 1989/90

In the Budget of the Department of Posts and
Telecommunications for the financial year 1989/90,
which was presented to Parliament on 6 March 1989,
operating expenditure was estimated at R5 155 mil-
lion, representing an increase of some R805 million or
18,5 per cent over the preceding year. Despite this
marked rise in expenditure, only modest increases
were proposed in a wide range of postal and telecom-
munications tariffs.

Income in 1989/90 was estimated at R5 350 million,
or 4,1 per cent more than in 1988/89. This would leave
an operating surplus of R195 million. Capital expendi-
ture was estimated at R1 450 million, or 10,9 per cent
less than in 1988/89.

As in the case of the South African Transport Ser-
vices, the operations of the Department of Posts and
Telecommunications may also be restructured in the
relatively near future. Two separate autonomous cor-
porate entities are envisaged, to take over the postal
and the telecommunications operations of the Depart-
ment, respectively.
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