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Outlook and risks for the South African economy
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In recent years the BRIC' countries have started to
make their mark on the global economy. Another set
of countries, the so-called VISTA” countries, could be
the second wave to hit the global scene. South Africa is
part of this second cluster of countries.

Before the outlook and risks for the South African
economy are presented, recent developments are
described, as they set the stage for the main section.

Recent developments

A period of exceptional robust growth and low
inflation ...

The macro-economic performance of South Africa
during the late 1980s and first half of the 1990s was
one of low growth and high inflation. This turned
for the better during the mid-1990s and since 2000
the performance was spectacular by South African
standards.

Economic growth

Economic growth accelerated from an average of
2.6% over the period 1995-99 to 4.3% over the period
2000-07. (Please see the table in the appendix for
the historic numbers.) At the same time the country
experienced its longest cyclical upturn since the Second
World War.

What brought about this higher growth and lasting
cyclical upturn? An analysis of the components of
total expenditure and production per economic sector
highlights the causes.

From an expenditure perspective, the higher growth
rate can mainly be attributed to higher consumer
spending (FCE in the chart below) and fixed investment
(GDF1). The source of the higher growth was therefore
primarily increased private domestic expenditure and
not government expenditure (GCE) or net exports.
However, strong global economic growth made the
higher pace of domestic spending (GDE) possible. The
resultant higher exports allowed for higher imports

1 Brazil, Russia, India and China
2 Vietnam, Indonesia, South Africa, Turkey and Argentina
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and the increased foreign capital inflows plugged the
gap between the low supply of domestic savings and
the high demand for investment spending. Without
the increased exports and foreign capital inflows, the
interest rate would have had to be higher, which would
have dampened the growth in domestic expenditure.
The higher growth in consumer spending was
primarily based on rising real disposable income. The
latter, in turn, can be attributed to higher employment
growth and social grants’, as well as lower personal

Gross domestic product (GDP)
12
10 7
s
=z 87
I
26
2 4
S 27
o
£ 0+
o
o
= 27
-4 A
-6
98 99 00 01 02 03 04 05 06 07 08
COGDE M Netexports
Gross domestic expenditure (GDE)
6
5 4
£
= 47
(=]
> 34
e
a 2
5 1
£0
Qo
e -1
2
-3
98 99 00 01 02 03 04 05 06 07 08
B FCE JGCE mGDFI Olnventories & residual

Source of the data: SA Reserve Bank, 2008 is a BER forecast

Figure 1 Sources of growth in terms of the components of expenditure

3 Civil (i.e. funded by the fiscus and not out of own prior
contributions) pensions and child support grants for poor people.



taxation. The rise in consumer spending can also
partially be attributed to the broader access and use of
credit. High consumer confidence and rising property
prices also encouraged the use of credit. Credit boosted
spending on durable goods (such as motor vehicles,
furniture, appliances and electronic entertainment
goods) and private residential investment in particular
and spending on semi-durable goods (such as clothing
and footwear) to a lesser degree. The robust growth in
real disposable income and credit boosted the upward
mobility of individuals and increased the size of the
middle class.

The faster rise in economic activity, the
disappearance of surplus production capacity and
record high business confidence encouraged private
investment in non-residential buildings, machinery
and equipment, and transport equipment. Of late,
investment by public corporations and the general
government in harbour facilities, electricity generation,
airports, new residential areas (roads and sewage),
commuter transport services and sporting facilities (the
latter two are also in preparation for hosting the FIFA
World Cup Soccer Tournament in 2010) began picking
up as the country’s existing infrastructure came under
pressure.

Although net exports contributed little to (in same
years even subtracted considerably from) economic
growth directly, the rise in exports played a positive
role indirectly, as it allowed for higher domestic
expenditure. South Africa’s export performance
disappointed given the strength of the global economy
over the period in question. Manufacturing exports
suffered from the strong rand exchange rate and
commodity exports from infrastructure (electricity
supply, rail transport and harbour facility) bottlenecks.
At the same time, import volumes of final goods (due
to the strong exchange rate), crude oil (high economic
growth) and capital goods (increased investment)
surged.

The strong growth of the service sector stands
out when the causes of the high growth are analysed
in terms of the sectors of production. Growth in the
secondary sector was moderate and the primary sector
did not add much to the growth of total production
directly’. (See the chart below.) Within the service
sector, the sub-sectors finance, real estate and
business services; retail, wholesale, motor trade and
accommodation services; and transport, storage and
communication faired particularly well. Within the
secondary sector, the construction sub-sector did very
well, but manufacturing put in a dull performance. (See
the chart below.) Big changes in commodity prices and

4 The agricultural and mining sectors have a large indirect effect
through their linkages with the rest of the economy.

rainfall from one year to another affected agriculture
and mining, the sub-sectors of the primary sector.

With respect to the long term causes of growth,
it is mainly rising productivity, and a stable political
and policy environment that increased South Africa’s
potential growth rate instead of higher labour and
capital inputs over the past 15 years. This is reflected
by the fact that employment initially declined’ as
economic growth picked up. The opening of the
economy to international trade and investment, and
the introduction of new information technology and
management practices were the main contributing
factors to the large productivity improvements.

Total production (GDP)

% point contrib to growth

Secondary sector

1.8
O Manufacturing O Electricity ™ Construction

% point contrib to growth

97 98 99 00 01 02 03 04 05 06 07

Source of the data: SA Reserve Bank

Figure 2 Sources of growth in terms of the sectors of production

5 Anther reason for the decline in employment is the continuous
decline in the relative contribution of the mining and agricultural
sector, which used to absorb South Africa’s large pool of unskilled
workers. These displaced workers could not easily transfer to the
rocketing service sector that requires skilled workers and of which
South Africa is in short supply.
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Financial variables

Exchange rate

The South African currency, the rand, is freely
floating®. The capital account is, bar some restrictions
on residents, liberalised. The rand exchange rate is
rather volatile and deviations (both over and under)
from the equilibrium level can carry on for some time,
given the openness of the economy, the deepness of the
rand foreign exchange market’ and the relatively low
level of foreign exchange reserves".

The deficit on the current account of the balance of
payments of South Africa increased considerably during
the period of robust growth. (See the chart below.) So
far capital inflows have easily financed this deficit. The
capital inflows mainly took on the form of portfolio
inflows rather than direct foreign investment. (See the
chart below.) This reliance on confidence sensitive
portfolio inflows makes the country vulnerable to
sudden-stop shocks.

The dominance of portfolio inflows is partly the
result of the deepness of South Africa’s financial
markets. The South African market for goods and
services is relatively small and catered well for by a
dynamic private sector. The country is also located
too far away from other big markets and the cost
of unskilled labour is comparatively high so that
production facilities are not established here to either
supply the domestic market or be part of a globalised
supply chain. To get a foothold in South Africa, it is
easier for foreigners to acquire shares in listed South
African companies. Some foreign companies — such as
Barclays and Vodafone from the UK, Arcelor Mittal of
India and the Industrial and Commercial Bank of China
(ICBC) — acquired such large stakes in listed South
African companies that their investments are classified
as direct foreign investment.

The high level of development of South Africa’s
financial markets makes it possible for the government
to finance its budget deficit in full locally. Foreign
public debt is therefore quite low. Foreign private debt
is also very low given the volatility of the currency.

6 A freely floating currency is one where flows on the trade, services
and especially the capital account of the balance of payments
determine the exchange rate and the central bank does not
intervene in the market to maintain a certain exchange rate.

7 Occasionally developments in the financial markets of other
countries trigger participants to change their position in other
liquid (deep) markets, such as the one for rand forex.

8 A high level of foreign exchange reserves could deter speculation
against a freely floating currency as speculators run the risk that
the central bank might intervene to break cycles of one —way bets.
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Figure 3 Balance of payments developments

Inflation

Inflation declined persistently from a low double
digit to a single digit rate in the early-1990s after a
period of tight monetary policy and trade liberalisation.
However, the high proportion of non-tradable services
in the consumer basket, amongst other things, causes
the inflation rate to remain higher (4-6%) in South
Africa than in her main trading partners (2%).

Inflation remains under control thanks to the central
bank following a policy of inflation targeting and the
maintenance of fiscal discipline.

Maintaining fiscal discipline is no easy feat in
South Africa. South Africa has one of the world’s
most unequal income distributions. The government
is therefore under high pressure to redistribute income
through the budget in order to alleviate absolute
poverty and reduce inequality. The redistribution is
achieved through progressive taxes and high spending
on education, health and non-contributory social
welfare payments.



Outlook

Expect the country to bounce back after
performing poorly in 2009 ...

The South African short-term economic outlook
depends on the course of the international economy and
the domestic cyclical downturn.

International economic outlook

The international economic outlook is mighty
uncertain at present. The majority of professional
forecasters foresee economic growth in the three
dominant industrialised economies, namely the USA,
the EU and Japan to contract in 2009. Views on the
subsequent recovery vary widely. The majority of
experts foresee that it will take time before economic
growth recovers in the industrialised countries. The
recovery will be L or at most U shaped and not
V-shaped. Most experts anticipate that economic growth
in the USA in particular will remain below average for
some time in order to restore macroeconomic balance
and recover from the financial crisis.

The economic slump of the major industrialised
economies will adversely affect the major emerging
countries, such as China, Brazil and India. However,
these countries will most likely recover sooner than the
major industrialised countries and continue to vastly
outperform them owing to strong, enduring, domestic
growth enhancing forces such as deregulation,
urbanisation, social upward mobility and public
infrastructure investment. The resource intensity of
the growth path of these countries and the need to put
an infrastructure in place point to the continued lively
demand for commodities.

Whereas deflationary forces will dominate in the
short term due to the global economic contraction
and financial turmoil, inflationary forces will likely
reappear and dominate during the medium term. The
deflationary impact of the availability of cheap goods
and services from China and India and the productivity
enhancing effect of the IT revolution will subside.
At the same time, the current surge in government
borrowing and monetary stimulus to deal with the
financial crisis could lead to higher global inflation in
the medium term if these measures are not reversed
when stability is restored.

South African economic outlook
How will these global economic developments
affect South Africa?

1. In the short run, South African exports will suffer
due to the global contraction. Although imports
will decline due to the weaker exchange rate and
domestic expenditure, the deficit on the current
account of the balance of payments will remain

large. However, the continued financing of this
deficit through foreign portfolio investments is
at risk, given that such flows subsided due to
heightened risk aversion following the financial
turmoil. Foreign government borrowing can
be increased to finance this deficit. This is a
responsible strategy, given that South Africa
has quite a low level of foreign public debt and
the loans will be used to finance infrastructure
investment, which will raise the long term growth
potential of the economy.

2. If — as in our baseline view — the major
emerging economies outperform their industrial
counterparts and their demand for commodities
remains strong, then commodity prices are
likely to recover in the medium term. South
African exports will benefit from such a higher
demand for and prices of commodities, and the
concomitant return of foreign portfolio inflows.

The South African economy is currently
experiencing a cyclical downturn following a period
of monetary policy tightening. Economic growth
is slowing as private fixed investment declines,
inventories are reduced and consumer spending on non-
essential goods (such as motor vehicles, furniture and
appliances) is cut back. A high household debt service
burden’ and tighter bank credit standards'® curbed
credit spending, particularly spending on durable goods
and private residential buildings.

In contrast to the above mentioned growth depressing
factors, there are also numerous growth enhancing
factors. Firstly, government fixed investment spending
is continuing. Secondly, a sharp fall in inflation (mainly
due to a drop in the petrol and food prices) will boost
real household disposable income, which will in turn
stimulate consumer spending on semi-durable goods,
non-durable goods and services. (Please see the table in
the appendix for the forecast numbers.)

Turning to the outlook for the financial variables,
the fall in inflation mentioned previously made it
possible for the central bank to begin reducing the
nominal interest rate. This lower interest rate, in turn,
will start to favour private economic activity during the
second half of 2009 and beyond. The budget deficit will
increase due to weaker tax revenue (especially company
tax) and continued high spending on infrastructure. The
rand exchange rate will probably remain under-valued
on a purchasing power parity basis in the short run, but
might appreciate somewhat when the financial crisis
comes to an end, investor risk aversion normalises and

9 The high level of outstanding debt and the high interest rate causes
the high debt service burden.

10 Rising non-performing loans and falling property prices led to the
tightening of bank credit standards.
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commodity prices recover.

Risks to the outlook

There are a number of known uncertainties to the
short and medium-term outlook described previously.

Regarding the risks to the short-term outlook,
a favourable outcome depends on the ability of the
government to raise foreign loans in order to partly
finance the deficit on the current account of the balance
of payments. Should this be impossible and private
capital inflows stay away, the exchange rate will
depreciate sharply, inflation pressures will build up,
the central bank will halt reducing the interest rate
and domestic growth will turn out weaker. Extreme
developments, such as the drying up of liquidity in the
rand forex market and the central bank being forced
to reverse the interest rate cuts, cannot be excluded
entirely under such circumstance.

There are also a number of uncertainties in respect
of the medium to long-term outlook.

Firstly, emerging countries will only outperform the
major industrialised countries if their internal drivers of
growth carry through. The upward trend in the demand
and price of commodities, in turn, will only resume
if strong growth is restored in emerging countries.
Only if commodities regain momentum will South
African exports rebound markedly. These exports are
not only important as a direct source of growth, but
also indirectly through their easing of the balance of
payments constraint.

Secondly, the improved economic performance
presupposes the maintenance of political stability in
South Africa. Continued adherence to the democratic
rules of the game (i.e. the constitution) will go a long
way in maintaining political stability, as it allows
for the regular, peaceful replacement of leaders,
accountability and gradual policy changes (i.e. prevent
raptures). Rights such as the right to freedom of
speech and assembly also serve as a release valve for
disenchantment. South Africa has a young democracy.
This political system is not yet fully consolidated, i.e.
conducting politics according to a democratic set of
rules are not deeply ingrained yet. The main potential
sources of conflict and instability that the democratic
political system will face will stem from inequality,
ethnicity and the settling of past scores.

A third risk relates to the negative impact that the
declining quality of South Africa’s workforce is likely
to have on potential growth. Declining education
standards, deteriorating health indicators'', the
unravelling of social trust'” and a relatively poor work

11 Primarily due to government inaction to prevent the spread of HIV
and treat HIV / Aids sufferers

12 Awareness of inequality, violent crime and fast urbanisation has
replaced racial segregation as cause of social distrust.
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ethic” have an adverse impact on labour productivity
and the supply of skilled workers.

Conclusion

Although the current global economic and financial
turmoil will adversely affect the South African
economy, the country is expected to perform better than
those in the midst of the storm. Bar any unforeseen
developments and assuming the containment of known
risks, the South African economy is anticipated to
recover sooner and outperform the major industrialised
countries hit hardest by the financial disruption over the
medium to longer term.

13 Immediate consumption is valued higher than delayed gratification.
A strong consciousness of individual entitlements exist.



Appendix

Table 1 The South African economy in numbers

Actual Forecast Actual |Fore-cast
2006 2007 2008 2009 2010 | 1995-2007 | 2008-2013
Economic growth (real % change)
Final household consumption expenditure 8.2 6.6 2.6 1.2 3.5 4.6 34
Government consumption expenditure 5.2 4.9 4.8 43 4.2 2.8 43
Gross fixed capital formation 13.8 16.3 10.9 2.0 6.9 7.0 6.9
Gross domestic expenditure 9.2 6.1 3.8 1.4 5.0 4.2 4.2
Exports of goods & services 5.6 7.7 2.5 -2.7 2.7 4.9 3.6
Imports of goods & services 18.8 10.6 43 -1.5 7.0 7.5 54
Gross domestic product 5.4 5.1 32 1.3 3.7 3.5 3.6
Inflation (% change)
Headline CPI 4.6 7.1 11.5* 5.8 5.5 6.1 6.6
Exchange rate Average Compound % change
Yen/R 17.18 16.69 12.69%* 9.12 9.98 -3.6 -9.1
* Actual

Source of actual data: SA Reserve Bank, BER forecast
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