Quarterly economic review

Summary and general comments

The cyclical upswing in the South African economy
from the end of 1977 continued well into 1981. Real
gross domestic praduct, which had grown by about 8
per cent 1n 1980, increased from this high base by a
further 41/ per cent in 1981, This reduction in the rate
of increase in real gross domestic product did not re-
flect a general levelling-off in monetary demand but
was rather the result of physical constraints on the
further expansion of production. Real gross domestic
expenditure in fact still grew by as much as 13 per cent
in the first three quarters of 1981 and by 10/2 per cent
in the year as a whale, following upon a 1314 per cent
rise in 1980. In the fourth quarter of 1981, however, a
distinel change in the course of economic events be-
came evident and present indications are that the cycli-
cal upswing may have reached an upper turning point in
the third quarter.  Despite a general levelling-off and in
some cases even slight declines during the fourth quar-
ter, economic activity nevertheless remained at a high
level

South Africa, therefore, followed the main industrial
countries into a downward phase of the business cycle,
but with a considerable time lag. Because of this time
lag, South Africa in early 1981 found itself in the final
stages of a cyclical upswing at a time when its trading-
partner countries were already experiencing a cyclical
downturn. Inevitably, this situation had a marked ef-
fect on South Africa’s balance of payments. On the
one hand, exports were affected adversely by the re-
cessionary conditions In trading-partner countries,
while on the other hand imports were rising rapidly be-
cause of a high level of domestic demand and increas-
ing physical constraints on domestic production.  Con-
sequently, the current account of the balance of pay-
ments moved into deficit n the first quarter of
1981.This cyclical change in foreign trade was greatly
accentuated in 1981 by a sharp decline in the pnce of
gold and, more generally, by a considerable deteriora-
tion of the terms of trade. The final outcome was a
substantial swing in the current account balance,
namely from a surplus of R2 830 million in 1980 to a de-
ficit of R3 947 million in 1981, The large deficit on the
current account was only partly counterbalanced by a
net inflow of capital of R1 112 million, excluding chan-
ges in liabilities related to reserves. Conseguently, the
net gold and other foreign reserves declined by R2 835
million during 1981 as a result of balance of payments
transactions,

Reflecting the marked change in the balance of pay-
ments, the rand depreciated sharply during 1981. The
extent of this depreciation was increased considerably
by the strengthening of the US dollar in foreign ex-
change markets. On the other hand, the depreciation

of the rand was moderated by the Reserve Bank's’

short-term foreign borrowing and its use of gold swaps

as a measure of augmenting foreign exchange re-
serves.

The sharp depreciation of the rand had the effect of
partly shielding the economy from the adverse external
developments. In terms of rand, the price of gold
declined much less than in terms of US dollars, while
other export prices actually increased at a time when
world commodity prices tended to decline. In the
course of 1981, however, it became clear that the re-
cession in the industrial countnes would last much
longer than had been forecast initially and that the de-
cline in the price of gold could be larger and of a longer
duration than had been anticipated. It was also
realised that the rapidly growing deficit on the current
account of the balance of payments could be financed
only on a temporary basis by means of short-term
foreign borrowing and gold swaps. In these cir-
cumstances, the need for a more fundamental adjust-
ment of the economy was increasingly stressed by the
monetary authorities, A firm policy stance was there-
fore adopted 1o defend the internal and external value of
the rand and to ensure that consalidation and adjust-
ment in the economy would be achieved. In practical
terms, this led to renewed efforts to achieve tight con-
trol over government spending, bank liquidity and the
money supply. At the same time, the financial mar-
kets were permitted to tighten further and both interest
rates and premiums on forward dollars to rise to more
realistic levels, More recently, in February 1982, indi-
rect tax increases were announced by the Government
in order to ensure that the Exchequer's deficit before
borrowing would be kept to a total which could be fi-
nanced without undue recourse to bank credit.
Despite the contractionary effect on the money supply
of the substantial decline in the net gold and other
foreign reserves, the monetary aggregates continued
to rnise at exceptionally high rates during 1981, The
broadly defined money supply (M2), which had risen by
27 per cent during 1980, increased by a further 25 per
cent during 1981, while the narrowly defined money
supply (M1) rose by 34 per cent during 1981, as against
36 per cent in 1980. This further strong monetary ex-
pansion during 1981 resulted mainly from an increase in
bank credit to the private sector, including the reinter-
mediation during the early part of 1981 of credit which
had previously been arranged outside the banking sys-
tem. In addition, net bank credit to the government
sector increased by a fairly large amount during 1981, in
particular durng the fourth quarter. After the initial
process of re-intermediation during the early part of
1981 and in line with a restrictive monetary policy
stance, the growth in the money supply slowed down
considerably during the middle quarters of the year.Dur-
ing the fourth quarter, however, the increase acceler-
ated again because of the extension of additional bank
credit for the financing of record agricultural crops and a
large ternporary use of bank credit by the Government.



Not only the balance of payments, but alse govern-
ment revenue was affected adversely by the decline in
the price of gold.  The loss of revenue in the form of in-
come tax and mining lease payments by gold mining
companies was, however, compensated for by higher
than expected collections of income tax from individu-
als and non-mining companies and of indirect taxes.De-
spite a higher rate of increase in Exchequer issues, the
deficit before borrowing on the Exchequer Account in
the first three quarters of the fiscal year, i.e. the period
April to December 1981, was roughly in line with the
Budget estimate, However, the programme for
financing this deficit deviated from that envisaged in the
Budget, mainly owing to a shortfall in the contribution
expected from the Public Debt Commissioners, Asa
result, the Treasury was obliged to have tempaorary re-
course to the banking sector, in particular to the Re-
serve Bank, a financing procedure that was not pro-
vided for in the Budget.

Mainly as a result of the decline in the net gold and
other foreign reserves, the financial markets tightened
considerably further during 1981. Short as well as
long-term interest rates, which had increased sharply
during the fourth quarter of 1980 from the exceptionally
low levels that had prevailed earlier, maintained a steep
upward trend throughout 1981, Equity yields, how-
ever, did not conform to this general pattern of interest
rate changes, mainly as a result of an optimistic busi-
ness mood which caused non-mining share prices to re-
sume an upward course after a fairly sharp decline from
October 1980 to February 1981, Onlyinearly 1982 did
a general declining tendency in share prices and an ac-
companying increase in share yields become evi-
dent. The tightening of the financial markets and the
accompanying rise in interest rates were officially en-
dorsed by the monetary authorities and Bank rate was
raised in five steps from 7,0 to 13,5 per cent in the
course of 1981, In February 1982 the direct link be-
tween Bank rate and the prime overdraft rate of the
clearing banks was abalished. The latter rate, which
had already increased from 972 to 17 per cent in the
course of 1981, rose immediately to 18 per cent and
was subsequently raised to 20 per cent. Despite
the rise in long-term interest rates, expectations of
prospective further increases in rates re-emerged 1o-
wards the end of 1981, after having been absent since
the middle of May. As during the early part of 1981,
these expectations inhibited investment in fixed-in-
terest securities during December and in early 1982.

The rate of inflation remained nordinately high In
1981. Consumer and production prices were 15,2 per
centand 13,5 per cent, respectively, higher in 1981 than
in 1980. Several factors contributed to the continued
high level of price increases in 1981. Among these
were the physical constraints on production at a time of
sharply rising money supply and domestic expenditure,
upward adjustments in administered prices and the
considerable depreciation of the rand.

Business cycle changes and national accounts

Upper turning point in business cycle
Preliminary indications are that the cyclical upswing in
economic activity which had commenced at the end of
1977, may have reached an upper turning point in the
third quarterof 1981.  Furtherinformationis, however,
required for a more precise dating of this apparent cycli-
cal turning point. The composite index of coinciding
business cycle indicators, which covers a representa-
tive range of economic activity, reached a peak in Au-
gust 1981 and declined during the subsequent four
manths. Selected leading economic indicators, in par-
ticular those that are related to prospective expendi-
ture, output and financial developments, confirmed the
observed cyclical downturn.  The duration of the latest
upward phase of the business cycle roughly equalled
that of the longest cyclical expansion during the post-
war period, namely the upswing from 19617 to 1965,
Already from the beginning of 1981 the rate of
growth in real gross domestic product slowed down.
but the continued buoyancy of the economy, and in par-
ticular the sharp further increase In real gross domestic
expenditure, clearly indicated that this slow-down was
due to physical constraints on production and that it did
not reflect a general levelling-off in monetary de-
mand. Only from the fourth quarter of 1981 did a
broadly based change in the course of economic events
become evident, This change towards the end of the
year, however, did not consist of a sudden and substan-
tial decline in general economic activity, but rather of a
slight and gradual downward adjustment from a very
high level of activity. The momentum of the preceding
upswing is likely to maintain economic activity at a high
level during the initial phase of the current downswing.

Appreciable further increase in real gross domestic
product

Following an increase of about 8 per cent in 1980, real
gross domestic product grew from this high base by a
further4'/z percentin 1981, The lower rate of growth
in a buoyant economic environment, characterised by a
strong further expansion of real gross domestic expen-
diture, was mainly due to scarcities of skilled and semi-
skilled labour and the almost full utilisation of produc-
tion capacity in most sectors of the economy. Real
gross national product, however, increased by only
about 11/ per cent in 1981, as against 11 per cent in
1980, because of a marked deterioration of South Af-
rica's terms of trade, attributable mainly to the sharp de-
cline in the price of gold.

The further growth in real gross domestic product in
1981 emanated mainly from the secondary and tertiary
sectors of theeconomy,  As shown in the accompany-
ing table, higher rates of increase than in 1980 were re-
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Net service and transfer payments to fareigners in-
creased by 25 per cent in 1981 owing to a substantially
larger rise in service payments than in service re-
ceipts. The increase in service payments reflected
higher freight and insurance payments in respect of the
larger merchandise imports, a sharp rise in other trans-
portation costs, and a further substantial increase In
dividend payments to foreigners.

Moderate net inflow of capital

After a net capital outflow had been recorded in each of
the four preceding years, a net inflow occurred in
1980. Excluding changes in liabilities related to re-
serves, but including unrecorded transactions, this net
inflow amounted to R1 112 million, compared with a net
outflow of R2 299 million in the preceding year. For
various reasons the net capital inflow of 1981 was rela-
tively small in comparison with the deficit on the current
account. Foremost among these, was the policy of
the Reserve Bank of allowing the balance of payments
to drain excess liquidity fromn the economy. To facili-
tate this process, forward exchange rates were gener-
ally fixed in such a way as to make the domestic cost of
trade financing either marginally more attractive than,
or at least roughly equal to, foreign costs, In these cir-
cumstances, foreign exchange holdings were aug-
mented by means of short-term foreign borrowing by
the banking system, i.e. an increase in liabilities related
to reserves, and through entering into gold swap agree-
ments. Other factors contrnbuting to the relatively
small net inflow of capital were the ready availability of
funds in the domestic financial markets and relatively
low domestic interest rates, in comparison with those
in ather countries, during most of the year.  In addition,
the continued existence of exchange control on non-
residents and the accompanying large discount on the
financial rand, naturally meant that financial rand
continued to be used almost exclusively by foreigners
forinvestment in South Africa.

As shown in the accompanying table, the net inflow
of long and short-term capital (excluding changes in
liabilities related to reserves but including unrecorded
transactions) amounted to R357 million and R755 mill-
ion, respectively. The long-term capital inflow con-
sisted mostly of net foreign borrowing by public corpo-
rations. The central government and banking sector
was also a small net borrower of long-term foreign
funds, but the private sector made a net repayment on
long-term foreign debt. Sharp fluctuations in short-
term capital movements occurred in the course of
1981, A net inward movemnent of short-term funds
was recorded in the second and fourth quarters of the
year.

Sharp decline in gold and other foreign reserves

The large deficit on the current account, which was only
partly counterbalanced by a net inflow of capital, re-
sulted in a decline of R2 835 million in the net gold and
other foreign reserves during 1981, compared with an
increase of R531 million during the preceding year, In
order to maintain an adequate level of foreign exchange
holdings, the foreign reserves were supplemented
through an increase of R1 830 million in the liabilities re-
lated to reserves of the Reserve Bank and other banking
institutions. This addition to the gross foreign re-
serves was partly offset by the revaluation of the gold
component of these reserves at a lower price in accor-
dance with the decline in the price of gald, as well as by
other valuation adjustments. The gross gold and other
foreign reserves therefore, also declined, but by a
somewhat smaller amount of R1 548 million, to reach a
level of R4 245 million at the end of 1981,

The decline in total gross foreign reserves was ac-
counted for by a decrease of R1 660 million in the gold
reserves of the Reserve Bank., This, in turn, was
largely due to valuation adjustments as well as gold
swap agreements entered into with several foreign in-
stitutions during October and November, in terms of
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month.  Dunng February it depreciated by a further 1,6
per cent. The financial rand discount narrowed frem
30,2 per cent at the end of 1980 to 23,4 per cent at the
end of 1981, before increasing again to 26,1 per cent at
the end of February 1982.

Money and banking

High rate of growth in money supply

Monetary aggregates continued to rise at exceptionally
high rates during 1981. The broadly defined money
supply (M2) and the narrowly defined money supply
(MI) increased by 25 per cent and 34 per cent, respec-
tively, compared with 27 per cent and 36 per cent, re-
spectively, during 1980, Inthe course of 1981 the sea-
sonally adjusted annual rate of increase in M2 slowed
down from 46 per cent in the first quarter to 26 per cent
in the second quarter and 10 per cent in the third quar-
ter, but accelerated again to 21 per cent in the fourth
quarter. |f the banks' short and medium-dated re-
purchase agreements with the non-bank private sector
are included, the growth rates of M2 and M1 during
1981 amounted to 22 per cent and 23 per cent, respec-
tively, compared with 34 per cent and 45 per cent dur-
ing 1980. During January 1982 M1 and M2 rose at
seasonally adjusted annual rates of 19 and 47 per cent,
respectively,

Causes of changes in M2

As shown in the accompanying table, the main statisti-
cal “cause” of the expansion of the money supply dur-
ing 1981 was the exceptionally large increase of R6 442
million, or 36 per cent, in domestic credit extension.
Bank credit to the private sector rose by R5 632 million,
while net bank credit to the government sector in-
creased by R811 million. Although the net gold and
other foreign reserves of the monetary banking sector
declined sharply by R2 835 million during 1981, only part
of the expansionary effect on the money supply of the
large-scale domestic credit extension was neutralised
inthisway. Arelatively smallincrease in long-term de-
posits of the private sector with monetary banking in-
stitutions also contributed to a moderation of the
money supply growth. The increase in M2 during
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outcome of the higher rate of increase in both Ex-
chequer receipts and issues appears to be a somewhat
smaller than anticipated deficit before borrowing on the
Exchequer Account in the fiscal year 1981/82. In the
first three quarters of the fiscal year the deficit
amounted to R2 579 million, compared with a Budget
estimate of R2 707 million for the full fiscal year. The
deficit was financed by means of the following net bor-
rowing from various sectors:

R millions
Public Debt Commissioners (net increase
in holdings of governinent securities) ... 243
Private non-banking sector ... 1 307
Monetary banking Sector ................c.,... 906
o] 517 1122 14 (o AN S S 123
(-, - | B —— 2 579

Judging by the figures for the first nine months of the
1981/82 fiscal year, the borrowing programme deviated
notably from that envisaged in the Budget. The Public
Debt Commussioners, who experienced substantial
withdrawals of funds by the South African Transport
Services, the Department of Posts and Telecommuni-
cations, provincial administrations and public corpora-
tions, made an appreciably smaller than expected con-
tribution to the financing of the Exchequer Account de-
ficit. The gross investment in government securities
by the Commissioners during this nine-month period
amounted to R994 million, as against a budgeted
amount of Rl 850 million for the full fiscal year. Net
borrowing from the private non-banking sector by
means of non-marketable securities was also running
below Budget estimates. As a result, the Treasury
was obliged to have recourse to the monetary banking
sector as a source of funds, a financing procedure that
was not provided for in the Budget. The increase of
R906 million in the Government's net indebtedness to
the monetary banking sector during the first nine
months of 1981/82 consisted of a rise of RE5 million in
this sector’'s holdings of government securities and a
dechne of RB51 million in the Treasury's cash balances,
including a drawing-down of the balance on the Stabili-
zation Account by R638 million.

Government stock and bond issues

Public issues of new government stock were made on
three occasions during the first nine months of 1981/
82, namely in May, October and December, to coincide
with the redemption of maturing stock. The first two
of these issues were well supported, but the third met
with poor response and resulted in a net repayment of
stock amounting to R492 million. Renewed expecta-
tions of a further increase in long-term yields were
mainly responsible for the lack of interest in the De-
cemberissue. Inthese circumnstances, new issues of

government stock with maturities of 234 years and
102 years were offered for subscription on a tender
basis in February. The amount of the short-term stock
issue was limited to R100 million and that of the longer-
term issue to R200 million. These issues were slightly
over-subscribed. An amount of R102 million was ten-
dered for the short-term stock, of which R100 million
was accepted at an average price yielding 14,85 per
cent., Tenders for the long-term stock amounted to
R215 million and the average yield an the allotted stock
of R200 million came to 14,42 per cent. In order to
facilitate borrowing by means of non-marketable bond
issues, higher rates of interest on Treasury, National
Defence, and Defence Bonus bonds were announced
in February 1982,

Part Appropriation Bill

In his presentation of the Part Appropration Bill to Parli-
ament on 11 February 1982, the Minister of Finance
stated that, although considerable pressure had been
exerted on the Government's finances by the decline in
revenue from gold mining taxation and leases, the de-
ficit before borrowing for the current fiscal year was ex-
pected to be reasonably close to the Budget estimate of
R2 707 million. However, the Government had to
make temporary use of bank credit in the fourth quarter
of 1981 in financing part of the deficit. This method of
financing was largely responsible for the more rapid in-
crease in the money supply during that quarter. Al-
though steps had been taken to assist the Treasury in
raising funds in a non-inflationary manner, immediate
stronger corrective action was necessary to ensure that
the Exchequer's deficit before borrowing in both the
present and the coming financial years would be kept to
a total which could be financed without undue recourse
to bank credit. Accordingly, a surcharge of 10 per cent
was imposed, with immediate effect, on all imports
other than petraleum products and goods subject to the
1947 General Agreement on Tariffs and Trade. In ad-
dition, the rate of the general sales tax was raised from
4 to 5 per cent, with effect from 1 March.

Budget of the South African Transport Services

In the Budget of the South African Transport Services
(formerly the South African Railways Administration),
presented to Parliament on 3 March 1982, it was esti-
mated that the current financial year ending on 31
March will close with a shortfall of R71,9 million.  As-
suming a growth rate of 2 per cent in the real gross
domestic product and an inflation rate of 13 per cent,
and taking into account salary and wage and pension ad-
justments, total expenditure for the 1982/83 financial
year was estimated at R6 525 million. A wide range of
transport tariff increases, averaging 15 per cent, was
announced and total revenue for 1982/83 was esti-
mated at R6 514.5 million, leaving a deficit ot R10,5
million. Capital expenditure during 1982/83 would be
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