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Foreword

The 2008 Provincial Economic Review and Outlook (PER&O) is in its fifth year of
annual publication and is presented at a time of extraordinary global economic
uncertainty. As a result of the volatility in local and global economies, the Economic
Analysis Unit will endeavor to provide regular updates of economic projections as
they become available.

The full impact of the current financial market crisis on global economic conditions is
yet unknown. Besides that our fortunes are tied to global events, we are also
confronted by a number of other challenges, which include: inflation pressures,
variable or doubtful domestic energy supply and global warming risks. However,
despite these challenges Government is still committed to share the benefits of
growth and achieve the developmental objectives set to improve the lives of all,
particularly the poor and vulnerable. PER&O 2008 therefore underpins the iKapa
Growth and Development Strategy (iKapa GDS), whose key focus is on the social and
economic inclusion of all citizens in the Western Cape.

This publication aims to enhance the monitoring and evaluation of government
programmes directed at stimulating growth and reducing poverty by providing
trends in key socio-economic indicators. It further lays the basis for a path we need to
walk to create a more prosperous and equal society through informed and evidence-
based decision-making and budget policy formulation.

The core message emanating from this publication is that the Western Cape has made
progress in creating employment opportunities and reducing poverty. However
disparities remain among populations groups and between geographic locations.
The challenge ahead is to deepen efforts to ensure the successful implementation of
the policies that the Province has embarked on to combat poverty, unemployment
and inequality.

The task of compiling a detailed socio-economic analysis at the provincial level is not
an easy one and is dependent on the availability of credible data sources and
expertise to analyse the data into meaningful information. This edition of the PER&O
represents a successful effort and commitment to build research capacity within the
public sector and signals our commitment to the extent possible, to drive most of the
research and analysis using internal capacity.
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Executive Summary

This chapter highlights economic developments in the local and global economies since June
2007 when the last PER&O was published. The most recent developments in international
financial markets have led to a deteriorating global economic outlook, resulting in a more
widespread housing market downturn, tighter credit conditions and heightened inflation
risks.

South Africa, in line with other emerging market and developing economies is now exposed
to financial market risk through potential reversal of financial flows as risk aversion rises,
thereby testing the resilience of emerging market economies to the global credit turmoil. The
most recent economic projections indicate that many emerging market and developing
economies are less likely to experience recession.

On the positive side, the construction sector remains the mainstay of the South African
economy and it maintained its good performance in the second quarter of 2008. The
manufacturing and transport and communication sectors also posted positive growth rates in
the same quarter.

The most difficult challenges for emerging market economies including South Africa are
protecting the poor from high food and energy prices and stimulating economic growth to
avoid a recession without depleting foreign currency reserves and widening budget deficits.

The Western Cape economic outlook is largely dependent on the fortunes of the global and
national economies as the projections near-term are less favourable. However, the Province
can take advantage of the local opportunities and strengths to improve the growth prospects
through the deepening of the implementation of economic growth strategies and
interventions that are already in place.

As economic developments across the world remain volatile, the Economic Analysis Unit will
provide regular updates on key economic forecasts.

Executive Summary



The labour force experienced strong growth both in the Western Cape and at national level in
the period 2002 to 2007. In the Western Cape, this growth was mainly a result of increased
participation in the labour market of working-aged Africans, females and the older segments
of the labour force.

Job creation was faster at national level compared to the Western Cape between 2002 and
2007. In the Western Cape, employment performed well in terms of absorbing new entrants
in the labour force into employment. In particular, Africans, females and the older segments
of the labour force experienced significant growth in employment in the period 2002 to 2007.

The growing employment was concentrated on the labour force in highly-skilled and skilled
occupations. This is due to the nature of the economic growth in the Province, which resulted
in a faster growth of the tertiary (or services) and secondary sectors of the economy, boosted
in particularly by strong growth of the wholesale and retail trade and the construction
industries. Increasing skilled-labour intensity in unskilled and semi-skilled-labour intensive
industries, such as agriculture and manufacturing has also led to a higher demand for skilled
labour.

Despite a substantial reduction in unemployment during this period, unemployment remains
high amongst Africans and the youth in the Province. The Province also has a growing
number of discouraged employment-seekers among Coloureds, females and the youth.

Employment in the informal sector in South Africa is relatively small in size compared to
employment in the formal sector and is even smaller in the Western Cape Province. In the
Western Cape, total employment in the informal sector contracted between 2002 and 2007
and only African and Coloureds females experienced growth in employment in this period.

Employment in the informal sector in the Province is dominated by trade activities and most
businesses in this sector are motivated by self-employment and are based in the owner’s
home.

The workforce in the informal sector has relatively poor skills when compared to their
counterparts in the formal sector. At least from a racial perspective, skills levels in the
informal sector are not homogenous as Whites have superior skills compared to Africans and
Coloureds.

Informal sector employment cannot be a substitute for employment in the formal sector, as
employment in the informal sector is of inferior quality compared to employment in the
formal sector. On average, the workforce in the informal sector has relatively lower incomes
and poor job security.
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The small business sector (comprising of micro, small and very small enterprises and
excluding medium to large enterprises) contributes to the majority of employment in the
Western Cape and at national level. At the demographic level, Africans have the highest
share of their workforce in small businesses, followed by Coloureds and Whites in the
Province.

Entrepreneurship activity, which is crucial for the development of the small business sector,
is low in South Africa by international standards. Ownership of small businesses in the
Province is lower by national standard and is particularly low amongst Africans, Coloureds
and the youth.

The South African government has placed poverty alleviation and the reduction of the
persistently high levels of inequality on top of its agenda, along with reducing the rate of
unemployment.

The IES 2000 and 2005/06 shows that higher levels of economic growth rate over the period
under consideration resulted in significantly increased real incomes in the Western Cape and
in South Africa. However, it appears that the benefits of economic growth have not been
shared equally in the Western Cape judging by great disparities that exist between
population groups and geographical locations.

Households in the Western Cape like their national counterparts spend their incomes mainly
on food, housing, and transport, but Africans and Coloured people in the Western Cape tend
to spend a larger proportion of their incomes on food than the White people. Household
spending on transport and housing were the fastest growing expenditure categories
following the buoyant economic growth over the period 2002 to 2005/06.

The IES results further show that inequality in the distribution of income remains high by
international standards but the Western Cape still fairs better than the rest of South Africa.
However, the degree of inequality in the Western Cape intensified faster than the national
average over the period under consideration. All three aggregate measures of inequality used
in the analysis point to persistently high levels of inequality in the distribution of income in
the Western Cape and in South Africa.

South Africa performed relatively better than the Western Cape in reducing poverty between
2000 and 2005/06, when considering both poverty lines. However, the incidence, depth and
severity of poverty are relatively less in the Province than in South Africa as a whole. Poverty
remains more concentrated amongst the African and Coloured people than Whites,
irrespective of the poverty line or measure used for analysis. More White individuals slipped
into poverty in 2005/06 but their numbers are insignificant in the Province.

The proportion of the poorest Coloured and White individuals in the Province increased
slightly over the five-year period, compared to their African counterparts. However, even at
the extremely low poverty line, Africans in the Province remain poor. The poor people have
somewhat shared the benefits of growth albeit the highly unequal distribution of income in
the same period.

Executive Summary



The economic challenges highlighted in Chapter 1 and socio economic imperatives
highlighted throughout this year’s Economic Review and Outlook show the importance of
investing in Government programmes that make advances in achieving the objectives of the
Development Agenda as highlighted in amongst others, the Millennium Development Goals
(MDGs).

Determinants of health status include both downstream i.e. biological and behavioural risk
factors, as well as upstream societal and structural risk factors such as poverty, alcohol
misuse, sanitation etc. and therefore interventions to reduce the burden of disease require an
inter-sectoral approach. Another key challenge facing the health sector which impact on the
delivery of quality health services is the critical shortage of health professionals, especially
nurses.

A review of social trends in the Western Cape indicates that substance abuse, the care of
older persons, HIV/AIDS, poverty and crime affect families, children, the youth and the
elderly in the Western Cape. The responsibility of Government is to identify the challenges
and respond to the challenges by creating opportunities and an enabling environment for a
better future of the people in the Western Cape.

Key trends in education provision and performance outcomes show significant progress in
funding parity across provinces. The Western Cape Department of Education has made
progress in increasing the number of learners writing the Senior Certificate Examination,
however the high dropout rate in key grades remains a challenge. Other critical problems
relate to the low number of Grade 12s that pass with endorsement and the low pass rates in
Mathematics and Science at the higher grade level.
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Economic Outlook: 2008/09 —
2012/13

Key findings:

Global economic prospects have been deteriorating since mid-2007 due to the
protracted and deepening financial market crisis. Economic projections the
global for 2008 and 2009 have been marked down sharply for both advanced and
emerging and developing economies.

The rising inflation pressures in both developed and developing economies
especially for 2008 on the back of a sharp increase in commodity prices has
proven to be a major drag on the global economy.

Interventions such as financial bailout packages for troubled banks and
synchronised interest rate cuts by industrialised economies seem to be making
limited impact as developments in international financial markets across the
world remain unpredictable.

South African banks have been spared from the onslaught of the international
financial market crisis for now, although the stocks traded on the JSE have
remained highly volatile.

Economic growth prospects for South Africa remain clouded by other domestic
challenges (electricity supply constraints and high interest rates) in addition to
the threat of a global recession; however, the economy is still expected to escape
a recession and projections for the medium-term are less upbeat with prospects
for job losses in the economy.

On the upside, the construction sector in South Africa and the broader
investment in fixed infrastructure remains a key support for economic growth.

The deteriorating economic environment in South Africa will also be reflected in
the Western Cape’s fortunes over the short-term, with economic growth
decelerating noticeably. However, direct investment into the Province continues
to grow.

Chapter 1: Economic Outlook: 2008/09 —2012/13



The prospects of the global economy are under severe strain as a result of the
deepening global financial crisis. The economic outlook is gloomy for advanced
economies where most economies are projected to slip into recession in 2009 and less
so for the developing countries where economic growth is beginning to decelerate.

Most governments in the most hit economies i.e. the United States (US), Europe and
Asia have embarked on various financial market rescue strategies in response to the
protracted credit crunch. It remains to be seen whether these interventions will make
a stronger impact in averting recession in advanced economies. In addition to the
unfolding credit crisis, the world economy is at risk due to rising inflation and the
threat posed by global warming.

On the domestic scene, economic performance has been variable as the year began
with an energy supply crisis, which crippled output from the mining and
manufacturing sectors. The most recent (i.e. second quarter of 2008) indicators reveal
a modest recovery in economic growth as output in these sectors was restored.
However, the short-term outlook is less favourable due to the current tight monetary
policy environment and the global economic downturn that is underway. On the
upside, the construction sector maintained its sterling performance and is likely to
continue this trend in the near-term.

Although still performing at a higher level than the national economy, the Western
Cape Province needs to step-up its efforts in implementing interventions aimed at
boosting economic growth in order to meet the economic growth and social goals set
in the iKapa Growth and Development Strategy (iKapa GDS). The medium-term
outlook for the provincial economy does not bode well for meeting these goals since
economic growth is projected at lower rates than the forecast in 2007.

Since mid-2007, the global economy has been embroiled in a protracted financial
market turmoil, which originated from the sub-prime mortgage market' in the US
and graduated into a credit crisis. The financial crisis has since spread across the
globe and also affected real economic activity in the US, the epicenter of the crisis and
in other industrialised countries. In emerging market and developing economies,
economic strain has been felt more by countries with large current account deficits
and external financing requirements.

1 Sub-prime mortgages are loans made to borrowers who are perceived to have high credit risk, often
because they lack a strong credit history or have other characteristics that are associated with high
probabilities of default.
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The past month has been a tumultuous period for international financial markets and
it has been difficult to analyse the implications of the unfolding events on the global
economic outlook. In recent weeks, a number of large investment banks in the US
have either been liquidated or sold-off cheaply?.

Various governments in industrialised countries have intervened by means of
massive financial bailout packages and coordinated interest rates cuts in a bid to curb
losses on stock markets across the world and restore liquidity in financial markets, as
the threat of global recession looms. The resolutions® at the most recent G20 summit
will bolster efforts to end the financial market turmoil.

This section discusses in detail the major economic developments in the global
economy since June 2007, economic growth projections for major economic regions
and provides an assessment of global risks, opportunities and strategic policy
interventions.

2.1 Economic performance and projections for the global
economy

According to the latest projections by the International Monetary Fund (IMF), the
global economy is projected to decelerate substantially from a growth rate of
5.0 per cent achieved in 2007 to moderate growth rates of 3.7 per cent in 2008 and
2.2 per cent in 2009* (see Table 1.1 below). The latest forecast takes into account the
effect of current policies to alleviate the financial crisis.

These projections represent downward revisions from the global economic outlook as
at October 2008, where the global economy was projected to grow at 3.9 per cent and
3.0 per cent in 2008 and 2009 respectively. The downgraded projections were
prompted continued deleveraging in global financial markets in the face of declining
consumer and producer confidence.

In summary, economic downturn is expected to be more pronounced in
developed/advanced countries such as the US and a number of countries within the
Euro area such as the UK and Spain. Economic growth in emerging market and
developing economies led by China and India is projected to remain relatively high
in 2008 but is expected to decelerate sharply in 2009.

2 Such as Lehman Brothers, American International Group (AIG) and the takeover by the Federal Reserve
of the US mortgage giants Fannie Mae and Freddie Mac amongst other troubled banks.

3 The G20 countries pledged new efforts to bolster supervision of banks and credit-rating agencies,
scrutinise executive pay and tighten controls on complex derivatives.

4 Source: World Economic Outlook, International Monetary Fund (IMF) April, July, October, and
November 2008.
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Table1.1 World economic outlook 2008 - 2009 (percentage change unless
otherwise noted)

Estimates Projections Octollt::{f;;;;c; 1{17‘ ](')eTtions
2006 2007 2008 2009 2008 2009
World output 5.1 5.0 3.7 2.2 -0.2 -0.8
Advanced economies 3.0 2.6 14 -0.3 -0.1 -0.8
United States 2.8 2.0 14 -0.7 -0.1 -0.8
Euro area 2.8 2.6 12 -0.5 -0.1 -0.7
Germany 3.0 25 1.7 -0.8 -0.2 -0.8
France 22 22 0.8 -0.5 -0.1 -0.6
Ttaly 1.8 15 02 0.6 0.1 0.4
Spain 3.9 3.7 14 -0.7 0.0 -0.5
Japan 24 21 0.5 02 0.2 0.7
United Kingdom 2.8 3.0 0.8 -1.3 -0.2 -1.2
Canada 3.1 27 0.6 0.3 -0.1 -0.9
Other advanced economies 45 47 29 1.5 -0.2 -1.0
f:gigi’;f:nd developing 7.9 8.0 6.6 5.1 -03 -1.0
Africa 6.1 6.1 52 4.7 -0.7 -1.3
Sub-Sahara 6.6 6.8 5.5 5.1 -0.6 -1.2
Central and Eastern Europe 6.7 57 42 25 -0.3 -0.9
Developing Asia 9.8 10.0 8.3 7.1 -0.1 -0.6
China 11.6 11.9 9.7 8.5 -0.1 -0.8
India 9.8 9.3 7.8 6.3 -0.1 -0.6
Consumer prices
Advanced economies 24 2.2 3.6 14 0.0 -0.6
Emerging and developing economies 54 6.4 9.2 7.1 -0.2 -0.7

Source: Adapted from the International Monetary Fund (IMF), World Economic Outlook, November 2008.

2.2 Regional economic outlook

Overall, advanced economies are projected to experience economic slowdown due to
the correction in housing markets, which continues to put more stress on financial
markets. The major downturn is anticipated to be on the US economy, which is
expected to slip into a recession’ in by the end of 2008 and early 2009.

5 Refers to two or three consecutive quarters of negative economic growth.

8 [ —

Western Cape Provincial Economic Review & Outlook 2008



Developments in the US housing markets are now playing a major role in
determining business cycles and the role of monetary policy in many developed
countries. The US economy is expected decelerate to an average growth rate of
1.4 per cent in 2008 and contract by 0.7 per cent in 2009 due to weakening industrial
production (including the troubled motor manufacturing sector) and tighter credit
conditions. The housing market and financial sectors remain weak although the
non-financial corporate sector remains strong (although liquidity constraints are
worsening).

Economic growth in the Euro-area decelerated to 2.6 per cent in 2007, and the region
is expected to register a lower average growth rate of 1.2 per cent in 2008 and to
contract by 0.5 per cent in 2009. Germany (-0.8 per cent), and Spain (-0.7 per cent) are
expected to register negative economic growth rates in 2009 and the UK will face the
largest decline at minus 1.3 per cent in 2009. The latest data indicates that business
and consumer sentiment in these economies are retreating sharply.

In contrast, the emerging market and developing economies have managed to sustain
high growth in economic activity although these economies are beginning to feel the
impact of the financial market crisis (through reversal of capital flows) after emerging
unscathed in the previous episode of the financial crisis.

Overall, emerging market and developing economies are expected to continue to
expand, led by China (9.7per cent) and India (7.8 per cent) in 2008 even though
economic activity is beginning to lose steam in some countries as these growth rates
are significantly lower than the averages for 2007 (see Table 1.1). The overall growth
rate for emerging market and developing countries for 2009 has been downgraded by
1 per cent from the October 2008 projections.

Economic growth is expected to remain relatively buoyant in these countries for a
number of reasons. Firstly, growth in emerging market and developing economies
has become less and less dependent on advanced economies due to diversified
exports, growth in domestic consumer demand and stronger macroeconomic
frameworks.

Secondly, the boom in commodity markets (despite global slowdown) which have
emerged as an alternative asset class given the ongoing financial crisis have boosted
export earnings for most of these economies. While export earnings will be under
pressure in the short-term due to the unfolding sharp correction in commodity prices,
the medium to longer-term outlook for commodity prices remains favourable.

Lastly, manufacturing sector exports from emerging market and developing
economies have risen, as the growth in exports is not limited to current boom but
represents a longer-term trend. Manufacturing sectors in these economies have also
received sizable amounts of foreign direct investment (FDI). However, the recent
bout of financial crisis has affected emerging Asia as risk aversion (through outflows
of capital from emerging market economies) has increased.

In the case of Africa, economic growth is projected to average 5.2 per cent in 2008 and
4.7 per cent in 2009, while Sub-Saharan African countries are expected to register an
average growth rate 5.1 per cent in 2009. The indirect effects of the global financial
crisis through reduced investment and financial aid flows to Africa might adversely
affect the economic outlook.

Chapter 1: Economic Outlook: 2008/09 —2012/13



10

2.3  World inflation

The year 2008 has experienced high inflation pressures emanating from the boom in
the prices of commodities such as food, gold and oil. The rising trend in consumer
prices has been a feature in both developed and developing countries.

Consumer prices in advanced economies are projected to increase to 3.6 per cent in
2008 from an average of 2.2 per cent in 2007 before slowing down to 1.4 per cent in
2009. The rise in consumer prices in advanced economies occurred despite low
economic growth outcomes during the first half of 2008. Inflation pressures in
advanced economies are likely to be countered by slowing consumer demand and
moderating oil prices in 2009, hence the projected decline.

In contrast, inflation has been more pervasive in emerging and developing economies
where a bigger jump in consumer prices is expected, up to 9.2 per cent in 2008 from
an average of 6.4 per cent in 2007. The rise in consumer prices is fueled by high food
and energy prices, which constitute a higher proportion of the consumption basket in
these countries.

In addition, strong domestic demand, above-trend economic growth and
accommodative macro-economic policies have added to the upward pressure in
consumer prices. In 2009, the slowdown in economic growth and moderating
commodity prices are expected to reduce inflation to levels averaging of 7.1 per cent.

Developments in food and oil prices

The growth in bio-fuel production in advanced countries as a response to high oil prices has
contributed to high demand for food crops. Bio-fuel related demand has boosted prices of major
food crops that are used in corn-based ethanol production. Moreover, export restrictions by food
exporting countries such as rice exporters (to improve domestic food supply and lower food prices)
exacerbates the rise in international food prices.

In addition, food prices have also been boosted by poor weather conditions in counties such as
Australia, which reduced the world supply of food. The continued growth in demand for food
especially in emerging and developing economies has compounded the situation.

In the case of international oil prices, they have risen substantially to above record-highs of
US$147 per barrel driven mainly by supply concerns (as a result of geopolitical concerns). At the
time of writing, the price of the Brent Crude oil had receded to US$48.78 per barrel, however the
oil price remains highly volatile. Throughout 2008, oil prices have been very sensitive to any news
signalling high risk of short-term supply disruptions including those related to geopolitical risks
(tensions between Georgia and Russia, US and Iran etc.) and bad weather due to hurricanes hitting
oil infrastructure in the US and Mexico.

The first-round effects of commodity prices especially oil prices in many economies were
dependent on the exchange rate regime and the type and extent of government interventions
(taxes and subsidies), which determine the extent of the link between domestic consumer prices
and international prices of e.g. the price of oil. The pass-through or second-round effects related
to high commodity prices will depend on the commodity intensity of individual economies and the
share of commodities in final expenditure, especially oil. The more the commodities used by a
country, the higher the likelihood of damaging second-round effects.
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2.4 Risks and vulnerabilities of the global economy

In the short-term, the world economic outlook is vulnerable to sharper downturns in
housing markets in other advanced economies such as Canada and countries in the
Euro-area, in addition to a sharp fall in commodity prices which are contributing
strongly to economic performance in emerging market economies.

Most recent events in the international financial markets (US and Europe) pose a
threat to global economic growth, as financial market risks remain elevated. The
viscous cycle of financial market losses could add to strains on capital and exacerbate
the squeeze on credit availability.

In as much as the emerging market and developing economies are not beset by
recession fears, their major challenge is inflation pressures. The threat posed by the
boom in commodity prices in recent years could unwind the progress made in the
last two decades against inflation, however, declining commodity prices e.g. oil
prices in particular since mid-July has eased inflationary pressures for now.

Second-round effects of commodity prices are beginning to show in emerging market
economies due to their resource intensity or concentration in production processes.
These pressures may revert once commodity markets recover from the current
correction.

In the longer-term, the global economy faces a bigger challenge of global warming
which has been dubbed the world’s potentially catastrophic global externality and
one of the world’s greatest collective problems. Efficient energy pricing and
sustainable global warming mitigating policies as well broad country participation
and cooperation is required now more than ever. Poorer countries that rely on
agricultural activities would be the hardest hit by the negative consequences of global
warming.

On the upside, the world economy has growth potential in terms of prevailing
projections in domestic consumer demand growth in emerging market and
developing economies. Consumer demand may be more resilient to recent financial
shocks and commodity prices than projected before. In addition, the high energy
prices and the depreciating US dollar have boosted economic prospects in major oil
exporting countries.

2.5 Policy options for the global economy

The policy priorities for most governments across the world range from heading-off
rising inflationary pressures and keeping sight on risks to economic growth and
employment creation. In advanced economies a balance of focus has shifted form
inflation concerns to recession worries and the argument for tighter monetary
policies is less compelling due to lower inflation outcomes in these economies.
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In the most recent weeks, the world’s major economies opted for coordinated interest
rate cuts and a variety of financial bailout packages for troubled financial institutions
as a response to the threat posed by the credit crisis on the global economy. However,
evidence on the stock markets shows that these measures have not abated fears of a
global economic collapse as stock markets continue to register losses and remain
highly volatile.

Counter-cyclical strategies are also necessary at this point, as the global economy
seems to be headed for a sharper downturn. Many policy-makers in advanced
economies are revisiting the role of fiscal policy as a counter-cyclical tool as the
continued turbulence of in financial markets raises questions regarding the relevance
and strength of monetary policy.

Although fiscal multipliers® are generally low, and sometimes result in unintended
negative outcomes (especially in economies with high debt) it is widely argued that a
well-targeted fiscal policy can lead to maximum short-run impact when needed
without undermining the long-run fiscal rectitude.

In developing and emerging economies such as South Africa, feeding the hungry
without feeding inflation and depleting foreign reserves is the major challenge as the
surge in food prices is unlikely to abate in the near future. Tighter monetary policy
and greater fiscal restraint are therefore, still required combined with more flexible
exchange rates. However, the rising inflation will constrain the policy response to
economic growth, as interest rate hikes become inevitable in most developing
countries in the context of a global slowdown.

In conclusion, the outlook for the global economy is hindered by downside risks, as
the financial market crisis weighs down the global economy, although commodity
prices are showing signs of abating. Longer-term challenges related to global
warming still remain and the prospects of the world economy now depend on the
coherent, decisive, and collective policy responses to mitigate the risks to the
economic outlook as noted above.

The South African economy, through excellent government economic policies, has
managed to restore fiscal and monetary and stability over the past decade and half,
which placed the country amongst the high-ranking emerging economies sort after
by investors. However, income poverty, inequality and unemployment challenges
remain persistent in South Africa following the market-oriented economic strategies
implemented in the country.

¢ Defined as the impacts of discretionary fiscal stimulus on output.
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In 2005, the South African Government launched the Accelerated and Shared Growth
Initiative of South Africa (AsgiSA) aimed at placing the country on a sustainable
economic growth path averaging of 6 per cent per annum and halving poverty by
2014. The programme also realises the need to share the fruits of economic growth by
implementing strategies that ensure economic participation of the marginalised
segments of the South African population.

This section reviews the performance of the various components of South African
economy i.e. it provides a detailed analysis of sectoral performance, investment
trends, business and consumer sentiments, and economic growth projections over the
medium—term in light of global and local economic developments. It also provides a
brief assessment of whether South Africa will meet its growth and development
targets by 2014 in the context of the performance outcomes and challenges.

3.1 South African economic performance

South African economic performance has been variable since mid-2007. After
showing resilience against the financial market turmoil that unfolded during the
third quarter of 2007, the economy registered annualised real growth rates in Gross
Domestic Product (GDP) of 4.8 per cent and 5.3 per cent in the third and fourth
quarters of 2007 respectively. Overall, the Bureau for Economic Research (BER)
estimates indicate that the South African economy grew at an average rate of
5.1 per cent in 2007.

However, since the beginning of 2008, economic growth slumped to 2.1 per cent in
the first quarter of 2008. The major reason for this dip in economic activity was the
power-supply constraints, which hit output in the mining and manufacturing sectors.
In addition, the economy has been operating under a tight monetary policy regime,
which saw the repurchase (repo)” rate hiked by a cumulative 500 basis points since
June 2006. This adversely effected growth in consumer demand, the cost of capital
(investment) and ultimately economic growth.

Annualised GDP rose steeply to a respectable 4.9 per cent in the second quarter of
2008, however, the economy is not out of the woods yet. With Eskom partially
restoring its electricity supply, a bounce back in GDP was expected as mining output
recovered from a growth rate of minus 25.1 per cent in the first quarter of 2008 to a
15.6 per cent in the second quarter of 2008. The economy also experienced a
noteworthy windfall in the agricultural sector during the same quarter.

The construction sector remains the mainstay of the South African economy as the
sector maintained its sterling performance by registering an annualised growth rate
of 10.1 per cent in the second quarter of 2008. The manufacturing sector
(14.5 per cent) and transport and communication (4.1 per cent) also posted positive
growth rates in the second quarter of 2008.

7 The rate at which the South African Reserve Bank (SARB) lends money to private financial institutions.
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There have been prominent underperformances in the second quarter of 2008 by the
retail, wholesale sector, which declined to minus 2.2 per cent and the finance and
business services sector which posted a subdued growth rate of 2.3 per cent, which
can be attributed to the high inflation and interest rate environment.

The crucial question however, is whether the second quarter performance can be
repeated in the second half of 2008 given the energy supply constraints, which are
still lingering of which the financing thereof is also contributing to inflation
pressures. In the short-term, economic growth has not fully recovered yet for the
following reasons:

e Excluding the agriculture and mining sectors (which leaves 75 per cent of the
economy) a growth rate of 1.8 per cent was registered in the second quarter of
2008 compared to 4.4 per cent achieved in the first quarter of 2008, which is very
disconcerting as the outcome indicates below-potential growth in the second
quarter of 2008.

o  The factors restraining economic growth in South Africa have not moderated yet.
The good news for the economy is that the South African Reserve Bank (SARB)
paused the interest rate hikes in the most recent two consecutive Monetary Policy
Committee (MPC) meetings. Interest rates are on hold for now but it does not
necessarily imply the beginning of a cutting sequence. Should the inflation
outlook deteriorate further, interest rates might go up, further constraining
economic growth. In addition, inflation is yet to peak, as CPIX came in higher for
August 2008 at 13.6 per cent.

e Moreover, asset and house prices are still unsettled with nominal house prices
expected to decline through 2009. In addition, the stocks traded on the
Johannesburg Stock Exchange (JSE) are still highly volatile as a result of the
ongoing financial market crisis and traders on the JSE have lost an estimated
R3.2 trillion since the beginning of the crisis.

The impact of electricity supply shortages on economic growth in SA

The South African economy grew vigorously during the past four years and this brought about
increased demand for electricity. Eskom's reserve capacity was reduced to 8.8 per cent in the
beginning of 2008, which was insufficient for reliable energy supply. The situation was worsened by
coal supply problems that stretched the supply to its limit.

As early as the 1990s, energy demand projections showed that new power stations would be needed
by 2007 to meet the expected growth in demand. However, there was limited investment in new
power generating stations until 2008. The Energy White Paper of 1998 encouraged Independent
Power Producers (IPPs) to enter the electricity generation market but the private sector
investment did not materialise and in 2004 government revised its policy and Eskom was given a
green light to build the new generation capacity.

Eskom has since embarked on a building programme. Additional power stations (ranging from
nuclear, coal-fired etc) and major power lines are being built on a massive scale across the country
to meet the rising electricity demand in South Africa. Eskom's capacity expansion budget amounts
to R343 billion up to 2013 and is expected to rise to more than a trillion rand by 2026. Ultimately
Eskom will double its capacity to 80 000 MW by 2026. The return-to-service of previously
mothballed power stations will bring about additional 2000 MW.
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In the beginning of January 2008, unplanned shutdowns caused by disruptions in coal supplies and
breakdowns resulting from running the power station at above-normal level led to blackouts in many
regions in the country and forced the mining industry to shutdown for five days. This development
also threatened jobs losses in various sectors.

Economic growth figures for the first quarter of 2008 came in at a dismal annualised rate of
2.1 per cent .The electricity supply shortages directly affected mining production and export
earnings. The impact on the manufacturing sector was varied depending on the energy intensity of
manufacturing activities, the extent of the shortages and whether the shortages were scheduled
or not. The wholesale and retail trade, hotels and restaurants sector suffered moderately because
many of the large retailers have power generators and it was generally the small retailers without
such generators that were hardest hit. The Western Cape Province suffered agricultural sector
loses when farmers lost perishable products.

Potential investment flows to South Africa was also lost as the risk for investment rose (not
quantified in this report) as investors fear unguaranteed energy supply. Approval of major projects
that would require massive electricity is being delayed due to insufficient electricity reserves. In
addition, man-hours were lost at work due to traffic congestion and non-operational traffic lights.

The National Energy Regulator of South Africa (NERSA) granted Eskom permission to increase
tariffs to help fund the company's expansion programmes. The decision amounts to a 13.3 per cent
average increase that is additional to the 14.2 per cent already approved on December 2007,
resulting in 27.5 per cent average increase in electricity prices year-on-year. Furthermore,
electricity tariffs are likely to be increased by at least a similar margin in 2009 with a real
possibility that the rise could be even higher. The tariff hike has brought with it an added burden
on businesses; especially the Small, Medium and Micro Enterprises (SMMESs) in terms of their cost
of production. The high electricity costs, which are passed on to the consumers and poorer
households who already bear the brunt of the higher cost of food and transport, makes their
situation more vulnerable.

All is not lost, as the South African government has prioritised electricity generation to prevent
further economic decline through direct funding of electricity generation.

Sources: Barnard Jacobs Mellet Securities, Budget Review 2008, Deutsche Securities, Engineering News, and Eskom.

3.2 Financial market developments

The turmoil caused by the subprime mortgage market in the US evolved into a credit
crisis and resulted in increased risk aversion globally. Reports on exposures by
South African banks to the prevailing risks indicate that South African banks are not
impacted directly, but indirect effects were observables. The assessment reveals that
South African banks have no direct exposure to the sub-prime market and their
international franchises had limited exposure.

8 Source: The 2007 Annual Report of the Bank Supervision Department, release date 29 July 2008.
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The banking system in South Africa remained healthy in 2007, with the capital
adequacy ratios of banks in South Africa increasing from 12.3 per cent in 2006 to
12.8 per cent in December 2007, well above the 10 per cent minimum requirement.
During 2007, credit risk ratios deteriorated due to rising interest rates and adverse
economic conditions in South Africa with non-performing loans increasing from
R18.8 billion at the end of December 2006 to R29.4 billion at the end of December
2007, representing an annual growth rate of 56.4 per cent.

The limited exposure of the South African banks to the ongoing credit crisis can be
attributed to stringent regulation of financial institutions in South Africa as well as
the introduction of the National Credit Act (NCA), which discourages irresponsible
lending by financial institutions.

3.3 Medium-term economic outlook for South Africa

Economic growth prospects for the South African economy have deteriorated
considerably, however, there is no recession forecast for South Africa in the
medium-term. The unfolding global financial crisis, the energy supply constraints
and higher interest and inflation rates contribute to the dampened growth prospects
for South Africa.

The economic growth rate for South Africa is expected to decelerate to an average of
3.3 per cent in 2008 and 2.0 per cent in 2009. Thereafter, economic growth is projected
to accelerate to 3.6 per cent in 2010 and average around 3.7 per cent between 2011 and
2013. The high inflation and interest rate environment contributes to the
unfavourable decline in the projections for the key components of GDP, namely and
Gross Fixed Capital Formation (GFCF) and final household consumption expenditure
discussed in detail below (also see Table 1.2 for projections).

3.3.1 Final household consumption expenditure

Final household consumption expenditure continues to decline in response to higher
inflation and interest rates as well as slower growth in household incomes. An
annualised growth rate of 3.3 per cent was registered for household consumption
expenditure in the first quarter of 2008, down from 3.8 per cent in the third quarter of
2007. The contraction of 8.1 per cent in the consumption of durable goods is the main
contributor to the deceleration.

For 2008, growth in household consumption expenditure is estimated to average
2.6 per cent and to decelerate to 1.5 per cent in 2009. This can be attributed to factors
such as declining credit extension by financial institutions, rising household
indebtedness (as the debt to disposable ratio income registered 78.2 per cent in the
second quarter) and deteriorating consumer confidence in South Africa.
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Table 1.2 Economic outlook for South Africa, growth in GDP (%), 2008 2013

2007 2008e 2009f 2010f 2011f 2012f 2013f 2002-2007 2008-2013f

Real GDP growth (real y-o-y %)

Final household consumption expenditure 7.0 2.6 15 3.9 4.3 44 4.5 4.6 3.5
Government consumption expenditure 5.0 4.7 43 4.2 4.0 42 4.3 2.8 43
Gross fixed capital formation 14.8 10.3 1.8 57 74 74 6.8 6.9 6.5
Real GDE 6.0 3.7 2.0 4.9 5.2 5.0 5.0 4.2 4.3
Total exports 8.3 12 -03 45 5.7 6.5 6.7 5.0 41
Total imports 10.4 2.7 0.3 8.1 7.2 7.7 7.6 7.5 5.6
Real GDP 5.1 33 2.0 3.6 4.6 4.4 4.5 35 3.7
Exchange rates (annual averages) Compound % change
R/USS$ 7.05 840 1026 9.64 10.08 1053  10.95 6.1 7.6
R/Euro 9.67 1221 1271 1250 12.84 1311 13.36 49 5.5
R/Pound sterling 1412 1556 1579 1533 1594 16.63 17.34 6.8 3.5

© Copyright Bureau for Economic Research, October 2008

e-estimate, f -forecast

Consumer confidence in South Africa as measured by the FNB/BER Consumer
Confidence Index (CCI), has been deteriorating since the beginning of 2008. The CCI
has retracted sharply this year to record lows. After declining from +22 to +12 during
first quarter of 2008, the index dropped by a further 18 index points to minus 6 points
during the second quarter of 2008. An analysis of the constituent parts of the
FNB/BER CCI indicates that more consumers have significantly become negative
about the economy, their own finances and the timing to buy durable goods.

The sharp decline in consumer confidence foreshadows more subdued household
consumer and investment spending during the upcoming quarters. The drop in
consumer confidence can be attributed to, amongst other things; an accelerated
increase in food prices and transport costs, the rising prime overdraft rate,
deteriorating employment prospects and falling house prices. The FNB/BER CCI
recovered somewhat in the third quarter of 2008 by 5 index points and analysts
believe that the rebound can be short-lived given that the contributing factors have
not subsided.

3.3.2 Gross fixed capital formation

The South African government has undertaken a substantial infrastructure
investment programme since 2003, which is aimed at reducing infrastructure
bottlenecks and stimulating private (local and foreign) investment growth. The
country has experienced sustained high growth in gross fixed capital formation,
which is driven by both government and private sector corporations.
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Growth in gross fixed capital formation averaged 14.8 per cent in 2007 and results of
the first quarter of 2008 showed acceleration in GFCF of 14.7 per cent up from
14.1 per cent in the fourth quarter of 2007. The main drivers of the growth in GFCF
are the private sector (with a brisk growth rate of 13 per cent) and public corporations
at 15.3 per cent (although this rate is lower than 30 per cent achieved in 2007).

The investment spending outlays by government on AsgiSA-related infrastructure
(transport, communication and energy projects) and 2010 FIFA World Cup
(stadiums) are major contributors to the high investment outcomes. In addition,
Eskom’s investment in de-mothballing and upgrading of existing electricity supply
infrastructure as well as expansion of its energy generating capacity will also
contribute hugely to investment leading up to 2012.

However, the BER forecast a deceleration in GFCF to average 10.3 per cent in 2008 as
business confidence subsides. The slump in business confidence has indirect effects
on investment growth as businesses are beginning count their losses and reassessing
their income prospects, thereby holding back economic growth.

3.3.3 Trends in business confidence

Business people in South Africa are less satisfied with the current business climate as
shown by the decline in the RMB/BER Business Confidence Index (BCI). The trend
does not bode well for future of investment in South Africa.

After dropping by 19 index points in the first quarter, the index declined by a further
3 index points in the second quarter — from 48 to 45. A reading of 45 indicates that
slightly more than half of the respondents rated prevailing business conditions as
unsatisfactory due to various reasons ranging from insecure power supply and high
interest rates. The wholesale, retail and motor trade sectors were the worst hit by the
drop in business confidence.

In the third quarter of 2008, the RMB/BER BCI plummeted further, with only a third
of respondents to the survey indicating they were satisfied with the current business
conditions. The decline in the BCI occurred across all major sectors including the
business contractors, manufacturing and wholesale sectors.

3.4 The inflation outlook for South Africa

South Africa has been under pervasive inflation pressures in line with other
emerging market economies. The main drivers of inflation remain the high food and
energy prices. Inflation, measured by the Consumer Price Index excluding interest
rates on mortgage bonds (CPIX) averaged 6.5 per cent in 2007 and since March 2008
CPIX has exceeded 10.0 per cent. The rise in inflation continues and the latest
available figures indicate a CPIX rate of 13.6 per cent for August 2008° and
13.0 per cent for September 2008.

? The latest July and August 2008 CPIX numbers incorporate the electricity tariff hikes awarded to Eskom
by NERSA in June 2008.
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The impending of the rebasing and reweighting!® of the consumer basket by Statistics
South Africa (Stats SA) in January 2009 complicates the prediction of the mid-term
inflation trend. According to the South African Reserve Bank (SARB), the inflation
outlook is expected to moderately improve (compared to the most recent forecast) in
the near-term as CPIX is expected to peak at an average of 13.3 per cent in the third
quarter of 2008. Thereafter, inflation is expected to decline significantly in the first
quarter of 2009 (averaging 6.9 per cent for the year) partially as a result of the
rebasing and reweighting effects. The CPIX is projected to drop gradually and fall
within the target range by the second quarter of 2010,

The major reasons for the less favourable inflation outlook include higher than
expected inflation outcomes and projections of a more depreciated rand. The risk to
the inflation outlook posed by international oil prices has moderated as the
international oil price has dropped considerably from a peak of US$147 per barrel in
July 2008 to US$48.78 per barrel at the time of writing. International oil prices
however, remain volatile for various supply-related reasons.

3.5 Balance of payments and the exchange rate outlook

Despite the slowdown in domestic economic activity, the deficit on the current
account of the South African balance of payments (BOP) widened from R157.7 billion
in the fourth quarter of 2007 to R194.6 billion in the first quarter of 2008. As a
percentage of GDP, the current account deficit (CAD) averaged 7.3 per cent in 2007
and weakened from 7.5 per cent in the fourth quarter of 2007 to 9 per cent in the
second quarter of 2008.

This was driven by continued growth in the demand for imports in the face of
weaker growth in exports merchandise, which shrank by 7.2 per cent in the first
quarter of 2008. Despite the global slowdown, demand for South African mineral
exports remained high although export volumes remained low due to reduced
mining and manufacturing production.

The BER projects the exchange rate to deteriorate to R8.40 per US dollar on average in
2008 and R10.26 per US dollar in 2009. The rand is also projected to weaken against
the Euro to averages of about R12.71 and R12.50 per Euro in 2009 and 2010
respectively. In recent weeks the rand depreciated sharply to rate of
R11.80 per US dollar, however the currency has managed to recover slightly to levels
just below R10.00 per US dollar.

10 The new weights are based on the Income and Expenditure Survey (IES) of 2005/06. Periodic
reweighting of CPI weights is necessary due to changes in economic conditions and spending patterns.
CPI will be rebased from the current base year of 2000 to 2008 to avoid distortions that build up over
time.

11" The medium-term inflation forecast takes into account the additional electricity price increases granted
to Eskom in June 2008.
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3.6 Is South Africa on track to meet the AsgiSA targets for
employment and growth?

On average, the South African economy has been growing above its potential growth
rate (estimated to range between 3.0 and 4.5 per cent). However, the current
economic situation is marred by a number of challenges. Firstly, there are signs of the
economy overheating as the energy supply infrastructure and transport logistics are
currently stretched to the limit. Secondly, the supply of skilled labour in South Africa
is still limited and the balance of payments deficit is widening (because current
growth has been driven by domestic demand which is financed by a rising current
account deficit).

On the social front, income poverty and inequality remains high (see the chapter on
measuring poverty) and the current economic growth is not creating sufficient jobs
(see the chapter on labour market dynamics) as the youth and Africans still face
unemployment challenges.

The development goals committed to by South Africa such as shared growth cannot
be achieved by market forces alone due to market failure, which was exacerbated by
the legacy of the apartheid system. AsgiSA as a national government response to the
growth and inequality challenges in South Africa has explicit targets to be achieved
by 2014. The programme also priorities interventions that target economic growth
and poverty reduction through employment creation under the expanded public
works (EPWP) and Black economic empowerment (BEE) programmes.

Given the current economic environment and outlook described throughout this
chapter, can South Africa manage to halve poverty and accelerate economic growth
to an average of 6 per cent by 2014?

The answer could be yes, as long as government steps-up efforts to remove the
constraints to economic growth identified in the AsgiSA programme. In addition,
improved efforts in employment creation and productivity are required to enhance
the economic growth rate. This would require interventions that tap into the
unemployed labour force resource (that is in abundant supply) and ensure sharing of
the fruits of economic growth with those population groups that are currently
excluded from economic participation.

To sustain growth in output and employment, there is also need for South Africa to
rapidly grow exports since domestic demand has slowed down considerably as
shown by growth trends in the non-tradable sectors'?. In the short-term, there is need
to mitigate the impact of high inflation and interest rates on the plight of the poor,
through temporary and targeted social interventions.

12 These include wholesale and retail trade, finance and business services etc.
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Following the signal from national government, the Western Cape also recognises the
need to accelerate and share the fruits of economic growth. The Provincial
government’s response to the challenge was through the development of the iKapa
Growth and Development Strategy (iKapa GDS) White Paper. This strategy focuses
on interventions that foster economic growth in the Province and ensure that
economic growth is shared in an effort to reduce poverty amongst the marginalised
communities. The White Paper also promotes alignment between provincial and
national growth strategies and forms the basis for resource allocation for all
provincial departments.

The subsequent sections highlight the performance of the Western Cape economy by
analysing various aspects such as the sectoral composition, performance of major
sectors, projected growth in Regional Gross Domestic Product (GDPR)®, export
performance, infrastructure development and trends in direct investment into the
Province.

4.1 Performance of the Western Cape economy

The Western Cape economy has been performing at growth rates that substantially
exceed the averages for South Africa. The provincial economy continued to post
above-average growth rates in GDPR of 5.9 per cent and 6.1 per cent for 2006 and
2007 respectively. In rand value terms, the Western Cape GDPR expected to amount
to R174.9 billion in 2008 and R179.3 billion in 2009 (measured in 2000 constant prices).

The 2008 and 2009 economic forecast by the Bureau for Economic Research (BER) for
the Western Cape has been significantly marked down from 4.6 per cent and
5.3 per cent projected in June 2007. The most recent forecast indicate that the
provincial economy will grow by 3.6 per cent and 2.5 per cent in 2008 and 2009
respectively. Moderate improvements in the trend are projected from 2010 onwards
(see Table 1.3).

This follows the downgrading of global and national economic growth projections for
the same period. The major constraints to growth for the current year have been the
slowdown in economic activity as a result of energy supply constraints experienced
across the country and the tighter monetary policy, which inhibited consumer
demand and growth in interest rate sensitive sectors such as finance and business
services.

13 GDPR is defined as the value of the final goods and services produced within particular region in a
period of a year.
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Table 1.3 Economic outlook for the Western Cape (%) growth in GDPR, 2008 -

2013
Description 2007  2008e  2009f 2010f 2011f 2012f 2013f
% % % % % % %
Agriculture, forestry and fishing 13 2.9 1.7 1.8 2.0 2.0 2.0
Mining -0.5 -4.8 -1.0 -1.0 -1.0 -1.0 -1.0
Manufacturing sector of which: 3.2 23 1.6 2.4 3.1 3.2 3.2
Food, beverages and tobacco 1.8 2.1 1.1 15 1.8 1.5 1.5
Textiles, clothing and leather goods 0.9 0.5 0.3 0.9 12 12 12
Wood and paper; publishing and printing 1.0 1.0 0.6 15 1.9 21 21
Petroleum products, chemicals, rubber and plastic 5.0 5.5 3.0 4.0 55 5.6 5.7
Other non-metal mineral products 6.2 2.0 0.6 14 14 14 14
Metals, metal products, machinery and equipment 43 14 2.7 3.7 4.0 42 4.0
Electrical machinery and apparatus 3.0 3.6 1.0 3.6 42 4.0 4.0
Radio, TV, instruments, watches and clocks 4.0 -0.1 0.5 1.0 1.8 2.0 2.0
Transport equipment 3.7 3.0 22 34 49 49 4.8
Furniture and other manufacturing 4.0 0.0 0.7 0.7 1.0 1.0 1.0
Electricity 4.0 3.7 3.0 3.6 4.2 42 42
Water 2.0 0.3 -0.3 -1.3 -1.4 -1.5 -1.6
Construction 17.5 9.5 6.5 85 9.7 9.9 9.2
Wholesale & retail trade 5.7 24 14 3.8 5.0 5.1 5.0
Catering and accommodation 5.0 2.8 2.2 6.0 6.2 6.6 6.4
Transport 4.8 4.0 2.6 55 4.8 49 4.7
Communication 7.6 5.7 4.0 6.6 74 7.2 6.7
Finance and insurance 9.0 44 3.4 51 6.0 6.8 6.7
Business services 7.3 3.8 2.0 3.0 57 5.6 55
Community, social and other personal services 4.0 2.3 2.2 23 24 24 24
General government services 3.7 3.0 3.0 3.2 3.2 3.0 3.0
Total GDPR 6.1 3.6 2.5 4.0 4.9 5.1 5.0
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Source: BER Western Cape economic forecast October 2008
e-estimate, f-forecast

4.2 Composition of the Western Cape economy

In terms of sectoral contribution, the Western Cape economic activity is concentrated
in the financial intermediation, insurance, real estate & business services which
accounted for 30.6 per cent of GDPR in 2007 (see Figure 1.1 below). The second
largest broad sector is the manufacturing sector (17.2 per cent), followed by
wholesale, retail trade catering and accommodation (16.8 per cent), which fell from
18.1 per cent registered in 2005 (PER&O 2007).

The agriculture, forestry and fishing (3.9 per cent) and construction (5.3 per cent)
sectors remained smaller contributors to GDPR, although the contribution of the
construction sector has increased by 1.2 per cent between 2005 and 2007.

Western Cape Provincial Economic Review & Outlook 2008



Figure 1.1  Sectoral contribution to Western Cape GDPR (%), 2007
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Source: Provincial Treasury calculations based on the BER estimates, 2007

There is a major concern regarding the dominance of non-tradable goods sectors such
wholesale, retail trade catering and accommodation, financial intermediation,
insurance, real estate and business services and general government services which
constituted more than half of the Western Cape’s GDPR in 2007. For the Western
Cape economy to improve its growth prospects, there is need to boost growth in the
tradable goods sectors such as manufacturing output and take advantage of
opportunities that exist in international markets.

4.3 Performance of the Western Cape sectors

This sub-section highlights the performance of the major sectors in the Western Cape
economy as well as the medium-term outlook of these sectors. The analysis broadly
covers the manufacturing sector, agriculture, forestry and fishing, construction and
tertiary industries such as finance and business services.

4.3.1 Manufacturing sector

As noted earlier, the manufacturing sector constituted 17.2 per cent of the economic
activity of the Western Cape in 2007. Overall, growth of the manufacturing sector is
projected to decelerate to 2.3 per cent in 2008, down from 3.2 per cent achieved in
2007.
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The reasons for the relatively unsatisfactory performance of the manufacturing sector
include amongst others, the slow growth in manufacturing sector exports (due to the
volatile exchange rate also adversely affected export earnings) and the disruption in
manufacturing activity experienced earlier this year due to the electricity supply
constraints.

In terms of composition, the Western Cape manufacturing sector in 2007 was
dominated by the production of petroleum products, chemicals, rubber and plastic
(21.7 per cent) and agro-processing activities in the form of the manufacturing of
food, beverages and tobacco (20.3 per cent).

Other prominent manufacturing sub-sectors include the production of metals, metal
products, machinery and equipment (15.4 per cent), wood and paper, publishing and
printing (12.2 per cent), furniture and other manufacturing (9.0 per cent) and textiles,
clothing and leather goods (8.6 per cent).

Figure 1.2 Composition of the Western Cape manufacturing sector, 2007
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Source: Provincial Treasury calculations based on the BER estimates, 2007

Over the medium-term, strong growth performance is expected from the petroleum
products, chemicals, rubber and plastic (4.0 per cent) and transport equipment
(3.4 per cent) sub-sectors in 2010 while growth in the manufacturing of food,
beverages and tobacco (1.5 per cent) and textiles, clothing and leather goods
(0.9 per cent) sub-sector are projected to remain subdued.
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The manufacturing sector is of major importance in the Western Cape, which has an
excess supply of unskilled and semi-skilled labour force that could be easily absorbed
in the manufacturing sector. Efforts to create jobs in targeted manufacturing
sub-sectors are already underway in the Province. These priority sectors such as boat
building and servicing of the oil and gas sector were identified through the Western
Cape Micro-Economic Development Strategy (MEDS) process.

The strategy was based on the analysis of the strengths and weaknesses of the
Western Cape economy and recommends a number of public sector interventions to
stimulate specific high-potential sectors in a bid to improve employment, skills and
economic development. Although the role of the public sector in growing the
economy is relatively limited, such strategic interventions send the right signals to
the private sector and often unlock potential and stimulate growth and job creation in
many manufacturing sub-sectors.

4.3.2 Agriculture, forestry and fishing

Growth in the agriculture, forestry and fishing sector in the Western Cape has been
declining for some time, for example the sector declined to minus 4.9 per cent in 2006.
A slight recovery was recorded in 2007 at an average of 1.3 per cent but the
performance is still below potential growth. In addition, projections for the
short-term are still below average, at 2.9 per cent and 1.7 per cent for 2008 and 2009
respectively.

This performance is worrying just as in the manufacturing sector. The implications
range from the prospects of job losses in the medium-term and diminished
opportunities to join the mainstream economy for the unskilled labour force.

On the upside, there has been a surge in the international prices of agricultural field
crops (such as maize, wheat, and soybeans) due to the rise in food prices for various
reasons noted in previous sections, ranging from increasing demand for food and
biofuels as well as poor weather in major grain producing countries.

The Western Cape farmers can benefit from the high international food prices but the
extent to which the benefits accrue to farmers in the Province will depend on the
levels of production, volatility of the exchange rate and the economic growth
prospects of economies that serve as destinations for exports, such as countries in the
Euro area. Further research needs to be conducted to inform the farming decisions
that might position South Africa and Western Cape farmers to maximise the potential
of the agricultural sector in light of the positive developments emerging from the
demand for biofuels.
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Agriculture baseline projections

This textbox highlights baseline projections for selected field crops and provides a general insight;
hence the information is not intended to be a complete discussion of the prospects of the
agricultural sector.

The total area under the maize crop is expected to decline by 11 per cent from 2.8 million hectares
in 2008 to 2.5 million hectares in 2009 as it is expected that production will shift to other field
crops such as wheat, sunflower and soybeans, hence, maize production for 2009 is projected to
decrease by 15.7 per cent from 11.1 million tons in 2008.

Average South African Futures Exchange (SAFEX) prices show an increasing maize price reflecting
reduced planting and parity price increases; the average futures price for white maize in 2014 is
projected at R2 459/ton compared to the 2008 futures price of R1 810/ton, while for yellow
maize, the average futures price is R1764/ton compared to the average price of R2 474/ton in
2014.

The total area of wheat harvested is forecast to increase from 0.7 million hectares in 2008 to
867 thousand hectares in 2014, while production is set to increase from 1.9 million tons to
2.4 million tons over the same period. The average wheat futures price in 2008 is estimated at
R3 788/ton. Average futures prices for 2009 and 2010 are expected to decline as a result of lower
world prices. Thereafter, as a result of increasing global wheat prices and a weakening exchange
rate, prices are expected to rise with an average futures price in 2014 of R4 385/ton. Production
will remain short of domestic consumption, making South Africa a net importer of wheat.

World production of ethanol is growing due high petroleum prices and supportive polices for use of
cleaner fuels. In South Africa, the new policy does away with an E2 blending requirement and any
blending is now voluntary. Total ethanol production in 2009 is expected to be 67 million litres of
which 66 per cent is produced from sugar cane, and the remainder from maize. By 2014, fotal
production is forecast to be 329 million litres, with the proportion coming from sugar cane
increasing to 80 per cent. The projected retail price of ethanol in 2009 is R7.98/litre, compared to
a retail petrol price of R10.39/litre. By 2014, the retail ethanol price is expected to be
R12.26/litre while the petrol priced at R13.17/litre. Ethanol trades at lower price than petrol
because of the 100 per cent fuel level exemption.

Biodiesel and vegetable oils for human consumption both have oilseeds as a feedstock. Given the
current high price of vegetable oil and the fact that there is no government policy, the production
of biodiesel is deemed not viable. Since European Union prices of biodiesel are high, a potential
market does exist provided that South Africa is accepted as a formal exporter.

Source: The South African Agricultural Baseline, [une 2008

4.3.3 Construction

The construction sector has been the mainstay of South African economic growth
since 2003, driven mainly by both public and private sector investment in
infrastructure as discussed earlier in sections. The construction sector constituted
about 5.0 per cent of the Western Cape GDPR in 2007, and has achieved tremendous
growth rates of 15.2 per cent in 2006 and 17.5 per cent in 2007.

Western Cape Provincial Economic Review & Outlook 2008



The less accommodative monetary policy and low business confidence environment
accounts for the projected slowdown of 9.5 per cent for 2008 and a further decline to
6.5 per cent anticipated in 2009. The South African economy experienced declining
property prices in general and repossession of residential property increased sharply
since the monetary policy tightening cycle began in June 2006. Furthermore, public
sector investment, one of the main drivers of construction activity in the country is
beginning to decline as shown the most recent trend in GFCF.

4.3.4 Wholesale and retail trade, catering and accommodation

These sectors have started shrinking in South Africa at large as most recent results
show a negative growth rate of 2.2 per cent in the wholesale and retail trade, catering
and accommodation industry for the second quarter of 2008. Although still growing
at positive rates in the Western Cape, the wholesale and retail trade and catering and
accommodation sectors are projected to decelerate to 2.4 per cent and 2.8 per cent in
2008 respectively. The reasons are much similar to those affecting national trends
ranging from less accommodative monetary policy to slumps in consumer
confidence.

Projections for 2009 are also less favourable, however, there is anticipated
acceleration in the growth of these sectors from 2010 onwards due to the expected
boost in consumption expenditure related to the 2010 FIFA Soccer World Cup
tournament. Moreover, the inflation outlook is also projected to improve over the
medium-term which will contribute to the revival of the sectors.

4.3.5 Finance and insurance, business services

These two sectors dominate the Western Cape economy (constituting close to one
third of the Province’ economic output in 2007) and their fortunes will heavily
determine the outlook of the Provincial economy. Growth of these two sectors is
projected to decelerate in 2008 and 2009, primarily as a result of the tight monetary
policy as they are highly sensitive to interest rates developments.

Projections for 2009 are less promising, as the finance and insurance sector is
anticipated to decelerate sharply to 3.4 per cent while the business services sector is
projected to come in at 2.0 per cent, way below the growth rates achieved in 2007.
Recovery in growth is projected from 2010 onwards mainly due to the improving
interest rate and inflation outlook. However, continued deterioration in international
financial market prospects can severely damage the prospects of these sectors.

4.3.6 Investment in infrastructure: a key to economic growth

Investment in fixed infrastructure is a vehicle for unlocking economic growth
potential and attracts further private sector investment (the crowding-in effect). The
need for laying a solid fixed investment foundation arises from the observation that
infrastructure bottlenecks in any economy can constrict the country or region from
reaching its potential growth and the fight against poverty. In addition, these
bottlenecks deter both foreign and private investors, which further constrain the
process of growth.
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There are many examples in literature where economic booms were preceded and
reinforced by huge investment in physical and social infrastructure such as the
Republic of Korea, Japan and Hong Kong to name a few.

The following are some of the benefits of adequate infrastructure. Infrastructure
development promotes connectivity of producers and markets, lowers transaction
costs, and provides people with access to workplaces and important services such as
education, health. Extending roads, schools infrastructure and utilities such as water
and electricity to poor communities will also bolster the fight against poverty.

The Provincial Government of the Western Cape (PGWC) developed iKapa GDS
which provides the PGWC with a clear strategic framework for accelerated and
shared economic growth through a range of thorough developmental interventions in
the Province for all residents, particularly the poor.

One of the outlined purposes of the White Paper is to inform strategic plans and
infrastructure investment priorities of provincial departments, national departments
and State-Owned Enterprises (SOEs) operating in the Western Cape. This is
reinforced by the Strategic Infrastructure Plan (SIP), which is dedicated to assessing
infrastructure needs for the Province, where and how infrastructure will be built
depending on the availability of funds.

This sub-section highlights infrastructure spending in the Western Cape, which
estimated using payments by provincial departments on capital projects. The
proportion of infrastructure spending by departments in the Western Cape allocated
to capital projects, as opposed to maintenance, is roughly 76 per cent for each of the
years between 2005/06 and 2010/11, while projected spending increases at an average
annual rate of 16 per cent from 2005/06 to 2010/11.

Figure 1.3 Provincial infrastructure payments (R’million), 2004/05 - 2010/11
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Source: Western Cape Provincial Government Budget Review, 2008
*estimate, * forecast
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Highlights of infrastructure projects in the Province funded by SOEs

e The Airports Company South Africa (ACSA) is continuing infrastructural development of its
airports to the value of R5.2 billion. Projects for Cape Town International Airport include a new
terminal building at R900 million and a new retail mall valued at R60 million.

e Transnet Port Terminals' R4.2 billion port terminal expansion in Cape Town is forecast to increase
capacity from 740 000 TEU™ to 1.4 million TEU at completion in 2012.

e South African National Roads Agency Ltd. (SANRAL) is proposing to upgrade the N1 Du Toit's
Kloof tunnel. The project would form part of N1/N2 Winelands Toll Highway project. The
proposed upgrade to be completed by 2010, will cost R1.2 billion.

e South African Rail Commuter Corporation (SARCC) has budgeted an amount of R1.6 billion
between 2008/09 and 2010/11 for the construction of the rail link between Cape Town
International Airport and Cape Town city centre. SARCC subsidiary Intersite has secured
R100 million for the upgrade of Cape Town Central Station.

e The City of Cape Town plans to spend R1.4 billion on its bus rapid transport system (BRT). The
first phase of the BRT is expected to be completed by 2010.

o The Green Point multi-purpose stadium was originally projected to cost R2.86 billion, however, by
April 2008 the cost was expected to amount to R3.95 billion due to rising inflation and import
prices. The stadium is due for completion in December 2009 in addition to upgrading of Athlone
stadium.

o The construction of open cycle gas turbine peaking power plants Ankerlig in Atlantis and Gourikwa
in Mossel Bay at the cost of R3.5 billion.

4.4 Trend in Western Cape exports

In this sub-section, we examine the composition, historic trends in the growth of
manufacturing sector exports as well as the destinations for these exports. Overall,
the Western Cape Province accounts for about 10.1 per cent of the total South African
exports to the rest of the world (ROW) after the Gauteng Province, which generates
more than half of South Africa’s exports at 59.7 per cent in 2007.

14 Twenty foot equivalent unit.
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Table 1.4 Trends in Western Cape exports to the rest of the world (R’'million at
2000 constant prices)

% of total ;&Vr:;:a:
Year 2002 2003 2004 2005 2006 2007 exports, growthg(" %)
0
2007 2002 - 2007
All commodities Western Cape 35950 33505 31419 35969 38123 47988 100 5.9
Live animals, animal products 3110 2697 2398 2343 2360 3072 6.4 0.2
Vegetable products 5101 5676 6402 6375 6459 9120 19.0 12.3
Animal or vegetable fats & oils 98 76 33 30 24 36 0.1 -18.2
Prepared foodstuffs; beverages, 5697 5622 5566 6267 6696 8082 16.8 7.2
spirits & vinegar; tobacco &
manufactured tobacco substitutes
Mineral products 9311 8242 5541 8256 9386 10068 21.0 1.6
Products of the chemical or allied 1152 914 1103 1245 1317 1931 4.0 10.9
industries
Plastics & articles thereof; rubber & 667 630 526 675 663 913 19 6.5
articles
Raw hides & skins, leather 533 402 447 439 491 494 1.0 -1.5
Wood & articles of wood 410 415 427 416 329 281 0.6 -7.3
Pulp of wood or other fibrous 301 286 203 268 262 382 0.8 49
cellulosic material
Textiles & textile articles 2033 1919 1236 1171 1090 1142 24 -10.9
Footwear, headgear, umbrellas 77 72 39 40 30 52 0.1 -7.5
Articles of stone, plaster, cement, 126 115 103 114 124 158 0.3 4.6
asbestos, mica ceramic products;
glass & glassware
Natural or cultured pearls, precious 1307 966 1221 1470 1016 1182 25 -2.0
or semi-precious stones, precious
metals
Base metals & articles of base metal 1815 2261 2574 2558 3008 4268 8.9 18.7
Machinery & mechanical appliances; 1776 1548 2143 2816 3169 4488 9.4 20.4
electrical equipment.
Vehicles, aircraft, vessels & 1715 1112 943 929 1142 1511 3.1 2.5
associated transport equipment
Optical, photographic, 181 131 160 228 202 335 0.7 13.2
cinematographic, instruments.
Arms & ammunition; parts & - - - - - - 0.0 -
accessories
Miscellaneous manufactured articles 515 394 326 291 309 408 0.9 -4.5
Works of art, collectors' pieces & 25 27 25 20 29 39 0.1 9.5
antiques
Other unclassified goods - - 3 17 18 26 0.1 -

Source: Provincial Treasury calculations based on Quantec Research data, 2007

In terms of contribution (see Table 1.4 above), the major export products from the
Western Cape to the rest of the world in 2007 were mineral products (21 per cent),
vegetable products (19 per cent) and prepared foodstuffs; beverages, spirits and
vinegar; tobacco & manufactured tobacco constituted (16.8 per cent).
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Other significant export products are machinery & mechanical appliances; electrical
equipment (9.4 per cent), base metals and articles of base metal (8.4 per cent) and
live animals and animal products (6.4 per cent).

The chemical or allied industries (4 per cent), textiles and textile articles (2.4 per cent)
as well as the footwear (0.1 per cent) industry exports played a limited role in 2007.
The chemical and biotechnology industries have been targeted as priority sub-sectors
for intervention in the Province to enhance employment creation.

Overall, exports from the Western Cape grew by 5.9 per cent per annum between
2002 and 2007 and the sub-sectors with the fastest growth in exports are the
machinery and mechanical appliances; electrical equipment (20.4 per cent) and base
metals and articles of base metal (18.7 per cent) for the same period.

There has been significant shrinking in the export of textiles and textile articles
(-10.9 per cent) and footwear, headgear, umbrellas (-7.5 per cent) between 2002 and
2007. Other sub-sectors with higher growth rates such as special classification of
original equipment components (19.4 per cent) make a small contribution to total
exports in rand value terms and therefore, one cannot read much into these changes.

Major challenges affecting growth in Western Cape exports include the projected
global economic slowdown, which adversely affects demand for exports. In addition,
the volatile exchange rate affects export earnings (most recently the rand depreciated
significantly against the Euro and other major currencies). The ever-rising
competition on the world markets is another downside risk as there is evidence of
limited export of hi-tech goods from the Western Cape. There is also evidence of
limited diversification of exports from the Province as agro-based (42.3 per cent) and
mineral products (21 per cent) dominated exports from the Western Cape in 2007.

4.41 Western Cape exports by destination

Figure 1.4 below illustrates the major destinations of export products from the
Western Cape Province. About 46 per cent of exports are destined for Europe with
Asia accounting for the second largest proportion of exports (22.9 per cent). African
countries absorb an estimated 16.1 per cent of exports from the Province. The
Oceania® (1.9 per cent) and Americas'® (9.3 per cent) regions account for invariably
less exports from the Western Cape.

15 Includes Australia, New Zealand, Melanesia, Micronesia and Polynesia.

16 Includes the countries in the Caribbean, Central America, Northern America, South America and
NAFTA.
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Figure 14  Major destinations for Western Cape exports (%), 2007
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Source: Provincial Treasury calculations based on Quantec Research data, 2007

Of concern is the fact that economic growth projections for the major export
destinations (especially countries in the Euro area) are less robust for the
medium-term as discussed earlier. In addition, Asian economies are projected to
moderately slowdown, which does not bode well for export earnings, as demand for
export products is these countries would decrease.

4.5 Direct investment in the Western Cape

This section discusses trends in the value direct investment'” facilitated by Wesgro'®
in the Western Cape. The value of investment excludes those projects that are not
facilitated by Wesgro; hence Wesgro investment data is a proxy of investment trends
in the Province.

In 2007/08 Wesgro facilitated investments to the value of R732.2 million, creating
5708 jobs. Part of the repositioning of the Agency has been a renewed emphasis on
high-value projects rather than myriads of small-value projects. Figure 1.5 below
shows how this has resulted, particularly in the most recent year, in much higher
average investment values and average employment numbers per project.

17 Investment in fixed assets that are used over a number of years to produce goods and /or services.

18 Wesgro is the official investment and trade promotion agency for the Western Cape Province.
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Figure 1.5  Average value of investments facilitated by Wesgro, 2004/05 - 2007/08
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4.5.1 Sources of investment

In recent years, the primary source of FDI into the Western Cape has been from the
UK, Germany and the US. However, in 2007/08, about 84 per cent of all investment
into the Province came from the rest of South Africa. To some extent this high
proportion is attributable to a single high-value investment in the film sector, which
originated from South Africa. After South Africa, the major investors in the Western
Cape in 2007/08 were China, Turkey and Germany and the Netherlands.

Figure 1.6  Source countries for Wesgro investment (%), 2007/08
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The major reason for this outcome is probably that South African investors have a
better understanding of the business climate and working conditions in the Province
and also have a lower level of perceived risk in entering the Province. This also
reflects domestic confidence in the Western Cape as a market and as a place to do
business.

4.5.2 Sectors for investment

In line with the shift of the Western Cape economy to being more services-orientated,
the majority of investment facilitated by Wesgro has also been within the services
sector. In 2007/08, over two-thirds of investment facilitated by Wesgro was in the
services sector and specifically within the film and multimedia industry. This is also
consistent with global FDI trends favouring investment in services. The second most
important investment sector for 2007/08 was the leisure yacht & boat-building
industry. This is another promising niche sector for the Province.

Table 1.5 Share of investment value by sub-sector (R’million), 2007/08

Sub-sector Investment value Share (%)
Film & multimedia 450 61.5
Leisure yacht & boatbuilding 92 12.6
Other manufacturing 73 10.0
Clothing & textiles 36 4.9
Metals & engineering 28 3.9
Wholesale & retail trade 19 2.6
Other tourism 29 4.0
Other Services 5 0.7
Total 732 100

Source: Wesgro IQ, 2008

Although Wesgro investment data is currently the best proxy for investment into the
Western Cape, investments not facilitated by Wesgro require highlighting. Many of
the projects have been directed to the financial and business services sector with
prominent international branded companies in research and communications setting
up regional headquarters in the Western Cape. Additional investments into the
tourism sector again emphasises the importance and growth potential of this key
industry.

4.5.3 Geographical location of investment

Investment in the Western Cape has historically been concentrated in the City of
Cape Town, with the City of Cape Town accounting for 97.2 per cent of investment in
the Province in the financial year 2007/08. This trend reflects both the economic and
demographic dominance of the City of Cape Town in the Province. Other districts
attract minimal investment, which calls for special efforts in promoting these districts
as destinations for investment.
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Table 1.6  Share of investment by district (%): 2004/06 - 2007/08

2004-05 2005-06 2006-07 2007-08
Cape Winelands 17.5 0.9 4.0 2.5
City of Cape Town 78.1 64.8 92.7 97.2
Eden 1.9 29 22 0.3
Overberg 1.2 0.5 0.7 0.0
West Coast 1.3 31.1 0.5 0.0
Other 0.0 0.0 0.0 0.0

Source: Wesgro 1Q, 2008

4.5.4 Medium-term investment forecast

The economic outlook for the next few years suggests that prospects for investment
are not as good as they have been over the past few years. Higher interest rates
dampen the incentives for private investment and the inflationary environment
together with the depreciating currency and the widening current account deficit
increases the perception of risk. Between lower returns on investment, expectations
and perceptions of higher risk, it seems likely that, for the medium-term, private
investment will not remain as robust.

4.6 Policy recommendations for the Western Cape

It is recommended that the provincial government deepen the implementation of
interventions advocated for and outlined in the major policy documents adopted by
the Province such as the MEDS and the iKapa GDS.

The expansion of the tradable goods sectors is also imperative especially in
sub-sectors where less-skilled labour can be employed/absorbed. In other words,
strategies based on the utilisation of the skills set that Western Cape possesses is
paramount. The success however, depends the level and volatility of the real
exchange rate' Volatility in the exchange rate brings risks to investment in these
sectors and the level of the exchange rate determines profitability.

The Province is also encouraged to support Research and Development (R&D) and
innovation to make exports from the Province to the rest of South Africa and the rest
of the world more competitive. There is need to develop new, high productivity
tradable goods in the Province which can go a long way in reducing unemployment
and improving wages.

Lastly, there is need for further research into the viability of expanding the
production of field crops that generate biofuels as a way of improving the prospects
of the agricultural sector in the Province.

"% Defined as the relative price of tradable to non-tradable goods.
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The most recent developments in the international financial markets have led to a
deteriorating global economic outlook, with a more widespread housing market
downturn, tighter credit conditions and heightened inflation risks, it therefore
implies that the policy options available for many economies have been reduced due
to the widespread nature of the risks.

The preeminent policy challenge for the global economy is to mitigate the
intensification of the negative feedback loop between the financial system and real
economy in the near-term while ensuring recovery of financial markets and the real
sectors. The current financial market rescue efforts by advanced economies seem to
be insufficient as stock markets across the world continue to crumble despite these
bold efforts.

South Africa, in line with other emerging market and developing economies is now
exposed to financial market risk through potential reversal of financial flows as risk
aversion rises, thereby testing the resilience of emerging market economies to the
global credit turmoil. At the moment, a recession is less likely for many emerging
market and developing economies.

The most difficult challenges for emerging market economies including South Africa
are therefore protecting the poor from high food and energy prices as well as
stimulating economic growth to avoid a recession without depleting foreign currency
reserves and widening budget deficits.

The Western Cape economic outlook is largely dependent on the fortunes of the
global and national economies as the projections near-term are less favourable.
However, the Province can take advantage of the local opportunities and strengths to
improve the growth prospects through the deepening of implementation of economic
growth strategies and interventions that are already in place.
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Labour Market Dynamics in
the Western Cape

Key Findings:

The labour force experienced strong growth both in the Western Cape and at
national level in the period 2002 to 2007. This growth was mainly a result of
growing participation of the working age Africans, females and the older
segments of the labour force.

The labour force in the Western Cape is also showing signs of improvement in
its skills profile as shown by the growing share of individuals who obtained
matric and higher qualifications.

Overall, employment performance improved as shown by the higher absorption
of new entrants in the labour market. In particular, Africans, females and the
older segments of the labour force experienced significant growth in
employment in the period under consideration.

Growth in employment was also stronger for the labour force in highly skilled
and skilled occupations. This can be attributed to a strong growth in
employment in the tertiary and secondary sectors of the economy and increasing
skilled-labour intensity in many industries in the Western Cape.

Despite a moderate reduction in unemployment during this period,
unemployment remains high amongst Africans and the youth in the Province.

The Province has a high and growing number of discouraged
employment-seekers particularly among Coloureds, females and the youth.

Chapter 2: Labour Market Dynamics in the Western Cape
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The labour market represents an important link between households” welfare and the
economy. The performance of the labour market is, therefore, key to the achievement
of the strategic socio-economic goals of the post-apartheid government such as
halving unemployment and poverty by 2014. The Accelerated and Shared Growth
Initiative for South Africa (AsgiSA) identifies in detail the limitations and the
limitations of the current structural constraints in the South African labour market on
the achievement of shared and sustainable economic growth.

In the Western Cape, the labour market is also central to the achievement of the
strategic outcomes of shared growth, integrated, and sustainable development
outlined in the iKapa Growth and Development Strategy (iKapa GDS). This chapter
will measure changes in the key labour market indicators in the Western Cape for the
period 2002 to 2007.

Section 2 of this chapter focuses on developments in the labour force, with emphasis
on its composition, growth and skills profile. Section 3 explores the trends in
employment and the ability of the labour market to absorb the growing labour force.
Section 4 focuses on unemployment in terms of the profile of the unemployed labour
force, the levels of unemployment and the influence of skills on unemployment
patterns.

2.1 Overview of the labour force

Overall, the labour market experienced a combination of rapid growth in
employment, a decline in unemployment and a growth in the size of the labour force
both in the Western Cape and at national level between 2002 and 2007. Employment
creation was faster at national level, as employment increased by 17.1 per cent
compared to 14.6 per cent in the Western Cape (see Table 2.1 below). The faster
growth in employment at national level led to a faster reduction in the number of
unemployed individuals in the labour force by 20.1 per cent. On the other hand, the
reduction in unemployment by 4.1 per cent in the Western Cape was relatively
moderate.

The size of the labour force in the Western Cape (which represents the supply-side of
the labour market) grew by a rate that is almost twice the national average in the
period 2002 to 2007. The narrow labour force! increased by 10.9 per cent in the
Western Cape and by 5.8 per cent at national level for the same period. It is shown in
the later sections of this chapter that increased participation in the labour market by

1 Excludes discouraged employment-seekers from the labour force
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working age Africans, females and the older sections of the labour force was
responsible for the growth in the size of the labour force in the Province.

Table 2.1 Labour force aggregates in South Africa and the Western Cape, 2002 and

2007
Total change (2007 - 2002) Average
Western Cape 2002 2007 Number Percentage gr:‘r::;: ilate
change (%)

Employed 1570 985 1800 300 229 315 14.6 2.8
Narrow Unemployed 383 200 367571 -15629 4.1 -0.8
Narrow Labour Force 1954 185 2167 871 213 686 10.9 21
Discouraged Unemployed 142 202 179 520 37318 26.2 4.8
Broad Labour Force 2096 387 2347 391 251 004 12.0 2.3
Broad Unemployed 525 402 547 091 21 689 4.1 0.8
Working age population 2981 160 3209572 228 412 7.7 15
South Africa
Employed 11 296 454 13233 515 1937 061 171 3.2
Narrow Unemployed 4936 025 3944 621 -991 404 -20.1 -4.4
Narrow Labour Force 16 232479 17178 136 945 657 5.8 1.1*
Discouraged Unemployed 3193 550 3425291 231741 7.3 14
Broad Labour Force 19 426 029 20 603 427 1177 398 6.1 1.2%
Broad Unemployed 8129 575 7369 912 -759 663 -9.3 -1.9
Working age population 28 527 167 30413 283 1886116 6.6 1.3*

Source:  Provincial Treasury calculations derived from Stats SA LFS, September 2002 and 2007

Note: Changes that are statistically significant at the 90 per cent confidence level are indicated with an asterisk (*)
and those that are statistically significant at the 95 per cent level are indicated with double asterisk (**).

A negative trend is observed in terms of the increase in discouraged employment-
seekers both in the Western Cape and at national level. More unemployed people are
becoming discouraged from looking for jobs despite the high economic growth and
faster employment creation over the period under consideration. This could be
reflective of a growing mismatch between the skills required by the growing
economy and the inferior skills possessed by some segments in the labour market,
resulting in increasing discouragement.

The number of discouraged employment-seekers increased by 26.2 per cent in the
Western Cape, resulting in an overall increase in broad unemployment?> by
4.1 per cent. The increase in the number of discouraged employment-seekers at
national level was relatively lower at 7.3 per cent. Despite the increase in the number
of discouraged employment-seekers, broad unemployment at national level dropped
by 9.1 per cent between 2002 and 2007.

2 Includes discouraged employment seekers in the labour force.
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2.2 Demographic composition of the labour force

This sub-section discusses the demographic dynamics of the labour force in the
Western Cape for the period 2002 to 2007. The narrow definition of the labour force,
which excludes the discouraged unemployed from the labour force, is used for the
analysis. As shown in Table 2.2 below, Coloureds, males and the youth constitute the
majority of the labour force in the Western Cape.

Overall, Africans registered the highest growth in the size of their labour force
compared to other population groups as the number of Africans in the labour force
grew by 37.4 per cent between 2002 and 2007. This resulted in an increased in the
share of Africans in the Western Cape labour force from 25.9 per cent in 2002 to
32.1 per cent in 2007.

The number of Coloureds in the labour force dropped by 2.9 per cent in the same
period and this reduced the share of Coloureds in the total labour force from a
majority of 53.6 per cent in 2002 to 46.0 per cent in 2007. The reduction in the number
of Coloureds in the labour force is partly due to an increase in the number of
discouraged employment-seekers among Coloureds in the same period. It should be
noted once again that discouraged employment-seekers are excluded from the labour
force in the narrow definition of the labour force.

A positive development in the labour force of the Western Cape is an increase in
participation by females. The number of females in the labour force increased by
21.1 per cent, resulting in an increase in the share of females in the total labour force
from 40.4 per cent in 2002 to 46.5 per cent in 2007.

Table 2.2 Population group, gender and age composition of the labour force in
the Western Cape, 2002 and 2007

Population 2002 2007 Total Change

grgo:r:)dzrrld Labour force S(l},/:;e Labour force S(l;z;‘e Number Percentage
Africans/Blacks 506 045 25.9 695 106 32.1 189 060 374
Coloureds 1026 388 52.5 996 516 46.0 -29 872 -2.9
Whites 404133 20.7 464 080 214 59 946 14.8
Total 1954 184 100.0 2167 871 100.0 213 687 10.9
Males 1120 960 57.4 1158 093 53.4 37133 33
Females 832928 42.6 1008 909 46.5 175981 21.1*
Total 1954 184 100.0 2167 870 100.0 213 686 10.9
15-24 years 364 958 18.7 460973 21.3 96 016 26.3
25-34 years 698 080 35.7 691 147 319 -6 933 -1
35-44 years 481 365 24.6 519 338 24.0 37973 7.9
45-54 years 298 273 153 349 138 16.1 50 865 17.1
55-65 years 111 509 5.7 147 275 6.8 35766 32.1
Total 1954 184 100.0 2167 871 100.0 213 686 10.9

Source:  Provincial Treasury calculations derived from Stats SA LFS, September 2002 and 2007

Note: Changes that are statistically significant at the 90 per cent confidence level are indicated with an asterisk (*)
and those that are statistically significant at the 95 per cent level are indicated with double asterisk (**).
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The youth? constituted the majority (53.2 per cent) of the labour force in the Western
Cape in 2007. The number of young people in the labour force in the Province grew
by only 8.3 per cent in the period 2002 to 2007 and this growth rate was moderate
compared to the average increase of 10.9 per cent in the overall size of the labour
force for the same period. The older sections of the labour force, those aged 45 to
54 years and 55 to 65 years, showed above average growth rates of 17.1 per cent and
32.1 per cent respectively, which indicates an element of aging in the Western Cape
labour force.

2.3 Participation rates of the working age population in the
labour market

Growth in the participation by the working age population in the labour market
(besides net changes in migration) is one of the main factors behind the growth in the
size of the labour force. By definition, a participation rate indicates the share of the
working age population that is part of the labour market at a certain point in time,
whether they are employed or unemployed. It is shown in Figure 2.1 below that the
participation rate of the working age population in the Western Cape labour market
increased from 65.6 per cent in 2002 to 67.5 per cent in 2007.

The challenge posed by growing participation in the labour market by the working
age population is that these new entrants into the labour market need to be absorbed
into employment i.e. there is need for the economy to create new jobs. A failure to
absorb a growing labour force into employment can lead to growing unemployment.
This was characteristic of the South African labour market in the first decade of
democracy, which led to an inaccurate observation of “job less growth”* by many
interest groups.

As shown in Figure 2.1, the increase in the participation rate in the Western Cape
labour market were driven by significant increases in the participation rates of
working age Africans, Whites, females and the older sections of the working age
population (those older than 35 years) in the period 2002 to 2007.

The participation rate of working age Coloureds dropped from 65.0 per cent to
63.5 per cent and that of working age 25 to 34 year olds dropped from 83.2 per cent to
82.3 per cent in the 2002 to 2007 period. The increase in the number of discouraged
employment-seekers (which are excluded from the labour force under the narrow
definition of the labour force) among Coloureds is responsible for the reduction in the
participation rate of working age Coloureds in the labour market (see Section 4.3).

3 For the purpose of this chapter, the youth is made up of those individuals in the 15 to 34 year age group.
4 See Bhorat, H and Oosthuizen, M, 2007
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Figure 2.1 Population group, gender and age participation rates in the Western
Cape labour market, 2002 and 2007

90

80

70 4

60 - -

50 -

40 -

30

Labour force (%)

20 +

10 4

0

Blacks Race Gender Age

Africans/ Coloureds ~ Whites Males Females 15-24 years 25-34 years 35-44 years 45-54 years 55-65 years

02002 67.6 65.0 64.6 75.0 56.1 44.6 83.2 80.7 70.0

36.9

W 2007 72.5 63.5 70.2 747 61.0 49.2 82.3 84.6 75.4

41.3

Source: Provincial Treasury calculations derived from Stats SA LFS, September 2002 and 2007

Despite the increase in the overall participation rate in the Western Cape labour
market, the participation rates of working age females, the youth and 55-65 year olds
remained relatively low.

The 55 to 65 year olds, which represent the most experienced section of the labour
force, registered growth in their participation rate from 36.9 per cent in 2002 to
41.3 per cent in the 2007. The Joint Initiative on Priority Skills Acquisition (JIPSA)
initiative, as part of AsgiSA, aims to recruit the retired workforce (that is experienced
in certain critical skills) in order to address the skills shortage in the short-run. This is
likely to lead to a significant increase in the participation rates of the older sections of
the labour force in the labour market.

2.4 Skills composition of the labour force

The issue of skills shortage has become a major policy challenge given the context of
the structural nature of unemployment in South Africa. The failure of the growing
economy to absorb the unemployed (mainly unskilled) sections of the labour force
has been described as indicative of a mismatch in skills possessed by the unemployed
labour force and the skills required by the economy®. In addition to the initiatives
aimed at stimulating the growth of unskilled labour intensity sectors’, much of
government policy interventions have been focused on improving the skills profile of
the labour force.

5 Deputy President Phumzile Mlambo-Ngcuka AsgiSA Media Briefing, 2005
¢ See The National Industrial Policy Framework, DTI
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In terms of formal education, the labour force in the Western Cape has experienced
an improvement in its skills profile in the period 2002 to 2007(see Figure 2.2 below).
The share of the labour force with no formal education dropped from 2.6 per cent to
1.5 per cent and the share of those individuals with grades 0 to 8 also dropped from
20.2 per cent to 16.5 per cent in the same period. The total share of those with matric
and higher qualifications in the labour force increased from 33.9 per cent in 2002 to
42 per cent in 2007.

Figure 2.2 Composition of the labour force in the Western Cape by the highest
formal education obtained, 2002 and 2007
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Besides interventions in the education system, skills training of the labour force
(whether employed or unemployed) has received much attention in recent
government policy programmes and strategies’. The training proposed ranges from
sector-related skills development programmes (e.g. through SETA programmes),
work-based programmes to learnerships.

Respondents that were interviewed for the LFS were asked whether they had
received any type of training that can be used in the workplace. In the Western Cape
labour force, only 14.9 per cent of the respondents in 2007 and 18.0 per cent in 2002
reported to have received work-related training. The fields in which the training was
received in 2002 and 2007 are indicated in Figure 2.3 below.

7 See AsgiSA, the National Skills Development Strategy (NSDS) 2005 to 2010 by the Department of Labour.
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Figure 2.3 Field of training received by the labour force in the Western Cape, 2002
and 2007
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About 19.4 per cent of the labour force that reported to have received training in 2007
were trained in the field of law and security. The high percentage of respondents that
received training in this field could be dominated by training received by security
guards and therefore, would be largely unskilled in nature.

Training in the skilled fields of business and management was reported by
16.9 per cent of the labour force and training in physics, mathematics and computer
studies was reported by a mere 7.1 per cent of the respondents in 2007. The fastest
growth in terms of the labour force that received training was in the fields of
health/social sciences, services and education, training and development.

3.1 Demographics and employment

3.1.1 Growth in employment

The economic conditions in the Western Cape and at national level were conducive
for employment creation in the period 2002 to 2007, as the Gross Domestic Product
(GDP) growth rates averaged 5.5 per cent and 4.7 per cent for the Province and at
national level respectively. In Table 2.3 below, it is shown that the number of
employed people in the Western Cape grew by 14.6 per cent, creating a total of
229 315 new jobs in the period 2002 to 2007. The growth in employment was
particularly high for Africans, females and the older segments of the labour force.

The employment of Africans increased by more than half (56.4 per cent) during the
period under consideration. A positive development in labour market in the Province
is the increase in the number of employed females by 31.1 per cent, which represents
a total of 196 916 new jobs created for females in this period, which bodes well for the
reduction of gender disparities in the labour market.
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The rapid growth in the employment of Africans and females could be a result of a
combination of market and policy factors. The most direct employment policy
intervention at the demographic level in South Africa is the Broad Based Black
Economic Empowerment (BBBEE) policy. One of the interventions of this policy,
which aims to redress the economic imbalances in the South African society, is the
promotion of employment of black people?, females and disabled people through
employment equity.

Table 2.3 Population group, gender and age composition of employment in the
Western Cape, 2002 and 2007

2002 2007 Total change Average
annual
Employed Employed Number Percentage grov::/h) rate

o
Africans/Blacks 325416 509 026 183 610 56.4 9.4
Coloureds 842 551 833934 -8 617 -1.0 -0.2
Whites 387 316 446 222 58 906 15.2 29
Total 1570 985 1800 300 229 315 14.6 2.8
Males 936 565 968 848 32283 34 0.7
Females 634123 831 040 196 916 311 5.6
Total 1570 985 1800 300 229 315 14.6 2.8
15-24 years 228 619 289 455 60 836 26.6 4.8
25-34 years 559 704 569 169 9 465 17 0.3
35-44 years 412 090 476 015 63925 15.5 29
45-54 years 264 210 322 486 58 277 22.1 41
55-65 years 106 362 143 174 36813 34.6 6.1
Total 1570 985 1800 300 229 315 14.6 2.8

Source:  Provincial Treasury calculations derived from Stats SA LFS, September 2002 and 2007

Growth in youth employment (8.9 per cent) is relatively low compared to the average
growth rate in overall employment (of 14.6 per cent) in the Province in the period
2002 to 2007. Employment of the labour force that is aged between 24 and 34 years
old, which forms 70 per cent of the youth, grew by a mere 1.7 per cent in the same
period. Employment of the older segment of the labour force (i.e. the 55 to
65 year olds) increased by 34.6 per cent. The strong growth in the employment of
people in this age group indicates a possibility of increasing delay in retirement and
absorption of retired workforce back into employment due to the current
environment of skills shortage in the South African labour market.

8 Africans, Coloureds and Indians population groups constitute Black people.
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Figure 2.4 below indicates the extent to which job creation in the period 2002 to 2007
has led to employment growth across the racial, gender and age segments in the
Western Cape labour force. The share of Africans in the labour force with jobs
increased from 64.3 per cent in 2002 to 73.2 per cent in 2007. The share of females
with jobs also increased from 76.1 per cent to 82.4 per cent in the same period.
Employment among the youth is relatively lower and has not increased substantially
between 2002 and 2007. A faster growth in the employment of the youth is important,
as the youth constitute the majority of the labour force and of unemployment.

Figure 2.4 Population group, gender and age employment rates of the labour
force in the Western Cape, 2002 and 2007
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3.1.2 Labour absorption rates

Employment creation over a certain period needs to be assessed on the basis of its
ability to provide jobs to individuals who have been previously unemployed and also
those that are entering the labour market for the first time. An absorption rate (AR)
indicates a share of the growth in the labour force that is absorbed into employment
over a certain period. When the AR is greater than 100 per cent, it means that all the
new entrants in the labour market were absorbed into employment, including some
people who were already in the labour force and unemployed.

It was noted in Section 2 that the Western Cape labour force grew by 213 686 people
mainly due to growth in the participation of the working age population in the
labour market. The overall absorption rate of 107.3 per cent in the Western Cape is
reflective of the good performance of the labour market in terms of absorbing the
growing labour force into employment. This AR rate means that all those who
entered the labour market in the period 2002 to 2007 were absorbed into employment
and a further 7.3 per cent of those that also found employment were already in the
labour market before 2002 and unemployed.

In the 2002 to 2007 period, about 97.1 per cent and 98.3 per cent of the net increase in
the labour force for Africans and for Whites respectively in the Province were
absorbed into employment.
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Table 2.4 Labour absorption rates by population group, gender and age in the
Western Cape, 2002 and 2007

Change in Change in Change in Labour

labour force employment unemployment absorption rate

(2002 - 2007) (2002 - 2007) (2002 - 2007) (%)
Africans/Blacks 189 060 183 610 5 450 97.1
Coloureds -29 872 -8 617 -21 255 28.8
Whites 59 946 58 906 1040 98.3
Total 213 687 229 315 -15 628 107.3
Males 37133 32283 4850 86.9
Females 175981 196 916 -20 935 111.9
Total 213 686 229 315 -15 629 107.3
15-24 years 96 016 60 836 35180 63.4
25-34 years -6 933 9465 -16 398 -136.5
35-44 years 37973 63925 -25952 168.3
45-54 years 50 865 58 277 -7 412 114.6
55-65 years 