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A review of economic and financial conditions

in the Republic of South Africa presented

as background to the Chairman’s Address to
Stockholders at the Sixty-Second Ordinary General
Meeting to be held on 24 August 1982.
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Summary and general comments

After the South African economy had been in a cyclical
upswing for almost four years, it entered a downward
phase of the business cycle in the third quarter of 1981.
By the middle of 1982 there were clear signs that the
economy was in the process of cooling down. As an af-
termath of the preceding boom, however, important
strains remained present. In all, the adjustment during
the first three quarters of the downswing was fairly miid
and did not show the characteristics of a full-scale re-
cession. .

Real gross domestic product decreased slightly from
the second half of 1981 to the first half of 1982 and this
was accompanied by a levelling-off in employment and
a moderate rise in unemployment. Real gross domestic
expenditure reversed its strong upward movement in
the fourth quarter of 1981 and declined slightly further
during the first half of 1982. Apart from a marginal de-
crease in private consumption expenditure, this decline
was due to lower fixed and inventory investment in
both the private and public sectors.

The rates of increase in consumer and production
prices both accelerated in the first half of 1982. Excess
demand pressures of the immediately preceding boom
period continued to exert their influence on costs and
prices, and their effect was reinforced by inevitable
upward adjustments in administered prices, increases
in indirect taxes, and a rise in import prices resulting in
part from the depreciation of the rand and the sur-
charge imposed on imports in February 1982,

The balance of payments reflected the continuing
strain in the economy. During the first half of 1982 the
currentaccount remained substantially in deficit, mainly
because of the weak performance of the gold price and
the value of other exports, coupled with the sustained
high level of nominal domestic demand and the large
import content of fixed and inventory investment ex-
penditure. However, the growing current account de-
ficit appeared to have reached a turning-point in the first
quarter of 1982, when it amounted to 9 per cent of
gross domestic product. As the downward movement
in the valume of exports levelled off while the volume of
imports continued to decline, the current account
balance showed a slight improvement in the second
quarter.

Mainly owing to a moderate decline in the net credit
extended by the banking sector to the government sec-
tor, a continuing drain on domestic liquidity through the
balance of payments, as reflected in a decline in net
foreign reserves, and a reduced rate of increase in bank
credit to the private sector, the money supply rose at a
slower rate during the first half of 1982. The increase in
M2, far example, decelerated from 25 per centin 1981
to a seasonally adjusted annual rate of 21 per centin the
first half of 1982,

Despite the economic downturn, interest rates con-
tinued to rise during the first half of 1982, reflecting con-
tinuing tight conditions in the financial markets. In a
broad sense, this was due to animbalance between the
domestic demand and supply of funds, which meant
that foreign funds had to be employed extensively to
supplement domestic saving, not only during 1981 but
also during the first half of 1982. The sharp rise in in-
terest rates during this eighteen-month period was ac-
companied by significant changes in the structure and
flexibility of interest rates. Short-term interest rates
moved to higher levels than long-term rates; interest
rates and yields on government and other public-sector
securities {including Land Bank securities) adjusted to
market-related levels that were more in line with the
rates on private-sector securities; the Treasury bill
tender rate was allowed to exceed Bank rate; a tender
system for issuing new government stock was intro-
duced and bank advances to the Land Bank were con-
verted into bills and debentures at market-related
interest rates and yields.

A general slow-down of financial activity and shifts of
activity among the different markets were also ob-
served as part of the cyclical change in the economy.
The decrease in activity was particularly evident in the
share and mortgage markets during 1981 and the first
half of 1982. This was accompanied by a relative shift of
activity to the-fixed property market, which remained
buoyant throughout 1981 and most of the first half of
1982. Only towards the middle of 1982 did investors’
interest in real estate begin to diminish and did this
interest shift to fixed-interest securities as an invest-
ment outlet.

Short-term prospects for the South African economy
should be viewed against the background of the de-
velopments which gave rise to the economic downturn
from the third quarter of last year. The downturn had
its origin in earlier unfavourable external develop-
ments. Already from the second half of 1980 the re-
cession in the industrial countries had been reflected in
a decline in merchandise exports. The effect of lower
export proceeds on domestic income and the balance
of payments was subseqguently reinforced by the sharp
decline in the price of gold from the fourth quarter of
1980. The domestic economy was slow to adjust to
these adverse external changes, partly because it was
shielded from these changes by a sharp depreciation of
the rand from the beginning of 1981, and partly because
of a fuelling of monetary demand by a strong expansion
of the money supply. As a result, several strains
began to develop in the economy in the course of
1981.  Among other things, the current account of the
balance of payments moved sharply into deficit, the
further growth of real domestic output became con-
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strained by capacity limits and skilled labour shortages,
and financial markets tightened considerably with an
accompanying sharp rise in interest rates.

In order to relieve these strains, and more specifically
to assist in the adjustment of aggregate monetary de-
mand to a more sustainable level, a moderately restric-
tive monetary and fiscal policy stance was adopted in
early 1981 and maintained throughout the rest of that
year and the first half of 1982. In monetary policy the
emphasis was on allowing, and officially endorsing, the
sharp rise in interest rates proeduced by market forces,
and on gradually bringing the excessive monetary ex-
pansion under control. Empbhasis in fiscal policy was
on restraining the growth in government expenditure
and on keeping the deficit before borrowing in the
Budget within appropriate limits, in order not to contri-
bute unduly to the already high level of domestic expen-
diture.

In the actual implementation of their policies, how-
ever, the monetary authorities were hampered during
1981 and early 1982 by the Land Bank’s exceptionally
large demand for bank credit for the purpose of financ-
ing agricultural production and crops. The financing of
the Land Bank created additional liquid assets for the
banks, on the basis of which they were able to extend a
substantial further amount of credit and to contribute in
this way to an increase in the money supply. In addi-
tion, alarge temporary use of bank credit by the Govern-
ment in the fourth quarter of 1981 had the effect of in-
creasing the money supply directly and, at the same
time, expanding the cash and liquidity base and credit-
creating ability of the banks. These developments
temporanly weakened the control of the authorities
over the money supply and made monetary and fiscal
policy more accommodating and less restrictive than
had been intended.

Most of the initial causes of the downturn are still in
operation. The duration of the recession in the indus-
trial countries has turned out to be longer than had been
anticipated originally.  Contrary to earlier expectations,
it now appears that the anticipated economic upswing
in most of these countries will not materialise during
the second half of 1982 but only in 1983, and will be mil-
der than previously expected. Asin the past, any new
economic upswing in South Africa will be heavily de-
pendent on economic recovery in the industrial coun-
tries and will only follow with a certain time lag.

In the short-term, therefore, the rate of real economic
growth is likely to decline further, and in 1982 as a
whole it might fall below 1 per cent. In the longer-
term, however, South Africa is well placed to benefit
from economic recovery in the industrial countries be-
cause of its large raw-material and labour resources and
its substantially increased real capital stock.



National accounts”

Slight decline in real domestic output in
first half of 1982

The cyclical upswing in the South African economy
from the end of 1977 reached an upper turning point in
the third guarter of 1981. Real gross domestic pro-
duct rose marginally further in the fourth guarter, but
showed a small decline from the second half of 1981 to
the first half of 1982. Compared with the first half of
1981, however, real gross domestic product still grew
by 112 per cent in the firsthalfof 1982. Forthe yearas
a whole the real economic growth rate might fall below
1 per cent, compared with about 42 per cent in
1981. Real gross national product, which had in-
creased by only about 1 per cent in 1981, declined no-
tably faster than real gross domestic product from the
second half of 1981 to the first half of 1982. This was
caused by a sustained deterioration of South Africa’'s
terms of trade, mainly as a result of a further sharp de-
cline in the price of gold.

The decline in real output from the beginning of 1982
was fairly widespread in the economy. In the primary
sectors a sharp decrease occurred in real agricultural
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output owing to adverse weather conditions; the vol-
ume of gold production continued to fall, mainly be-
cause of the mining of lower-grade ore; and a consider-
able decline in the real output of non-gold mining
reflected a sustained weak demand for metals and
minerals. As shown in the accompanying table, the
combined real output of the secondary sectors of the
economy still showed a small rise, while that of the
tertiary sectors remained at an unchanged level in the
first half of 1982. However, within these categories
not all of the individual sectors maintained increasing or
unchanged real output levels. In particular, declines
were recorded in the real value added by the construc-
tion and the commercial sector. On the other hand, the
growth in the real product of the electricity, gas and
water sector and of the services sectors held up quite
well in the face of a general economic downswing.

Percentage change in real gross domestic and national
product’

1980 1981 1982°

1st half
Primary sectors .......ccccvevennns 4% 1 -7
Agriculture, forestry and
fishing ..o 12Y2 4 9
Goldmining ........................ 4 22 -1
Non-gold mining .................... 4 — -10
Secondary sectors ... 102 62 Ve
Manufacturing ...................... 11 6 %)
Electricity, gas and water ....... 82 1 512
Construction .......................... 8 8 -3
Tertiary sectors .........ccceeeveeeene 62 5 —
Commerce and accommoda-

HON o 10 7% 7'
Services ... 5% 4 3
Total gross domestic product 8 4, -1V

Non-agricultural sectors ......... 62 44 -2
Non-primary sectors ............. 8 5V Pz
Gross national product ........... 11 1 -4

1. Rounded to nearest half per cent.
2. Change from preceding half year at a seasonally adjusted annual
rate.

Lower rates of increase in domestic factor incomes

The slow-down of the increase in nominal gross domes-
tic product at factor cost in 1981 continued in the first
half of 1982. In 1981, the slower growth was caused
by a substantially lower rate of increase in the overall
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gross operating surplus.  The increase in total remune-
ration of employees, on the other hand, accelerated in
1981. From the second half of 1981 to the first half of
1982 gross operating surplus actually declined, while
remuneration of employees rose at a lower rate than in
1981. The decline in gross operating surplus largely
reflected a sharp drop in agricultural income owing to
smaller crops, and lower mining profits resulting from a
general decline in metal and mineral prices and in min-
ing output, coupled with a sharp increase in mining
costs.

Cyclical decline in real gross domestic
expenditure

The upswing which ended in the third quarter of 1981
was characterised by an exceptionally sharp rise in
gross domestic expenditure. In 1980 and 1981 real
gross domestic expenditure increased by 13 per cent
and 10 per cent, respectively. Both these rates were
considerably in excess of the corresponding growth
rates in real gross domestic product. In nominal
terms, gross domestic expenditure began to exceed
gross national product from the beginning of 1981 and
since then the gap has widened substantially. Per de-
finition, this meant that the current account of the bal-
ance of payments moved into deficit in early 1981 and
that the deficit has become substantially larger during
the ensuing period.

The strong upward trend in real gross domestic ex-
penditure, which was particularly evident in private con-
sumption expenditure and in fixed and inventory invest-
ment, continued until the third quarter of 1981. In the

Percentage change in real gross domestic expenditure’

1980 1981 19822

1st half
Private consumption expendi-
TUre i 9 62 -2
Private gross fixed investment 13 152 2
Change in private-sector inven-
tories (1975 R millions) .............. 978 1322 1200
Government consumption ex-
penditure ... 72 3 5
Public authorities’ gross fixed in-
vestment ... 1 14 8
Public corporations’ gross fixed
investment ... 14 — 2
Change in public-sector invento-
ries (1975 R millions) ................ 207 638 -250
Total gross domestic expendi-
(0 LT 13 10 %

1. Rounded to nearest half per cent.
2. Change from preceding half year at a seasonally adjusted annual
rate.
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fourth quarter, however, it was reversed and by the se-
cond quarter of 1982 the downward movement had be-
come more pronounced. It is probable that this
downturn will gain momentum during the second half
of 1982 and that a decline of about 17/2 per cent will be
recorded for the year as a whole.



Marginally lower real private consumption
expenditure

Reflecting the general economic downswing, real pri-
vate consumption expenditure started to decline in the
first quarter of 1982, after it had risen substantially in
the preceding two years. The marked increases in
1980 and 1981 of 9 and 6/ per cent, respectively, re-
sulted mainly from a strong rise in real personal dispos-
able income and the extensive use of consumer cre-
dit. In the first half of 1982, however, real disposable
income declined owing to a lower rate of increase in the
remuneration of employees, a decline in income from
property, and the effects on income of fiscal drag and
the persistently high rate of inflation. At the same
time, monetary policy measures that were aimed at
curbing excess domestic expenditure, had the effect of
reducing the availability and raising the cost of con-
sumer credit. All of these developments contributed
to a reversal of the upward trend in real private con-
sumption expenditure.

Expenditure on durable and semi-durable goods,
such as motor vehicles, furniture, clothing and foot-
wear, was affected most by the cyclical change and de-
clined in the first half of 1982. On the other hand, ex-
penditure on more essential goods and services, such
as food, beverages, housing and medical care, con-
tinued to rise moderately.

Upper turning point in real private fixed
investment cycle

The upswing in real private fixed investment from the
second half of 1979 gained momentum during 1980
and the first half of 1981, but began to slow down
during the second half. An increase of 157/ per cent
was nevertheless recorded in 1981, compared with a
rise of as much as 23 per cent in 1980. The upswing
came to an end in the first quarter of 1982. By that
time several of the fixed capital expansion program-
mes, which had been initiated during the earlier part of
the upward phase of the investment cycle, had been
completed and new investment had become con-
strained by the re-emergence of some excess produc-
tion capacity and by the relative scarcity and higher cost
of funds. In the second quarter real private fixed in-
vestment declined over a broad front.

From the middle of 1979 to the second quarter of
1982 the real fixed capital stock of private manufactur-
ing, a measure of production capacity, increased by al-
most 192 per cent. This increase, together with a
slow-down in production from the fourth quarter of
1981, contributed to a decline in the utilisation of pro-
duction capacity in total manufacturing, namely from a
peak of 90 per cent in the third quarter of 1981 to 88 per
cent in the second quarter of 1982,

Gross domaestic fixed investment
at constant 1975 prices
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Slow-down in real inventory investment

Despite the economic downturn in the third quarter of
1981, real inventories continued to increase during the
fourth quarter and the first half of 1982. However, the
increase of R350 million in the first half of 1982 was
considerably smaller than that of R2 250 million in the
second half of 1981. This change contributed signifi-
cantly to the lower level of real gross domestic expendi-
ture and, because of the high import content of inven-
tories, also to a decline in the volume of merchandise
imports in the first half of 1982.

The ratio of real inventories {excluding strategic in-
ventories) to the real gross domestic product of the
non-agricultural sectors rose from a trough of 30 per
cent in the fourth quarter of 1979 to 37 per centin the
second quarter of 1982. The ratio of industrial and
commercial inventories to monthly sales showed a
similar trend. The continued build-up of inventories
during the initial stages of the present economic
downswing was consistent with past experience.
Usually, during this phase of the business cycle, there is
to some extent an involuntary addition to inventories.
Changes in demand cannot be anticipated correctly
and, in addition, domestic production and imports do
not adjust immediately to a slow-down in demand.



Non-agricultural sectors : inventory ratios
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In the past, the inventory cycle reached upper turning
points more or less in the middle of the downward
phases of the business cycle. Under present conditions
of high nominal interest rates, the higher cost of carry-
ing stocks may hasten this turnabout. Indications are
that the present levels of industrial and commercial in-
ventories are considered to be relatively high. This
may give rise to deliberate stock reductions which will
help easing demand pressures and balance of pay-
ments strains.

Marked decrease in real public sector*
expenditure

Total real public sector expenditure. consisting of
government consumption expenditure and of fixed and
inventory investment of public authorities and public
corporations, increased at very high rates of 11 per cent
and 9%z per centin 1980 and 1981, respectively, but de-
clined markedly from the second half of 1981 to the first
half of 1982. The increase during 1980 and 1981,
which raised the ratio of public sector expenditure to
gross domestic product from 27 per cent in 1979 to 29
per cent in 1981, was evident in all major expenditure
components. Higher government consumption ex-

*In the national accounts, the public sector refers to the general
departments of the Central Government, provincial administrations,
the South West African Administration. local authorities and other in-
dependent and self-governing states within the Rand Monetary Area
(excluding Lesotho and Swaziland); extra-budgetary organisations
and institutions; public enterprises such as the South African Trans-
port Services and the Department of Posts and Telecommunications;
and all public corporations.
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penditure reflected not only increased defence spend-
ing, but also larger outlays on other government ser-
vices during a period of rapid economic expansion.
The increase in real investment expenditure by public
authorities was mainly due to several large expansion
programmes, including outlays on lower-cost housing
and the acquisition of new rolling stock and aircraft by
the South African Transport Services. The exception-
ally large increase in real fixed and inventory investment
by public corporations consisted mainly of large outlays
on Sasol’'s synthetic oil projects, expansion program-
mes of Iscor and Escom, and the stockpiling of strategic
goods.

By the end of 1981 and in early 1982 most of the large
expansion programmes of the public corporations had
been completed. Consequently, the real investment
expenditure of public corporations, which often shows
large short-term fluctuations, declined markedly from
the second half of 1981 to the first half of 1982. On
the other hand, real government consumption expendi-
ture and real fixed investment by public authorities in-
creased moderately further. The net result was that
total real public sector expenditure declined sharply in
the first half of 1982, contributing substantially to the
decline in aggregate domestic expenditure in this
period.

Real public sector expenditure in relation to

gross domestic product
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Substantial domestic savings shortfall

The sharp increase in gross domestic fixed and inven-
tory investment from about the middle of 1979 resulted
in a substantial financing requirement. Up to the end
of 1980 this requirement eould be satisfied from
domestic saving. Gross domestic saving almost
doubled between 1378 and 1980 and as a ratio of gross
domestic product, it rose from 28 per cent in 1978 to
342 percentin 1980. During this two-year period the
sharp rise in the price of gold and in other export prices
not only caused higher income and saving in the gold

Gross domestic saving
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mining and other export industries, but also had a se-
condary expansionary effect on domestic income and
saving in general. Gross domestic saving actually ex-
ceeded gross domestic investment by a considerable
margin during this period.

From 1981, however the situation changed con-
siderably. Corporate saving in the gold mining and other
export industries was affected adversely by the reces-
sion in trading-partner countries, falling prices on inter-
national markets, and sharply rising production costs.
As a ratio of gross domestic product, corporate saving
declined from 192 per cent in 1980 to 15 per cent in
the first half of 1982, At the same time, personal sav-
ing decreased markedly because of the upsurge in con-
sumer expenditure which was financed to a large ex-
tent by an increase in consumer credit (representing
negative saving). The ratio of personal saving to gross
domestic product declined slightly from 9 per cent in
1980 to 612 per centin the first half of 1982.  Asaratio
of personal disposable income, the decline in net per-
sonal saving was more pronounced, namely from 10
per cent to an all-time low of 47/ per cent. Govern-
ment saving likewise decreased from 6 per cent of
gross domestic product in 1980 to 3 per cent in the first
half of 1982.

The decline in domestic saving occurred at a time
when domestic fixed and inventory investment was still
rising rapidly. Inevitably, this gave rise to a substantial
savings shortfall which had to be financed by means of
foreign funds and the use of foreign reserves. During
the eighteen months to June 1982 this savings shortfall
amounted to almost R6 444 million.
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Employment and prices

Easing of labour market conditions*

The continued economic expansion during the greater
part of 1981 resulted in a furtherincrease of 2,9 per cent
in employment in the non-agricultural sectors of the
economy for the year as a whole. A distinctly lower
annual rate of growth in employment of only 1,2 per
cent was recorded in the fourth quarter of 1981, and
during the first quarter of 1982 the level of employment
remained unchanged, reflecting the general slow-down
in economic activity from the fourth quarter of last
year. Employment in the private sector actually de-
clined at a seasonally adjusted annual rate of 1,1 per
cent in the first quarter of 1982, mainly as a result of a
reduction in the manufacturing and non-gold mining

labour force, while the rate of increase in public sector
employment slowed down to 1,7 per cent.

Further indications of the easing of labour market
conditions were provided by the substantially smaller
labour turnover, the decline in the number of overtime
hours worked in manufacturing and construction, and
the increase in unemployment. The seasonally ad-
justed number of registered unemployed Whites, Col-
oureds and Asians increased from 14 643 in August to
15 336 in December 1981 and then further to 18 123 in
June 1982, resulting in an increase in the unemploy-
ment rate. The unemployment rate among Blacks,
however, declined throughout 1981 to alevel of 7,1 per
cent at the end of the year and then remained un-
changed up to February.

Employment and unemployment
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Slower increase in labour productivity and
more rapid rise in unit labour costs

Labour productivity, as measured by the real gross
domestic product per worker in the non-agricultural
sectors of the economy, rose by 1,8 per cent in 1981,
compared with a 3,4 per cent gain in 1980. Available

- information points to a further deceleration of the in-

crease in productivity in the first quarter of 1982. The
13



slow-down of the rise in productivity was in agreement
with changes in manufacturing production. In the
manufacturing sector the rate of increase in the volume
of production per man-hour slowed down from 4,6 per
centin 1980to 3.4 percentin 1981. Inthefirstquarter
of 1982 the output per man-hour declined to a level that
was 0,4 per cent below the peak reached in the third
quarter of 1981. The initial deceleration of the in-
crease in labour productivity was mainly due to strains
which had developed in the labour market, especially
shortages of skilled workers and a high labour turn-
over. During recent months, however, productivity
growth was inhibited by the more pronounced slow-
down of the growth in production than of the increase in
employment.

As production resources became more fully utilised
during 1981, the active competition for skilled workers
in the private and public sectors and the inflation-related
upward adjustments in salaries and wages led to a con-
tinued sharp rise in the average remuneration per
worker in all non-agricultural sectors. In nominal
terms, the average remuneration per worker rose by no
less than 20,5 per cent in 1981, following an almost

Productivity, remuneration and labour costs
in the non-agricultural sectors
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equally sharp rise of 18,0 per cent in 1980. In the first
guarter of 1982 the increase amounted to 20,1 per cent,
compared with the same period in the preceding
year. As these rates outstripped the increases in the
consumer price index, the average real remuneration
per workerincreased by 4,6 per centin 1981, compared
with 3,7 per centin 1980. In the first quarter of 1982
real remuneration was no less than 5,0 per cent higher
than in the corresponding period of 1981.

This simultaneous sharp rise in remuneration and
slower growth of labour productivity naturally led to in-
creased labour costs per unit of non-agricultural produc-
tion. The rise in average unit labour costs accelerated
from 14,1 per cent in 1980 to 18,4 per cent in 1981 and
the increase over a one-year interval amounted to 18,3
per centin the first quarter of 1982,  In manufacturing,
the increases amounted to 11,8 per cent in 1980, 15,8
per cent in 1981 and 17,1 per cent on a year-on-year
basis in the first quarter of 1982. Since labour costs
represent a relatively important part of total costs and,
consequently, also of the final prices of goods and ser-
vices, the sharp rise in the unit labour costs contributed
materially to the higher rate of increase in domestic
prices.

Inflation rate remains at high level

As aresult mainly of the continuing influence of excess
demand pressures and the accompanying cost rises {in
particular the increase in unit labour costs), the inflation
rate remained high and even accelerated during the first
half of 1982. At the same time, upward adjustments
in administered prices, increases in indirect taxes and
the effect of the considerable depreciation of the rand
on import prices also contributed to the sharp rise in
prices.

Compared with the same perod in the preceding
year, the average level of the consumer price index was
15,4 per cent higher in the first six months of 1982 and
16,0 per cent higher in June 1982. Following some-
what lower seasonally adjusted annual rates of increase
in consumer prices in the first half of 1981, the rate rose
sharply to 16,2 per cent in the third quarter, came down
somewhat to 14,6 and 14,4 per cent in the following
two quarters, but again rose sharply to 20,3 per cent in
the second guarter of 1982, The increase in the gen-
eral sales tax rate from 4 to 5 per cent as from 1 March,
various increases in administered prices in April — in
particular petrol prices, postal tariffs, railway tariffs and
air fares — as well as higher rates of increase in the
prices of food. furniture and personal services, were re-
sponsible for the sharp rise in the second quarter.

The rate of increase in production prices accelerated
considerably during the past twelve months as a result
of increases in the prices of both imported and domesti-
cally produced goods. The seasonally adjusted pro-
duction price index rose at annual rates of 11,5 per cent
in the third quarter and 13,7 per cent in the fourth quar-
ter of 1981, before accelerating further to rates of 16,8



These variations in the rates of increase were caused

Prices mainly by the initial appreciation and subsequent sharp
depreciation of the rand and the introduction of a 10 per
20 e | — cent surcharge on imports in February 1982.
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per cent and 16,5 per cent in the following two quar-
ters. Compared with the same period in 1981, the av-
erage level of the production price index recorded arise
of 13,7 per cent in the first six months of 1982. From
June 1981 to June 1982 production prices rose by 14,6
per cent.

As aresult of increased demand for domestically pro-
duced goods, higher labour and other costs and upward
adjustments in administered prices, the production
price index of domestically produced goods rose sharp-
ly from the second half of 1981, In the twelve months to
June 1982 producer prices of domestically produced
goods rose on average by 14,3 per cent.

After having contributed to the slower increase in
production prices in 1980 and the first half of 1981, the
rise in the prices of imported goods accelerated in the
subsequent period. In June 1982, import prices were
on average 15,6 per cent higher than in June 1981,
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Balance of payments

Substantial deficit on current account

After the current account of the balance of payments
had been in surplus for four years, it moved sharply into
deficit in 1981. For the year as a whole, the deficit
amounted to R3 701 million, a swing of R6 699 million
from the surplus of R2 998 million in 1980.

The set of circumstances responsible for this large
swing to a large extent continued to prevail during the
first half of 1982. Export volumes continued to decline
because of the persistent recession in the industrial
countries, and the gold price and most other export
prices decreased further on international markets.
The only change was that, whereas the value of imports
expressed in terms of rand remained high, the volume
of imports declined appreciably during this period in line
with the slowing down of real aggregate domestic ex-
penditure. At a seasonally adjusted annual rate, the
current account deficit increased to R6 830 million (9
per cent of gross domestic product) in the first quarter
of 1982, before declining to R5 400 million {7 per cent of
gross domestic product) in the second quarter.
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Substantial decline in gold price

One of the main causes of the large current account de-
ficit in 1981 and the first half of 1982 was the substan-
tial decline in the gold price from the fourth quarter of
1980. Compared with an average of US $613in 1980,
the gold price per fine ounce decreased to an average of
US $460 in 1981 and to an average of US $348 in the
first half of 1982. In the second quarter of 1982 the
doliar price of gold was 49 per cent below its peak aver-
age in the third quarter of 1980.

The sharp fall in the price of gold was the result of
considerable changes in demand and supply conditions
in the international gold markets. The demand for
gold, consisting of investment as well as industrial de-
mand, was affected adversely by, among other things,
high levels of international interest rates, actual and ex-
pected further declines in the inflation rates of the in-
dustrial countries to which lower oil prices made a sig-
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nificant contribution, the strengthening of the US dollar,
and the recession in the industrial countries. In the
face of a weaker demand for gold, increased sales by
the Soviet Union and some of the oil-groducing coun-
tries also contributed to the decline in the gold price.

Because of the depreciation of the rand, the decline
in the rand price of gold was more moderate. From
the third gquarter of 1980 to the second quarter of 1982
the rand price decreased by 27 per cent, against the fall
of 49 percentin thedollarprice. The volume of the net
gold output declined slightly in 1981 and also in the first
half of 1982. Reflecting the decline in price, the value
of the net gold output decreased from R10 1471 million
in 1980 to R8 340 millionin 1981 and, at a seasonally ad-
justed annual rate, to R7 025 million in the first half of
1982. This represented a decline of R3 116 million, or
21 per cent, from 1980 to the first half of 1982. The
dollar value of the net gold output decreased from US
$13 033 million in 1980 to US $6 806 million (at a sea-
sonally adjusted rate) in the first half of 1982, or by 48
per cent.

Value of merchandise exports underpinned
by depreciating rand

Merchandise exports were also affected severely by
the recession in the industrial countries. The volume
of exports started to decline from the beginning of 1980
and this downward trend continued during 1981 and,
although levelling-off, also during the first half of 1982.
The weaker demand for South African exports was ac-
companied by a general decline in commodity prices.
According to the index of international commodity
prices published in The Economist, prices declined on

Merchandise exports
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average by 27 per cent from the end of 1980 to the end
of June 1982. However, the depreciation of the rand
caused export prices in terms of rand to rise by 9 per
centin 1981 and by a further 3 per cent from the fourth
quarter of 1981 to the second guarter of 1982. This
rise also reflected an increase in international market
prices of some South African exports, in particular coal,
uranium and maize prices.

Although the volume of merchandise exports de-
clined by 10 per cent in 1981, the value of exports de-
clined by only 2 per cent, namely from R9 766 million in
1980 to R9 579 million in 1981. Despite a further de-
cline in volume, the rise in export prices in terms of rand
caused the value of exports, at a seasonally adjusted an-
nual rate, to increase to R9 850 million in the first half of
1982.

Sharp rise in imports

Another major factor contributing to the large swingin
the current account halance from 1980 to 1981, and to
the increased current account deficit in the first half of
1982, was the sharp rise in the value of imports.  Total
imports increased from R14 159 million in 1980 to
R18 111 million in 1981, or by 28 per cent. At a sea-
sonally adjusted annual rate, the value of imports rose
by a further 87/ per cent to R19 670 million in the first
half of 1982. The surge in imports during 1981 was
mainly caused by the strong expansion of gross domes-
tic expenditure during this period. However, italsore-
flected sharply rising import prices which, in turn, were
largely the result of the depreciation of therand.  Fixed
and inventory investment, both of which have a high
import content, showed particularly large increases in
1981 and started to taper off only in the first half of
1982.

Coinciding with the beginning of the general
downturn of economic activity, the volume of imports
started to decline from the fourth guarter of 1981. In
the second quarter of 1982 the import volume was
117/2 per cent lower than the peak in the second quarter
of last year. Apart from the effect of the general
economic slow-down, imports were to some extent
discouraged by the increase in import prices resulting
from the sharp depreciation of the rand during 1981 and
the first half of 1982, as well as by the high cost of trade
financing. and the introductjon of an import surcharge
of 10 per cent in February 1982.

Import prices rose sharply by 1172 per cent in 1981
and further by 6 per cent from the fourth quarterof 1981
to the second quarterof 1982.  Toa large extent these
high rates of price increases reflected the depreciation
of therand and, after February 1982, also the surcharge
on imports. The increase in consumer prices in trad-
ing-partner countries actually slowed down during this
period. Exhibiting thé so-called J-curve effect, the
immediate result of the sharp depreciation of the rand
from the beginning of 1981 was an increase in import
prices, the value of imports and the deficit on the cur-
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rent account of the balance of payments. The benefi-
cial effect of the depreciation, in the form of a contribu-
tion to the lowering of the import velume, became evi-
dentonly towards the end of 1981 and in the first half of
1982.

Change in the composition of service payments

Net service and transfer payments to foreigners in-
creased from R2 750 million in 1380 to R3 5609 millionin
1981, or by 28 per cent. In the first half of 1982, how-
ever, these net payments, at a seasonally adjusted an-
nual rate, declined slightly to R3 350 million, but they
nevertheless continued to make a significant contribu-
tion to the current account deficit.  Freight, merchan-
dise insurance and dividend payments to foreigners
started to decline in the second half of 1981 owing to a
decrease in the volume of imports and lower gold and

other mining profits. Interest payments to foreigners,
however, increased sharply because the current ac-
count deficit was financed mainly by means of foreign
borrowing at high interest rates.

Financing of the current account deficit

The cumulative deficit on the current account of the ba-
lance of payments during the eighteen months to June
1982 amounted to R6 444 million. A netinflow of cap-
ital, not related to reserves, of R1 510 million occurred
during this period. However, the larger part of the de-
ficit was financed by means of short-term foreign bor-
rowing by the Reserve Bank and other banking institu-
tions. In total, short-term foreign liabilities related to
reserves increased by R4 131 million during these eight-
een months. The remainder of the deficit, namely
R803 million, was financed from gold and other foreign
reserves. The use of gold reserves for this purpose
was facilitated by the Reserve Bank's gold swaps with
foreign financial institutions, in terms of which gold was
sold spot at market-related prices and repurchased for-
ward.

As shown in the accompanying table, the net inflow
of capital not related to reserves during the eighteen-
month period concerned consisted of long-term capital
to the amount of R1 443 million and short-term capital
(including errors and omissions) to the amount of R67
million. Long-term capital, in turn, consisted almost
entirely of loan capital, the larger part of which repre-
sented net foreign borrowing by the Central Govern-
ment and public corporations.  New equity investment

Financing of current account deficit

R millions
1981 1982
1st haif
Net inflow of long-term capital
Loan capital
Central government and banking
SECION oo 149 532
Public corporations and local authori-
HES o 598 161
Private sector ... -35 219
Total 712 912
Otherlong-term capital .................... -300 119
Total oo 412 1031
Net inflow of short-term capital {including
errors and OmMIsSioNs) ...l 454 -387

Increase in liabilities related to reserves 1830 2301
Decline in gold and other foreign reserves
{excluding valuation adjustments) ........ 1005 -202

Total financing ..o.cccovvvecce e, 3701 2743
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by foreigners in South Africain forms other than quoted
securities was made through the medium of financial
rand, which stood at an appreciable, but variable, dis-
count to the commercial rand during the eighteen
months to June 1982. While this resulted in a favour-
able reallocation of the foreign funds invested in South
Africa, in the sense that direct investments in plant,
equipment and construction were substituted for
portfolio investments in quoted securities, these in-
vestments did not, of course, result in a net inflow of
funds, because the required financial rand could only be
obtained from other foreigners. With a view to financ-
ing the current acccunt deficit, the Reserve Bank from
March 1982 encouraged the inward movement of
short-term capital by quoting substantially reduced pre-
miums on forward dollars. This led to a shift from
domestic to foreign sources of trade financing.

The financing of the current account deficit, together
with negative valuation adjustments resulting from the
decline in the price of gold and the depreciation of the
rand, caused the gross gold and other foreign reserves
to decline by R1 955 million during the eighteen months
to the end of June 1982. At that date the foreign re-
serves stood at R3 838 million. Gold reserves de-
creased from 12,15 million fine ounces at the end of
1980 to 9,03 million fine ounces at the end of June
1982, largely reflecting further gold swap transactions.

Sharp depreciation of the rand

The growing deficit on the current account of the ba-
lance of payments gave rise to a sharp depreciation of
the rand. To an important extent, the depreciation of
the rand shielded the domestic economy from the ad-
verse external developments by raising the rand prices
of gold and other export commodities. The effective
exchange rate of the commercial rand declined by 14
per cent during 1981 and by a further 10 per cent during
the first seven months of 1982. During this nineteen-
month period the rand depreciated by 35,1 per cent
against the US dollar, 23,3 per cent against the Swiss
franc, 18,6 per cent against the German mark, 18,2 per
cent against the Japanese yenand 10,5 per centagainst
the pound sterling.

The financial rand depreciated by 15.6 per cent
against the US dollar from the end of 1980 to the end of
July 1982. Since this depreciation was much smaller
than the depreciation of the commercial rand against
the US dollar, the financial rand discount narrowed from
30 per cent to 9 per cent during this period.
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Money and banking

Slow-down of growth in m:on"ey supply

After a period of rapid growth in the money supply from
about the middle of 1979 to the middie of 1981, the rate
of increase began to slow down from the third quarter
of lastyear. Following upon anincrease of 27 per cent
in M2 during 1980, the seasonally adjusted annual rate
of increase in this aggregate accelerated to 37 per cent
during the first half of 1981, but decelerated to 15 per
cent during the second half, before advancing again to
271 per cent during the first half of 1982 — 41 per cent
during the first quarter and 3 per cent during the second
quarter. The growth in M1, however, showed a con-
tinuous slow-down. Anincrease of 36 per cent during
1980 was followed by seasonally adjusted annual rates
of increase of 39 per cent in the first half of 1981, 30 per
cent in the second half and 19 per centin the first half of
1982. The excessive monetary expansion of the past
three years was, therefore, gradually reduced to sig-
nificantly smaller proportions.

Large short-term fluctuations in money supply

Despite the slow-down of the growth in the money sup-
ply, monetary aggregates showed large short-term fluc-
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tuations, even after seasonal variations had been elimi-
nated. For example, at a seasonally adjusted annual
rate, quarterly increases in M2 during 1981 and the first
half of 1982 ranged from 3 to 46 per cent. These fluc-
tuations were caused not only by external influences of
varying intensity, which had an uneven effect on the
money supply through changes in net foreign reserves,
but also by irregular patterns in government spending
and in the use of government cash balances. Equally
important, however, were the effects of “disintermedi-

Narrowly defined money supply (M1)
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ation” and “re-intermediation” which, in turn, wereto a
large extent related to innovations in bank practices and
market reactions to actual and expected changes in in-
terest rates and interest rate margins.

One bank innovation, which is related to the banks’
obligation to meet cash reserve and liquid asset require-
ments at specified dates and to investors’ desire to
economise on the use of non-interest-bearing cash ba-
lances, is the practice of selling assets under repur-
chase agreements to the non-bank private sector.
This practice has the effect of reducing bank deposits
and the measured money supply when bank assets are
sold and. conversely, of inflating the money supply
when repurchases are made. From 1980 these forms
of disintermediation and re-intermediation occurred on
a large scale. For example, if the banks’ short and
medium-dated repurchase agreements are included in
the money supply, the rise in M2 during 1980 changes
from 27 to 34 per cent, the increase during 1981 falls
from 25 to 22 per cent, and the seasonally adjusted an-
nual rate of increase during the first half of 1982 di-
minishes from 21 to 16 per cent.

A second bank innovation is the so-called “cash man-
agement” arrangement, according to which banks au-
tomatically transfer that part of clients’ non-interest-
bearing demand deposit balances which is in excess of
agreed minima, to interest-bearing call deposits. This
arrangement not only changes the composition of M1,
which consists of non-interest-bearing demand de-
posits as well as interest-bearing call and other demand
deposits, but also encourages a shift from medium-
term deposits to M1-type of deposits. The inducement
for such a shiftis strengthened by an interest rate struc-
ture, such as the one prevailing at present in South Af-
rica, in which short-term interest rates are higher than
long-term rates and also by expectations of an absolute
or relative prospective rise in long-term interest rates.
Since the latter part of 1980 the interest-bearing part of
M1 has in fact been rising at a substantially higher rate
than the non-interest-bearing component. At the end
of June 1982 the former component accounted for 39

per cent of total M1, compared with 22 per cent at the
end of 1980. Most of the increase in M1 during this
eighteen-month period, therefore, represented an in-
crease in interest-bearing call and other demand de-
posits.

At times during the past two-and-a-half years the
measured money supply was also distorted by other
types of market reactions to prevailing and expected fu-
ture interest rate levels and margins. In 1980, for
example, large-scale disintermediation occurred in the
form of borrowing and lending outside the banking sys-
tem, including credit arranged by banks off their balance
sheets. Overdraft rates that were considerably higher
than the rates on bankers’ acceptances and other
money market paper, provided the inducement for this
kind of intermediation. This was followed by exten-
sive re-intermediation during the first haif of 1981 when
tne rates on money market paper moved into line with
overdraft rates. Similar disintermediation and re-inter-
mediation, but of lesser significance, recurred respec-
tively in the third quarter of 1981 and the first quarter of
1982, contributing to wide short-term fluctuations in the
money supply. Fluctuations were also caused, no-
tably during July 1981 and the first quarter of 1982, by
so-called “round-tripping”, i.e. the practice of borrow-
ing on overdraft from banks and investing these funds
at rates higher than the prevailing overdraft rates,
mostly in call deposits and negotiable certificates of
deposit.

Causes of changes in M2

An ex post analysis of the “"causes” of changes in M2 is
presented in the accompanying table. Throughout
1981 and the first half of 1982 a strong contractionary
influence was exerted on M2 by the overall balance of
payments deficit as reflected in a decline in the mone-
tary banking sector’s net gold and other foreign re-
serves. During the first half of 1981 this negative influ-
ence on M2 was supplemented by a seasonally ad-
justed increase in long-term deposits of the private sec-
tor with monetary banking institutions, but this contrac-

Causes of changes in M2
R millions

Not seasonally adjusted

Seasonally adjusted

Net gold and other foreign reserves
Net claims on government sector

Claims onprivate sector ......................................
Long-term deposits (increase-, decrease +)
Net other assets

Total causes of changes in: M2
M1

Year Year 1st half 1st half 2nd half 1st half
1980 1981 1982 1981 1981 1982
531 -2 835 -2 098 -986 -2 010 -1732
-407 809 -707 152 571 -386

3629 5 632 2674 3398 2 256 2 362
-468 -133 158 -338 200 429
221 617 1340

3506 4090 1367 2 651 1336 1949

2220 2876 684 1436 1324 962
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tionary effect was reversed during the second half of
1981 and the first half of 1982, when these deposits de-
clined moderately.

The major “cause” of the increase in M2 during the
eighteen months to June 1982 was a sharprise in total
credit extended by the monetary banking sector.  Dur-
ing 1981 thisincrease in credit amounted to 34 per cent,
but during the first half of 1982 it slowed down to a sea-

Causes of changes in M2
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sonally adjusted annual rate of 16 percent. Looking at
the two main components of bank credit, net credit to
the government sector increased considerably during
1981, but actually declined during the first half of
1982. The second component, namely bank credit to
the private sector rose by 35 per cent during 1981 and
continued its upward trend during the first half of
1982. The increase during the latter period, however,
slowed down to a seasonally adjusted annual rate of 23
per cent, mainly because of a marked decline in the rate
of increase during the second quarter.

Judging from the latest information, it appears that
there was a significant moderation in the private sec-
tor's demand for credit.. This was particularly evident
In the loans and advances of the commercial, mer-
chant and monetary general banks, other than hire-
purchase credit. The apparently weaker credit de-
mand reflected the general slow-down of economic ac-
tivity which had been in progress from the third quarter
of 1981 and the high cost of borrowed funds.

Another “cause” of the increase in M2 during 1981
and the first half of 1982 was a considerable increase in
the net "other” assets of the monetary banking sec-
tor. Although a complete breakdown of this increase
is not available, a major part of it consisted of larger ex-
change losses incurred by the Reserve Bank on forward
exchange contracts. These losses are for the account
of the Government and could be considered as claims
on the government sector.

Low level of excess bank liquidity

Excess holdings of liquid assets by banks over and
above the legally required minimum started to decline
from about the middle of 1980 at a time when bank cre-
dit to the private sector began to increase more
rapidly. During 1981 excess bank liquidity generally
remained at a low level and it declined slightly further
during the first half of 1982. Compared with an aver-
age of 2,1 per centin 1981, the excess liquid asset ratio
declined to an average of 1,6 per cent in the first half of
1982 and amounted to 2,0 per cent at the end of
June. The decline in excess bank liquidity during the
eighteen months to June 1982 occurred despite a
marked increase in the banks’ liquidity base, or holdings
of liquid assets. This was the result of a relatively
larger rise in required liquid assets than in actual hold-
ings of such assets.

The increase in the banks’ holdings of liquid assets,
which influences their capacity to create additional bank
credit, amounted to R1 168 million during 1981 and to
R1 644 million during the first half of 1982. The large
expansion of the banks’ liquidity base during 1981 was
mainly due to increases in credit extended by banking
institutions to the Land Bank, Reserve Bank credit to
the government sector, and net “other” assets of the
Reserve Bank (including exchange losses on forward
contracts). The effect of these increases was partly
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offset by a considerable decline in the Reserve Bank’'s
net gold and other foreign reserves and smaller bank
holdings of short-term government debt. During the
first half of 1982 the banks’ liquidity base was expanded
mainly by an increase in the Reserve Bank's net "other”
assets and larger bank holdings of liquid bankers’ ac-
ceptances. A contractionary influence on the base
was exerted by a further decline in the Reserve Bank's
net foreign reserves and in its credit to the government
sector.

The amount of required liquid assets rose substan-
tially during the eighteen months to June 1982, mainly
because of the rapid rise in liabilities resulting from the
extension of credit by the banks. Required liquid as-
sets rose by R851 million during 1981 and by a further
R985 million during the first half of 1982.
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Tight money market conditions

Money market conditions, which had tightened mar-
kedly during the last quarter of 1980, generally re-
mair)ed tight throughout 1981 and the first seven
months of 1982. However, periods of relative ease
were experienced from early April 1981 to about the
middle of May, from the middle of December to early
January 1982, and during Apnl, May and early
June 1982. On the other hand, the general tightness
of the market during 1981 at times became more se-
vere, especially over the month-ends of January, Feb-
ruary, May, July and August and almost continuously
during the period from early September to the middle of
December. In 1982, the market tightened substan-
tially over the January month-end, remained severely
short of funds during February and most of March and
again showed a considerable tightening over the June
month-end.

Apart from seasonal increases in banknctes in circu-
lation, peaks in the flow of tax funds to the Government
and occasional subscriptions to government loans, the
most important cause of the sustained tightness of the
market was the continuous decline in the net gold and
other foreign reserves of the Reserve Bank. The
periods of relative ease, on the other hand, were largely
due to increased government spending and an accom-
panying decline in government deposits, and short-
term foreign borrowing by banks. Apart from the nor-
mal rediscounting facilities, special accommodation
provided by the Reserve Bank eased the seasonal tight-
ening of the market over the month-ends of February
and August 1981 and February 1982, when large tax
payments were made to the Government.

In order to alleviate the persistently tight market situ-
ation and to reduce the upward pressure on the banks’
prime overdraft rates, the Reserve Bank on 30 March
lowered the supplementary minimum cash reserves
which banks are required to hold against their liabilities
to the public. At the same time, the Reserve Bank
started quoting substantially reduced premiums on for-
ward dollars in order to encourage the increased use of
foreign credits by banks and their clients.  These mea-
sures resulted in easier market conditions which con-
tinued until early June.

As a result of the tighter conditions in the money
market during 1981 and the first half of 1982, Reserve
Bank accommodation to the discount houses remained
at fairly high levels for longer periods at a time. Vary-
ing amounts of accommodation were provided to the
discount houses over all month-ends during this period.
Accommodation increased to an all-time peak of R1 021
million on 5 March 1982, but the measures introduced
on 30 March served to reduce the amount of accommo-
dation from R983 million on 26 March to R428 million at
the end of that month and to maintain subsequent
month-end accommodation generally at a lower level.



Sharp rise in short-term interest rates

Money market interest rates increased sharply during
1981 and the first seven months of 1982 in response to
the sustained tight conditions in the market. The rate
quoted by the discount houses on three-month
bankers’ acceptances rose from 7,00 per cent on 24 De-
cember 1980 to 15,25 per cent on 31 December 1981
and to 16,70 per centon 6 August 1982. The Treasury
bill tender rate on these dates amounted to 6,04 per
cent, 14,04 per cent and 16,24 per cent, respectively.
In December 1981 this rate, for the first time since the
introduction of the tender system for issuing new
Treasury bills, rose above Bank rate. Inorder to create
a broader and more active market in Treasury bills, the
margin between the Treasury bill tender rate and the
call deposit rate of the National Finance Corporation
was raised to 0,75 per cent on 23 October 1981 and
further to 1 per cent and 12 per cent on 18 December
1981 and 15 February 1982, respectively.

In recognition of the tightening of financial markets
and the general increase in interest rates, and also as
part of a restrictive monetary policy stance, the Reserve
Bank’s rediscount rate, or Bank rate, was raised in five
steps during 1981, namely from 7,0 to 13,5 per cent.
As part of the Reserve Bank's rediscount policy, how-
ever, the discount houses and banks were, and still are,
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accommodated at flexibly determined rates well in ex-
cess of Bankrate. Theincrease in Bank rate permitted
the commercial banks to increase their prime overdraft
rates from 9,5 to 17,0 per cent during 1981, On 16
February 1982 the direct link between Bank rate and the
banks' prime overdraft rate was abolished. Previ-
ously. in terms of an understanding between the Re-
serve Bank and the clearing banks, prime overdraft
rates had to be maintained within a range of between
2%2 and 32 per cent above Bank rate. Banks were,
therefore, given freedom to determine their own prime
overdraft rates in response to market forces, subject
only to the influence of broad monetary policy and the
maximum rates laid down under the Limitation and Dis-
closure of Finance Charges Act {Ladofca). Following
this change, the banks’ prime overdraft rate was raised
immediately to 18 per cent and subseduently to 20 per
cent in early March. Subsequently, maximum
“Ladofca” rates were increased by 2 per cent on
25 June 1982,

The various deposit rates of banking institutions were
raised on a number of occasions during 1981 and the
first half of 1982. Details of these changes are pro-
vided in the capital market section of this review.

Extensive open-market operations

Open-market operations by the Reserve Bank during
the first quarter of 1981 were mostly accommodating,
but from the second quarter, operations were aimed at
ironing out short-term variations in money market con-
ditions and at curbing the growth in the money sup-
ply. Open-market purchases and sales of government
securities during the first quarter of 1981 amounted to
R253 million and R45 million, respectively. During the
last three quarters of 1981 the corresponding amounts
were R473 million and R1 095 million, respectively.
Most of the purchases during the latter period con-
sisted of the buying in of government stock prior to
dates of maturity on 1 October and 1 December.
Open-market sales during 1981 included sales of long-
term government stock to the amount of R723 mil-
lion. The larger part of the stock sold in the market
was obtained on tap from the Treasury or purchased
from the Public Debt Commissioners. The Bank’'s
sales were mainly intended to reduce liquidity and to as-
sist the Treasury in raising the loan funds provided for in
the Budget.

From the beginning of 1982 up to the first week of
August the Reserve Bank's open-market purchases
and sales amounted to R90 million and R842 million, re-
spectively. Stock obtained by the Bank on tap from
the Treasury and through subscription to new issues,
together with stock purchased from the Public Debt
Commissioners, totalled R1 059 million during this
period.

In addition to government stock sales, the Bank sold
special Treasury bills to an amount of R142 million in

27



late December 1981 and early 1982. These hills ma-
tured on 27 February, and the timing of the maturity
was aimed at alleviating the usual seasonal shortage of
funds in the money market over the February month-
end, when large tax payments are made to the Govern-
ment. For the same reason, special Treasury bills
amounting to R222 million, which will mature at the end
of August 1982, were scld in the market during April,
June and early August.
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Government finance

Longer-term overview

From the 1977/78 fiscal year, the Government has been
pursuing a policy of restraining the growth in its expen-
diture in order to leave more scope for expansion in the
private sector and the rest of the public sector and, at
the same time, to avoid the use of bank credit in the
financing of its budget deficits. During the five fiscal
years to 1981/82 central government expenditure, as
reflected in issues on the Exchequer Account*, in-
creased at an average annual rate of 15 per cent, com-
pared with an average annual rate of growth of 18 per
cent in nominal gross domestic product. Because of
this restraint, the ratio of central government expendi-
ture, as defined above, to gross domestic product de-
clined from 26 per cent in 1976/77 to 23 per cent in
1981/82.

The ratio of central government revenue to gross
domestic product varied within a narrow range of be-
tween 19 and 21 per cent during the five years to 1981/
82. Personal income tax rates were reduced in the
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changes in cash balances on, and the net borrowing from, the
Paymaster-General Account and to incorporate the Stabilization Ac-
count. Some figures, therefore, do not correspond exactly with
those presented in Central Government budgets.

1979/80 and 1980/81 Budgets, but the effect of this on
total government revenue was offset by a more rapid
growth in personal and corporate incomes and tax pay-
ments during this period. Not only was there a sharp
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rise in the price of gold and in other export prices, but
higher nominal incomes also reflected the general
economic upswing and the prevailing high rate of infla-
tion at the time. In addition, the introduction of the
general sales tax and the buoyancy of the economy re-
sulted in a higher rate of increase in indirect taxes.

Reflecting these changes, the composition of govern-
ment revenue changed notably from 1976/77 to
1981/82. In the former fiscal year, indirect taxes ac-
counted for 22 per cent of total revenue, while the rela-
tive shares of personal income tax and revenue from
companies (income tax and mining lease payments)
amounted to 27 per cent and 33 per cent, respec-
tively. In 1981/82, 28 per cent of total revenue con-
sisted of indirect taxes, 22 per cent of personal income
tax, and 37 per cent of revenue from companies. The
ratio of revenue from gold mining companies to total
revenue rose from 7 per centin 1976/77 to 27 per cent
in 1980/81, before declining to 15 per cent in 1981/82.
These fluctuations were largely due to the strong in-
crease in the rand price of gold from about the middle of
1976 to the first quarter of 1980 and its subsequent
decline,

As a ratio of gross domestic product, the Govern-
ment’s deficit, before borrowing and debt repayment,
declined from over 6 per centin 1976/77 to 3 per centin
1981/82. In 1980/81 it fell to less than 1 per cent
owing to an exceptionally sharp rise in revenue from
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gold mining companies. During the five-year period to
1981/82, the Government was able to finance its
budget deficits without recourse to bank credit. Net
indebtedness to the monetary banking sector actually
declined by RS08 million during this period.

Main developments during the 1981/82 fiscal year

In the 1981/82 fiscal year, the Government found it
more difficult to adhere to its policy of restraint. Ex-
penditure increased by 21 per cent, the highest fiscal-
year increase since 1976/77. The original 1981/82
Budget provided for an expenditure increase of 17 per
cent, butadditional expenditure was approved by Parlia-
ment in early 1982. Expenditure items such as
salaries and wages, interest on public debt, and de-
fence showed particularly large increases.

Government revenue in 1981/82 was also well above
the Budget estimate. Instead of an estimated decline
of 1 per cent, revenue actually increased by 8 per
cent. This result was achieved despite a substantial
decline in revenue collected from gold and other mining
companies, attributable to the combined effect on min-
ing income of a fallin metal and mineral prices and arise
in mining costs. The Government's gold mining rev-
enue alone decreased by R1 502 million, or by 41 per
cent, compared with 1980/81. This revenue loss,
was, however, more than compensated for by a con-
siderable increase in other revenue. Reflecting the
further sharp rise in domestic expenditure, imports,
salaries and wages, and non-mining company profits,
there was an increase of 32 per cent in indirect taxes
and of 35 per centin income tax receipts (excluding gold
mining tax) in 1981/82. Both these increases were
markedly higher than original Budget estimates. Most
dramatic was the effect of sharp increases in nominal
salaries and wages and of fiscal drag on personal in-
come tax receipts. At unchanged tax rates, personal
income tax collections rose by 51 per cent in 1981/82.

The higher than expected revenue more than offset
the increased expenditure provided for in the Additional
Budget for 1981/82. Consequently, the deficit before
borrowing of R2 342 million was notably smaller than
the original Budget figure of R2 707 million. The
Government was able to finance this deficit without re-
course to bank credit because of its successful borrow-
ing from the non-bank private sector. This borrowing,
supplemented by considerable open-market sales of
government stock by the Reserve Bank, was facilitated
by the pitching of new issue vields at prevailing market
levels. Nevertheless, at times long-term borrowing
was complicated by the variability of interest rates and
accompanying shifts in interest rate expectations. To
overcome this problem, the Treasury in February 1982
introduced a tender system for new issues of govern-
ment stock.

Increased borrowing from the non-bank private sec-
tor during 1981/82 also served to supplement the smal-
ler amount of funds received from the Public Debt Com-
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missioners and raised through net issues of non-mar-
ketable debt instruments. Net investment in govern-
ment securities by the Public Debt Commissioners was
substantially below the Budget estimate because they
had to face unexpectedly large withdrawals of funds ad-
ministered by them. Holdings of non-marketable
government debt actually declined during 1981/82
owing to relatively unattractive yields on the various in-
struments concerned.

In total, the contribution of the non-bank private sec-
tor to the financing of the deficit in 1981/82 amounted
to R1 588 million. The Public Debt Commissioners’
net contribution came to R329 million, the smallest fig-
ure since the 1976/77 fiscal year. The Commission-
ers’ gross new investment in government securities
amounted to R1 199 million, but a substantial part of
this amount represented the reinvestment of the pro-
ceeds of stock sold in the market. Net foreign borrow-
ing amounted to R425 million, of which R130 million
consisted of a drawing on the International Monetary
Fund. As mentioned earlier, the Treasury's net indebt-

edness to the monetary banking sector remained un-
changed during the fiscal year as a whole.

Large deficit in the first quarter of
1982/83 fiscal year

In the first quarter of the 1982/83 fiscal year, i.e. the
period April to June 1982, Exchequer issues showed a
large seasonal increase. Compared with the corre-
sponding quarter of 1981, issues rose by 17 per cent.
This percentage was well above the Budget estimate of
11,5 per cent for 1982/83 as a whole.

Governrment revenue in the first quarter of 1982/83
was also 21 per cent higher than in the corresponding
quarter of 1981/82, despite a substantial decline in rev-
enue received from gold mining companies. In the
Budget the rate of increase in revenue for the fiscal year
as a whole was estimated at 11 per cent. Part of the
revenue increase was accounted for by the imposition
in February 1982 of a 10 per cent surcharge on certain
classes of imported goods and a simultaneous increase
in the general sales tax from 4 to 5 per cent. Despite
the sharp rise in revenue, the Exchequer Account re-
corded a large deficit of R1 492 million in the first quar-
ter of 1982/83. In financing this deficit, an amount of
R902 million was raised in the non-bank private sector,
while the Government’s net indebtedness to the
monetary banking sector increased by R268 million.
In addition, net borrowing from the Public Debt Com-
missioners and the foreign sector amounted to R180
million and R142 million, respectively.

On two occasions during the first quarter of 1982/83
new government stock was offered on a tender basis
for public subscription.  Subscriptions were well in ex-
cess of the amounts offered.  In addition, new govern-
ment stock was issued on tap to the Reserve Bank and
the Public Debt Commissioners. The amount raised
by the Treasury by means of new issues of marketable
stock during the first quarter of 1982/83 totalled R1 620
million.  Owing to the Treasury’'s successful borrow-
ing operations, new stock issues were not made to refi-
nance government stock debt of R166 million that ma-
tured on 15 August.

The 1982/83 Budget

The 1982/83 Budget, which was presented to Parlia-
ment on 24 March, aimed at promoting consolidation in
the South African economy and at ensuring that fiscal
policy would play its proper part in bringing about the
necessary balance of payments adjustment. In his
presentation of the Budget, the Minister of Finance
stated that while he was fully aware that the economy
had entered the downward phase of the business cycle
and that the rate of real economic growth would almost
certainly be lower in the coming fiscal year, the decline
in the gold price and other adverse external develop-
ments of recent months ruled out any possibility of “re-
flation” or “stimulation” of the economy at that time.
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On the contrary, the balance of payments adjustment
process needed strong support from fiscal and mon-
etary policies, even if this meant restraining demand at a
time of slower real growth. The existing economic
situation, therefore, called for firm control over govern-
ment spending, the liquidity base of the banking system
and the money supply.

The Minister was of the opinion that in recent months
adjustments to the adverse external developments had
come about largely via inflation and currency deprecia-
tion, on the one hand, and increases in interest rates on
the other. He stated that the Government considered
it essential that fiscal policy should play its proper partin
assisting the economy to make the necessary further
adjustments. Recognition needed to be given to the
“trade-off” which existed in the prevailing situation be-
tween higher interest rates, higher tax rates (or lower
government spending) and exchange rate deprecia-
tion. In framing the Budget proposals, therefore, due
consideration had been given to the need to achieve the
optimal combination of tax rates, interest rates and spot
and forward exchange rates required for dealing with
the existing economic situation.

Against this background, the Budget sought to com-
ply with three minimum requirements. Firstly, the in-
crease in government spending would be restricted as
much as possible without disrupting the provision of es-
sential services. Secondly, in order to curb monetary
demand and to prevent undue upward pressure on in-
terest rates, the "deficit before borrowing” as a percen-
tage of gross domestic product would be reduced to
well below its average of 3,4 per cent cver the past 22
years. Thirdly, this deficit would be financed in such a
manner that not only the Exchequer, but also the
government sector as a whole, would be able to avoid a
net recourse to bank credit.

Aggregate expenditure during the 1982/83 fiscal year
was estimated at R18 238 million, or 11,5 per cent more
than the revised estimates of expenditure in 1981/82.
Total revenue in 1982/83 was estimated at R15 858 mil-
lion, an increase of 11 per cent in comparison with ex-
pected revenue receiptsin 1981/82. Tax proposails for
1982/83 included the incorporation of the existing sur-
charge of 5 per cent on company tax into the basic rate
of 40 per cent and the introduction of a surcharge of 10
per cent on the new basic rate of 42 percent. The sur-
charge onincome tax payable by gold and diamond min-
ing companies was raised from 5 to 15 per cent. In ad-
dition, a 5 per cent compulsory loan levy, based on per-
sonal income tax, was imposed on individual tax-
payers. The deficit before borrowing in 1982/83 was
estimated at R2 380 million, or 2,8 per cent of gross
domestic product. Together with loan redemptions of
R1 246 million, the total financing requirement game to
R3 626 million.
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Capital market

Smaller increase in holdings of longer-term
funds with non-contractual savings institutions

Financial markets tightened considerably during 1981
and the first half of 1982. In broad terms, these tight
conditions reflected the imbalance between domestic
saving and investment during this period. As discus-
sed in the national accounts section of this review, the
inadequacy of domestic saving to finance domestic in-
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vestment was mainly due to a decline in corporate and
personal saving as well as to a sharp rise in investment
in 1981 and the firsthalfof 1982. These declines were
clearly reflected in a substantially smaller increase in
holdings of longer-term non-contractual savings with fi-
nancial institutions. In addition, an increased prefer-
ence for more liquid investments, reflecting changes in
interest rate expectations and differentials, caused a
shift from longer-term to short-term deposits.

The increase in holdings of longer-term funds with
banking institutions, building societies, participation
mortgage bond schemes and government savings
schemes decelerated considerably during 1981 and the
first half of 1982. Compared with R4 400 million in
1980, the increase at a seasonally adjusted annual rate
slowed down progressively to R3 676 million in the first
half of 1981, R1 108 million in the second half and only
R284 million in the first half of 1982. Except for partici-
pation mortgage bond schemes, which recorded a
higher intake of new funds during the eighteen months
to June 1982, the other groups of institutions had to
face adiminishing growth in longer-term funds invested
with them. Holdings of longer-term funds with bank-
ing institutions and government savings schemes actu-
ally declined during the first half of 1982. Building
societies managed to maintain a net inflow of longer-
term funds {after adjustment for seasonal variations)
during the latter period, but this inflow was substantially
smaller than during the preceding six months.

Selected interest rates’

%
1980 1981 1982
31 Dec. 31 Dec. 31 Jul.
Ordinary savings deposits ......... 3,50 4,00 4,00
Special savings deposits ........... 5502 825° 11,75°
Fixed deposits:
12months ..o 850 1150 16,00
24 months ... 9,50 13,50 15,50
36mMoNths ..o 950 13,256 14.00
60 months ... 950 14,00 14.00
Building society shares:
Indefinite period paid-up ........ 8,00 11,50 14,00
Tax-free shares .................. 7,00 8,75 9,50
Post Office Savings Bank Certifi-
CAtES e 7,00 8.75 9,50
National Savings Certificates* .. 7.50 9,00 9,75
Tax-free Treasury Bonds .......... 7,00 8,75 9,50

1. Predominant rates.

2. Deposits of less than R20 000.

3. Deposits of up to R15 000.

4. Average rate over full period of investment.
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The scarcity of funds and a continuing strong demand
for bank credit and housing loans during most of the
eighteen months to June 1982 resulted in active com-
petition for funds and a sharp rise in deposit and related
interest rates. As shown in the accompanying table,
increases ranged from 0,5 per cent to 7,5 per cent during
this nineteen-month period.

More active fixed-interest security market

Owing to a higher borrowing requirement of the Central
Government and other borrowers in the public sector,
the amount of new funds raised in the fixed-interest
security market increased considerably during 1981
and the first half of 1982. The public sector’'s net bor-
rowing in this market increased from R1 448 million in
1980 to R2 470 million in 1981 and R2 200 million in the
first half of 1982. The private corporate sector, on the
other hand, raised a relatively small amount in this mar-
ket during the eighteen months to June 1982.

Most of the new funds raised by the public sector
during 1981 and the first half of 1982 came from the
non-bank private sector, in particular from insurers and
pension funds. The non-bank private sector’s hold-
ings of public-sector stock rose by R2 600 million during
1981 and by a further R1 600 million during the first half
of 1982. Holdings of public-sector stock by the
monetary banking sector declined by R275 million dur-
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ing 1981, but increased by R475 million during the first
half of 1982.

Increased activity in the fixed-interest security mar-
ket was not confined to the raising of a larger amount of
new funds. The rise in holdings of public-sector stock
was accompanied by extensive secondary-market
transactions. Turnover in public-sector stock rose
from R4 219 million in 1980 to R5 100 million in 1981
and amounted to R4 715 million in the first half of
1982. In these transactions the non-bank private sec-
tor participated actively as part of the process of in-
creasing its holdings of public-sector stock and adjust-
ing its stock portfolios.

In accordance with the generally tight situation in the
financial markets, long-term fixed-interest security
yields increased throughout 1981 and the first seven
months of 1982 The monthly average vyield on long-
term government stock rose from 11,81 per centin De-
cember 1980 to 13,33 per cent in December 1981 and
further to 14,70 per cent in July 1982. Likewise, the
monthly average yield on long-term semi-gilt-edged
stock of the highest grade increased from 12,20 per
centto 13,41 per centduring 1981 and to 14,78 per cent
during the first seven months of 1982. The corres-
ponding increase in the yield on corporate loan securi-
ties was from 13,03 per cent to 14,58 per cent and
16,00 per cent.

Because of the difficulty of determining accurate
market-related yields on new issues of government
stock in an environment of rising interest rates and vary-
ing interest rate expectations, the Treasury in February
1982 resorted to a system of offering new stock for
subscription on a tender basis. The February issue
was followed by further tenderissues in April and June.

Decline in share market activity and prices

After a five-month decline in turnover and prices from a
peak in September 1980, the share market showed re-
markable resilience during the remainder of 1981.
However, a sharply downward trend in share turnover
and prices commenced in early 1982,  Share prices in
1981 were underpinned by sustained institutional in-
vestment in shares and by optimistic expectations that
the downturn in the South African economy, which was
widely anticipated at the time, would be fairly mild and
of short duration. The deepening of the recession in
most industrial countries, the further decline in the gold
price and more generally the further deterioration of the
balance of payments on current account, and the re-
strictive monetary and fiscal policy stance and an ac-
companying sharp rise in interest rates, among other
things, contributed to a change in market sentimentin
early 1982.

From the second half of 1981 to the first half of 1982
the number of shares traded on the stock exchange de-
clined by 18 per cent. On average, share prices de-
clined by 26 per cent from September 1980 to February
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1981 and by less than 2 per cent up to December 1981.
Subsequently, they declined by 34 per cent to June
1982. The decreasein share prices during the first half
of 1982 was led by mining shares, followed closely by
industrial and commercial shares and lastly by financial
shares.  As share prices declined, the average di-
videndyield on allclasses of shares increased from 4,75
per cent in September 1980 to 6,54 per cent in De-
cember 1981 and 9,37 per centin June 1982. Despite
this increase, the level of share yields remained con-
siderably below that of fixed-interest security yields. In
June 1982 the yield gap between long-term govern-
ment stock and shares still amounted to 5,12 per cent,
although a narrowing of 1,67 per cent had occurred
from December 1981.

Mortgage market constrained by shortage of funds

Judging by the lending operations of building societies,
which are by far the largest group of financial inter-

mediaries in the mortgage market, activity in this mar-
ket during 1981 and the first half of 1982 was severely
constrained by a shortage of funds. Owing to a sub-
stantially smaller inflow of new funds, the building
societies reduced the amount of new mortgage loans
granted from a monthly average of R383 million in 1980
to R142 million in 1981 and R162 million in the first half
of 1982. At the end of 1980 the societies” commit-
ments in the form of loans granted but not yet paid out
amounted to R1 635 million. In order to reduce these
commitments to alevel more compatible with the smal-
ler inflow of funds, the societies maintained the amount
of new loans paid out at a fairly high level during 1981.
This had the effect of lowering loan commitments to
R513 million at the end of 1981, before they increased
again slightly to R551 million at the end of June 1982.
This policy left little scope for the societies to increase
their holdings of prescribed securities. These hold-
ings actually declined by R27 million during 1981, but
showed a seasonally adjusted increase of R47 million
during the first half of 1982.

In line with the increase in their own deposit rates and
In interest rates in general, the societies raised their
mortgage rates in three steps by a total of 3/a per cent
during 1981. This was followed by two further in-
creases of 1 per cent each in February and July 1982.
These increases raised the rate on new home
mortgages from a range of 9,00 — 11,00 per cent at the
end of 1980 to arange of 14,25 — 16,25 per centin July
1982. At these higher levels, some of the mortgage
rates were barely positive in real terms and even at the
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higher end of the range, real mortgage rates were con-
siderably lower than, for example, the real prime over-
draft rates of commercial banks.

Buoyant real estate market

Despite the general scarcity of funds in the economy,
and more particularly the lower level of mortgage lend-
ing by the building societies, the real estate market re-
mained buoyant during 1981 and the first half of
1982. The monthly average value of real estate trans-
actions rose by 6 per centin 1981 and by a further 13 per
cent in the first half of 1982. A decline in residential
property transactions during this eighteen-month
period was more than compensated for by an increase
in non-residential property transactions. The con-
tinued buoyancy of the real estate market, at a time
when activity in other sections of the capital market
tended to decline, was apparently due to an increase in
the fixed property investments of insurers and pension
funds.
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