Quarterly economic review

Summary and general observations

Following the prolonged economic downswing from
about the middle of 1974 to the end of 1977, real
economic activity recovered moderately during 1978.
Large swings in private consumption expenditure
contributed to a sharp increase in the real gross
domestic product in the second quarter and a sub-
sequent decline in the third quarter, and made it
difficult to judge the strength of the upswing, but
information for the fourth quarter confirmed a
moderate upward trend in economic activity, In
1978 the real gross domestic product increased by
about 2% per cent. The gross national product rose at
a somewhat higher rate of about 4 per cent as a result
of a considerable improvement in South Africa’s
terms of trade.

In contrast to the preceding year, economic growth
in 1978 originated largely in the secondary and
tertiary sectors of the economy, whereas lower rates
of increase were recorded in the real product of
agriculture and mining. This change was due to
a significant increase in the real value added by manu-
facturing, which had still shown a considerable
decline in 1977, and to the fact that the substantial
negative contribution to growth by the real product
of wholesale and retail trade in 1977 was not re-
peated in 1978. The general recovery, however, did
not extend to construction, and its real value added
continued to decline appreciably in 1978.

The increase in the real gross domestic product was

based not only on an increase in the volume of
exports and of net gold output, but also on a mo-
derate rise in real aggregate domestic demand. This
rise in real gross domestic expenditure, which fol-
lowed upon a decline in 1977, was accounted for by
increases in real private and government consumption
expenditure, whereas real fixed and real inventory
investment decreased by smaller amounts. At current
prices, the higher level of gross domestic expenditure
was still considerably lower than the gross national
product, resulting in a substantial surplus on the
current account of the balance of payments.
_ The economic recovery was reflected in a slight
increase in non-agricultural employment during the
first nine months of 1978. (More up to date statistics
are not yet available.) This increase, however, was
accounted for largely by higher employment in the
public sector and in the gold mining industry. Em-
ployment in the private sector as a whole declined
§|ight|y, mainly because of adecrease in employment
In manufacturing, construction and non-gold mining.
The slight increase in non-agricultural employment
was reflected in somewhat lower unemployment
figures for all population groups.

Despite increases in several administered prices and
the introduction of the general sales tax, the rate of

inflation declined slightly in 1978. |f the non-
recurring effect of the introduction of the general
sales tax is eliminated, a more distinctly downward
trend in consumer prices was observed in 1978. The
level of the inflation rate nevertheless remained
high and a double-digit figure was recorded for the
fifth consecutive year.

A further improvement in the current account of
the balance of payments resulted in a substantially
larger surplus on this account than in 1977, This was
due to a sharp increase in the net gold output, re-
flecting mainly a rise in the price of gold, and to
considerably higher merchandise exports, stemming
from a moderate increase in volume and appreciable
rises in the prices of major export commodities,
Offsetting increases, which did not match those in
exports and the net gold output, occurred in the
value of imports and in net payments to foreigners on
the invisibles account,

The surplus on the current account, supplemented
by a net inflow of long-term capital to public corpo-
rations and the private sector, allowed a sizeable
reduction in the short-term liabilities related to
reserves as well as repayments on long-term foreign
loans by the central government. A net outflow of
other short-term capital, however, also had to be
accommodated and the gross gold and other foreign
reserves, disregarding valuation adjustments, showed
only a small increase during 1978, Because of the
reduction in liabilities related to reserves, the net gold
and other foreign reserves rose appreciably during the
year,

An increase in the net gold and other foreign
reserves of the monetary banking sector was a major
cause of a substantially higher rate of increase in the
supply of money and near-money during 1978. The
most important cause of the increase, however, was a
marked rise in the monetary banks’ claims on the
private sector. Partly offsetting the expansion
produced by these factors, were a decline in net
claims on the government sector and a sharp rise in
the long-term deposits of the private sector with
monetary banks. The considerable increase in bank
credit to the private sector, which occurred mostly
during the second quarter, reflected high rates of
increase in hire-purchase and leasing finance and in in-
vestments in private sector securities, Other loans
and advances, representing mostly loans and advances
for industrial and commercial purposes, however, still
rose at a relatively low rate during 1978. The decline
in the net claims on the government sector was due to
an increase in government deposits which, in turn,
reflected successful borrowing from the domestic
non-banking sector and an increase in government
revenue in excess of Budget estimates. Government
revenue was boosted by substantially higher than
expected income tax and mining lease payments by
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gold mining companies, resulting from a sharp rise in
the price of gold and consequently also in gold
mining profits,

On 12 March 1979 the Reserve Bank announced
that, in addition to the regular monthly increase, the
ceilings on banking institutions’ credit to the private
sector would be raised from 31 March by 5 per cent
of the base figures as at the end of December 1975,
At the same time, the total amount of credit exten-
sion to the private sector which a banking institution
may not exceed without becoming subject to the
ceiling requirements, was raised from B15 million to
R20 million. It was also announced that the liquid
asset requirements for banking institutions would be
eased from the date of the banks’ certification of
their monthly returns for February.

The money market experienced varying periods of
tightness and ease during 1978 and the early part of
1979. Most of these changes were caused by flows of
funds to and from the government sector, Money
market interest rates generally tended to move
downwards during 1978 and declined further during
January and the first half of February, especially
after the redemption of a large amount of maturing
government stock early in February, In conformity
with the movements in short-term interest rates and
to provide further stimulus to domestic economic
activity, Bank rate was reduced on two occasions
early in 1979, namely from 8% to 8 per cent on 6
February and from 8 to 7% per cent on 17 March,
The major commercial banks responded by reducing
their prime overdraft rates by % per cent in February
and by a further %2 — 1 per cent in March, On both
occasions deposit interest rates, with the exception of
the rate on ordinary savings deposits, were lowered
by % per cent,

A pronounced easing of capital market conditions
was evident in 1978, especially in the market for
fixed-interest securities.  Notwithstanding a sub-
stantial net borrowing of funds by the public sector,
fixed-interest security yields declined appreciably.
Share yields followed suit because of a marked rise in
share prices. In contrast to the buoyancy of the
fixed-interest security and share markets, activity in
the mortgage and real estate markets was more
subdued, but a noticeable improvement was never-
theless observed in 1978,

On 24 January 1979 it was announced that the
Government, after consultation with the Reserve
Bank and other interested parties, had decided to
initiate a gradual and systematic process of changing
South Africa’s exchange rate policy and practices,
based on recommendations in the interim report of
the Commission of Inquiry into the Monetary Sys-
tem and Monetary Policy in South Africa. The
eventual aim of this process is a unitary exchange rate
system under which an independent and flexible rand
will find its own exchange rate level in well developed
and competitive spot and forward exchange markets,
Exchange rate movements will, however, be managed
through Reserve Bank “intervention” by means of

6

purchases and sales of foreign exchange, The Govern-
ment accepted the Commission’s view that the
eventual system can best be attained only through
a gradual process of adjustment. As set out later in
this review, various steps were taken to give effect to
the new policy, and within a fairly short period of
time some of the initial transitional measures were
replaced by more permanent arrangements.

































frequently n" accordance with changing circum-
stances.

. In order to develop a broader, more active, and
competitive foreign exchange market, the Reserve
Bank would cease to prescribe mandatory buying
and selling rates at which authorised foreign
exchange dealers were to conduct their trans-
actions in US dollars with the public.

. Authorised foreign exchange dealers would be
allowed to maintain reasonable "open positions” in
foreign exchange and to deal for their own account
in foreign exchange within limits prescribed by the
Reserve Bank,

. To expand the volume of direct foreign exchange
transactions outside the Reserve Bank, the Bank, in
consultation with the Department of Finance,
would examine the practicability of channelling
through the authorised dealers at least a portion of
the receipts of sales of Krugerrand and diamonds as
well as of foreign loans to public corporations and
local authorities, The Reserve Bank would con-
tinue, however, to market gold bullion and sell the
dollar proceeds in the market, The Bank would
also continue to handle the proceeds of its own
and the Government's foreign borrowing.

. Initiating the process of gradually developing an
active and competitive forward exchange market,
the Reserve Bank would no longer quote a fixed
charge or commission to be paid by both importers
and exporters for forward cover. In future one
(middle) price for forward dollars of any specific
maturity would be quoted and forward margins
would be determined on a variable and a more
market-related basis. Authorised dealers would be
encouraged to offset as far as possible forward
exchange purchases against forward sales and to
cover, within the imposed limits, their net forward
foreign liabilities by holding spot foreign assets.

. The Reserve Bank would be prepared, through the
intermediation of authorised foreign exchange
dealers, to extend forward cover facilities to
foreign loans negotiated by the private sector with
exchange control approval, but only in respect of
the rand-dollar exchange risk and only for a period
of one year at a time. Forward cover would still be
provided by the Reserve Bank to public corpora-
tions and other bodies in the public sector, but the
rate on forward cover against liabilities denomi-
nated in stronger currencies, such as the German
mark or the Swiss franc, would be set at a higher
level than that in respect of the US dollar and
other less strong currencies,

. As a first step in the direction of a market-related
unitary exchange rate for the rand, the “securities
rand” would be transformed into a "financial
rand" by expanding the uses to which it can be put
by non-residents. Instead of using securities rand
only to purchase quoted securities and the special
non-resident bonds of the Government, non-
residents would be allowed 1o invest also in un-
quoted securities and other capital assets. The

transformation of securities rand into financial
rand would proceed gradually under the manage-
ment and guidance of the Reserve Bank. The
purpose of this change is to provide an incentive to
foreigners to invest in South Africa, particularly
since the dividends on their investments will
be remitted at the commercial exchange rate. The
foreign reserves of the country, however, will not
benefit directly from such transactions because one
non-resident will be buying financial rand from
another,

From 29 January to 26 February 1979 the Reserve
Bank adjusted its rate quoted for US dollars on two
occasions, namely on 8 February when the rand was
appreciated by 1,7 per cent to a middle rate of $1,17
per R1, and on 20 February when another upward
adjustment to $1,18 per R1 was made. On 27
February the Reserve Bank discontinued the practice
of quoting fixed predetermined rates for US dollars.
Since then the rand appreciated slightly against the
dollar,

On 5 March a new procedure came into effect in
terms of which the proceeds of Krugerrand sales are
channelled directly to authorised dealers in the
foreign exchange market instead of to the Reserve
Bank. The intention is that at least part of the
proceeds of diamond sales will also be sold directly in
the market instead of to the Reserve Bank.,

The commission of 1 per cent per annum on
forward cover was abolished on 25 January 1979 and
the Reserve Bank'’s forward margin on US dollars was
set at a dollar discount (or rand premium) of 2 per
cent per annum. This forward dollar discount, or
forward rand premium, largely reflected the fact
that dollar interest rates were at higher levels than
those in South Africa. The immediate effect of this
change was a narrowing of 3 percentage points of the
margin between the effective cost of trade financing
in US dollars and in rand. At the end of January the
differential accordingly declined to less than 1 per
cent, but a more rapid decline in short-term interest
rates in South Africa than in the United States caused
the margin to widen to 1,6 per cent on 9 March. As
indicated above, the foreign exchange reserves of the
Reserve Bank increased substantially during Febru-
ary, mainly because of an inflow of short-term capital
which occurred despite the widening of the interest
rate differential. On 8 March the Reserve Bank
started to base its forward rates on the ruling spot
rate. Formerly it was determined on the basis of the
closing spot rate of the preceding day.
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