Quarterly economic review

Introduction

Poor weather conditions and the lower production of
gold were responsible for a further slackening of
economic growth in the second quarter of 1995.
However, this slower growth in domestic production in
the first six months of 1995 came after a period of brisk
and accelerating growth. The level of economic activity
was therefore relatively high as clearly reflected by the
rate of capacity utilisation in manufacturing, which was
only slightly lower than at its peak in the cyclical upturmn of
1986-89.

Although the contraction in the output of agriculture
and the gold mines had an adverse effect on the
economy, activity in the non-primary sectors continued to
expand strongly. In fact, the growth in the real value
added by the secondary and tertiary sectors accelerated
from an annualised rate of 3% per cent in the first quarter
of 1995 to 4% per cent in the second quarter. This more
robust economic growth was fairly widespread, but was
particularly evident in manufacturing, commerce,
transport and communication and financial services.

The higher level of activity in the non-primary sectors
was accompanied by an acceleration in the growth of
real gross domestic expenditure. The sharp increase in
domestic expenditure was the result of further increases
in inventories, gross domestic fixed investment and
private consumption expenditure, while consumption
expenditure of general government remained on the
lower level reached in the first quarter of 1995. Inventory
investment, which had increased throughout the current
cyclical upswing, gained considerable momentum in the
first half of 1995, probably reflecting business confidence
in the continuation of the economic recovery phase. A
broadening of investment activity in the private sector
also seems to confirm that production capacity is being
created in anticipation of further strong growth in
aggregate demand.

A somewhat stronger growth in real personal
disposable income in the second quarter of 1995 owing
largely to an increase in dividend receipts, employment
growth since the middle of 1994 and an improvement in
the real wage per worker, supported further strong
growth in consumer demand. The largest part of
households' higher outlays on appliances, transport
equipment, clothing and footwear and other durable and
non-durable goods was, however, financed by means of
consumer credit. Households made considerable use of
direct credit facilities from retailers, mortgage advances,
instalment sales credit and overdrafts to finance these
purchases. "Economic expansion based to an important
extent on higher consumer demand financed by means

of increased household indebtedness is not a sound
basis for sustainable economic development.

Reflecting the South African economy’s high marginal
propensity to import, the relatively limited excess
production capacity in many economic sectors and the
rise in capital formation, imports continued to respond to.
the rise in aggregate domestic demand in the second
quarter of 1995. At the same time, the volume and value
of net gold exports shrank further and a weaker export
performance led to a decline in merchandise exports.
Although these developments were partly offset by lower
net payments for services and transfers to non-residents,
the deficit on the current account of the balance of
payments increased sharply to a ratio of approximately
2% per cent of gross domestic product in the second
quarter of 1995.

These developments clearly illustrate that the
traditional balance of payments constraint on economic
growth in South Africa has not yet been removed. With a
relatively modest growth rate which averaged about 3 per
cent per year in the current economic recovery, the
surplus on the current account of the balance of
payments was quickly transformed into a large negative
balance. The structure of the South African economy
therefore still leads to the emergence of large current
account deficits at relatively low rates of economic
growth. The only permanent solution to this problem is
an effective and competitive production structure.

Fortunately, the low level of foreign debt of South
Africa made it possible for the country to finance the
shortfall on the current account of the balance of
payments by means of a net inflow of capital from
abroad. In the second quarter of 1995 more than 80 per
cent of this net inflow of capital consisted of long-term
capital. Indeed, over the past 2% years South Africa has
improved the maturity structure of its commitments to
non-residents because of a sharp switch from short- to
long-term net indebtedness. A large part of this long-
term capital inflow could, however, in the end prove to be
very volatile inasmuch as it embraced investments in
securities on the Johannesburg Stock Exchange.
Borrowing from foreign sources and non-direct
investments by non-residents will in any case not solve
the problem of achieving sustainable higher economic
growth.

The large net inflow of capital outweighed the deficit
on current account, with the result that the overall
balance of payments position of the country improved
further in the second quarter of 1995. However, the
gross gold and other foreign reserves declined due to
redemptions made on reserve-related liabilities. The
healthy overall conditions on the balance of payments
brought about a relatively stable nominal effective
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exchange rate of the rand. In July and August 1995 the
weighted average value of the rand actually increased.

In a statistical sense, the net foreign assets of the
monetary institutions did not exert any pressure on the
growth of the money supply in the second quarter of
1995. The growth in nearly all the monetary aggregates
nevertheless accelerated and the broadly defined money
supply moved sharply above the upper limit of the
guideline range for 1995. This rapid rate of growth in the
money supply reflected the sharp growth in gross
domestic expenditure and reintermediation. The fact that
an increasing proportion of domestic expenditure was
financed by means of bank credit, also led to an almost
uninterrupted rise in the credit extension of monetary
institutions to the private sector.

In view of the rapid rise in the money supply and bank
credit extension and after taking other economic
developments into consideration, a much more
conservative monetary policy stance was adopted by the
monetary authorities from the beginning of 1995. In
response to the tighter.monetary measures, short-term
interest rates moved higher while long-term yields
declined somewhat. The yield curve accordingly
flattened further in the five-month period ended August
1995. Most of the lending and deposit rates of financial
institutions also moved to higher levels after the increase
in Bank rate at the end of June 1995.

The money market was generally characterised by
sharp fluctuations arising from changes in the net foreign
assets of the Reserve Bank and in government deposits
with the central bank in the period March to August
1995. The Reserve Bank’s operations in the money
market during this period were accordingly aimed mainly
at neutralising liquidity in order to keep its refinancing
facilities effective. Activity in the bond and equity market
subsided further, while the stable environment in the
foreign exchange market, a decline in non-resident
participation, the increase in real estate prices and the
high level of and expected further increases in interest
rates, had a negative impact on the volume of
transactions in other financial markets.

The public-sector borrowing requirement amounted
to 7,8 per cent of gross domestic product in the first
quarter of fiscal 1995/96, which, although still high, was
considerably lower than in the corresponding period of
the preceding year. A part of this lower level of the
public-sector borrowing requirement in the first quarter of
the fiscal year may have been due to special
circumstances that were related to the constitutional
changes in South Africa. The establishment of the nine
new provinces and administrative problems encountered
in this regard probably delayed some expenditure, with
the result that the revenue and grants of the provincial
governments exceeded their total expenditure. The
transfer of certain powers from the central government to
the provincial administrations also had a marked effect on
the expenditure pattern of the Main Budget: transfer
payments rose substantially while expenditure on goods
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and services contracted.

On the inflation front, lower prices of fresh meat,
vegetables and fruit were responsible for slower rates of
increase in both the production and consumer price
indices from April 1995. If the effect of the price changes
of processed and unprocessed food is excluded from the
production price index, the twelve-month rate of increase
in other prices has shown a persistent upward movement
since April 1994, Although the rate of increase in the
underlying consumer price index (which measures
changes in the overall consumer price index excluding
food and non-alcoholic beverages, the costs of home-
ownership and value-added tax) recently slackened
somewhat, factors such as the strong domestic demand,
increases in labour costs and the attempts of business
organisations to maintain profit margins are preventing a
lasting decline in the rate of inflation. Important structural
features, including an inflexible labour market, an
uncompetitive production structure and large budget
deficits, also still stand in the way of a sustainable
abatement of the inflation rate. Against this background,
excessive increases in the money supply accommodate
and lead to a persistent rise in production and consumer
prices.




























































period of the preceding five fiscal years and was also
substantially higher than the growth rate of 9,0 per cent
provided for in the Budget for fiscal 1995/96. A large
part of this increase was due to a shift in the interest
payments pattern to the first four months of the fiscal
year, which resulted from new interest payment dates on
debt issued during the previous fiscal year. As a ratio of
the total budgeted expenditure of R152,7 billion for the
fiscal year 1995/96, Exchequer issues of R51,9 billion in
the first four months of this year came to 34,0 per cent.

Exchequer receipts in the first four months of fiscal
1995/96 amounted to R39,0 billion, or 13,5 per cent
more than the comparable level in the corresponding
period of the preceding year. This increase in the first
four months was substantially higher than the budgeted
increase of 10,3 per cent in government revenue for the
full fiscal 1995/96.

The receipts of Inland Revenue were mainly
responsible for the higher-than-expected increase in
government receipts during the first four months of fiscal
1995/96. Income tax receipts rose more rapidly than
envisaged in the Budget on account of the high level of
economic activity, fairly sharp increases in salary and
wage adjustments and relatively large net profits of
business undertakings. Income tax receipts could
continue to perform well in the rest of the fiscal year
because the transition levy introduced during the
previous year was effectively incorporated in the individual
income tax rates applicable in fiscal 1995/96, and the last
part of the transition levy (1,67 per cent) is being collected
throughout the fiscal year. The proceeds from value-
added tax were also higher than foreseen in the Budget
owing to the continued high growth in domestic
expenditure.

Government revenue from customs and excise duties
decreased by 6,0 per cent in the first four months of fiscal
1995/96 against the first four months of the preceding
year. The Budget provided for an increase of 4,3 per
cent in this source of revenue for fiscal 1995/96 as a
whole. This relatively poor performance of the receipts
from customs and excise duties was due to the partial

Table 10. Percentage increase in Exchequer
receipts, 1995/96

Budgeted Increase in

increase first four

months*
Exchequer receipts............ 10,3 13,5
Customs and excise duties 4,3 -6,0
Inland revenue .................. 11,2 19,7
Income tax........coevverernnns 1.4 12,7
Value-added tax............. 13,0 15,9

*Year-on-year rate
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abolition of the surcharge in the preceding year, which
only began to have an impact on these receipts from
August 1994. The income receipts from the surcharge
therefore were reduced by over one half from the first four
months of fiscal 1994/95 to the first four months of fiscal
1995/96.

The higher-than-budgeted Exchequer issues and
receipts resulted in an Exchequer deficit before borrowing
and debt repayment of R12,9 billion for the first four
months of fiscal 1995/96. This defict was equal to 43,3
per cent of the budgeted deficit of R29,7 billion for the
year as a whole. The deficit for the corresponding period
of fiscal 1994/95 came to 37,7 per cent of the deficit
budgeted for that year.

The deficit of R12,9 billion, plus the discount on new
government stock issues of R3,6 billion, was financed by
means of the following borrowing instruments:

R millions
ROVOITINONE SEOCK ..cvssussisisseisisssmmsssstsssins 16 746
TrRABUIY DUIS .. coisisimssiissssvssismsiisanessniiaiiivss 1 566
PO IO ¢/ spsminsivisstvalesnmssens dssiiesss eils 1 301
Non-marketable securities............ccvivinnnne. -38
Money market instruments..........oceeciveeiins 7
Extraordinary receipts........ccccueeiinniienirinenas 1203
Change in available cash balances at the:
Reserve Bank .........ccoiveeiinecnieeesninneennns -1 208
BRI v oy semshbbstinissbiasssonsab alngupinfs -2 081
VO INBAOKIG wiuisvesiigiisasimsssiaiiseraiuiimsssviasse 16 496
Less: discount on new government stock .. 3 621
Total net financing .......cccercssmsssersnssmsasssnses 12875

As a result of this financing of the Exchequer deficit,
outstanding government debt increased from R245,3
billion at the end of March 1995 to R264,0 billion at the
end of July 1995. As a ratio of gross domestic product,
government debt amounted to 57,8 per cent at the end
of July 1995.
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