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Introduction

In the Annual Economic Report for 1990 it was noted
that the authorities had adopted a “fresh approach” in
economic policy, placing more emphasis on structural
deficiencies in the economy and concentrating on for-
mulating medium-term and long-term economic strate-
gies. Within a framework of a market-orientated
system these strategies seek to eliminate structural dis-
tortions and to establish realistic relative prices reflec-
ting the scarcities of the various means of production
and productive resources. In order to realise these
objectives, a restrictive monetary and fiscal policy is
inter alia essential. The Reserve Bank therefore gradu-
ally reduced the guideline range for the growth in
money supply and allowed the prime overdraft rate of
banking institutions to rise from 12} per cent at the
end of 1987 to 21 per cent in October 1989. Similarly,
the Exchequer deficit before borrowing and debt
repayment relative to the gross domestic product was
decreased from 5,6 per cent in 1987/88 to 0,6 per
cent in 1989/90.

Recently a slightly more expansionary fiscal policy
stance was adopted by the authorities in the Budget
for 1991/92, which seemed justified in the light of the
relatively depressed economic conditions and the
pressing need for certain social expenditures. The
stimulatory impact of the Budget was raised further by
off-budget expenditures out of the financial surpluses
of previous fiscal years and the announcement by the
State President that a further R1 billion would be spent
on socio-economic upliftment in disadvantaged com-
munities.

Monetary discipline was maintained by the authori-
ties to create a stable financial environment that will be
conducive to sustainable economic growth. In accor-
dance with this approach the Reserve Bank has main-
tained relatively stable nominal and high real interest
rates in South Africa throughout 1990 and the first half
of 1991, and Bank rate was adjusted downwards by
only one percentage point from 18 to 17 per cent from
11 March 1991, This was justified in view of the
progress made in restricting the rate of monetary
expansion. Considerable success was achieved over
the past eighteen months in bringing the rates of
increase in the money supply and in bank credit down
to lower levels. Recently the statistical measure of the
growth rates in these aggregates has been distorted by
reintermediation, following the implementation of the
Deposit-taking Institutions Act in February 1991.

However, monetary policy was not applied in an
excessively restrictive manner and real positive interest
rates in South Africa were maintained at a level consid-
erably lower than in many other countries pursuing
similar policies. This policy stance in conjunction with a

continued strong international demand for South
African goods, supported economic activity and con-
tributed to a relatively mild but nevertheless extended
downturn in economic activity over the past nearly 2%
years. Real gross domestic product accordingly con-
tracted at an annual rate of only approximately % per
cent from the first quarter of 1989 to the second quar-
ter of 1991 ~ i.e. at a substantially lower rate than the
decreases of 3 per cent and 2 per cent in the previous
two economic downswings.

In addition to the continued strong growth in mer-
chandise exports, the mildness of the current econ-
omic downswing was further supported by a firm
demand for consumer goods and services and a rela-
tively small contraction in real fixed capital expenditure.
In contrast to these developments, a considerable
destocking took place which brought inventories down
to new record-low levels. In the first half of 1991 the
downturn in economic activity deepened considerably
when the rate of decrease in fixed investment acceler-
ated and consumer demand tapered off, leading to a
decline in real private consumption expenditure in the
second quarter of the year,

The downturn in economic activity was also accom-
panied by a marked decrease in the standard of living
of the nation as measured by changes in the real gross
national income. In particular, a considerable deterio-
ration in the terms of trade was responsible for
decreases in gross national income per capita at rates
of 3 per cent in 1989, 4 per cent in 1990 and 2% per
cent in the first half of 1991 (compared with the corre-
sponding pericd in the preceding year).

The decreases in fixed capital formation and in
inventories kept the volume of imports at a low level,
while the volume of exports continued to increase vig-
orously. Despite the deterioration in the country’s terms
of trade because of the poor performance of the gold
price and international commodity prices, further sub-
stantial surpluses were recorded on the current
account of the balance of payments. Although these
surpluses were somewhat distorted by the events in
the Middle East, they averaged about R5,1 billion per
quarter or 2 per cent of gross domestic product from
the beginning of 1990 up to the middle of 1991.

These surpluses on the current account facilitated
further repayments on South Africa’s foreign debt.
This reduced the outstanding foreign debt of the coun-
try to $19,4 billion at the end of 1990, of which only
$6,6 bilion represented debt under the standstifl net.
Despite these repayments, the net outflow of capital
from the country decreased from R6,2 billion in 1988 to
R4,3 billion in 1989 and R2,9 billion in 1990.
Moreover, for the twelve months ended 30 June 1991



the total net outflow of capital not related to reserves
amounted to only R1,4 billion. The largest part of this
improvement on capital account consisted of short-
term capital movements which made the country's
capital account more prone to fluctuations.The
improvement in the overall balance of payments posi-
tion enabled the monetary authorities to reduce their
reserve-related liabilities and at the beginning of 1991
the Reserve Bank had only a small amount of foreign
loans still outstanding. Nevertheless, the gross gold
and other foreign reserves increased by R1,8 billion in
the eighteen months up to the end of June 1991.
Although still at a relatively low level, the foreign
reserves of the country are now considerably better
placed to accommodate an economic upswing
because they now represent “earned” and not “bor-
rowed” reserves.

The favourable balance of payments position also
made a relatively stable effective exchange rate of the
rand possible. Substantial changes occurred, how-
ever, in the exchange rates of the rand against certain
individual currencies. Relative stability also existed in
the money market, partly owing to Reserve Bank oper-
ations to limit the extent of short-term fluctuations. On
the whole, money market conditions eased gradually
over the past eighteen months. At the same time the
activity on the primary and secondary capital markets
continued to rise and share prices, with the exception
of gold-mining shares, reached new record levels in the
first half of 1991, Capital market yields and interest
rates also remained relatively stable from the beginning
of 1990 up to the middle of 1991. Despite these con-
siderable achievements in the country's external rela-
tions and in the financial environment, there are still a
number of serious problems in the economy which
must be resolved. Particularly disconcerting in this
regard is the formal economy's inability to create ade-
quate employment opportunities. This is clearly illus-
trated by the decrease in the labour absorption
capacity of the economy - i.e. the average annual
increase in employment in the formal sectors (exclud-
ing agriculture and self-employed persons) relative to
the average annual increase in the labour force - which
has declined from 72 per cent in the 1970s to only 22
per cent in the 1980s and as low as 7 per cent in the
period 1985-90. This implies that on average only 7
new employment opportunities are created in the formal
sectors of the economy for every 100 new entrants to
the labour market.

This poor performance in the labour market was
related to a major change that has taken place in the
production structure of the economy. Over the past
two decades capital has been increasingly used as a
substitute for labour in view of factors such as the low
user costs of capital reflecting low and often negative
real interest rates; the over-valuation of the exchange
rate of the rand in the early 1980s; tariff policies pro-
tecting local industries against foreign competition;

and a number of tax expenditure schemes to encour-
age capital formation in the manufacturing sector.

Although the low labour absorption capacity has led
to a substantial rise in unemployment, wage costs con-
tinued to increase at high rates. Wage costs therefore
did not reflect the underlying supply and demand con-
ditions in the labour market. This can to a large extent
be attributed to the fact that the labour market became
more politicised and normal market forces were inter-
fered with in many ways. Attempts to close wage dif-
ferentials based on race and sex also contributed to
sharply rising wage costs. At the same time labour
productivity increases did not keep up with real wage
increases and the number of man-days lost because of
strikes and work stoppages increased at disturbingly
high rates during 1989 and 1990. These develop-
ments caused real unit labour costs to rise at an aver-
age annual rate of nearly 2 per cent, after having
decreased from 1985 to 1988.

The rising labour costs in the economy have been
an important contributing factor to the continuing unac-
ceptably high rates of inflation since the middle of the
1970s. During the past few years high inflation rates
have become more and more a domestic phenomenon
related to the entrenchment of inflationary expectations
in the economy. Expected high price increases
became embodied in wage settlements leading to
higher production costs which are passed on to the
consumer. In the second half of 1990 the crisis in the
Persian Gulf region and higher food prices interrupted
the slowing-down of domestic price increases and fos-

* tered inflationary expectations further.

Another important problem that needs attention is
the decline that has occurred in the domestic savings
ratio (the ratio of gross domestic saving to gross
domestic product), viz from 24% per cent in 1985 to
21% per cent in 1990. In the past few years this was
brought about particularly by the dissaving of the gov-
ermnment, but in 1990 net private saving (i.e. corporate
and personal saving) also declined sharply. One of the
important barriers in the way of a meaningful rise in
household saving has been the negative real after-tax
rates of return on depository types of savings. The
average real negative after-tax rate of return in 1990
amounted to slightly more than 2% per cent.

Although much still needs to be done to change the
production structure of the economy, the underlying
economic situation in South Africa has been improved
considerably and is now more conducive to sustain-
able economic growth than in any period during the
1980s. The restrictive fiscal and monetary policies pur-
sued in the past three years made a major contribution
towards achieving a healthier balance of payments and
foreign reserve position, towards reducing the coun-
try's outstanding foreign debt and towards creating a
more stable internal financial situation.

At the same time many developments have taken
place in the political arena and the country is moving to



a situation where normal economic relations could be
re-established with most other countries in the world.
Under these circumstances and taking the relatively
favourable short-term prospects for the world economy
into account, an export-led upturn in economic activity
seems more than a remote possibility for South Africa.
Indeed, the composite leading business cycle index
has already increased during the first three months of
1991, indicating that a lower turning-point of the busi-
ness cycle may be reached in the second half of the
year or early in 1992. Although the economy may at
first grow at a relatively modest rate, the growth rate
could strengthen if the international relations of the
country improve further.



Domestic economic developments

Mild downturn of economic activity

The economy has now been in a downward phase of
the business cycle for nearly two and a half years,
which is much longer than the average duration of
cyclical downturns in the post-war period. Despite the
length of the current downturn, the decline in economic
activity has been considerably less severe than in the
two previous downward phases of the business cycle.

For example, real gross domestic product contracted

at an annual rate of approximately % per cent from the

first quarter of 1989 to the second quarter of 1991,

which is substantially less than the decreases of 3 per

cent and 2 per cent per year recorded in the down-
ward phases of 1981-83 and 1984-86 respectively.

Moreover, total real gross domestic expenditure con-

tracted at an annual rate of about 2 per cent in the

current downswing, compared with declines of 9% and

5 per cent per annum during the previous two down-

swings.

The relative mildness of the current downturn in
economic activity can mainly be attributed to the fol-
lowing factors:

- continued strong growth in the volume of merchan-
dise exports, related largely to a sharp expansion in
world trade from the beginning of 1983 and the
depreciation of the rand during the 1980s;

— a relatively buoyant demand for consumer goods
and services due to real wage increases, a redistri-
bution of income to lower-income households with
a high propensity to consume and the unwillingness
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of consumers in the higher-income groups to
accept lower living standards; and

— a relatively small contraction in real fixed capital
expenditure because of a fairly high level of domes-
tic expenditure, the replacement demand for certain
capital goods and large investments in the
Mossgas project.

The downturn of economic activity was at first fairly
concentrated in a few sectors, but later became more
widely dispersed and it deepened during the first half of
1991. In particular the rising trend in real expenditure
on consumer goods and services began to taper off
from the beginning of 1991 and in the second quarter
of the year real private consumption expenditure actu-
ally declined. The rate of decrease in real gross
domestic fixed investment also accelerated consider-
ably in the second quarter of 1991. Nevertheless a
strong demand for South African goods continued to
exist in the industrial countries, and this supported
domestic production.

The mild decline in economic activity was accompa-
nied by a sharper decrease in the standard of living as
measured by the real gross national product. After still
increasing by 5 per cent in 1988, the real gross nation-

Real gross national product and gross
national product per capita
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al product contracted at an annual rate of 1 per cent in
the current downswing, largely owing to a considerable
deterioration in South Africa’s terms of trade. The rate
of decline in the real gross national product neverthe-
less compares favourably with the annual rates of
decrease of 4 per cent and 2% per cent in the 1981-83
and the 1984-86 economic downswing. However, the
rate of decrease in real gross national product per
capita accelerated sharply from almost 3 per cent in
1989 to 4 per cent in 1990 and 2% per cent in the first
half of 1991 (compared with the corresponding period
in the preceding year).

Fortunately, the first signs of a potential revival in
economic growth have already appeared: the com-
posite leading business cycle indicator increased dur-
ing the first three months of 1991, after having declined
almost without interruption from the middle of 1987.
Normally, an upturn in this indicator is followed by a
recovery in economic activity after about six to twelve
months. From these developments it therefore seems
likely that the lower turning-point of the current busi-
ness cycle will probably be reached in the second half
of 1991 or early in 1992,

Small decrease in domestic production

The downturn in economic activity as from March 1989
was followed two quarters later by a continuous
decrease in real gross domestic product, at an aver-
aged annual rate of about 1 per cent from the fourth
guarter of 1989 up to the second quarter of 1991. On
an annual basis the rate of increase in real gross
domestic product decelerated from 4 per cent in 1988
to 2 per cent in 1989, and then real output decreased
by 1 per centin 1990 as well as in the first half of 1991
(compared with the corresponding period in the pre-
ceding year).

The deterioration in real output occurred largely in
the primary sectors, but the value added by the sec-
ondary sectors also declined moderately from the
beginning of 1990. The gross value added by the ter-
tiary sectors, on the other hand, continued to increase
in almost all nine quarters of the downturn.

Real value added by agriculture contracted at an
average annual rate of 2% per cent in the current cycli-
cal downturn. This contraction can primarily be attribu-
ted to a marked decrease in wheat and maize
harvested because of adverse weather conditions.
Maize output fell from a peak of 11% million tons in
1989 to 8}z million tons in 1990 and a projected 6% mil-
lion tons in 1991, In addition, farmers’ expenditure on
intermediate goods and services continued to rise at a
fairly rapid rate in the current cyclical downswing.

Real output by the mining sector began to decline
from the fourth quarter of 1989, initially mainly because
of lower gold production. Several factors continued to
impede the production of gold, including rising operat-
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ing costs combined with a relatively stable rand price of
gold; the termination or curtailment of underground
operations at some of the older mines as part of ration-
alisation programmes aimed at minimising unprofitable
operations; and a fall in the throughput of ore. From
the middle of 1990, however, gold output started to
increase moderately as a result of the mining of higher-
grade ore. This rise in gold production was neutralised
by a decrease in the output of other mining products
from the second quarter of 1990 as a result of a down-
turn in economic activity in certain of the major industri-
al countries.

The mild decline in real output of the secondary
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sectors occurred mainly in the physical volume of
manuacturing production, which declined at an annual
rate of 2 per cent in the current downward phase of
the business cycle; the output of the other two sub-
sectors (construction and electricity, gas and water)
essentially moved sideways. Aithough lower domestic
demand was mainly responsible for the lower produc-
tion of manufactured goods, the production of these
goods was also adversely affected by sporadic unrest,
industrial action by trade unions and stay-aways -
especially during the first nine months of 1990,

Apart from transport, storage and communication,
all the other sub-sectors of the tertiary sector recorded
increases in the real value added during the current
cyclical downswing. The level of the gross value added
by enterprises involved in transport, storage and com-
munication activities moved virtually sideways over this
period of nine quarters, because the decline in the real
value added by Transnet was neutralised by increases
in the value added by the Department of Posts and
Telecommunications and by private transport under-
takings.

The moderate increase in real output recorded by
commerce stemmed mainly from an increase in the
real value added by the retail and wholesale sectors,
which more than offset a pronounced decline in value
added in the motor trade. The latter was adversely
affected by rising debt-servicing costs. From the
beginning of 1991 the value added by the commerce
sector as a whole began to decline as the downturn
gained more momentum.

The high level of real activity in the sector finance,

Changes in levels of real aggregate demand

insurance, real estate and business services through-
out the current downswing could be associated with
the good performance of exports, continued high
turnovers in the commercial sector, buoyant conditions
on the stock exchange market and the continuing
strength of the fixed property market. The value added
by general government also remained positive in the
downswing, but rationalisation programmes were
mainly responsible for a considerable decrease in the
rate of growth in government’s contribution to gross
domestic product.

Contraction in real domestic expenditure

Real gross domestic expenditure began to decrease
even before the downturn in economic activity started,
and contracted during four consecutive guarters from
the second quarter of 1989 to the first quarter of 1990.
It then increased at annual rates of 3 and 4 per cent in
the second and the third quarter of 1990, before fluctu-
ating sharply in the next two guarters from a large neg-
ative 1o a large positive rate of change reflecting equally
volatile movements in inventories. In the second quar-
ter of 1991 real gross domestic expenditure decreased
again at an annual rate of about 3 per cent.

Despite these fluctuations in aggregate real gross
domestic expenditure, its overall decline in the current
downward phase of the business cycle has been rela-
tively mild. As already indicated, this mildness was
mainly related to a firm demand for consumer goods
and services, combined with a relatively small decline in

Annualised percentage changes in seasonally adjusted gquarterly data
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Real gross domestic expenditure
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real fixed investment. These relatively positive develop-
ments were partly offset by a continuing decrease in
inventories.

Firm household demand for consumer goods and
services levelling out in 1991

The relatively firm performance of real expenditure by
households in the current downswing is clearly illustrat-
ed by annual growth rates of around 2 per cent in all
four quarters of 1990. This sustained increase in pri-
vate consumption expenditure could be attributed to
continued rises in all the major sub-components of real
consumer outlays. In particular it stemmed from a
sharp rise in real outlays on consumer durables —
notably expenditure on furniture and household appli-
ances, which more than offset a decline in expenditure
on transport equipment. Real expenditure on semi-
durable gocds and on non-durable goods and services
also rose at annual rates of about 1% per cent in 1990;
however, these rates were considerably lower than the
growth rates of 3 and 2 per cent, respectively,
attained in 1989.

As noted above, various factors contributed to the
firm demand for consumer goods and services. In par-
ticular, real personal disposable income continued to
rise from the middle of 1989 throughout 1990, after
having increased at very high rates during 1987 and
1988. The increase in real personal disposable income
was accompanied by a contraction in real income from
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property and can mainly be ascribed to large wage
adjustments in both the private and the government
sector. Moreover, lower-paid categories of workers
with a higher propensity to consume, generally
received larger proportional adjustments than higher-
paid workers with a higher propensity to save.

The sharp rise in expenditure on furniture and
household appliances also reflected a pent-up replace-
ment demand for consumer durables because of earli-
er postponement of purchases. The increase in this
type of expenditure in 1990 was financed to a large
extent by a sustained increase in hire-purchase finance
which may have been aided by the relaxation of hire-
purchase restrictions in March 1990. The further
increase in households’ real expenditure on non-
durable consumer goods and services reflects the
more essential and non-discretionary nature of spend-
ing on items in these categories, which normally rises
with the growth in population.

From the beginning of 1991, however, a contraction
in expenditure on durable and semi-durable goods and
services at first resulted in a considerably lower growth
(at an annual rate of % per cent in the first quarter) in



real private consumption expenditure. In the second
quarter real outlays on consumer goods and services
decreased at an annual rate of 2 per cent. This
turnaround in real consumption expenditure took place
in conjunction with a marked levelling-off in real per-
sonal disposable income. Other factors, such as the
continued cooling-down of the economy and the con-
siderable retrenchment of labour, could also have led
to a more conservative attitude on the part of con-
sumers.

Sharp acceleration in government consumption
expenditure

Real consumption expenditure by general government
remained on a high level during the current downswing
of economic activity, but the rate of growth in this
aggregate slowed down from 3% per cent in 1989 to
only 1 per cent in 1990. This was the lowest year-to-
year percentage increase in government consumption
expenditure since 1978 and may be compared with an
average annual growth rate of 4 per cent in the 1980s.
However, real consumption expenditure by general
government started to accelerate towards the end of
1990; it increased at an annual rate of no less than 16
per cent in the fourth quarter of 1990, followed by
growth rates of 19% and 12 per cent in the first two
quarters of 1991. Over the twelve months ending June
1991, the real government consumption expenditure
was therefore 5 per cent higher than in the previous
twelve months.

The sustained rise in consumption expenditure by
general government at a rate exceeding aggregate
income growth, gave rise to an increase in govern-
ment’s claim on national disposable income. The ratio

Real government consumption expenditure
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of consumption expenditure by general government to
gross national disposable income rose from an average
of 14 per cent in the 1870s to an average of more than
17 per cent in the 1980s. In 1930 this ratio amounted
to 19% per cent, and then rose even higher to no less
than 21 per cent in the first half of 1831,

Relatively small contraction in gross domestic
fixed investment

Aggregate real gross domestic fixed investment con-
tracted at an average annual rate of 2 per cent during
the nine quarters of the current downswing up to the
end of June 1991. This moderate rate of decrease can
be compared with annual rates of decrease amounting
to 4% per cent and 14 per cent in the 1981-83 and
1984-86 economic downswings; but in the current
downswing fixed investment, of course, decreased
from an already relatively low level. As a percentage of
gross domestic product, gross domestic fixed invest-
ment decreased from a high point of 27 per cent in
1982 to 19 per cent in 1988 and then rose marginally
to 19% per cent in 1990. The rise in this ratio occurred
mainly in the early stages of the cyclical downswing
because total real fixed investment started to decline
only from the fourth quarter of 1989; this rate of
decrease then accelerated to annual rates of approxi-
mately 5 per cent in the second half of 1990 and in the
first half of 1991,

Real gross domestic fixed investment
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The downturn in real outlays on aggregate gross
domestic fixed investment in the current downswing was
firstly the result of a continued contraction in real fixed
capital formation by public authorities, which has
decreased almost uninterruptedly from 1983 onwards.
The share of public authorities’ investment came down
from 25 per cent of gross domestic fixed investment in
1982 to 16Y% per cent in the first half of 1991. This could
be ascribed to significant reductions in real fixed invest-
ment by both the services departments and the business
enterprises of general government. In the case of busi-
ness enterprises the decline in fixed investment formed
part of the rationalisation programmes instituted especial-
ly by the Department of Posts and Telecommunications
and by Transnet to improve their cost-effectiveness and
to become more responsive to market forces.

Secondly, the downturn in real fixed investment was
brought about by a downward trend in the investment
of the private sector. In 1990 real fixed investment by
the private sector contracted by % per cent, followed
by a further decrease at an annual rate of 4% per cent
in the first half of 1991. Nevertheless the level of real
fixed capital outlays by the private sector in the second
guarter of 1991 was only about 1% per cent lower than
the level attained at the peak of the business cycle in
the first quarter of 1989.

The decrease in the private sector’s real fixed invest-
ment in the current economic downswing occurred
mainly in the sectors agriculture, mining, commerce and
finance, which neutralised an increase in the capital for-
mation of the manufacturing sector. Adverse weather
conditions, mounting levels of farm debt, high interest
rates and political uncertainties were mainly responsible
for a downward movement in the fixed investment of
agriculture during 1990 and the first half of 1991. In
addition, farmers’ ability to invest in capital goods was
also eroded by the deterioration in the terms of trade in
agriculture — i.e. by increases in output prices not fully
matching increases in input costs.

Real fixed capital formation in the mining sector was
discouraged during most of the current downswing by,
inter alia, a rationalisation in the gold-mining industry
owing to the weak performance of the gold price com-
bined with rising operating costs. The weaker perform-
ance of certain international base metal prices from the
middle of 1988 was also an important disincentive over
the short-term to enhance the production capacity of
other mining enterprises. Considerable rationalisation
programmes to increase the profitability of financial
institutions and a decline in the demand for equipment
financed through leasing contracts led to a decrease in
fixed investment by this sector. Finally, the decrease in
fixed investment could also be attributed to factors
such as the low and decreasing level of economic
activity, internal unrest and a fair amount of disharmony
in management-labour relations.

On the other hand, aggregate real fixed investment by
the private manufacturing industry improved notably dur-
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ing 1990 and the first half of 1991. This reflected an
expansion of the production capacity in a number of sub-
sectors, such as paper and printing, the chemical indus-
try and base metal working. The rise in fixed investment
by private manufacturing enterprises during an economic
downswing was probably caused by the strong export
performance of manufactured goods, discussed in more
detail below. It could possibly also be attributed to the
fact that certain industries have replaced obsolete capital
equipment or have upgraded plants to manufacture
products for a still relatively buoyant local market.

In contrast to the general lack of investment activity
by the private sector and public authorities, real capital
outlays by public corporations increased substantially.
After it had reached a low point in the first quarter of
1988, it rose almost uninterruptedly to record an annual
growth rate of more than 4 per cent in the current eco-
nomic downswing up to the first quarter of 1991. This
reflected a continued increase in real capital expendi-
ture by public corporations involved in the manufactur-
ing sector, which more than offset a decline in fixed
investment by Eskom. A decline in the capital spending
of Eskom was also responsible for a considerably slow-
er rate of increase in the fixed investment by public cor-
porations from the beginning of 1990. All in all,
however, public corporation investment expenditure
was dominated during the past 2% years by the on-
shore and off-shore development activities of Mossgas.
A decline in the capital outlays on this project was main-
ly responsible for a decrease in the capital formation of
public corporations in the second quarter of 1991.

An analysis of total real gross domestic fixed invest-
ment by type of asset during the current downswing
shows that with the exception of non-residential build-
ings, real outlays on all types of other assets
decreased. The continued strong investment in non-
residential buildings could, among other things, proba-
bly have arisen in view of the fact that in an
environment of high inflation, institutions will rather tend
to hedge themselves against the negative effects of
inflation than investing in more risky type of projects.

Record low level of inventories

In accordance with its normal cyclical behaviour, the
decumulation of aggregate real inventories lagged
behind the downturn in the business cycle. Inventory
accumulation only became negative in the third quarter
of 1989. Destocking continued in the ensuing seven
quarters up to the middle of 1991. As a percentage of
gross domestic product, total inventories declined by
approximately 3 per cent during the current down-
swing. This was more than the 1 per cent recorded in
the 1984-86 downswing, but substantially less than the
62 per cent decrease during the 1981-83 downturn.

In general, inventory investment still plays an impor-
tant role in the path and amplitude of the business
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cycle, as the variance in the changes in inventory
investment is normally larger than the variance in
changes in any other component of gross domestic
expenditure. Better control by business enterprises of
their inventories and the resultant lower level of inven-
tories relative to gross domestic product helped to
cushion the amplitude of the inventory cycle, and
therefore also its effect on cyclical fluctuations in gener-
al business conditions over the past several years.

The destocking during the current downswing has
resulted in further declines in the ratio of non-strategic
non-agricultural stocks to real gross domestic product
of the non-agricultural sectors. The value of this ratio
declined from an average of 33% per cent in the early
1980s to approximately 29 per cent in 1989-90. The
ratio of commercial and industrial inventories to the
non-agricultural gross domestic product also
decreased from a recent high in the second quarter of
1989 of 21 per cent to a new low of 18% per cent in
the first half of 1991.

Slower growth in factor income

The rate of increase in aggregate nominal factor
income slowed down from 17% per cent in calendar

1989 to 13 per cent in 1990. This deceleration
became more pronounced in the second half of 1990,
when the annual rate of increase in factor income
receded to 12% per cent; this was followed by an even
lower rate of 11 per cent in the first half of 1991. The
slowdown in the growth of factor income was primarily
accounted for by slower growth in gross operating sur-
pluses, but the rate of increase in the remuneration of
employees also became somewhat more moderate
from the second half of 1990.

The rate of increase in the gross operating surplus
decelerated from 13} per cent in 1989 to 9% per cent
in 1990 and to an annualised rate of 10 per cent in the
first half of 1991. The downturn in the growth of the
operating surplus was particularly evident in the pri-
mary sectors and, to a lesser extent, also in the sec-
ondary sectors. From the first half of 1991 the lower
growth in the gross operating surplus became more
dispersed and occurred also in most sub-sectors of
tertiary economic activities.

Following annualised increases of 18 and 23 per
cent in the first two quarters of 1990, the growth rate in
the remuneration of employees tapered off in the sec-
ond half of 1990 and the first half of 1991 to annualised
increases that varied between 14% and 15 per cent.
These lower, but still relatively strong, increases in the
remuneration of employees included salary adjust-
ments in the civil service and other general improve-
ments in the conditions of service of government
employees. It also reflected the strong and more
sophisticated bargaining power of labour unions, and
increases in the salary and wage payments by compa-
nies necessitated by the employment of temporary
workers during strike actions as well as by retrench-
ment provisions and improved severance allowances.

Decline in domestic savings ratio

The ratio of gross domestic saving to gross domestic
product continued to decrease from an upper turning-
point of 24% per cent in 1985 to 22% per cent in 1989
and 21% per cent in 1990. In the first half of 1991 this
ratio amounted to only 19% per cent. These ratios can
be compared with an average domestic savings ratio
of slightly more than 26 per cent in the 1970s. The fur-
ther recent decline in the domestic savings ratio during
1990 and the first half of 1991 was due in particular to
a decrease in private saving. This lower level of pri-
vate-sector saving resulted from a reduction in the sav-
ing by corporate entities owing mainly to:

the lower growth of companies’ earnings (notably
companies in the primary sectors);

— the rising number of company liquidations;

the maintenance of dividend payments in spite of
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lower profits, because of the exemption of divi-
dends from normal income tax as from the fiscal
year 1990/91; and

- a change in the investment climate under the pre-
vailing socio-economic and political conditions,
which discouraged companies to plough back large
amounts of surplus funds.

Similarly, the ratio of net personal savings to per-
sonal disposable income decreased further from an
average level of 3 per cent in 1988 to 1% per cent in
1990 and to approximately 2 per cent in the first half of
1991. This was substantially lower than the average
saving rates of 10 per cent during the 1960s and of 8%
per cent during the 1970s.

One of the most important barriers in the way of a
meaningful improvement in households’ saving
performance in recent years, and more particularly
since 1985, has been the negative real after-tax rates
of return on depository types of savings. An analysis of
real after-tax rates of return for the years 1971 through
1990 shows that negative rates were recorded in all
but two years, namely 1971 and 1984, when these
rates amounted to less than % per cent and slightly
more than 1 per cent respectively. The lowest real
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after-tax rates of return during the period under review
were registered in 1986 and 1987, when they were
negative to the extent of slightly more than 8 per cent
and almost 7% per cent. Real after-tax rates of return
have remained consistently negative in subsequent
years, averaging minus 3 per cent during the period
1988 to 1990 and approximately minus 2% per cent in
the year 1990.

Gross domestic saving by general government also
slowed down considerably in the second half of the
1980s. The gross savings ratio of general government
contracted to an average of 7% per cent in the period
1985-90, against a longer-term ratio of 12’ per cent in
the period 1975-90. Moreover, from 1984 to 1989
general government was consistently a net dissaver,
because its current expenditure exceeded its current
revenue. In calendar 1990, however, general govern-
ment recorded positive savings in all four quarters,
adding up to a net saving of aimost R1,7 billion. In the
first half of 1991 the government’s saving turmed nega-
tive again because of a decrease in direct tax receipts
and a substantial acceleration in government con-
sumption expenditure.

Low labour absorption capacity of economy

After the growth rate in total non-agricultural employ-
ment had accelerated moderately during the 1986-89
upward phase of the business cycle to 1,5 per cent in
1988, it slowed down to 0,7 per cent in 1989 and
turned negative to the extent of 0,4 per cent in 1990.

Employment in the non-agricultural sectors
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Data available for the first quarter of 1991 indicate a
continuation of this trend, with further declines in
employment in manufacturing, construction, electricity
generation and the financial sector. Like total non-agri-
cultural employment, employment in the private sector
and by public authorities also contracted in 1990, viz
by 0,6 and 0,1 per cent respectively. However,
employment by public authorities increased fairly
sharply in the fourth quarter of 1990 and the first quar-
ter of 1991,

Taking a longer-term view of changes in employ-
ment, it is obvious that the ability of the formal econo-
my to create additional employment opportunities has
deteriorated markedly. This is clearly reflected in the
deceleration in the average annual rate of increase in
employment from nearly 4 per cent in the 1960s to 2%
per cent in the 1970s and to slightly more than 1 per
cent in the 1980s. It was even more noticeable in the
later part of the 1980s: the average annual growth rate
contracted from 1,2 per cent in the period 1980-85 to
only 0,6 per cent in the period 1985-90. Even more
disconcerting is the fact that the growth that still
occurred in employment during the 1980s was con-
centrated in the public sector, while employment in the
non-agricultural private sector fluctuated around a flat
trend. '

The inability of the formal sectors of the economy to
provide sufficient employment opportunities to a rapidly
growing labour force is confirmed by changes in the
labour absorption capacity of the economy - i.e. the
average annual increase in employment in the formal
sectors (excluding agriculture and self-employed per-
sons) as a ratio of the average annual increase in the
fabour force. The labour absorption capacity
decreased from an average of 97 per cent in the 1960s
to 72 per cent in the 1970s and to only 22 per cent in
the 1980s. The decline in this ratio was even much
more pronounced during the period 1985-90, when it
contracted to an average of only 7 per cent. This
means that on average only 7 new employment oppor-
tunities are created in the formal sectors of the economy
for every 100 new entrants to the labour market.

This poor performance was related to a major
change that took place in the production structure of
the economy. In the past two decades capital was
increasingly used as a substitute for labour in produc-
tion processes, as is confirmed by the fairly steep rise
in the capital-labour ratio. The move away from labour
in favour of capital was much stronger in the private
sector; a marked flattening-out occurred in the capital-
labour ratio of the public authorities.

Various factors were probably responsible for this
substitution of capital for labour. In particular, distor-
tions in relative factor prices made a very important
contribution. During the 1970s and in the early and
middle 1980s user costs of capital were relatively low
because of prolonged periods of low and often nega-
tive real interest rates; the unrealistically high average

Capital-labour ratio in non-agricultural sectors
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value of the exchange rate of the rand, especially in the
early 1980s; tariff policies protecting local industries
against foreign competition; and a number of tax expen-
diture schemes specifically designed to encourage capital
formation in the manufacturing sector. At the same time
labour became more expensive; real wages showed a
sharply rising trend because wage settlements generally
failed to adequately recognise the relative abundance of
less-skilled labour. Unionisation, political actions in the
trade union movement, protest actions, strikes and
unrest added to the non-wage cost of labour.

However, in the period 1986 to 1988 the capital-
labour ratio of not only the public authorities but also
that of the private sector flattened out markedly. As
pointed out in the 1990 Annual Economic Report this
was not a “predominantly structural phenomenon”, but
was mainly related to a mild cyclical acceleration in
employment in conjunction with low levels of net fixed
capital formation. This statement has been substan-
tiated by the resumption of a fairly sharp increase in the
capital-labour ratio during 1989 and 1990 when real
economic activities tapered down.

Total employment in the non-agricultural sectors of
the economy reached its most recent cyclical upper
turning-point of 5,45 million people in the second quar-
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ter of 1989. It then declined on balance to a level of
5,38 million in the fourth quarter of 1990. The extent
of this decrease in employment is not excessive and
also compares favourably with the downward phases
of 1981-83 and 1984-86. The duration of the current
decline in total non-agricultural employment of six gquar-
ters is, however, significantly longer than the average
duration of the decline of three quarters in the two pre-
ceding cyclical downswings.

As could be expected under these circumstances,
the total number of registered unemployed workers
increased from 109 600 in January 1989 to 274 600
in April 1991. A sharp rise in the official number of
unemployed workers occurred especially since the
middle of 1990. However, as has been indicated in
reviews in the Quarterly Bulletin of the Reserve Bank,
these statistics have been affected by the adoption of a
new method of measuring the number of registered
unemployed workers as from July 1990.

Although the exact extent of unemployment is diffi-
cult to determine in South Africa, the government is
acutely aware of the seriousness of the unemployment
situation and has undertaken various measures to alle-
viate it, including:

— The active promotion of the small business sector
by way of the Small Business Development
Corporation (SBDC). Since its inception in 1981,
the SBDC has contributed to the creation of about
249 000 employment opportunities at a relatively
low cost. In 1990 about 37 000 new employment
opportunities were made possible by the SBDC.

- Special employment and training programmes were
introduced in 1985. A total of 1,3 million unem-
ployed persons were trained at a cost of R460 mil-
lion, of whom about 30 per cent have been able to
find permanent employment. In addition, R719 mil-
lion was spent on the creation of employment
opportunities.

- Considerable amounts were spent by the govern-
ment on the development of housing projects,
which contributed to new employment opportuni-
ties in the construction sector.

- In 1990, a total of 111 000 job seekers were
placed in posts by the Department of Manpower.

Increased labour costs and lower productivity

The year-to-year rate of increase in the average nomi-
nal value of salaries and wages per worker in the non-
agricultural sectors of the economy accelerated
uninterruptedly from 11,4 per cent in 1985 to 18,0 per
cent in 1989, before declining slightly to 16,7 per cent
in 1990. Similarly, the year-to-year rate of increase in
the nominal salaries and wages of private sector work-
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ers also declined marginally from 16,6 per cent in 1988
to 16,1 per cent in 1990, while the rate of increase in
the average wage cost per worker employed by public
authorities rose from 12,4 per cent in 1988 to 21,9 per
cent in 1989 and 18,0 per cent in 1990. Moreover,
data available for the first quarter of 1991 indicate that
further large wage increases were granted in certain
industries during this period.

These continued high rates of increase in nominal
wages in spite of the low labour absorption capacity
and high unemployment in the economy, clearly indi-
cate that the functioning of the labour market has
become increasingly distorted. In contrast to most
industrial countries, which have been able to contain
wage increases within reasonable limits by decentralis-
ing the determination of salary and wage increases, the
wage negotiating process in South Africa has become
more and more centralised, leading to unrealistically
high wage settlements. Labour unions have mainly
been concerned with broader social and political
issues, which are not always work-related and are
often aimed at maximising short-term benefits for the
unions’ members, but disregard the long-term effects
of such actions on labour and unemployment.



Attempts to close wage differentials based on race and
sex also did not take underlying supply and demand
conditions into consideration. The tabour market thus
became more politicised and normal market forces
were interfered with in many ways. It is therefore not
surprising that a considerable substitution of capital for
labour took place.

The increases in wage costs during the past three
years exceeded the rate of increase in consumer
prices, with the result that the real wage per non-agri-
cultural worker rose at an average annual rate of 2,5
per cent in the period 1987-89 and by 2,0 per cent in
1990. However, the average annual rate of increase in
the real wage per worker has at least decelerated
marginally from 14 per cent in the 1970s to 1 per cent
in the period 1980-90.

Labour productivity, as measured by the real gross
domestic product per worker in the non-agricultural
sectors of the economy, increased at rates of 0,6 and
2,3 per cent in the two cyclical upswing years 1987
and 1988. The rate of increase then slowed down to
0,8 per cent in 1989, before fabour productivity
declined marginally in 1990. The initial slowdown and
subsequent deterioration of labour productivity was
partly due to an increase in the number of man-days
lost in production because of strikes and work stop-
pages, which rose from 0,9 million in 1988 to 1,5 mil-
lion in 1989 and to 2,0 million in 1990.

As could be expected, the recent high rates of
increase in nominal salaries and wages per worker and
the concurrent relatively poor performance of labour
productivity exerted upward pressure on nominal
labour costs per unit of physical output. The year-to-
year rate of increase in nominal unit labour costs
accordingly accelerated from 12,6 per cent in 1988 to
17,2 per cent in 1989; it then receded slightly to 16,3
per cent in 1990. This caused real unit labour costs to
rise again by 2,1 per cent in 1989 and by 1,7 per cent
in 1990, after having decreased from 1985 to 1988.

From the accompanying graph it is also apparent
that nominal labour costs per unit of physical output in
South Africa’s manufacturing sector have, on average,
increased much more rapidly than in South Africa’s
main trading partner countries since about the middle
of the 1970s. This increasing trend clearly had an
important bearing on the competitiveness of South
African manufactured goods on international markets
which was at times offset by a depreciation of the
exchange rate of the rand. Such depreciations of the
rand provide only temporary relief to manufacturers of
exports because of the impact they have on the infla-
tion rate of the country. In order to maintain a sus-
tained competitive position, it is of the utmost
importance to restrict wage cost increases and to
improve productivity.

The close correlation between increases in nominal
unit labour costs and the rate of increase in consumer
prices, both in South Africa and in its trading partner
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countries, is also clearly illustrated in the graph. Very
disconcerting is the fact that the rate of increase in
nominal unit labour costs in South Africa has tended to
remain consistently above the rate of inflation in con-
sumer prices from 1974 onwards and especially since
1981. This is in sharp contrast with the experience in
South Africa’s main trading partner countries, where
the growth in nominal unit labour costs has, on aver-
age, been consistently iower than the inflation rate in
the 1980s.

Continuing unacceptably high rates of inflation

The rates of increase in most of South Africa’s main
price indices in 1990 declined to slightly lower but still
unacceptably high levels. For example, the year-to-
year rate of increase in the prices of domestically pro-
duced goods accelerated from 13,8 per cent in 1988
to 14,8 per cent in 1989, before declining somewhat to
a rate of 12,8 per cent in 1990. The year-to-year rate
of increase in the prices of imported goods also accel-
erated from 9,7 per cent in 1987 to 16,3 per cent in
1989, and then improved considerably to 10,2 per
cent in 1990. In a pattern similar to those of the two
main components of the production price index, the
year-to-year rate of increase in the consumer price
index accelerated from 12,9 per cent in 1988 to 14,7
per cent in 1989, but then receded marginally to 14,4
per cent in 1990.

In the past six years the rate of increase in the con-
sumer price index has averaged slightly more than 15
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per cent, compared with about 13 per cent in the period
1974-84 and about 4 per cent in the period 1960-73.
The underlying causes of the higher inflation rate in
recent years differ markedly from those before 1984,
The Commission of Inquiry into the Monetary System
and Monetary Policy in South Africa identified excess-
ive domestic monetary demand as the main source of
inflation in South Africa during the period 1960-84.
However, the Commission also pointed out that the
excessive domestic demand should be viewed against
the background of inflationary tendencies generated by
structural and cost-push factors, such as autonomous
increases in salaries and wages, administered price
increases, rising prices of imported goods and insuffi-
cient competition.

From the beginning of 1985 the relatively high rate
of inflation was at first essentially caused by the depre-
ciation of the rand, which particularly during 1985-86
and again in 1988 made a major contribution to price
increases. During the final years of the 1980s the con-
tinuing unacceptably high inflation rates became more
and more a domestic phenomenon related to the
entrenchment of inflationary expectations in the econo-
my. These inflationary expectations became embodied
in wage negotiations, making business enterprises
more willing to concede to wage demands by labour
unions; the increased production costs were passed
on to the consumer. At the same time, the economy’s
productivity continued to be adversely influenced by
socio-paolitical conditions. The poor productivity
performance, as reflected inter alia in high rates of
increase in nominal and real labour costs per unit of
production, was also passed on to consumers. More
recently, the seeming inability of restrictive monetary
and fiscal policy measures effectively to lower the rate
of inflation could also be ascribed to the impact of the
war in the Persian Gulf on oil prices and to the impact
of adverse weather conditions during 1990 on food
prices.

The effect of the higher oil prices in the last half of
1990 is clearly illustrated by the reversal of the declin-
ing tendency in import prices. Measured over a period
of twelve months, the rate of increase in these prices
came down from 19,3 per cent in June 1989 to only
4,1 per cent in August 1990, but then increased sub-
stantially to 19,1 per cent in November. When interna-
tional crude oil prices returned to the levels that had
prevailed before August 1990, the rate of increase in
import prices at first fluctuated around a slightly lower
level of about 15 per cent until February 1991, before
receding substantially to 7,8 per cent in June 1991.
The quarter-to-quarter rate of increase in the prices of
imported goods also declined substantially from a sea-
sonally adjusted and annualised rate of 25,3 per cent in
the second quarter of 1989 to only 0,1 per cent in the
third quarter of 1990, mainly as a result of the strength-
ening of the exchange rate of the rand and the lowering
of import surcharges in the 1990/91 Budget. The third
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international oil crisis then caused this rate of increase
to reaccelerate to 59,4 per cent in the fourth quarter of
1990, before it subsided again to 4,4 per cent in the
first quarter and-to minus 19,0 per cent in the second
quarter of 1991. Measured over a period of twelve
months, the rates of increase in the production prices
of domestically produced goods accelerated from a
lower turning-point of 11,3 per cent in March 1990 to
15,1 per cent in November, and then continued to fluc-
tuate around this level until June 1991. The quarter-to-
quarter rate of increase in the prices of domestically
produced goods also accelerated from its lowest level
in twenty-one quarters of 9,2 per cent (seasonally
adjusted and annualised) in the first quarter of 1990 to



19,0 per cent in the fourth quarter. Thereafter it
declined to 14,3 per cent in the first quarter of 1991
and to 11,7 per cent in the second quarter.

Reflecting these movements in its two main compo-
nents, the rate of increase in the total production price
index over periods of twelve months also accelerated
from 10,3 per cent in July 1990 to 15,8 per cent in
November, but then fluctuated downwards to 14,1 per
cent in June 1991, The quarter-to-quarter rate of
increase in the total production price index similarly
rose sharply from a seasonally adjusted and annualised
rate of 9,6 per cent in the first quarter of 1990 to 25,4
per cent in the fourth quarter, before falling back to
13,0 per cent in the first quarter of 1991 and to 4,8
per cent in the second quarter.

In contrast to the resumption of the downward
trend in producer prices, the rate of increase in con-
sumer prices remained stubbornly high throughout the
first six months of 1991. Measured over a perfod of
twelve months, the rate of increase in consumer prices
accelerated on balance from 13,3 per cent in July 1990
to 15,3 per cent in November 1990 and then fluctuated
around this level to 15,2 per cent in June 1991. The
quarter-to-quarter rate of increase in the consumer
price index accelerated from seasonally adjusted and
annualised rates of 13,5 per cent in both the second
and third quarter of 1990 to 16,8 per cent in the fourth
quarter. It then declined to 14,1 per cent in the first
quarter of 1991, but moved upwards again to 15,0 per
cent in the second quarter.

Continued high rates of inflation in consumer prices
occurred mainly in the prices of food, alcoholic bever-
ages and tobacco, new vehicles and transport ser-
vices. From the second quarter of 1990 to the second
quarter of 1991 the rates of increase in the prices of
these items (excluding food prices, which have dis-
played a very erratic pattern) have not only been con-
sistently higher than the rates of increase in the overall
consumer price index, but have been higher than or
close to 20 per cent. The high rates of increase in the
prices of consumer goods were offset to some extent
by slower rates of increase in the prices of consumer
Services.
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Foreign trade and payments

Sustained but fluctuating surpluses on current
account

In what is probably a record for a developing country
which is also mainly an exporter of primary commodities,
surpluses have now been recorded on the current
account of South Africa’s balance of payments for twen-
ty-six consecutive quarters. From the beginning of 1985
up to the middle of 1991, the total cumulative current
account surplus amounted to no less than R31 billion,
or to 3 per cent of gross domestic product. As already
explained in some detail in previous issues of the Annual
Fconomic Report and the Quarterly Bulletin, the mainte-
nance of these surpluses was essential in view of the
constraints imposed by financial and other sanctions on
the country. During the first half of 1991 a gradual lifting
of some of these measures began to take place, and
this movement may accelerate after the United States’
decision on 10 July 1991 to remove all sanctions in
terms of the Comprehensive Anti-Apartheid Act.
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Although continued surpluses were recorded on the
current account of the balance of payments, the size of
the surpluses fluctuated considerably during the past
eighteen months, especially towards the end of 1990
and in the beginning of 1991, The surplus on the cur-
rent account of the balance of payments, which had
reached a seasonally adjusted and annualised rate of
R5,6 billion in the first quarter of 1990, fluctuated down-
wards to R4,2 billion in the third quarter before shooting
up to R9,7 billion in the fourth quarter of 1990. In the
first quarter of 1991 this surplus dropped substantially
to R1,5 billion and then bounced back again to a level
of R6,2 billion in the second quarter of 1991 - l.e. to a
level higher than the quarterly average of R5,8 billion in
1990. These sharp fluctuations in the current account
transactions were mainly related to developments
caused by the crisis in the Persian Gulf area.

Effects of crisis in Middle East on South Africa’s
balance of payments

The invasion of Kuwait by lrag on 2 August 1990
immediately resulted in a sharp increase in oil prices.
The price of Brent crude oil roughly doubled from a
monthly average of US$17 per barrel in July 1990 to
$26 in August and $35 in October. A peak price of
$40,90 per barrel was reached on 28 September
1990. As soon as it became apparent that the threat
to Saudi Arabian oilfields was ruled out by actions of
the allied forces and that world oil supplies would not
be disrupted seriously, the oil price fell back again to a
monthly average of $23,36 per barrel in January 1991
and to $18,52 in June 1991.

As in the case of the two previous oil price shocks,
the gold price rose in tandem with the oil price but not
nearly to the same extent. The monthly average fixing
price of gold strengthened from $362 per fine ounce in
July 1990 to approximately $395 in August 1990, but
fell back to about $381 in October 1990 and then fur-
ther to more or less the same levels as before the cri-
sis. In contrast to the previous two oil crises, the
prices of certain other cil-substitute commodities, such
as uranium and coal, did not increase during the latest
crisis, but remained depressed. Other international
commodity prices also rose initially, but then declined
again when it became clear that the Middle East crisis
was less serious than originally expected.

The net effect of all these price movements and
changes in the rand’s exchange rate, was an increase
in South Africa’s terms of trade of 2,9 per cent from the
second to the third quarter of 1990; it then declined
again sharply by 7% per cent up to the first quarter of
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1991 before it recovered by 5% per cent in the second
quarter. These movements may be compared with
increases in the terms of trade in the previous two oil
shocks of nearly 30 per cent from 1972 to 1974 and
approximately 17 per cent from 1978 to 1980. It is
therefore obvious that the price effects of the recent
crisis in the Middle East on South Africa’s balance of
payments were minimal and very short-lived. As indi-
cated above, however, the situation in the Persian Gulf
area interrupted the downward movement of the
domestic price increases and prolonged the relatively
high rates of inflation in the country.

The developments in the Middle East also caused
Substantial fluctuations in the country's balance of pay-
ments in the fourth quarter of 1990 and the first quarter
of 1991. The very high level of the surplus in the fourth
quarter was largely the result of a substantial decrease
of 14% per cent in the volume of merchandise imports,
which was related to the drawing-down of inventories of
mineral products; in the first guarter of 1991 the vol-
ume of merchandise imports increased again by 10 per
cent, mainly because of increased imports of mineral
products. Although the volume of South Africa’s mer-
chandise exports continued to rise in the second half of
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1990, the Persian Gulf conflict seriously affected world
growth and world trade. The uncertainties associated
with the crisis in the Middle East led to a sharp drop in
business confidence and a contraction in spending by
consumers and businesses internationally, which prob-
ably also restricted the growth in South African exports.

The volatility of international oil prices also gave rise
to fluctuations in net service and transfer payments
over these two quarters. The high average oil price
resulted in substantially higher travel and transport pay-
ments to non-residents in the fourth guarter, followed
by a decline in these service payments when oil prices
dropped again. 1t particularly affected freight charges
on all merchandise transported, the cost of air travel,
and bunker oil and air fuel prices. Foreign tourism to
South Africa was also adversely affected by
widespread cancellations of tourist and business travel.

Substantial growth in merchandise exports

The main driving force behind South Africa’s excep-
tional current account performance since the beginning
of 1985 has been a substantial growth in merchandise
exports. From 1984 to 1990 the value of merchandise
exports continued to advance strongly from R12,8 bil-
lion to R42,4 billion, or at an average annual rate of
22% per cent. Even more significantly, the volume of
merchandise exports rose by 10 per cent per year
over the same period.

This export growth was achieved despite the intro-
duction of sanctions and trade embargoes by a large
number of countries on several categories of export
products, and can largely be attributed to:

— a sharp decline in the real effective exchange rate of
the rand, particularly during 1984 to 1985 and
1988, to an average level in 1990 which was 13 per
cent lower than the average index value of 1984
and 26 per cent lower than the average index value
of 1983;

— relatively high and rising levels of real economic
activity in the main industrial countries of the world
and a growth in the volume of world trade which
averaged 5 per cent per year during the period
1984 to 1990 and which at times reached excep-
tionally high growth rates, such as 9 per cent in
1988; and

- the relatively low level of domestic economic activity
and excess production capacity which existed dur-
ing the larger part of this period and which encour-
aged domestic producers to find other outlets for
their products.

Quite significantly, the volume of merchandise
exports continued to rise in 1990 and the first half of

1991, despite a reversal in some of the factors favouring



exports. Economic growth in the industrial countries, for
instance, slowed down considerably from the beginning
of 1990 and this led to a deceleration in the rate of
increase in world trade to 4 per cent from slightly more
than 7 per cent in the preceding year. From the middle
of 1989 the real effective exchange rate of the rand also
appreciated farrly sharply. The continued growth in the
volume of exports is probably a reflection of the fact that
exporters_have remained competitive in international
markets and that the rand is still undervalued in relation
to the currencies of South Africa’s main competitors.

An analysis of exports in terms of main type of eco-
nomic activity shows that the sharp rise in the value of
merchandise exports occurred over a wide range of
goods. A high average annual growth rate of 21% per cent
was recorded in the value of mining products exported
from 1984 to 1990, owing to substantial increases in the
exports of products such as platinum, diamonds and coal.
Agricultural exports increased at an average annual rate of
21 per cent during this period, but this rate of increase was
measured from a relatively low base year owing to the
droughts experienced in the early years of the 1980s.
Even more encouraging is the growth in the exports of
manufactured goods™, which averaged 25 per cent per
year from 1984 to 1990. As a percentage of total mer-
chandise exports, manufacturing exports rose from 14 per
cent in 1984 to 16% per cent in 1990. Particularly large
increases were recorded in the categories chemical prod-
ucts, textiles and transport equipment.

Developments in other current account
transactions

The current account surpluses registered from the
beginning of 1985 were, on balance, also the result of
hardly any growth in the volume of merchandise
imports. The low level of real economic activity held
down real gross domestic fixed investment and inven-
tory accumulation, both of which have a relatively high
import content.  The import penetration ratio (i.e. real
merchandise imports as a percentage of real gross
domestic expenditure) therefore fluctuated between 20
and 23 per cent in the period 1985 to 1990, compared
with levels of more than 30 per cent in the early 1970s.

The share of capital goods in total merchandise
imports, however, remained relatively high. This ratio
rose from 40 per cent in 1987 to slightly more than 44
per cent in 1988, before declining moderately again to
41% per cent in 1990. On the other hand, the share of
intermediate goods in total merchandise imports
declined sharply from 48 per cent in 1980 and 45 per

cent in 1985 to 38 per cent in 1990. Imports of interme-,

* Defined for purpose of this analysis as the sum total of the

following export categories: chemical products, textiles,
plastic materials, machinery and electrical equipment, vehi-
cles and spare parts, papeer and paper products, and
"other" manufactured products.
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diate goods were particularly high during the beginning
of the 1980s when drought conditions necessitated the
importation of agricultural products. In addition, the
decline in this ratio was also the result of South Africa’s
decreasing dependence on imported crude oil after the
construction of the new Sasol plants. The imports of
consumer products as a ratio of total merchandise
imports fluctuated around 15 per cent over this period,
depending largely on changes in domestic demand.

In 1990 sharp decreases in the absolute volumes of
both capital and consumer goods were mainly responsi-
ble for a decrease of 4 per cent in the total volume of
merchandise imports. However, the prices of imported
goods rose by 3% per cent, with the result that the nomi-
nal value of merchandise imports declined by only % per
cent in 1990. A substantial rise in the value and volume
of imports of intermediate goods, related mainly to the
replenishment of the inventories of mineral products
referred to above, caused the seasonally adjusted value
and volume of merchandise imports to rise in the first
half of 1991 by 10% and 5% per cent respectively.

In contrast to these positive contributions made by
the volumes of merchandise imports and exports to the
sustained surpluses on the current account of the bal-
ance of payments, net gold exports performed relatively
poorly. South Africa’s total gold production declined
from 682 tons in 1984 to 603 tons in 1989 and to 593
tons in 1990. This substantial contraction in gold output
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was mainly due to a decline in the grade of ore milled
from 6,43 grams per ton in 1984 to 4,99 grams per ton
in 1989, before it rose again to 5,06 grams per ton in
1990. The decline in South Africa’s gold production,
however, levelled off during the first six months of 1991
when 297 tons of gold were produced, i.e. equal to the
production in the corresponding period of 1990. This
was achieved despite retrenchments of more than 30
000 employees in 1990 and about 20 000 employees in

Net capital movements (not related to reserves)
R millions

the first half of 1991, and was mainly brought about by a
further increase in the gold content of ore milled to 5,22
grams per ton.

In addition, the dollar price of gold has increased, on
balance, only moderately since 1984. The annual aver-
age gold price rose relatively sharply at first from US$360
per fine ounce in 1984 to $447 in 1987, but then
declined again to $382 in 1989 and $384 in 1990.
During the beginning of 1991 the dollar price of gold
decreased further to $370 per fine ounce in the first quar-
ter and to $360 in the second guarter.

Various factors contributed to the poor performance
of the gold price in the past few years. In particular, the
supply of gold to the market showed a sharp upward
movement owing to increased production in countries
such as the USA, Canada, Australia and Brazil, and to a
considerable increase in forward sales by producers.
Economic problems brought about by certain reforms in
the USSR also led to considerable increases in Soviet
gold sales. More recently, the crisis in the Middle East
triggered an increase in gold sales by Arabian countries.
On the demand side of the market, certain structural
changes in the major industrial countries, such as the
maintenance of positive real interest rates and relatively
low increases in intemational consumer prices, depressed
the more speculative demand for investment gold.

Lastly, as far as the current account is concerned,
lower relative net service and transfer payments 1o non-
residents also contributed to the sustained surpluses on
the current account since 1985. As a ratic of gross
domestic product, net service and transfer payments
declined from 6 per cent in 1985 to 4 per cent in 1990
and 3% per cent in the first half of 1991. Recently it has
even started to decline in absolute terms from R10,9
billion in 1989 to R10,6 billion in 1990 and R9,8 billion
(at a seasonally adjusted and annualised rate) in the
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-4 345 -2 596 -278 -2 874 -1 288
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first half of 1991. Lower interest payments to foreign-
ers, reflecting the decline in South Africa's foreign debt,
were mainly responsible for this declining trend since
1985. Dividend payments to non-residents also con-
tracted in the past eighteen months because of large
disinvestments of equity capital and the lower prof-
itability of the gold-mining industry.

Further improvement in the capital account

Over the past few years the capital account of the bal-
ance of payments improved dramatically. The net out-
flow of capital not related to reserves decreased from
R6,2 billion in 1988 to R4,3 billion in 1983 and further to
R2.9 billion in 1990. Moreover, during the twelve
months ended 30 June 1991 the total outflow of capi-
tal not related to reserves amounted to only R1,6 billion.
On a half-yearly basis the improvement on the capital
account was even more remarkable: the capital outflow
decreased from R2,6 billion in the first half of 1990 to
R0O,3 billion in the second half of 1930, but then
increased again to R1,3 billion in the first half of 1991,

A significant feature of the improvement on the capi-
tal account during the past eighteen months was that it
occurred during a time when large amounts of foreign
debt inside and outside the standstill net fell due for
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repayment. During 1990 and the first half of 1991 a
total amount of about US$2,8 billion (R7,3 billion) of
total debt inside and outside the standstill net fell due.
The smaller actual outflow of capital than the debt
maturing, confirms that the more favourable foreign
political and economic perceptions regarding South
Africa led to a substantial refinancing of debt or that
new funds were made available to South African bor-
rowers. It is estimated that approximately 40 per cent
of maturing bearer bonds and notes were rolled over
or replaced by new loans during this period.

This improvement in the capital account of the bal-
ance of payments to a large extent took the form of
short-term capital movements. A net outflow of short-
term capital not related to reserves of R3,1 billion in 1989
decreased to RO,9 bilion in 1990 and RO,4 billion in the
first six months of 1991. These positive developments in
short-term capital movements were mainly the result of
increased availability of trade finance to South African
enterprises from abroad, coupled with relatively
favourable forward cover rates. However,the trade rela-
ted capital flows also brought about large fluctuations in
quarterly capital movements because of volatile rand-dol-
lar exchange rates as well as in dollar exchange rates
against third currencies. Largely in accordance with
these actual and expected exchange rate changes, the
net short-term capital movements varied from an inflow
of RO,7 billion in the third quarter of 1990 to an outflow
of R1,2 bilion in the fourth quarter, followed again by an
inflow of R1,4 bilion in the first quarter of 1991 and an
outflow of R1,7 billion in the second quarter. The net
outflow of long-term capital of R2,1 billion in the first half
of 1990 was also transformed into an inflow of capital of
R0,2 billion in the second half of the year because of a
substantial increase in project financing; in the first half
of 1991 a net outflow of long-term capital of R0,9 billion
was recorded again. Repayments by public authorities
on foreign long-term debt during the past eighteen
months were neutralised to a large extent by new long-
term foreign borrowing by public corporations. From the
fourth quarter of 1988 to the second quarter of 1991 the
net inflow of long-term capital to public corporations
totalled no less than R2,0 billion. Except for a small net
inflow of capital in the third quarter of 1990, the private
sector continued to make net repayments on foreign
debt in the other quarters during the past eighteen
months.

Substantially higher foreign reserves

As a net result of the sustained surpluses on current
account and the smaller net outflow of capital not
related to reserves, South Africa’s total net gold and
other foreign reserves increased by no less than R2,9
billion in 1890 and by a further R1,0 billion in the first half
of 1991. The improvement in the overall balance of pay-
ments position enabled the monetary authorities to
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reduce their reserve-related liabilities by R1,6 bilion during
the six quarters from the beginning of 1990. The Reserve
Bank has now redeemed virtually all its reserve-related for-
eign liabilities, with the result that the gross reserves of the
Bank now represent “earned” and not “borrowed”
reserves.

After allowing for valuation adjustments, the total
gross gold and other foreign reserves of the country
increased by RO,4 billion in 1990 and a further R1,4 billion
in the first half of 1991, At R8,7 billion at the end of June
1991 the gross gold and other foreign reserves still rep-
resented only about seven weeks’ imports of goods
and services; with a substantial amount of unused
credit facilities available to the Reserve Bank, however,
the total potential reserves are now considerably better
placed to accommodate an economic upswing.

From a low point of 3,1 million fine ounces at the
end of December 1989 the total gold reserves of the
Reserve Bank increased by 67,7 per cent to 5,2 million
fine ounces at the end of June 1991.

Substantial reduction in foreign debt

South Africa’s total outstanding foreign debt was
reduced further by US$1,2 billion (R2,8 billion) in 1990
from $20,6 billion at the end of 1989 to $19,4 billion
at the end of 1990. Since the declaration of a partial
debt standstill in September 1985, the country's for-
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eign debt (denominated in US dollars) has decreased
at an average rate of 3% per cent per year. The
reduction in South Africa’s foreign debt over this peri-
od is in sharp contrast with the growth that occurred
throughout the 1970s and early 1980s from $3,7 bil-
lion at the end of 1970 to $23,7 billion on 31 August
1985, or at an average annual rate of 13 per cent.
The foreign debt of South Africa increased particularly
sharply during the 1970s, namely at an average rate
of 16 per cent per year. It then rose more moderately
by 7 per cent per annum to 31 August 1985.
However, during the early 1980s short-term debt grew
at an annual rate of 22 per cent, while long-term debt
actually decreased.

South Africa’s foreign debt in terms of rand
decreased from R65,8 billion at the end of August
1985 to R52,5 billion at the end of 1989 and R49,7 bil-
lion at the end of 1990, despite the substantial weak-
ening in the exchange rates of the rand over this
period. Valued at constant US dollars at the dollar’s
exchange rates against other currencies as on 31
August 1985, the total outstanding debt amounted to
$16,4 bilion on 31 December 1990, implying that $7,3



billion or nearly a third of the outstanding debt as on 31
August 1985 has been redeemed.

Debt not payable in terms of the interim debt
arrangements with foreign creditor banks also contin-
ued to decline and amounted to $6,6 bilion (R17,0 bil-
lion) at the end of 1990. Valued at the exchange rates of
31 August 1985, this so-called affected debt amounted
to $5,9 billion, compared with $6,7 billion at the end of
1989 and $13,6 billion at the end of August 1985. As a
ratio of the total foreign debt, the affected debt has
decreased from 57% per cent at the end of August
1985 to 34 per cent at the end of 1990.

A large part of the reduction in affected debt from
the beginning of the standstill arrangements was due
to conversions of this debt into longer-term loans
falling outside the standstill net and debt-equity
swaps, both made in terms of the interim debt
arrangements with foreign creditor banks. Affected
debt to the amount of no less than $4,7 billion (R12,1
billion) had already been converted into long-term
loans at the end of 1990, while debt-equity swaps
amounted to $0,7 billion (R1,8 billion). In addition to
these conversions, South Africa also made consider-
able repayments on affected debt in accordance with
the three interim debt arrangements with foreign
creditor banks, amounting to $2,9 billion (R7,4 billion)
until the end of 1990. It has been agreed that further
repayments of $1,4 billion will be made on the affect-
ed debt in the three years 1991 to 1993.

Largely as a result of the conversion of debt inside
the standstill net, total outstanding debt outside the
net increased from $10,1 billion (R28,0 billion) at the
end of August 1985 to $12,8 billion (R32,8 hillion) at
the end of 1990, or $10,5 billion if valued at August
1985 exchange rates. Included in the total repay-
ments of debt outside the standstill net of about $4
billion since August 1985 was the redemption of $0,9
billion raised on a loan from the IMF in 1982, large
repayments on maturing bearer bonds and notes and
repayments on foreign loans of the Reserve Bank.

Not only has South Africa’s outstanding foreign debt
been reduced sharply since the declaration of the debt
standstill, but the maturity structure of this debt has also
been improved substantially. At the end of August
1985, short-term debt comprised 57 per cent of the
outstanding foreign debt of the country. At the end of
1990, debt falling due in the ensuing twelve months
amounted to only about 25 per cent of the outstanding
foreign debt. This substantially lower proportion of
short-term debt was mainly the result of the interim
debt arrangements concluded with foreign creditor
banks, which extended the repayment of a large part of
debt overdue untif the end of 1993. In addition, the
affected debt converted into longer-term loans outside
the net also made a major contribution to the improve-
ment in the maturity profile of the foreign debt.

On the date when the debt standstill was intro-
duced, South Africa’s debt ratios amounted to 43 and

128 per cent of gross domestic product and total
export proceeds respectively, compared with ratios of
45 and 293 per cent respectively for Western
Hemisphere developing countries - an indication that
South Africa was by no means overborrowed in 1985.
Reflecting the sharp decline in South Africa’'s foreign
debt since 1985, its debt ratios also improved dra-
matically to only 19 and 70 per cent of gross domes-
tic product and export proceeds respectively at the
end of 1990. Of all the developing countries only the
newly industrialised Asian economies had lower debt
ratios, while certain industrial countries, such as
Australia and Canada, had considerably higher ratios.

Continued stability of effective exchange rate of
the rand

Although the nominal effective exchange rate of the
rand declined moderately over the past nineteen
months up to July 1991 this decline occurred in a very
stable and orderly manner. The deviation of the month-
ly changes from the average monthly index value of the
effective exchange rate during this period never exceed-
ed 1% per cent, and the depreciation averaged only %
per cent per month. This relative stability of the rand
was, of course, only possible because of a healthy over-
all balance of payments position.

After the effective exchange rate of the rand had
increased by 7 per cent from a low point on 18
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September 1989 to a peak on 5 January 1990, it
declined steadily by 6% per cent throughout 1990 until
12 February 1991. During this period the rand-dollar
exchange rate remained fairly stable, and the rand, on
balance, appreciated by about % per cent against the
dollar. The depreciation of the rand vis-a-vis all the other
main currencies, however, varied between 10% and 19 %
per cent.

From 12 February 1991 until the end of July the rand
depreciated by 12 per cent against the dollar and by 5
per cent against the yen; at the same time it appreciat-

Changes in exchange rates of the rand

ed against all the other main currencies. The effective
exchange rate of the rand accordingly decreased by 4
per cent over this period. At the end of July 1991 the
nominal effective exchange rate of the rand was approxi-
mately 3% per cent below its previous trough on 18
September 1989.

The real effective exchange rate also remained very
stable during the first ten months of 1990, and during this
period the index fluctuated between an average monthly
low of 80,8 and a high of 82,4. In October 1990 the real
effective exchange rate was 1,1 per cent below its level in
December 1989. In November and December 1990,
however, the effects of the higher world oil price on South
Africa’s production prices pushed the real effective
exchange rate to higher levels, before it stabilised again at
these levels in the first half of 1991. In June 1991 the real
effective exchange rate was therefore 4 per cent above
the level at the end of 1989.

The financial rand continued to fluctuate considerably
from the beginning of 1990. After the financial rand's
discount vis-a-vis the commercial rand had shrunk to
only 19,2 per cent on 6 February 1990 in the wake of
the State President’s address at the opening of
Parliament, it returned to rates of more than 30 per cent
until the end of October 1990. The financial rand rate
subsequently strengthened sharply from R3,74 per dol-
lar at the end of October 1990 to R3,33 per dollar at the
end of January 1991, and the financial rand discount
narrowed to slightly less than 24 per cent. In a repeat
performance of the previcus year, it then strengthened
again significantly after the opening of Parliament to
R3,07 per dollar on 6 February 1991, or to a financial
rand discount vis-a-vis the commercial rand of slightly
less than 18 per cent. Thereafter, the financial rand
weakened again slightly to levels between R3,20 and
R3,30 per US dollar. The depreciation of the financial
rand, however, was smaller than the depreciation of the
commercial rand. As a result, the financial rand discount

%
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to to to to
5Jan '90 12 Feb '91 31 Jul '91 31 Jul '91
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narrowed to 13,0 per cent at the end of June 1991.
During the first six months of 1991 the average financial
rand discount amounted to about 18 per cent, com-
pared with 31% per cent in 1990.

After the announcement that the United States
Federal Government was prepared to lift most of its
sanctions against South Africa, the financial rand
strengthened further to R3,14 per dollar on 12 July.
The financial rand’s discount vis-a-vis the commercial
rand narrowed to an all-time low of approximately 7%

per cent on that same day, but subsequently widened

again to 12 per cent by the end of July.
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Financial markets

Continued monetary discipline

The prime objective of monetary policy in South Africa
is to protect the internal and external value of the rand.
By applying a monetary policy stance aimed at com-
bating inflation, the monetary authorities believe they
are making the best contribution to support sustainable
long-term economic growth. An easy monetary policy
would at best lead to higher growth over a short time
span, thereafter leaving the economy in a worse posi-
tion than before the change in policy. An acceptably
low rate of growth in the money supply and relatively
stable interest rates, which in real terms are about on
par with those in trading partner countries, should
therefore be recognised as in the interest of stability
and sustainable economic growth in the longer term.

In order to bring the inflation rate down and to
maintain financial stability, the monetary authorities
have adopted a progressively more restrictive monetary
policy stance since about the end of 1987. The guide-
lines for an acceptable rate of increase in the money
supply were reduced, and this took the predominant
prime overdraft rate from 12% per cent at the end of
1987 to 21 per cent in October 1989. Thereafter, the
restrictive stance was maintained in view of the fact
that a considerable time lag exists between a decline in
the growth rate of money supply and increases in inter-
est rates, and in achieving a reduction in the rate of
inflation. It was recognised that a medium-term
approach had to be followed in the application of mon-
etary policy to bring the inflation rate down to more
acceptable levels, rather than conducting policy in a
contra-cyclical manner.

Experience in a number of other countries tends to
support the view that it may take roughly two years or
longer for a decline in the growth rate of money supply
and significantly higher interest rates to have a damp-
ening effect on inflation. As illustrated in the accom-
panying graph, interest rate increases in major
industrial economies in the second half of the 1980s
initially coincided with even higher rates of inflation.
Success in bringing inflation rates down only followed
upward movements in interest rates after a consider-
able lapse of time. In all the countries concerned the
downturn in inflation was temporarily interrupted by the
fuel price increases in the second half of 1990 during
the Persian Guif crisis. It is also important to point out
that these positive results on the inflation front in the
countries concerned could not be attributed to mone-
tary policy only: fiscal policy was also tightened in most
of these industrial countries. At the same time, the rate
of increase in non-oil commodity prices contracted
sharply from the middle of 1988.

Increases in nominal interest rates in certain indus-
trial countries where inflation accelerated only restored
their real interest rates to levels which had prevailed
before the acceleration in inflation. In contrast to the
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experience in these countries, the upward phase in
South African interest rates started early in 1988 from a
point where the prime overdraft rate was significantly
below the rate of inflation in consumer prices. The
prime rate started to exceed the rate of inflation by a
significant margin of more than three percentage points
only from about the middle of 1988. However, even at
that stage it was probably barely higher than the
expected rate of inflation. Interest rates only became
unambiguously positive in real terms from the end of
1988, but the positive real rates were still then lower
than those of many other countries.

Reacting to these monetary and other restrictive
policy measures, the rate of inflation started to subside
slowly during 1990. This process was - as in other
countries - upset by the fuel price increases due to the
Gulf crisis. However, in contrast to maost other coun-
tries where inflation decelerated again when oil prices
declined, the rate of increase in the consumer price
index in South Africa continued to move sideways
throughout the first half of 1991. In view of the relative-
ly unbalanced conditions at the start of the reorien-
tation of monetary policy, it could be expected that it
would take some time before the tightening of the poli-
cy stance would reduce inflation to more acceptable
levels. Had the South African authorities not imple-
mented and maintained monetary discipline at the time,
it is highly likely that the inflationary shocks of the Gulf
crisis could have ignited escalating inflation which
could have undermined stability, confidence and eco-
nomic growth.

In accordance with this viewpoint, the monetary
authorities maintained relatively high nominal and real
interest rates throughout 1990 and the first half of
1991. In recognition of the progress made in redress-
ing the rate of monetary expansion and in replenishing
the foreign reserves of the country, Bank rate was low-
ered from 18 to 17 per cent from 11 March 1991, this
resulted in corresponding reductions in most overdraft,
mortgage and deposit rates. In explaining the reduc-
tion in Bank rate, the Governor of the Reserve Bank
stated that it would not be necessary to depress the
financial situation further, but only to retain the lower
and more acceptable underlying rates of increase in
the various financial aggregates; these would, with the
normal time lags involved, lead to a further easing of
the underlying inflationary pressures in the economy.

Changes in the regulatory framework

Important regulatory changes were implemented
during the past twelve months in order to promote
financial stability. The most important development in
this respect was the implementation of the Deposit-
taking Institutions Act as from 1 February 1991, At the
same time, the phasing-in of capital requirements con-
tinued with a view to strengthening these institutions’
solvency ratios and to obtain a healthier risk
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position.The Deposit-taking Institutions Act, Act No. 94
of 1990, consclidated, revised and broadened the
Banks Act of 1965 and the Building Societies Act of
1986. The basic objectives of the new Act are to pro-
tect the interests of depositors and to maintain the
integrity of the financial intermediation function of
deposit-taking institutions.  Together with the regula-
tions under the Act, it emphasises the promotion of
sound risk management by deposit-taking institutions;
the intention is not to involve the regulatory authorities
in the management of risks, but rather to act as a cata-
lyst in order to enhance the standard of risk manage-
ment being applied by the board of directors and
management of each institution.

In terms of the new Act and regulations, the
increasingly artificial distinction between discount hous-
es, banks and building societies was discontinued and
the “playing fields levelled”, in that all these institutions
were denoted deposit-taking institutions, subject to the
same regulations and requirements. However, the for-
mer discount houses were granted a temporary con-
cession in that call money lodged with them by
deposit-taking institutions will still be regarded as a
liquid asset for the deposit-taking institutions up to the
end of January 1993.

Under the previous regulations, banks and building
societies had to keep cash reserves equal to 5 per cent
of their short-term liabilities and 2 per cent of their
medium-term liabilities to the public. The new regula-
tions provide only for a 4 per cent requirement against
short-term liabilities to the public. Similarly, the pre-
vious liquid asset requirements - which provided for a
minimum of 20 per cent of short-term liabilities, 15 per
cent of medium-term liabilities and 5 per cent of long-
term liabilities to the public to be held in the form of
liquid assets - were replaced by a 20 per cent require-
ment against short-term liabilities only. At the same
time, however, the definition of liabilities to the public
for purposes of these requirements was broadened to
include all foreign liabilities and liabilities arising from
certain types of repurchase agreements.

On balance, these changes caused a reduction in
the deposit-taking institutions' required cash reserves
and liquid assets. In order to smooth the transition, the
new requirements were phased in over four months,
ending on 21 June 1991. At the end of February 1991
- when the cash reserve and liquid asset holdings were
still based on January balance sheet information under
the old regulations - the total deposits on monetary
institutions’ reserve accounts with the Reserve Bank
amounted to R2,1 billion; the corresponding total at
the end of June was R1,1 billion. Total liquid assets
held by these institutions similarly declined from R22,2
billion to R19,9 billion over the same period.

Of more importance, as far as the analysis of
monetary and credit aggregates is concerned, are the
effects that the new regulations regarding repurchase
agreements and various types of off-balance-sheet



transactions have had on these aggregates. Whereas
from May 1990 to January 1991 only the increases in
the amounts of deposit-taking institutions’ holdings of
repurchase agreements above the level of these hold-
ings as at the end of February 1990 were subjected to
cash reserve and liquid asset requirements, from
February 1991 the total amount of deposit-taking insti-
tutions’ holdings of such agreements (excluding their
holdings of repurchase agreements with readily mar-
ketable gilts or semi-gilts as the underlying asset)
became subject to cash reserve and liquid asset
requirements. Most repurchase agreements therefore
lost their attractiveness to the deposit-taking institu-
tions as a funding mechanism for deposit-taking insti-
tutions which did not attract reserve requirements. The
conversion of repurchase agreements (which are not
included in the monetary aggregates) into conventional
deposits (which are included in the monetary aggre-
gates) started in the final months of 1990. In February
1991 alone, such conversions amounted to approxi-
mately R3,6 billion, which contributed to a sharp
increase in the statistically measured money supply
data. Similar increases were recorded on the asset
side of the monetary institutions’ balance sheets,
because assets which were previously sold to other
parties under repurchase agreements reappeared as
conventional assets. The level of measured credit
extension accordingly rose steeply, especially in
February 1991.

Similar increases in the money supply and in credit
extension, estimated at around R1,5 billion, were
recorded in May, following a further tightening of the
regulations. These regulations infer alia stipulated that
deposit-taking institutions have to keep reserves
against promissory notes and other debt instruments
issued by clients wishing to borrow funds and sold to
surplus units by the deposit-taking institution on behalf
of the client (which may imply the deposit-taking insti-
tution’s endorsement of the paper). Deposit-taking
institutions therefore converted such instruments into
conventional deposits and advances on a significant
scale.

Levelling-off in the growth rates of the broadly
defined money supply

The growth in the quarterly average value of the broad-
ly defined money supply (M3) from the fourth quarter of
1989 to the fourth quarter of 1990 amounted to 12 per
cent; this was well within the guideline range of 11 to
15 per cent. After having exceeded the target ranges
in the two preceding targeting years and in the first five
months of the 1990 guideline year, the value of M3
moved back to within the guideline cone from June
1990 and remained within this range for the rest of the
year.

Measured over a period of twelve months, the rate
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of increase in M3 dropped from a peak of 27,5 per
cent in August 1988 to only 10,2 per cent in October
1990, before edging up slightly to 12 per cent at the
end of 1990. This pronounced reduction in money
supply growth was mainly a reflection of the cyclical
slowdown in economic activity and spending, and of
sustained high and relatively stable interest rates. For
both cyclical and structural reasons, deposit-taking
institutions began to look more closely at the quality of
their assets and generally to put less emphasis on
quantitative balance sheet expansion. Their drive to
contain costs and to rationalise services led to a num-
ber of mergers. In addition, somewhat wider lending
rate/deposit rate margins slowed down the process of
reintermediation, which had been a significant force in
the rapid monetary growth in the two preceding years.
The lowering of the guideline range to 8 to 12 per
cent for the period from the fourth quarter in 1990 to
the fourth quarter of 1991, announced by the Reserve
Bank on 8 March 1991, was indicative of the Bank’s
determination to retain the downward pressure on
inflation. At the same time the guideline range also
allowed for a modest growth in real economic activity
and for some further increases in the country's net for-
eign reserves. Mainly because of technical factors
related to the implementation of the Deposit-taking
Institutions Act, the growth in money supply accelerat-
ed sharply to a rate exceeding the upper boundary of
the new guideline ranges from February 1991. The
twelve-month rate of increase in M3, for instance,
accelerated to 15,8 per cent in February 1991, and
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then fluctuated between 14 and 16 per cent up to the
end of June 1991,

With the financial system in the process of settling
down to the new regulations applicable to deposit-tak-
ing institutions, the movements in the statistically mea-
sured M3 in the first half of 1991 could clearly not be
regarded as indicative of developments in the real
economy. When allowance is made for the effect of
these regulatory changes, the estimated underlying
rate of increase in M3 remained fairly subdued. The
transition to the new regulations can also be discount-
ed to some extent if the growth in M3 is measured
from February 1991 - the month in which the new Act
came into operation. From the end of February to the
end of June 1991 the seascnally adjusted and annu-
alised rate of growth in M3 amounted to 11,7 per cent;
this clearly did not signify unduly expansionary mone-
tary conditions.

In a statistical or accounting sense the growth in M3
during the twelve months to the end of June 1991 was
largely due to an increase in monetary institutions’
claims on the domestic private sector, which to a large
extent reflected the regulatory changes. Increases in
the net gold and other foreign reserves and net claims
on the government sector also contributed to this
growth. However, “net other assets” of the monetary
institutions declined substantially, reflecting:

- a transfer of R3 billion from the Treasury’s
Excheguer Account to the Gold and Foreign
Exchange Contingency Reserve Account on 24
December 1990;

- surpluses recorded during the year in the provision
of forward exchange cover by the Reserve Bank;
and

— substantial increases in the deposit-taking institu-
tions’ capital and reserves in preparation for the
phasing-in of more stringent capital requirements.

The effect of the deceleration of reintermediation
was clearly reflected in the changes in the income
velocity of M3. After having declined from an upper
turning pcint of 1,96 in the third quarter of 1987 to
1,70 in the first quarter of 1990, it levelled out at
approximately 1,74 in the last three quarters of 1990.
The statistical distortions caused by the regulatory
changes, however, resulted in a decrease in income
velocity of 3 per cent to 1,69 in the first quarter of
1991. In the second quarter, income velocity declined
by a further 0,7 per cent.

Developments in narrower monetary aggregates

With the exception of M1A, the growth in the other,
narrower, monetary aggregates broadly followed the
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same pattern as that of M3. Measured over a period of
twelve months, the rate of increase in M2 declined
from a peak of 37,6 per cent in October 1988 to 13,1
per cent in December 1990. It then moved to a sub-
stantially higher level of 17,6 per cent in February 1991
and, on balance, rose somewhat further to 20,5 per
cent in June 1991. The twelve-month growth rate in
M1 also came down sharply during 1989, but then
rose to higher levels during the first seven months of
1990 because of attractive returns offered on call
deposits. It then declined again in the second half of
1990 to a low of 0,3 per cent in October as expecta-
tions regarding interest rate movements became more
bullish and investors shifted into deposits of a some-
what longer maturity. The regulatory changes then had
a substantial effect on call and overnight deposits
{excluding cheque and transmission deposits), leading
to an acceleration in the twelve-month growth rate of
M1 to 18,1 per cent in February 1991 and 15,1 per
cent in June.

The twelve-month growth rate of the more transac-
tion-related money supply M1A already started to
decline from a peak of 38,9 per cent in March 1988, to
a low point of only 6,9 per cent in March 1990. It sub-
sequently fluctuated sharply upwards to a peak of 19,5
per cent in January 1991, before contracting again to
17,2 per cent in June 1991. The upward trend in M1A
during 1990 occurred mainly in cheque and trans—
mission deposits and was probably related to the rela-
tively high level of gross domestic expenditure. M1A
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was also influenced marginally by the regulatory
changes related to the implementation of the Deposit-
taking Institutions Act. The relationship between M1A
and economic activity consequently remained much
more stable than that of the more broadly defined
monetary aggregates, as indicated by a change of less
than 2 per cent in the income velocity of M1A from the
fourth quarter of 1989 to the first quarter of 1991. In
real terms, M1A declined by 0,3 per cent from
December 1989 to December 1990 and increased only
marginally by 1,7 per cent from June 1990 to June
1991,

Slower growth of credit extension by monetary
institutions

Measured over a period of twelve months, the growth
rate of monetary institutions’ claims on the domestic
private sector receded from a peak of 30,2 per cent in
October 1988 to 12,9 per cent in January 1991,
Mainly as a result of the bringing onto the balance
sheet of assets previously treated as off-balance-sheet
items (referred to above), this rate accelerated to 19,0
per cent in February and stayed above 16 per cent in
the next four months. Similarly, the seasonally adjust-
ed and annualised rate of increase in the quarterly
average of monetary institutions’ claims on the domes-
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tic private sector rose from only 8,7 per cent in the
fourth quarter of 1990 to 24,4 per cent in the first quar-
ter of 1991, and then fell back to 22,0 per cent in the
second quarter.

An analysis of credit extended to the private sector
by type of claim, shows that the acceleration in mone-
tary institutions’ credit extension during the first haif of
1991 occurred mainly in investments and general non-
mortgage advances, and were brought about mainly
by regulatory changes. Mortgage advances extended
by monetary institutions increased relatively sharply.
This rise in mortgage lending was supported by factors
such as the increase in the amount of government
employees’ mortgage loans qualifying for interest sub-
sidisation from R50 000 to R70 000 as from 1
January 1991, the active promotion of highly flexible
mortgage loans by certain monetary institutions, and the
slower repayment of capital by customers experiencing
cash flow problems. In each of the six quarters up to
the June quarter of 1991, monetary institutions' mort-
gage holdings rose by between R2 billion and R3 billion;
the demand for and supply of this type of credit were
therefore very stable.

In contrast to these developments, monetary insti-
tutions’ bills discounted declined somewhat in the first
half of 1991, inter alia as a result of the lower liquid
asset requirements. A considerably lower rate of
increase was also recorded in hire-purchase credit and
leasing finance than in the institutions’ overall claims on
the private sector. Hire-purchase credit and leasing
finance rose by only R0,2 billion per month in the first
half of 1991, while it increased by some RO,4 billion per
month during 1990. In view of the correlation between
this type of financing and spending on consumer
durables and capital goods, this clearly indicates that
real expenditure in the economy remained under
downward pressure, in spite of the apparently brisk
pace of expansion recorded by overall credit extension.
The slower growth in hire-purchase credit and leasing
finance may also have been exacerbated by the with-
drawal from 1 March 1991 of certain tax benefits pre-
viously enjoyed by institutions extending such credit.

Money market conditions and Reserve Bank
operations in the money market

Money market conditions gradually eased during the
past eighteen months from the exceptional tightness
that had been experienced in early 1990. In accor-
dance with the Reserve Bank's anti-inflationary objec-
tive, various methods were applied by the Bank to limit
the extent of fluctuations in the amount of discount
window accommodation, and to prevent this amount
from temporarily declining to levels which could engen-
der expectations of rapidly declining money market
interest rates.

The average daily level of accommodation at the
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Reserve Bank's discount window declined from a high
point of R4,8 billion in January 1990 and R3,6 billion in
the first half of 1990 to R2,8 billion in the second half of
1990 and R1,9 billion in the first half of 1991. A low
point in this monthly average of only R1,4 billion was
recorded in April 1991. This easing in the money mar-
ket was mainly due to a decline in government
deposits with the Reserve Bank, an improved overall
balance of payments position, and a decline in the lig-
uid assets and cash reserve requirements for banking
institutions in terms of the new Deposit-taking
Institutions Act.

The average of the daily balances on the
Exchequer, Paymaster-General and Stabilisation
Accounts declined from R10,6 billion in the first half of
1990 to R10,0 billion in the second half, and to only
R7.3 billion in the first half of 1991, inter alia due to the
transfer of Exchequer funds to the Gold and Foreign
Exchange Contingency Reserve Account (which, of
course, did not affect the money market liquidity). At
times decreases in government deposits with the
Reserve Bank had a substantial easing effect on the
money market, especially during the first half of 1991,
On a monthly basis, the average daily balance reached
its lowest value of only R5,7 billion in April 1991, follow-
ing relatively high Exchequer issues during that month.

At times, the effect on the money market of sub-
stantial withdrawals of government deposits also had
to be countered by Reserve Bank operations, to avoid
serious disruptions. For example, on 16 July 1990 an
amount of R2,0 billion was transferred from the



Exchequer Account to the newly established
Independent Development Trust. The potential impact
on money market conditions of this large and sudden
release of funds from the government’s accounts was,
however, neutralised through the sale of government
and public-corporation paper by the Reserve Bank and
the Public Investment Commissioners to the
Development Trust.

The easing of the money market was to a consider-
able extent also due to a substantial increase in the net
gold and other foreign reserves holdings of the Reserve
Bank. In the twelve months to June 1991 the Bank’s
net foreign reserves rose by no less than RS billion.
Apart from its expansionary money market effects, this
strengthening of the reserves contributed to the Bank’s
decision to reduce the preferential margin for forward
foreign exchange cover in respect of new foreign
finance, from 2 per cent to 1 per cent below that for
ordinary cover transactions, with effect from 22
November 1990.

A further noteworthy cause of the easing of the
money market included the lower cash reserve require-
ments for deposit-taking institutions, which were
phased in over a four-month period ending on 21 June
1991. From the second quarter of 1991, deficits were
also again recorded by the Bank in its provision of for-
ward foreign exchange cover, mainly as a result of the
strengthening of the US dollar in international foreign
exchange markets.

On the other hand, the average dalily level of notes
in circulation outside the Reserve Bank rose from R8,2
billion in the first half of 1990 to R3,1 billion in the sec-
ond half, and to R9,3 billion in the first half of 1991; the
resulting reduction in liquidity was, however, overshad-
owed by the other factors mentioned.

The easier conditions on the money market were
partly counteracted by the Reserve Bank through
short-term foreign-exchange intervention swaps, the
issuing of special short-term Treasury bills, and reverse
repurchase agreements. The usual tightening of the
money market over month-ends made it unnecessary
to continue with these countermeasures over month-
ends up to April 1991. Over the next three month-
ends, however, the underlying liquidity increased to
such an extent that sustained Reserve Bank interven-
tion became necessary again. The value of these
measures reached a peak of R3,7 bilion on 24 June
1991,

Net sales of government stock declined moderately
from R8,4 billion in the fiscal year 1989/90 to R7,6 bil-
lion in fiscal 1990/91. Sales in the second quarter of
1991 amounted to R2,8 billion, against R3,8 billion in
the corresponding quarter of 1990. However, the
Bank’s gross transactions in government stock
amounted to as much as R15,6 billion in the first six
months of 1991 - a threefold increase compared with
the R5,2 billion recorded in the first half of 1990, which
clearly reflected the Bank'’s efforts to increase the mar-

ketability of government stock.

In a related move, the Reserve Bank continued to
step up its activities in the government-stock options
market. The average monthly amount of traded-
options contracts to which the Bank was a party, was
increased from RQ,3 billion in the first half of 1990 to
R1,1 billion in the second half, and amounted to R1,4
billion in the first half of 1991,

The amount of Treasury bills offered at the weekly
tender was increased from R70 million up to 8 June
1990 to R100 million from 15 June and to R120 mil-
lion from 24 August 1990. It was reduced to R100
million from 21 December 1990, but was increased
again to R130 million from 5 April and to R150 million
from 30 May 1991,

Softening of money market interest rates

The money market rates softened somewhat through
most of 1990, although the Reserve Bank kept its
Bank rate unchanged at 18 per cent and the clearing
banks held their predominant prime overdraft rate
unchanged at 21 per cent. The softening of rates
arose from market expectations engendered by the
cooling-down of the economy, the slackening of
monetary expansion and credit growth, the strengthen-
ing balance of payments position, and declining infla-
tion rates up to July 1990. The market rates on money
market instruments then hardened abruptly in the final
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two weeks of October on the basis of gloomier views
of the Middle East crisis and higher inflation. Market
rates quickly resumed their downward course, how-
ever, as the effect of the Persian Gulf confrontation on
the prices of petroleum products appeared to be well
contained and as further evidence of the slackening of
the domestic economy accumulated.

The market rate on three-month liguid bankers’
acceptances, which had declined from 18,4 per cent at
the beginning of 1990 to a low point of 17,6 per cent
on 3 October 1990, firmed to 18,2 per cent at the end
of October. This rate then receded to 17,25 per cent
on 25 February 1991 as expectations of an imminent
Bank rate reduction grew. However, the bankers’
acceptance rate rose again to 17,4 per cent by the end
of February and remained on that level during the first
ten days of March. From the end of December 1990
the bankers’ acceptance rate was more than half a
percentage point below the Reserve Bank's rediscount
rate for bankers’ acceptances of 18,30 per cent, and
by 25 February a reduction in the Reserve Bank's
rediscount rates of one percentage point was already
being fully discounted by the market.

After the Bank rate reduction of one percentage
point as from 11 March 1991, the predominant prime
overdraft rate of the clearing banks was lowered from
21 to 20 per cent from 2 April. The liquid bankers’
acceptance rate continued to soften and slipped to
below 17 per cent by the middle of May. Similarly,
most short-term deposit rates, variable lending rates
and even the relatively stable term-lending base rate,
declined significantly from March or April on the basis
of these developments and related expectations.
Given the underlying high level of liquidity in the money
market already referred to above, even the usual
month-end hardening of call rates was hardly notice-
able from May 1991; whereas in June 1990, for exam-
ple, the rate on interbank funds fluctuated between
18,25 per cent in the middle of the month and 21 per
cent over the month-end, in June 1991 it moved within
arange from 16,75 to 17,25 per cent.

Secondary capital market developments

The value of public-sector stock traded on the
Johannesburg Stock Exchange rose by 23 per cent
from R195 billion in 1989 to R239 billion in 1990.
However, during the course of 1990 trading activity in
these securities fell back significantly from its high lev-
els at the beginning of the year. After the value of
these transactions had recovered markedly from R35
billion in the fourth quarter of 1988 to an exceptionally
high level of R77 billion in the first quarter of 1990, it
decreased to an average value of R54 billion per quar-
ter in the rest of the year. In the first quarter of 1991
the value of public-sector stock traded rose again to
R68 billion; this was followed by a decline to R55 bil-
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lion in the second quarter.

The rising levels of trading activity in public-sector
stock in 1989 and early 1990 were partly due to
portfolio adjustments by insurers and pension funds,
following increases in short-term interest rates and a
marked drop in long-term interest rates in the second
half of 1989 up to March 1990. These portfolic adjust-
ments were also boosted by the abolition of the pre-
scribed investment requirements for institutional
investors effective from 1 October 1989 and by the
replacement of these requirements by new maximum
limits on institutional investors’ holdings of various kind
of assets.

Trading activity slackened throughout the remainder
of 1990, as Bank rate remained unchanged and long-
term interest rates (after firming slightly in the second
quarter) moved marginally lower. This softening of
rates led to a renewed pick-up in trading activity in the
first quarter of 1991, However, trading fell back again in
the second quarter of 1991, following the decrease in
short-term interest rates and the firming of long-term
interest rates. These interest rate movements led to a
flat and “neutral” yield curve in July 1991.

Trading in public-sector stock was alsc influenced
throughout the past eighteen months by non-residents’
transactions in gits. Although they account for only a
small share of overall transactions in public-sector
stock, these transactions have a significant impact on
market sentiment. The high levels of gilt trading at the
end of 1989 and in the beginning of 1990 were influ-
enced significantly by the increased buying and selling



activities of non-residents. The slackening of activity
from the second quarter of 1990 onwards, was
accompanied by a marked decline in non-residents’
activities in the gilts market which was influenced,
among other factors, by the significant hardening of
real yields on gilt-edged and other long-term instru-
ments in some of the major industrial economies and
by the weakening of the financial rand. The revival in
trading activity in the first half of 1991 was also partly
due to a switching by non-residents from holdings of
shares to gilts, the easing of yields internationally and a
marked strengthening of the financial rand.

The value of shares traded on the Johannesburg
Stock Exchange, which had increased by 85 per cent
in 1989, rose moderately further by 15 per cent to
R23,9 billion in 1990. Concomitant with the trading in
public-sector stock, trading activity in the share market
also reached an all-time high of R8,6 billion in the first
quarter of 1990. It then fluctuated downwards to only
R3,5 billion in the fourth quarter of 1990, before
increasing again to R6,0 billion in the second quarter of
1991.

Transactions by non-residents followed closely the
fluctuations in shares traded, with peak sales of R4,9
billion and purchases of R2,1 billion coinciding with the
record value of transactions in the first quarter of 1990.
From March 1990 onwards there was a close relation-
ship between share market activity and a sharply lower
gold price, and the market was also influenced by an
increased sense of uncertainty about unsettled issues
concerning South Africa’s future socio-political and
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economic dispensation. The increased activity during
the first half of 1991 occurred mainly in industrial and
non-gold-mining shares, probably as a result of a
strong demand for shares which are expected to per-
form well in the next economic upswing, and increas-
ing optimism generated by the gradual lifting of
sanctions.

The average level of share prices increased, on bal-
ance, by 75,2 per cent from February 1988 to a new
record level in February 1990, despite the rising trend
in short-term interest rates and the downward move-
ment in the dollar price of gold. The average share
price level then shed 19 per cent to reach a new low in
November 1990; the largest price decline since the
crash of October 1987, amounting to 14 per cent was
recorded over a two-month period in September-
October 1990. The prices of all classes of shares fell
significantly during this period, apparently because of
the inability of the dollar price of gold to break through
the $400 barrier after the Iraqi invasion of Kuwait, and
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because of an increase in long-term interest rates.

Share prices in all the main categories, with the
exception of gold-mining shares, set off on an upward
course from December 1990, largely because of the
softening of long-term interest rates, the lowering of
Bank rate, generally unfavourable inflationary expecta-
tions, and the lack of alternative investment opportu-
nities which could serve as a hedge against inflation.
The share market was also influenced positively in this
period by socio-economic developments, the possibili-
ty of the lifting of sanctions and a demand for equities
based on expectations that economic activity could
reach a lower turning-point by the end of 1991. Gold-
mining share prices, on the other hand, weakened fur-
ther in view of the generally lower profitability of the
gold-mining industry which resulted from a relatively
stable rand price of gold combined with sharply rising
production costs.

The South African Futures Exchange (SAFEX) for-
mally started business on 30 April 1990. Trading
activity was fairly buoyant, rising to a record amount of
transactions of R3,1 billion in August 1990.
Thereafter, activity contracted rapidly to a low level of
R0,9 billion in December 1990, before stabilising in the
first half of 1991 at levels slightly below the average of
1990. In terms of value most of the deals in 1990 were
concluded in share indices, while deals in bankers’
acceptances became more prevalent in the beginning
of 1991.

Primary capital market developments

The amount of new issues of public-sector stock
increased from R7,1 billion in 1989 to R9,2 billion in
1990. Net new borrowing by the public sector through
issues of fixed-interest securities peaked at R5,2 billion
in the second quarter of 1990 and then fell back to
R1,3 billion in the first quarter of 1991, As in the two
preceding years, this kind of borrowing rose substan-
tially again in the beginning of the fiscal year to R3,6
billion in the second guarter of 1991.

The low level of economic activity was mainly
responsible for a declining trend in the funds raised by
private-sector companies during 1990 and the first half
of 1991. New issues of fixed-interest securities of the
private sector decreased from R823 million in 1989 to
R722 million in 1990; they then declined further to
R106 million in the first half of 1991, The value of new
issues of ordinary shares by listed private-sector com-
panies was halved from R9,0 billion in 1989 to R4,5 bil-
lion in 1990. An amount of R3,3 billion in new capital

*

The “primary balance” is government revenue minus gov-
ernment expenditure, excluding interest payments on
government debt. The “operational balance” is government
revenue minus government expenditure that includes only a
real component of interest on government debt.
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was raised in the first six months of 1991 through
issues of ordinary shares.

The flow of longer-term funds to financial intermedi-
aries continued to rise in 1990 and the early part of
1991 at the high rate attained in 1989; this growth rate
even increased slightly from 25,7 per cent in 1989 to
26,0 per cent in 1990, compared with only 8,3 per cent
in 1988. These longer-term funds include the net pre-
mium and (after-tax) investment income of long-term
insurers, net contributions to all pension funds, net unit
sales by unit trusts, and the net flow of longer-term
deposits (i.e. savings and deposits) to banks, building
societies, participation mortgage bond schemes, the
Post Office Savings Bank and other government sav-
ings facilities.

For the second consecutive year the growth in the
flow of longer-term funds to deposit-taking institutions
(33 per cent) in 1990 was again more vigorous than
that in the flow of institutional investors (24 per cent).
Among the deposit-taking institutions, banks and build-
iNng societies again showed the greatest intake of
longer-term funds, while substantial outflows of funds
were reported by the Post Office Savings Bank and
other government savings facilities. Inflows of longer-
term funds to unit trusts more than doubled in 1990
and there was also an increase of 80 per cent in the
flow of funds to participation mortgage bond schemes.

Despite the further more moderate growth in institu-
tional investors' longer-term funds, the bulk of all



longer-term financing — including the ultimate financing
of domestic investment - is still provided by insurers
and pension funds. The overall aggregate flow to con-
tractual savings institutions is currently four times as
large as that of the flow of longer-term funds to
deposit-taking institutions, as against only two and half
times in 1985. This substantial flow of longer-term
funds to contractual savings institutions arises from the
fact that membership of a pension or provident fund is
mostly compulsory for employees and contributions
are paid and adjusted automatically, thereby ensuring
the inflow. As almost two-thirds of the business of
long-term insurers is concerned with retirement provi-
sions, this also applies to them. In addition, long-term
insurers also enjoy a relatively favourable tax position
and have, until recently, been well placed to absorb
and neutralise the effects of inflation on income and
asset growth.

In investing these substantial cash flows, insurers
and pension funds fulfil a major intermediary role in the
economy. In 1990 these receipts were mainly used to
acquire gilts (26 per cent), equities (35 per cent), prop-
erty (21 per cent) and cash holdings (11 per cent).
Gilts totalling R8,5 billion purchased by insurers and
pension funds (including the state employees’ funds
through the Public Investment Commissioners) in
1880, represented 82 per cent of the total net new
issues of stock by the public sector, considerably high-
er than the 61 per cent in 1989, Similarly, the net
acquisition of equities totalling R11,4 billion in 1990,
was equal to 253 per cent of the total new issues by
companies listed on the stock exchange. Not only did
such acquisitions of equities in 1990 thus exceed the
new issues, they also absorbed an amount in excess of
non-residents’ net sales of R4,5 billion.

In the mortgage market the amount of loans paid
out by building societies recovered from the low of
R1,4 billion in the third quarter of 1989 to R2,3 billion in
the first quarter of 1991. The amount of mortgage
loans paid out by participation mortgage bond
schemes rose by 57 per cent to R1,2 billion in 1990,
after having increased by only 15 per cent in 1989. A
further amount of R457 million was paid out by partici-
pation mortgage bond schemes in the first half of
1991.

The increase in the banks’ and the building soci-
eties’ holdings of mortgage loans rose slightly from
R7,2 billion in 1989 to R7,4 billion in 1990. The total
holdings of mortgages of building societies, participa-
tion mortgage bond schemes and the nine major
banks increased from R50,8 billion in December 1989
to R60,8 billion in March 1991,

The fixed-property market remained buoyant and
the value of real estate transactions increased by 16
per cent from R21,1 billion in 1989 to a record level of
R24,6 billion in 1990. The value of these transactions
increased, on balance, from R5,7 billion in the fourth
quarter of 1989 to R7,5 billion in the second quarter of
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1991. The number of fixed property transactions
increased by 5 per cent in 1930, after having declined
by 8 per cent in 1989. The average value of property
transactions rose by 10 per cent from about R107 000
in 1989 to R118 000 in 1990.

Relatively stable capital market yields and
interest rates

The monthly average yield on long-term government
stock increased gradually from a low of 15,5 per cent
in January 1990 to 16,7 per cent in June 1990; it then
fell back to 16,0 per cent in December 1990 and
January 1991 and even further to 15,6 per cent in
February and March, before firming significantly to 16,4
per centin July 1991,

The relative stability of nominal long-term interest
rates from the second half of 1989 to early 1991 could
be attributed to continued inflationary expectations and
to the stability of short-term interest rates during that
period. After short-term rates had been adjusted
downwards in March and April 1991, long-term interest
rates firmed somewhat, reflecting market uncertainties
such as concern about potential longer-run socio-
political and economic developments as well as
changes in the actual and expected inflation rates.

The real yield on long-term government stock (i.e.
the nominal rate after adjustment for the prevailing
year-on-year inflation rate), remained positive from
November 1887 onwards. This real yield increased
from a low of 0,3 per cent in January 1990 to its most
recent high of 2,7 per cent in June 1990, subsequently
declined to 0,5 per cent in February 1991 and amount-
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ed to 1,0 per cent in June 1991. The decline from
June 1990 onwards was a reflection of the oil-price-
induced reacceleration of the inflation rate and the
downward trend, within a narrow channel, in the nomi-
nal yield on long-term government stock.

The building societies’ horme mortgage lending rate
— which had been raised in nine steps from its low
point of 12,50 per cent in February 1988 to 20,75 per
cent in October 1989 — remained unchanged up to
February 1991. After the reduction in Bank rate from’
11 March, this rate was lowered to 19,75 per cent in
March 1991. Banks only reduced their mortgage bond
rates from 20,75 to 19,75 per cent in April 1991,

The decline in share prices from their high point in
February 1990 to a low in November 1990 and the
recovery of these prices from February 1991 onwards,
caused the dividend yield on all classes of shares to
increase from 5,3 per cent in March 1990 to 6,3 per
cent in November 1990, before easing to 5,9 per cent
in March 1991. Financial results, which improved
markedly in mid-1990 before falling back during the
rest of 1990 and in early 1991, were instrumental in ini-
tially keeping up the level of the dividend vield.

The earnings yield on all classes of listed shares
(excluding gold-mining shares) declined to 14,1 per
cent in March 1990 before regaining the December
1989 level of 15,4 per cent in October 1990; it then
decreased sharply to 14,0 per cent in December
before recovering again from January 1991 onwards.
This reflected the effect, as from the third quarter of
1990, of higher share prices.

The predominant rate on twelve-month deposits
with banks and building societies, which is regarded as
indicative of deposit rates in general, was raised from
17,0 per cent to 18,0 per cent in April 1990, without an
accompanying increase in the building sccieties’ bond
rate. This rate was subsequently lowered againto 17,0
per cent in August 1990, and even further to 16,5 per
cent in October 1990. In reaction to the decrease in
the bond rate in March-April 1991, the deposit rate
was reduced to 16,0 per cent in April 1991, in an
endeavour to restore somewhat more comfortable
interest-rate margins in an easier credit-demand situa-
tion.

In contrast to the general declining trend in long-
term deposit rates, the rates on partially tax-free invest-
ments with building societies, the Post Office Savings
Bank and the Treasury were raised by 0,5 per cent in
December 1989. The increases in these rates of 1,5
per cent in March 1990 and of 0,5 per cent in March
1991 were effected to compensate for the phasing-out
(by 20 per cent per year over a five-year period) of the
tax-free status of the interest income earned on these
investments. The current interest rate of 12,0 per cent
on these partially tax-free investments compares with a
rate of 9,5 per cent in November 1989,

The maximum permissible finance charge rates, as
determined in terms of the Usury Act, were raised in



October 1989 from 28 to 30 per cent in respect of
money lending, credit and leasing transactions for
amounts of more than R6 000 (but not exceeding
R500 000}, and from 31 to 33 per cent in respect of
transactions for up to R6 000. The new maximum
rates of 30 and 33 per cent respectively equalled and
exceeded the earlier record rates of 30 and 32 per cent
that had been in force from the end of 1984 up to
January 1986. These maximum rates were reduced
for technical reasons by 1 percentage point with effect
from 27 July 1990.
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Government finance

More expansionary fiscal policy stance

After a less expansionary fiscal policy had been pur-
sued by the authorities from the beginning of 1988, a
slightly more expansionary stance was adopted in the
Budget for 1991/92. In concurrence with monetary
policy, more restrictive fiscal policy measures were
introduced in fiscal 1988/89 because of the limits
placed on the growth potential of the South African
economy by the high rate of inflation and the continued
outflow of capital. The government persisted with this
policy in the next three years. Although the eventual
outcome of the Budget for 1990/91 together with the
impact of certain “off-budget” expenditure was more
expansionary than originally intended, the fiscal policy
stance remained fairly restrictive.

In presenting his Budget for 1991/92 on 20 March
1991, the Minister of Finance again stressed the impor-
tance of maintaining fiscal discipline as a precondition
for reaching the goals of economic growth and lower
inflation. Nevertheless, a slightly more expansionary
Budget was presented to Parliament which seemed
justified in the light of the relatively depressed econom-
ic conditions and the pressing need for certain social
expenditures. The anticipated stimulatory impact of
the Budget was enhanced with further “off-budget”
expenditures arising from the planned spending of the
Exchequer surplus of 1990/91 and the announcement
by the State President in April 1991 that a further
R1 billion would be spent on socio-economic uplift-
ment in disadvantaged communities.

The expected slight stimulatory effect of the Budget
is clearly illustrated in the accompanying graph by both
the so-called “primary” and “operational” balances of
the Central Government®. As percentages of nominal
gross domestic product, both these balances are
expected to move from surpluses in fiscal 1989/90 to
deficits in fiscal 1991/92. For example, after inclusion
of “off-budget” expenditures, the operational deficit as
a percentage of gross domestic product is expected to
amount to 1,1 per cent in fiscal 1991/92, against 0,4
per cent in 1990/91 and a surplus of 1,2 per cent in
1989/90. Excluding the “off-budget” expenditures, an
operational deficit of 0,2 per cent of gross domestic
product is still estimated for 1991/92. However, from
the graph it is alsoc apparent that the ratios of the oper-
ational and primary deficits to gross domestic product
in fiscal 1991/92 are still expected to be considerably

*  The "primary balance" is government revenue minus gov-

ernment expenditure, excluding interest payments on
government debt. The "operational balance" is government
revvenue minus government expenditure that includes only a
real component of interest on government debt.
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*Estimate for 1991/92 includes "off-budget” expenditures.
Primary deficit; government revenue minus government expenditure
excluding interest payments on government debt.
Operational deficit: government revenue minus government
expenditure that includes only a real component of interest on
government debt,

smaller than in 1987/88, when a much more stimul-
atory fiscal policy was pursued by the authorities.

In addition to these short-term objectives directed
at the stabilisation of economic activity, the Minister
reaffirmed the Government’'s commitment to the pro-
posed role of fiscal policy in the process of structural
reforms in the South African economy, which had been
spelled out in some detail in the 1990/91 Budget.
Further progress was also made in implementing some
of these structural reforms of government finance in the
1991/92 Budget, including:

— a higher priority for expenditure on socio-economic
development;

- a broadening of the tax base by the introduction of
value added tax;

— areduction of the tax rate on companies; and

— a further lowering of the maximum marginal tax rate
on individuals.

Unfortunately, some of these structural reforms led
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to considerably higher pressures on government
finance, with the result that the government was forced
in the Budget for 1991/92 to depart in certain other
ways from its programme of fiscal reform, including:

— anincrease, instead of a planned decrease, in gov-
ernment expenditure as a ratio of gross domestic
product;

- an increase in the Budget deficit before borrowing
and debt repayment to a level exceeding 3 per cent
of gross domestic product;

— an increase instead of a decrease in the tax burden
of individuals;

— a decrease instead of an increase in the ratio of
indirect taxation to total taxation: and

— an expected dissaving by the Central Government,
as reflected by the fact that capital expenditure is
expected to be smaller than the projected deficit
before borrowing.

Outcome of the Budget for fiscal 1990/91

The actual outcome of the Central Government's
Budget for the fiscal year 1990/91 was characterised
by three main features. Firstly, the authorities continued
to exercise a high degree of discipline over their expen-
diture. This control over expenditure obviously con-
tributed to the restoration of the credibility of the
Budget as a declaration of the fiscal authorities’ inten-
tions. Secondly, government revenue markedly
exceeded the original Budget estimates, but to a much
smaller extent than in the preceding two fiscal years.
Lastly, the deficit before borrowing came very close to
the original Budget estimates.

The degree of discipline maintained on government
expenditure is clearly indicated by the fact that the
year-to-year increase in actual Exchequer issues
amounted to 13,1 per cent in fiscal 1990/91, com-
pared with the Budget estimate of 11,9 per cent after
taking into account the amount of R1,0 billion that had
been set aside for unforeseen spending needs. The
extent of overspending by the Central Government
came to only 2,0 per cent of the original Budget esti-
mate, compared with the low figure of 1,2 per cent in
fiscal 1989/90 and an average overspending ratio of
5,1 per cent in the ten fiscal years from 1980/81 to
1989/90.

In real or inflation-adjusted terms, Central
Government expenditure decreased by about 1,0 per
cent in fiscal 1990/91. However, the nominal value of
Central Government expenditure of R74,4 billion was
nevertheless still equal to 27,5 per cent of gross
domestic product in 1990/91, or marginally higher than
the ratio of 27,4 per cent in fiscal 1989/90. The aver-
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age ratio of government expenditure to the gross
domestic product was 19,1 per cent in the 1960s, 24,4
per cent in the 1970s and 25,5 per cent in the 1980s.

An economic classification of Central Government
expenditure indicates that current expenditure
accounted for nearly 79 per cent of total expenditure
(excluding additional expenditure) in 1990/91; the
share of capital expenditure was almost 5 per cent,
and that of transfers and loans to other general govern-
ment institutions and funds approximately 16 per cent.
The main component of current expenditure was still
the remuneration of employees, which amounted to
about 33 per cent of total expenditure in fiscal
1990/91. The share of interest paid on government
debt to total Central Government expenditure
increased further in 1990/91 to 15,7 per cent, com-
pared with an average ratio of 13,1 per cent in the
1980s.

The cost of administering the public debt also
showed the highest rate of increase in a functional
classification of government expenditure in 1990/91,
and rose by 19 per cent. This may be compared with
rates of increase of 7 per cent in expenditure on pro-
tection services, 15 per cent in expenditure on social
services (such as housing, health, education and the
promotion of welfare) and 14 per cent in expenditure



on economic services (for example, transport and
communication, mining, export promotion, manufactur-
ing, water schemes, and fuel and energy).

Total Central Government revenue in fiscal 1990/91
amounted to R67,1 billion. This exceeded the original
Budget estimates by R2,2 bilion or 3,4 per cent; in
fiscal 1989/90 actual government revenue was 12,2
per cent higher than the Budget figure and the average
underestimation of government revenue in the ten fiscal
years from 1980/81 to 1989/90 amounted to 7,3 per
cent. The actual year-to-year rate of increase in gov-
ernment revenue amounted to 8,6 per cent in fiscal
1990/91, compared with the increase in these rev-
enues of 5,8 per cent provided for in the March 1990
Budget estimates.

The higher-than-budgeted increase in government
revenue in 1990/91 was mainly the result of higher
income tax collections from individuals and non-gold-
mining companies than had been foreseen in the
Budget, because of higher-than-expected wage
increases and company profits as well as more effec-
tive collection procedures. Collections of customs and
excise duties also exceeded the Budget estimates,
despite lower-than-budgeted collections from the fuel
levy. In contrast to these developments, lower-than-
budgeted increases in revenue were recorded in tax
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collected from gold mines and from general sales tax.
These lower collections could mainly be attributed to a
lower actual gold price and a lower level of domestic
economic activity than had been allowed for in the orig-
inal Budget estimates.

As a result of this relatively low rise in nominal
Central Government revenue, the ratio of government
revenue to gross domestic product declined from its
historically high level of 25,7 per cent in fiscal 1989/90
to 24,8 per cent in fiscal 1990/91. The average level of
government revenue to gross domestic product was
16,2 per cent in the 1960s, 20,0 per cent in the 1970s
and 22,2 per cent in the 1980s. In real terms govern-
ment revenue decreased by 4,9 per cent in fiscal
1990/91.

The general rising trend in government revenue as a
ratio of gross domestic product during the ten fiscal
years from 1981/82 to 1990/91 was accompanied by
a decline in the relative share of revenue collections
from mining companies and a rise in the relative contri-
butions from individuals. The contribution of mining
companies to total government revenue declined from
16 per cent in fiscal 1981/82 to only 4 per cent in fis-
cal 1990/91, owing to a decline in the relative share of
tax from gold-mining companies from 15 to 1 per cent
over the same period. The relative contribution of
income tax collections from individuals to total govern-
ment revenue, on the other hand, increased from 22
per cent in fiscal 1981/82 to 34 per cent in fiscal
1990/91, mainly because of the effect of bracket
creeping.

Other compositional changes in revenue collections
in the 1980s included:

— The declining trend in the ratio of receipts from non-
mining companies to total revenue was reversed in
fiscal 1987/88. It has increased gradually from 15
per cent in 1986/87 to 18 per cent in fiscal
1990/91.

— The contribution of general sales tax to total rev-
enue, which had increased substantially to 27 per
cent in fiscal 1985/86, remained at that level in the
following five fiscal years.

— The relative contribution of customs and excise
duties, which had reached a peak of 15 per cent in
fiscal 1988/89, receded to 13 per cent in fiscal
1990/91 with the phasing-out of the surcharge on
imports and a lower rate of increase in the fuel levy.,

The deficit before borrowing and debt repayment in
fiscal 1990/91 amounted to R7 267 million, or about
2,7 per cent of the gross domestic product. This com-
pared favourably with the deficit of R7 994 million, or
2,8 per cent of the gross domestic product, that had
been envisaged in the original Budget estimates. The
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average ratio of the deficit to the gross domestic prod-
uct in the ten fiscal years from 1980/81 to 1989/90
amounted to about 3,3 per cent.

The financing of the deficit of R7 267 miilion, plus
the discount of R2 966 million on new issues on gov-
ermnment stock (for a total of R10 233 million), was pro-
vided from the following sources:

R millions
Public Investment Commissioners................. 4 201
Non-bank private Sector ...........ccccccviiiiinnnn, 5 938
Banking sector:
Corporation for Public Deposits .............. 571
Other banks ... 7 441
Foreign sector .......ccoooiviiiiii -79
18 072
Less payments to:
Independent Development Trust
(social upliftment)........cccocvieiiiiieieeenn, 2 000
South African Reserve Bank
(forward-cover deficits) ...ooooooovivivienennn. 3 000
Government pension funds
(additional funding).. .......ooiiiin, 1 000

Development Bank of Southern Africa . ... 216
Less transfers to the Stabilisation Account ... 1 623

Total net financing of deficit and discount...... 10 233

The following instruments were used to finance the
deficit before borrowing:

R millions
Government StOCK ..., 11 800
Treasury Dills ..o 2 848
Non-marketable debentures .................... -146
Foreign loans ......cccccoiiiiiiicc, -318
Decrease in available cash balances ....... 3 888
Total gross financing ........cooecvvevveiiieninnn, 18 072
Less: transfers and payments ................ 7 839
Less: discount on new stock issues ....... 2 966
Total net financing of deficit .................... 7 267

The most outstanding feature of the financing oper-
ations of the Central Government’s deficit in fiscal
1990/91 was the large contribution of more than
R8 billion made by the banking sector. This large
share of the banking sector was mainly related to the
utilisation of available cash balances held with the
Reserve Bank, which had originated from the surplus
financing of the Government'’s deficits in 1990/91 and
previous fiscal years.

Fortunately, this utilisation of the surplus financing of
fiscal 1990/91 did not have a corresponding expan-
sionary effect on the money market during 1990/91.
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The payment of R3,0 billion to the Reserve Bank as a
partial redemption of the Government’s liability in
respect of the accumulated shortfall on forward
exchange cover affected liquidity at the time that the
shortfall was incurred. In addition, the transfer of
R1,6 billion to the Stabilisation Account at the Reserve
Bank was made to support the restrictive monetary
policy stance of the authorities. The transfer of R1 bil-
lion to the government pension funds administered by
the Public Investment Commissioners also did not have
an expansionary effect on the money market in
1990/91. Only R2,2 billion of the surplus financing
therefore led to increased liquidity, and this was done
in close co-ordination with the Reserve Bank in such a
way that its effect was largely neutralised.

The size of the deficit before borrowing and the dis-
count on new government stock issues, as well as
some overborrowing in fiscal 1990/91, caused the ratio
of total debt of the Central Government to the gross
domestic product to increase from 34,1 per cent in fis-
cal 1989/90 to 35,1 per cent in 1990/91. The average
level of this ratio amounted to 45,7 per cent in the
1960s, 40,0 per cent in the 1970s and 32,4 per cent in
the 1980s. However, from fiscal 1982/83 this ratio has
shown a sharply increasing trend, which casts doubt
on the sustainability of current developments in govern-
ment finance. A criterion often used to judge the sus-
tainability of fiscal policy is a nominal growth rate of the
economy in excess of the growth rate in the Central
Government’s debt. From fiscal 1982/83 to fiscal
1990/91 the average annual growth rate in the Central
Government’s debt amounted to 17,4 per cent; the
average annual growth rate in the nominal gross
domestic product was 15,8 per cent,

The rise in the total debt of the Central Government
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Central Government Budget for fiscal 1991/92

In his Budget speech in Parliament on 20 March 1991,
the Minister of Finance identified the disparity in devel-
opment and income between people and between
communities as one of the “most daunting” socio-eco-
nomic issues in South Africa. He indicated that South
Africa now has one of the most unequat distributions of
income in the world; but even more disturbing were
the millions of South Africans who have pitifully low
incomes. In order to address the goal of justice for all
in the economic field, the Minister stated that the
theme of the Budget for 1991/92 was “equity through
growth and stability”. The Minister described “equity”
as actions conducted by the Government on the rev-
enue side in the fairest possible manner, and on the
expenditure side to give those in real need a chance to
survive. The crucial issue in the Budget was to ensure
a proper balance between the pressing needs for wel-
fare augmentation and the no less urgent need for
more rapid economic growth.

The Minister also noted that the Budget would help
create a climate for growth and increased employment
by reinforcing the downward trend in inflation, main-
taining the relatively stable exchange rate of the rand,
promoting a climate conducive to investment, providing

from R81,9 billion at the end of March 1990 to R95,3
bilion at the end of March 1991 was entirely the result
of net borrowing in the domestic market. Total foreign
debt, in fact, declined in 1990/91 for the fifth consecu-
tive fiscal year from R2,1 billion at the end of March
1990 to R1,8 billion at the end of March 1991, or from
2,6 to 1,9 per cent of total debt. This development is
obviously closely related to the disinvestment cam-
paign against South Africa. In the domestic market
the distribution between marketable and non-mar-
ketable debt in fiscal 1990/91 did not deviate much
from the previous fiscal year, with the share of mar-
ketable debt at about 91 per cent and that of non-
marketable debt at 9 per cent.

The declining tendency during the 1980s in the
average maturity of domestic stock debt of the
Central Government was reversed in fiscal 1989/90,
when it increased to 117 months from 114 months
in the previous fiscal year. In fiscal 1990/91 the
average maturity of these debts increased further to
129 months. This was, however, not indicative of a
turnabout in investors’ preferences, but should
rather be ascribed to the process of consolidating
part of the Government’s stock, which had the effect
of increasing the average maturity of the domestic
stock.

Composition of government expenditure

Fiscal year 1991/92

40%

' 20%

12%

15% 13%

Social services
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Cost of Government Protection services

debt
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support to institutions that are contributing to job cre-
ation, and promoting small business. The Budget was
also intended to create a climate for stability through
increases in social spending, provision for the strength-
ening of the Police Force, and the maintenance of fiscal
discipline.

The Budget allowed scant room for expansion on
the revenue as well as the expenditure side and strict
priorities had to be applied. In accordance with the
pressing needs of a growing part of the population, a
large part of government funds was allocated to
expand the share of social services in total government
expenditure from 38,7 per cent in fiscal 1990/91 to
39,3 per cent in fiscal 1991/92. The announcement by
the State President in April 1991 that the Government
was to reduce its strategic stockpiles to raise a further
R1 billion for socio-economic upliftment in disadvan-
taged communities, raised this ratio to 40,5 per cent.

The Minister announced in the Budget considerable
increases in expenditure on education, especially Black
education, and on social-assistance allowances.
Relatively small increases in spending on housing and
health care were explained by the Minister as being
made possible by large expenditure on housing by the
Independent Development Trust and by increasing pri-
vate-sector expenditure on curative heaith services for
that portion of the population who can afford to pay
cost-related tariffs.  Considerable cuts in expenditure
on defence were announced in the Budget, a large part
of which had to be devoted to the maintenance of
internal law and order. The Minister also provided for a
significant increase in the remuneration of civil-service
employees.

On the revenue side of the Budget, the main feature
was the announcement that value added tax (VAT)
would be introduced from 30 September 1991 at a
rate of 12 per cent to replace the existing general sales
tax of 13 per cent. Other tax proposals for fiscal
1991/92 included increased excise duties, a further
phasing-out of the surcharge on imports of particularly
capital and intermediate goods, an increase in the fuel
levy, reductions in marketable securities tax rates and
the stamp duty, the introduction of a new tax on inter-
est received by deposit-taking institutions, a revised tax
formula to lower taxes on gold mines, the reduction of
the tax rate on companies from 50 to 48 per cent, the
reduction of the maximum marginal tax rate for individ-
uals from 44 to 43 per cent, a lowering of the primary
tax rebate for individuals, the final phasing-in of the tax-
able housing benefit, separate taxation of married
women's investment income, and an increase in the
SITE ceiling to R50 000.

Government expenditure, including a contingency
reserve of R1,2 billion, was budgeted to increase in fis-
cal 1991/92 by 13,7 per cent and government revenue
by 11,1 per cent. Identified capital expenditure was
estimated at R5,4 bilion or about 1,8 per cent of the
projected gross domestic product, reflecting the bud-
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geted dissaving of about R4,7 billion by the Central
Government. In view of the more rapid rise in expen-
diture than in revenue, the deficit before borrowing was
projected to increase from R7 267 million in fiscal
1990/91 to R10 118 million in fiscal 1991/92, or from
2,7 to 3,4 per cent of the prospective gross domestic
product. It was further proposed that the deficit be
financed mainly by the issue of new government stock
and the use of available cash balances.

Central Government Budget for 1991/92

R millions

REVENUE ..o 74 866

Expenditure ... 84 984

Deficit (before borrowing) .........cccccvveennn. 10 118
Financing (net of debt repayment):

New government stock issues ........... 9 181

Non-marketable securities ................ -185

Foreign loans.........coo v, 3

Sale of assets .. 950

Use of available cash balances .......... 2 003

11 952

Less: Transfers and payments ............... 1 834

Total net financing ....cccccoovvii 10 118

Cash balances to the amount of R1,8 billion were
also set aside for transfers and payments, including,
among others, the partial redemption of the Maize
Board's debt of R350 million, a further transfer of R1,0
billion to the Government Service Pension Fund, and a
transfer of R450 million to the Export Credit
Reinsurance Fund. These expenditure items were not
included in the Budget estimates. If they are included
in government expenditure, and if the additional R1 bil-
lion for socio-economic upliftment is also included with-
out providing for compensatory declines in other
expenditure or increases in income, the deficit before
borrowing would be raised to a point where it could
exert pressure on the money and capital market.

Other fiscal measures related to the revenue side of
the Budget and which could affect these estimates,
were announced after the Budget Speech on 20
March 1991. The Income Tax Amendment Bill was
passed in Parliament on 17 June 1991 and inter alia
provides for the replacement of the previous system of
valuing company cars used by individuals by a new
system according to which the fringe benefit of com-
pany cars is deemed to be 1,2 per cent per month of
the total original cost of the vehicle. This Act also pro-
vides for the abolition, with effect from 1 March 1992,
of current tax exemptions for educational bursaries
granted to company employees and/or their depen-
dants. In the Taxation Laws Amendment Bill, tabled in
Parliament on 14 June 1991, tax deductions for capi-
tal goods and property used in the beneficiation of



base minerals are to be extended as part of the
Government's initiative to boost exports of processed
minerals and intermediate products.

The first quarter of fiscal 1991/92

In the June quarter of 1991 (i.e. the first quarter of fiscal
1991/92), Exchequer issues (after the usual adjustment
for changes in the balance on the Paymaster-General
Account) were 11,9 per cent higher than in the corre-
sponding quarter of fiscal 1990/91. The increase in
these issues was lower than the budgeted increase in
government expenditure of 13,7 per cent for the fiscal
year as a whole. The ratio of first-quarter issues to
total budgeted expenditure for fiscal 1991/92 as a
whole was, at 24,7 per cent, also below the average
ratio of 25,4 per cent in the preceding three fiscal
years.

Exchequer receipts in the first quarter of fiscal
1991/92 increased by only 2,1 per cent compared with
the corresponding quarter of fiscal 1990/91. This
increase was markedly lower than the budgeted
increase in government revenue of 11,1 per cent for
the fiscal year as a whole, which could be attributed to
lower-than-expected increases in excise duties, the
fuel levy and income tax receipts from individuals and
companies. The ratio of first-quarter receipts to total
budgeted government revenue for fiscal 1991/92, at
19,5 per cent, was also substantially lower than the
- average ratio of 21,3 per cent for the preceding three
fiscal years.

The deficit before borrowing in the first quarter of
fiscal 1991/92 amounted to R6 376 million, or about
43 per cent more than the deficit in the first quarter of
fiscal 1990/91. The deficit of R6 376 million, plus the
discount of R1 213 million on new government stock
issues, was financed from funds obtained from the
Public Investment Commissioners (R3 303 million), the
non-bank private sector (R169 million), the banking
sector (R4 059 million), and the foreign sector (R58 mil-
lion).

In terms of the financing of the deficit by means of
various financial instruments, new government stock
issues during the June quarter amounted to 41 per cent
of the total anticipated stock issues for the fiscal year as
a whole, against 38 per cent in the same period of fiscal
1990/91. The temporary financing of the deficit by
means of Treasury bills amounted to R1,2 billion in the
first quarter of 1991/92, compared with only R0,4 billion
during the first quarter of 1990/91. The available cash
balances of the Government at the Reserve Bank,
including the proceeds of Treasury bill issues, increased
by about RO,5 billion during this period.
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