Quarterly economic review

Introduction

The uptum in economic activity, which had started fairly
vigorously towards the middle of 1993 and had faltered
somewhat during the political transition in the first half of
1994, regained much of the lost momentum and
strengthened at a brisk and accelerating rate in the
second half of 1994. The growth in domestic output was
widespread and positive growth rates were recorded in
all the main economic sectors, with the exception of
mining. The mining of lower-grade ore, unstable labour
conditions, the closure of some mines and technical
difficulties experienced in the production process
restricted the production of gold and were largely
responsible for a decrease in the real value added of
mining.

Owing to the strong growth in real domestic
production and an improvement in South Africa’s terms
of trade, the real gross national product of the country
rose by 3% per cent in 1994. This was the first year since
1988 that the growth in real gross national product
exceeded the population growth rate. The real gross
national product per capita therefore recouped some of
its previous losses and rose by 1 per cent to a level of
about R6 650 in 1994.

Although part of the rise in domestic output was
related to an increase in exports, the stimulus for the rise
in production originated mainly from a substantial
increase in domestic demand. All the components of
domestic expenditure rose sharply throughout 1994,
contributing to an increase of 6 per cent in aggregate real
gross domestic expenditure. While the increase in real
personal disposable income was only moderate, real
private consumption expenditure increased at a rising
rate throughout 1994, with the main thrust coming from
spending on durable and semi-durable goods. The
higher propensity to consume was made possible only
by the utilisation of savings and a sharp rise in consumer
credit, indicating an unsustainable position should
household income not begin to rise more strongly. Real
consumption expenditure of general government also
rose sharply in 1994, largely because of the political
transition.

More encouraging was the increased impetus of the
recovery of fixed capital formation during 1994, which
boded well for future income growth. The rate of
increase in real gross domestic fixed investment
accelerated throughout 1994 and led to an increase of 7
per cent in this aggregate for the full calendar year. A
considerable part of this increase was due to investment
in a few large capital projects, but it was also evident in
increased capitai outlays in other manufacturing

enterprises, agriculture, mining and the financial services
sectors. This increase in investment took place mainly in
the private sector, but extensions to the electricity
reticulation system led to an increase in investment by
public corporations. The more positive sentiment in the
business community was also reflected in a continued
build-up of inventories.

The rapid rate of increase in domestic expenditure
during 1994, particularly in the outlays on capital
formation, led to a sharp rise in the quantity of goods
imported; in fact, the volume of imports increased at a
much more rapid rate than real gross domestic
expenditure. This rise in the marginal propensity to
import was, however, not abnormally high for this stage
of the business cycle and was below the average ratio in
the preceding ten years. The rise in imports was
therefore mainly related to an increase and change in the
composition of expenditure and does not seem to reflect
a general price advantage of imported goods.

Because the rise in the value of imports and service
payments exceeded the increase in the proceeds from
merchandise exports and net gold exports, the surplus on
the current account of the balance of payments began to
shrink in the first half of 1994 and was transformed into a
fairly large deficit in the second half of the year. Over the
same period the balance on the capital account changed
from a net outflow to a large net inflow of capital. This
was a remarkable achievement If account is taken of the
commitments that fell due for repayment in 1994. The
larger part of the net inflow of capital was related to trade,
but towards the end of the year South Africa’s relatively
favourable country credit rating and the further
normalisation of international financial relations also led to
a net inflow of long-term capital.

The inflow of capital was larger than the deficit on the
current account, with the result that both the net and
gross gold and other foreign reserves of the country rose
quite sharply in the second half of 1994, which
contributed to a more stable exchange rate of the rand.
On balance, both the nominal and the real effective
exchange rates of the rand nevertheless decreased
sharply in 1994. At the end of that year the real effective
exchange rate of the rand was no less than 6% per cent
lower than at the end of 1992,

The sharp depreciation of the external value of the
rand, together with rising oil prices, disruptions in the
supply of agricultural produce and a strong domestic
demand, caused a temporary reversal of the downward
movement of production and consumer price inflation.
However, in the fourth quarter of 1994 some of these
price-raising forces started to dissipate and the quarter-
to-quarter rise in the production and consumer price
index declined sharply.



The continued sharp rise in domestic credit
extension and money supply were nevertheless clear
signals of a building-up of inflationary pressures and the
danger that the balance of payments could move into an
untenable position. Credit extension advanced rapidly
and at an increasing rate throughout 1994, Moreover,
an analysis of the monetary institutions' claims on the
private sector by type of credit indicates that credit was
to a large extent undertaken to finance increased
consumer demand. This rise in credit demand was also
responsible for high rates of increase in all the monetary
aggregates and for the fact that the rise in M3 remained
markedly higher than the upper limit of the guideline
range. The increase in the liquidity preference of the
private sector also contributed to the higher demand for
money.

Reflecting these conditions, interest rates, which had
started to firm in February 1994, generally rose further
during the remainder of 1994 and the first seven weeks
of 1995, The strong upward movement in the yields on
long-term bonds in the first half of 1994 led to a
steepening of the yield curve, which later flattened
somewhat as short-term yields continued to rise and
long-term yields became more stable. The upward slope
of the yield curve over the early part of the maturity
spectrum clearly pointed to expectations of further
increases in short-term interest rates,

In view of the continued acceleration of the growth
in the money supply and domestic credit extension, the
danger of escalating price inflation, the upward
movement in market-related interest rates and
developments on the balance of payments, the
authorities decided to adopt a more restrictive
monetary policy stance (see complete monetary policy
statement published in this Quarterly Bulletin). On 20
February 1995 the Governor of the Reserve Bank
therefore announced the following changes in
monetary policy:

An increase in Bank rate, i.e. the rate at which the
Reserve Bank provides accommodation to banks against
the collateral of Treasury bills, Government stock,
Reserve Bank bills and Land Bank bills with an
outstanding maturity of less than 92 days, from 13 to 14
per cent on 21 February 1995. At the same time the rate
on overnight loans extended against collateral of the
same financial assets with outstanding maturities of 92
days and longer but less than 3 years, was raised from
14 to 15% per cent per annum.

- A guideline range for the acceptable rate of growth in
the M3 money supply from the fourth quarter of 1994 to
the fourth quarter of 1995 was set at 6 to 10 per cent,
compared with the 6 to 9 per cent for the preceding year.
The higher upper limit takes account of potentially higher
real growth in gross domestic product in 1995, whereas
the unchanged lower limit of 6 per cent reflects the
Reserve Bank's resolve to reduce the rate of inflation,
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- An increase in the basic minimum cash reserve
requirement from 1 per cent of the banks' total liabilities
(minus capital and reserves) to 2 per cent from 21 March
1995, The additional interest-bearing reserve
requirement of 1 per cent of short-term liabilities was
retained.

- Quantitative guidelines for the banks on the maximum
amount of credit that should be extended to the private
sector in 1995 to give effect to the monetary policy
objectives of the authorities. These guidelines are not
mandatory but rely on the support of the banks to
contain inflation.

In the financial markets, the private sector’s
demand for funds in the primary capital markets
declined in 1994, reflecting the strong financial
positions of businesses and the fact that some
companies raised capital by means of convertible
Eurobond issues. The net borrowing of the public
sector in the primary bond market in calendar 1994
also fell back significantly compared with the preceding
year, because of the policy pursued by the government
of spreading the financing of the Exchequer deficit
more evenly over the year.

Money market conditions remained relatively tight in
1994, while the buoyant conditions in the secondary
bond and equity market began to wane in the fourth
quarter of 1994 and in the first month of 1995. After
having reached a new record high in November 1994,
which was 93 per cent above the lower turning-point in
October 1992, share prices began to decline.
Turnover in the derivative markets, mortgage market
and real estate market, however, increased throughout
1994,

In the area of public finance it seems fairly certain
from the information for the first ten months of the fiscal
year 1994/95 that the government will be successful in
achieving its objective of reducing the Exchequer deficit
before borrowing and debt repayment as a ratio of
gross domestic product. Both the year-on-year rates
of increase in Exchequer issues and receipts over this
period were, however, well above the rates of increase
that had been foreseen in the Budget for the full fiscal
year. The further sharp rise in government debt relative
to gross domestic product in 1994 is nevertheless a
clear warning signal that the level of the Exchequer
deficit must be reduced as quickly as possible.

A recent important positive development in the
finances of the government was the decline in the
dissaving by general government relative to gross
domestic product from a peak of 6% per cent in the
first quarter of 1993 to 3 per cent in the fourth quarter
of 1994, However, this smaller ratio of dissaving was
not achieved by reducing the ratio of government's
current expenditure to gross domestic product, but
was the result of a sharp rise in tax receipts. It
therefore probably reflected a shift in savings from the



























important explanation for the acceleration in consumer
price inflation in 1994. If these spending categories are
excluded, the rise over twelve months in the prices of
other consumer goods and services was less impressive
but more consistent; it rose from 6,6 per cent in April
1994 to 7,9 per cent in December.

Foreign trade and payments

Balance of payments on current account

As could be expected with the rapid rate of increase in
gross domestic expenditure, the balance on the current
account of the balance of payments (seasonally adjusted
and annualised) tumed about from an average quarterly
surplus of R2,0 billion in the first half of 1994 to a deficit of
R5,4 billion in the third quarter and R7,0 billion in the
fourth quarter. In 1994 as a whole a current account
deficit of R2,1 billion was registered; this was the first
deficit since 1984 and a significant change compared
with the surplus of R5,8 billion in 1993. Such sharp
swings in the current account balance are not, however,
uncommon near the lower and upper turning points of
the business cycle.

The marked deterioration in the balance on current
account during the course of 1994 was primarily
brought about by a substantial increase in the volume
of merchandise imports. The physical quantity of
goods imported in 1994 rose by 17% per cent, or by
2,9 percentage points for every one percentage point
increase in real gross domestic expenditure. This ratio
is not abnormally high; it is, in fact, lower than the
average ratio of 3,6 in the preceding ten years. The
rise in merchandise imports was therefore mainly
related to increased expenditure and does not seem
to reflect a general price advantage of imported
goods, At the same time, a decline in the exchange
rate of the rand, combined with only moderate
increases in the producer prices of trading partner
countries, caused the prices of imported goods to
increase by 8% per cent and brought the rise in the
value of imports to 27 per cent.

Pronounced increases occurred in the imports of
machinery and electrical equipment, chemical
products, textiles and transport goods. More
important, a classification of imported goods
according to stage of consumption shows that a
substantial increase in the imports of capital goods
was mainly responsible for the acceleration in the

Table 5. Balance of payments on current account, 1994

Seasonally adjusted and annualised rates

R billions

1stqr 2nd qr 3rd qr 4th gr 1994
Merchandise exports..........ccvineieivenseens 60,6 64,0 67,9 73,0 66,4
NSt GOl BXOaMS.»: 0 liiiminnmmssvsmg 22,6 23,2 24.8 20,1 227
Merchandise IMPOMS.........c..cccevvvveieenerenn. -65,6 -71,3 -82,3 -85,1 -76,1
Net service and transfer payments ........... -16,1 -13,3 -15,8 -15,0 -15,1
Balance on current account ............c..... 1,56 2,6 -5,4 -7,0 -2,1
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