Quarterly economic review

Introduction

The exceptional circumstances that prevailed in South
Africa during the first half of 1994 affected most
economic activities and caused the economic recovery to
falter somewhat. Small positive growth rates were
nevertheless still recorded in the output of the non-
agricultural sectors in the first and second quarter of
1994 — a remarkahle achievement in a country
undergoing a major political transition with concomitant
great uncertainty about the outcome of political
developments and continued labour unrest, As it
became evident that this transformation would be
achleved in a peaceful manner, a more positive economic
climate developed, but with the recovery still being held
back by Increased friction between employees and
employers in wage negotiations,

Agricultural conditions also continued to play a major
role in the determination of overall output. After having
increased substantially in 1993, agricultural output
fluctuated around this higher level in the first and second
quarter of 1994; these favourable agricultural conditions
contributed to a higher total output level. Most of the
other main economic sectors, with the notable
exceptions of mining and manufacturing, had a hand in
the increase in fotal output in the second guarter of 1994,
but the real value added by these sectors increased more
moderately. This slower growth was largely the result of
uncertainty regarding political developments, A decline in
the number of work days, and increases In work
stoppages and strikes also had an adverse effect on
manufacturing output and on the throughput of ore by
the gold mines. The decline in gold production could
furthermore be ascribed to the mining of ore with a lower
gold content owing to the rise in the gold price.

All the main expenditure components increased in the
first and second quarter of 1994 and accordingly
aggregate real gross domestic expenditure rose further,
but at a more subdued pace. A sharper increase in real
personal disposable income was mainly responsible for
an accelerated growth in real durable and non-durable
consumption expenditure by households. Real
consumption expenditure by general government
continued to rise strongly, owing mainly to spending by
extra-budgetary institutions, including the former TBVC
countries and self-governing states.

More important, the increase in real gross domestic
capital formation (which had started from the second
Quarter of 1993) continued in the second quarter of 1994
and fixed investment rose more rapidly than in the
second half of 1998. Although the capital expenditure on
a few important projects was largely responsible for the

revival in fixed investment, increases in real capital outlays
were evident throughout the economy. Factors such as
the rise in agricultural income, the replacement of ageing
equipment, the expansion of production capacity in
certain sectors and the development of some new mines
led to higher capital investment in the private sector and
by public corporations. Enterprises also continued to
build up inventaries to somewhat higher levels in the
second quarter of 1994,

The exceptional circurnstances that existed before
and immediately after the April election, and a slowdown
in export growth, also brought about more moderate
growth in gross operating surpluses. This development,
together with higher dividend and interest payments as
well as higher tax liabilities, led to a decline in the net saving
of the corporate sector. Unchanged levels of personal
savings and a decline in the net dissaving by general
government, however, caused the domestic savings ratio
to rise marginally in the second quarter of 1994,

Up to the end of 1993 (latest information made
available by the Central Statistical Service), the recovery
in economic activity was unable to reverse the downward
movement in total employment. Labour costs finally
began to react to the low level of economic activity and at
least no further increases were registered in the average
annual real remuneration per worker in 1993. Moreover,
the recovery in economic activity, the reduction in
employment and a lower incidence of labour unrest
brought about a sharp growth in labour productivity and
a decline in real unit labour costs.

Unsettled conditions during the period of political
transition, however, also had an adverse effect on the
export volumes of manufactured goods. Despite a
stronger intermational demand and a substantial increase
in the exports of mining and agricultural products, the
total volume of exports performed relatively poorly in the
first and second quarter of 1994, At the same time,
factors such as South Africa's high marginal propensity
to import, the replacement of outdated and obsolete
equipment, a rise in fixed investment and an
accumulation of inventories, resulted in a sharp increase
in the volume of imports. The large current account
surplus (seasonally adjusted and annualised) of 1993 was
accordingly cut by more than one half in the first six
months of 1994,

A much more moderate capital outflow was,
however, also recorded in this period largely because of
an improvement in short-term capital movements. Fairly
tight conditions in the domestic money market
encouraged private banking institutions to supplement
short-term funds by borrowing abroad. The outflow of
long-term capital, on the other hand, remained at a high
level. From the second half of May the total net capital
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outflow contracted considerably, leading to a sharp
increase in the net gold and other foreign reserves of the
Reserve Bank. The level of the gross foreign reserves
was, however, still relatively low and equivalent to
approximately only five weeks' imports of goods and
services.

As a result of the deterioration in the overal balance
of payments position, the nominal and real effective
exchange rates of the rand decreased sharply further.
This created considerable inflationary pressures:
production prices, in particular, rose sharply in the
second quarter of 1994. Other factors also threatened to
reverse the success achieved in bringing the inflation rate
down. The more important of these include increases in
the prices of food, upward pressure on wages and higher
international crude oil prices. Scepticism about fiscal
discipline may also have contributed to a deterioration of
inflation expectations.

The rate of increase in all the monetary aggregates
accelerated in the first seven months of 1994, This
acceleration was related to the increase in economic
activity, an improvement in the cash flows of business
enterprises and an increase in the liquidity preference of
the private sector. Despite the relatively wide margin
between banks' deposit and lending rates, which is
usually conducive to disintermediation practices, the
income velocity of money declined in the first and second
quarter of 1994.

The growth in total domestic credit extension also
accelerated significantly during the first half of 1994,
because of a sharp increase in the monetary sector's
credit extension to the private and public sector. Public-
sector stock was taken up by the monetary institutions
and the deposits of the central government, of which
large amounts had been accumulated in the first half of
1993, were used to finance government expanditure,
The financing of instalment sales and mortgage advances
was responsible for nearly 90 per cent of the increase in
the monetary institutions' credit extension to the private
sector,

The drain on the foreign reserves, fears that
government finance might get out of hand, higher inflation
expectations and tight money market conditions, caused
a sharp reversal in interest rate movements from the
beginning of 1994, After having declined fairly
consistently during 1992 and 1993, interest rates moved
upwards from February 1994, Long-term rates
increased more sharply than short-term rates, with the
result that the yield curve became much steeper,

In the financial markets, the monetary authority
allowed the market to reflect underlying supply and
demand conditions. The money market accordingly
became very tight in the first six months of 1994 and only
began to ease in July and August 1994 when the overall
balance of payments position improved and a part of the
large agricultural crop was financed by the Land Bank
from funds obtained from the Corpaoration for Public
Deposits. Activity in the secondary bond and equity
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markets, as well as in the market for derivatives,
remained very buoyant throughout the first eight months
of 1994, New record levels in share prices were
recorded in August, while the dividend and earnings
yields decreased to low levels.

In the primary capital market the high and rising share
prices, a shortage of scrip, and the firming of long-term
interest rates, favoured share capital issues in the second
quarter of 1994, The demand for new funds in the
private sector, however, remained low and the value of
new share issues decreased. In the primary bond market
the public sector's net borrowing from the private sector
dropped sharply. However, purchases by the Public
Investment Commissioners and other public entities
caused a substantial proportion of the borrowing
requirement of the government to be financed by means
of bond issues in the first four months of the fiscal year.

The government also made considerable use of
shorter-term paper at lower interest rates to finance its
deficit in the first four months of fiscal 1994/95. The
deficit in this period equalled just less than one third of
the budgeted deficit for the full fiscal year. Even after
taking seasonal factors into consideration, the
government's net financial position in the first four months
of fiscal 1994/95 was more or less in line with the
situation planned in the Budget. This was achieved
despite the fact that the year-on-year rate of increase in
Exchequer issues was considerably higher than the
budgeted increase for the full year, owing to the large
cost of the political transition financed in this period.
Government revenue, however, also performed much
better than envisaged in the Budget for fiscal 1994/95 as
a whole. Nearly all the main categories of government
revenue increased at higher rates than projected in the
Budget.

































Table 5. Net capital movements (not related to reserves)

R millions
1993 1994
istgr 2ndgr 3rdqr 4thqgr Year 1stqr 2ndqr

Long-term capital

Public authorities ...........cerrereeenes -119 -597 -738 -619 -2073 -253 -309

Public corporations...........couweeeinnes -526 -132 -140 -876 -1674 -483 -438

Private Sector .......c.cvveerrinineccrnenes 441 750 -224 1280 2247 -945 -900
Total long-term capital............cveeunies, -204 21 -1102 -215 -1 500 -1681 -1647
Short-term capital

Monetary SECtOr ....c...ceuvearsisnscesianns -1 799 -1 033 652 -629 -2 809 2 254 1327

Other, including unrecorded

tranSactionS . .c.i.icciiisisisino sinns -1,652 -1787 -3900 -4625 -11964 -1682 -2286

Total capital movements, excluding
liabilities related to reserves........... -3655 -2799 -4350 -5469 -16273 -1109 -2606

Exchange rates

The alling foreign reserve position of the country and
socio-political uncertainties caused the nominal
effective exchange rate of the rand to decline by 4,1
per cent in the first quarter of 1994 and by a further
8,3 per cent from 31 March 1994 to 13 July 1994,
Over this period the rand depreciated against all the
major currencies, The rise in the foreign reserves of
the Reserve Bank, intervention in the market for
foreign exchange by the monetary authority and a
weaker dollar owing to rising interest rates in several
industrial countries, subsequently brought about an
Increase in the weighted average value of the rand of
3,4 per cent from 13 July 1994 to 31 August 1994, In
the first eight months of 1994 the nominal effective

Table 6. Changes in exchange rates of the rand

exchange rate of the rand accordingly declined by 9,1
per cent.

The decline in the nominal effective exchange rate of
the rand during the first seven months of 1994 exceeded
the inflation differential between South Africa and its main
trading partners. The real effective exchange rate of the
rand therefore declined by 7,5 per cent from December
1993 to July 1994,

In the financial-rand market concern over political
developments, labour unrest and profit-taking led to a
sharp depreciation of the financial rand in the beginning
of 1994 to an all-time low of R5,58 per dollar on 11 April
1994. As it became apparent that the political transition
would be achieved peacefully, the financial rand
appreciated again to R4,55 per dollar on 2 May 1994. In

%

31 Dec 1993 31 Mar1994 30Jun1994 13Jul1994 31 Dec 1993

to to to to to

31 Mar1994 30Jun1994 13Jul1994 31 Aug 1994 31 Aug 1994
Weighted average ...............ccoeuverrierannne. -4.1 -6,9 -1,5 34 0,1
US dollar ....... RN R -2.1 -4,9 -0,1 1.9 -5,2
I TN i nsononicns ssinsatanhpinsss -2,6 -8,2 -1,9 4,0 -8.7
COINEN NAIK (1. chate iarisisssrspssigmsisssgrenss -5,8 -9,3 -3,8 4,7 -13,9
JAPANESE YN ......ocverserreciensnsesiesnsssniesens -10,2 -8,2 -1,6 4.4 -15,3
Netherlands guIlder ...............ocovernineiriinns -54 9.5 -3,8 4.8 -13,6
R O i ks P Yt -7.9 -6,6 -4.1 6,4 -12,2
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