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A.
GROWTH SITUATION 
y
GDP 3rd Quarter 2017 

Growth Above Expectations: 1% Growth for 2017 looks feasible

Q3 q-o-q annualised growth in GDP came in stronger than anticipated, at 2.0%, compared with consensus forecasts for an outcome of 1.7% and our own forecast for a 1.6% outcome. On a y-o-y basis, GDP growth accelerated to 1.0% in Q3, from 0.5% in Q2.  The surprisingly strong Q2 GDP growth figure, which was previously reported as having been 2.5%, was revised upwards to 2.8%. The favourable GDP figures for both the second and third quarters imply that there is a strong chance that the economy will have performed better than latest consensus forecasts have suggested. GDP growth forecasts had been repeatedly revised downwards over several years and it now looks as though they will be revised upwards for the first time in several years. Consensus forecasts, not only by the market, but also by the IMF, World Bank, SA Reserve Bank and National Treasury, have been looking at growth of around 0.7% for 2017.  These now seem understated.

The q-o-q annualised and seasonally-adjusted growth rate of the economy turned positive in Q2 following two successive quarters of negative growth in Q4 of 2016 and Q1 2017.  According to the official definition of a recession, being two successive quarters of negative q-o-q growth, the economy entered recession in Q1.  Following the Q2 positive growth figure, the economy moved out of recession.  The q-o-q annualised growth rate in GDP at market prices measured from the production side of the economy increased sharply, to 2.8% in Q2 from -0.6% in Q1.  The improvement in GDP growth measured from the expenditure side of the economy was from -0.7% in Q1 to 2.7% in Q2 and 2.1% in Q3. On a y-o-y basis, GDP growth improved to 1.3% in Q3, from 0.9% in Q2. For the first three quarters of the year combined, GDP grew by 0.8%.

Structural Growth Challenges remain

Following the ANC elective conference in December 2017, there can be no doubt that South Africa has a new leader which much of the country will be keen to support. However, his leadership does not guarantee that some of the intractable impediments to higher economic growth and employment will be overcome. The ideological divide between market-oriented policies and government involvement to regulate the business sector, has not disappeared. Ramaphosa is a negotiator, but it is uncertain whether he can overcome the chasm that exists between the demands of organised labour and the drive for profit by a concentrated private business sector.  Workers may be reluctant to hold back on their demands for improved wages and working conditions, while businesses remain demanding in terms of maximising earnings, driven by executives and asset managers to produce these returns. An immediate challenge is how government will succeed in limiting the increase in the budget deficit without invoking high increases in taxes that act as a disincentive for the productive sector of the economy.  Alternatively, how the government can hold back on its expenditure sufficiently to ensure fiscal rectitude without impairing programmes for upliftment.  If inequality is to be reduced and gainful and well-remunerated employment is to be enhanced, the outcomes of the educational system need to be improved. The focus is currently directed at free tertiary education, while the more important need is to enhance early childhood development and primary education.  Success in the fight against corruption will open up resources to achieve some of these goals and allow more than currently seems feasible.

Growth Prospects

South Africa's economic growth prospects have improved significantly and we have revised our economic growth forecasts upwards. The forecast is premised on a moderate depreciation of the Rand over the course of 2018 to levels above R13 to the Dollar.   However, there are two alternative scenarios that are possible. The first sees the momentum of optimism gaining over the coming year as Ramaphosa makes the changes necessary to boost South Africa's economic growth, including gains against corruption and state capture. Some analysts expect the Rand to appreciate further to around R11 to R11.50 to the Dollar. Under such an outlook, inflation would fall, interest rates would be reduced domestically and disposable income and consumption would increase and this would support higher growth. A more negative scenario would be global economic conditions deteriorating due to a tapering off of the liquidity provided to the international economy over the past decade, with an associated rise in interest rates. Risk appetite for emerging markets would take a negative turn, the Rand would plunge, inflation would soar, domestic interest rates would rise and economic growth would be barely positive or even decline to recession. In our base case scenario forecast, we assume a middle-of-the-road outcome. This is more optimistic than over the past year, but is not as exuberant as some forecasts currently being made.

Ramaphosa's general economic viewpoint sits well with the investment community both domestically and internationally. It incorporates the need to embark upon improving educational outputs, the intention to incur large-scale infrastructure developmental expenditure while maintaining strict fiscal and monetary discipline, moving to reduce the concentration of power in South African business, helping to promote small business activity, rebuilding trust between public and private sectors and improving the governance and efficiency of state-owned enterprises. His election as ANC president stands to see a continuation of the upturn in fixed capital formation already evident in Q3 of 2017. Furthermore, the strengthening of the Rand in anticipation of his election and its further gains in the wake of the election results stand to keep inflation lower in 2018 than previously forecast, with positive implications for disposable income and consumer spending. Hopefully, agricultural conditions will remain favourable given the ongoing good rainfall in the North eastern regions of the country, although the drought in the Western Cape might dampen spirits somewhat. Overall, there has been a buildup of optimism that 2018 could see economic growth returning to levels closer to 2% or more. This is clearly insufficient to accommodate the high level of new job entrants such as to reduce unemployment. It does nonetheless represent an improvement and  turnaround from previous pessimism. Changes in the leadership in Zimbabwe and Angola, together with the election of Ramaphosa in South Africa, have also created the possibility of a confluence of economic regeneration in the southern African region

Although there is reason for moderate optimism regarding the economic outlook in 2018, there are risks which could upset positive outcomes. Domestically, there is no guarantee that South Africa will avoid further credit ratings downgrades. The risk of Moody's reducing the country's local currency credit rating to junk status remains. If that occurs, South Africa's government bonds could drop out of the World Government Bond Index, with the danger of large-scale sales of South African government bonds.  Much will depend on whether the country succeeds in tabling a budget in February that manages to avoid aggravating the country's fiscal situation.  With the added burden of having to finance free tertiary education for poorer families as announced by President Zuma on the opening day of the ANC's electoral conference, it is difficult to see how the funds for such a programme can be obtained without placing great strain on the country's finances. There will also be scrutiny on how the new ANC leadership handles changes to the boards of state-owned enterprises (SOEs) in such a way as to improve their governance and effectiveness. Improvement is crucial if the national fiscus is to avoid being lumbered with additional liabilities from non-performing loans at SOEs. For positive outcomes to be assured, it is essential that Ramaphosa be able to push through investor friendly policies but which many within the ANC might regard as neoliberal and not focussed on social upliftment.

Global Economic Environment 

Risks to the domestic economic outlook are not confined to the domestic political situation. Much of the strength of the Rand over the past year can be ascribed to the benefits to the country's terms of trade from higher commodity prices. In turn this is linked to the fact that the global economy has performed better in the past year than at any stage since before the global financial crisis in 2008/09. The US economy has been in a positive mood in anticipation of huge tax cuts by the Trump Administration, together with promises of increased infrastructure investment. The EU has recorded its best growth in a decade helped along by the benefits of fiscal rectitude in earlier years. Japan's economy has also been performing better than in many years, whilst emerging markets have experienced a recovery following very weak performances in 2015 and 2016 associated with falling commodity prices at that time. However, there is no guarantee that the tightening of US monetary policy for the first time in a decade might not bring about a setback in the global economic experience. Specifically, there are growing concerns about the possibility of a sharp correction in financial asset prices as the rapid addition of global liquidity of the past eight years draws to a close. In the event of a turnaround in the fortunes of the global economy, one could well see risk aversion towards emerging markets returning, the Rand depreciating anew, resulting in a rise in domestic inflation and interest rates, with negative implications for the domestic economy. At present there is no imminence of such negative outcomes and so the conventional wisdom is that 2018 will see a continuation of a relatively strong performance by the exchange rate, continued subdued inflation and a further modest improvement in domestic economic growth.

World Competitiveness

South Africa's ranking in the Global Competitiveness Index 2017-2018 edition shows a dramatic decline to 61st from 47th in 2016-17. This is the worst ranking which the country has ever had.  It is not difficult to identify the causes of the deterioration in ranking, most of which are linked to developments relating to state capture over the past year. Foremost is the massive decline in ranking from 11th to 44th in respect of financial market development, clearly linked to the manner in which leading auditing firm KPMG has been implicated in the attempts by the Gupta family and its allies at laying claim on public funds through state capture.  The extent to which attempts at state capture have also impinged upon South Africa's ranking in terms of the strength of its institutions is almost as marked, with a decline from 40th to 76th. Also marked has been the decline in respect of goods market efficiency from 28th to 54th, linked to increased concentration of power and resultant diminished competitiveness, as well as substantial increases in tax disincentives for investment. The ranking relating to higher education also deteriorated markedly.

There are virtually no components posting improved ranking other than marginal improvements in the ranking of infrastructure, presumably because of the increased availability of electricity supply and in the ranking of labour market efficiency, presumably due to a reduction in strike activity.  In terms of the most problematical factors for doing business in South Africa, corruption and crime, together with government instability have surged to the top, overtaking impediments such as inefficient government bureaucracy, restrictive labour regulations and an inadequately educated workforce which were leading impediments previously.  Although South Africa's still ranks favourably in relation to other African countries, its fall off in world rankings is sufficiently dramatic to translate into the prospect of further declines in foreign direct investment and associated economic growth. One can only hope that political changes might see some improvement next year.

In previous editions, changes in rankings have been the order of one to seven places. However, on this occasion, South Africa's ranking has fallen by 14 places, from 47th last year, to 61st this year. The current ranking is the worst this millennium.  The ranking for financial market development plummeting from 11th, to 44th. However, there was a marked deterioration also in respect of the country's ranking of its institutional strength, down from 40th to 76th and in its ranking with regard to goods market efficiency, from 28th to 54th. The best that can be said about the latest outcome is that, even at 61st, South Africa's ranking is still within the better half of countries surveyed, given that the number of countries surveyed was 137, down by one from the 138 surveyed last year. Furthermore, South Africa remains one of the most competitive countries in sub-Saharan Africa, with its ranking on innovation, at 39th, still quite high even if this ranking too reflects a decline from 35th last year.

South Africa has been characterised for many years as having one of the strongest set of institutions amongst emerging markets. However, this has decline over the past year. In respect of property rights, the country has gone from 29th last year to 56th this year. The ranking of intellectual property protection has gone from 21st to 36th. Ranking relating to diversion of public funds has gone from an already horrible 96th previously, to 109th currently. Even more dramatic has been the deterioration in ranking relating to irregular payments and bribes, from an already relatively elevated 53rd, to 91st currently. Worrisome also is the slide in the relatively solid 16th ranking for judicial independence, to 36th currently. Many of the other areas have also seen dramatic declines. Especially worrisome is the drop in the ranking of organised crime, from an already alarming 99th last year, to 122nd now, i.e. one of the worst in the world. In the case of business costs of crime and violence, South Africa remains ranked as one of the worst, at 133rd. Surprisingly, given so much negative commentary on the efficacy of the police force, the ranking of the reliability of police services declined only marginally, from 115 to 118. Most disturbingly, casting aspersions on the quality of South Africa's business ethics, the ranking of ethical behaviour of firms fell dramatically, from 36th to 72nd.

To the extent that foreign investors focus on world competitiveness, the latest figures will be hardly conducive towards attracting new money into South Africa so necessary to improve the country's economic growth rate. According to the Science, Technology and Innovation Indicators released by the Department of Science and Technology, South Africa's FDI declined from R80bn in 2013, to R63bn in 2014 and then down to R22bn in 2015. This pattern may continue which would render South Africa more reliant on its own resources rather than on foreign technology and funding. 

GDP growth in 2016 does seem to have been the low point in a long downward trajectory of economic growth since the recovery from the global financial recession of 2009.  It is significant to note that the low point for q-o-q annualised growth in GDP was not the 4th quarter of 2016, but the 1st quarter, when growth was -1.5% on an annualised basis. 
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Longer-Term Growth

The lacklustre performance of fixed capital formation over the past few years reduces the economy's ability to lift the growth rate much above 2% in the longer term.  Most forecasts have a gradual rising trajectory for economic growth through to 2020. That the improvement in economic growth will gather momentum through 2018 seems logical for the reasons outlined. In particular, agricultural production should improve and commodity prices have recovered, with the knock-on benefits for the economy more generally. However, the low level of capital investment will reduce the ability of the economy to gain momentum beyond 2018 once cyclical factors are out of the way.  Unless the structural weaknesses of the economy holding back its capacity to generate higher economic growth are addressed, the economy will not be able to generate the kind of growth needed to reduce unemployment, poverty and inequality. In particular, education at both basic and tertiary levels has to improved dramatically in order to equip jobseekers with the skills needed to obtain employment that generates a decent income.
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Primary Sectors Boost to Q3 GDP Growth

Analysis of the breakdown of the latest GDP figures by sector indicates that the main reason why GDP growth came in stronger than anticipated was that the recovery in agricultural GDP following the ending of drought conditions in the north-eastern regions of the country, accelerated off an already very strong base in Q2. As steep as the declines in agricultural GDP were during the drought, the recovery has been even more pronounced. Following seven quarters of negative growth in agricultural GDP, the first three quarters of 2017 have witnessed a strong recovery of 23.1%, 38.7% and now 44.2% respectively in agricultural GDP. In addition, after a dreadful 4th qtr of 2016, during which mining GDP fell by an annualised -11.5%, the recovery in the mining sector was sustained in the first three quarters of this year. Even though q-o-q annualised growth in mining GDP declined slightly to 6.6% in Q3, from 8.2% in Q2 and 13.1% in Q1, mining GDP was strong enough in Q3 to help boost overall GDP substantially. Agriculture and mining combined saw annualised growth in GDP of the primary sectors recording a third successive quarter of double-digit growth, at 14.9%, up from 14.8% in Q2 and 15.3% in Q1.

Mixed Outcomes for Non-Primary Sectors

Nonetheless, even excluding agriculture and mining, annualised growth in GDP in Q3 remained positive, suggesting no major collapse in the overall economy.  At 1.2% in Q3, growth was down on the 1.8% growth rate of Q2, but was still significantly better than the negative growth rates recorded in Q4 2016 and Q1 2017. There were some encouraging outcomes and some disappointing ones. On the positive side, one is encouraged by the improvement in the GDP growth rate of the manufacturing sector, from -3.7% and 1.5% in the first two quarters, to 4.3% in Q3, the best such growth for manufacturing in six quarters. This illustrates once again that the negative outcomes of the ABSA PMI in earlier months, as we frequently suggested, seemed to be exaggerating the weakness in manufacturing. On the other hand converse results are gleaned from the retail, wholesale trade and accommodation sector, where annualised q-o-q growth fell back to a negative -0.4%, from a downwardly revised 0.6% in Q2. One had thought that on the basis of the strength of retail sales in Q3, the performance of the trade and accommodation sector would have been stronger. On the other hand, wholesale trade sales had been very weak and this clearly acted as a strong drag on the performance of this sector. Also disappointing was the performance of the financial services sector, the largest contributor to GDP. Growth fell back to just 1.2%, from 2.5% in Q2. This was the second weakest growth in this sector in many years after the negative growth recorded in Q1. There was also a disappointing slowdown in GDP growth in transport and communication, from 2.2% in Q2, to just 1.2% in Q3. Also acting as a drag on GDP growth, although not surprising, was the third successive negative growth in the GDP of the government sector. Given the fiscal constraints on government spending, one should indeed have expected this reduction. On the whole, it is interesting to note a complete turnaround in the erstwhile rising importance of services within the overall economy during the course of 2017. The services sector grew by just 0.3% in Q3, down from 1.1% in Q2. Indeed, if one combines the second and third quarter weak outcomes for services growth with the -2.1% growth rate in Q1, one recognises that the services sector has actually contracted during the course of 2017. Ironically, the government itself has been supportive of promoting growth in the primary and secondary sectors of the economy, more so than in the services sector. Accordingly, Q3 outcome is actually in line with government's own objectives. It also probably explains why growth in employment has exceeded growth in GDP for the first time this decade in the last few quarters.

Growth In Remuneration 

The y-o-y growth in quarterly compensation of employees rose for the second consecutive quarter, to 7.9% in Q3, from 6.8% and 7.1% in the preceding two quarters. Whilst the 7.9% growth in Q3 was significantly lower than the corresponding 8.4% growth in Q3 of 2016, the fact remains that growth in remuneration is not collapsing in any way despite the relative weakness of the economy. Combined with the above expectations outcome for GDP growth, the Reserve Bank will no doubt have interpreted the GDP figures as suggesting that economic activity is not as woefully weak as is often being made out to be the case and is not dampening inflationary pressures to the extent that it might have hoped. Accordingly, these latest figures are supportive of interest rates remaining unchanged for an extended period.

Avoiding Further Ratings Downgrades

There are several factors that contribute towards the decision to downgrade a country's credit rating or not. The extent of fiscal discipline and ability to limit increases in public debt are crucial. So too is the fiscal and functional management of state-owned enterprises and the impact this has on their contingent liabilities and the possible impact this might have on public debt levels. Thirdly, ratings agencies look at the growth performance of a country because higher economic growth helps to generate higher tax revenue which facilitates fiscal consolidation. It is in respect of the latter factor that the favourable GDP outcome for Q3 might at the margin act to enhance the chances of credit rating agency Moody's refraining from downgrading South Africa's credit rating after its review in the early part of next year. In turn, this is supportive of a stronger Rand than would otherwise have been the case and of lower inflation than would otherwise have been the case.

Broader economic magnitudes

The current account deficit narrowed slightly to -2.3% of GDP in Q3, from -2.4% in Q2. Encouragingly, the deficit has been consistently below -2.4% of GDP in the first three quarters of this year compared with -3.3% of GDP in 2016, -4.4% in 2015, -5.3% in 2014 and -5.9% in 2013. This suggests that the Rand has become progressively less vulnerable to capital outflows in line with a progressive improvement in the trade balance. 
Whilst the quarterly balance of trade increased by R6bn in Q3 from R64bn in Q2, this improvement was largely neutralised by a countervailing R5bn widening in the deficit on the services account. Net dividend outflows increased slightly, by R2bn.  The improvement in the balance of trade is a sign of the manner in which the productive side of the economy's growth of 2.0% annualised exceeded the growth in expenditure, of a mere 0.7% annualised. Structurally, this is a positive development from a short-term perspective and fits in with the fact that GDP growth in the primary and secondary sectors outpaced that of the tertiary sectors for the first time in many years.

Also encouraging was the rebound in Q3 in the growth of fixed investment, especially of machinery and transport equipment, despite low levels of business confidence. On the other hand, weak business confidence resulted in inventories declining to their lowest levels in 4 ½ years and investment in building and construction remaining very weak. In the case of household consumption expenditure, there was a surge in purchases of durable goods, but a slump in nondurable goods.

The ratio of household debt to disposable income edged downwards to its lowest level in more than a decade, at 72.5% in Q3, from 72.6% in Q2 and a peak of 85.7% in 2008. In line with the reduction in the repo rate in July, the ratio of debt servicing costs to disposable income of households declined to 9.3% from 9.4% previously and a recent peak of 9.7% in the first half of 2016. It also coincided with a slight increase in the ratio of gross savings to GDP, to 16.3% in Q3, from 16.2% in Q2.

GDP by sector Q3 2017
B.
SECTOR TABLES

B1.
GDP REAL Q-O-Q
y
	GDP at constant 2010 prices, seas adj, annualised Q-O-Q % change

	
	2016.2
	2016.3
	2016.4
	2017.1
	2017.2
	2017.3

	Agriculture
	-8.7
	-5.9
	-4.3
	3.1
	38.7
	44.2

	Mining & Quarrying 
	-4.2
	-1.0
	-4.6
	4.6
	8.2
	6.6

	Manufacturing
	2.6
	0.6
	0.4
	-0.7
	1.5
	4.3

	Electricity
	-4.0
	-2.7
	-2.2
	-2.1
	8.8
	-5.5

	Construction
	0.7
	0.7
	0.5
	0.1
	-0.3
	-1.1

	Trade & Catering
	1.8
	1.0
	0.9
	-1.1
	0.6
	-0.4

	Transport & Communication
	0.0
	0.5
	1.5
	1.2
	2.2
	0.6

	Finance & real estate
	2.1
	1.8
	1.7
	1.0
	2.5
	1.2

	General Government
	1.4
	1.5
	1.4
	0.9
	-1.1
	-0.7

	Personal Services
	1.2
	1.2
	1.4
	1.0
	1.3
	0.9

	Total
	3.2
	0.4
	-0.2
	-0.6
	2.7
	2.2

	Total excl. Agriculture & mining
	3.5
	0.4
	-0.2
	-1.1
	1.8
	1.2

	GDP @ Market Prices
	3.1
	0.4
	-0.3
	0.7
	0.6
	1.0

	Figures Revised 
	
	
	
	
	
	

	Source: Statistics South Africa
	
	
	
	
	
	


B2.
GDP REAL Y-O-Y
y
	GDP at constant 2010 prices, seasonally  adjusted,  Y-O-Y % change
	

	
	% of total
	2016.2
	2016.3
	2016.4
	2017.1
	2017.2
	2017.3

	Agriculture
	2.6
	11.4
	31.8
	19.6
	11.4
	31.8
	19.6

	Mining & Quarrying 
	8.3
	6.8
	3.1
	3.2
	6.8
	3.1
	3.2

	Manufacturing
	13.5
	-0.9
	-2.0
	-0.7
	-0.9
	-2.0
	-0.7

	Electricity
	2.3
	-1.6
	0.5
	-0.8
	-1.6
	0.5
	-0.8

	Construction
	3.9
	0.2
	0.7
	0.4
	0.2
	0.7
	0.4

	Trade & Catering
	15.0
	-1.0
	-1.2
	-0.9
	-1.0
	-1.2
	-0.9

	Transport & Communication
	9.4
	1.5
	1.2
	0.9
	1.5
	1.2
	0.9

	Finance & real estate
	22.2
	0.9
	1.1
	1.0
	0.9
	1.1
	1.0

	General Government
	16.9
	0.7
	0.0
	-0.4
	0.7
	0.0
	-0.4

	Personal Services
	6.0
	0.8
	1.1
	1.5
	0.8
	1.1
	1.5

	Total
	100
	1.0
	1.3
	0.8
	1.0
	1.3
	0.8

	Total excl. Agriculture & mining
	 
	1.1
	0.8
	0.7
	0.8
	0.3
	0.4

	GDP @ Market Prices
	 
	0.3
	0.7
	0.7
	1.0
	1.3
	0.8

	Source: Statistics South Africa
	
	
	
	
	
	
	


B3. 
EXPENDITURE COMPONENTS OF GDP
y
	Growth rates in expenditure on GDP
	
	
	
	
	
	

	(Constant 2010 prices, seasonally adjusted and annualised )
	
	
	
	

	% change quarter-on-quarter (seasonally adjusted and annualised)
	2016 Q2
	2016 Q3
	2016 Q4
	2017 Q1
	2017 Q2
	2017 Q3

	Final consumption expenditure
	Households
	1.2
	2.2
	2.2
	-2.7
	4.7
	2.6

	
	General government
	2.8
	1.9
	0.3
	-1.7
	1.4
	-0.5

	
	Total
	1.6
	2.1
	1.7
	-2.5
	3.9
	1.8

	Gross fixed capital formation
	-10.4
	-2.8
	-3.5
	1.7
	1.3
	-2.0

	Gross capital formation
	-15.0
	-23.1
	32.7
	-15.0
	18.0
	-2.6

	Exports of goods and services
	-4.5
	17.2
	-21.2
	12.5
	-3.2
	14.4

	Imports of goods and services
	-11.0
	-8.3
	-1.0
	6.1
	3.2
	13.3

	Expenditure on GDP
	-1.7
	3.6
	0.4
	-0.1
	-0.7
	2.7

	Source: Statisics South Africa
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B4.  Growth and Investment levels
y
	Average Annual Growth Rate in GDP (%) by Sector
	
	

	 
	1981-1993
	1993-2001
	2001-2008
	2008-2016

	Agriculture *
	0.6
	1.2
	3.7
	-0.2

	Mining *
	-0.2
	-0.6
	0.0
	-0.3

	Manufacturing *
	-0.4
	3.1
	3.8
	0.2

	Electricity *
	3.5
	1.8
	3.1
	-0.6

	Construction
	-2.8
	1.8
	10.0
	2.8

	Trade Sectors
	0.7
	3.9
	4.4
	2.2

	Transport & Comms
	0.8
	6.7
	5.9
	1.9

	Financial Services
	2.0
	4.7
	6.6
	2.4

	Personal Services
	2.6
	1.0
	3.5
	2.4

	General Government
	2.6
	0.1
	3.3
	2.7

	TOTAL
	0.6
	2.9
	4.4
	1.8

	* Export oriented sectors
	
	
	

	Source: Stats SA
	
	
	
	


Real gross domestic fixed investment growth

Improvement In Fixed Capital Formation

In terms of the national accounts data, great encouragement can be derived from the fact that growth in fixed capital formation recovered quite strongly in Q3, to an annualised 4.3%, from -2.0% in Q2. The decline in fixed investment in Q2 had been interpreted as a sign of the extent to which deteriorating business confidence associated with the March Cabinet reshuffle and subsequent credit ratings downgrades in April, was impacting adversely on overall GDP growth. In light of the fact that Q3 did not witness any marked improvement in business confidence, one would have thought that the deterioration in capital investment would have been reinforced. This encourages one to believe that the real economy possesses an underlying momentum which seems to be undeterred by weak sentiment brought about by adverse political developments. It is almost as if business is carrying on as usual even in the face of adverse headwinds from the political landscape. In addition, the improvement in the terms of trade are reflected in the fact that the annualised decline in imports, of -13.7%, was still more negative than the corresponding contraction in exports, of -10.3%. The reduction in the annualised growth of household consumption expenditure, to 2.6% in Q3 from 4.7% in Q2, is also not surprising if consideration is given to the poor performance of the retail and wholesale trade and accommodation sector.

Investment has been held back significantly by a lack of business confidence, driven in large measure by turmoil and a sense of there being an absence of coherent economic policy direction and leadership.  The National Development Plan introduced by government in 2011 and supported by much of the private sector, has not been actively pursued and implemented.

As a result, q-o-q annualised growth in private sector fixed investment has been negative for six successive quarters. Cumulatively, private sector fixed investment has declined by -29.4% since the end of 2014.  This is clearly not conducive to improved sustainable economic growth in the longer term. In the fourth quarter of 2016 specifically, there was a fairly sharp decline in investment in construction works, as well as in machinery and equipment. 

The mining sector has been responsible for a substantial proportion of the decline in overall fixed investment. Government, which had previously been one of the primary sources of growth in capital investment, also reduced its investment projects substantially from the 4th quarter of 2015 onwards.  

Capital investment tends to be a lagging indicator of economic activity. Until such time as there are concrete signs that economic activity is beginning to pick up, one doubts whether there will be a significant revival in capital investment. At most modest growth can be anticipated over the next few years.

B5.  Fiscal Situation and Interest rates
y
Government finance statistics for November reflect a slight improvement in the growth of government revenue and reduction in the growth of expenditure compared with the situation which prevailed in October. Accordingly, the projected budget deficit for 2017/18 now reflects the chance that it will come in slightly below the deficit incorporated into the Medium-Term Budget Policy Statement (MTBPS). Extrapolation of growth in government revenue and expenditure at the seven-month stage to a full fiscal year suggests a fiscal deficit for 2017/18 of -4.0% of GDP, which is moderately less than the -4.3% of GDP revised deficit incorporated into the MTBPS.

The decision of the South African Reserve Bank to leave the repo rate unchanged at 6.75% which has prevailed since July, was totally in line with consensus and our own expectation.

Despite a significant downward revision in the Bank's inflation forecast in the wake of the sharp appreciation of the Rand over the past two months and the relatively low electricity tariff increase agreed to by NERSA, there are still substantial inflationary risks. The Rand could easily depreciate substantially in the event of a credit rating downgrade to junk status by Moody's in late February which in turn depends on the government's ability to convey a return to fiscal discipline in its 2018 Budget to be tabled next month. Action to improve the financial state of state-owned enterprises (SOEs) is also essential in this regard. Alternatively, inflationary prospects could deteriorate if oil prices remain high or rise further. Thirdly, global risk appetite could turn negative. These risks are not trivial and the probability of them panning out is significant.

The Bank also remains concerned that its longer term inflation forecasts remain uncomfortably close to the 6% upper end of the inflation target on the back of still elevated general inflationary expectations. Furthermore, even though the Reserve Bank is not beholden to its model interest-rate forecast, the model still points to 2 to 3 repo rate hikes over the next two years of 0.25% each. This relative pessimism is driven by the fact that the output gap is set to turn positive for the first time in a number of years, implying increased strains on the economy's capacity to sustain growth without inflationary pressures.

It is clear that the probability of no interest rate reductions this year remains high, to be followed by interest rate increases next year.  The Reserve Bank revised its economic growth forecast for 2017 and 2018 upwards, the first time this has been the case in several years.  One wild card in the inflation picture which is seldom being discussed is the possibility of the announcement of a hike in the rate of VAT in next month's Budget.

Extrapolation of the cumulative growth in government revenue and expenditure for the first quarter of the fiscal year to a full fiscal year would leave the fiscal deficit for the whole of 2017/18, at -4.0% of GDP, substantially more than the budgeted -3.1% of GDP.  The figures do not provide confidence in the country's ability to ward off further credit rating downgrades, which could see South Africa leaving the World Government Bond Index, with detrimental effects for the Rand, inflation and the interest rate outlook and through this for economic growth more generally.
As a result of downward revisions, forecast revenue for 2017/18 is some R20bn below what was budgeted for in 2016 and revenue growth in 2018/19 comes in at R34bn below what was budgeted for originally.  This implies that revenue forecasts have been reduced by no less than R79bn over the next three years.  Government was therefore left with no option but to reduce its expenditure growth forecasts as well. Cumulatively over the next three years the expenditure budgets are now R47bn less than they were in February 2016.

The expansion of the cumulative fiscal deficit for this fiscal year and the following two years is an extra R32.2bn that needs to be raised.  This is not alarming as it amounts to an average issuance of additional debt of around R230m per month over the next three years. 

Given the magnitude of investable funds both domestically and abroad amongst financial institutions in the wake of the massive additions of global liquidity in recent years, this is a relatively sustainable addition to the government's borrowing requirement. Although public debt levels are being increased by between 0.8% and 1.4% of GDP, these figures appear to be sustainable.

National Treasury did all it could to alleviate some of the disgruntlement with fees at higher education institutions.  It increased the NSFAS scholarship allowance by no less than R9bn and also set aside an additional R8bn to accommodate the absence of university fee increases for another year for most families. Quite clearly, free tertiary education is impossible to introduce instantaneously and can only be phased in over a long period of time. 

Funds need to be attracted from foreign sources to meet the sizeable current account deficit of the South African economy.
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B6.  Exchange Rate








y
The Rand maintained its apparent strengthening momentum, breaking through R12.00 to the Dollar for the first time in almost 3 years.  Whilst it is tempting to attribute the most recent appreciation to domestic political developments and new-found optimism regarding the fight against state capture under Ramaphosa's leadership, the exchange rate has not gained materially against the Pound or Euro. Instead, its most recent strength has been more a function of Dollar weakness, with the greenback declining to its lowest level against the Euro in more than three years and with the Sterling/Dollar exchange rate reaching its highest level since before the shock outcome of the Brexit referendum. In other words, the Rand has not been quite as strong as is reflected by simply looking at its value vis-a-vis the Dollar.

On a real trade weighted basis, using 100 in 2010 as a base for the real exchange rate, it is currently sitting at around 92. This compares with a low point of 63 in December 2001 following 9/11 and the aftermath of the dot-com bubble burst and a low point of 76 in March 2008 as the global financial crisis began taking hold. It also compares with high points of 105 in January 2006 when the commodity price boom was in full bloom and a figure of 104 in December 2010 following the initial recovery from the global financial crisis. The 92 current level of the real exchange rate compares with an average of 89.8 between April 1995 following the elimination of the dual exchange rate mechanism and the present. In other words, the Rand is now starting to look slightly expensive by historical standards, but is still not excessively so.
Current Dollar weakness is a function of a number of factors. There is a growing realisation that much of the rest of the world economy is now beginning to grow faster even than the US economy and may need to start hiking interest rates in tandem with the US Fed, thus depriving the Dollar of the status of providing a higher potential return compared with other currencies. In tandem with this, the European Central Bank and Bank of Japan have been cutting back on their quantitative easing programmes, thus reducing the relative amount of Euros and Yen on offer. Secondly, the protectionist stance by Donald Trump is encouraging other governments and markets to allow their currencies to appreciate against the Dollar as a means of restoring competitiveness for the US to defuse some of the Trump bravado. Thirdly, the Chinese authorities appear deliberately to be reducing purchases of US government bonds in order to convey to the Trump administration the counter-productive nature of his protectionist stance.

It appears as if the Rand will receive fundamental support so long as global financial markets remain in a bull phase.  There are increasing concerns that asset prices are becoming overvalued, with the average price earnings ratio of shares on Wall Street exceeding the average of the past 10 years by 30%. The risk of a turnaround in this positive sentiment and the potential adverse impact on the Rand should not be underestimated, even before contemplating some of the potentially negative domestic political and economic developments such as the possibility of Moody's going ahead with a downgrade South Africa's credit rating. 

B7.
 CPI AND PPI INFLATION







      y
	SARB Revisions of Forecast for Headline CPI Inflation Rate (%)
	
	
	

	
	Jan-17
	Mar-17
	May-17
	Jul-17
	Sep-17
	Nov-17
	Jan-18

	Q4 2017
	5.9
	5.6
	5.4
	4.7
	4.8
	4.9
	4.8

	2017
	6.2
	5.9
	5.7
	5.3
	5.3
	5.3
	5.3

	Q1 2018
	5.4
	5.2
	5.1
	4.6
	4.6
	4.7
	4.4

	Q4 2018
	5.6
	5.5
	5.5
	5.2
	5.3
	5.4
	5.0

	2018
	5.5
	5.4
	5.3
	4.9
	5.0
	5.2
	4.9

	Q1 2019
	 
	5.5
	5.5
	5.1
	5.2
	5.5
	5.2

	Q4 2019
	 
	5.5
	5.5
	5.2
	5.3
	5.6
	5.5

	2019
	 
	5.5
	5.5
	5.2
	5.3
	5.5
	5.4
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C.
OUTLOOK BY SECTOR

C1.
Agriculture
y
As expected it was the agricultural sector that stood out in the first and second quarters GDP results. Growth came in at a massive 23.1% in Q1 and 33.6% in Q2. Y-o-y growth was 3.1% and 13.1% in Q1 and Q2, giving growth for the first 6 months of the year at 21.2%.  This has been the first positive y-o-y growth recorded in the sector since Q2 2015 and has been accompanied by an improvement in sentiment as well as investment in tractors and harvesters. For consumers, this has shown itself in lower food inflation; CPI for food products has been falling rapidly and stands at 7.0% from highs of 12.0% in recent quarters.

Not all news in the sector is rosy.  As political divisions have grown, so have increased calls for land expropriation without compensation. This would be disastrous for the food security of the economy and people of South Africa.  Zimbabwe provides evidence of that.  In addition, the Western Cape has struggled with drought conditions and water shortages.

C2.
Mining
y
Along with agriculture, the mining sector was a strong performer in Q1 and Q2 2017. Mining GDP growth was 13.9% and 3.9% q-o-q for Q1 and Q2 respectively, the strongest of any sector other than agriculture, and exerted upward pressure on overall GDP growth. One may argue that Q1 and Q2 represented sparks of a fading industry.  65% of SA’s platinum mines are unprofitable and a further 5% are marginal. Outright antagonism between government and industry does not give cause for optimism. 

The recent Mining Charter will certainly stifle investment and further erode confidence in the sector. Even though it has been deferred, the Mineral Resources minister has lashed out (well outside his lawfully appointed authority) with a proposal to restrict the granting of new mineral and prospecting rights effectively freezing all mining transactions. The Organisation Undoing Tax Abuse has laid a charge of treason against Zwane.  In the face of all of this it is the people of South Africa who suffer. Mining plays a pivotal role in employing lower skilled labour and facilitating a transfer of wealth.  Arguably it is the most transformation intensive sector of the economy. There seems little recognition by those in power of the important role played by mining.  The recent political turbulence has not helped and many larger firms are withholding investment in the country until conditions stabilise. This is already starting to have an effect on employment, as AngloGold Ashanti announced plans to cut its workforce 8,500.

With little prospect of government support, the industry must hope that commodity prices improve and Chinese demand remains resilient.
C3.
Manufacturing
y
Manufacturing faces many of the same symptoms as the mining sector.  A gradual decline in growth and loss of employment is taking place as the sector loses prominence in the make-up of the economy. This has been evident in Q1 and Q2 2017, as GDP growth of the sector contracted by -0.7% y-o-y, the first since Q1 2016 and a continuation of essentially zero real growth in the industry over the last four years.

Some welcome news came from positive growth in investment in the sector, signs that some activity and confidence are being restored even if these investments are not reflected in actual output growth. Government support for this sector remains patchy.  The government does promote various industries, most prominently vehicle manufacturing, although this comes at the cost of other largely neglected industries such as heavy equipment manufacturing. Skills training has been assisted on and off, with much money being pushed into artisan training with few results.

On the back of weak domestic demand, the manufacturing industry will hope for continued robust export demand. Fortunately, Chinese growth has remained resilient, although exchange rates have strengthened and reduced competitiveness.

C4. 
Electricity, Water & Gas
y
The electricity, water and gas sector continued to struggle in Q1 2017, but recovered somewhat in Q2.  Although growth improved, it remains hampered by lack of demand by business and consumers. Many of Eskom’s recent projects (Madupi, Kusile and Ingula) have started coming on stream, ensuring that electricity supply outstrips demand by a healthy margin. This will hopefully be supportive of growth in investment by various sectors, which can only be positive for the country.  

The power utility seems unable to get its governance in order. Between Brown, Molefe and Koko, public trust in the utility has collapsed and blatant corruption seems to be the order of the day. Eskom refused until recently to sign any more Independent Power Producer (IPP) agreements, despite renewable energy being an ANC policy mandate. This created massive policy uncertainty in one of the few areas that was still attracting significant private sector investment.  Fortunately, some agreements have recently been signed.

There was a welcome end to water restrictions in much of the country, an improvement that has temporarily averted the question of much neglected water infrastructure.  Three years of drought conditions in the Western Cape have reinforced the concept that population structures between rural and urban have changed since much of the current infrastructure was laid and significant investment will be needed soon.  There seems to be no real planning or funding on behalf of national government for its provision, as yet another fiasco involving the delay of Lesotho Highland Water Project Phase Two aptly illustrates.

C5.  
Construction
y
Y-o-y growth in GDP for construction has continued to drop steadily since Q1 2014, and from Q1 2017 growth came to a standstill at -0.8% q-o-q.  This was followed with negative growth at -0.3% in Q2 and -1.1% in Q3 2017.  It is clear that construction growth is being heavily weighed down by the slowing economy, which is providing fewer public and private building contracts.  Construction is both a lagging industry (in that its production is dependent on business conditions at least two quarters prior) and strongly cyclical: in an economic downturn it fares worse than average. 

New construction projects are costly, and both companies and individuals are unwilling to make the significant financial outlays (and take the associated risks) in an economy that seems to offer weak future economic benefits while being overshadowed by political turmoil.

Fortunately, at least to some degree, the worst is now behind the sector. We forecast that construction demand has bottomed out, with growth falling for one more quarter (-0.3% y/y in Q3 2017) before improving again on the back of a very weak base. Unfortunately, this stable but lacklustre construction demand will become the new normal and extends until the end of our forecast period in 2020.

Construction remains a highly cyclical industry.  In a downturn, it fares worse than average and this is exactly the outcome we are seeing as the industry struggles under a tougher private and public environment. Confidence is extremely low and firms and households remain worried about future economic prospects. As a result, even those with the required capital are withholding investment.  Q-o-q growth was negative in both Q1 and Q2 2017, at -0.8% and 
-0.5%.

The public sector is cutting back on infrastructure spending in an attempt to rein in its debt and enforce fiscal discipline.  This places the industry between a rock and a hard place with little growth outside of a few private sector opportunities and limited public building contracts.

Fortunately, employment remained resilient and actually improved. Looking forward, the government may even increase its infrastructure spend under the guise of ‘radical economic transformation’.  Increased spending would assist the sector. New IPP builds would also increase investment, although Eskom has put a damper on growth in that sector.  The view beyond South Africa is no longer as optimistic, with many strong African economies stunted by the commodities crash and drought.

C6.  
Wholesale & retail trade, catering & accommodation
y
WHOLESALE & RETAIL TRADE, CATERING & ACCOMMODATION

The retail sector took a large knock in Q1 2017 and was the most disappointing outcome of all the sectors, recording contractionary growth of -1.1% y/y against predictions of positive growth. Given the large weighting of this sector in the national economy it had a significant downward drag effect on overall Q1 2017 GDP. This outcome was surprising, given that the consumers financial position did not worsen appreciably over the quarter.

Consumer spending has been the bedrock of the economy in the last few years and slowing growth implies a structural instability. The conclusion to draw is that consumer confidence was the breaking factor. It remains severely depressed and even with a better financial outlook, consumers are hesitant to continue spending as easily as they used to on fears of rising unemployment and possible tax increases.

Fortunately, there is likely to be a mild improvement going forward. We have seen some positive growth in retail sales as a stable exchange rate finally brings a halt to increasing consumer prices. Tourism has also remained firm, while the recent cut in interest rates will also help the sector. Countering this however remains the fact that political volatility will only rise as the ANC December conference approaches, further impacting consumer confidence, in addition consumers remain fairly highly indebted and are reluctant to take on additional expensive debt.

The one positive outcome of slowing domestic demand has been a continued improvement in the trade balance as consumers purchase fewer imported products and support domestic manufacturing. For the first five months of the year, the cumulative trade balance improved by R32.5bn compared with the same five-month period last year, from a deficit of -R13.29bn last year, to a surplus of R19.52bn this year.

The retail sector took a large knock in Q1 2017 of -5.9% q-o-q, but recovered somewhat to 0.6% growth in Q2.  This was the most disappointing outcome of all the sectors, recording contractionary growth of -1.1% y-o-y for the first half of the year against predictions of positive growth. Given the large weighting of this sector in the national economy it had a significant downward drag effect on overall GDP. This outcome was surprising, given that the consumers' financial position did not worsen appreciably over the two quarters.

Consumer spending has been the bedrock of the economy in the last few years and slowing growth implies a structural instability. The conclusion to draw is that consumer confidence was the breaking factor. It remains severely depressed and even with a better financial outlook, consumers are hesitant to continue spending as easily as they used to on fears of rising unemployment and possible tax increases.

Fortunately, there is likely to be a mild improvement going forward. We have seen some positive growth in retail sales as a stable exchange rate finally brings a halt to increasing consumer prices. Tourism has also remained firm, while the recent cut in interest rates will also help the sector. Countering this however remains the fact that political volatility will only rise as the ANC December conference approaches, further impacting consumer confidence.  In addition consumers remain fairly highly indebted and are reluctant to take on additional expensive debt.

The one positive outcome of slowing domestic demand has been a continued improvement in the trade balance as consumers purchase fewer imported products and support domestic manufacturing. For the first five months of the year, the cumulative trade balance improved by R32.5bn compared with the same five-month period last year, from a deficit of -R13.29bn last year, to a surplus of R19.52bn this year.

Credit rating downgrades will weigh down on fixed investment growth and economic growth. Fears of retrenchment which were present in 2016 and have continued in 2017, leading to increased caution with regard to spending on the part of consumers. Substantial increases in personal taxation announced in the February 2017 Budget will also weigh down on the growth in consumer spending. Nonetheless, in the short term, lower-than-expected inflation and the likelihood that interest rates will not rise will provide some support for the sector. Ongoing strong growth in foreign tourism and through this the demand for accommodation will also prevent a sharp decline in growth in the trade sector.

C7.  
Transport, Storage & Communication
y
Outcome: Unfortunately, y/y growth in investment in the transport and communication sector remained firmly in contractionary territory, although there was an improvement from -10.4% y/y in Q1 2017 to -8.2% y/y in Q2 2017. This was largely an expected outcome, given that demand to increase fleet numbers in the transport industry and pressure to increase communication infrastructure has been largely non-existent in 2017 so far. Many firms are in fact looking for growth overseas rather than in South Africa. 

Outlook: Investment in transport is heavily dependent on trade demand from retailers and logistics demand from the agricultural, mining and manufacturing sectors. Increased production in mining and specifically agriculture is likely to spur some increased investment in the sector.  

However, weak consumer demand will see investment by communication companies remain low as they focus mainly on faster-growing international markets.

We expect that the recent growth of the primary sectors should encourage a return to positive (albeit low) levels of fixed investment growth over the remainder of the year, with growth improving to 0.3% y/y in Q3 2017. Looking forward, this positive growth will give way to essentially 0% growth in 2018, as the impetus to make substantial investments just isn’t there in a weak economy.

The Transport, Storage & Communication sector managed to remain resilient in the face of recessionary conditions, mainly due to the increased agricultural and mining production over the two quarters. Growth in investment and employment were up, illustrating how easily growth in a primary industry can filter through the value chain. Even the vehicle market, which took the brunt of collapsed confidence in 2015 and 2016 has shown signs of improved demand. 

Weakness in the industry came from state owned enterprises.  SAA has been forced to turn to government for a bailout. While nearly all national carriers are making a loss, it is the magnitude and seeming inability to rectify the situation that is SAA’s downfall. Continued bailouts at taxpayers expense essentially create a government subsidised airfare that benefits the rich and does nothing for the poor.

Looking forward, the sector does depend on the fortunes of other sectors which produce and require logistical support, while providing favourable remuneration for their employees to buy into the communications space.  Worries of slower output in these sectors could well filter through to the transport and communication sector.

C8.  
Finance, insurance, real estate & business services
y
The financial sector is not only the largest (outside government) but has also been one of the most resilient, typically recording higher growth than the other sectors and pulling up overall GDP. This was no longer the case in Q1 2017, as the sector contracted by -1.2% and slowed to just 1.0% y-o-y, the worst growth since 2010. Growth did recover to 2.5% q-o-q in Q2  2017.  The recent credit rating downgrades and poor demand for housing and financial services have weakened the sector appreciably. This situation hasn’t been helped by increasingly negative rhetoric by government towards the sector. The Public Protector released her report calling for the government to recover R1.125bn from ABSA based on very dubious information, as well as seeking to change the inflation targeting mandate of the Reserve Bank. The p[ossibility remains that South Africa will be downgraded once more by Moody's, a situation that will see the country fall out of a number of indices and result in more trouble for the sector.

Overall, the growth rates in broadly-defined money supply M3 and private sector credit extension are likely to remain fairly subdued in coming months. Given the traditional 12 -18 month lag between the growth in money supply and inflation, the ongoing expected subdued nature of credit extension points to inflationary pressures declining and therefore the need for interest rates to rise will diminish. However, much will depend on if and when there are further downgrades in the domestic economy that could result in a more severe depreciation of the rand exchange rate which would have inflationary implications.

The continuing direction of the economy towards services sectors has proved to be a recipe for rising unemployment in a country like South Africa where there is an abundance of unskilled labour. This is because the services sector tends to employ skilled persons of which South Africa has a shortage. This trend is expected to continue in the year ahead.

C9.  
Community, social, personal services
y
It is the state-owned enterprises that cause the most concern. One only needs a passing glance at the deterioration and disarray in the public healthcare system to be worried about any proposals for the NHI. Meanwhile SASSA, which barely averted one nationwide crisis through the non-payment of social grants seems set to deliver yet another. Despite being thoroughly criticised by the public, the judiciary, the opposition and her own party the Minister of Social Development terminated the contract of SASSA CEO after less than a year in the position.  This followed his decision to cancel the contracts of workstreams which had been appointed by the Minister.  Another downgrade could reduce the ability for government to continue borrowing and financing expenditure on social services.

C10.  Government and SOEs
y
Circumstances facing the national fiscus may well be too difficult for target deficits to be fully attained.  Lower tax collections resulting from the slow GDP growth rate and higher interest payments on government finance could make inroads into government debt.  This is expected to build up to a government net debt level of over 50.0%.  This is still within the norms of countries internationally, especially by comparison to those of the developed world. 

There will be a point where additional revenue increases will hamper economic growth given that some of these funds could have been spent on productive investment rather than consumption through the tax system. Total revenue increased for example by 53.8% between 2008 and 2014 while total spending increased by 81.9%. Economic constraints, lower company profits and lower economic growth could result in lower revenue during the next few of years, while increasing demands for social grants, public salaries, land redistribution, bailout funds for SOEs etc put pressure on expenditure.

Private consumption expenditure remains around 61% of GDP (61.0% in 2016) and government consumption around 20 to 21% (20.2% in 2015).  The ratio of investment to GDP reached a high of 22% in 2009, partly attributable to the GDP drop in that year, and has retracted since.  The ratio is forecast to improve only gradually over the next few years, as investment plays a stronger role in the economy, driven mainly by government-backed infrastructure spending, but which remains tardy, to reach 20.6% in 2019.  This is still below the level needed to achieve a 4 to 5% economic growth path and significant reduction in unemployment.
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