Quarterly economic review

Summary of main developments

According to the available economic indicators,
South Africa entered a period of slower economic
growth in the first quarter of 1981. This was not
unexpected because important productive resources,
such as production capacity in manufacturing and
skilled labour, had become almost fully employed
and could no longer sustain a rate of economic
growth as high as the 8 per cent recorded in 1980.

The domestic demand for goods and services, on
the other hand, continued to rise at a relatively high
rate, even in real terms. Owing to the almost full
utilisation of production capacity and the high
import content of domestic expenditure on capital
goods, inventories and durable consumer goods, the
strong monetary demand caused imports to remain at
a high level. At the same time, there was a decline in
exports and in the value of the net gold output,
which reflected a substantially |lower price of gold,
Mainly as a result of these changes, the current
account of the balance of payments showed a mode-
rate deficit. The emergence of a current account
deficit after the economy had been in an expansion-
ary phase for about three years, was, of course, not
unusual. Normally, a current account deficit appears
much earlier during periods of economic expansion
and increasing domestic demand, but during the
recent upswing the current account was kept in
surplus for a prolonged period by an exceptionally
sharp rise in the price of gold, and therefore in the
value of the net gold output, until September 1980,
as well as by an accompanying strong rise in mer-
chandise exports,

As during the second half of 1980, the increase in
total monetary demand during the first quarter was
again accompanied by an excessive increase in the
broadly defined money supply, Taking into account
its lagged effect on expenditure and prices, the sharp
rise in the money supply since the middle of 1980 has
clearly made an important contribution to the
persistently high rate of inflation and will continue to
do so for some time to come. With a view to ulti-
mately achieving a reduction in the inflation rate, the
curbing of the high rate of increase in the money
supply has become the main objective of monetary
policy. During the first quarter both the net gold
and other foreign reserves of the monetary banking
sector and this sector's net claims on the government
sector declined substantially, thereby exerting a
contractionary influence on the broadly defined
money supply, but an unprecedentedly large increase
in bank credit extended to the private sector exerted
a strong positive effect. Measures to slow down the
increase in bank credit to the private sector by
restricting the growth in the liquidity base of banking
institutions and by increasing the cost of bank credit,
therefore, form an integral part of the current overall
monetary policy.

In recognition of the preceding sharp rise in
short-term interest rates and in order 1o raise the cost
of bank credit, Bank rate was increased from 7 to 8
per cent with effect from 3 February, Partly because
of steps taken by the Reserve Bank to alleviate the
seasonal tightness of the money market during the
first quarier, short-term interest rates remained fairly
stable from about the middle of February, but
resumed an upward course in early May. [n addition,
Bank rate was increased by a further 1,5 per cent,
with effect from 6 May. The Bank rate increases
were followed by upward adjustments in the com-
mercial banks’ overdraft rates, which raised the prime
overdraft rate from 10 per cent in February to 13 per
cent in May. Despite this increase, the overdraft rate
remained well below the prevailing rate of inflation
and considerably lower than the overdraft rates in
most other countries with roughly similar or lower
rates of inflation,

The high level of private sector liquidity contri-
buted to generally buoyant conditions in the capital
market.  Share prices, which had declined from
September 1980 to February this year, rebounded in
April and May, while real estate transactions and
mortgage lending remained at high levels during the
first quarter. In the market for fixed-interest securi-
ties, however, activity during the first quarter was
inhibited by expectations of further increases in
long-term interest rates, but these expectations
weakened considerably during April and had been
largely dispelled by the middle of May. This change
was reflected in the successful issue of two new
government loans with respective maturities of 3 and
22 years on 15 May. By pitching the effective yield
on the long-term issue slightly above the then pre-
vailing market rate, the Government was able, as part
of the broad monetary policy, to draw an amount of
funds from the private non-bank sector which was
sufficiently large to achieve a meaningful reduction in
private sector and bank liquidity. - The combined
proceeds of the short and the long-term issue also
contributed materially to meeting the Treasury's
financial requirements in the 1981/82 fiscal year.

The strong demand for bank credit and housing
loans gave rise to active competition for funds among
banking institutions and building societies. As a
result, deposit interest rates were increased on several
occasions during the first five months of 1981. In
line with these increases, the building societies’
mortgage rates were raised in two stages by 2,25
per cent. Like the prime overdraft rate of the com-
mercial banks, the increased mortgage rates neverthe-
less remained below the prevailing rate of inflation.
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