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1. 

C ll APTER 1. 

IN'rRODUCTIGN. 
mmmmmmmmmmmmmmmmJ1U11mr.1.mmmmmmmmmmmmrnrrJrnmmmmmrnmnmrmnmlllITLmmmm,nnnn:nnumnr.rm.iummmJ11mmmn1ITL'11mmrnrnm 

The objectives of stabilization policy are widely accepted: firstly to 

maintain a high rate .of utilization of resources, secondly to preserve a 

reasonably stable price level, or, more realistically nowadays, to maintain a 

low rate of inflation, and finally to accomplish the first two goals with the 

maintenance of a viable balance of payments position. The indicators of 

success of stabilization policy are then, obviously, the unemployment rate and 

the level of unutilised capacity, the consumer and wholesale indices, and the 

level of gold and foreign exchanc;e reserves. A topic of much concern is the 

extent to which the fluctuations in these three series can be attributed to 

mE)asures implemented by the authorities responsibJ.e for stabilization poJ.icy. 

The subject matter of this d:i:ssertation stems from this · concern. This 

dissertation, however, does not attempt to derive some overalJ. quantitative 

impact of stabilization policies, but rather sets out to highlight problems 

with the policy instrunents in particuJ.ar with respect to their lag structures, 

uncert ainty as to their i mpacts and the duration of the impa.ct~ and their 

side-effects. ?ran this and recent theoretical develpwents, and havine 

noted the manner in which stabilization policies were p-orsued in South Africa, 

proposals regardin,::s· the improved conduct of stabilization policies are 

tentatively put forw,nd in the concluding chapter . 

ContI·ol of the money supply has fairly recently been re-elevated to a position 

of i mportance in the view of many econorri ists f or its potentia.l role as an 

anti-inflationary me8sure. As will be indic::i.ted, the South African au thorities 

have tended to focus attention on the level of interest rates as an indicator 



2. 

of :nonetary policy rather than on the money supply. To expl2.in the academic 

backing to this priority a discussion of the recent 'money matters' debate is · 

pursued in Chapter 11. 

Recently,attention has been fo8used on the impracticability of attemptine; to 

control the money supply under a fixed exch1inge rate system. It has been 

argued that under a fixed exchange rate system the rate of inflation is 

determined by the world rate of inflation and is not, primarily, determined by 

endogenous factors. These theoretical developments, centering attention on the 

demand for money,have been traced in Chapter 111. It is suggested that the 

policy prescription following from these arguments is that nations should 

embark on a system of flexible exchange rates so that each country might 

immunise itself against the affects of price instabiJ.ity in other countries, 

and that such a policy would permit con·trol of the money supply. The view 

that exch2.,nge rate adjustments, import controls, expoJ:t subsidies and the like 

are nc:, more than instruments which are 'trru1sitorily 1 appropriate in correcting. 

balance of payments disequilibria,_is also discussed. This view serves to 

highlight the difficulties of pursuing a 'discretionary' stabilization policy 

in that so little is known in practice about the short-term adjustment processes 

to any diseqi..1ilibrium. The policy pursued to correct imbalances in the 

short-run may indeed prolong the attainment of the desired steady sta te of 

the economy. 

Chapter lV begins by tracing the authorities' concern for the level of interest 

rates since 1953, followed by their justification for the attention given to 

interest rates, and the m;mner in which the authorities influence interest 

rates. It is then es t ablished that the monetary authorities lose their power 

to control the level of domestic credit creation through the priority attached 

to inter est r ates . The rest of the chapt er is devoted to the dbcussion of 

mone t~,ry i ns trument s employed in Sou th Africa . Thes e iIJstruments , together 



with fiscal measures, are reviewed primarily with regard to their suitability 

as anti-inflationary mea.sures, since the major problem during the sixties and · 

early seventies has been the control of inflation. Implicit in the discussion 

of monetary control are criticisms of monetary policy. For example, it is 

considered that the harshness of the impact of hire-purchase restrictions on 

certain n arrow sectors of the economy probably has outweighed the advantage of 

the reduction in aggregate demand that occurred. Included under the discussion 

of monetary instruments are comments concerning the impact of different methods 

of financing Government expenditure on monetary policy. It is also noted 

that there has been no apparent anti-cyclical debt management policy. 

In the discussion of instruments of stabilization policy, greater emphasis has 

been given t<? instruments of monetary policy,not so much because of their 

generally shorter inside l ag , but because it is . increasingly recognised that 

money will play a crucial role in t he control of inflation. Thus the 

importance of fisc2.l policy in stabilization operations stems, to a large 

extent, from the impact of such policy on the monetary system, in particular 

on the level of domestic credit creation. 

Under fiscal instruments ( Chapter V), Government expendi t-ure is dealt with in 

the aggregate . It will be shovm that stabilizati9ri policy has not relied to 

e..ny signi.fic:mt extent on short-run variations in Government expenditure. 

Bearing in mind the difficulties involved in slowing down the rate of increase 

· of Government expenditure, this is hardly surprising. The taxe s discussed 

are those tha t have been utilised as short- term stabilization measures ana_ 

those changed to strengthen anti-cyclica l forces* The fundamental point made 

is that as so little i s known about the impact of these cha..riges, as indeed 

with ch2nged monetary policy settings , that the budget should be ge;:i.red to 

achieving structu.r;:Ll chc:mges in the longe1·-term r;:ither t han be devoted to 

implausible attempts to fine-t1me the economy. 



A brief look is given at building controls which are notable for their 

complete lack of sophi s tication as a stabilizing device. Ji'inally the negative 

impacts of selective price controls are covered. Income policies are not 

discussed as they have not yet been applied in South Africa. The possibility 

of a gener a l price and incomes policy in South Africa was discounted by the 

Min i s t er of Economic Affairs in 1973. In any event, evidence from the United 

States and the Un i tecl Kingdor.i suggests that the 1:LS s ociated side-effects of such 

a policy, for example, in the form of i ndus tria l disputes, crea te an 

unacceptable trade-off between policy objectives . · 

As. one of the ma jor objectives of this work was a brief review of the application 

of stabilization policies in South Africa between 1960 and 1972, Chapter V1 

_deals with the difficulties in pursuing a successful stabilization pol icy. 

' This chapter was felt necess8ry to ensure that, even with the 2_dvan t age of 

hind-s i ght, the review of policies, will not seem unnecess arily harsh and 

unsym:pathe tic to the difficulties faced by the s tabilization authorities. The 

f actors highlighted are , in the first instance, the presence o~ multiule 

objectives , with trade-offs involved, which the authorities are obliged to 

reconcile . Secondly , the compl exity . of the problem i s discussed and a possible 

explanation of the co-existence of infl ,~tion and unemployment is , presented. 

The third fac tor stems from the second and is the l ack of agreement amongst 

econo;nis ts as to the manner in which the authorities ought to i ntervene in 

affectinG the normal economic forces of supply and demand. No total agreement 

has been reached on whether the authorities ought to embark on 'sensible 

steeri_ng' or ' fine-tuning ', as opposed to policy settings operated by gu idelines. 

If it is decided to use di scretionary changes in pol icy settings, the necessi t y 

for both lone-term and short-term accurate foreca.sts is par amount . 'l'he 

difficulties involved in economic forecasting are well known. 



Chapter Vll divides the economic cycle into phases as estab1ished by Messrs. 

D. J. Smit and B.E . van der Walt (1). The actual turning points were derived 

by a weie;hted average of turning points of var ied indicators of economic activity , 

and , as such, their accuracy may be q_uestioned. Nevertheless, the phases were 

useful to break down the di scuss ion of economic circumstances and policies 

f ollowed into manaGeable portions . After each phase brief observations ore 

intended to supplement v1ha t has been covered in earl i er chapters. The 

observations are restricted to the extent to which policies were mutually 

cons i s tent; the appropriateness of the direction of change in the policy 

se tting ; the extent to which the authorities achieved what they set out to 

ac1:1ieve; and general comments as to the timing of the policy changes. The 

evaluation of policy is made all the more difficult in that the people who 

con trol the policy variables also assess the impact of the policies pursued. 

They are , there f ore, unlikely to explain a l ack of improvement in the economy 

fol lowing policy changes as being due to incorrect policies, but rather to 

fac tors "beyond their control impeding the operat ion of the policy. Furthermore, 

there is no aCYJ1owledg0d official forecast against which policy performance may 

be compared. 

The concluding chapter ·develops proposals for the i mproved operation of 

stabilization policies i mpl ied by the d iscussion in :;:>revious chapters. 

(1) Smit, ~J .J. and Vrm der \'. alt, 13 . E. "Business Cycles in South Africa 
during the Post-1./ar I'eriod , 1946 to 1968' ' and "Bus :i ness Cycles in 
Sou th Africa during the Period J.968 to 1972 ~" SAlrn Qu2rterlv~ . 
:F<ulletins llos 97 and 108, Septemher , 1970 and June , 197 3 r8s:)ectively. 
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CH APTER 11. 

THB IMPORTAYCE OF MONEY . 
mmmmmmmmmmmmmmmmmmrnmmmrnrmnrmnmmmmmmmrnmn1.rrLrnmmmmmmmmmmminmmmmmrnmm.mrnmnunrnmmmmmmmrnmmmmmm 

"The problem of understanding i nflation is anal ytically a problem of 
explaining the declining value of money. The value of money is 
determined by demand and supply and it falls when the supply exceeds 
demand. 'l'he cause of inflation is therefore an increase in supply 
of money relative to the demand for it. It can be caused by a fall 
in demand with a 5iven supply or an increase in supply relative to a 
given de mand ." (1) 

. IN'l'RODUCTIOW . 

Whilst this work was being written, a major conclusion reached by the Economics 

profession on the post-war r~cord of anti-infl ationary policies was th:::Lt the 

authorities had not paid sufficient attention to the r ate of growth of the 

monetary aggrec;ar;es. 'rhe authorities' ina.bili ty to control the money supply 

s temmed from the priority attached to the maintenance of preferred 1evels of 

interes t rates. 

In some of the most recent literature (2), however, it has been argued that it 

is only under a ree;ime of flexible exchange rates that the authorities could 

succeed in controllin6· the ooney supply. (These latest developments i n the 

monetary t heory of the balance of paynents are considered i n Chapter 111.) 

(1) 

(2) 

~~ndell, R.A. in a ~orld Inflation Panel Discussion prin ted in Claasen, 3. 
nnd Sa l es , P. "St 2.o iliza tion Policies i n Indenende nt Econ01T\ics." 
(lforth- Hollar.d Publ i sh ir: e- Compa.ny, ,l.ms terclam , 1972 . ) p 323. 
See, f or exa:1ple, Jo:ms on, H.G. 11 ,!iajor Is sues i n :1loneta:ry Economics." 
A p2cpe r presented. a t '. erton Colle1:rc, Ox.ford where a ccn:·erence of the 
Money St udy Group was he l d in September, 1973. 



The debate concerning the importance of money has been traced by contrasting ' 

the views of monetarists Professor Friedman and Mrs Schwartz, one of his 

distinguished collabor2, tors, and. those of Profes~ior Kaldor and Dr Cr2.mp whose 

views largely summarise the thoughts of the so-called Keynesian economists who 

are opposed to elevating control of the money supply to th~ stabilization 

instrument. 

A quote from Mrs Schwartz summarises the essence of the monetarists' findings 

concerning the rela tion between economic activity and money: 

11 ••• cyclical studies indicate that changes in the monetary growth 
rate are a necessary and sufficient condition for chanJ;es in the 
growth of income over periods covering the different phases of the 
business cycle. Short-term ch,me;;·es in monetary growth appear to 
have a major impact on chc>n6·es in output ,md only 2- mild impact on 
changes in prices •••• Longer-period chan,s-es in money incomes 
produced by a sec1.1la1 rate of monetc1ry growth are reflected mainly 
in different -price behaviour rather than in different rates of 
growth of output." (3) 

The monetarists have as yet not formulated a way of determining the division of 

national income, resulting from altered monetary growth rates, into a change in 

prices and a chan.s-e in out;rnt. 

The :rmblication of these findings with their concomitimt policy prescription 

has evoked heated debate fro:T1 those who would seem to sup:oo:ct the Radcliffe 

view th2.t it is the 6ener2,l J.iquidi t y of the economy, rFJ.ther than the money 

stock, which exerts the financial influence on the level of demand, and thc'lt 

the money supply should 'be engineered to yield an appropriate pattern of 

interest rates. 

(3) Schw2rtz, A.J. 
October, 19f.9 

"1,'hy tioney ~,:atters." Lloyds Bank Review 
No 94 p 7. 
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The essence of the controversy would seem to revolve around the linkages 

between the money supply and the level of economic activity. The bare 

essentials of the monetarists' approach would be that they envis2ge a strong, 

probably l agged, influence running predominantly from money to aggregate demand. 

They would achieve control of the money supply through control of the high­

powered money of the sys tem which may be defined as the reserves of the banking 

sector held at the central bank plus currency in circulation. The crux of the 

Kaldor/Crampian view is tha t essentially the money supply is endogenous. 

That is, the money supply increases with increas~s in income rather than income 

ris ing with increases in the money supply. Put simply, Y -~ demand for 

money -~ supply of money (4) i.e. the money stock rather responds to the 

level of economic activity. Or that once determined, the money supply 

influences income via changes in inves tment expenditure induced by changes 

in interest rates tha t follow from the change in money supply. And this 

chain of influence is only as strong 2s its weakest link. 

Each of these two views is examined in more detail below. 

THE MONETARIS'l'S I VIE{/. 

Friedman and Schwartz (5) summarize the results of their monumental study of 

the monetary history of t he Uni ted States as follows: 

(4) 

(5) 

(i) Changes in the behaviour of the money stock have been 
closely 2,ssoci.~ ted. with chane;es in economic activity , 
money income and prices. 

It i s most interesting to compare this view with the hypothesis (presented 
in the following chapter) that the demand for money is not res i dually 
determined, but exists, and i s sati sfied either throu5h a. ch2.nge in the 
level of ref:e:cves or domestic credit. Thus the monetary authorities 
cromot control the supply of money under fixed exch2tng·e r2.,tes only the 
level of domestic credit cre3tion . 
J'riedno.n, H. and Schwartz, A.J. 11 A Monetary Ristorv of thfJ United 
St3.tes 1867 - 1960." (Princeton Universi-ty Press,' 1963 . ) p 6'/6 . 



supplied, through these three sectors. He hypothesised tha t the more these 

factors reflected change s in econo~ic activity, the less emphas is could be 

placed on the money stock as a sound predictor of economic activity or as a 

major potential stab ilization instrument in the hands of the authorities. That 

is, should the rna.jor influence be running from business to money, then the 

correlation between what has been called the 'proxima te determin an ts' of the 

money supply, namely high-powered money, the deposit-currency and deposit-reserve 

rat ios , and income should be higher thru1 the correlation between the money stock 

and the level of economic activity. 

It is appropriate to digress briefly to establish the relationship between the 

proxima t e determinants and the money supply as these concepts will arise 

frequently in l a ter work . High-powered money comprises bank reserves plus 

currency held. by the public ancl, as such, forms the base for the multiple 

quant ity of bank depos its. The government, act ing most often through the 

central bank, controls the issue of liabilities tha t serve as high-powered money , 

the public and the banks jointly determine its division into reserves and 

currency held outside the banking systems. If more deposits are created by 

the bankine systems through the ex tens ion of investments, lo,ms and ad.vances 

than the public wishes to hold, the bank will lose res erves as the public 

adjusts its distribution of money balances between deposits and currency in 

favour of the latter. Adjustments of reserves will thus occur until the 

quantity of deposits manufactured is cons i stent with the desired deposit-currency 

ratio of the public. 

Both the banking system and the public can increase or decrease the money stock 

by alter i ng their deposit-reserves and deposit-currency ratios respectively. 

The exact relationship between the amoun t of money supplied and the behaviour 

of the three sectors is expressed by C2.gan as a simple identity. He denotes 
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high-powered money, which reflects the behaviour of the government sectcr, by H. 

The public affects the distribution of hiGh-powered money between itself and 

banks by changing the r a tio of currency outside commercial banks to the total 

money stock. This is denoted by C/M, where M = C + D i.e. the money 

stock equals the sum of currency and banking sector deposits. And finally he 

denotes the aggregate deposit-reserve ratio R/D, which reflects the behaviour 

of the banking sector, to see the net effect of the banking system on the 

money stock. R is that part of high-powere cl money not publicly held. 

Therefore, H = C + R from which the .following identity can be derived: 

H C R 
M = M + M 

And substituting H/M for (R/D) (1 - C/M) 

H C R C R 
M 

= 
M + 1) HD 

or 

H 
M = C R C R 

M + D M D 

To ret-urn to the question of whether or not money is a senior partner, Cagan 

found that for secular movements there exists a closer relationship between 

income and changes in the total money stock th2,n between income and the separate 

determinants. llut V7hen he went on to examine cyclical fluctuations the evidence 

was more mixed. As regards severe business contractions the evidence was 

clearest: the influence runs from money to income. For cycles without severe 

downswings, there is strong· evidence of the influence of business on money 

operating tllrou3;h its determinants. But even in thses mild cycles there is 

still evidence of the influence of money on business, as the relationship 

between money 2-ncl business has remained the s2.,me durin[.; these cycles despite 
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the changes in the institutional structure connecting business and the separate 

determinants. 

A third factor adding weight to the confidence vri th which Friedman a.nd his 

followers promoted the f2ct that money matters was provided by the cyclical 

timing of monetary changes. In graphing the rate of change of the money stock 

and the rate of change of the index of industrial production, a surrogate of 

economic activity which is likely to reflect more sensitive1y the variations in 

activity rather than the larger GDE, one can easily read into the graph leads 

of the money series which sugges t a one-way influence from money to business. 

As Friedman readily acknowledged this 'evidence' is by no means decisive as: 

(i) both business and the money supp3.y micht be affected by some 
third factor which influences money earlier than it does 
income; 

( ii ) should the influence be from business to money , the reference 
dates for the business cycle may not coincide with the change 
in that characteristic of business activity which affects the 
money stock; 

(iii) there could be a mis-m2.tching of turning-points i.e. instead 
of matching a pe2k in the money series with the subsequent 
reference peak, it could be matchecl. with the prior reference 
trough in the business cycle. 

The question of whether the major i nfluence runs from money to business or vice 

versa revolves 2.round establishing whether it i s preferable to interpret the 

money series as mainly 'conforming positively' to the business cycle with a 

lead or invertedly with a lag. 

Graphs from hypothetical time series data illustrate the problems of identifying 

positive and inverted confor:nity. 
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If the major influence is as the solid arrows indicate i.e. from money to 

bus iness, then the money series may be said to conform positively with a lead 

to the business cycle , - to.use Friedman 's terminology. If, however, the 

major influence were . as the broken arrows indicate the money series must be 

interpreted as conforming invertedly with a lag. 

:B'riedman, therefore, looked at each interpretation to see which yielded the more 

consistent timing measures. In other words, which interpretation gave leads 

or l ags more nearly the same from cycle to cycle. His calcula tions showed 

tha t positive coni'ormi ty yielded a, lovrer standard deviation of the leads and 

l ags . 

J'urther evidence OP positive versus inverted conformity is provided by the size 

of cyclical movements in money. }<'or, as }'rieclman explains, i f positive 

conformity is dominnnt encl if monetary changes influence physic2.1-volume 

chances , then tho r;erial correlat ions for money should be the Rame as for the 



Moore index. vrnereas, i f inverted conformity i s domimmt, and changes i n 

buslness activity produce l agged changes i n the oppos ite direction in money, 

then the corre l ations for money should be the oppos ite of those of the Moore 

index. In other words , t he size of the expansion i n the money supply should 

be correlated with that of t he succeeding contrac tion, and the size of the 

contrac tion should bear no rela tion to the size of succeeding expans ion. 

TA13LE 1. 

Rank Difference Correlation between Chanee• in One Cycle Phase and 

Change in Next Succeecling Phase , Rate of Change in Money and 'l'wo 

Indicators of General :Bus iness, 1879 - 1961, Excluding \Jar 

Cycles 1945 - 1949 . 

Annual and 
semi-annual 
data. 

Monthly 
data. 

Whole 
period, 

Seri es correla ted with itself . 

Expansion in indicated series and 
succeeding contractions i n same series. 

1. Rate of change i n money stock , per 
cent per month i n specific cycles . 

2. Moore index, in specific cycle 
relatives (indicator of phys ical · 
change in general business ). 

3. Clearings-c.ebits, in r eference 
cycle relatives (indicator of 
dollar-value change in genera.l 
business). 

Number of pairs 

Contraction i n indicated. series and 
e 

succeding expansion i n same series. 
A 

4. Rate of chance in money stock,per 
cent per month i n specific cycles. 

5. J.:oore index, in specific cycle 
relatives . 

6. Clearings -debits, in reference cycle 
relatives. 

Eumber of pairs 

1879 - 1908 

-.02 

-.07 

.83 

• 71 

-.17 

8 

1908 - 1961 

.33 

.lb 

- .39 

10 

.68 

.85 

. 46 

7 

1879 - 1961 

.24 

.10 

.15 

18 

• 74 

. 86 

.26 

15 



Source of 'rABLFl 1: Fried.man, M. 11 rJ'he Monetary Studies of the National 
Dureau. 11 op cit p 12. 

'l'he relevant correlations are given in the table above, the correlations for 

money being approxime. tely the S8me as for the Moore index. 

11rrhe simplest interpretation of this result is that the pattern for 
business is a reflection of the pattern for money. In terms of our 
analogy, (the analogy drawn related cyclical changes in the physical 
volume of output to an eJ.astic string glued to the underside of a 
board, and plucked out at random intervals with a force that varied 
at rp_,__,_--idom) every now and then the money string is plucked do•,mward. 
That produces, after some lag, a downward movement in econo:nic 
activity related in magnitude to the downward movement in money. 
'l'he money string rebounds, and that in turn produces, after some 
lag, an upward mover1ent in economic activity, again related to the 
upward , movement in money. Since the downwards and subsequent 
upward movements in money are correlated in a.111pli tude with one 
another, so 3,re downward and subsequent upward movements in economic 
activity. Since the upward and subsequent downward movements in 
money are not correlated in a.mpl.i tude, neither are the upward and 
subsequent downward movements in economic activity." (9) 

Friedman finds this evidence in favour of positive conformity persuasive on 

two accounts: in the first instance, he could establish no satisfactory 

explanation for the observed, asymmetric correla,tion if business activi t.y were 

the so-called serlior pnrtner; secondly, he h as come a cross many situations in 

economic history that correspond with the above notion of the dovmward plucking 

of the monetary string. 

It is suggested, however, th2t two factors should be borne in mind in viewing 

this evidence . Firstly, the evidence would seem to hinge on the assumption 

of the response of money to business a,ctivi ty as being lag6 ed and in th.e opposite 

direction; and secondly the evidence would appear inconclusive if one related 

the relevant co.rTeL:itions between the rate of ch3nge in the money stock wi th 

clearings-debits (an indicator of the dolla:r-valuc change in general business). 

(9) Friedmr:rn, H. "The Monetary Studies of the ~2. tionril Bureau . 11 op cit p 15. 
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The final source of support towards Friedman's hypothesis that the major influence 

runs from money to business activity stems from evidence of a similar nature from 

other countries' datao 

Following this evidence , the monetarists, confid.ent in their ability to control 

the supply of money and that they are dealing with a stable demand for money 

(see below), strongly advocate greater concern for the size or rate of ch2.n~e 

of some monetary aggregate. Friedman's famous prescription for monetary poiicy 

is adopting a policy of ensuring a specified rate of increase for a chosen 

monetary total. 

"steady monetary growth would provide a monetary clima te favourable 
to the effective operation of those basic forces of enterprise, 
ingenuity, inventions , hard work, arid thrift that are the true 
springs of economic grov:th . That i s the most that we can ask from 
monetary policy at our present state of knowledge." (10) 

EJ,'J:PD. ICAL V.'W.K DOUE rn •.rm: UNI'l'RD KINGDOJ!I . 

The discussion will now turn to some research, of a similar nature to that 

discussed above, undertaken for the United Kingdom by Professor Vfal ters (11). 

He defined money as the sterling deposits of the banking system (Bank of 

Engl2.nd deposits - excludinc bankers ' de:posi ts - and the deposits of commercial 

and savings banks), and Bank of England notes and coins in cb .. ·culation. 

J)eposits on 1 L:·e :posit account' were included as \falters fe lt that many firms 

and people kee11 only a nominal amount in their current accounts and transfer 

balances to it from their de pos it accounts as the need arisese The results of 

his regression analyses are given below. (The st2.ndard error of the est i mate 

of the coefficient is ()'iven in pexentheses below the coefficient.) 

(lC) 

(11) 

}'ried1nan, ?.~. "11he Role of i'.1one t 8,r:r Policy ." 
Econonics: ~-1 eci.,d inr:s on Current Isr;1J42s • 11 op 
~·:alters , I .. • J.\ . ":: one:v 
Affairs, London, 1\,69 .) 

i n lloor.1 ancl .. :-ilur:m ." 

ReprintecL in 
Git p J..79. 
(The Institute of Economic 
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1880 - 1913 

A log Y(t) = 0,0042 + 0,43 A log M(t) + 0,45L>lcg M(t-1) - 0,132c. log M(t-2) 

(0,005) 

R2 = 0,29 

1922 1938 

(0,28) (0,28) (0,22) 

A log Y = -0,0021 + 0,79 !:. log M(t ) + 0,59 6. log M(t-1) 0, 39 A log M( t-2 

(0,31) (0,41) (0,45) 
-2 
R = O, 52 

1955 (111) - 1962(1V) (quarterly data) 

D. log Y = 0,017 - 0,30~logM(t) + 0,49.6log M(t-1) - O,B~ ti. log.M (t-2) 
-2 
R = 0,07 

The coefficient determinatio~, -2 
R ' in the first but particularly the last 

equation is disappointing if one is hopine , in this simple way, to establish a 

case that money mi~;ht matter. It should be noted , however, that he was trying 
to explc:dn changes in income. One would thus expect the R2 to be lower than 
when dea ling with undifferenced values as differences do not include any 

domin2n t trend. It should also be noted that in dealing with differences, 

the V8.r i2,bles hc1,ve proportionately a l ar ;er element of error of observation 

than the undiff erencec series. Furthermore, it should be borne in mind tha t 

the older the data the less likely it is to be accurate. 

Interpreting the above equq,tfons we note that prior to 1914 a 1 per cent 

increase i n the stock of money led to ;:i_ 0,43 per cent increase in money incomes 

in tha t current year and to c1, O, 45 per cent rise in the following year. The 

other coefficients may be interpreted in a si~1ilar manner . Thus the first two 
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equations do indicate support for the proposition that money does mat t er , 

assuming the direction of causation was from money to income. The last 

eq_uation, however, indicates that only abou t 7 per cent of the variation in 

income changes is explained by money. (This result is reinforced below.) 

Walters and a compatriot C.R. Barrett conducted an analysis similar to the one 

above to try to establish whether money or autonomous exnenc1.i ture best explained 

the variation in consumption expenditure. Their results are summa.rised below: 

1878 1938 

- ~ log C = -0,0047 + 0,838 6 log M + 0,087 6 log A 

Partial Correlations 

ii - 0,54 

1878 1914 

(0,116) 

2 
r = 0»484 

(0,041) 

2 
r = Ot076 

e,. log C = 0,003 + 0,576 ~ log M + 0,087 ~ log A 

Partial Correlations 

1921 1938 

(0,08~) 
2 

r = 0,564 

(0,031) 

2 
r = 0,197 

~ log C = -0,0027 + 0,250 6 log M + 0,194 ~ log A 

Partial Correla.tions 

(0,133) 
2 

r = 0, 202 

(0,038) 
2 

r = 0,650 

Walters sur.irnerises the results as follows: " for the whole period up 

until 1938 money is the mos t efficient independent variable and this is also 

the case for the years before the Great \','a,r. 'l'he inter-war years were 
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Strongly Keynesian, whereas the post-war years could not be even faintly 

explained by either model." (12) 

He then went on to examine situations in which monetary and budgetary policy were 

pulling in opposite directions in :Britain, namely 1955/56 ru1d 1967/68. In 

both these periods it would seem that the monetary influences triumphed over 

the forces set in motion by bud~etary action. He concludes his paper with 

the view that some control over the supply of money is essential. 

Walters and Barrett found that neither money nor autonomous expenditure would 

be useful as a predictor of economic activity for the post-war period (13). 

Cramp, who described Walters as a "skilled econometrician with faith in the 

monetarist approach", compared this result vii th Schwartz's conclusions and 

diagrams she had summarised her findings as follows: 

"Study of the data for the United States has revealed that monetary 
influences onerate in s1,1btle ways and with long lags, but with 
highly regulc>..r r-JJ1d understandable patterns. There is no reason 
to · believe th.e, t British monetary experience is an exception to this 
conclusion." (14) 

Cramp attributes her result to the averaging of the data for money/income/prices 

over the period of years constituting each upswing/downswing and thus simply 

illustrated that the trend movements in output and prices have been paralleled 

quite clearly by the trend movements in the money supply. Given Cr~~p's view 

on the direction of causation between money and income, this result is hardly 

surprising. 

(12) Walters, A.A. op cit p 41. 
(13) If money had been a good predictor of economic activity, according to 

the simple regression analysis undert2ken, the i mplication for policy 
would not have 'ceen obvious as, durinc; the pest-war period, the level of 
domestic credit cre::>.tion in the U .K. was endogenously determined. 
That is, up until tbe early seventies the monetary authori tief; sought 
to achieve a cert2-in structure of interest rates through their intervention 
in the interpl2,y of m--:rket forces. 

(14) 6 Schwartz, A.J. op cit p 1 . 
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EVIDF.NCE IN SOUTH AJi'Il.ICA. 

An attempt was made to establish some indication of the impact that money har: 

on economic activity in South Africa, assuming the direction of causation had 

been from money to income. Use was made of the BMD 02R programme (15) a 

stepwise regression process which systematically introduces the independent 

vari ables according to their expLma tory power. In this programme the F-level 

for inclusion/deletion was fixed at 2,500 as the program,~e did not allow 

computation of various li'-values at different steps (16). This woulJ.d give a 

confidence level of between 90 - 98 per cent. The equations entered had 8 

independent variables but, as will be seen, only the money supply two quarters 

back explained enough of the variation in the dependent variable to be included. 

· · Use was made of a distributed l ag model of the form 

+ b8 x(t - i) + u(t) 

Provided one is willing to 'cut off' the process at some stage, classical 

least squares may be used i.e. ordinary regression. 

one should be aware of the following (17): 

If this procedure is used, 

( i) 

(1 5) 

(16) 

(17) 

The class ical assumptions must be m2.de i.e. 

E(e( t/) = o'?- V t 

E(e(s ) e(t )) = 0 for all s I t. 

x and e are independent. 

Obtajned from the 3 iomedical Compu ter Procrams edited by Dh:on, W .J. 
(Un iversity of California Pr ess , 1971.) 
The }·-values wo1..1 ld chon~:e as the degrees of freedom chan6 ed , and the dof 
wou l d change wi t:1 the nur<iber of variables included in the equa ti.on. 
See Golber,;er , A. S. 11:=conomic 'rl10ory. 11 (John )iiley 8c Sons, New 
York, 1964.) ch2.pters 4, 5 :md 6. 
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(ii) Since the sample will be finite in s ize the infinite set of 
lagged regres2ors must be cut off at some point; even then there is 
likely to be rrrul ticollineari ty 2Jnong the successive re[,1-ressors. 

Furthermore, if class ical least squares regression is used one should check 

for autocorrelatione In addi tion, the X'X matrix and its inverse (X'X )-l 

should becarefully examined for any abnormally large elements. 

1rhe data for the independent variables to build up the equations were quarterly 

deseasonal ised money supply figures (18). The da,ta was deseasonalised as 

much time series work cannot be carried out without serious error in the 

absence of appropriate seasonal adjustments (19). The series ran from the 2nd 

qua.rter 1965 up to the 1st quarter 1973. It was not possible to form a 

consistent money supply series prior to this date. The dependent variable 

used wo,s the deseasonalisi:,;d index for retail sales. '11his series was used as 

an indica tor of the level of economic activity'as it was felt that · it responded 

more sensitively to changes in the level of economic activity th,m did figures 

for qu a.rterly GDP, which are' available correct to the nearest one hundred 

mill ion rand. 

T'ne proe;ra.mme was run with undifferenced quarterly da.ta but the ·error terms 

indicated the presence of autooorrelci.tion. The prograrnme was re-run using 

first dif f erences of the data to remove the autocorrelation in the data. 

(18) i,~oney w2.s defined as coin :md bm1k notes in circulation outside the 
banking sector, ::md demand deposits with the Reserve Bank, co,mnercial 
banks, t he discount house s , and other monetar-J banking institutions 
( excluding foreign depo s its and Gove:::·nment deposits). 

(19) '.l.'he monthJ.y money supply fi,~res were deseasonalised using the ratio to 
moving av er::i.;;;es ne thocl to obta in a seasonal ind.ex . This series , 
plus the seasonal index , is tabled. in the appendix to this chapter. 



The results obtained were: 

~y = 8,67 + 0,02AX(t-2) 

(0,01) 

0,10 

21. 

Durbin-Watson "d" statistic 

1,79 
(20) 

Thus changes in the money supply two quarters back was the only variable of the 

eight independent variables entered, and judging by the coefficient of 

determination the e(luation would be a poor indicator of changes i"n retail 

sales. The graphs given on the foll owi ng page reinforce this interpr etation. 

(20) The Darbin-Watson "d" statistic is a me2.sure of autocorrelation in the 
residuals. The residu2.ls associated with any estimated relationship 
are defined as: 

u(t) = y ( t) 
I\ 

y( t) 

where y(t) is the observed value of the dependent variabl e at 
time t, 

I\ 
and y( t) is the value of the dependent variable at time t 

calculated from the estirwted relationship. 

In general, the closer the "d" sta.tistic to a value of 2, the greater 
the confidence with which the hypothesis of serial correlation can 
be rejected. 
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It is interesting to note Dr De Villiers Graaff's explanation of the low 

explanatory power of changes in the money supply. 

- "wha tever the influence the q_uanti ty of money may have on the 
demand for current output, it has in our own economy a fairly 
spectacular one on the dem:md for certain assets, notably real 
property and shares lis ted on the Stock bXCha.~6e. Recent 
experience bears this out. But while the effects of chang ing 

· share 2.nd property prices must s1,ill over to other sectors in the 
course of time, if only because people's spending depends on the 
value of the ir net assets, our economy is surprisingly 
compartment al ised, and the process is a slow one. 

•ro a certa in extent the compar tmentalisation reflects the politically 
fragmented na ture of our socie ty , and. the barriers erected. to limit 
the verti c al and geographic mobility of l abour . It reflects too 
the great dist2nces between our principal centres of industry, and 
the insula ted and independent st2.tus enjoyed by severa l sectors 
based on export m2.1.ke ts, especially in mining and agriculture. 
And so it is at l east possible tha t disturbances arising from 
ch,mges in the domes tic money supply have a less disruptive effect 
on our level of private spending th2.n you would expect to find in 
a more normally functioning market economy . If monetary pol icy 
were more successful abroad, I would be inclined to attribute some 
weight to this factor in accounting for its indifferent performance 
with us." (21) 

This quote illu s tra te s the usual Keynesian view tha t money is not so much a 

medium of exchange and therefore a substitute for all goods and services, but 

more particularly a liquid store of value and a substitute for a much narrower 

range of financ i a l assets . 

'rRPJ-JS7.' ISS ION l\l.EDHAE ISM. 

If the mar g inal utility derived from holding a.ddi tional money balances is less 

th8n the m8Tgin~l utility derived from possession of all other goods, then to 

obtain a d,esired 'portfolio' of all goods and sei:v ices, money balances will be 

run down . Initially , a t least , the ad justmen t to the level of expenditure 

will be made upon those assets , in the wides t sense of the word, which are close 

(21) De Villi ers Graaff , J. 
pp 181 - J.82. 

11 'rhe National Debt. " SAJE 1969 Vol 37 



substitutes for money. From the above paragraph, it was noted that the 

monetaris ts emphasise the function of money as th~ medium of excha,nge (22), 

and, as such, the adjustment to a distu:r:bance brought about by, for example, 

open-market opera tions will fall on expenditures on a ll goods and services, 

and assets the adjustment process will be alJ.-pervasive. The essence of 

the transmission mechanism is presented 6rraphically as follows: 

t,,N[ 

~/ AY (either price or output changing) 

---~ ~r / 
temporarily 

'rhe Keynesians view money as a substitute for a much. narrower range of financia.l 

asse ts; the transmission may be simply described as below: 

A short-run r ➔ t,. long-run r ➔ t:,, Y (either price) 
(or output ) 

This implies that monetary policy could be undertaken with greater certainty by 

gearing policy to determine desired interes t rates, rather than by seeking 

control of the money supnly. 3!ionetary policy would be relegated to the 

backgrouncl if it was felt th2.t liquid assets were very close subs ti tu tes for 

money, as adjustments in portfolio selection following chant?,·es in the sup:9ly 

of money would induce only very sm2,ll ch2n;;es in interest rates. rrhis W8S 

the viev; taken in the Radcliffe Report (23) paraf,"ra:ph 392. If expenditure 

(22 ) 

(23) 

rrhe practical difficulties of delineating nh2..t is money has not been 
covered, Interested readers are referred to CTalters, A.A. op cit 
pp 21 - 25 and to Yeager, L.B. '"I'he ;,'tedium of E:xcl:.ange . " 
[:,rUos 1968 Vol 21 11;0 1 pp 45 - 68. 
CoP1mittee on the '.'orkinc;· of the Eonetary Systern ?EPOR'l' Presented to 
FnrJ.iament by the Chcu,cel1or of the Exchequer by Comnand of Her !'lajesty 
in Augus t, 1959. Cmnd 827. IIereafter referred to a.s the Radcliffe 
Commission. 
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decisions a.re relatively insensitive to interest rate changes, monetary policy 

is further damned. 

Empirical work has been conducted to establish the interest rate elasticity of 

the demand for money. For if this elasticity is low it implies that money is 

not a close substitute for alternative financial assets and that adjustment 

would t2..ke place more by way of changes in money income than by way of 

variation in interes t rates. The findings of these studies have not proved 

either extreme side of the debate to be correct but have rather disproved these 

views , namely that only money matters or that money does not matter. 

VIE/TS OPPOSING THE 'NE".'{ ' HONE'l1AH ISM. ( 24) 

At the basis of the monetarists' views on the potency of money is their belief 

in the relative stability of the demand for money function. They base this 

belief on empirical studies undertaken. In a survey of these studies, 

Profess or Lai dler maintains that they do not attribute to money sole importance 

in the determination of economic activity, but that they do suggest that money 

is too i mportant to be relegated to the background. "They go a long 'Nay 

towards rehabilitating the quantity of money as one potentially important 

instrument whereby macro-economic activity can be influenced." (25) 

If, however , the supply of money is demand-deterf'Jined, then one would surely 

expect that the demand for money would be stable and hence changes in the money 

(24) 

(25) 

rrhe 8T[,'11ments cited. stem mai nly from Cramp and Kal clor 's work: Cramp, A.B. 
"Iloes }-loney :iftatter?" Lloyds Bank Review Octooer, 1970 1'1o 98 pp 23 - 37; 
Kaldor, l,~ . "The Few i:Ionetarisrl." Lloyds 11ank I?eview July, 1970 Ho 97 
pp l - 18. The 'new I is 1)lacec1 i n i nverted commas as there i s a fairly 
close p2rallel wi th the old 'Currency '.3chool I arg1.1ments. See Cra.mp , A. B. 
"'i'wo Views on t~or.ey ." Lloycls Bc1nk Review July, 1962 Fo 65 pp 1 - 15. 
Laidler , TI . "Introduct ion to the :Demand. for L~oney '' in "Read. i n :s in 
}::ri tish I.:one tary Econo~1ics ." Edited by Johns on , H. ::;.. and Associ8,tes 
p 121. 
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supply could be thought to have predictable results. Thus, as emphasised 

earlier, the crux of the debate revolves around the 'major' direction of 

influence between money and. income. 

Digress ing briefly from the causation issue, one could well query the practicality 

of con trolling the supply of money . One could well ask, for exampl e , whether 

the monetary authorities could successfully stem the annual spending spree a t 

Christm2.s time by re c1.uc i ng the rate of increase of the money stock . If they 

did mana1~'e to reduce the supply of money, it wou_ld be likely that a new medium 

of exchange wou l a_ deve lop to a.u&ment the reduced supply of 'off icia l money'. 

For, in the pas t, t he development of money and near-moneys has taken place as 

the needs for i mproved services from financial assets have grown. 

An allied i ssue to this o:r> e is whether, in fact, t he central bank would be able 

to control the money supply for any l ength of t'ime. Take an infla tionary 

situation in an economy, a situation i n wh ich a central bank woul d mos t likely 

wish to pursue a res trictive'monetary policy. In these circumstances, however, 

investment demand might be buoyant and exceed the supply of loa.112.ble funds 

(hopefully curtailed ); The obvious result will be the bidqiw; up of interes t 

rates in the f i nancial markets . At present there does seem a pattern of rates 

above which a govern:'lent would not allow interest rates to ris e. This view 

stems from political, social and economic considerations . Moreover, certain 

financial institutions have borrowin0 and lending rates which are less flexible 

than others they can not adjus t t heir r a tes as easily as other i ns titutions 

to the rising pattern of rates. The central bank may thus be required to 

reverse its tactics to relieve this 'excessive ' pressure i n the financ i al 

markets. 

It is obvious , however , th2.t to 1)ursue a. new stratez;y in monetary policy, which 
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emphasises the importance of monetary a 66Tega tes rather than interest rates, 

. will involve an avilrnard period of adjustment (mention is made below in the 

discussion of instruments of monetary policy of possible legislative i mprovements 

that would facilitate this adjustment process). But should it lead to greater 

stability in prices, the difficult transition will have been uorth making a.YJd 

i n terest rates may well fall below the level reigninf; , following a drop in 

i n flationary expectations, at the time of the change in monetary tactics. 

Another factor to be borne in mind i s that the evidence cited by Friedman as 

proof of the power of money during the Great Depression is capable of another 

interpretation . 

11 '.l.1he revival of bel ief in the potency of monetary policy was 
fo s tered also by a re-evaluation of the role money played from 1929 
to 1933. Keynes and most oth er economists of the time believed 
that the Great Contraction .:i.n the Un ited States occurred clespi te 
age.Tessive e :--::Ti ansionary pol icies by the monetary authorities that 
they did. their ·best but this best was not good enough . Recent studies 
.have demonstr,:ited thc1.t the facts are precise1y the reverse: the U.S. 
monetary authorit ies f911owed highly deflationa.ry policies. The 
qu Dn tity of money in the Uni t ed St.8.tes fell by one-third in the course 
of the contraction. And it fell not because there were no willing 
borrowers not because the horse wou ld not drink. It fell . 
b e c ause the r'ederal Reserve System forced or l)ermi tted a sh2.rp 
r eduction in the monet;,.ry base, been.use it failed to exercise the 
r esponsibiJ.i ties assif;ned to it in the :Fede:ral Reserve Ac t to 
provide liquicli ty to the bai'1king sycter1s . 'J:he Great Contraction 
i s t ragic testir1.ony to the power of mone t ary pol icy n ot, as 
Keynes and so many of his contemi)oraries bel ieved 1 evidence of its 
impotence." (26) 

The other view-point so persuasively presented by Kal.dor runs as follows. 

:Fr i eclman and Schwc1xtz ' s orm work (27), it is apparent that the money supply 

declined over thi,; period despite a rise in hieh-powered money. The effect 

From 

of t h i s rise i n 11i.;h-powered mor.ey was offset by sh:-, rp declines in both doposi t-

reserve and de posit-currency ratios. friedm2.Il attrihutes the l atter 's dec l ine 

(26 ) 
(27) 

Fr i ednw.n t i-T . '"J.'he Hol e oj :.Ionet8ry Policy," op cit 
:Fr i edman , 1, . ancl Schw2.rtz , J, .J . op cit chc1.rt 64 . 

p 170. 



to a fall in confidence in the banks. But it is interesting to note tha t this 

decline, again read ing from Chart 64, has never been reversed. And as Kaldor 

asks , if it was a matter of confidence, why has this, in fact, been the case. 

The behaviour of the deposit-reserve ratio could be explained by the banks' 

feeling that they need become more secure and. better able to cope with liquidity 

crises; but equally this decline could be explained by the fa,ct that there 

were no willing borrowers "of the horse refusing to drink." Kaldor ends 

his case by sayin ; that he puts more trust in the views of Keynes and Simons, 

both contemporary observers, "than in some dubious (and tendentious) statistics 

produced thirty years later." (28) 

Further we ight is added to Kaldor's point-of-view , that the money supply is 

endogenously determined, through this re;Tession analysis (29): 

(28 ) 
(29) 

Regress ion Equations showing the Relationship of Chang-es in the Money 

Supply in the U.K. to the Public Sector Borrowing R~qu irement . 

Data: 

Notation: 

Period 1954 

Annual figures in the millions, relating to calender years. 

increase in money supply t. M = 
p = net acquisition of financial assets by the public sector. 

Standard devia tion in brackets. 

1968 

A M = - 299,1 1,035 P R2 = 0,740 
(0,170) s = 210,2 

Period 1960 - 1968 

Kal dor, N. 
1(8.ldor, IT. 

A M = 

op cit 
op cit 

- 246,3 

p 14 , 
p 18. 

0,979 P R2 = 0,714 
(0,231) s = 212,1 
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cramp throws a further spoke in the wheel of the monetarists when he questions 

the arbitrariness o :£' their definition of money. The money school claims that 

no mat ter whether a broad or narrow definition of money is used, the e r1pirica l 

results remain essentin.lly the same. It is highly debatable whether this should 

be a c ause of comfort 2.s, g·iven the fact that most series of economic data 

tend to move together, the monetarists have c la.imed to have rediscovered a 

unique and fundarriental c aus2.l relationship. 

Methodoloxv of Economic Research: The final pojnt to be considered in viewing 

the appearance of the monetar ists• counter-revolution is the validity of 

economic research pursued to establish certain postulates. It should be 

noted that the statistical support for the contention that money matters has 

been derived from periods in which con trol of the money supply has been 

1 fitfu lly' a ttempted. Ho~; valid is it, or rather how invalid is it then to 

predict confidently tha t the rel a tionship discovered will hold once the 

authorities embark on a policy of controlling monetary agft-regates. It should 

also be realised tha.t it is relatively e2.sy to deduce statisticd or pseudo­

sc ieritific support for a plausible theory, and it is all too easy to lose a 

sc ientific detr,chment t hat shonld be m2.intained in interpretine;- the results 

:md in notin::; whe,t other hypotheses the data would substantiate: In fact, 

what is brough t out in the above discussion is the need, emphasised by 

Professor Culbertson (30), for a revised methodology of economic research 

that wil l allow, throu5h the testing of hypotheses, the convergence of views 

tmv2.rds a valid general theory, and not towards bolstering a particular school 

of thought, depending on the bias of the researcher. At present it does n~t 

seem possible to find results extablished that are not refuted ·by the opposing 

school of thought. 

(30' . ) Culbertson, J .iJ . "1'.lacroecono,nic 'I'heory and Stabili'zaticn Policy." 
( l.TcGraw - Iiill Book Corrrp2ny f 1968 .) 
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It is worthwhile to dit,;ress briefly to outlj_ne in general terms the requirements 

of an unbiased soci2.l science 2.s formu lated by Culbertson: 

"l. A proced11re for formulating and testing an unbiased scimple 
of hypotheses. 

Evidently if the extent of formulation and testing of hypotheses 
is related to the popularity of alternative beliefs of ideologies 
(specifically among the community of "scientists"), the resulting 
substantive doctrines cannot be free of bias . 

Since the empirical proposit ions of social science are not of 
universal appl icability and the rromain of applicability of such 
propositions is not commonly self-evident, the methodology needs 

2. Procedures for accurate specifications of the domain of 
empirical propositions. 

If the area of study is not to generate inconsistent propositions 
in the event of unbiased generation of hypotheses and biased 
prOJ)OSi tions in the absence of this, the method must include 

3. Unbiased procedures for discriminating testing of hypotheses, 
for supporting some competing hypotheses and rejecting others. 

Finally, since the claim to belief produced by a scientific 
. discipline derives not from any particula.r study or experiment 
but from the cmmlative probative value of corroborative studies 
and self-consistent laws ancl propositions, the methodology must 
include 

4. Procedures for inteeration of the body of knowledge, for 
identification of inconsistencies and assessment of the weight 
of evideDce supporting various aspec ts of the established body 
of knowle(lge ," (31) 

Should t he research methodology be reformulated in this manner, there wou ld not 

be t v1 0 s chools of thought with the emphasis on "frivolous inr;ovation" rather 

t han on t he crucially b1portant task of building up a valid macro-economic 

t heory . 

'Po conclude the Keynesi8n view on the importance of money it is most interestine 

to note Kal dor's resDonse to Friedman 's policy of a steady rate of increase in 

s ome mone t o.ry aggregate. 

(3l) Culbertson, J. ~ . op cit p 122. 
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"I doubt if this objective is attaina:ble by the instruments of 
monetary policy in the U.S., let alone in the U.K. If it is ever 
attained, it will be ·because contrary to past experience, we shall 
succeed in avoiding stOJ)-go cycles emanating fr-om abroad, or from 
the private business sector, or, what is more likely, from the 
very changes in fiscal policy which aim to compensate for other 
instabilities; and if, by some combination of incomes policy and 
magic (but more by magic), we shall also succeed in keeping the rate 
of increase in money wages in both a stable and a reasonable relationship 
to the rate of growth of productivity. 11 (32) 

CONCLUSIOHS. 

Two fairly extreme views have been presented abovef namely does money matter or 

does it not matter. The weight of evidence would seem to support the view 

that money does matter, not necessarily more than autonomous expenditure, 

however defined , but it matters enough not to allow the supply of money to run 

its own destructive course. Kantor adds a strong intuitive appeal to this end: 

"An inflationary process ••• is more than a once 2...nd for 2.11 increase 
i n the pr1ce level. Gurnulative 2nd continued increases in prices 
cannot be sustained by ,the mere expectation of price increases. 
Realised Rg[s'regate money demand must increase to offset the otherwise 
deflationary increase in prices and wages. An inflationary process 
therefore ha s to be accompanied by increases in the supply of money 
or its rate of utili ;;D_t :i. on . In practice there are likely to be 
effective limitations to the increase in the velocity of circulation 
of the money supply. Clearly therefore any continued increase in 
the l evel of prices will depend in part on the rate of growth of the 
money supply or more p2rticuJ.arly on differences between increases in 
the 8Upply of money and demands for it." (33) 

fri eclm;:u1 ' s prescription for a stable rate of growth in some specified moneta:ey 

aggr egate m2kes sound sense bearing in mind the likely variation in the time 

it t akes moneta.ry impulses to 2.ffect the different sectors of the economy, the 

duration of those effects, and the difficulty in making accurate short and 

long-term forecasts of future economic conditions. (Difficulties involved in 

the pursuit of a s ound stabilization policy are discussed further in Chapter 1n. ) 

(32) 
'33) 

Kaldor , l'. . op cit p 17. 
K211tor , J3 . "Genera,l a 1uilibrium, Unemployment and Inflation." 
unpublished paper. 

An 
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The mone t ary authorities in Britain are a recent convert to the ' money matters ' 

viewpoint. But a newspaper report recently published makes extremely 

interesting reading. It is worth quoting at some length. 

"A huge 3,9 percent jump in Britain's money supply last month has 
brought the annual rate of increase in the key economic control 
to 31,2 percent over the latest three months. 

Although the Bank of England was quick yesterday, when publishing 
the fi.::-,111res, to say that it had reason to suppose tha t the figures 
overstated the trend, the Monetary Bulletin circulated by the 
stockbrokers W. Greenwell and Company, commented baldly: 'It is no 
longer possible for anyone to delude themselves the monetary 
aggTega tes remain out of control. ' · 

••• Present feeling in the bank itself is tha t it ' is difficult to 
move very far or quickly in the direction of tightening money so 
long as ministers insist that absolute priority must be given to 
nourishing the incipient investment recovery. 

Agains t this, the Greenwell 
industrial capacity wil l be 
the economy' becuase · public 
as fast as Treasury plans." 

bulletin· argues that 'insufficient 
available to meet all the demands on 
expenditure plans will not s low down 

(34) 

Thus it wou ld appe;rr that the, ability of a central bank to control the money 

supply hinges very much on the fact whether government expenditure is ta1lored 

to fi t resources available to it. It is interesting to note that in the mini-

-budget introduced on the 17th ]ecember , 1973 by Chancellor of the British 

ExchEquer, Ifx A. Barber , public sector expenditure was pruned by some £1 200· 

million . 

The f ac t that certain monetary agG--regates in the United Kingdom were 'out of 

contro1' despite lip-service paid to the i mportance of money, certainly 

reinfor-ces Kaldor's point , ~uoted on pag-e 30, that he doubted whether a ste2.dy 

rate of increase in the money supply was possible. But most imnortant of all 

it emphasises the point made in the l atest developments regarding balance of 

(34) "Britain 1 s 1 .oney Supply Eounds. 11 An article which appeared in the 
Cape ArGUS on the 21st Augi.rnt, 1973. 
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payments theory and policy - tha t the authorities are not able to control the 

money supply under fixed exchange rates, but only that pa.rt of it termed 

'domestic credit cre8tion '. (This argument is presented fully i n the next 

chapter. ) Thus the monetarist prescription for stability demands flexible 

exchange rates and then a steady increase in the supply of money. 
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A P P E l\ D I X. 

TABLE 2. 

Deseasonalised Money Supply Figures. 

(R millions. ) 

1965 1967 1969 1971 1973 

J ... 1566.8 2012.7 2144.6 2699.5 

F ... 1543.9 2078.6 2171.7 2809.9 

M 1353.1 1550.3 2066.2 2179.7 2883.0 

A 1410.5 1545.0 2092.9 2193.6 

M 1392 .s 1536.9 2077.6 2227.2 

J 1361.9 1593.2 2043. 7 2228.7 

J 1393.0 1575.2 2032. s 2212.6 

A 1393.0 1583.9 2061.9 2330.3 

s 1353.7 1550.4 2068.6 2272e4 

0 1380.9 1596 .1. 2081.0 2324.0 

N 1410.1 1619 .2 2106.6 2326.2 

D 1406.5 1642 .3 2127.8 2342.6 

Seasonal 
1966 1968 1970 1972 Index 

J 1422.3 165,1 .0 2114.6 2323.9 98.49 

:f 1461.5 1670 .3 2093 .3 2454 .5 97. 75· 

M 1459.1 _ 1687.7 2140.9 2399 .7 98.27 

A 1492.1 1758.4 2104.1 2456.5 98.51 

M 1497. O 1746.7 2113.6 24 41.8 98.60 

J 1529.6 1734. 7 2129.3 2523.3 102.02 

J 1554.8 1760.9 2141.0 2572.7 98.52 

A 1505.2 1792.4 2180.9 2657.5 98.80 

s 1545.5 1813.2 2157.6 2605.s 100. 79 

0 1547.1 1892.2 2151.3 2608.4 99.34 

N 15os.7 2125.2 2154.9 2656.9 100.33 

D 1537.3 1962. 3 2163.s 2690. 3 104.52 
... not available 
Source of Ta·,·1 d...,,ta: SAirn ~uarterly Bulletins. 
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C H APTER 111. 

MEASu?..ES TIELATH:G TO 'l'HE J3ALAJ:JCE OF PAY11iEJ:i\J'l'S . 
mmmmmmmmmmmmmmmmmmmmmrun.mmmmmmmrnrmnmmmumunmmrmrummnnnni7lffi1Tun.mmmrnrnmrmnmm.mmmmmrnrnmmm..'1lrrunrnmmm 

INTRODUCTIOI:,; . 

Developments in the balance of payments have played an extremely i mportant role 

in shaping the stabilization authorities' views on appropriate pol icies . This 

is understandable bearing in mind the openness of the economy (1), and the 

fact that confidence in the external value of the rand influences the flow of 

capital to South Africa. 

· The discussion below focu ses on the recently revived and improved monetary 

approach to the balance of payments, and .its implications for stabilization 

operations in South Africa. 

THE Il,!POR'l1Al•jCE OF TH3 EX'.i1ER:tJAL FACTOR . 

In flation has recen tly come to be considered not as a problem with national roots, 

but rather 2.s an intern,.,tional problem. (2) According to Mr O ,Emrninger (3), 

Depu ty Governor of the Deutsche Bundesbar.k , nearly all industrial countries, 

other than the United States , see:n to be suffering 'in unison' a rate of 

inflation of 7 per cent or more. ThiR view of inflation as an internat ional 

(1) 

(2) 

(3) 

Provis ionc1. l fit,-ures for the year 1972 sho•:r that merch8-ndise imports f .o.b. 
and service payraents amounted to l:4 143 nillion (26,81~); merchandise 
expoTts plus net gold output and service receipts omounted to R4 088 
million (26, 5. ;) ; during the year, there ·:;ere capital i nflows to the tune 
of R397 million. (The percentages in parentheses are the tot2.l import 
and export values expressed as percenta0es of GDP .) 
See , for ex2.nple, Jolmson, H.G. "Inflation: A ' ~.'onetarist ' View. " 
Heprili.ted b hiR n:_.:'ur!.,~~r Ess,,ys in ;.:one t ,.,EY Economic fl." (Georce Allen 
,~ lmwin I,td , London, 1972.) pp 32S - 33'1. 
1'rnmincer, O. 11 Inflation and the International Lonet2:r.y System." A 
paper presented at the London School of ~cono~ics on the 31st ~ay , 1973 ■ 
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phenomenon, as contrasted with the explanation that inflation stems from certain 

socioloJ ical developments (4) and may thus be combated through the imposition of 

inco:ne controls, is far more plausible bearing in mind the secular rate of 

inflation that has existed in the 'western worl d' at least since 1965. 

Jurthermore, this view .gains considerable weieht when one notes the degree of 

integration of world markets, the expansion of world trade , the existence of 

multinational corporations, the existence of the Euro-dollar market and 

generally more closely linked capital markets following the restoration of 

currency convertibility in 1958, and the existence of world prices for many 

commodities. In fact, followine Professor Johnson , it is easy to illustrate 

the inappropriateness of theories hypothesising sociological factors as the 

primary cause of today's inflation. He draws the analogy of explaining 

inflation within a nation as a result of "coincidental sociological developments . 

within the various regions of the nation" • ( 5) 

From fac tors viewed above it seems extremely plaus i bl e to view the world wide 

inflation as stem.mine from some common cause. The ' monetarists ' view the 

acceleration in the rates of inflation since 1965 as stemming primarily from 

excessive monetary expans ion in the United States , and transmitted to the rest 

of the world through the U.S. deficit on its balance of payments. 

THE A'ONE'rf,RY APPROJ,CH TO THE BAIA.~CE OF PAY1! .. E1JTS 'l'U:SORY . 

Professor Johnson (6) eives credit to Professor l,,:undell's writings on the 

(4) 

(5) 

( 6) 

A view held by many, including the OECD see Johnson, II.G. 11Problems 
of Stabilization Pol icy i n an Integr2.ted Vorld Economy." Reprinted in 
his "Further ~ss2ys in ~1onetary EconoT•1ics .n o:p cit p 3~8. 
Johnson , H.G. "rroblens of Staoilize.tion Policy in an Integrated World 
Economy ." op cit p 348 . 
Johnson , ll .G. 11 1:ajor Issues i n 1.lonet8ry Economics." A paper presented 
;:it ;.:er ton College , Oxford at a conference of the i.'.oney Study Group in 
Septe~ber , 1973. 



36. 

interna tional monetary system as 1 8,rg ely inspiring this new approa ch to the 

bal ance of payments theory 2nd policy. The e s sence of this new approach is 

most s a tisfactorily gleaned from a quotation: 

"balance-of-payments policies will not produce c1n inflow of 
interna tj_onal re s erves unless they increase the quantity of money 
dem;::inded_ and domestic credit policy forces the resident populati on to 
a cq_uire the extra money they want through the balance of payments via 
an excess of r eceip ts over out-payments; and the balance-of-pc1.yments 
surpluc will c ontinue only until its cumul a tive effect in i ncreas i ng 
domestic money h oldi ngs s a tisfi es the domestic demand for money. 
( I'ootnote : Note the i mporta.rit point that in a closed economy rea,l 
balances are adjusted throu e,:h price level movements , in an open 
economy t hrouc;h nominal money flows. )" (7) 

Eicpa.nd inr; the a-b ove quote, an expl anation given below attempt to illustrate 

how thi s mon e t a ry approa ch diff ers from other approaches. (8) 

In a 1-good model, using the normal abbreviations for income, saving etc. 

y = C + s 

E - C + I + (x Ni) 

For s = I ( the domestic equilibrium condition), 

y E - X - M = B ( t ) 

But any of th e transactions tha t t ake place have to be financed in some way . 

Therefore , there is a d enwn d for money, because it so happens that money 

supplies t h i s servic e in the cheap es t way. 

If y E i s po s itive, then there must be an. excess of r10ney t he., t rem2.ins in 

domestic b21:mc es . 

i. e. H( t ) = Y E 

where H( t ) nay b e defined as "ex cess money." 

(7) 

(8) 

Johnson , H.•::- . '1 'i'he :;.:onet::1_2::y 'I'l1cory of Ba_l ance of P2.yment s p ,, licies ." 
A dir-cuss ion p:.per in ;:onebry L;conomic s p:resen t ed :::d Ls::; in 197 3. 
'I'wo monet:,ry :nocicls illustr;,.tin_; balance of p;i,yn en ts beh 2,viour a re 
presented b. the appendix to th i s chc~pter . 



In a complete model, this Y E will equal X - M i.e. the net domestic 

effect will be accounted for by the net trad.e effect. Therefore, this excess 

money, H( t), will flow through the balance of payments to pay for X - M. 

~nis situation represents a flow equilibrium, but with the balance of payments 

not in eq_uilibrium. 

y 
income/ output 

pa.rt 

E = 
expenditure 

part 

H( t) = 
monetary 

part 

B( t) 
balance of payments 

part 

So, for balance of payments theory and policy, MY two of Y,E and H may be 

studi ed; the other will be automatically specified , given a stable mechanism 

that alm:iys equilibrates the system. The traditional approaches to the 

balance of payments ex8Jllined policies in terms of price elasticities a.~d 

mul tipliers and left the ~emand for money to be residually determined. But 

since the balance of payments is the balance of cash and credit-financed 

payments, it is importan t to focus on H and probably E (under fixed exchange 

rates ). The demand for money is central because the balance of pa.yments 

measures net money-finwced transa ctions this forms the basis of the 

monet~ry approach . 

Under this approach, the supply of money is given by: 

Ms = R + D where R is the international reserve 

and D the domestic credit (9). 

(9) ~'his expression is derived from simplified bal2nce sheets of the centr2.l 
bank and the monet2..ry b an.kin~ sector in the o.ppendix to this chapter. 
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ihe authori ties do not control the supply of money as the international 

reserves respond to the extent that the domestic demDnd for money is not 

satisfied by domestic credit creation. 'I'he authorities, through control of 

domestic credit creation, may determine the division of the smoney supply, 

demanded by the residents, between intern2.tional reserves and domestic credit . 

Johnson maintains that neither import restrictions, export subsidies, devaluation 

nor domestic deflation can be expected to improve the balance of payments 

posi tion more than "transi torily" these effects will be tempora.ry insofar 

as they affec t the demand for money once and for all. 

To _ascertain the meaning of 11 trc1nsitorily11 , the impact of a devaluation will 

be considered in terms of a monetarist-type model (10). It is necessary to 

establish the policies which Y:ill ensure a scttisfactor-y long-run solution to 

the in s tabilities in the economy, :particularly balance of payments dise<1.uilibria, 

assuming Rn adjustable fixed .exchange rate. In other words , policies must not 

aggravate or lengthen the adj~stment process towards the steady state 

equil ibrium , they must be consistent with the . steady state . 'I'he long-run is 

of i mportance as so little is known about short-run disequilibrium dyn~unics. 

As a. first approximation to this problem reference is made to the work being 

done at the London School of =conomics, the International :.~onetary Research 

Programme, in which the system is specified in the form of short-run adjustment 

funct ions that are consistent with steady state theory as described in this chapter. 

1'he dome , tic demand for money , specified in terms of foreign currency, is given oy 

I/d ::: . Bl f(y,i) where E is the exchange rate 
q are foreic n prices 
y is real output and 
i is the opportunity cost of holding money . 

(lo) The writer i s indebted to I,:r J. Sheen of LSE (:',.fone-ta ry l.te sec3,rch 
Progrmmn.e) for the exposition of this point. 
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rt is assumed that world prices determine domestic prices and that the economy 

is fully employed. 

where 

and 

= ~ 

B'1.Id is the growth in the domestic demand for money 

= + n g y y 

where n denotes the elasticity of the aggregate defined by the function with 

respect to the subscripted variable. 

Simplifying by assuming gq and ni gi both equal zero, and ny equals one, the 

expression becomes: 

gMd = gE + gy 

gE :::, gMd - gy 

= GR + GD - gy which must hold throueh time in 
the steady state. 

gE may be positive, ncga.tive or zero to ensure equilibrium in the balance of 

payments in the long-run. Devalua tion is a once-and-for-all change and thus 

equ ilibri um will only be attained in the balance of payments in a period of 

time, assumi ne the authorities devalue by the correct percentage. 

be i llus trated graphically. 

r11his can best 

Assume the pa th of the exchange rate through time to keep the balance of payments 

in equilibrium is a s e iven below: 
E ..,..1 _ _ ...., 

Fixed exchan6 e rate 



At time t, the authorities decide to devalue by d which balance of payments 

equilibrium requires at that instant of time. The new exchange rate, however 

is only 'transitorily 1 appropriate and becomes increasingly inappropriate given 

condi tions as depicted. 

Looking at Johnson 's model (11) to illustrate the effects of an exchange rate 

adjustment provides interesting insights as to why a devaluation is not only 

'trans itory', but also may easily be offset by other factors. 

assump tions as used above are applicable. 

The demand for money is given by: 

Md = cq f(y,i) 

where q is the forei5~1 price level 

The same 

and c is the price of foreign currency in terms of domestic currency. 

. 
Following from the mathematics reproduced in the appendix to this chapter, the 

rate of growth of reserves i s given by: 

= 1 ( g 
- C r 

+ g q 
+ n g + n . g.) 

y y 1. 1. 

1 - r 
r 

where g . may be interpreted as an expected rate of change of the money 
J.. 

in teres t rate. 

The points to be noted from the equation are that: 

(1) a devaluation is eq_uivalent, aside from the (1 - r) factor, to a.omestic 

credit contraction (see page49). A1 devaluation's function is to deflate 

(11) Johnson , II.G. "The Honetary J..__p1Jroach to Bal ance-of--Fayments 'fheory.'' 
Repr inted in his ":Further Esfl£0 yo in i.1onetaxy Economics." pp 246 - 24 7 • 
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domestically - held real balances and thereby cause residents to adjust 

their expenditure in the interna tional sectors, both real and financial; 

(2) following the line of reasoning presented above, a devaluation being a 

once-and-for-all change, will only have a transitory impact on the growth 

of reserves through its i mpact on the demand for money. 

(3) even this f avourable transitory effect may be offset through - reading 

from the eQua tion: 

(a) an increase in the rate of domestic credit creation which may 
result, for example, from attempts to hold dovm the interest 
rate structure; 

(b) a fall in the growth r ate 
to· allow unemployment; 

the model would have to be modified 

(c) a rise i n interes t rates leading to a fall in the demand for 
real bal 0ncesper income l evel. This rise i n interes t rates 
could eas ily be gener::ded throuc-h expectations of faster rates 
of i nflation follovring the devaluation. Interest r ates 2.re to 
be interpreted to include the expected money rate of return on 
the holding, of goo'ds. 

FLEXIBLE EXCHANGE RAT.ES . 

If one vie11s the current national rates of infla tion as being determined by the 

world rate of inflation, one can argue persuasively that freely floating 

exchange r2.teJ · should become the norm. r:i:uch has been written about the 

. advantazes of flexible exch2.nge rates (12). Probably the one most relevant 

comment to the control of infla tion is the f act the.t they would give an extra 

degree of freedom to policy formation by removing the balance of payments' 

constr2-int on monetary and fiscal policies . There is not rrruch to be said in 

favour of fixed exche.nee r 2, tes if a country is thus obliged to accep t the rate 

(12) See Giersch , H. "On the ])osi:rable Degree of Flexibility of Excha .. 11ge 
R2-tes ." A p2,per presented at a conference at Ditchl ey Park , U.K . in 
January , 1973. 
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of price change prevailing in the world at large, or has to embark on a system 

of controls which contributes to the negation of benefits stemming from 

unimpeded international trade. :Moreover, the international monetary system of 

fixed exchange rates generated inflation on its ovm. Dnminger cites the 

following four main developments that contributed to this result: 

(1 ) The system had an inflationary bias in that deficit countries were 

unwilling or unable to adjust their dome s tic economies to correct their 

deficits. In this regard, it is important to note the United States ' 
/ 

deficit which, as the dollar was the reserve currency, had unlimited 

external financing· available to it until the system broke down. Thus 

the adjustments, if any, to balance of payments diseq_uilibria were left 

to the surplus countries to inf late at a faster rate. 

(2 ) The sys tern of fixed parities not only transmitted inflation throughout 

the world , but changed even non-infla tionary structural deficits, like 

that of the u.s., into a source of inflation for other countries. 

(3) Volatile capital flows of enormous magnitudes have come into existence 

during the l as t decade . In a system of fixed, but no longer trusted, 

parities they have increased t he pressure of imported inflation in the 

rec ipient country , and have undermined stabilization measures in countries 

whi ch had had relative price sfa.bili ty. These countries had been pillars 

supporting a workable fixed exch,:mge r a t e system through the discipline 

they i mposed on t he ir trading partners. Furthermore , authorities were 

unlikely to allow capital outf lows to exert any significant defla tionary 

impact, nhi l e the central bank of the recipient country had to finance 

them by crec=ding more centrc:•,l bank money . 
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According to Emminger, several countries completely lost control over 

their money supplies as a result of capital inflows. 

experience as follows: 

He cites Germany 's 

"inflationary money inflows from abroad can be successfully 
sterilized insofar as they are directly deposited with the domestic 
banking system. However, the more effective the central bank is 
in this respect, the more it is likely that a large part of the 
inflow will be channelled through the non-bank sector, e.g. through 
chang·es in the leads and lags of commercial payments, through 
nmltinatiomi,l corpora tions (foreign and domes tic), 2nd through all 
kinds of other borrowing operations ••• Our experience has been that 
in no case has it been possible to undo the inflationary effects of 
foreign inf lows entirely, not even by the strongest compensatory 
measure •••• it is difficult to see how we can dispense with a 
more el::istic exch8llge rate system in order to hold such flows in 
check." (13) 

(4 ) The final point being that the system with its .currency reserves, in 

particular the dollar, had a tendency to create excessive international 

liquidity. Not only was the U.S. d.efici t to b1ame, for increasing arnou.....vits 

have come in to existence as a resu1 t of the 'diversification' of excha.'1.ge 

' reserves by central bankers into currencies other th2.n the dollar, as well 

as money crea ted in the Euromoney market . 

Floating exchange rates are certainly not a panacea for all problems, but they 

could give traditional demand manaeement policies a better chance of success 

in their attempts to stabilize the economy. It is worth noting, however, that 

a general float, in all probability only a general 'dirty' float (14), will 

only improve the situation vrhere the residents of a country accept the cut in 

real incomes following a downward movement in the parity of their currency. 

And yet under the adjus t able fixed exchcme;e rate system, a one-way adjustment 

process, stemming from countries ' unwillingness to pursue deflationary policies, 

(13) Emminger , O. op cit pp 20 - 21. 
(14) "Dirty11 f10 2.t implies that the cxch211ge rate is not determined solely by 

market forces but by government intervention either to moderate its 
movement or to pee it 'temporarily' to some desired rate. 
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was one of the rensons for the col.le,pse of the fixed exch2,,nge rate system. It 

will be interesting to note if residents will be prep3red to accept this form 

of reduction in real income which a flexible exchange rate system could imply. 

The rand is currently floatin6 vTi th the dollar. Yet movements in the value of 

the dollar relative to other co1-1ntries, particularly those countries with Vihom 

Sou th Africa trades on a reasonable scale, may prove to be destabi1 izing as 

far as the Sou th African econor.:y is concerned. The rand could depreciate 

relative to, for example, sterling· at a tirr1e when high rates of inflation 

prevailed in South Africa. ~'he sub.sequent rise in the rand price of imports 

could gen erate higher prices due to cost increases. Althoueh the FrMzsen 

Co1mni ssion (15) felt that the development of an exchange market was not 

practical under the conditions then prevailing, it does seem advisable for 

this alternative to "be reconsidered. 

CONCLUSICNS. 

The models presented. above, and in the appendix, are essentia:'..ly long-run 

models. This follows from the assumptions of full employment 2nd that the 

domestic price level would be determined by world prices. Any short-run 

model must be a disequilibrium model which focuses on disequilibrium effects 

of 2,n excess stock dcm2_nd for 1,10ney, that is, if one is interested in bal2nce 

of payments policies. The tr ::idi tional theories of the b2bnce of payments 

are essentir-i.lly short-run quasi-equilibrium models and h2.ve largely formed_ 

the b2.s is of policies pertainin6 to the interna tional economy . Bearing 

in mind the results derived above and in the a:ppendix (16), there is 

(15) 

(16) 

Fr~mzsen Co11n1ission. "Fisc;:i.l 2nd L011et::>ry Po1icv in Sou th Afric2." 
'l'hird Report of the Com7iss ion of Bmrniry into }'iscal 2..nd 1~onetary Policy 
in South /Srica. (Govcrrn;::ent Printer , Pretoria, 1970.) R.P. 87/1970 
para 499 . Eereafter referred to as the }"ranzssn Corunission (Third Re_port) . 
It i s established th8.t ~1s incor:ies increase one c 2.n expect _the level of 
reserves to rise, unJ.ess the denand. for money is s2.tisfied by domestic 
credit expqns ion. 



grea t danger in viewing successive short-run policy results as approximating 

the effects of policy on the economy in the longer-run. 

The measures used to control the balance of payments in South Africa are 

unlikely to have achieved 2.nythine but a transitory improvement in the level of 

reserves. Import controls, for example, assuming a constant rate of increase 

in the level of domestic credit, may simply divert the source of satisfaction 

of the demand for money to the capital account with no necessary improvement 

in the level of reserves. (17) Policy reactions may not only at_tain temporary 

improvements in tho level of reserves, but may prove inconsistent with longer-

term s teady state conditions for the economy. Not only may the adjustments 

to policy prolong the atta inment of steady sta te growth, they may not improve 

short- term performance a t all owing to the lack of knowledge surrounding the 

dynamics of dis equilibriur., adjustment in the short-run. For these reasons, 

improvements in the applica tion of i mport controls, export subsidies, capital 

control s and exchange rate adjustments will not be consic1.ered in detail. 

Other factors reinforce this treatment: GATT poses a severe constraint on-the 

use of i mport controls for purpos es other than to i mprove the balance of 

payments ' condition; export subsidies are unlikely to be employed anti-cyclically; 

as regards c2.pi t al controls, the i mportonce of continued foreign investment in 

South Africa i s well known; ana. ex ;;hance rate adjustments, other than when 

floating tied to a major currency, are likely to be measures employed only when 

a balance of payments di s equ ilibrium ha s manife s ted itself for some tj_me. 

Devaluation , in par ticu.1 2.r, was generally resorted to as a measure of last 

(17) The money suppl y , ::.s = D + R, is dcr:12nd-determined. Given a 
const;:mt rate of i ncrease i n D and in ?.Id , should current 2.ccount 
transac t i ons be i mpeded t hrough i mport controls, t he change in R, 
necess2.ry t o ad just Us to r.:cl, ,iill be achieved through the capital 
account . 
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resort as it was a step likely to be exploited by the political opposition. 

They would tend to portray it as a failure of ~he Government to cope with the 

situation using more 'orthodox' methods viz. monetary and fiscal measures. 

Obviously now tha t the fixed exchange rate system has broken dovm, the 

oppos ition, both domestic and from the IMF, to exchange rate adjustments has 

been substantially reduced. 
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A P P E N D I X. 

Professor Johnson's monetary model of balance-of-payments behaviour in a growing 

world economy is examined below. (18 ) It is assumed that the country dealt 

with is 6rrowing over tiine, that it maintains a fixed exchange rate with the 

res t of the world, and that it is small and diversified enough to assume its 

price level to be the world price level and its interest rate to be the world 

interest rate through arbitrage operations. The economy is assumed not to 

deviate from full employment of its resources. It is further assumea_ that the 

supply of money is instantaneously adjusted to the demand for it, as the 

res idents of the country can get rid of or acquire money either through the 

capital or current account of the bal2J1ce of payments. 

effec ts of the net balance are assumed to be neutralised. 

The secondary monetary 

It is accepted by Johnson that these assumptions are very restrictive, but they 

are employed to focus attention on the monetary effects which are the most 

import;rnt features of the concept of balance of ( cash or credit) payments. 

The balance of riayT,1ents is, as noted above, the net effect of movements of 

domestic end forei&;n credit, generat ed by adjustments to the stock dem2.nd for 

money, and other assets. It is worth noting that the assumption of 

'insi.c·nt,,r:e ous adjustment' to the demand for money is not strictly necessary as 

the model is a long-run model. 

i mp or tan t. 

The coefficient of adjustment is thus not 

(18) 'l'he models discus sed belo·.,r appear in Johnson, ll.G . 11 'l'he T:onetary 
j~ppro:och to B~lance-of-PHynents 1'heory. 11 Hepr i nted in .1.1.is "Ji''urther 
?~ssays i :i .:one t ary _:corr:;--1ics. 11 op cit pp 237 - 245. 
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rrhe demand for money (19) is simply specified as 

where 

Md = pf ( y,i) 

Md is the nomina l quantity of domestic money demanded 
y is the real ou tuu t 
p is the foreign ru1d therefore domestic price level 
i is the interes t r a te or alte:cnative opportunity cost oo 

of holding money. • 

The supply of money is e- iven by 

Ms = R + D 

where 
and 

R is the interna tional reserve 
D the domestic credit. 

It. is worthwhile to digress to derive the expression for the supply of money 

. from simpl ified balance sheets of the c entr a l bank a11d banking sector. 

Liabilities. 

H: high-powered money of the 
banking system 

Centra l B::mk. 

H : 
B(l ) : 

Assets. 

t:old and foreign exchange reserves 
government s ecurities . 

From the bal anc e sheet identity , II = R + B (1 ) 

Liabil ities. 

M: . deposits 

Hence 

Substituting for 

i,.1 

H, 

u 

Banking Sector . 

= 

= 

H . 
.L • 

B(2): 
A 

Assets. 

cash reserves 
gov ernment securities 
advances . 

H + B(2) + A 

R + (B(l) + B(2) + A) 

i.e. the money stock = reserves + donestic credit creation. 

(19) ;nnce the dem;-,_nd for red. bc1lm1ces is determined by a utility m2Ximi sation 
procedure, it will t8ke on the property of unitary homogene ity in prices , 
since the hold ir.,, of re Pl b;-,lance will be independent of no;1inal uni ts 
(~ 'or~,;_ = f(y;'J), k1\.. = f(ky,k:r) .impli.Rs homo1seneity of deJ;ree n.) 
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Thus the authori.ties do not control the money stock under fixed exchange rates 

but the level of domes tic credit, or rather the division of the money supply 

demanded by the residents between international reserves and domest ic credit . 

To return to the model, by assumption, 1\Is nmst equal Md 

t hus R = 

Now gR = 

where B( t) 
and gR 

t hus DR 
R = 

i .e. gR , = 

Letting r R 

Md - D 

DH _!B(t) where DR dR 
= dt R = R 

is the current overal l balance of payments 
is the growth rate per unit of ti.me of reserves. 

D{Md} 12i!?J. 
R R 

Md D~Md} _Q~ 
R Md R D 

R the initial internationa l reserve ratio , the equ a tion 
l'.•:d ' 

above can be simplified : 

D = t1id - R 

D Md 
1 = R R 

1 - r 
= r 

gR l g,,d 1 - r g 
t hus = J/1 D 

,{ r r 

r:ow gAB = gA + gB 

0 ' 1 (gp gf (y,i )) 1 - r 
t hus c:,R = + gD r r 

2,ml gf (A, B) nA gA ~ g where n denotes the elas ticity of the = + B 

agg-re0a te defined by the function with respect to the subscri pted variable. 

t hu s 1 
r + 

n g 
y y + 

1 r 
r 
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By assuming const2.nt world prices and interest rates, the eq_uation becomes 

1 
r 

1 
r 

r 
g 

D 

This implies that as incomes increase, unless offset by domestic credit expansion, 

international reserves increase. The explanation being that as income grows, 

so does the demand for money and this is satisfied through the balance of 

payments . Secondly, assuming no growth in income , the growth of reserves 

i s inversely related to the rate of domes tic credit expans ion . 

The firs t implication may be vividly contrasted with the more commonly held 

simple Keynesian view that ·an increase in income will lead to an increase in 

imports wi t h a resultant deterioration in the balB.nce of p2-ym.ents. 

'l'he model above was concerned with one small country in a l arge world economy. 

The nex t model considers monetary eq_uiJ.ibrium in the worl d system as a whole. 

The res idents of various countries demand national monies whiC'h are based 

partly on internation.q,l reserves and partly on domestic creait. The essential 

difference bet·:reen the t wo models is that the world price level i s now 

endo0enously deterr.1.ined by the relation between the grov:th rates of the world 

demand for and supply of moYiey. 

It is assumed tha t worl d interest rates are constant so that the growth of 

demand for real balences is a function on1y of the growth of re8.l output . 

This essump tion can be justified by the fact that real rates of return on 

investment are relatively stable and that no:iinal interest rates in the long .. 

run will be equ a l to the real rate plus the expected rate of world inflation. 
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In t!'le model the total money supply for the world. economy is 

l\I 

where R 
]) . 

J. 

= R + i D. 
i 

J. 

i W. r. M + ~ w. (1 r.) M 
i 

J. J. . 
i 

J. 1. 

is total international reserve money 
is domestic credit in country i 

w. 
1. 

and r. 
J. 

is country i's share in the total world stock of money 

is country i's ratio of international reserve money to 
its domestic money supply. 

The rate of growth of world demand for money is 

+ g 
p 

as suming the homogeneity postulate as before , 

The rate of erowth of the world money supply is 

= ~ WJ.. (1 
i 

'rhe eq_uili'oriuin condition req_uires tha t g1:d 

= f w i ri gR 
i 

+ t 
i 

w. (1 
1. 

gl.1s , · thus 

w. n g 
l y. y. 

1. 1. 



52. 

Yrom the result der i ved i n t he mode l above , and. assuming world interest r-a t e s 

cons tan t, the rate of growth of c ountry j ' 3 reserves i s g i ven by : 

1 1 r . 
gR. (gp n gy .) g]) . = + y . 

J r. J J r . J J J 

1 n ( f w. ~ (1 r .. )gD. g i. = r . gR + w. + yj y . w. n gy. r . . ]. ]. 
i l. .l .l J ]. Yi J .l i .l 

(1 r.) gD .) 
J J 

~l 
1 ii (ny . gy. r.)gD. = w. r . gR + n gy) (1 r . ]. l J J y J J J 

where the bars i ndica t e t he average product of the ba rred t erms for the 
world economy . 

Reading from the above e~uation , a country ' s reser ves will gr ow f as t er the 

lower its i nitial reserve ratio r. , t he faste r t he growt h of t otal world 
J 

O' n 
res erves 0 R , the higher its income elastic ity of demand for money , j ' . , 

J 

and its real 0r owth rate , g"j' r e l ati ve to oth er c oun t r i es , and t h e lower 
j ' 

its international reserve r a tio and rate of domestic credi t expans ion , gD . 
. J 

r elative to other countries . 

- r)gn~] 

Si mplifying by as sur.iing that income e l as tic i t i es of the de,nand for money are 

everY','1here unity(20), c.md that internatiorl8.l reserve r a tios are als o the 

l20) The assumption 0 1.' unitary income elastici t y of the demrrnd for money i s 
made ·to ease exposition of the result. In fac t , according to work 
done by i aiciler, :;~ . 2.nd Parki n , J . ;·.~ . in th e 1j . K. post-1945, the i ncome 
elnsticity of the a.mr:a.nd for money has procc:.bly been les s than 1. 
See 11 'J.1he :Je:mmd f or ;-.:oney i n the United Ki n6 c1.of.'l , 1955 - 1967 : Prel iminf'.ry 
.i~st. i m2. tes." EeJ?l'2.!~ted. j n II eac:.in,;s in " r:lti.s~1 :'onet:::.rv B~conon ic .s . 11 

(Clarendon lress , Oxford , 1972 . ) :2rl ited by Johnson, :: .r~. and . .'..ssociates 
pp 131 - 200. 
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same everywhere, 

+ 
_l ___ r (gD. 

r J 

which shows that the gTovrth rate- of a country 's reserves will, on these 

assumptions , tend to be faster than the world avera6e if its rea1 gro1'1th rate 

i s greater than the world "'vera,:?;e, and sl ower than t he 1,10rld aver age if its 

rate of credit expansion is gTeater than the world averaie , and vice versa. 
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C H APTER lV. 

1:~sTRmiENTS TO C01'1TROL J)OLESTIC CRED IT CRI,:P.'rIOn . 
mmmrnmmmr:1mmmmmnunm.'TI.mcUnmm1.run:nrum11D11nmrrim,lUllmrn.mrn11mmmmmmmmmmmmIBJnm,nmmmrnmmmm.11m1mrr.1mmmm,'nm.rnmmm 

r r-;•rRODUCTIOl~ . 

In this chapter the m2.nner in which the authorities have sought to control the 

cost and availability of credit is exmnined. 'l'he instruments will be classified 

under indirect controls, selective controls, direct controls , and· measures to 

i nfluence t he cost of credit . 'I'he classifica tion is often somewha t arbitrarily 

de termined as each section is not mutually exclusive , becau se efforts to affect 

the supply of credit will have an a ffect on the cost of credit, and conversely • 

. · Then follows a dis cussion of the i mpl ications of Government financine operations, 

and finally a section on developments in leeisl;1tion which affect the conduct 

of mone t a ry po licy. 

'l'he discu s s ion of each instrument will centre around whether it achieves its 

obj ect ive and the clet:,?'ee of d i stort ion it may c ause the normal c o'.'lpeti tive 

· fun ct ioninr;- of the economy, i !1 particular in the financiRl sector, 

attention will be focused on e i ther insid e or outs ide l ags (1) 

Little 

as· regards 

t he inside J ag it was noted i n Chapter 1 tha t it is usually shorter i n the 

case of monetary policy than with f iscal policy instruments ; and as so littl e 

i s known about the outside lag , specula tion in this r egard was considered 

fu tile . 

(1) The inside 1 22; is defined as the el apse of time b e h reen recognition of 
the need to ch2.n~;e s.n in s t2'.'l.1r1ent set tin.:_; rlDC. the 2ctual i mpl ement at ion 
o.f the ch;:;n:-;e . '.1.'he outside l ag i s t he :per iod of time between 
implementation of the policy chanr;e and its i ·11pa.c t on some specified 
variable . 
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Before proceeding to discu ss specific instruments of monetary policy, however, 

it is a.ppropriate to note here the authorities' views on 'appropriate' levels 

of in terest r ates , the impac t of these views on the general functioning of the 

economy , 8nd the constra ints t hey set on attempts to control the level of 

domestic credit creation . Thus in this rather lengthy introduction, the 

ramifications of interest rate policies will be explored in some detail. 

The Interest Rate Structure in South Africa: 

"Several t ypes of serious conflicts with other goals may arise from 
mone t ary policy actions t hat could help stabil ize econoElic activity. 
These issu es become especially i mportant in periods of tight money 
because losses in the market evaluat ion of wealth impose a welfare 
cost, becm1se rises in nominal i nteres t rates redistribute income, 
and because tight money has a sev ere impact on the share of output 
devo ted to homebuilding." (2) 

A central bank has certa in policy instruments under its control which it may 

us e to· influence mone t ary variables. In South J,.frica, the variable to which 

the mone t ary au t horities have attached most significance has been the interest 

rate structure. 

(2) 

(3) 

11 0f prinary i!:lport2.nc e in t h is ( s t 2.bil ization ) field are (1) government 
finance, (2) public debt manage;,1ent , (3) open- marke t operations, 
(4) cent:cal bank r edi scount and :cel;:,,ted policie::J and (5) bal ance of 
payments policies , i nc luding exchwge rate pol icy and both exchanf;e 
and i mport control. And it should be underlined that i n all five 
of these ~ubdivisions of policy a key role i s played by interest 
rates ." (3) 

Okun , A. :,: . "Fiscal-;:;:onetary Activism: Some J,.nalytica J. Issues. 11 

Brookinc:s 1::aners on }~cono:nic i-..ctivity . (l; 1972) p 130. 
})e Kock , G. "CrecU t Ceilings and Variable Casr1 TI.eserve and Liquidity 
Ile:i_uiren.:mt~ ." The Sou th h.frican Bnnker August, 1972 Vol 69 No 2 
P 139. 
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It was during 1952 that the Treasury approved of a proposal by the Reserve Bank 

to quote a pattern of rates for Government, municipal and public-utility 

securities. 'l'hese rates were to be maintained by official policy for as 

long as the existing conditions, under which they were established, continued. 

This step was undertaken to improve the attractiveness of this fixed-interest 

form of investment as , up until then, public bodies h ad experienced difficulties 

in raising capital because, it was felt, investors feared that they would suffer 

capital losses. Interest rates h ad , in f act , been rising and it was generally 

expected that they would continue to rise owing to the shortage of capital in 

Sou th Africa. From May, 1960 the q_uotation of rates of securities with 

maturities up to three years was discontinued in order to encourage market 

ac t ivity in these short-dated stocks. 

Because Government securities are, to a cert,1,in extent, substitutes for other 

type s of firnmci;:il assets, the prices of these two would tend to move together, 

The pattern of rates on Government securities and J3ank rates have been altered. 

a.s f irnmcial conditions ch2.nged but these small increases, generally, have 

fol l owed , sometimes after some delay, market conditions rather than encouraged 

a new structure of rates to suit the economy's condition. That is, the 

au thorities attach considerable importance to the relative stability of 

interest r a tes, ,md have not chane;ed interest rates to lea.d rather than follow 

marke t forces and thus become a potentially effective anti-cyclical variable, 

through its &ffects on the demand for ;:rnd supply of funds. 

The authorities' co:1.cern for interest rates, lower than could be attained in the 

ab sence of i n t eYven t ion durir,0 in f lationary periods,:10uld sees to stem from 

cons i der2-. lions o:f the interest burden of the !U'olic debt end the i r;Jplica tions 

for o ther borr owers, nota1)ly prospective ho:ne-owners P .. nd farmers . To resist 

u1r:m.rd pressures on intc!~·es t r 2tes, the aut':10ri t ies hc--ve cre2,ted a captive 

ID8rket t h r mJ_;h le,_;islcltion which r eo:uircs i nd.ivlduaJ.s and c ompaniec, , through 
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J.oan levies, and in particular financia l institutions by way of compulsory asset 

ratios to lend stipulated sums of money to the Government sector. In this way, 

the authorities have reduced the ir reliance on t axa tion, short-term financing 

and borrowing from a broad to finance Government expenditure. At times, deposit 

r a te controls have b een i mposed in an effort to prevent interest rates from 

rising. !1~oreover, direct controls on the ba,lance of payments in the form of 

exchange and i mport controls have enabled the South African interest r ate 

structure to be J.ess sensitive to forei r_r.n interest rate movements . 

Vlhile d i scuss ing attempts to control the level of nominal interest rates it is 

i mpor tant to r ealise the effect of cumulative price increases upon interest 

r ates, once pr i ce rises become expected. In the expectation of inflation, 

saverf1 wo·c1 ld den,and h i gher interest earnings , other thine s equal, while 

borrowers would be w.illinc to pay more . 'l'hese rea ctions wou1d force up· the 

l evel of nominal interest rates. This upward pressure on interest rates, 

however , wou l d be mitigated by the extent to which firms and. households 

economise on their cash balances. Through thi s r educ tion in cash balances 

t he d.enrmd for f imincial securities cou ld be increased, thus biddin& up their 

prices and so modera ting , to a 1imi t ed extent, the pressure on i nterest rates. 

Ano ther factor to be:o.r i n mind when considerin0 control of the interest rate 

structure i s the extent to v:hich ' grey market ' activities , that i s the borrowi ng 

and lending of funds between firms which does not involve intermediation by a 

fin 2nc i~.1 irn,ti tution , is likely to exert upward pressure on interest r a tes. 

Once credit ceilir:6 s had been imposed to cor,trol directly the amoun t of lending·. 

to the private sector , it is to be expected t hat 6rey market activities , and 

pre s'.rnre on interest rates, wot~ l d increase. 'I'he b::inks wou l d attempt to reta i n 

lar6 e deposits ry oiferin. __ ; hi__;i1er interest rates , for there is no &var antee 

t ba t the cor.1pan~r v,rn.i.c!l oo:rrov;red the mo;1ey in the 1:.;rey market exchan{Je would 

redepos it it a2;air1 v,j_th the sane bank wh i ch hnd "lost" t he funds. I'urthermor2, 
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v;rey market operations wou l d be extended in an envi:conment where there were 

large liQuid non-financial organisations, rui u nrealistic structure of interest 

rates, and, already r:1entioned, restra i nts on credit extension to the private 

sector . The a lloca tion of funds throu 0h gTey market operation s is likely to 

be less optimal than through unconstrained financial intermedia tion, as one 

expects that intermediaries would be able to lend a t lower prices via economies 

achieved t hrough special i sat ion and the pooling of risks. Where there were no 

credit restrictions, competition between financial intermediaries for new 

borrowers could lead these institutions to exercise greater c are in the choice 

of business operat ions they finance as t hey would be off ering funds a t 

competitive prices. Inter-company lending , however, may be concluded through 

inter-locking directorates, and thus o ther compani es , poss ibly young and 

enterprising , h;:tve no cha11ce to compete f or the funds. 

Al though interest ra tes do play an impor t ant role in the five subdivisions of 

ec_onomic policy Hhich Dr G. de Kock enumerated , the authorities I concern with 

t he stability of interes t rates has i mposed severe constra.ints on the ir ability 

to use effectively monetary measures to combat infla tion , to finance an ever-

. i ncreasing level of Government expenditure from non-infla tiom,_ry sources , Bnd 

t o utilize interest rates themselv es as an ant i-infl2tiona.ry mea,sure . 

'rhe first point , dealt with more fuEy belo,r in the secti on 11 Control of the 

Koney Supply" , is protably the most telling disadvant:::i.::.~e of a pre-occupation 

with interest rates, and thtc t is tha t the level of domest ic credit ,'.'ill ad just 

pa ssively to achieve desired interest rates. I'or example , should holders of 

Gover1T:1en t securities wish to become more liquid and sell their securities , the 

Reserve .:'.8nk vriJ.l buy these securities to prevent their price from f2"llinc,·• 

Thus the 1 io_uir.l i ty of the econony wil 1. be increased throu,:)1 this exch2nt_s·e of 

moGey for n fin2ncial asset . ~J i c:;her expectecl rr•tes of infl2.ti0n, ceteris 

pr>ribus , are li':cly to redcice de::1:-md for fixed interest see;uri ties; holders 
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of fixed interest securities may well wish to sell to avoid possible capital 

losses. In these circumstances, the money supply will expand rapidl y to 

mainta in 2..n interest rate structure. Not everyone is a monetarist, bu t given 

tha t inflation is present, a rapidly exp?,.,nding money stock is likely to aggravate 

the rise in prices and so place increasing pressure on nominaJ. in t eres t rates . 

It will thus become more and more difficult to maintain a comparativel y rigid 

i n terest rate structure. 

"The possible conflict between stable interest rates and stable 
prices and exch2n g e r a tes has also come to be recognised. 
Increases in the money supply designed to prevent an upvrn.rd movement 
in market interest rates stimulate the commodity and l~bour 
ma.rket of the system and lead, if capacity is fully engaged, to h i gher 
prices and w2.ges. The higher prices and costs in time tend to 
react back on the financial markets causing further pressure on 
interest r a t es , further expansions in the money supply and so on . 
Like exchRI1ge r a tes, i n terest r a tes have tended to become more 
flexible in the longer run in the pursuit of more stable prices." (4) 

Thus it would seem advis able for the authorities to alter their priori t i es to 

es tablishing , in the first instance, the size of the credit base a.~d t hen 

allowing rates of discount and other interest rates to adjust consequentially . 

- J~oving from the eeneral to tho more s·pecific, the ,rnthori ties h2"ve not heen 

able to pu rsue effective open-market oper a tions pP.,rtly owing to the effects· 

of a re l a tively i nflexib l e interest r a t e policy. 

" Open n 2.r ke t oper 2 tions h ave neither been employed to bring 2.bou t 
cheap r:1oney c onditions nor in a positively disinfl 2.tion~r y mE>nner , 
but h"ve been u sed mai nly to ensure orderly ad jus t ments and 
re2.sonabl e s t -'1.b ility i n the pa ttern of interes t r a tes in the light 
of t he pr ev:1ili11;; econowic conditions." (5) 

(4) Kantor , J3 . "General :El:}_ui1ibrium, Unemployment and Infla tion." An 
unpubli shed p2.per. 

(5) }wi de.ne e eiven by the Governor of t he SP.RB to the Commission on the 
'.,orkin,; of the ; ~onet,,ry Sys t en (R8.dc1iffc Co:!lmis s ion) in 1958, which 
a.ppeaxed in their l' r inc ipal ,,:emor anda of Evidence Vol 1 Part V 
p 287 , 
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Ad.mi tteclly the scope fo1· traditional open-market operations , dealt with below, 

bas been limited by the d.egTee of dev elopment of the secondary mctrket in 

Government secur.ities. But t he fact that this market has remained lacking in 

bread th, depth 2,11cl resilience is, to a certain ex tent, attributable to the fact 

that the authorities have been unwilling to pursue a flexible interest rate 

policy . 'l'here has, therefore, been no scope f or i ndividual speci2,lis t brokers, 

as dealinf,' s have been transrwted around t he 1 s tipu l ated ' pr.ices. '.I'o encourage 

deal i ngs in the mi'i:r-ket, deale:cs mus t be able to make profits and this requires 

fl exible interest r a tes. Certainl y open-market operations would incur expenses 

fo r t he authorit i e s , but this cost must be weighed up aga inst the "benefit of 

achieving e reater st8,bil i ty t hrough market forces. 

'.rhe difficulty i n 1'inancints Government expenditure from non-inflationary sources 

is dealt with belo\';. The final point to be d i s cussed under this heading is the 

us e of interest rates as an anti-inflatiomtry measure . There _are, broadly 

speakini; , two schools of thought on this issue. The one be i ng that higher 

r ates of i n terest, r a ther than restra inin5; demand and thus dmn1,en.~ns inflationary 

pres sures , would be pa s sed on i n the form of higher prices as a resu l t of the 

,increase in the cost structure of the economy . ':Phis view, h owever , should be 

ques tioned on the gr ounds that i ncrea sed. i n terest cha r ;;es , . or, for th2- t m2.tter , 

any incre2-s ed. costs , will '::le pa s sed on depend ing on 1.vhether producers feel 

t hat the level of cler:1:=md can su s tain these price increases. If demand is 

successfully curtai l ed , t he i n creased costs may well ha ve to 1,e absorb ed in 

i ncreased productivity or lovrer profits. 'l1h e other 2.rgument f ocuses attention 

on t he _effec t of high i nter est r a tes on stimula ting s a,vinb' i!1 preference to 

i ncre2-sing spend i ni?; 2n d i ncurr i n~ f irnrnci2.l obligg tion s . 

Professor C-oedbuys ( 6) ver y s t ron0 ly supports this 12 tte:c view. 1Ie con tends 

(6 )' Goed.'.1l:ys , ~ . .. , • " Has one b 0 ry :i=·olicy 1i'ai 1ccl ': n SLJ~ 1972 Vol 40 

PP 77 - 83 . 
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that rising interest r.a tes naturally fo llow cur.mlative price increases and, if 

they are Sl.lpplemented by other Lleflationary r:ieasures , help restore stability 

in the econor.1y. In fact , a rise in the level of interest r ates forms an 

integral part of anti-inflationary policies i mplicit in open-market operations , 

restrictive discounting and highGr liquid asset re~uirenents for the monetary 

banking sector. Lord Robbins (7) expressed the view that jus t as the movement 

in the prices of a l l other goods affected their conditions of demRnd and supply, 

so too would changes in loru1 markets have like effects on the demand and supply 

of funds . 

Control of Domestic Credit Cre2.tion: As has been indicated in Chapter 11, many 

econonists have c ome to consider control over domest i c credit creation to b e the 

sine qua non of stabilization _policies. In the United. St ates and the Uni tecl 

Kine-d om, for example, there has been the i ncreased t endency to regard mo·netary 

ag(:\Tegates as very import,mt for stabilization policy: 

"As m::iny of you will be aware, we in the United Kingdom have recently 
embarked on a ma jor change in our approach to monetary policy ••• we 
have increasin0ly shifted our emphasis towards the broader monetary 
agt;-:re2;ates to use the inelegant but 8pp2,rently unavoicla.ble term; 
the money supply under one or more of its many definit ions , for · 
example , or domes tic credit expansion . " (8) 

In South / .. fric;:i, , as ::'.r Kantor (9) h 2.s established, the monetary authori ties 

have no t utilised their ability to control the money base and so the reserves 

of the b2.nking system . (At that time the balance of paycnen-ts was largely 

controlled by i mport 2.nd exchan.::;e controls.) They were pre-occupied with 

(7) 

(8) 

Hobllins , L . " ·Che Ec ono, ist in the Twentieth Centur and Other Lectures 

(9) 

in Foli tic~l :.~co;·20r1y . 11 ( ,._2 c ., ill an, 1ondoD, 1971. 
:;overnor of the Bank of mgl211d . "Key Issues in J ronetary and Credit 
Policy ." "BoE .,uart2rly ?mlletin June, 1971 Vol 11 l·: o 2 
p 195 . 

·1~2n t or , 
Vol 36 

J . "The ~·~oney Su.pply arid the Inf'l2~tionary Process." 
pp 314 - 329. 

SJ\.JE 1968 
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maintaining a 'preferred 1 , though not fixed, structure of interes t rates, and 

so the high-powered money of the system f luctuated to accommodate t hi s 

obj ective . In August , 1970 it was announced that subsidi e s would be paid to 

deserving sectors, notably farmers , home-ovmers and exporters, to cover increases 

i n the cost of borrowing funds. (Bank rate had just been i ncreased and the 

f ina.nc ial institutions hG.d been released from t heir obligation to keep deposit 

rates below 7 per cent .) Kantor (10) expr essed t he hope that this move woul d_ 

i ndicate a major break-through for monetary policy, where attention could be 

paid to the level of domestic credit creation ancl where interest r a tes would 

be determined by market forces. 

Theore tically the South African mone t ary au thoriti es c an achieve control of the 

,hi gh-pow ered mon ey of the sys tern in the shor t-run thr.ough open-marke t operations . ( 11) 

I f the authorities should sell Government securities to the non-bank pr iva te 

sector , this would ultimately decrease the commercial banks ' deposits with the 

Reserve Bank , providing the proceeds of this sale were not spent by the 

Government sector. Assumin[; the banks nere not holding excess reserves, they 

would be forced to i mprove their liq_u'id i ty positions to comply with the cash 

and/ or 'li.1uid asset ' re(luiremen ts. 'rheir f irst 2.ction could well be to 

wi thdraVJ their c all money deposited with the discount houses. As t he discount 

houses will have employed these funds in some m2n11er , they , in turn, will be 

forced ei t her to borro\7 fro.:n the Reser·ve :Bank or sell some of t heir assets. 

If they decide to sell some of their 2.ssets , this will a.gain l ead to a reduction 

(10) Kan tor , :) . "'1'he j_;volution of Lonetary Policy i n South /;,frica." 
SA,n 19'(1 Vol 39 pp t;_ 2 - 72. 

(11 ) Accordin0· to t he monetary theory of the bal2nce of payments , as set out 
by Profess or Johnson, the money supply i 11 the long-run will adjust to 
satisfy the domestic den2nd for mon ey . 

'11he analys is follo':.',: tl1at of ;.:ewlyn, 
(Clarendon rress , Oxford , 19'/l.) 

'' r., .~ • l • " The ory of Eoney. " 



in the commercial banks ' deposits with the cen tral bank. As before, the banks 

will be required to ad just their asset portfolios, but to a lesser extent. 

And so the process would continue until the level of reserves held could 

support the level of deposits. The proces s of adjustment, fol l owing the 

sterilisation of funds through open-market operations, does not h ave to involve 

only the discount houses. In practice the commercial banks will h ave some 

desired spectrum of assets, i.e. where they are not cons trained in their choice 

of assets, and t hey can effect the necessarf adjus t men t to the level of reserves 

by selling any type of asset. 

contraction of deposits. 

11he result, however, would still be a multiple 

Al ternatively , to enable the discount house s to meet their obligations, the 

Reserve Bank .could discount cer tain elig ible assets, or loan money to them in 

its capacity of ' lender-of-last-resort'. The cha r g e on these loans may be 

greater than the marginal return on the discount houses ' portfolios thus 

i nducing them to sell these assets to repay the loans. ·The end result will 

be the same as if the discount houses h ad sold some assets in the first instance 

i nstead of ' goinG into' the central bank. 

to affect their price . 

r.rhis sale of assets vrould be likely 

Should the Reserve Bank accommodate the discount hons es a t a non-penal rate there 

would be no call for the::n to reduce their indebtedness to the I-lank . If one 
r, 

looks a t Table ·7 in the ap:penc:.i..x to this chapter , one is inclined to agree 

·with Kcmtor ' s (12) conclusion tha t the discount market has made use of the 

Reserve :B ank as a s ource of fun ds for long stretches of time , and this would 

seem to i mply th~t the discount/lending r ates were not penal r ates, sufficiently 

high 2bove mc1 rket r a tes, t o r edu ce t heir more or less permanent reliance on 

Reserve B2nk credit. The role of the i:fational Finance Corpora tion as the 

(12) Kantor , B. '"l'he Honey Supply and the Inflationary Pr ocess . n op cit. 



side-door of the Reserve Bank has been importan t in this connection. 

As noted above , should the Reserve Bank stand behind the discount market at non­

penal rates, a multiple reduction of deposits would not take place, and thus 

the objective behind the open-market sales would be defeated . To unders t and 

why the authorities mie-ht pursue this self-defeating course of action, it is 

nec essary to note the importance the au thorities a ttach to the interest rate 

structure, which was discussed above, and to note the official view tha t any 

refusal on the Bank ' s part to monetise liquid assets , recognised as such in 

the Il anks Act, "or any real discouragement to such transact ions throue;h penalty 

rates, would so reduce the status of the credit instruments concerned that the 

Bank would in future probably be forced to create much lart3'er amounts of credit 

directly for the Land J3;mk , and i f wider use were made of c ash reserve re~1uirements , 

perhaps even also directly f or the ,:;overnment . It could also , of course , have 

impl ica tions for the market in b3nkers ' acceptances and trade bills. 

Excessive use of variable cash reserve re·:.i_uirements could furthermore tend to 

raise interest rates, which · r~icshi not a l ways be desirable or acceptable to 

the Government." (13) Furthermore, the discount houses are useful to the 

Res erve Bank in its debt management role as they are t he pillars of the short-

term money market. 'l'he Bank would, therefore, be reluctant to redl1ce the 

discount houses' volume of busines s by reducing their discounting privileges. 

Conclus ion: S:nterest rate s do de f initely pl2y an important role in cletermininc , 

if not t he level , then the direction of economic activity. The benefits of 

fr eein~ i n t er es t rates would seem to outweigh the negative considerations of the 

likely i ncreased interes t bu r den on the national debt, particularly in the 

short-run , of flue tu a tin;- capital values of financial assets , and of the 

(13) Ile Kock , G. 
=:e.1.uirements. 11 

p 136 . 

" Cred i "t Ceilin0·s and Var i able C2 s h }~es erve Pvn d Li:iuidi ty 
'l'ho Sou t h !.frican _:;an:rnr l"ugust, 1972 ·101 69 i:o 2 



political and social req_uirements which, in fact, could be and have been 

ca tered for through the implementation of subsidies paid directly to 

'deserving' borrowers 

of providing subsidies. 

interest rate controls are really roundabout methods 

Furthermore, once reasonable stability in prices 

becomes expected, the structure of nominal interest rates is likely to fall. 

The Franzsen Commission recommended that the practice of quoting a pattern of 

r ate s for Government securitie s be abandoned. This would mean that the 

Treasury would have to take greater heed of mark~t conditions when borrowing 

money. In the United Kingdom, the move in this direction was announced 

during 1971 when their authorities stated their intention to allow greater 

f reedom for prices to move according to market forces in the gilt-edged 

market, and thus hoped to stimulate private institutions to make a better market 

i n gilt-edged, securities. , That is, they wished to a llow the price mechanism 

to alloca te credit, and once equilibrium was achieved in the loan market, 

. t hey hope d. to pursue the objective of stable prices with more success through 

giving a higher pr iority to the control of domestic credit. As noted in 

Chap t er 11, their monetary aggr egates were out of control, partly owing to , 

excess ive .government :t'e<J.uirements, fixed excha..1"1ge rat es and ,then the transition 

to a 'dirty' flo a t. 
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SPECIFIC I NSTRUJ,l~-:lJ'l'S CF CREIH'l' CCNTROL. 

General Controls. 

,J 

Open-11arket Operations: Open-market operations involve the buying and selling 

of Government securities to influence the money supply and liquidity of the 

system. If the Reserve Bank were to buy Government stock from the private 

non-banking sector, this would increase their cash holdings and subsequently 

i ncreas e the cash reserves of the banking sector with obvious repercussions 

on their ability to ' manufacture ' credit. Should the. purchase of securities 

b_e transacted with financial institutions this would directly augment their 

cash reserves. If long-term Governmen t securities were e xchanged for cash, 

the impact on liquidity would be even greater than if the sale involved short-

t erm stock. ( This aspec't will be covered more fully under debt management 

policy.) 'l'he authorities could pursue a ti6·ht monetary policy via open-

marke t sales of Governmen t securities . 'l'his would. aff ect the financial 

environment in a similar, but opposite, direction to that desc..rioed a1) ove. 

Traditional open- r:iarket operations have not been fully utilised in South Africa. 

The Franzs en Commission felt this state of affairs to be "a serious shortcoming 

i n the existing ins t ruments of monetary control." (14) This view is he2-rtily 

endorsed a.s open-market operat ions can be speedily employed, they are effective 

in tha t they i mply mininc,.1 distortions to the normal operation of market forces 

and thus finnncial i nstitutions wou ld not be cont inuousJ.y seeki ng to by- pass 

this control . 

(1~) li'ramrnen Co"n-1ission ( Third 1-::eport) parae,'raph 674 . 



'l'his shortcomin.; in the array of monetary controls stems from a number of f actors, 

probably the most i mportant being t he authorities ' concern for the relative 

stability in the struc~1re of i n terest rates . The act of pursuing- op en- marke t 

operations to any significant degree implies the acceptance of a flexible 

interest rate pattern - institutions and individuals must be induced to buy 

and sell by attractive prices. Bes ides any feelin6 s as to the appropriateness 

of certain levels of interest rates, the presence of fluctuatin 0 · interest rates 

would complicate the firnincing operations of the Government . Yurthermore, the 

Reserve Il ank did not possess a large portfolio of Governmen t stocks - it was 

only in 1 961 that the Reserve Bank Act was amended to allow the Bank to purchase 

an unlimited amount of Government securities from persons other than the 

Treasury (15). Since then, however, inflationary pressures have prevented 

t he J1ank from utili s ing this amendment to any de6ree. The success of open-

marke t operations depends on the interest shown by the priva te sector , individuals 

and ins titutions, in the secondary market· for Government p2,per ( Tre2.sury bills 

and G.overnment securities) . 'rhis m2..rket, however, par ticularly for the 

lonc;er-term assets, is not well - develop ed in ~5 ou th Africa. 3ut, as mentioned 

above, the developmen t of this market has been hampered by the authorities' 

interest r a te pol icy as there ha s been little incentive for specialis t brokers 

t o operate in t his sphere . 

Lo::ms for St abil izat ion Purposes : In terms of section 3 of the General L◊-2.ns 

Act of 1961 , the r_1re:,sury was per:ni tted to borrow in e):cess of the amount 

r equired to finnrice Government expenditure which had been author i sed by 

Parli2.men t ( t akine due co~n isanc e of the credit balance on Loim Account .) 

' excess ' b~rrowinc was not , however, to exceed R60 mill ion. 

(15) In 1969 the ~cserve .. 8.nk w;:~s au tr1orised to i ss,1e its OYTI s tock of 
net;oti2.·01e ins tru:nen ts . 

This 
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Owing to this limitation, the Treasury was not able to reduce li~u idity to 

desired levels during the early sixties. As a result, the Reserve Bank had to 

use its portfolio of Goverffnent stock to control money m2,rket conditions. As 

noted above , the Heserve Bank's portfolio of Government stock was not 18-rge 

enough to permit the pursuit of effective open-mo..rket opera tions and thus the 

Government 's borrowin~ powers were extended in 1961i. The •rreasury is now 

authorised to borrov, any amount deemed necessa,ry by the Einister of Finance, 

in consultation with the Reserve Bank , to achieve the desired monetary 

conditions . This extra amount may be borrowed provided that it is sterilised 

i n the Stabil ization Account with the Reserve Bank. Should the need arise and 

mone tary conditions permit, the bal?nce on the Stabilization Account may be 

t ransferred to the Loan Account upon the authority of Parliament. 

Sinc e 1965, use h as been made of the so-called 'Tap Treasury Bills ' to remove 

exces s liQuidity. 

In summary then, the full potential of open- market operations has not yet been 

exploited in Sou th Africa partly owing to the degree of organisation and 

sophistication in financial marke ts and partly owini,' to views over appropriate 

i nterest-rate nolicies. '.rhe South African au thorities have , therefore, 

adopted new methods of re6-u l at i n_; the availa.bili ty of credit. 

Cash Eeserves : The comf'lercial banks have been re,tuired to maintain cash 

r eserves with t he Heserve Bank since 1921. l~s fro:n 1965 all :monefa,ry banking 

institutions (16) hr1-ve been re :1uired to '. t0ld some percentage of their liabilities 

in the form of c ash reserves with the Reserve B?.nk . It was only i n 1968 that 

supplementary cash re,1u ire;71ents were applied to the monetary bank s as a special 

(16) Ex:ceptin::; the l ost Gff ic e S2,vings ~: m'.2:: , the Reserve ;lank, the Industri2.l 
Developmen t Corporation , the Publ ic :Deb t Comr·,issions, t he Yl,C and the 
buildinJ societies . 



monetary measure they were instituted by virtue of powers conferred upon 

the :3;rnk in t erms of a Government proclamation i ssued in 1967. 

11 A further step to prevent an undue easing of the money m2-rket was 
taken towards the end of April, when the Reserve I3 ank instructed al l 
monetary banks to maintain with it from the end of I.~ay not only the 
normal reserve ba.lance equal to 8 per cent of their short-term 
liabili tes to the public but also (1) an a.ddi tional bal<'u1ce equal 
to 12 per cent of the increase in these l i abil i ties after the end 
of }-larch 19()8 and (2) special deposits with the i~a tional Finance 
Corporation ec1ual to 20 per cent of this measu:r:e ." (17) 

And as from l s t 1\0Vember, 1972, the authorit i es were able to employ variable 

cash reserves in conjunction with variable liqu id asset requirements in their 

a:ttempts to control the l evel of domestic credit. 

A few points, concerning the use of variable reserve requirements, demand attention 

and are mentioned below . In the first instance b anks were required to hold 

r eserves even if it were not necessary for them to do so to safeguard their 

own lic1uidi ty. Compulsory .reserves above a bank's liquidity req_uirements are, 

in effec t, a tc1.x on financial institutions as they coc1ld employ these funds 

i n more profitable outlets. Secondly, the JT1onetary authorities frequently 

decide on reserve rcql,irements in the lic;-ht of the banks ' holding·s of 'excess 

liq_uid assets ' that is, they view these holdings as an indicator of the 

credi t-creating C8pacity of banks. It must be reRlised, however, that this 

excess J.iquidi ty rni.;ht 'oe voluntarily held, the banks ' precautionary bali=mces 

may be 0 -reater t h'l.n the stipulated require1rients . It is interesting to note 

the feelinc;s of the liunt Co:nmission (18) in respect of reserve req_uire;:1ents: 

(17) 
(18) 

Sl\.:(j ~'l,u~YterJ v ~.;ulletin June, 1968 \ o 88 p 13. 
:Iunt Co~ni.ssion. '"·'be Per'ort of the ?:resident ' s CoY1L,1ission on }1in2ncial 
;3truct11re -~ He c1l2tion, 11 (;_: . 0. Governnent .i:-rinting Office , ,{ashington, 
l:;71.) lieresfter referred to as the 1-iunt Corimission. 
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11 the importance of required reserves has been seen in their role in 
imple:nenting monetary policy. Given the a5·greza te of reserves in 
the syste'n., incre:1ses in the level of :cequired reserves restrict hank 
lend.ing and t :1e :::>mount of deposits banks C8.Il create. Reductions in 
reserve requirements produce less restrictive monetary policy. 'l'he 
Federal Reserve, at its discretion, can have the s2.xne effec t s on bank 
reserves by purchases and sales of g overnment obligations . 
Purchases permj_ t monetary expansion ; sales ( or run-offs of maturing 
issues held by the central bank) force contraction of the money 
supply. :Sven wi thon t req_uired reserves, these effects would occur 
from sales and purchases by the centr2,l bank. So long as a reasonabl y 
stable proportion of deposits a.re held by banks for clearing and 
tr an sac tions purposes , reserve require 0nents are unnecessary for open 
market operations to control the monetary base effectively . ( page 66 ) 

• •• In certain cyclical conuitions the Commission believes 
discretiom1ry powers for the Board of '}overnors of the }'edei·al 
Reserve System are useful. but it also a 6rees tha t gradual reduc tions 
in the level of reserve requirement s is the appropriate pol i cy to 
pursue." (pa--=;e 68) 

Tull agreement is -accorded with these v iews . Open-market operations wi th the 

·oack door of the central bank closed (that is , impl ying accommodation a t 

restrictive penal rates ) , makes the use of cash reserves a superfluous instrument 

desic:,ned to control crccli t e',:tension a.ssumin0 that the banks hol d a reasonably 

stable proportion of reserves to liabilities . 

Variable i,iquid Asset Requirements : Lccording to Dr n.H. de Kock, former 

governor of the 1:eserve Ba.n\ , v2...riable reserve require;nents, in effect var i able 

li.iuid asset re.~uircr:-ients, were adopted in Sou th Africa in 1956 to supplement 

t he open-max-ket opero.tions, limited lJy nrirket sophistication, and to reinforce 

moral su,.sion exerted on the b2.nking system. He stated the advantages of this 

method of control to be : 

11 firstly, it is a nethocl v,hich has a direct and i r..:mecliate inpa.ct upon 
the lending cc1p2city of the comnercic1.l banks and c;m, for exa:nple , be 
used pro-1:ptly to co,mteract the efr'ect thereon of a suclcien and substa.."'1ti2,l 
inflow of forei._,n capi tCJ.l or of sn unavoid.R.h1e creation of central 
bank cre6 it rcsul tin.:; f1.·oo open-!:12-r:ket operations or direct 
subscriptior.s to p11'olic lo-'mS or in other v·ays; secondly, it Ccm be 
apyilie<.l in ::,rry country v1hether it hDs 1;ro~d 2.nd n.ctive fina.r.cial 
markets 01: not , 2nd it lcnc1.s i tsclf to nodj f:i.c2.tio:1s and acle,pt.2.tions 
to suit different circumst0 ~ces of different cou~tries at different 
tir.ies; and birdly , it is c2pable of achievin1; a ..__,rea t ciea.l in tne 
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desired direction without frequent or severe changes in interest 
rates." (19) 

Furthermore , with stipulated uin i mum liquid asset ratios, should banks 

decrease their ·1 excess' liquidity through increased lending operations, the 

c entral bank would have a better idea of the banks ' course of action as they 

approached the liquidity constr2-ints, than if there were no re'!.uired asse t 

r a tios. 

I n the Ban.ks Act of 1965 variable liquid asset requirements were established 

as the core of monetary control measures. It soon became apparent, however, 

t hat even increasing the asset r a tios up to their legal maxima would not have 

t he de s ired effect on the banks' lending operations to the private sector , 

end crec'li t ceiUngs were imposed toward the end, of 1965. 

The authorities h8.ve a ttributed the failure of this monetary control variable 

to curb credit extensions to the private sector to many factors. These 

f actors are mentioned .below. Eut the fundamental factor, emphasised by 

' Newlyn end Kant or (20), is that if you do not control the supply, of cash ( see 

"Control of the lr-oney Supply" above ) which is also a liqu id asset, then there 

i s not much th c1, t vari a tions in liQuid asset requirements cc1n do for you. Other 

factors that do a dd to the explrnation of the f2.ilure of this instrument are 

as fol lows : the c1uthorities did not control the supply of assets that r,mkea. 

as "liquid assets 11 (defined lciter in this chapter), nor could they control the 

(19) 

(2 0) 

De Kock , ~,; .H. "'fi1e Present Status of :ifonet,1ry Policy • 11 S\J~ 1957 
Vol 25 p 165. 
!Jcwlyn, ·;r.T. op cit pp 192 - 201; Kontor , .E. 11 ':'he Honey Supply 
211d 'ihe Infl2i,ion2,ry Frocess . 11 op c:Lt pp 314 - 329. 
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share goin,,; to financial institutions. When the minima requirements were 

r a ised, they were frequently met by increased crecH t extended to the public 

sector . And. if, for exa1'1ple, a bank purchased '2-'reasury bills to au.:;ment its 

supply of "liquid assets", and the Government spent the proceeds of that sale, 

this would lead to 2..n expansion of deposits in exactly the same vray as if the 

bank had extended credit to the private sector; the Fra_nzsen Conmission made 

a telling point by advocating that the legislator should be more cl ear as to 

what he wished to achieve ti:1rou6h stipulating liquid asse t ratios; 

"In the presen t }3anks Act (1965) chanc es in the liqu id asset 
rec1u irements a.re the measures employee'!. f or purposes of Bonetary control 
because the requirements in connection with c ash reserves are una lterable 
at present . It has also been f ound i n practice tha t certain borrowers 
in the private sector wished to have their securities declared as 
liquid 2.ssets because t h i s wou ld enable them to borrow at lower r a tes 
of in teres t i n t he money market . If liquid asse t requiremen ts are 
to serve'as ;:in effective pol i cy me"sure , h owever, then other aims 
shou ld be partly or nholly set a s ide . 11 (21) 

and fi,mi lly it was felt that, owing to the sta te of liquidity, t he commercia l 

banks could easily comply with the new rec1uirements. 

'l'he authorities hav e not controlled the supply of c ash, and thus liq_uid asset 

r eq_uirernen ts could not }1ave been a sufficien t condition f or mone t ary c ontrol. 

:; or a re they necess2,ry i f open-market operat ions or v ariable cash reserves are 

effectively employed. I urther:nore , they h2.ve nec;ative side-effects worth 

no tin5. In tM, first instance , lare;e amounts of money have been tied up in 

these lL1uid assets and , a s these assets represent p,irticular types of lending , 

th is does have import:mt i mplications for the development or' new instrumen t s of 

finance ond_, for t hat matter , of financial m2.rkets . Secondly, in so far as 

the re-pired reserve holdinbs a.r e greater th,m th2,t v;h ich a bank vrould keep 

(21) }rr:nzsen Connission ('l'hird Report) par2,graph 608 . 



Voluntarily, this would affect the profitability of its operations as the bank 

would be required to invest that added portion of its funds in low interest­

bearing assets. 

T'ne Bank of Engl2..nd experienced similar difficulties in relying on liquid asset 

r equirements to control credit extension and also transferred their attenti on 

to direct controls over credit to the private sector, rather than restrict the 

t otal volume of credit at its source. As has been noted, the British monetary 

authorities have recently changed their tactics and intend allowing greater 

f r eedom to interest ra.te movements, promoting competition within the financial 

sector, and giving greater attention to movements in the monetary aggregates . 

Recent amendments t o the Banks Act in South Africa, effective from the 

1st November, 1972, made provision for the continued and more stringent use 

of variable reserve requirements. Thus it seems that existing methods of 

monetary control will be maintained and, therefore, little further success C8n -

be expected from liquid asset ratios in the absence of effective control of 

the cash base. 

Moral Su c1 sion: In the fifties moral suasion did not always produce a 

satisf 2ctory result, despite the fa.ct that the bank.i.ng scene was dominated by 

f our commerci al banks. Since the sixties, moral suasion , as f ar as the 

authorities a.re concerned , h2s become incre2.singly difficult to e~nploy 

successfully 2.s the financial scene has changed considerably. There are now 

many more b ::mkers to persuade to toe the line and thus moral suasion has not 

been required to perform a crucial role in monetary policy. Banks have, 

however, frequently been requested to curtail credit extended to certain 

borrower s , for example, to sp eculators and i mporters, or for non-essential 

:purpor;es . '11he effec tive:r. eos of these measures is doubtful 2.s the implement2.tion 
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of selective credit control is gener;:;_lly inefficient and , in any event, these 

directives are not legally enforcible. 

Selective Controls. 

Selective controls m2.y be divided up into measures t ak en to restrict credit 

for certain transactions, for example, the importa tion of consumer goods or 

hire-purchase sales, and those policies employed to encourage and safeguard 

t he financing of certain favoured activities such as farming or exporting. 

"Such selective controls have come to be adopted not only because , 
in some countries, there is little or no scope for op en-market and 
funding operations or for an effective discount-rate policy, but also . 
because the methods of general credit control operate primarily on 
the aggregate demand for Rnd supply of credit and cannot , therefore, 

. ensure an appropriate distribution of the aV8,ilable credit between 
essential and non-essential activities." (22) 

Elcc luding consideration of hire-purchase controls, which is dea.l t with below, 

there are many instances where the authorities csUide the allocation of credit. 

Th e pressures exerted on the b811ks to curtail credit to i mpo rters c1.nd speculcttors 

hav e been commented upon. It remains to review other methods which have been 

employed to channel credit in the direction the authorities deem desirable,. for 

ex2mple: concessions in respect of the credit ceiling were granted to permit 

easier access to funds, in particular, for small businesses and farmers; and 

i n defining I lie;_uid assets' the authorities encourR,0ed certain forms of lending 

operations to ensure favoured borrowers a relatively cheap source of funds. 

This redirection of crecli t flows is unlikely to h;:tve exerted any significant 

(2 2 ) De Kock, n.H. op cit p 166. 
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affect on the stability of the economy . 

allocation of resources. 

They were employed to chanc e the 

Hire-purchase Controls: During the fifties the Reserve 13rmk was able to 

control the credit extended for hire-purchase transac tions through its control 

of the four major commercial banks from whom the hire-purchase ins titutions 

obtained their funds. This fo rm of credit control becar:1e proi;ressively more 

difficult as t he c om.inerc i a l b anks themselves diversified into financing 

hire-purchase transactions, and the hire-purcha se institution s became deposit­

r eceivi nt; institutions. 

To use hire-purchase controls as an anti-inflationary measure, one must presume 

tha t the level of savings will be increased , tha t i s, frustrated buyers will 

no t turn to other goods, and the funds normally used to finance these transactions 

wil l not be employed in some other way. '11he Sou th African authority , the 

Minister of Economic Affairs , has had basically no experience in judg i ng the 

i mpact of c1djustments to hire-purchase regulations as it was only early in the 

seventies that hire-purchase controls were tightened and l a ter rel axed in 

· certain respects. 110th actions seem to h ::.ive been rather arbitrarily determined . 

It is fe 2.sible to look to evidence in the Uni t ed Kingdom , where hire-purchase 

controls h ave been more frequently employed as sta.bilization measures , to see 

what i mp:: cts can be expected . 

'rh e views here are 12,r e;ely summarised from the Radcliffe Report (paragraph 466) 

and f rom Fr Bel in ( 23). When hire-purchase controls ::?'.'e t i ghtened , usually 

the minirmm down-payment is increa.sed and the m2xir.mm repoyment period is 

(23) ;.;-,in , A. D. '"I'h e Control of th o ,otcnoy Suuuly. 11 ( C. Nicholls & Co Ltd , 
:·2nchester, 1971.) 
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shortened. 'l1he former is likely to decrease demand as more must be saved 

lJefore the consumer can acquire the good s . The initial impact may be substantial 

in that sector, bu t as more is saved so the effect will wear off. Similarly , 

if the repayment period is decreased consumers may postpone their purchase 

until they can afford the instalments, or they will buy cheaper or fewer goods. 

J.3ecause the repayment period is shorter, the purchasers may be able to re-enter 

the market soone:c. In summary then, despite the fact that the desired effect 

on saving is not assured, as many, frustrated in their attempts to buy 

consumer durables, may purchase other commodities, there would seem likely to 

be some favourabl e i ·:ipact on saving in the short-run. , The ad.vantages of ac ting 

q-qickly and being useful reflationary measures have also been attributed ·to this 

form of credit control. 

'.i'he major disadvantage associated with this measure is that its impact falls on 

certain narrow sectors. The whole need for this measure. in the package of 

stabiJ.iza tion meas,lres sterns solely fro;n the authorities ' ina.biJ. i ty to control 

t he general level of de iriand . The dislocations caused to the vci,rious 'qhosen' 

sectors me,y be permanent their long ran6 e pl,mning is rendered inaccurate 

and the chani.;e i n sales volume may lead to increasin0 unit C'osts. The tigntening 

of hire-purchase ree;u l at ions is also likely to discrimin2.te aEsainst lower income 

·oorro·•rers who have few financi2.l assets and are, therefore, in a 

poor position to borrow in other ways_. A further point to oe considered is 

t ha t households g·enerally use hire-purci1.ase faci l ities to buy consumer 

'l'hese durables may be of a l.:i,bour-saving nature and thus improve 

the qu3,lity of the household. 's existence. 



Direct/Specifi c Control s . 

Direct controls are, A,s the name i mplies , controls that disregard narket forces 

and stipulate that some variable may not be above or below a prescribed value . 

In the short-run, there are the inevi fa,ble distortions in the al l ocation of 

resources, and inefficiencies arising f r om these control s . In the l onger- run ; 

t he distortiono are still present and man i fest thenselves in the manner i n 

which these controls tend to be by-passed. General c ontrols , on t he other 

hand, seek to achieve their objectives , as do any forms of control , through 

intervention i n the normal operation of the economy , bu t in a m;:,..nner wh i ch uses 

marke t forces to attain their goals. There is t hus a general presump t ion in 

f 2vour of general controls as opposed to either direct or selec tive control s . 

Credit Ceilin:~-s: Since ~.:arch, 1965 the authorities have supplenentecl the 

powers , which accrued to them under the Banks J.,,ct of 1965, b;y the use of d i rect 

i nstructions to the b,mkin;_; sector. •rhe most iT'lportant ·type of direct instruction 

t o the b enks took the form of cred:L t ceilings. 

with below . ) 

(Deposit rate control is dealt 

'11he ceil in~· wc1s first ins ti tu t ed ir: October , 1965 when the 2.1.1 thori ties requested 

t he monetary banl<:ing institutions to restrict, as f::om the 31st .~arch , 1966 , 

their discounts ru1d advar'ces to the private sector , excluding the lP.nd Be,nk , t o 

·. ' 
t he level of such creui t on the 31st r:arch, 1965. 'l'he liquidity prevalent in 

t he economy , p,,rt1y expl2.i ned. by infJ.ows of foreign c2.pi t2,l and the resort to 

i nfl:-ition::i.17 sources of fincince by the Goven~r1ent sector, hP.d rendered the 

exis tin~ nethods of crP.dit control, the most important being l i quid asset 

re 1uirsrFn t s , rel CJ,tivP.ly i1,1potent. In any event, as h8.s been sue.:;ested , liquid 

as se t requiremen ts are neither a sufficient nor a necessary condition for 
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'J'he level of the ceiling has oeen altered and it was extended to cover certain 

investments in the private sector. This extension does illustrate the point 

tha t direct controls do tend to be side-stepped. ; non-monetary banks were 

placed under credit ceilings in Au6rust, 1970 . Despite the fact that the 

authorities had frequently expressed the view that they regarded the ceilings 

as a temporc1ry but necessary measure , the ceiling form of credit control was 

only resc inded as from the 1st ~,Tovember, 1972. 

TABLE 3. 

Monetary Banking Sector 's 

(R millions) 

Year-end ' Claims on the % Increase Credit to the % Increase. 
I 
I 

fiGures I Pr i V2v te Sec tor Governmen t Sector 
I 
I' 
I 
I 
I 

1965 I 2 105,7 701,3 I 
I 

1966 I 2 2L9, 8 4,9 977 ,6 39,4 t 

1967 2 484 ,4 12,4 991,8 1,5 

1968 2 765,0 11,3 1 134,9 14,4 

1969 3 252,6 17,6 1 199,1 5,7 

1970 3 614,2 11,1 1 254 ,6 4,6 

1971 3 858,1 6,7 1 341,0 6,9 

1972 Oct. 4 114, 4 6 , 6 1 649,s 23,0 

Source : SAKS 7uarterly ';ulle tin June, 1973 Xo 108. 

As m2,y be readily seen from Table 3, t he r.1onetary ba,nking sector's cL:iims on 
.. 

the pr i vate sector were cert~inly not held static. The r r 2nz sen Con~ission 

attributes these ir:creases to the lenient m211ner in w:1ich the ceilings vrere 

inoleI:1ented (paro. 597) , b11t it is possible that t}1e ceilin5's were not as 

effective as they were intended to be. Fron December , 196 5 throuc;h to 

Gctoucr, 197? cln Lis on the private sector incre[tsed by some 95 per cent. 



It is interestinG to note, particularly since the ceilings were imposed to 

contai n credit to t he private sector , th2, t through the same time period as 

above , credit to the Government sector increased by 135 per cent. It would 

appear 9 therefore, that credit ceiling s were not successful as an anti­

infl a tionary instrument and that funds were re-directed to the publ ic sector. 

I n fact Kan tor has expressed the view that the "prime purpose of nonetary :volicy 

i n So·1th Africa especia lly since t he 1965 Bank and Building Society Act, and the 

amendments to other acts rela ting to Insurance Companies and Pens ion :Funds has 

been to direct the plan of savings to approved borrowers . By which one means 

of course towards t he Central Government, the Public Co~porations, the Land 

BR,!lk , the Local Au thorities and by no means least the Iluilding Socie ties." (24) 

A credit ceiling do es , however, have the merit of limiting credit exp~nsion at 

one of its m:1,in sources , at leas t temporarily. It might well have a leg itimate 

place amongs t monefa.ry measures if it is employed occasionally and for a. short 

t ime period, when other more g eneral instr uments of control n i Ght cause interest 

r ates to fluctu ,1te to poli tic8lly unac c eptabl e l evels . The PT2nzsen Commission 

did, in fact, r ecommend 11 tha t the bankinB' l egis lation should be amended by the 

i nsertion of a section GT~'ntin_; the Tieserve :Em1k t he power t o issue credit 

direct ives to ba,nkin,:,; ins ti tu tions 2nd 2.lso to L:iy down pen2.l ties when its 

directives P.re not compl ied with ." (25) 

The Governor of the J-Jcmk of :Sngland expressed his views as follows: 

"1'he ::i.dv2nt?ges of ceilin<c; controls a re clear cnouz;h . 'fhey are 
uneo.uivocal, uoth for t 11e oanks ,md their custoqers; the i:c coverace 
c2n be extended in equity to competing financial ins titutions; and 
they work quick1y. '1ut their drawbacks 2.re no less obvious , notably 

(24) JC=tntor , r, . A cor:ment on .A . B. Dickm,cm ' s paper " 'l'he 1'in2ncing of Industri2.l 
J)evelopnent in South Afr.ica .n when i t \':as presented to the Lienni2l 
Conference of tne 1:;cono:;iic Society of S.L i n (ctober , 1973 . 

(25) r2,2-::i.zsen Corn:nission ('rh.ird Report) pa.r2.,:;raph 599 . (italics in the 
orit;in2.l.) 
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in checking competition and innovation within the banking sector and 
encouraging the diversion of credit flows through other sectors." (26) 

'l'he drawbacks of credit ceilings deserve special mention particularly as the 

recent trend in monetary policy i n both Britain and the United States has been 

t o encourage monetary mana,gement that will allow financial institutions to 

evolve and ad2,pt efficiently to cope better with tomorrow's needs . 

t o be considered before placine a ceiling on credit are as follows: 

ractors 

(i) 'fhey are undoubtedly damaging to the competitive strength of the 

bankin~ industry. The efficient have been prevented from growing 

and the less efficient have been aided to maintain the level of 

their business . 

(ii) They encoura.;e the diversification of the banking industry which 

obviously will affect the velocity of circulation of money . This 

artificial spur to div;ersify F,,;,y imply that funds are not being mos t 

efficiently utilised . If the d.iversification of the banking 

industry is not deened d.esira'ole , then a si tu;:ition of controls 

breeding more controls is easily envisaged. 

(iii) Concessions were announced to vc1rious sectors , for example exporters, 

(26) 

to emmre the:n 2n ade~uFL te supply of funds. This naturally reduces 

the effectiveness of the ceilin~ to control credit expansion. 

Sh::,ulcl young and dynamic fir'.'18 not receive concessions they m2,y well 

be penalised vis-a-vis the more establisl1ed lar.~·er comp211ies wr..ose 

rate of growth is relRtively slower. Svidence stemn•ing from the 

work of r·s J. 2~attrass (27), however, indic 2,tes that the indirect 

Governor of the ' ;2nk of D'nc;l ,.,nd . 11 ::oneti'Lry : .anci._;enent in the t;"ni ted 
: arch , 1971 Vol 11 r;o 1 p 41. Kincdo:.1. 11 

": . • • ,... tf ,.,us1.ne .-,s. 

11 '.Cne ___,;f1ect of !)rec:it Control upon the J.• inanclni;' of 
S~JE 1972 Vol 40 pp 84 - 93 ■ 
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effect of monetary measures on overall demand, rather than the direct 

effect of the credit sq_uceze, plus other factors such as constraints 

on the utilisat ion of l ab our, have determined the growth of small 

firms. 

(iv ) It is not easy for the banks to keep the level of credit within 

bounds owing to the overdraf t system of credit extension. 

}urthermore, greater use is likely to be made of overdraft facilities 

once a credit squeeze is imposed. 

(v) The existence of a ceilin6 will tend to exert upward pressure on 

interes t rates, and encourage grey market activities. 

· ( vi ) 'fhe l{eserve Bank is ~ntailed with the administration of this policy 

measure. 'l'his wou ld involve the collection and inspection of data 

at shor t interval s , and t he decision-making as to when and by how 

much the ceiling; shou l d be raised or lowered, to whom concessions 

should be granted and the magn itude of such concess ions. 

Measures Aimed at the Cost of Credit •. 

The i mportance 2.ttached to a preferred interest r ate structure has already 

been discussed . 'i'he authorities do adjust the level of interest rates over 

vrhich t11ey have control, but the adjustments tend to foll ow market pressures 

r athe:c thrm lead foe n2rket. 3asicall:.', interest rates have been changed too 

little and too bte to be successfully er:'l')loyecl. as stabilization me2.sures. 

, ention reoains to be made of cleposit rate controls and E2Jl..'-< rate ;:,,djustments 

the use of both these measures have important inplications for the 
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Deposit Rate Controls: On the 22nd Harch, 1965 deposit rate controls became 

effective for c1ll institutions falling under the B:mks Act ::ind the Building 

Societies Act. A proclamation had been issued by the Reserve Bank, in terms 

of the powers conferred on it under the Currency and Exchanges Act of 1933, 

whereby maximum rates of interest were stipulated on deposits and shares of 

varying maturities. 

The Governor of the Reserve Bank commented, in his discussion of the 

appropriateness of deposit rate controls, th8.t he would not wish to debate the 

validity of the assumption that free market forces would best allocate funds 

and determine the mos t a.ppropriate interest rate structure. But he would 

quest ion whether in fact these forces were opera tive in the economy at that 

time . Furthermore, he mentioned th?.. t it wa.s unrealistic to ignore the social 

and poli tica1 factors which were important determinar1ts of economic policy. 

He concluded his justifica tion of these controls with the statement tha t the 

Reserve Bank reg~rded their imposition as a tenporary measure. 

J .H . J.-Ieijer (28 ) explains the institution of deposit rate control by referring 

to the competition for funds pushing up deposit rn. tes c1.long . with lending rates. 

:F'rom the :rnthori ties' viewpoint this was especially undesirable 'in respect of 

mortgage r 2 ter;. Furthermore, commercial ban..1<s and building societies were 

more constrained in their abil ity to r P.ise lending rates and thus deposit 

r a tes than were other 'monetary b anks '. He felt that the reversal in the 

flow of funds from hire-purchase, savings and e-eneral banks, v.,ho lost R98 million 

of fixed and notice deposits between March, 1965 and Ifarch , 1 966 as against 

an increase of R265 million during the preceding year, could be explained to 

sm1e extent by the imposition of these interest r::i.te controls. 

(28) !foijer, J. E. "BRDking in South Africa 2nd the Bankinc; !.,egisb.tion 
of 1965. 11 Cr,n,1dim1 Bs.nker ·,'linter , 1966 pp 90 - 104. 



Interest rate control vras rescinded. on the 8th July, 1966 as part of a new 

policy-mix to extin~~ish the inflationary pressures. 

In effect, deposit rate controls were applied in the course of 1969 when the 

banks and building societies were freq_uently req_uested. to maintain a maximum 

rate of 7 per cent on deposits. '.!.'his pressure was exerted "to prevent the 

risine costs of funds to the banks and building societies from being reflected 

in hi8"her bank lendinz and building socieity mortgage rates." (29) This u1oral 

suas ion was wi thdravm when the authorities an.Y1ounced , on the 12th August, 1970, 

the principle of paying subs idies to privileged. borrowers rather than to keep 

down the entire interest rate structure. The Minister of }'inance corrn1ented 

as follows on deposit r ate controls: 

"Controls on deposit rates, in so far as they a.re effective, prevent 
interest rates from fulfilling their. function, which is to bring the 
dem:md for and supply of loan funds into equilibrium through, where 
necess;:iry, sti!'J\.1latin.:; savinc; and discouro ._;inG invest"lent. 'l'hey 
distort the flow of funds in the money a.nd capital mc1rke ts so tha t 
funds tend to flow into ·uncontrolled i nvestment channels or in directions 
where the income on investment takes a form other than interest. 

They stinul:=ite the erow th of the so-called 'crey market ' where 
substantially hi0hcr interest rates are offered . 

Experience in the past , and at present, furthermore s'.1ows tha t 
effective control . even of the deposit rates of financial institutions , 
is very difficult, since the control is often evaded by the payment 
of commission or other devices." (30) 

In view of the a1)0Ve quote , the fact that deposit rate controls were re-imposed 

on the 29th I.Iarch, 1972 is somewhat astounding. 'rhey were i :r:posed to prevent 

competition for funds fro8 biddin6 up deposit rates and thence lendine rates, 

i n particu~ar, mortgage rates . The fact that the credit ceilin;-s were raised 

a t the time was believed likely to cause increased co□petition for deposits. 

(29 ) Sl.P.3 .A.nr.ual F.c ono11.ic Report 1970 p 30. 
(30) ?'. ini s t er of Fina.nee in the Dud.:_:;et Speech delivered on the 12th August, 1970 

p 6. 



"Among the ins titutions which should benefit substantially from these 
controls are the building socie ties. The societies have already 
received exceptionally favourable treatment from the authorities in 
m:my ways , and I trust t ha, t they will find it possible to fulfil 
adequately their function of ass isting the ordinary man to build or 
acqui re a houseo" (31) 

The shortcomings of deposit rate controls were outlined above in the extract 

from the :Minis ter of I<' inance' s Budget Speech of August, 1970 •. It woul d seem, 

therefore , thr>.t the Sou th African authorities should pay heed to the Hunt 

Commiss ion's recommendations as they h ad advocated tha t ,.except on a standby 

basis, all controls on rates paid to depos itors be elimina ted . " · ( 32 ) 

Even this emergency power was to be removed after a 1o· year period. 

In particul n.r , they recommended th2.t institutions should not be forced by · 

. regul at ions to specialise, but should be allowed to shoose freely their scope 

of operati ons . 

"The commission recommends sweeping ch,mees in the portfolio 
restrictions of f i rnmcial institutions. The rec,;mmendations 
amount to a virtuo,l removal of both geoe-raphic and asset class 
restrictions." (33) 

If a financia l institution should wish to specialise, it must recognise that, 

8.fter some tr·msi tional period, the protective regulations accompanying the 

enforced speci2.lisa.tion of the past would ceas e to existo Increased 

competition could lead to improved efficiency and lovrer lending prices as well 

as the convenience of one-stop banking. The Commi ssion a lso f 2.voured the 

payment of subsidies direc t ly to the consumer when market force s did not 

satisfy social goal s. 

(31) Linister of Fin:,nce in the :;:;ud,c;et Speech delivered on the 29th J.~arch , 1972 

(32) 
(33) 

p 5. 
Eunt Cor:1!Tlission 
Hunt Co1n.rnission 

p 23 . 
p 31. 



Subsidies would avoid the ' war-_ping of financial insti.tutions' and would be directly 

measurable. 

11he importance attached to the level of mortgage rates in South Africa is 

readily apparent from the quotations earlier in this section. It is, therefore, 

of particular interest to note that the Hun t Commission recommended that: 

"the rates on mortgages, both gov ernment guarcinteed and conventional, 
be determined in the m2.rket place. Accordingly, it recommends that 
all ceilings on interest rates be removed. Additi onal ly , it 
recoI'1lllends thc1.t a star1dard variable rate mortcn.ge be established. 
Finally, it recommends ar1 extension and improvement of the secondary 
market for mortga5es." (34) 

The improvement of the secondary market for mortgae;es is designed to improve 

· their liq_u idi ty and, together with the variable interes t rate mortgage 

recommendation, are designed to boost the share t hat mortgages make up of the 

total ;:isse t portfolio of firnrncial institutions. 'I1he Commission advocated, in 

the light of this latter recomrnenda.tion, that the mortgagor should be offered 

the option periodically of continuing the axrangement or arranging new 

financing with no penalty incu rred . 

B2n.k Rate: Bru1k r2.te represents the rate at which the Reserve Bank usually 

discounts Treasury bills, l.,;-md 3 ank bills 2..nd bank accep t311ces from certain 

financial institutions , or gr211ts advances secured by Government stock. Changes 
·, . 

in Bank ro.te effect chring-es in the borrowing and lending rates throughout the 

economy as the conmercia.1 banks ' minimum lending rate moves with the Ba..Ylk rate. 

Alter a tions in }Jank r "te also 2.ffect the Tre2sury bill rate, the c a.11 rate ~,nd 

the r c1.te on short-term Governmen t stock. '.Vi th tho development and incre2.s ing 

sicnificance of firnmcL:i.l institutions other thw com:r1ercial banks, the effects 

(34 ) Eun t Corrunission p 77. 
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of Bank rate changes have been somewhat less pervasive. 

A factor affecting the frequency of changes in Bank rate in South Africa has 

been the concern for the nominal level of interest rates, particularly 

buildine societies' mortgage r8..te. The building societies compete with 

commercial banks for funds. They will, therefore, wish to increase their 

deposit r;:ites to maintain this competitive position should Bank rate be raise'd, 

and strong upward pressure on mortgage r a tes will be exerted through this 

increased cost of acquiring funds. ~nus in comparison to the use of Bank rate 

alterations as a stabilization measure in the United Kingdom (35), for 

example, South Africa's Bank rate has been far less readily changed. In fact, 

between 1960 and 1972 Bank rate has been changed on 12 occasions. On ten of 

these occasions Bank rate was increa sed by½ per cent. Even since Augustt 1970, 

when it was announced that subsidies would be paid to certain borrowers to 

offset the increased costs of borrowing , Bank ra.te has been changed only 

twice . 

As has been suggested, the monetary authorities h ave not frequently used 

severe pen;:,.l rates for discounting '1iquid assets' so th;:i.t they might obviate 

the necessity of meeting the resulting increased demand on Reserve Bank 

credit, and that they migh-t m8.intain relative stability in the interest rate 

structure . 

(35) ·The comparison is not al together valid owin,; to London's position as one 
of the financial centres of the world. · 132.nk r ate changes in the U .K. 
h2.ve been frequently m!:de to influence ca.pi t2.l flows. In South Africa, 
the exch2nce controls obvi2.te, to a 12.rge extent, the necessity of using 
Ilank rate cha.viges in this resJ1ect the outflow of capital is control.led 
while the inflow is more likely to be in terms of direct investmen t v:here 
the crowth potenti::i.l of the economy is likely to exert a more si&;nific:=mt 
influence on the decision to invest then would a high interest rate 
structure. 



Financing of Government Elcpenditure. 

This section is included under monetary policy as the manner in v:hich the public 

sector finances its expenditure affects, and is affected by, the monetary 

environment . To fina.~ce its expenditure, the Government may either tax, print 

money , or borrow, or employ some combination of these three methods. 

Government expendi i..7..lre has been rising for some time ( s ee graph on page 109a.), 

and it has become i ncreasingl y difficult to finance this expenditure from non-

inflationary sources, that is, from genuine savings 1 g iven the preferred interest 

rate structure. It i s never popular , nor necessa.rily desirable ( s ee discussion 

of fisc al instruments), f or g ov ernments to raise taxation to meet the increased 

needs of the :Exchequer . Moreover , g iven the presence of inflationary pressures, 

the a:uthori ties are obviously loath to finance Government expenditure by 

printing money~ Before .examining the imp2"ct of borrowing operations generally, 

comment should be made on the several saving c anrp2 i gns l aunchecl recently. By 

raisinrr the lev el of domestic savine the Government h2.s hoped , on occasions, to 

increase its ability to finance its expenditure in a manner which does not · 

con tribute to the 5.nflG.tionary pressur es in the economy. 

Graaff (3 6) has stated 

But as Dr De Vtlliers 

111rhe money invested in these ( the Treasury's issue of tax-free) bonds 
would almost cert;-iinly not hnve been spent on current output. 
~:oreover , the 2ttr::wtion of their tax- exenp t return is precisely to 
people who v:;:,n t a lar:;er after-tPX income to maintain or improve 
their r:t,,nd2rd of living. I suspect, therefore, that sell ing the 
bonds has h2,d no direct effect on SJ)endinc, and that paying the 
interest \'/ill in due course 2dd to the pressure of demand for 
current output. Their only redeeming feature (in the present 
.infL, tionary situation) is that their issue .reduces private 
lfo,uidity. 11 

(36) De Villiers Graaff , J. 
p 1~8. 

11 'l'he l[ational Deot . 11 SJ\JE 1969 Vol 37 
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Furthermore, it is suggested that the macro-economic effects of the Savings 

certificate, designed to encourage the small saver, are minimal. 

Wha t is important in Government borrowing operations is the kind of securities 

s old as different maturity-mixes of assets issued will affect agg-ret3"ate demand 

diff erently. 

Following Profess or Culbertson (37) a comparison is made between two extreme 

sets of consequ ences of borrowing short-term and long-term. 

term will tend to: 

Borrowing short-

(i) promote lower interest rates in the long-term debt used to finance 

most priva te inves t ment expenditures which are likely to be 

responsive to interest rate changes: tha t is, a condition will be 

crea t ed in the capital market more receptive to new private borrowing; 

(ii) the r esul ting capi ta l g8 ins engend ered promote optiriism and provide 

a means of financin~ priva te exp enditure; 

(iii) since the l f'U'6 er su pply of liquid assets are not closely competitive 

with s cns i tive private borrowing and will be held p;:irtly in place 

of cash balanc es, th ey will not offset these expansive effects; 

(iv ) moreover , as sun ing obstacl es in the way of credit ceilings, an 

i ncre2-sed suppl y of 'liquid asse t s ' to t he banks i r:iplies gr ea t er 

potenti al for credit crea tion , The poten tial effect on li~uidity 

i s even 6-rea ter wher e the central b ank suppor t s the price of the 

debt i t has creri t ed by issuing more mon ey. 

:B orrowi ng lone;- t erm , on t he o t her h c"!,nd , increas eG the cos t and reduces the 

ava ilabili t y of f unds for priva t e s ector borrowing i n the capital m2xket. 

(37) Cul bertson , J . ll . "Full Employmen t or Stagnation ." (IrcGraw- Hill Book 
Co , 19611 .) 



The resulting reduction in private investment expenditure offsets the expansionary 

impact of Government expenditure. 

Since the early sixties the 2uthorities have been wary of inflationary pressures 

in the economy. Government expenditure should, therefore, have been financed 

primarily through the sale of long-term securities, but the returns on long­

term securities have generally been lower than on other assets of similar risk 

and r:m turi ty. 

Date 

End of: 

1965 
1966 

1967 

1968 

1969 

1970 

1971 

1972 

Notes : 

TABLE 4. 

Long-Term Interest Rates On Fixed Interest Fearing Investments. 

t 
I 
I 
r 
I 
I 
I 

' I 
' I 
I 
I 

' ' I 
t 
I 
I 
I 
I 
I 
I 
I 
I 
f 
I 
I 
I 
I 
I 
I 
1 
1 

(Percentages .) 

Yields on Yields on n ew issues. 1 
lonG"-term Company stock, Iublic 2 Municipal 
Government debentures, Corporations. stock. 
stock. · (4) and. notes. 

6,000 7,500 6,659 · 6,750 
6,500 7,500 7,028 7,204 
6,500 8,500 7,273 7,248 
6,500 8,500 7,223 7,200 
6,500 8, 500 7,302 7,250 

7,750 10,000 8,787 8,810 

8,500 10,250 9,280 9,280 
8,125 9,500 8,390 8,500 

Inc hiding broker 's corrunission. ( l 1 
( 2) 

a; 
Securities with the longest maturity at the particul2.r date. 
On1y the five lar0 es nunicipalities . 
J,s cpioted in the SJJ"-G I s pattern of rates for transac tions in 
Govcr::cment stock. 

Source : S10[3 (~ur:rte:rly Bulletin June, 1973 No 108 . 

'l'hus volunt?ry dem,md for these securities has been re}.2.tively low and the 

nu thori ties have been ' forced I to create and extend the so-called 'captive 1 

(2) 
(3) 
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market to ensure greater response to an i ssue of public sector securities. 

'J.'hey chose this al tern2.tive rather than increase the returns on Government stock 

enough to make them an attractive form of investment. 

Two groups of financ i a l institutions are required to hold public sector stock 

in their portfolios. According to the :F'ranzsen Commiss ion, the reasons for the 

application of portfol io req_uirements to deposi t-receiving institutions are 

cons i derations of "lia_uidi ty and solvabili ty" (38); and as regards the second 

group, s a.vings institutions such as insurers and pension funds, "the origina l 

intention of the legislature in respect of prescribed investments in state and 

other issues of the public sector was that policy-ovmers and future pensioners 

should also be protected." (39) A translat ion from Dr Franzsen's article 

"Die Beheer van die St;:i.atskuld" (40), provides a further justification for the 

extension of the captive 1r.arket . He felt tha t as long- term insurers and pension 

funds h ave a definite i nteres t in the maintenance of price stability, they should 

subscribe more tovrn,rds Government securi ties t o ensure that use is not made of 

~ inflationary methods of financing Government expenditure. It would seem 

a clvisa,b l e, however, that the Government finance its expenditure completely. 

through t axation ru1d genuine borrowing rather than create a .c ap tive market. 

('.rhe implicat ions of a captive market are discussed below.) · Insurance 

comp,mies ;:ire surely co:npetent to man2,ge their portfolios successfully 

whatever the rate of inflation Md ther e is no justification for calline on 

them to m<1ke involunb .. ry contributions toward the public sector at a 

comparatively low rate of return on their funds. 

(38) 
(39) 
(40) 

}'r2nzsen Co1-:1.11issi.on ( 'l'hird Report) parac;raph 228 . 
}"rr:.nz sen Co,TIJT1 i s s .i.on ( Third Report) p2,ra[:;-raph 228, 
Printed. in 11 ~')ic :c~onorio -w :•oli tiek v:m ;'3,Jid /:f:r.ik:1,." 
Cape 1'mm, 196,-/.) Edited. by Lombard, ~T.A. :P BO. 

(HtJIT.1 , 
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TABLE 5. 

Major Ownership of Domestic l.~arketable Stock Debt of Central Government. 

(R millions) 

SHORT - 'r:EK'1 (1) 

Insurers 
Banking Building and Private 

End of: PDC Sector (2) Societies Pension Funds Total 
I 
I 
t 
r 

1960 I' 32,J. 139,4 5,4 2,6 200,9 
I 
I 

1961 I 25,9 137, O 4,2 7,3 193,8 
' ' 1962 I 61,7 163,9 8,2 9,2 266,1 
' I 

1963 I 126,9 244,5 15,4 18,6 440,8 
I 
I 

1964 I 169,4 300,3 33,3 14,2 554,9 
' I 

1965 I 148,1 372,1 48,0 7,0 607,5 
I 
I 

1966 I 123,9 550,3 75,6 8,5 797,1 
I 
I 

1967 I 135,0 627,2 80,0 11,5 899,4 I 
I 

1968. I 103,8 747,1 83,3 8,3 987,7 
' ' 1969 I 6,2 760,2 84,9 3,7 891,4 
I 
I 

1970 I 17,1 785,5 94,6 4,0 932,2 
I 
I 

1971 I 29,5 845,8 98,2 5,9 1 033,4 I 
I 

1972 I 23,8 963,2 I 123,8 4,3 1 185,3 

LONG - 'r1•%,J: 
Unit 
Trusts 

1960 1 013,1 229,0 48,6 93,3 1 473,5 

1961 1 072,8 205,9 39,0 96,4 1 524,9 

1962 1 192,6 2C6,2 57, O 103, 3 1 675,8 

1963 1 277,1 152,0 64,4 91,3 J. 686,5 

1964 1 426 ,0 128,0 53,4 84,1 1 783,9 

1965 1 621,7 116, 5 28,1 90,4 1 945 ,3 

1966 1 755,6 144,7 22,6 2,1 154,2 2 197,6 

1967 1 968,5 107, 1 18,5 4,1 214,7 2 4J.2,3 

1968 2 223,8 145,8 24,4 20,4 292,9 2 832,7 

1969 2 5L1, 7, 3 121,6 21,l 80,5 369,8 7: .) 26010 

1970 2 722,3 104,9 17,9 54 ,7 417 ,6 3 426,7 

1971 2 843,2 107,3 17,5 48 ,7 519,0 3 647,8 

1972 2 899,2 268,8 20,4 47,8 756,8 4 263,5 
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Notes: (1) i.e. with outstanding currency not exceeding 3 ye;:i.rs. 
.(2) SJ\.RB, commercial banks, merch2n t banks, discount houses , and 

other banking institutions of which the monthly average 3J!lount 
of demand. deposit liab ilities during the preceding calendar 
year amounted to at least R3 million (up to the end of 1970: 
Rl million) and of which the monthly average 3111ount of short 
and medium-term deposit li9-bili ties during- the preceding 
calendar year collectively amounted to at le~st one-third of 
the total deposit liabilities of such an institution or at 
least R30 million. 

Source: SARE Quarterly Bulletins December, 1970 and June, 1973 Nos 98 
and 108 respectively. 

These figures give some indica tion of the ~ize of the captive marke t . The use 

of the Public Debt Commissioners ' funds is severely prescribed ru1d thus it is 

no surprise th2.t dl1ring 1970, for example, they owned more than 60 per cent 

of the domestic marke t able Central Government debt. 

It was noted above that a rE:c1son ;:i,dvanced for the control of financing institutions' 

por tfolios was the desire to protect the depositor and/or the man taking out the 

pension or insurance policy. It is of interest to note- the Hunt Commission's -

view on this desire to protect the_ con sumer o They m9,intR,ined tha t, if 

portfol io requirements were instituted to control the riskiness of financial 

institutions rnd thus to protect the uninformed consumer, this could be 

achi eved better through deposit insur ance where those institutions with high 

risk portfolios vrould be required to pay loaded premiums. Furthermore, as 

has 2lready been mentio!led , the Hunt Commission did recorrunend a considernble 

incre2.se in the leeway of financial institutions to mru1age their ovm portfolios . 

It is worth quo tint; the Hunt Com!i1ission' s gener;:il views on a captive market : 

11 1-,_ irnggestion someti mes me.de for financine soci2lly desirable 
objectives is to rec;u1'1te directly the portfolios of fin2ncial 
institutions. Th.i.s sr11Its real resources by ;,.l te:ril:e;- de::,;1.,.>1d 
2.1;,.ong t3rpes of debt incd;:r-1rnen ts ::: .. nc1 inpose's <1 hiclden tax on the 
depositors of t},e :-,ffected institutions ••• S'f1e Co:;rnission frcvors 
the use of di:::ect subsidies or -tax credits becanse they iire less 
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infl?.tionary, do not warp financial institutions, and bring 
market forces into play in pursuing the nation 's goals. 11 (41) 

Viewed in this light, the fact that the Franzsen Com.mission did not recommend 

the aboliti on of the captive market is disappointing. 'I'hey did, however, 

state tha,t they were against the use of additional forced savings being 

imposed on certa in institutions. 

"Should the government wish to make use of additional forced saving, 
it would be more eq_ui table to do so by way of loan levies imposed on 
all taxpayers. 11 ( 42) 

They also advocated tha t the practice of quoting rates for Government securities 

be discontinued and that the Treasury should take greater heed of market rates 

• of return when i ssuing Government stock. (43) 

Perkins (44) maintains that a captive mg,rket inhibits the use of the bond market 

as a channel for monetary policy. He points out that the essence of anti-cyclical 

policy is to encour25e financial institutions , who make up the c ap tive market, 

to l end more re2dily to the private sec tor during 2, downswing and more to the 

Governmen t durin5:; un expru1sionary ph::1.se, where the proceeds of the lo2_ns c2..n be 

steril i sed . 'J'his type of policy would req_uire returns on Government securities 

to b e changed appropriately in relation to the returns on the private sect.or's 

securities . h'here leg islation force s financial institutions to hold a 

grea tcr proportion of public sector securities than would be held in the 

absence of intervention, thes e institutions would be un1L1-<ely to respond to 

( 41 ) Hunt Commission pp 17 - 18. 
(42) Franzsen Commission ( r:.1hird Report ) paragr2.ph 231. 
(43) }7 r2,,.'1zsen Commission ( '.faird ileport ) p2.r2gr8-ph 683. 
(44) P 1 • T r " ( 1) w· . · F 7 i A Con_m,r,.,tive St_;udy (?I'Kll1G 1 '-- • ' cl<e CC. ;.::iCJ'.'0-GC0110InlC O~_ .. _C~Y--""---

Aw:;tr::,Jj_--, Ccm,.,d-=> ~Te"r r:e?12nd South J.fric;::,. 11 (Georee Allen & 
Tu;win 1,td. , 10,1clcn , 19'(2.) 
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the appeal to lend more to the government sector, whatever the econor.iic situation, 

unless returns on public sector bonds were raised - then, of course, the captive 

market dissolves. 

End 

1960 
1961 
1962 

1963 

196-1 
1965 
1966 

1967 
1968 

1969 
1970 
1971 
1972 

TABLE 6. 

Marketable Central Government Stock Deb t by Unexpired Maturity. 

Not exceeding 

of: 1 year 

126,0 

33,6 
41,3 
48 ,3 

106,0 
286,5 
162,4 

158,5 

477 ,5 
263,4 
246,9 
381,1 

304 ,1 

(R millions) 

D 0 M E S T I C 

Maturity In tervaJ. s. 

Exceeding 1 Ex:ceeding 
but but 

3 

not 3 years not 10 years 

74,9 799,4 
160,2 789,8 
224,8 726,4 

;592,5 570,4 
449,0 . 545,8 
321,0 515,9 
634, 7 454,7 
74 0,8 395,9 
510,3 759,0 
628,0 910,7 
685,3 1 026,8 

652,3 1 079,2 
881,2 1 308,3 

Exceeding 

10 years Total 

674,1 1 674,3 
728,0 1 711,5 

949,4 1 942 ,0 
1 116, 1 2 127,3 
1 238,1 2 338,8 

1 429,4 2 552,8 
1 742,9 2 994,7 
2 016,4 3 311,6 
2 073,6 3 820,4 

2 349,3 4 151,3 
2 399 ,9 4 358,9 
2 568,7 4 681,2 

2 955 ,2 5 ;1,1is ,8 

Source : SABB Q,u2,r terly Bulletins December, 1970 and June, 1973 Hos 98 
and 108 respectiveJ.y . 

Average 
maturity 
(months) 

114.,6 
118,1 

121, 7 
120,3 
114,4 
114,1 
128, 1 

137,7 
146 ,6 

158,0 
.154,4 
152,3 

159,7 

Despite the fact th<1t these fi0ures are year-end fig·ures , it i s apparent that 

no marked ,mti-cyclic2-1 debt m,m2ge1aent polj_cy has been pursued in South /cfrica . 



95. 

In conclusion, it has become imperative to finance necess;-,ry public sector 

expcndi ture fror~ sources which would not add to the inflationru.·y pressures 

prev2.l en t in the economy. A major step in the right direction would be to 

offer compe titive returns on Government securities. This would facilitate the 

use of debt management as pa.rt of an anti-cyclical policy, and also obvi2.te the 

necess ity for R captive marke t and thus improve the efficiency and competitiveness 

of the financio l sector. Furthermore, the way would be o;iened to controlling 

the level of do~estic credit creation. 

RECENT DE1JELOE,fEN'l1S IN LffiISLATIOR AfTEX::TING UONET/.RY POLICY IN ITS 

PURSUI'P. OP A S'l'ABLE ECO~JOl'.!Y. 

In the early fifties the banking sector was dcminated by four larg e commercial 

banks. The c1.uthori ties engaged in discount and interest rate policy, open-

m2.rket operations ( to a very lirn i ted extent) and moral su2r; ion to achieve their 

ob jechves. In 1956 the Reserve Bank Act w;:is amended to allow the 8.U thori ties 

to C(,.11 for supplementary reserves. In effect this new measure took the form 

of a variable liquid asset req_uirernent, r a ther th,rn a varia.b le cash reserve, 

as the commercial banks could meet the increase in their cc1sh req_uire1:ients by 

increasins t heir holdings of certain liquid assets. A further a'T!endnent 

in 1961 allowed the Bank to decre?.se the conr:iercial b,mks' minimum c 2.sh reserve 

ra tio against their de:11;:md deposits to not less than 6 per cent . 

In 1964 t in terms of the Generc1.l Loans Actt the moneta r:>7 2,utr.ori ties vrere 

au thorisecl to borrow any amount deemed necessary to achieve a desired financial 

env i :conmen t. This was permitted prov i ded that the 2.motmt borrowed, in excess 

of the 2s.iount req1.1ired to finance the deficit on 10211 Account, was deposited in 

t he St2..biliz 2ticn Account. v;i th the Reserve I: ank. 
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Major Changes Incorpor:=i.ted in the Banks Act of 1965: Early in 1961 the J.cinister 

of l'inance appointed a Technical Commi ttee to examine the provisions of the 

Banking and Building Societies Acts. 

The n ew Banks Ac t came into being on the 1st J anuary , 1965 as f a r as the comr.:i.ercial 

banks were concerned, and embodi ed the recommendations of the Technical Co1mni ttee. 

This leg i slation was made applicable to all b anking institutions, the main 

exceptions beine the Post Office Savings Bank , t he Reserve Ba,nk , the Industrial 

Developmen t Corporation, the PDC, the NFC and buildine societies. The 

institu tions affec ted by the leg i s l ation , other than commerci8J. banks, were 

allowed a year to adjus t to the new r eq_uirements . 

Th e n ew reserve requirements were fixed in terms of the term structure of the 

liabilities . The cash r a tio was set at 8 per c ent of t he financial institution's 

short-term liabilities (not applicable to discount houses ). The provis ion for 

supplementary cash reserves was rescinded. The main operational instrument 

incorporated in this Act was variable liquid asset re~uirements. The 

requirements are 5 i ven below as they appeared in Act No. 23, 1965 : 

(1 ) A banking institution (other t han a discount house ) shall main t ain in 

the Republic liq_u id assets amounting t o not les_s than the aggregate of 

(a ) 30 -~_er cent of it s short-term liab ilities to the publ ic in the 

Republic , other than liab ilities under ac c ep t anc e s; 

(b ) 20 per cent of its medium- term l i abil ities to the public i n the 

Republic , other than 1iabili ties under 2.cceptances ; 

(c) 5 per cent of its l ong-term liabilities to the public in the 

Republic; and 

( d ) 10 per cent of i ts lj_al)ili tie s under acceptances , ••• 



(3) ( a ) Whenever the Reserve Bank deems it desirable in the nati.onal 

economic interestr it may with the consent of the Treasury 

from time to time determine 

(i) that in respect of the ins ti tut.ions of a particular 
c1ass the percentages mentioned in paragraphs (a) and 
(b) of sub-section (1) shall be increased to not more 
than 40 and 30 respectively or decreased to not less 
th;:m 20 2J1d 10 respectively; or 

(ii) th2.t every institution of a particular class shall 
maintain, in addition to the liquid assets required 
by sub-section (1), supplementary liq_u id assets in the 
Republic at least equal to percentages prescribed by the 
Reserve Bank, but not exceeding 70 per cent of the 2mount 
by which the short-term liab ilities to the public, or 80 
per cent of the amount by which the medium-term liabilities 
to the public, paya.ble by the institution in the Republic 
exceed the amount of such lis,bilities as at a date 
determined by the Reserve Bank. 

In terms of this Act, the definition of liquid assets was trimmed to encompass 

fewer assets and became the aggregate amount of -

(a) Reserve Bank notes and subsidiary coin; 

(b) credit balances with the Reserve Bank; 

( c) de11osi ts wi thdrawabl e on demimd with ti1e National 
F'inru1ce Corporation; 

( d) deposits withdrawable on demand with 2, banking 
insti tu ti.on which is re(luired to maint;,,in a reserve 
balance with the Reserve Bank; 

( e) lo.::ns to discount houses repayable on demand; 

(f) Treasury bills of the Repuclic; 

(g) stock of the Goverr.u'!lent with a me.turity to the latest 
redemption date of not more than three years; 

(h) bills issued by the Land B:on.1< and advances to the 
said kink, which at the option of ,the lender, are 
convertible into bills; 

(i) debentures of the Land Bank with a maturity of not 
more than three years ; 

U) accc,pt,.nces of 2. b2n.1<ing institution which is required 
to m,c1int;,,~n a reserve balance with the Reserve Iln.nk, 
not bei::g 2"ccept~_nces of the ban .. 1-<::ing institution 
concerned itself; 
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(k) self-liq_uidating bills or prorn,ilissory notes arising out 
of the movement of goods, with a r.1aturity not exceeding 
21 days, or 6 mon ths i n the case of aericul turc=tl bills, 
and which are eligible for discount by the Reserve 
Bank; and 

(1) such other asse ts a s the Registrar may by notice in 
t he Gazette approve for the purposes of this definition~ 

Furthermore , a b 2nking institution (other thR.n a d i scount house ) shall ma intain 

in the Republic prescribed investments of an amoun t not les s than 15 per c ent 

of its lic=tb ilities to the public. 

'prescribed investments' means the c=tggregate amount of -

(a ) liquid assets; 

(b) deposits with any b anking ins titu tion which is requ ired 
to mainta in a reserve balc_nce with the Reserve :Bank , 
other than deposits ranking as liquid assets ; 

( c) dcposi ts '~Ii th a permanent building society whose tota l 
assets an at the end of the l as t preceding quarter 
emounted to not less than ten million rand ; 

( d) deposits with a local authority within the Republ ic; 

(e) deposits with the I'Jational Financ e Corporation end 
loans to discount houses , other t:1an deposits or 
loans r anking 2.s liquid 2.ssets ; 

(f) stocks of the Government, other tha n those r ank ing 
as liqu id assets ; 

(g ) debentures or stock guare.nteed by the Government; 

(h) stocks of and l oans to any local au t hority in the 
Republic ; 

(i ) debentures or stock of the Rand Water Board or the 
Electricity Supply Commission; 

(k ) 

debentures of the Land Bank, other than those 
ra..'1king as liquid assets; and 

such other invest:nents as the Registr2.r may by 
notice in the Gazette approve for the purpose 
of this definition . 



99. 

Major Ch2.ng es in the Powers Conferred on the Reserve Bank since the Banks Act 

of 1965: Early in 1965, using the powers conferred on it through the Currency 

and Exchang es Ac t of 1933, the Reserve Bank issued a proclamation laying dovm 

max i mum rates of interest payable on deposits of varying ma turities. 

Towards the end of 1965 credit ceilings were impl emented initially in the form 

of formal requests to the banks, but as from 1967 these ceilings were made 

manda tor'J in terms of the Currency and Exchanges Act. 

Ii'ur ther use of this Act was made in 1968 when supplementary cash reserves were 

cal led for as an en1erg ency measure. 

In 1969 the Reserve Baril<: was authorised to issu e its own interest bearing stock. 

Financial Institutions Amendment Act of 1972: As from the 1st Novemoer, 1972, 

Amendments to the Banks Act of 1965, as contained in sections of the J:<"'inancial 

Ins titutions Amendment Act of 1972, c ame into effect . These amendments 

consider ably strengthened the arsenal of anti-infl a tion2xy weapons at the 

disposal of the authorities . But whe t her or not in a desirable direction is 

debc1 ted below and has been touched on in the discussion of lio_u id asset 

requirements. 

~'he main chanees brought abou t by this l egisla tion are sumnarised briefly below: 

(1 ) The Reserve Bank may now incre2,se t h e minimum liq_uid asset ratios to 60, 40 

and 10 per cent of short, medium and long-term liabilities respectively. 

Previously the authorities could only c all for increases in excess of 10 per 

cent v i 8 the emeri:-;ency powers embodied in the Currency 2nd Exchanges Act . 

Ji'urthermore, the Henk is now authorised to c all for suppler:ientary liq_uid 

assets not exceecli"l0' 70, 50 and 20 per c ent of increases in the short , 

medium and long-ter:n liabili t:i.es as from a specified d2-te. 
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Using these two methods concurrently, the moneta.ry authorities can, if 

necessary, inpose an increase in liquid asset requirements of up to 10 per 

cent per month in respect of short and medium-term liabilities and 5 per 

cent in respect of long-term liabilities. Prior to these amendments the 

monthly increase in respect of short and medium-term liabilities was 

limited to 4 per cent. 

(2) Provision was made for a variable cash reserve requirement ranging from 8 

to 38 per cent against short-term liabilities and from Oto 20 per cent 

against medium-term liabilities. Furthermore , the Bank can c2.ll for 

supplementary cash reserves equivalent to 70 and 50 per cent of an 

increase in bankine institutions' short and medium-term liab ilities 

after a specific date. 

0) The requirements relating to the asset mix were made more stringent to 

ci.void unduly lare:e proportions of liquid asset requirements being made up 

from ho;Ldings of bankers• acceptances, traae bil1s, agricultural bills 

(other thM Land Bank bills) 2.nd prcmr.:iissory notes, 

(4) 'I1he definition of ' prescribed instruments' was narrowed and will have the 

-effect of exp~nding the 'captive m2rket 1 • 

I t is apparent that these amendments were the logical extension of ttie powers 

provided for under the 1965 Banks Act. But in view of the discussion of 

nonet2.ry in s truments .c-:nd, in p::irticular, noting- the Hunt Commission 's trend of 

thought anc. the r ecent ch2.nge in emphasis in monetc>ry policy in the U . K., this 

mere extens ion is disappointing • Notwithstanding the concomitant disP..dvantages 

. ' 
of a captive m;; rket, it was a0ain extended. In fact, the lecislation does not 

_ref l ect any grea t effort to improve the competitiveness in the financial sector . 

Heli;=mce on V8ri8ble reserve req_uirements is likely to be the main policy 

ins trur:i.en t e:-:iployed to achieve policy objectives, with interest rate priorities 

r~nl-:: i n0 hi;._;h in the :, e ob j ectives. Open-mc1rket oper2tions, as yet, do not seem 

t o be consider ed as th~ r.i.easure for controlling- the cash base of the syste:n and 

thus domes t i c credit e-x:3,:msion. 
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APPENDI X. 

TABLE 7. 

Bills Acquired from and Advances to Discount Houses , 

t he Land Bank, and Other Institutions. (1) 

(R millions) 

Discount Discount 
1969 Houses Land Bank Other 1970 Houses Land Bank Other 

J 71,0 14,0 38,6 J 122,1 33,0 42,8 
}' 37,5 19,5 31,2 l? 114,2 62,0 69,8 

M 63,4 30,3 . M 94,7 53,0 39,5 
A 73,7 34,2 A 148,1 6,o 21,2 

M 65,6 34,6 M 39,5 19,5 51,6 

J 59,0 58,7 J 17,2 30,0 86,2 

J 112,8 26,0 55,3 J 177, 7 51,0 79,8 

A 5,7 39,0 65,4 A 116,5 95,0 92,2 

s 7,4 31,5 70,7 s 188~2 73,5 87, 9 

0 21,0 3.6,i 0 72,8 64,0 89,2 

N 0,5 17,0 56,3 N 98,0 45,5 85,9 

D 12,0 54,9 D 117, 4 60,5 90,8 

1971 1972 

J 238 ,4 ·13, 5 86,2 J 61,4 138,5 114,9 

F 66,4 78,0 97,8 F 78, 8 106,0 128,8 

M 3s;5 78,0 105,0 M 135,2 21,5 117,1 

A 2,6 40,Q 74,5 A 29,7 8,5 153,3 

u 82,3 70,5 M 117 ,4 10,0 132,2 

J 47,5 40,0 112,1 J 48,4 33,5 130,8 

J 150,5 66,o 77,0 J 102,5 6,o 80,8 

A 22,8 96,0 133,3 A 29,8 5,0 164,5 

s 119,6 118,5 102,9 s 109,8 14,5 136,3 

0 141,0 103,5 100,2 0 73,2 101,8 

N 99,5 102,5 120,6 N 82,5 74,2 

D 59,4 126,0 14 3, 9 D 43,8 75,3 
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"To discourage excessive use of central bank credit, the Reserve 
Bro1k from July 1 1970 applied p:rogressively higher penalty r a tes to 
discount house borrowing , which re2.ched a level of 2 per cent above 
Bank rate in September, 1970. In October and l':ovember they 
succeeded in substantially reducing their indebtedness to the 
Reserve Bank . 11 (2) 

Notes : (1) Includes the .,FC, commercial b2.nks, merchant banks and other 
monetary bN'lking institutions. 

(2) SARE Annual Economic Report, 1971 p 26. 

Source : SA.RB Quarterly Bulletins. 
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CH APTER V. 

:FISCAL MEASURES . 
mmmmmmmmnunmmr.1mm1mnmmnUJ1J11D1mmrnmJnmmmmrnmmmmmmrnmrmnmmmmmrnmmmmmrnmnunmmmmrmnrnmmmmm1mnmmmmrn.mm 

IN'l'RODUCTION. 

11 I do not wish to argue in detail the broad possibilities of fiscal 
policy, which seems more suited to influencin~ the distribution of 
income and property, the allocation of resources between investment 
and consumption over time, or the promotion of pnrticular activities 
such as gold mining "'J1d 2griculture . 'i/hatever these potentialities, 
they will have to be opera ted in concert with monetary and banking 
policy, if the volume of expenditure is to be influenced. Variations 
in the suppl y of credit af fect directly the aggregate means of 
p e,yment, and c :=in be operated with a considerab1e degree of flexibility. 
But this is by no means a cormnon opinion." (1) 

:Bu t it is an opinion whlch ha s become increas ingly accepted since the time of 

this article. In c:1greement with this view, fiscal measures will receive less 

detailed trea tment than th2t g iven to monetary instruments. 

'l1he d ecision to limit the discussion of fiscal me2-.sures is perha.ps further 

justified by the l a ck of flex i b ility of fiscal policy (2). Parliaments have 

been unwil ling to delegate authority to permit greater freedom for tax rate 

ch8ng-es . Sales t 2x chru1ges in South Africa. 2.re an obvious exception. Not 

only are fiscal policy va ria tions rel2.tiv ely inflexible but tax rate cha,nges 

m:::iy not c1 l vrnys be poli tic 2_lly fea sible. 'l'ha t p2rt of the elector;de with 

forward c omni tnents could be caused embarras sment by, for example, an unexpected 

increase in their income tax liability. As Dr Van \fa2-sdijk so aptly puts it: 

(1) SPJnuels, L. H. "Control of Inflation ." SAJr; Vol 35 1967 p 354. 
(2) See Steyn, D. H. ( ed) 11 Inleidinc: tot die Suic- \frikq"'_.'1se St aatsf imrns ies. 11 

(. J . 1 . v2n ~:3ch2.ik llpk , Jretori8, , i%1 .) pp 52 - 60 ; e.nd Var1 ,/sas6.ijk, 'l' . 
"}ublic :-':-::nendi ture in Sou th ;.frica ." (:_',' i hratersrand Univ ersity Press, 

Joh,..,nr,,esbur,:;,·-19611,.) pp 83 - 91 for a deta il ed account of the budgetary 
process in Sou th Afric a . 
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"Fundamentally, the process of government is a political one, no matter how far 

rea.ching its economic implications may be." (3) Even if fiscal policy, 

pert2.ining to tax changes, were 2ccorded greater flexibility and the authorities 

were thoroughly committed to the objective of economic stability without 

ree-ard to the next general election, the question still remains whether enough 

is known about future levels of economic activity and lag structures to proceed 

with anything but the smallest of alterations to policy. J<'urthermore, each 

alteration is certainly not costless in terms of administrative cost to both 

tax-payer and receiver, and in terms of the uncertainty engendered amongst 

tax-payers. John Stuart Mill emphasised more than a century ago the importance 

of certainty as regards tax liabilities. It would appear then that the only 

r eal arf,"Ument in favour of greater flexibility in tax rate changes would stem 

f rom possible mitigation of an error in policy resulting from a misleading 

f oreca st. 'Tha t is, when t2xPtion policy was moving in the wrong direction. 

I urthermore, the lcl.ck of sophistication in the use of fiscal measures is 

h i gh1ighted by the deviation between planned and realized Government expenditures 

and revenues (dealt with i n Chapters Vl and Vll). A final point worth 

mentioning in conn ection with fiscal policy is the view held by certain hard­

l in e monet2ri s ts t h ;:,t fisc a l policy only m2.tters, as reeards considerations of 

economic stability, in so far as it affects the supply of money. 

In t he lie ht of the P.bove sta tements, agreement is reached with Van Waasdijk's 

view t ha t: "Al though the budget, used alone or in concert with other 

ins t ruments, may pr ove a hit::,'hly effective mee.ns of achieving certain objectives 

of ec onomic policy, the prime,ry aim of budget transactions is not economic 

stabilization but 6·ood na tional housekeeping ." (4) 

(3 ) 
(4 ) 

1frn 1,:aasd i jk , 'l'. 
V:=m '.'ia2sd i jk , T. 

op cit p 2. 
op c it p 18. 
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:Focusing atten tion on the expenditure side of the budget , the co-existence of 

inflation and unemployment has removed the usefulness of general ' pump-pri ming ' 

as a potential component of a stabilization programme. That is, only at the 

peak of a boom period or the bottom of a recession would the direction of policy 

seem unamb i guous . At other times , gr ea t er attention would need to be given 

to the efficiency of Government expenditure than simply the volume of it. 

This stress, however, will face the problem of the general inflexibility of 

Government expenditure . More often than not, Government expenditure would be 

useful in a stabilization progra.1mne if it were flexible in the downward direction, 

assuming th~t t he authorities were not likely to succeed in financing Government 

expenditure f rom genuine saving. As di scussed below, it is extremely 

difficult to r educe Government expenditure. Therefore, in viewing fiscal 

policy ' s potential contribu tion towards improved sta~ility, the bulk of the 

discu ss i on will be centered around the sui tabil i ty , or r a ther unsui tabil•i ty~ 

of v2.rious taxes as stabil iza tion measures, particu l arly in their role as anti-

infl 2-- tionary measures. 

Van Waasdijk (5) has classified the purposes of various tax chan&es into three 

categories: Short-term stabil i zation, medium-term anti-cyclical ac t ion, and 

long-term restructuring the shape of the economy . '11he taxes discussed below 

wil l only be those commonly thought suitabJ.e for short-term attempts at 

stabilization ::ind medi·..im-term anti-cyclical policies . These t a..~es have been 

L-rou ped into ' direct ' and ' indirect' taxes. The grouping used is intended 

to be uncontroversial, and the debate of whether or not the incidence of the 

t::i.x mA.y be sh ifted or not, i s not entered into. 

been eiven to objectives other th,-,n r,tabiJ. i ty. 

Lit t l e or no attention has 

(5) Van ':laasdijk, T. "Some thm.i._.:;hts on Indirect TDX Effects in Sou th Africa ." 
SAJB 1969 Vol 37 ■ 
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'rhere is a danG"er of viewing policy instruments in isolation. For example, if 

personal income tax rates Yrere r a ised in an effort to comba t inflation, the 

effect of this measure would depend pertly on whether or not other tax rates 

were lowered, whether or not the increased revenue was deposi tecl. in the 

Stabilization Account or simply spent, and if so, on what it was spent. These 

ques tions must be ruiswered when viewing the budget as an instrument of stabiliza-

tion policy. In this thesis, however, each policy instrument wil l be viewed 

'ceteris paribus' to assess its suitability f or, primarily, anti-cyclical 

variation. (6) 

GENERJ..I, GOVBtG-.;J~ENT EXPKIDI'l'URE. 

Cons i d era tion will first be g iven to the optimum s ize of Government expenditure 

in infl a tionary conditions. This is most relevEmt as the sea sonally adjusted 

consumer price index (1963 = 100) rose t~ 144,9 in October, 1972 . 

Rat e s of infLi tion did V8ry, but in eener2.l there was a f a irly steady increase. 

in the r a te of price changes . It did, however, sta :r:-t acceler;iting from the 

beci nnir.g of 1971. The most important point to be made i s that the _level of 

Government expenditure, c ertainly in the short-run (7 ) , is not m;:i.terial from 

a stability vi ewpoint, provided tha.t it is firnmced from non-inflationary 

sources , and t hat to5ether with private sec tor demand, both domestic and 

fore i gn , they do not exert excessive pres su res on domestic resource s given the 

normal baLmce of payments constraint. T'.aat is, assuming full employment of 

reGource s with no increases in capacity nor productivity, rising Government 

expenditure must be at the expense of private sector expenditure. 

(6 ) 'fhe unpredict;:,bility of time i n a pol icy 2.c tion takin _.,; effect, the 
uncertainty surro~Jnding t he size of i ts i mpact and its duration milita te 
c1e;air:st t he succ essful use of either a monetary or a fisc2,l measure as a 
short-ter~ st2biliz a tion measure . 

( 7) In t he lone-run, the stab ility of the economy cou ld be influenced 
cleriendin_; on the reJ.ativ:2 productiv ity of publ ic sector expenditure 
c ompared nith private sec tor expenditure. 
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In Chapter Vll it will be seen that the authorities have frequently stated their 

intention to prune the rate of increase of Governmen t expendi t11re Bnd to 

finance deficits from genuine savings. 'rhey were frequently unable to achieve 

the latter objective owing to the relative unattractiveness of Government 

securities this argument has been comprehensively dealt with in the previous 

chapter. Takine; as g iven their general 'inability ' to finance deficits from 

non-inflationary sources , it would have been desirable to cut back on 

Government expenditure given the presence of rising prices, fully employed 

resources, Md, at times, difficulty in achieving a satisfactory baL:mce of 

payments condition. 

Accordine to Professor Samuels, the only time that public expenditure moved 

contra-cyclically since 194 5 was in the period 1957 /58 v,hen public investment 

mR.intained its ascent while priva te invertment fell. He explains, however·, 

that t his a.ppar ently shrewd anti-cyclical action 11 Vlas not due to any conscious 

pol icy of maintaining or increas ing the ee;gregate amount of investment. On 

the c ontra.ry, the rise in r ublic investmen t represented a fortui taus example 

of compensat ory public investmen t, wnich reflected deliberate Treasury policy 

of incre:>.sing th e public sectors' sha re of the available investible funds in 

a period of growing stringency in the cap ital market." (8) 

, I t is readily a cknowl edged tha t the t ask of reducing Government expenditure is 

no e2.sy matter . As regards capital expenditures, to postpone these may i mply 

f uture bottlenecks owin6 to an inadeciuate infra structure. Furthermore, 

planned c api t2.l developments are likely to be meshed with one cmother, and 

contracts may h2_ve been n egotia ted thus placing further pressure on the 

authorities to maintain capital expenditures as originally planned . On top 

( 8 ) S2.muels, L.H. op cit p 353, 
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of this, defence expenditures, which form a not insubst2Dtial part of Government 

outlays, can obviously not be determined by cyclical considerations. Jfiuch of 

the so-called current expenditure is of a contractual nature ( see table below; , 

and tcurrent' expenditure accounts for approximately 60 per cent of total 

Government expenditure (9). A point made in this connection by Samuels is worth 

re-iterating . He states that certain expenditures out of current revenue 

11 have a habit of becoming crystallised in v c1,rious institutional forms, closely 

related to special interests, political, social and economic: in the process, 

they increasingly assume the character of fixed commitments and legal and 

contractual obligations." (10) Both expenditure of a capital nature and 

consur.tption expenditure , as defined below, expressed as percentages of eross 

domestic product have shown rising trends (11). 

TABLE 8. 

Current Exnenditure by the Central Government. 

(R millions) 

Year 
Consumption 
Expenditure (1) Subsidies 

Interes t Cu rrent 
on Public Trru1sfers to 

Debt i-Iouseholds 

•rransfers 
to the Rest 

of the ;:/orld 

Total 
Current 

Expenditure 

1960 
1966 

-;i-1972 

485 
978 

1 836 

40 
80 

174 

36 
77 

270 

128 

197 

333 

2 

1 

2 

Note: (1) Current expenditure on salaries and wc1 ,;es and goods and other 
services of a non-capital nature of the general dep2rtments, 
c1nd not the business enterprises, of public authorities . 
Public authorities include all depc1rt;-;ients of the central 
government, provincial administrations, local authorities, the 
ad.ministra tion of S. Vl . A. and other authorities , e.g . social 
security funds , S.A. Bantu Trust , '_L1r2,nskeian Government, etc. 

* Provisional. 

Source : SAiIB 0,u :c rterly :Bulletins . 

(9) 
( lC ) 
(11) 

1':xcludi nf; public corpor ,,tions. 
S2,..rnuel s , L . H. op cit p 353. 
For ex2mple, consumption expenditure, as defined 
percent2.ge of GDP ,,;n s aP11roximr1 tely 9,2 in 1960; 
W_c:>_:r~ki!!e wi t h _p_~C:Y-!_G :~O~?l_ ,f~Ql.~E:-~_,_ !~ ~ 2_ in 1972. 

2bove, expressed as a 
11,4 in 1966; and, 

691 

1 333 
2 710 
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Van Waasdijk (12) proffers four good reasons for expecting the rising trend in 

Government expenditures. In the first instance, as a result of normal 

growth trends, for example, in population; secondly, increased social and 

political requirements in the form of improved traffic control, police force 

etc; thirdly, an increasing awareness of a government 's role in smoothing social 

inequities increased subsidies and pensions are obvious examples; and 

finally, the tendency for expenditures to expand of their own momentum -

possibly some empire-building helped along by increased revenues as a result 

of inflation. No government department will play down the impo:r:tance of its 

ovm role in improving the general efficiency of a country. Allotments of 

funds may be viewed as a si0n of their own importance. They wilJ., therefore, 

apply for substantial sums of money and thus possibly subjugate macro-economic 

considerations to their own ego requirements. 

Tne lack of flexibili t-y in changing the level of Government expenditure and the 

reas ons for expect inc a rising trend in these expenditures were mentioned above. 

S'o show that Government expenditure was not varied anti-cyclic;:i_lly over _the 

period 1960 - 1972, the deseasonalised logarithms of net issues from the 

Exchequer J,ccount , excluding borrowing, were regressed against time (13). The 

eraph given uelow leac'ls one to expect a very good fit. In fact; 3n adjusted 

coefficient of determination of96,O8 per cent was obtained. '.rhat is, just 

over 96 per cent o.f the va.riation in the logririthms of Government expenditure 

mPy be explained by the time trend. Tnis relationsh ip does provide strong 

evidence that Government expenditure did not have any significant anti-cyclical 

variations be2ring in mind the existence of inflationary pressures since the 

e2rly sixties. 

(12) Van 1,\'aasdik , T. "Publ ic Expenditure in South Africa." op cit p 24. 
(13) r.rhe detail ed steps undert2ken in both d.eseasonalising the data and in 

performing the recression are set out in the appendix to this chapter . 
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'.I'he results of the regression are given below: 

log G = 8,26184 + o,01341t = 96,os) 

i.e. G = 182 742 683 eO,ol34it 

or Government expenditure grevr at a r a te of 1, 34 per cent per quarter ( 14). 

Probably the most important development as regards the avoidance of destabilizing 

Govern..111ent expenditure was the decision announced in 1971 to appoint a special 

Cabinet Committee for Finance "to attain a l arger measure of central direction, 

priority determinci tion and co-ordination in respect of expenditure incurred by 

a ll bodies in the public sector." (15) 

. 
The role of public sector expenditure as an anti-cyclical measure does seem 

l i mited . Not only are these ex:0endi tures difficult to prune, but there is also 

a time lag be~veen the decision to increase expenditure and the actual expenditure. 

Mr A. Barber, Chancellor of the British Exchequer, announced a cut-b2.ck 

of £1 200 million in public sector spending in his nini-budget presented to the 

House of Commons during December, 1973. Possibly a better performance in 

redu c fog e overnmen t expenditures durine; periods of infla.tion should be expected 

from the Sou th African authorities. :rowev er , it is doubtful whether the 

(14 ) 
G = 182 742 683 eo,oi34 it 

dG 
dt = 182 742 683 X 0,01341 eo,oi 34it 

'l'herefore 
: dG 
G dt 

0 ,01341 
(15) 'l1he Governor of the SARB in his ~teport to the Fifty-}'irs t Ordinary 

General ~eeting of Stockhol ders 1971 p 9. 
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South African Government will be at all willing to allow the required delay in 

the fulfilment of their multitude of social, economic and poli tica1 objectives 

through subst8ntial reductions in public sector expenditures. 

TAXATION. 

All taxes considered here , excluding company tax, will fail partly on consumption 

expenditure and partly on saving they differ_ only in degree. Obviously in 

employing tax changes to tailor private sector expenditure to suit the availability 

of resources generally, the more it affects consumption, rather than saving, the 

better. Unfortunately the tax changes most likely to affect consump tion 

expenditure and not savings would be ones that were particularly severe on the 

lower income groups, as upper income groups may well pay the taxes out of 

savings to maintctin their standard of living, 

equity considerations. 

There is thus a conflict with 

As with all sta.biliza -Lion measures, lack of knowl edge poses a huge constnd,nt 

on the use of t2..x chru1ges in a stabilization programme. F~eld studies on the 

i nitial effects of fax changes often derive contradictory results. Lag 

s tructures ?..re not knm·rn with 2ny accuracy . 'fuere is thus the danger that 

by the time the effect m3nifests itself the action will be inappropri~te. 

As mentioned in the Introduction, the discussion on ta:ices will be divided up 

into 'direct' and ' indirect ' taxes. Under direct taxes, personal income tax 

and conpa.ny tax chonges and loan levies will be covered,. Under i ndirect ta."'<es, 

Rtten tion will be centered. on the sales tax while customs and excise duties will 

jus t be not ed for their lack of suitability to perform as stabilization measures . 
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To give some idea of the relative importance of direct as opposed to indirect 

taxes in raising revenue, the relevant figures are given below: 

TABLE 9. 

Direct and Indirect TDXes Expressed as a Percentage of GDP. 

(R millions) 

Year Direc t 'i'axes % of GDP Indirect Taxes ~f of GDP GDP 

1960 424 8,0 361 6,8 5 274 
1965 780 9,9 518 6,5 7 879 

*1970 (1) 1 352 10,9 1 032 8,3 12 393 

Note: (1) Note that a selective sales tax WQS introduced ?.nd the progression 
in personal income tax rates reduced in the 1,:arch, 1969 Bu dg~t . 

* Provisional. 

Source: S.Allli C,uarterly Bulletins . 

DIREC'l' TAX ES . 

Personal Income Tax: By 1914 an income tax system, similar to the one applied 
--- ·-------
today, was in opera tion in the Union. Tne structural change of most interest, 

from the stabilization point-of-view, occurred in the early sixties when it w2.s 

decided to introduce a 'pay-as-you-earn' t ax collection system. Prior to PAYE, 

t;:ix r a te changes could have tnken a yea r before they became effective, whereas 

wi th the PAYE systen they would take effect aftE;!r only a month or so. 

Furt hermore, there is potentially greater flexibility in a sy_stem of PAY}J 

collections. For example, Australia altered its PAYE rates on three occa~0ions 

within a period of five months in 1961/62. 
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Adjustments in the tax burden are effected by means of a surcharge or discount 

e.ffixed to the t otal income t ax liabil ity. This surcharge/discount is a fixed 

percentage of the income tax paid by the individuaJ. to the Government. Being 

a fixed percentage it tends to flatten the rate of progression in the tax 

structure and is thus likely to be less distorting· (refer below) than tax rate 

changes which incre8-se the r ate of progression. 

Up to 1969 an exceptionally l arge proportion, relative to other countries, of 

total personal income taxes was contributed by a very small group of taxpayers 

in the higher income brackets. In the First Report of the Franzsen Commission (16 ) 

concern was expressed as to this hj_gh percentage as it was not merely a 

reflection of the skew distribution of income in South Africa, but was mainly 

the r esult of the sharp rise in the marginal rate on incomes in excess of R5 000. 

The Commission was concerned as they felt that during a period of overspending , 

income tax increases would tend to be at the expense of savings r a ther than 

consumption. Thi8 impac t on saving would be more pronounced the higher the 

rate of progress ion. Government expenditure, financed from increases in 

income t 2x contributions, mie;ht thus be infla tionary as the revenue der i ved 

migh t not hn.ve substrmtially affected priva te sector consumption expenditure. 

They also mentioned other negative effects of high progressive rates namely on 

work effort 2nd on tax avoidance. 

Accordinf;ly the Commission advocated greater reliance on indirect taxes and a 

smoothine of the r a tes -of progression in personal income tax rates. 

" The CoITlJ7l ission is convinced tha t a more considerclble change in the 
l evel of consumer spending can be brought about by means of indirect 
th;:m can be brought abou t by direct t2x2.tion, especi2lly in the event 

(16) Frcmzsen Com,--:-i ission. "'l'2x~tion in South Africa." First Report of the 
Commission of' ,::,'nquiry into I isc2.l r,ncl 1.,onet2.ry Pol icy .in Sou th JSricR. 
(Government }rinter, Pretoria , 1968. ) R.P . 24/1969 . Hereafter 
referred to as Jranzsen Commission (First Report ). 
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of an upward adjustment i n the relevant r a tes. The Commiss ion 
r ecommends that u se be El.8.de of i ndirec t t axes as t he main instrument 
in a fi scal sfab i lization pol icy, because the ee!ononic sine-effects 
of taxes of this kind are small er th::-m a r e the s i de- effects of oth er 
t 2xes ." (17) 

This r ecommenda tion wa s embodied in the 1969/70 Budge t when a selective sales 

t ax was introduc ed and margina J. r a tes of personal i nc ome tax were smoothed. 

Even b earing in mind the proportion of total personal income t ax receipts pa id 

by a small number of people, t h is emph asis is contrary to those held by many 

economi s t s . To il l ustra te this point the views of Okun, the Caxter Commis s ion 

and Pcrkins,on vari ous a spects related to the use of income tax chang es as a 

s t abiliza tion measure,are cited. 

Okun (18), a former member of the U.S. Council of Econ omic Advi sers, views 

inc ome tax r ate cha.nges as a particularl y a.ppealing c ounter-cyclical measure. 

He dL;coun t s the cha llenge of the permanen t income hypothesis (19) on the 

efficacy of income t2x chMc;cs as a stabiliza tion tool by citing other evidence 

which supports t he u s efulness of such t emporar y ch ,,nge s in r a tes . (' The 

Personal Tax Surchnr ge and Consumer nem::md , 1968 - 70 ' Brookings Pap ers on 

F,eonomi c Ac tivity (1; . 1971) pages 167 - 204 .) In viewing the affect of income 

tax altera tions on o ther s oc ial goa.ls, he f eel s t h e i mpacts to b e less 

s ignificant than thos e frequ ently a t t r ibuted to other policy measu r es . 

(17 ) 

(18) 

(19) 

}'ranzsen Corwniss i on ( Third Report) paragraph 286 . That par t of t h e 
sentence underlined i s in i t2lics in the origin2l. 
Okun , A.U . "Fiscal I:oneta:ry Activism: Some Analy t ical I ssu es ." 
Brookin.:;s Paners on Econonic /ictivi~X, (l; 1972) pp 123 - 157. 
:Perr11anent income h:rpothesis : consumption expendi tu r e i s a fu nction of 2n 

individual ' s conception of v;hat his per1'1anent level of i ncome is. 
Ch2ngin~; t';.X r2,tes wi ll ,-,ffect saving in so fe.r 2.s they influence the 
individu2.l ' s ide;, of the flize of h i s pern::;.nent income . If t he t2~x ch,me;e 
is viewed 2,s a te:npor;:,ry anti-cyclic8.1 meamire, it is unlikely thi'>.t the 
individu2l' s evaluation of his perm:ment inco;rie wi11 be more th2n marginally 
affected. 



115. 

The Carter Cormnission (20) supports the above view by maintaining that "the 

personal income tax is the most effective single tool for discretionary 

stabilization policy". 'They based this conclusion on studies commissioned by 

them and undertaken in the United St ates and Canada which indicated that the 

response of GNP to personal income tax adjustments was reasonably r2,p id, and 

if producers were to anticipate the ultimate response of consumer demand, the 

l ag would be even further reduced. That is, if producers anticipated the 

reduction in consumer demand resulting from an increased income tax liability, 

they would reduce output after the tax increase was announced. 

According to Perkins (21) there is no general presumption that the marginal t ax 

rates in South Africa are unusually high by world standards, and therefore the 

magnitude of these rates would not pose any obstacle. to the adoption of 

appropriate anti-cyclical adjustments naturally assuming the necessary 

deleg2.tion of power from Parli2.1nent to some com:". i ttee or individu 2l. 

Further factors to be considered under this section are the side-effects of 

high margina l r ates of personal income t ax . The 1'1ranzsen Corn.,"Tlission expressed 

the opinion, quoted above, tha t the economic side-effects of indirect t axes 

were mnaller th,m the side-effects stemming from other taxes. This is deb8table 

as they did not undertake enpirical studies to verify these views rmd field 

studies concerning the side-effects of high margina l rates of personal i nc ome 

tax would seem to be rather i nconclusive reg9rding their affect on work effort, 

the supply of fun ds to enterprises of varying ri sks , and , of course, on spending(22). 

(20 ) 

(21 ) 

(22) 

C2..nad i Fm Report of the Roya l Commission on Tax2. tion. 
Ottowa , 1966 .) Vol 2 p 60 . 

(Queen ' s Printer, 

Perkins, J . O. N. ( ed ) w •12cro-econonic Policy A Com:p::>r2. tive Study 
Austr;,li::. Ca,n:--d8 ~iew Ze2,l;:nd ~-;outh Afric;1 • • 11 (George Allen & Unwin Ltd , 
London, 1972. J 
See Trotter , G.J. "Pcrsona.l Income Tax." 
for a more detailed di.scussion of these sid e-ef.i. ects . 

Vol 37 pp 329 -330 
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Accord i ng to AEcm (23) t he evidence as r ei:,;a.rds work effort does suggest that 

incentives to be ultra-produc tive do weaken at very high r ates of marginal 

taxation. Nevertheless , the overall result of a change in income tax payments 

is by no means certain. It will depend on the relative strengths of the income 

and subs titu tion effects 8mongs t the v2.rious classes of income earners. This, 

in turn, will depend on how people view the t a:x alterations. Do they view 

them as permanent or likely to be reviewed in the next budeet? It will also 

depend on who is able to dissave and vrh o has access to credit, and whether or 

not they will u se these facilities to mainta in a g iven level of consumption 

expenditure . A final factor to be considered is the eff ect of high marginal 

rates on the incentives t o evade and avoid tax. 

Much has been written 2.bout built-in stability of a progress ive income tax 

sys tem. 3u t Hishe.n and Dicks-J-.:Tireaux c mne to the conclus ion after s tudy'ing· 

this concept tha t " a pass i ve fiscal policy - main t a ining tox r ates constant 

with unchanged (real) government outlays would not by its elf bring powerful 

pressure to bear on mild inflationary tendencie s until after the lapse of quite 

a few ye2rs. Built-in stability i s built small into the system, not l arge ." (24) 

Company 'l'!=!X: 'ro reduce the discussion to mancc1.geable and relevant portions , 

the ramificB.tions of tax~tion of special classes of companies , for example , 

mining and insurance companies,are not covered. What is said below is 

appropriate to both 'ordinary ' c ompanies and to these special classes . 

The :F'ranzsen Commiss ion (2.5 ) recommended that "changes in the r ate of company 

(23) 

(24 ) 

(25) 

Allan, C.Ll . " The 'fueory of T2.xation. 11 ( C. Nicholls and Co Ltd , 
YPnchester , 1971.) 
I.iishc>n, ~. J. 2nd Dicks-Eireaux , L.A. "Progressive Taxation in an 
Infl2.tiom,ry Economy." The IJnericc-n :,,cononj c R0view September , 1958 
Vol .:LVlll pp 590 - 606. ~uote from 'i'rotter, G.J. op cit p 332 . 
T'r::mzsen Cor.1mission (Ti1ird Report) par2.gr31,,h 309. Itrc:.lics i.n tll.e original. 



117. 

taxa tion should not be used as a short-term stabilization measure, but that 

when circums t ances m2.keachang e n ecessa.ry, it is preferable to let stabilization 

be effected by way of a surcharge or a discount. 11 The reasons behind this 

conclusion were that: increased company tax would treat equally the yields on 

existing and new investments, and it would be only new investments that the 

fiscus would be attempting to have postponed; secondly, there would be a long 

time lag between fiscal action and investment reaction projects in progress 

would not just suddenly stop and there would be a further l ag between the 

latter ~md the overall effect on demand; and finally because of the uncertainty 

engendered businessmen have many risks to bear in their final assessmen t of 

the future without the fiscus burdening them with yet another uncertainty in 

the form of possible tax changes. 

There are, however, other importcmt consider8.tions: company taxation, being a 

t;:ix on profits, penal ises the efficient; 2nd, given a company's propensity to 

maint,;, in its dividend payments, increased compc1ny tax is likely to a,ffect the 

s ize of reta ined profits and have some influence on the pace o~ investment. 

~1here are thus m2J1y f ac tors persuading the authorities not to employ company 

tax adjustments 2s an anti-infl a tionary weapon. Probably the most re_levan't 

comment to m2.ke to c onclude this section is one by })rofessor Sadie: "company 

taxation, like all other elements in the t a..~ system, presents a vast area of 

virgin soil for fiel d research in South Africa." (26) '1100 little is known to 

be able to u s e it aB a discretionary stabilization tool with a:ny confidence. 

(26 ) Sndi e , J.L. "Company 'I';,,:x:2. tion. 11 SAJ E 1969 Vol 37 p 371. 
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Loan Levies: The origin of the loan levy in South Africa was a system of 

compulsory saving introduced during the Second World ·aar to fin2.11ce the war 

effort. In the 1953 Budge t a so-called 'savings tax' was again i mplemented . 

The Minister of Finance justified its introduction · as follows: 

"In view of the fact that the necessity to increase taxes is due 
mainly to the large amount v,hich has to be found on Loan Account for 
ureent capital works , the Government felt that at least a portion of 
the necessary funds shouJ.d ·be found by means of compulsory saving. 11 

It would appear th;;t t:ie Government regarded the loan l evy or 'saving s tax' as 

a partial substitute for increased tRXation. Since 1953, the loan levy, levied 

on the basis of company and individua l income tax l iabilities, has been imposed 

in many budge ts. It was only in the 1972/73 Budget that the loru1 levy on• 

individuvls ,:ms abolished, and both the levies on income tax and dividend 

receipts of companies ,·1Qre.lowered. In the 1973/74 Budget the loan levy on the 

dividend r eceipts of companies w2s rescinded. This phasing out of the loan 

lev-y- followed the recommenda:tion of the Stcmding C omrnission of Inq_uiry into 

Taxation which viewed the f act that , although loan levi es "are in fact a 

compul sory · investment be8.ring interes t a t 5 per cent tax-free, they · 2.re still 

generally regarded as little different from a tax. Furthermore , if they are 

used to finance expenditure of a continuing nature (rather than large temporary 

increases in expenditure) then a problem must a lways arise when the time comes 

for their repayment. 'rhey ::i.lso give administra tive proble;ns . The general 

view was tha t levies should be phased out. tt (27) 

Despite these recent 1 official I vievrs , the lo2n levy w2.s employed extensively 

during the sixties nnd early seventies. It is, therefore, worth reconsidering 

(27 ) Hinister of l'in2.nce in the Ludget Speech delivered on the 29th l'.0rch, 1 972 
p 16. 
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its potential as an anti-cyclical tool. :F'irst note, however , that the rate at 

which the levy was collected might only be v2.,ried in the Budget, and that they 

did not have a fixed redemption date but a maximum maturity of seven years. 

The potential advantages stressed by De Villiers Graaff (28) of this 'refundable 

ta.x ' from a stability viewpoint vrnuld be tha t repayments could be geared to the 

level of liquidity. The authorities could thus achieve the same results as a 

completely flexible income tax policy without usurping Parliament 1 s 2uthori ty 

and undermining business sector confidence through the creation of additional 

uncertainties. 

Acc ording to De Villiers Graaff the effects of a loan levy on spending are 

similar, but probably weaker, to that of a tax increase of the s ame magnitude . 

Probably bearing in mind these f actors and also noting the ever-increasing 

demand for funds by the Government, the Franzsen Comnission did recommend or 

rather 11 ree-arded as inevitable" the continued use of loan levies ( 29~. In 

reaching this decision they were aware tha t compulsory lending decreased the 

need for the Government to enter the capital /money market to compete for funds 

and so would mitiga te the pressure on interest rates. As they regarded the 

ex tension of the burden of the captive market upon the n2rrow sector of 

f in::mcia l institutions 2s unrec:'sonable, lo~m levies were felt to be sui ta,ble 

f or sprer1din,3' this burden. 

I t is interesting to note the views of a majority of businessmen on this matter( 30). 

They zrere in general opposed to the 1 evy . One of their mA,jor objections was 

that there was a 'proper and Accepted ' method of raising Government locms for 

capi tA-1 expenditures, 2nd tha t was thrm.1 011 the capital market. If a reduction 

(28) De Villiers Gro~iff, J. "':i.'he :i.,ation2.l Debt. " SMI'.i 1969 Vol 37 
pp 179 - 186. 

(29) Fr,,nzsen CommisPiion ( '1'hird Report) p;orng-r2ph 213. 
(30) SUmners , D.H. "Lo,m Levies c1nd Income 'l1ax ." Commerciri1 Opinion 

July, 1959 Vol 37 Ho 438 P 15. 
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in the rate of infla.tion is the objective of economic policy, one must support 

this side of the 2 . .rgument. Additional Government expenditure must be t a ilored 

not to impose excessive demands on 2,v2.ilable resources where total demand h as 

been excessive, that is, it must be financed in a manner which competes with 

private sector borrowing through interes t rate increases. 

INDIREBT TAXES. 

'l'he chief sources of indirect taxation prior to 1969 were the customs and excise 

duties imposed on imported and certain local goods respectively. These were 

in existence prior to the formation of the Union and are currently levied in 

terms of the Customs and Excise Act Ho 91 of 1964. There are numerous other 

s o-called indirect t2.xes, for example, fees for motor vehicle licences, 

entertainments t~es, tran~fer duties on fixed property and shares , st2mp duties, 

rates and taxes on fixed property etc. These many t axes are , however, not 

cons i dered as stebiliz3.tion measures in South Africa they are primarily 

levi ed to r::iise revenue for the Centn,1 Government, Provincial Administrations 

and Local Authorities. 

In fact, neither h2ve customs nor excise du ties been employed as 2..n ti-cyclical 

tools. Customs du ties gener::il ly m2,y not be flexibly employed in an u p,'12.rd 

direction owing to South JfricP ' s co~,itmen t to GtTT . They have been employed 

to protect loc2.l industry 2..nd obviously as a r evenue-raisi'1.:_;- ,;easure. As 

regards protection, there hns been pressure exerted on the Government through 

the Chamber of Commerce to re-assess cons tar1 tly the need for protection. 'l'he 

Chamber of Commerce has been, and is, a great advoc2.te of the benefits of 

i mproved competition. 

"Assocom which stroq(i_y supports industrial exp2.nsion is in 
no sense opposed in principle to t~e use of tariff protection to 
stir.mL,te industri"l crmrth, but its rr:ain concerns are to ensure 
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that protection is sel ectively gr;:mted, that it does not unnecessarily 
r a,is e costs and prices in our ec onomy, R.nd th2t it is reviewed from 
time to time to ensure t h a t it i s succ essful ::_,_,nd still nec essa rv. 
When it i s no longer n ecessary , we feel it should be scaled dow~." (31) 

So, be s ides not being allowed , in terms of GATT, to r2-ise customs-duties without 

r esort to lenr,th y 'ouid p:ro qu o ' arrangements with other member nations, there 

is pr e ssure on the Govern.111ent to redu c e ta,riffs nhere fea sible. Balancing 

this pres sure, however, are requests from organized industry to increase 

t ariffs. 

Krogh sums up the potentia l of excise duties as an anti-infla tionary measure as 

follows: 

"Sinc e t he burd en of a dmin i s tering ex cise duties is of such a n2.t71re 
tha t t h i s f orm of i ndirect t axation is tr2ditionally limited to on ly 
a handful of commodities , and s i nce the t ariffs on sev eral such i terns 
are a lready exc ep tionally high i n South Afric a , it foll ows tha t v ery 
lit t l e scope rem,, i ns fo r either expcindint; t h e b as e th ereof or rai s ing 
such t ariffs in fu ture ." (32) 

A decrease in excise duties could, h owever, be a useful refl a tionary measure. 

A sel ective sal es t ax (33) was a.dded to the arr::_,.y of indirect faxes in the 

~arch , 1969 Budge t Act No 105 of 1969. 'l'his tax is levied for administmtive 

convenience a t th e i mport/produc t ion stage , and t he Minister of Fin,mce may 

;:i,l ter the rcites a t which i t i s imposed a t any time . 

(31) Har tin , :a .s. " l~ew Look in Tarif f Pro t ection ." Cormnercia l On inion 
April , 1963 Vol !tO n o L183 p 5. 

(32 ) Kr o&h , D. C. " T2x::-.tion in a Dev elop i ng Econ omy." SAJ E 1969 Vol 37 p 304 . 
(33) The Fr,mzsen Commi r:;s i on i n its I'irs t Repor t d i d no t advoc 2.te a value 

added t2.x systen owing to Sou th Africa ' s i nexperien ce in the 
Rdm i n i str~ tion of S"'.les taxes . Ti1ey felt that t he gener a l cost of 
administerint,· a selective sales t ax would be loner t h2 n t ha t i nvolved 
wi th a turnover t[1x as fe:rer firms wou l d be i mplica t ed . Al t hough a 
' pro,;ressive ' / r-elective sales t Rx would affect c onsump tion p2.t terns 8J1d 
thus the flow of resources to particulo.r sectors , this was felt jus tif i ed 
on the crounds of 2chievinG grec1ter equi~, . VJ..'l', or 2.ny t u r nov er t2x , 
would hc~vc l ess distortionary effects but would disc rimin2 t e ago. i ns t the 
poor . 
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The :F'ranzsen Commission's view over the advantages of indirect taxes over 

direct t a..-xes was noted above; ncimely, that their econorriic side-effects were 

smaller 2nd that they were better able to influence private c'.:lnsumption 

expenditure. Yurthermore, the l\Unister of Finance announced that indirect 

taxes "have the advantage that the rseneral public is l ess sensitive to the 

incidence of a, tax tha t is levied in an indirect nwnner. In addition an 

indirect tax makes it possible for the public themselves to decide whether 

or not they wish to purchase the taxed article." (34) 

Despite this not inconsiderable optimism from official sources about the 

usefulness of a flexible sales tax, there are many areas where accord is not 

reached with their views. In the following paragraphs certain areas of 

contention wiil be r a ised 8Ild certain questions posed which mj_ght help dispos e 

the aura of elitism from the sales ta.x concept. 

According to WesselR, the imposition of a sRles tax of 5 per cent i mpos ed on 

passenger c2-rs in the 1969 Budge t qelped cause sales to drop from abou t 17 000 

uni ts in f-Iar ch to less than 13 000 for April. He had this to say ab?ut sales 

tax chanc:es ; "In the long term, general econoJ11ic conditions ancl the 2.mount of 

purchasin_; power availP.ble for heavy consumer goc,ds will, of course, exert the 

major influences ; but, on a short term basis, Government Policy is still an 

i mportmt if not deci sive f a ctor influencinc motor vehicle s:Jles." (35) 

The magnitude of these figures is impressive and the speed of reaction of this 

type of exnendi ture does g ive cause to consider the merits of s2,les tax adjustments 

2 s a particularly 2ppropri;:,,te anti-cyclical me':lsure. Other factors to be 

( 34) :1/inister of Finance in the 1969/70 Duc\:;ct p 8. 
(35) 1::esscls 1 A.J .J. " 'lhe :•.'otor Vehicle :.l2rket in 1973," A paper delivered 

at the :sleventh Jusincss Cutlook Cor1ference of the NA.tional ])evelopment 
and ;'.Ic1na6·eraent Iou.:1d2tion of South Africa in October , 1972. 
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considered, however, are thR-t the income not spent on motor cars need not 

necess arily have been saved, and the effect of Government policy on this 

particular industry is particularly harsh . 

Cne of the factors borne in mind by the Franzsen Commission i n reaching their 

decision abou t the superiority of indirect t axes relative t o direc t t axes was 

that indirect t axes would lead to a once-and-for-all increase in the co s t-of-

living, and any wae;e demands aris ing from this i ncre!lse could only be negotictted 

after ,wme delay. But Van Wciasdijk argues tha t wage demands are incre,rned 

earlier following a sales t ax increase then foll owing an increase in personal 

income t;:ax. 

"When increased, b oth a personc1 l income t ax Bnd a sales tax will h ave 
wage incrensin0 effects , but t he latter sooner than the former •••• 
Since progressive i ncor.1e t8X rates and personal saving are both 
j ncreasing functions of income , a pers :;na l t ax increase i s more likely 
to be absorbed a t th e expense of saving than r:i.n increase in sales tax 
( especially of the re~ress ive type South Africa has) which i mmediately 
cuts into c onsumer oucle;ets . 11 

In a fo otno te Van Waasdijk quoted the c ase of the President of the National 

Union of Distributive \'/orkers who lodged wag e claims within six months of the 

Budget in which the sales tax was announced this occurred despite there 

be ing sir.ml t :rneous concesP.ions offered in respect of income tax p2,yments. He 

concludes th~t this "draws into question the are;ument that a s;:i_les tax h2.s 2.n 

2nti-inflation"'r~- effect in th ~t it reduces consumer dem2nd . This claim i s 

m"de by probgonists of the s2les tax in conjunction with the contention that 

progress ive i ncome tax has a disincentive, and therefore inflationary , effect. 

however , under cl2stic money supply a s3.les tax increase wil2. be anti-infla.tiona:ry 

only if it does not result in hi6her wages or if it reduces profits . This 

pre-supposes: 'fnr..t salary- 2nd wnge-Er·r11ers are under a lpsting money illusion 
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or are unable to recoup the t?.x by higher pay, and that professional men a re 

unable to charge higher fees to av oid a decline in their st2..ndard of living, or 

that entrepreneurs are forced by economic circumstances to ab sorb t he sales t ax . 

This is hardly an allusion to modern economic society. " (36) 

Van Wa.asdijk ends his article with the statement tha t indirect taxes come into 

their ovm as structural I re shapers ' of the economy in the long-run r ather than 

as instruments useful for short-term economic policy. He does, however, 

q_ualify this, to a c ertain extent , by saying that should commodities with a 

high income elasti.ci ty of deriand be taxed at higher r ates than necessities, 

then the sales tax would prove useful in helping to build a budget surplus 

during an expansionary phase. In Sou th Africa, with the so-called progressive 

sales tax s truc ture , there is,therefore, some degree of built.:..in stabiiity. 

The a ttractivenesA of sales t2.x changes stems fro,n the f act that it - i s supposed 

to affect c onsumption expenditure , t hroue-h price changes, and have not too many 

adverse side-effects . But there is no cert2inty as to the manner in which prices 

wil l react when a s21es bx i s imposed or incre8sed. Prices wil l be l a r gely 

determined by producers ' views aA to respective profit maximising prices. 

'.rhese views will be influenced by estimation of future dem2.nd 2.11d supply 

conditions with obvious concern about · the respective price elasticities . The 

speed with which nevr prices come into effect will 2:lso depend on the size of 

inventories heJ.d. Price reductions .follovving decre2.ses in S81es t ax can b e 

speeded up, if necessc1.ry , by the thre c> t of i wpo secl price control on the 

offending articles, but will aJso be influenced by stock levels . '11hreats of 

pr ice control m2,y also be used to ensure that the full sales tax reductions 

c1re pnssed on to the public . 'l'hese f 2.ctors are irriport2I1t limitations to the 

use of s2,les t2xes as a short-term st;c•biliza tion measure the 2.u thori ties do 

not knm., with cert2inty ho',': soon prices v:ill 2djust, 1iy how much ~md what the 

effect on c or.sumution expenditure v;ill be. 

(36 ) V ,·7 a· ·k T " Some 11l1ou.,hts on Indirec.t Tax .E:ffects in South Africa." ;,in , a.",S lJ , • ~ 

op cit pp 387 - 3880 
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Much has been said about the regressive nature of the sal es tax (37) . The 

authorities have tried to introduce some progression in the tax r ates by not 

t axing 'essentials 1 and i mpos ing progressively higher rates as one moves up the 

scale towards those commodities generally classified as ' luxuries '. The cos t 

of introducing this progression has been the distortion to marke t f orces in 

determining future manacement of resources. It has also been , as noted above , 

par ticul arly harsh on cert2.in industries. It should be remember ed, however , 

tha t a sales t ax ch,mge ccm achieve more pervasive results than an income t ax 

change, particularly in Sou th Africa where only a small percentage of t he 

population pays personal income tax, 3lld m2,y thus achieve a greater impac t on 

c ornmmpt i on expenditure. 

In conclusion, empirical studies would not seem to justify the confi dence shown 

in sales tax adjustments as an anti-cyclical me c1sure . 

DCE1~TIVES TO D:VEST . 

'rhe t wo instrumen ts · discus sed are the ' initial allowance ' and the ' investment 

allow2nce ' • Other incentives to invest are used, for example , to encourage 

the establishment of industry in the border areas ; these inducements, however , 

are not c onsciously 2pplied or v aried in intensity with a view to improving the 

stability of the economy in the short or medium-term. 

Before discussinc their relative merits , a brief mention will be made as to how 

these t wo incentive schemes work. Under the 'initial allowance' scheme, in 

ad<li tion to the smount normally allowed for depreciation in the first year a 

further proportion of the cost of the plant, machinery etc. is tax deductible 

(37) Professor '.!.'rotter \OP cit) h2.s posed the question whether as much thou{;;·h t 
h2s been civcn to the ineQui ty ;:,rising fron the non-inclusion of capi t2.l 
e;2ins in the definition of taxable income as to the reg-ressive n2,ture of 
South J.fric2 ' s sales t2.X. 
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in the yeo.r of purchase. In subsequent years, however, the depreciation 

al 7 owa nce is less th2n it wou1d have been in the absence of the 'initial 

allowance '. The scheme then is largely one of nccelerated depreciation. 

The investment allowance system involves a permrnent exemption from t axation , 

and as such provides a stronger incentive to undertake investment expenditure. 

A company is able to write-off , effectively to depreciation, greater than 100 per 

cent of the cost of the asset. T'nat is, the investment allow;:mce g ives similar 

help to the company in the first year as does the initial a llowance, but with 

no reduction to subsequent deprec i ation a llowances. 

Both the s e me2.sures have been employed as stabilization measures measures 

to i mprove or decre8.s e economic 11,ctivity as well . as mea sures designed to 

i mprove the struct-ural shape of the economy . The inevitable questions , · hov;ever, 

may be posed P..S to the deg ree of sophisticatfon shovrn in their utilisation as 

stabilization measures. Wha t were the authoritie s hoping to c1chieve in 

quantitr~t i ve terms end in what time period? How did they determine the rates 

a t which t h ese incentives were applied? The determinants affecting investmen t 

demand rwy be guessed f ;:drly accur2,tely, 1m t their respective s i gnificance in 

infJ uencing i nve stment decisions is not known with ;:my certainty. T'nese 

factors c ou ld weJ. l render the us e of initia l and investment allowances as 

destabil i zing . 

Studies woul d seem to indic2,te tha t i nvestment decisions are not influenced to 

a.ny great extent by interest r a t e s i.e. the interes t r a te elasticity of dem3l1d 

for i nvestmen t goods is low. In th2. t case, i s it l ikely that an interest-free 

loim , in the c ase of the i nitial allo-uance, is go i n:; to have a si1:,'Tlificant 

imp,'<-ct on i nvestment decisions, particularly if a. c ompany is f1:iirly liquid'? 

'l'rr-oug-h the investment ~llowance , an investmen t project i s effectively subsidised . 

1'his obviously \'lill make for a reL1tivcly stron0 er iT'lp;:,_ct on investment dec i sions , 
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but will it be signific2nt? Both measures, however, could tip the scales in 

f avour of, or 2.gains t, ;:,..n investment project by intlicatinc- the Government ' s 

atti hi.de towards renewed expansion. 

Both these measures do h:=we liquidity effects i.e. the cash flow of a c oncern 

undert;:il<ing an investment project is improved in the early years. 'l'h i s 

i mprovement , particularly as it is in the early years where forec a sted t r ends 

i n costs and revenue are likely to be r elatively a ccura te, may prove a strong 

f a.ctor influencing the decision t o invest. :Furthermore, the more liquid the 

firm, the less it has to rel y on outside sources of finance. '.rhese two 

i nc en tives will have max i mum i mpact where t he enterprise expects to make an 

overall l)rofi t immediatel y . According to Sadie, evidence regarding the 

efficacy of these measures is mixed: 

" The field r esearch undertaken so f ar to determine the effects of 
t hese instruments on inve stments h as been v ery limi tea and vrris real l y 
onlJr concerned vi i th their role as inducement s and not as deterrents 
when they ;:ire reduced o:i;- withdr awn . 'l'he r esults tend to indica te 
th2.. t businesP.nen who r eact pos itively ;:ire in the minority, but even 
so it has been stated thG.t I far more firms have been influenced in 
their investmen t decisions 'by these al lowc:,nces -Lhan is u gually 
supposed ', indicating thqt there has been , in general , lit tle conf idence 
in the effic p,cy of these measures . 11 ( 30) 

If these incentives to unclerfake investment expenditure are viewed as temporary , 

their i mpc>ct on inv estmen t decisions ma.y be t;Tenter. And yet i ncentives must 

be of suff icien t dura tion to allov1 entrepreneurs time to make the dec ision to 

invest, and t hey must be assured th 2.t i f a project is started in a year when 

the initial or j_nvestment ;:,l lowance i s increa s ed, th2 t the project will qualify 

in its entirety for the hiG'her percen ta,.;e. Thus t he flex i bility with which 

these allowances m2y be infa:oduced and effectively withdrawn is severely 

prescribed . 

(38 ) Sadie , J . L . op ci t . p 370 . 
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l'rom a r evenue viewpoi nt , the i mpl ementa tion of 2n 'ini tia1 allommce' does not 

involve the 2uthori ties in 2. revenue loss in the long-run. With the inve st□ent 

a.llovrnnc e , however, th e state is to a certain extent subsidisin[~ the c apital 

expenditure wh ich qu al ifies for the all owance. The fiscal authorities in the 

United Kingdom have replaced these investment i ncentives by payment of cash 

gran ts to those firms undert akin0 investment expenditure. They viewed the 

effects of the investment allowance a s not being ereat enow;;h to neg8.te the loss 

in revenue to the Excheciuer. Furthermore , during infla tionary periods the 

replacement costs were often f ar greater than the historica l cost on which the 

all owanc e wa.s based. Another f actor influencing their decis i on to sr,i tch to 

a system of c ash grants was tha t firms which incurred l osses enjoyed no 

immediate benefit. 

Should the c1uthori ti es \'Tish to stimulate investmen t expencli ture in the priv2.te 

sector, the use of either the in i t i a1 or investment allowance is preferBble 

to the discount method of chcinging c omp,my t ?.x payments, as the former method 

' ' 
is linked directly with new c 2.pi t?l expencli ture by bus i ness en t erprises . 

I NCE/TIVES TO SJ..VE. 

The dem::.nd for Government securities by the public is limited by t he properties 

of these aPsets : generally interest rates 2.re too low g i ven the maturity of the 

security, and there exists the possibi1i ty of c:=i:pi t c1.l los s owing to a rise in 

interest ru. tes. The authorities tried to rectify this situa tion with issues 

of speci?l sev ing s bonds to the publ.ic they were i ntended to encour2ge 

spving at the expense oi consump tion expenditure. 

t:1x-fr ee Treac;ury bonds occurred during 1966 . 

'I1he first i ssu e of thes e 

I t is, however , . unlikely tha.t the aosoJ.ute level of saving wou1d be more t h2.n 

mqrgin~lly affected. Rather c ert"in types of savinc:; wouJ.d be ch2nnelled off 
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to the Government sector. .And these forms of saving (non-contrac tual saving 

by the public) do not form ci l arge percent2,ge of total savine. In fact, total 

personal saving; as a percentace of gross domestic saving tends to fluctuate 

between about 22 - 28 p er cent. 

Contractual saving , in the form of insurimce and pension premiums, is encouraged 

via t PX concessions . 'J'he r ;:i tes of these concessions, hmvever, are not varied 

with a view to i mproving the stability of the economy. The tax is designed to 

encourat_; e certain social Vc"Jlues. 

OTHER MEASURES. 

Under this heading , buildinc controls and price controls will be reviewed to 

assess their potential as stabilization measures. 

Bu ild1ng Control s: :Building c ontrols were introduced in South Africa in 1964 

to div ert re:c;ources to relieve the short::>ee of housing end thu s hopefully to 

avoid upward pressure on the cost structure of the buildinG i ndustry through 

the deferment of certain less essenti~l projects. The strinGency of building 

con trols was altered during the course of its existence : for exi::imple, in 1967 /68 

bu ildine controlR were partially relaxed. But to think of building control in 

terms of 2.n a11ti-cyclic2,l measure is really inconceivable. Besides possessing 

the normal dis2rlvcn tage of a direct control .1easure (ex2mined under monetary 

instruments ), t he~ duration 211d v2.riabil i ty in the time taken to plan, initiate 

end complete 8 project g ives the authorities no ho:9e of controllins- the 

si tu2.t ion, throu ch the scheduling of projects, with any degree of accuracy. 

Jlu ilding controls were eventually wi thdre,wn in thA 1972/73 Budget "The 

pos i tioc1 has now ch::>nged ;:,nd the housing position can be satisf;-:ctorily de2-l t 

v;ith without such control. In order to eive grea tcr freedo111 to the indur,try , 
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the Government has decided to suspend control." (39) 

F,arly in 1965 I.-::r A. Keller, President of Assocom, had queried the necessity of 

control of the building industry and had pointed out possible disadvantages of 

such control. 

11 • • • without control, the situa tion would in any event tend to 
remedy itself by c ausing less economic projects to be deferred and by 
brin6 ing in additional resources, includinz the more efficient use 
of manpower available in the nepublic. 

Restrictive control, based on concepts of 'essentiality', may not 
succeed in allocatini; resources in the best interests of the community 
in 6 enerA..l , because there is no r a.tionR.l criterion by which to judge 
whether one project is more essential thcm another. It must be 
remembered tha.t production , distribution, transport and com..,mnications 
are interdependent, and to limit expansion i n one way may adversely 
a ffect the others ••• 

Control must of necessity introduce uncertainties, which might have 
a ret'.:.r_ding effect upon genern.l econoP.Jic erowth. 11 (40) 

Looking at the series of wholesale prices of building and .construction materia ls 

in the Sou th African Reserve Bank Quarterly Eulletin, building controls, purely 

on inspection, do not seem to ha.ve successfully held dmm the rate of increa se 

of these prices. The serie8 incre,:wes fairly ste:=tdily from 102, 2 in 1964 

( Index : 1 963 = 100 ) to 129,7 in 1972. The advantage to the ' housing 

situation e;ained throuch building control could thus have been outweighed by 

the negqtive influences of su ch controls, 

Price Controls: During 1964 Assocom presented strong opposition to the proposed 

price control legislation. If en2cted,the powers, formerly exercised in terms 

of the '.far 1\:e2sures .Act , would be 0 iven to the Price Controller enabling him 

to i ~pose price controls under any circumst2nces. 

r.Unister of Fimmce in the 13udcet Speech delivered on the 29th V;:,_rch , 1972 
p 8. 
"Assocom Nevrs and Views." 
1\ 0 50,1 p 5. 

Commerci;:.,l Opinion J 2nu2,ry, 1965 Vol 42 
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" economic and domestic ;:ind foreign investment in the economy are 
best encourRged by the maintenance of a free enterprise economy, and 
it is essential to such an economy that prices ;:i,re determined purely 
by market forces. Assocom accordingly op~oses the use of price 
control under 2.ny other thc1n abnormal or emer,:;·ency circumstru1ces, 
such as war conditions, and since the necessary temporary powers 
could be taken upon the development of such conditions, A~socom 
opposed the Price Control Bill Act No. 25 of 1964 which g2,ve power 
to impose price control even under normal circumstMces." (41) 

It is interesting to quote rnr Steyn, Sou th Africa• s present Price Controller, 

as he replied to Questions in a newspaper interview concerning his powers, his 

basic objective, the extent of price control, and the possible extension thereof, 

the psychologic2.l impact of possible imposition of price controls, and the 

criteria by which he judges price increase applicat:Lons . 

"Q: Mr Steyn, what sort of powers.do you have under the Price Control 
Act? 

A: I can fix mP..ximum prices by notice in the Government Gazette for 
specific commodities. I can fix, 1:1,lso by notice in the gcizett~, 
maximum profit rnart'sins at manuf8cturing, wholesaling or refailing · 
level for specified comnodities. I can freeze the prices of 
specified commodities and I c 2.n direct a specific company to 
reduce its price~ or not io increase them beyond a certain poin t 
without the 1,Iinister' s :permission. '.!.'he s r1.m e applies to services. 

Q: Are there 8DY exclusions? 

A: Yes. In terms of P long-st,mding policy decision on the 
Government • s p2.rt; I c2nnot use these powers in relation to 
2gricu1 tural :9roducts of which prices Pre controlled by the 
m;:, rketin0;· bo<>rd mechz,nism. Also exclud,ed are most professional 
services, rent and most forms of tran sport services. 

Q,: Wh2 t is the br-isic objective of the Price Control Act? 

A: ,To ensure th::it consumers are protected 2gr-i.inst excessive prices 
••• to see to it that manufacturers, wholesalers 2.nd retriilers 
do not ch?.r6 e prices that cannot be justified in terms of normal 
economic principJ.es. 

(;,: rro what extent is the Price Control Act applied now? 

A: ••• I would s-:iy a t a very roueh guess that 2.bout 30 per cent of 
total expenc:i ture in the econony is affected by price control. 

(41 ) "l ssocoo :~e;:s 2nd Views. 11 

i-:o 492 p 5, 
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Q: What about :<. more comprehensive system of controls, even a price 
and w2ge freeze? 

A: The 111inister of Economi c Aff a irs h as made it clea r tha t a more 
c omprehensive system of controls CPnnot be considered under the 
prevailing conditions. A point that should be made here is that 
price c ontrol can be infl2.tionary in that it involves the firms 
concerned i n consider::i.ble expense ••• and, apart from ;my other 
considerati ons , we would hr1ve to expPnd our staff tremendously 
if we increased the scope of our con trols. 

Thj s k i nd of trained m:mpov1er is just not available. One 
point must be emphas i sed about the present system. That is 
tha t the power I have to extend t he application of the Act h a s 
a psychological effect in the sense tha t it acts as a discouragement 
to private enterpri se to charge exc essive prices for their goods 
and services because they know only too well that any of 
t hese goods or services could be placed under formal control 
at very short notice. 

Q,: What standards do you apply when you c ons ider price increase 
a,ppli.ca tions? 

A: ••• when we consider appli.ca tions for increa ses , we t ake three 
main factors into account: -I 

(1) 'l'h e ra te of return on tot8l c2pit;:1,l employed by the 
applicant firm b efore tax and before paymen t of interest. 

(2) 'l'he extent of the cost of increases involved , tog ether 
with the gross additional rev enues the i ncre2.se will 
bring the f ir;m, if 6 ranted . 

(3) The Hbili ty of the firm to absorb some of the costs by 
meens of increased productivity or more effic i ent 
rnctnat'.,,;er:ient. Some npplic;:,.t ions for i ncreases are 
motiv?ted by a desire for an i mprovemen t in the 
profi t;:i,bili ty of a f irm. In these c 2_ses, the same 
considera tions [cpply . 11 (42) 

Comments that are extrer1ely relevr-int to the use of price c ontrols (43 ) are made 

bel ow. In the first inst8nce , the approval of upward adjustments in prices is 

likely to l a0 behind cost increases and could make their appearance when economic 

(42) t'r G.J . J .:r• . Sreyn 2.s reported in the C::i.pe /,r67J.s i n the l atter h;:1lf of 1973 . 
(A3 ) It w2s felt th:::i.t controls rels,ting to the prices of c1gricul tura l goods and 

to rents completely l?ckecl flexibility and co·: 1 cl not be thou,::,;ht of ;:is 
potentie>l 2nti-cyclic2l r.1e2sures . 'I'hus their rel~tive merits and der.ieri ts 
have not been t~1.ken up here. A point to note , ho1::ever, i s th2t the 
timing of up\·12.rd 2.djust'llents in Pny of these controlled prices could t ake 
place at A very bad ti~e for stPbilization policy (see 2bove) . 
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activity has slowed down and needs a static price level, or falling price level, 

to reflate dem:>nd through a real balance type effect. One could hypothesise 

tha t t his happened in 1972 when m8ny pric e increases were allowed followi ng the 

devaluation of the rand in December, 1971. According to 11Iessrs Smit and Ven 

der Walt (44), the economy only emerged from its downswing towards the end 

of 1972. 

Cnce the price of a good i s controlled , the management will think t wic e abou t 

pass ing on gains in productivity i n the form of a lower price to the con sumer, 

even i f demand is sh.ck. The delay normally taken to approve a price increa se 

owing to 1 u.navoid2.ble cost increases ' will affect their deci s ion a s to the futur e 

profit m2ximising price . 'l'he pric e set could well be above that which would 

have prevailed i n the absence of price control. 

A point made by Profesflor Victor J,,;orerm (45) i s very appl ic8,bl e to the South 

Afric2.n situation. He wns v ery wary of t he fae t th8 t the level of dem;md was 

not mentioned in the criteria justifying price i ncreases nor, in fact, in those 

under which ' enterprises will be expected to reduce their prices .' '.rhis t · he 

mentioned, would introduce an unhealthy rigidity in prices es de::r12nd would only 

affect prices as it affected costs. Furthermore, h e felt t hat ·gr eater 

attention should be g iven to productivity 2..nd cost absorption . 

Recently Assocom were 2g2.in outs1,oken abou t price controls. 

"It w?,s ••• pointecl out tha.t the imposition of price control , and the 
possibility of more control , had created widespread uncertainty in 
business circles, imposed severe 2..ddi tion,,.,l costs on firms ;md 
disrunted forward pJ.;,nning. If these condi tior,s were perni tted to 
continue then sooner or later a great dea,l of businesE in the country 

(44) Snit, D.J. ' and V2.n der ,:alt, B. 'S . "Eusiness Cycles in Sou th Africa durin;; 
the Feriod 19€8 to 1972 • 11 SJJ{J O,u,,.,_rterly }1ullotin June, 1973 :.:o 108 
pp 33 - 38. 

(45 ) Victor r: ar0~n, ::r;; . " Is :i.~fl::, tion Inevi t--ible?" The Econonic J 0 1nn:ci l 
.. ,arch, l'.:}66 Vol LX .. \Vl No 301 pp 1 - 15. 
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would be brought to a st2ndstill . Price control should be phased ou t 
as soon as possible before it causes further distortions and weakens 
competition •••• In a statement to the Press J·,Ir Sher added, ' Commerce 
feels it high time the ,rn thori ties ceased concentrating on the symptoms 
of our economic problems and turned their attention to basic causes.' " (46) 

,, 

Certainly a very Atrong condemnation of price control, though possibly a bit 

guilty of hyperbole for effect~ 1hey are, however, not alone in their 

condem.."lation of price control in South Africa . 

expressed similar sentiments back in 1966: 

Messrs Hupkes 2nd Dickm211 

"it is our firm belief tha.t the distorting effects on future investment 
of such a policy (a price control policy as a longer-term solution 
for inflation) must be incalculable. The conditions for even a 
flexible price control policy to operate without long-term harmful 
effects on the economy nre almost prohibitive. Detailed statistical 
knoV1ledge of P11 facets of the economy is needed on an up-to-date 
basis, such evidence must be interpreted correctly and an extremely 
large dee;ree of fores i ght into future development i fl required . 
Only on this b2.sis ccin rapid decisions be taken Pnd dis tortions 
a.voided . The further da..nger of price control is that it c;:m lead 
to more controls and 1 bearing the foregoing in mind , it is our 
contention th..,t 2 plethor" of w2::;e 2nd incor:ie controls c2n only 
·destroy the functioning of the m"'rket economy ;mcl imp~ir its 
ability to produce an expendine supply of goods and services at 
c ompetitive prices. " (47) 

Koted 2.bove wa s the 1,iinister of F..conor.iic Affair 's sb,tement · th2.t a general 

prices c>nd incomes policy w;:,1-1 not under consideration. 'I1his is indeed 

fort·_m ;:i_ te a s eviclence from other countries, not?,bly the United Kingdom and the 

United Sta tes, indic2.tes thr, t this form of control has not been successful 

in curb in0 inflation. 

(46) 
(47) 

Report in Cor1'."lerci,,l Cn i n ion_ 1',ebru2ry 1972 Vol 49 No 589 p 26. 
IIupkes , G.J. ::inc1 :Ji ck::1-n, A. C: . "F:ro ,:n ects f or 1967." (:e.ure2u for 
r;c~nomic Hes e~ r ch, Stell enbosch, 1966.) p 49. 
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AP P EN D I X. 

Method Employed to Regress Deseasonalised Government Expenditure ::iga,inst Time (1). 

(i) Desc0.sonalisation of the Data. 

To deseasonalise the money supply , for the regression analysis undertaken in 

Chapter lV, a moving averages sys tem was used on the assumption of the existence 

of a cycle of seasonal factors which repeated itself each year (2). The 

trouble with using a moving averaee method for deseasonalisation is that if the 

seasonal factors do not exist as guessed, existing cycles may be eliminated or 

fa,lse cycl es introduced. On the advic e of Dr C. Wymer of the London School 

of Economics a method that des easonalises by simply removing the se::i,sonal 

deviation from the time series Of Government expenditure was used. 

method is explained b.elow. 

Thi-s 

Let g, . be the logarithms l3) of the quarterly levels of Goverrunent expenditure. 
lJ 

(i = 1, ••• 13; j = 1, ••• 4) 

as follows: 

1960 

1961 

1 

11 

111 

lV 

1 

11 

That is, the data pieces are designated 

Logs of Government expenditure 

(1) I gra.tefully acb1ovrled~;e the counsel received from ~,'.r J. Sheen and 
Dr c. ·,:ymer ooth of LSE. 

(2) In the lit)1t of the nonet2ry theory of the bnlance of paymen ts, the realism 
of this assuuption is deoatable . It was mc1,c.le , at the time, becsusc t:1e 
impact of fiscal policy on the money stock was t~1ou6·ht to have 2n 2 .. .nnual cycle. 

(3) Lo::; <> ritlms vre~ce taken 8.s it was expected that the level of Government 
expcmdi turc would e;row exp on en tially. 
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( a ) 'l'alce the mean of all the observations: 

4 13 
g = [. t g .. 

j ::: 1 i = 1 l.J 

52 

(b ) 'rake the means of each quarter: 

13 
g . = z g .. 

J i = l l.J 

13 

(c) Subtract from each data piece, for j = 1, ••• 4 ( g . - g ) 
J 

For example, to deseasonalise O' 011 subtract \ gl - g) from e-11 1 

Where gl is the meaJl. of all first quarter observations. 

(ii) _Steps B:nployed in the Regress ion. 

(a ) 

( b) 

Found the mean of g .• and the mean of 
l. 

t .. 
l. 

g = 8,6172 where g. are the log8ri thms 
l. 

of deseasonal ised Govermnent 

t = 26,5 where t. are the independent 
l. 

Calculated: 

52 
)2 

MTT = 52 t ( t. - t 
i = 1 1 

52 
h·' = 52 ~ ( t. - t ) ( g . ~ g ) 
1.'G i = 1 1 1 

52 
)2 

1·hG = 52 ~ ( a" - Is b • 

i = 1 
l. 

of quarterly level8 

expenditure. 

time variables . 
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(c) Established: 

(d) 

-2 
R ' 

-1 
b 

= 0,01341 

a = g - bt 

= 8,26184 

where b i s the least sq_uares estimate 

of the growth rate of Government 

expendi ture. 

where a is the estimated value of g. 
0 

the coefficient of determination, was calcu l ated from the formul a: 

R2 = b MTG 

MGG 

= 96,16% 

the adjusted coefficient of determination, is given by 

1 - n - 1 
n - m - 1 

where n = number of obse:r.·v-ations 

and m = number of independent 

variables. 

( f ) s2 , the estimate of the var iance in the error term, was calculated 

from the formula: 

HGG - b r.:TG 
n (n - m - 1) 

= 0, 043531 
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CH APTER Vl. 

DH '}'ICU L'l'IES g,;co"i.'.XTEll.EJ) I K THE PURSUI'l' OF E)'.jO;:OHIC STABILITY. 
mmmmmmmrnmmmmmmrnmmmmmmmmmmmrnmmmmmmrmnrnrn.mnu7lI!L'1llllillrrrrmnmmnun.rnmmmnnnrrun:mmmrrumn.n1mmmmrmnnmunm:rnm 

I NTRODUCTION . 

Before embarking on a commentary of policy measures employed, it is wise to 

examine , in princ ipl e , the nature of the tremendous difficulties in the f ace of 

the authorities' intent on smoothing cyclica l variation s and flattening undesirable 
' 

s ecular economic trends, as it is all too easy, particularly with hindsi6ht, to 

criticise policies and to ~roffer alternRtive 'obvious' strategies. 

· NA'fURE OF THE PROBI.El1 . 

The nature of th e problem tha t confronts the fisc2.l and monetary authorities 

has changed over the period .under cons i deration. In the early sixties, there 

were the 'normal ' undulating changes in the intensity of economic activity with 

prices relatively stable, but showing a slight upwa.rd trend. From about 1964 

to 1970, the problem Wc'l.s curbing inflation there was g enerally full, or 

over-full, employment of resources. Since then South Africa has come to 

experience the co-existence of inflation and unemployment a condition of 

so-called ' stacflation. ' This situation has c,rnsed the policy-malrnrs great 

concern f or gone ::ire fo.e tines when they could prescribe measures to boost 

ag\:;regate demand when the economy rras below a 'full employment' level of 

output without being very armre of the possible repercussion on the price l evel. 

It is, therefore , useful to examine a possible theoretica.l exp l 2..nation of 

'stG.g-fLs t ion', one v,hich emphc1sises the way in which wae;es and prices are 

d.ete);'mfoed , an sound theory forms the basis of successful policy action s . 
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Rising prices, ceteris paribus, are in themselves deflationary. The only 

reasons for the authorities to intervene with the adjustment process following 

a price increase is if this process, left alone, would take too long to restore 

stability, or if they have a preference for price stability per se. 

Prices will not continue increasing unless supported by additional demand. 

:F'or in the lone -run, if the supportive demand is not forthcoming, producers 

will rather drop prices to boost demrmd that they may achieve a more profitable 

utilisation of their fixed facilities. Simi1arly it is unlikely that, in the 

presence of sustained unemployment, workers will not accept work at reduced, or 

a,t leas t sfa.tic, wage levels. 

Where sellers are price-setters, prices c1,re J.ikely to be set bearing in mind 

future developments. A producer v1ill generally set a price for his goods for 

some time period ahe;:i,d on the basis of his expectations of relevant future 

economic conditiona , and likewise a worker will pitch hi-s price on the basis 

of expectecl de:nand for his kind of l abour , the anticipated cost of living etc. 

Both employer and employee will alter their expectations should realized 

conditions di:rfer from vrhat they e:,pected, to the extent that they believe 

that the act-u2.l conditions achieved will influence future events. 

In rel2-tine the above discussion to 'stagfL,ti on 1 , it is useful to q_uote fror:i 

Kantor 's lucid exposition: 

"In a world of price and w2 .. ge makers, prices and w20;es are planned to 
ar.ticipe:.te d.e:-:1c1D<i , 'f:--ierefore rmy resul tsnt excess supply is not 
necer.;s~rily 3.ttrihutable to the f2.ct that prices have risen over some 
period of tirr:e, but rather '.'lay indicate that prices have incre2.sed by 
too much. In such circ\1mst=.-nces, the adjust:'1ent process to excess 
supp} y, other thin"--;s equ21, v:ould require adjustnents of inte.rest 
rates, outriut, unernployrnent, prices a..ri.cl v:2,;es, ancl possibly ezch?nge 
rates. In an economy long accustomed to gener~l l y rising prices 
and •;•,-,~·es Dnd. do;rdn"'tecl oy 1n:ice ,md wnge fixers, the speed cf 
adjustnent to exces,~ supplies will n.lso prob<1bly be made in the sm:1e 
order. Interest rates are likely to respond first nnd wages 
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l as t. Prices and w;:,c-es in gener a l may continue to ri se ev en after 
excess supplies mc>Jrn their appe2,rance . It all depends ••• not on 
whc>,t may have h0ppened but on t he future expect3.tions of' price and 
wage f i xers about f uture demc1nd. It rnay be pre:,m,'!ed that~ other 
t:1in3·s c1g-ain eq_ual , once excess suppl i es appo2-r prices and w;:iges 
would incre;:ise a t a somewha t slower r a te than would otherwise have 
been the c a8e. " (1) 

To return to the policy-maker's task: once employers and employees have come 

to expect rising prices and bea,ring in mind the way they es t ablish their 

re spec tive prices, it implies tha t restrictive s t abil ization policies must be 

pursued f ar enoueh to alter the general views held about market conditions . 

But these views are only likely to be changed once unemployment h as been 

experienced for some time. 

Now Brita in and the United Sta tes, for example, have experimented with price 

and i ncomes policies to try t o improve t he trade-off between i nfle.tion and 

unemployment. The logic behind this move has been to act directly on futu re 

·expect2tions Pnd so, h opefully, to obvia te the neces s ity of h avin~ to pursue 

restrictive moneta,ry ,md fi sc~11 policies to t he extremes necess 2.ry to ch2.n g e 

expecta tions to the requ ired degree . 'I'his move, however, i s only likel y to 

be successful if complemented by deflationary monet2ry and fisc a l pol icies as 

g ood bu s inessmen will jude e their i mpact not neces sRrily by t he description 

given them by the authorities, for example, restrictive or contra.ction2ry, 

but r ather by th e true nature of the policy. In terms of the analysis 

presented above , this would i mply th:=tt, to conquer inflation , the South AfricM 

population must be educated to toler2. te t he nece ssary stringent polici es 

applied. for a len0 thy period of time to ensure political acceptability of the 

policies . 

(1) K2ntor, B. 11General :5llu ilibrium, Uner,r9loyr,ient and Inflr-,tion." J.J.1 
unpublished p2per . 
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If one incorporates this analysis with the view presented in Chapter 111, namely 

th2:c the rate of domestic inflation is determined primarily by the world rate 

of inflation in the long-run, then even if restrictive policies were pursued 

long enough, absolute price stability would not b~ guaranteed. In any event, 

the severity of the policy may be below that required to still domestic 

inflationary pressures, as the stabilization authorities are forced t o take cog-

nisance of a number of objectives a point discussed below. 

~.WLT IPLE OBJ EC'l'IVES . 

Infl a tion is not inevitable, but the cost of restraining inflation may be 

unacceptable to society. That is, a major f actor L~peding the successful 

pursuit of a - stabilization policy is the existence of multiple objectives. 

As is well knovm, the authorities pursuing stabilization policies certa inly do 

not h ave an unconstra ined h 2nd in striving to achieve a relatively stable pric~ 

level. It goe s without s aying tha t they must be concerned with growth 2...r1d 

employment r a tes, external stability, and a host of other goals. Consider 

t wo objectives, the mainten::mce of full employment, however defined , and 

price stability, g iveri the existence of expected inflation, the possible 

conflict betwe en the two is 2,pparent from the above enalysis. In present 

times it seems th,d as the rate of inflation increa ses, the authorities are 

allowed to g ive 3Te2.ter enphasis to the price stability objective w-i th adverse 

r epercussions on the level of employment in the short-run. J3ut as soon as 

ther e is evidence of 2n i mprovement in the rate of increase of prices, there 

wil l be tremendous pressure on governments to expand employment opportunities • 

. And government s enjoy bei ng re-elected! The recent GermAJ1 experience provides 

an inter e s ting c;,s e-study; in the spring of 1970 Ch;mcellor W. :Brandt promised 

tha t h e woul d not a llow e1;1ployr:i.ent to suffer through imti-infla tionary policies . 

Af t er about one year of accelenitine; price increases, Br ;-,ndt reversed his t a c t ics 
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and cor1mi tted himself to 2n c:inti-inflation2.ry course. Vli thou t effective 

education of the electorate on the d2mgers of inflation feeding upon its elf 

and thus accelerating the rate of inflation, it is most unlikely that an 

anti-inflationary campaign will be pursued to the extent necessary to 

nullify inflationary expectations and so affect the setting of prices and wages. 

In South Africa, goals concerning l abour utilisation, the loca tion and protection 

of industry, defence, efficiency and equity considerations, the costs of 

financing the buildini; of a home, f armers' credit re(]_uirements etc. all pose 

constraints on the monetary and fiscal authorities. As Okun explains: 

"So long as society c2nnot hit the bull's eye on all its targ ets, and 
as long a.s some departure . from any fiscal-monetary policy that is 
ideal for the stabiliz 2. tion goal would pe':-rrii t closer approaches to 
other tar[;'ets, stabilization must be compromised , in 6 eneral. '' (~) 

To pursue this point of multiple objectives a little further, consider 

growth objectives. It is obvious t hat th e goals enumerated above and other 

policy goals wil l affect the rate of crowth of the economy. In fact,the 

authorities are continually tryin;; , under inflationary conditions , to slow 

dovm the economy just enou.;h to extinguish inflationary pressures and yet 

mininise the nec:;ative i mpact on the growth rate of the economy. A high 

real rate of ,;rowth m.ikes a contribution towards stabil i ty of the price level 

( assuming sone of the incre;:.sed income i s saved ). Furthermore , a h i gh real 

r;,te of g-rov,th is desirable to provide employment for a growinc- population. If 

the econoP.1y is fully employed, one vr3y to improve its growth perform2.nce is by 

the trcmsfer of resources from less productive uses to more productive uses. 

If the laws pertaining to the novement and. eoployment of c ert2-in kinds of l abour 

were rel2xed, this wou J.cl o1wiously make a contribution tow2.rd.s improved 

(2) Okun, A.i.i. "Fiscal-: :onet·u·y !,ctivism: Some Analytic2.l Issues." 
Brookin r:s I ;:,pers on Economic !.ctivi ty (1; 1972) p 129. 
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manag·ement of resource::;. Naturally idec'l.ls of, for example, separate development 

would have to fall away - yet another exnmple of trade-offs involved in the 

pursuit of multiple objectives. 

A country's path is affected by, amongs t other things, its political 

ideology . Taking another illustra tion of t he conflict b etween objectives, 

it was suggested in Chapter lV that the development of financial institutions 

h as been h ,unpered by direc t control s which c ame into being largely because the 

authorities vrere not G"O ing to allow interest rates to be determined by market 

forces. 

The policy-maker is thus continuously trying to achieve optim2.l trade-offs 

amongs t obj ectives via 2.djustments to the emphas is g:iven to 'each socia l , 

pol:i. tica l and economic goctl. Eu t a decision has to be made as there are, 

withou t doubt, trade-offs involved. 

MACTI0-ECO}TC1',HC TllEX)RY. 

};ven if tr2.de-offs in· objectives couJd be acreed upon, the lack of consensus 

amongs t economists over the wr:iy to achieve cerb.in mr1cro-econom1c goals is _well 

known . fill unbiased ,md tested body of knowledge just do es not exist~ At 

present, :,s hPs been noted , a controversy r2.6 es over the proper role of monetary 

pol icy. Should monetciry policy be geared to interest rates or g eared to so:rie 

mone t ary ag6rga te? Despite increasin~:; we i c;ht of evidence in recent years 

supporting the idea tha t the level of domestic credit cree.tion should be the 

key :i.ndica tor of monetary pol icy, the Sou th African monet2ry 2u thori ties h2.ve 

pers isted with KeynesiM ideas on st2.1Jiliz2.tion policy. 'ro a 18,rge eztent no 

economist C'.m blm1e the policy-m2J<:ers for bein.::; slow to change their poJ.icies . 

In the first inst2nce, ch?n,Ses in policy are not devoid of costs and, secondly, 
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the research methodology employed by economists is commonly not capable of 

discriminating decisively a,:;ains t v arious hypotheses. The biggest difficulty 

usually is in determining what is c ause and what is effect. 

Given human nature 8nd political competition, the stabilization authorities 

will generally defend their policies as being the most appropriate in the 

circumstances prevailing. If difficulties continue, the obvious recourse is 

to the stater1ent that the policy pursued was not very effective owing to factors 

operating which were beyond the c>.uthorities' control. They thus-absolve 

themselves from bl ame. Owing to this subjective commentary on policy, the 

accumulation of knowledge of the circumstances in which specific policies 

were successful is made more difficult. Moreover, the lessons of experience 

could be misinterpreted with obvious adverse repercussions on the future 

role of policy. 

Jm essential requirement for a successful stA.bilization c ampai gn is the 

ability to forecast f uture economic conditions. 'l1his req_ui'rement stems, in the 

first inst8ncc, from the need to implement timeous ::i11d appropri2.te measures, 

and, secondly, frol'l the need to assess the impact of past policies. 'l1his 

involves the comp:U'ison of the existin,; situation with on e which would have 

materialised ha d it no t been for the polic i es implemented. It is, theref ore, 

somewhat al;:i,rnin___;· that in Sou th Africa , particularly since the authorities 

pursu_e an interventionist policy strate3"Y, there is no official forecast. · 'Che 

Stellenbosch Bureau for ::,;cono;nic Research do produce an annua_l forecast which 

is circulated to 2.11 :''.embers of F2.rlL:unent which surely i nfluences their estimates 

of future condi tior:s . The extent to '::hich they 2.re influenced, hmvever, is not 

certain. 'ro ,_;ive sone ind.ic2.tion of the accuracy of the foreca.sts in South 

Jsfric2 , fi,;-ures of nnticipated ;:incl n.ctu2l Government revenues are g iven below. 



Customs and Excise 

Posts, Telegraphs and Telephones 

Inland Revenue 

Total Revenue to be received 

The error in total revenue 
expressed as a percentage 
of the revised estimate 

1960/61 

Estimates 

Original Revised 

207,6 215, 1 

80,0 82,4 

399,5 433,2 

687~1 730,7 

6 

· TABLE 10 

Government Revenue 

(R millions) 

1963/64 

Estimates 

Original Revised -
. 230,5 255,8 

94,o 98, 2 

499,5 581,9 

-824,o 935,9 

12 

1966/67 1969/70 1972/73 

Estimates Estimates Estima tes 

Origi nal Revised Original Revised Original Revised -
343,2 341,5 528,1 574,8 756,2 737,7 

. 116,3 120,9 

810,2 820, 1 1 133,7 1 237,6 1 906,7 2 126,0 

1 269,7 1 282,5 1 661,8 1 812,4 2 662,9 2 863,7 

1 8 7 

Source: Budget Speeches and White Papers Accompanying Budget Speeches. 
,__, 

..:::,. ,_n 
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~his does give some idea of the lack of success in predicting the 8011th African 

economy. Yet following K2J1.tor (3), the fact t ... hat the developments within an 

economy are extremely difficult to predict makes a stTonger case for intervening 

with market forces, but this very unpredictability makes the task of intervening 

successfully more arduous. 

An obvious complement to the above requirement is timeous and accurate data. 

'11he availabilit"Y of dat2- pertaining to current events has improved of J.ate , 

but, taking into consideration the magnitude of adjustment frequently made to 

this 'provisional ' data, the accuracy of these early ~stimates leaves much to 

be desired. In fact, the validity of empirical investigations may well be 

doubted owing to the inaccuracy of the data which is revealed after the 

publication of the research findings. 

I:.JuJNER OF r:r;rrE}WEiTIOX . 

It was suggested above that the unpredictability of the econorny might justify 

intervention, through stabilization policies, in the normal functioninG of the 

economy. There is, ho·.-rever, no agreement as to the form this intervention 

should take. It is still debated whether the authorities shouid pursue a. 

guideline-type strategy where certain VRriables a:ce to be mai tained a t fixed 

settings, o:::- whether they shouJ.d pursue vrhat Ckun has termed an 'activist' or 

an interventionist fiscal-monetary strategy. 'Ji thout delving too deeply into 

the debate the arguments involved are set out briefly below. 

On the one hand Okun (4) argues persuasively for a policy strategy in which 

small changes are made to policies to compensate, where necessary, for expected 

(3) K2ntor, J . 
( 4) Okun , A. , • 

on cit. 
op cit pp 123 - 157. 
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changes in future economic conditions. He believes that the increased stability 

thus a ttained offsets 2-.ny costs incurred by changing instrument s ettings 

viz. the trade-offs involved with other non-stabilization goals, the possible 

disturbance to priva te sector planning, and the administrative costs involved. 

His argument follows bas ically from the prer.tise that enoue;h is known to fake 

sm-c1l l steps at a time notwithstanding the above-mentioned costs, the realities 

of multi plier uncertainties and the lag structures involved. 

Ideally P2rliaJnent .should delegate a.u thori ty to a committee to aHow them to 

change tax rates, the tax base c1.nd proposed expenditures, where possible, to 

reflect their chang ed view of the economy ' s progress. If the legisla tive body 

were not willing to renounce their power to this extent, possibly they could 

be induced to allow this committee to change certain t ax rates within specified 

limits. The t axes chosei1 being the ones with the most substantial and 

predictable effects on expenditure. 

A va1uable by-product of this philosopl1y would be the 2ccumul 8.tion of knowledge 

as tci the success or f a ilure of specific policy measures under certa in conditions. 

'l'he rules proponents would seem to base their case largely on tne extent of our 

ignor;:mce 2.s to l ag structures, multipliers and future conditions. They 

wou ld t end to hold the view that ' fine-tuning ', or as Okun would rather h ave 

it, ' sensible steering ', is as likely to be destabiliz i ng. Furthermore, they 

might c11so judge that cm economy would have performed better in t he pas t had 

the relevant authorities followed some sort of gane plan. 

Okun I s com::rien t to this last point deserves mentioning . He acknowledges the 

f2.ct the t there hr,ve been occci.sions in the hi11tory of stabilization policy in 

the United Sk.tes r:he:re the policy :9ursuecl h q.s been contrn.rJ to most economists ' 

prescriptions , ~nd 1 in f;wt , has been destabilizing. :Gut he maint,,.,ins that a 
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better wr,.,y to control policy-makers than to force, somehow, guidelines would 

be to establish a, bipartisan, as regards political views, body of eminent 

economists who would meet periodically to discuss the proposed policy measures . 

When a large majority viewed the proposed measures as being incorrect in the 

situation, they should be able to exert sufficient pressure to have the policy 

reviewed. 

As }';el tzer (5) has summed up, this debate should no longer be of the character 

of opposing extreme views , viz. fixed rules versus unlimited discretion. Tne 

issues yet to be resolved are: the extent of discreti~n to be allowed, over 

which instruments , and who will have the authority to make these decisions. A 

further question begging consideration is how small the ch;mge in policy should 

be obviously the expected improvement in economic performance following the 

policy chang-e should be co,ripared with the costs of effecting the change. 

In most recent times, there would appear to be a consensus amongst economists 

that too little is known to permit the successful pursuit of ettabili ty through 

discretionary changes in instrument settings. 

(5) rt1eltzer , A.H . "Jui Introduction to the Political cilld Economic Aspects of 
Policymaking." Journal of Foney , Credit 2-nd Banking February, 1972 
Vol lV No 1 pp 1 - 2. 
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C H A P T E R Vll. 

S'I'lJ3ILIZA'l'ION POLICIES IN SOU'l'H .A}'RICA 1960 - 1972 (1). 
mmmmmmmrnmmmmmmmmmmnnn.,m11nmmrnmmrrnnmmmmmmrmnmnunmrnrnmmmrrnnmrnmmmrrmrrnrrnnmmmmm.11munmTI1J11mmmmmmmm 

INTRODUC'rION. 

The stabilization policies and the economic circumstances in which they were 

prescribed are given below to complement the description and critiq_ue of 

stabilization measures already undertaken, and to e;ive the 'flavour' of stabilizatior 

po l icies in South Africa. The analysis is conducted on an unambitious level 

and conc entrates on the degree of co-ordination between fiscal 2.nd monetary 

policies, the direction of policy and its decisiveness, the timing of_ policy 

changes with particular reference to stop-go tactics, and the comparison of the 

stated intention of the authorities with the results actually achieved. 

Kothing more ambitious was embarked u pon as attempts to establish the 

q_uantitative impact of policy involves the netting out of effects of all other 

factors influencing the performance of the econo~y over the period and· 

knowledge of all relevant la.8' structures. Economic insight has not progressed 

this far •. 

Figures for the money supply have been giv2n up to 1 965. It was established 

that money post-1965 h2.s not been a good predictor of economic activity. The 

only characteristics of the money supply post-1965 worth mentioning are that 

the rate of increase in the series rose markedly from the middle of 1968 before 

resuming its normal trend from the end of thRt year onwards, and that the 

series again accelerated from the end of 1971. (see graph p 2la.) No 

(1) Data was obtained fro::i. the South .Africcin Reserve :Bank Q.u ar terly Bulletins, 
/111nu2l Economic Reports, 2nd fron Re:ports presented at the Annual Ordinary 
General J!eetin.::;·s; fror:1 the :Budget Speeches and fro:n the ·,;hi te Papers 
acconp2J1ying these speecher::; and from various publications of the Bureau 
of :Economic Research at the University of Stellenbosch . 
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further comment on the monetary aggregates is made in the light of the argument 

that the authorities do not h ave the power to control the money supply in the 

long-run under fixed exchange rates. 

T'ne description of the economy is broken down according to the cyclical 

framework of Smit and Van der Walt (2) to ease the description into manageable 

portions. 

A very brief introduction to the 'Sharpeville' dO\mswing might be g iven as 

follows: 

During the second half of 1959 there was a gradual but distinct recovery in the 

level of economic activity. 'rhe March, ·1960 Budget aimed to accelerate the 

tempo of revival by crea ting conditions f avourable to increases in both 

private inv e s t men t and consumption . The major concessions anno:.mced were: 

(i) the implementation of investment allowances in respect of 
building and machinery used in the manufa.ci..v.::ring and hotel 
industr i es . These were in addition to the initial and 
depreciation a llowances already i n existence; 

(ii) the 5 per cent discount to income taxpayers plus th e relief 
g iven to .t axp?.yers earning between R4 600 and RlO 000 through 
the adoption of the 'block rates ' for t ax assessment; 

(iii) 2nd the abolition of the loan l evy . 

Hotwi thstanding- these concessions, the economy slumped as a result of the fall 

in conf i dence in South Africa's economic future followine racial di s turbances. 

~'his fall in conf i dence l ed to a subs t 2nti2.i outflow of capita l and to a 

reduction in investment expenditure. 

(2) Smit, Il.J. and Van der "./alt, B.E. " :Business Cycl es in South Africa 
durin::.:; the Post-r1:1r Period 1964 to 1968. '' 2nd "Jusiness Cycles in 
South !Srica during the Period 1968 to 1972 ." which appeared in the 
SAR:l ::),u;orter1y BulJ.etins September, 1970 and June, 1973 Nos 97 and 1 C8 
respectively. 
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DO'NNS.'JrnG: MAY 1960 '1'0 AUGUST 1961. 

Introduction: During this period, although cited as a downswing, there was a 

continued advance in the overall economy albeit at a noticeably slower rate. 

For the year ended June, 1961, the real rate of growth of the gross national 

product was approximately 3,5 per cent. 

The most important factor charac terising the economy during this phase of the 

cycle was the substantial decline in the gold and foreign exchange reserves which 

resulted mainly from a considerable net outflow of capital from the private 

sector. Political developments, particularly the Sharpeville incident in 

March, 1960, seemed to spark off this dmmswing. Other factors which might 

have contributed to the outflow of capital were: the pull of hieher money rates 

in London; large equity investment by Sou th African residents in the 

Federation of Rhodesia and Nyasaland; and, as the reserves continued to decline, 

the fe:::.r of a devaluation of the rand. 

The net outflow of short-term funds was relatively l arge during the first three 

quarters of 1960 Y:hen the internal monetary situation was still fairly liquid 

and interest rates relatively low. There was an improvement in the movement 

of capi t?.l after the Bank of Englcnd had twice redvced its Bank rate in the 

fourth quarter, but the balance of payments again deteriorated soon afterwards. 

South J.frica1 s withdrawal from the Com.":'lonweal th and the resulting uncertainty 

. and fear of racial disturbances might well explain the above deterioration. 
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TABLE 11. 

Capital Movements. 

( R millions) 

Priva te Sector: 

Errors and 
Unrecorded 

Long-term Short-term Transactions Total 

1960 1 -36 -12 5 -43 
11 -34 -9 -22 -65 
111 -34 -5 -18 -57 
lV -40 14 8 -18 

1961 1 -33 -12 -45 
11 -27 9 ·- 7 -25 
111 23 -17 -29 -23 
lV -3 -1 -3 - 7 

Central Government and Banking Sector: 
Total 
Capital 

Lon;--ter m Shor t-term Total r,,,ov emen ts 

1960 1 4 -13 -9 -52 

11 11 -2 9 -56 

111 8 8 16 -41 

lV -12 -1 -13 -31 

1961 1 8 2 10 -35 
11 -4 -7 -11 -36 

111 -1 -8 -9 -32 

lV -10 -9 -19 -26 

Sou r c e : Suppl ement t o t he SARB Q,u pr t erly Bull e tin 1,:arch, 1971: 
" A Sta tist i cal Present a ti on of Sou t h Africa's B2-l ance 
of P2yments for the Period 1946 to 197 0." '.fabl e 2. 
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As may be seen from the above table, during the period under considera tion 

there was a. net inflow of official and banking c api tal which, to some extent, 

cushioned the effects of the private outflow. 'l'he balance on current account 

was favourable except for small negative balances in the second and third 

quarters of 1960. Over the period as a whole, the trend in imports was 

downwards owing to the decrease in the tempo of the economy, tighter monetary 

condi tions, and more stringent import controls. But still the total g old and 

foreign exchen6 e reserves fell relentlessly from R304 million in April, 1960, 

to the low level of Rl 76 million in April, 1961. 'l.'hey th en climbed slowly 

to Rl84 million at the end of August. 

The authoriti es thus found themselves in an unu sual position in deciding the 

economic policy-mix: the internal economy required stimula tion, while the 

external condition dem2.nded restraint if a devaluation was to be avoided. 

Developments in the Economy and Polici es Pursued: When the liquidity of 

the private sector was reQUCed either the balance of payments er the 

Government's fiscal operations , the void was filled by the crea tion of new money 

or other liquid assets by the banking system. The increase in the co~mercial 

banks' advan ces and discounts that occurred was made possible not only because 

they h ad been reJ.ativeJ.y liquid at the end of 1959 Md could, therefore , rely 

on rediscounts of Treasury and trade bills, and sales of Government stock, but 

also because · other fin311cial i nstitutions were benefi tting from Reserve EMk 

accommodntion up until approximately April , 1961 . As a result the Reserve 

Banks ' own liquicli ty declined - the ratio of legal reserves to liabilities 

to the public declined to 29s6 per cent in ;;~ay, 1961 before rising to 36,4 

per cent 2,t the end of the period under considera tion . 

Wh en the s easona l f l o·,7 of funds to the public sector commenced in November, 

the Treasury P,gnin mc1.de ava ilable short-term deposits with the principal 
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commercial banks. In addition, the Treasury invested Rl3 million with the 

discount houses during March. Once the seasonal fl~v had been reversed, the 

Treasury withdrew these balances. In like vein, the Reserve Bank decreased the 

minimum reserve bal2nces, which commercial b anks were required to hold against 

their demand liabilities, from 10 to 6 per cent as at the end of March, 1961. 

This obvia ted the Bank ' s need to grant additional credit during that period of 

seasonal illiquidity. Subsequently the minimum reserve balances were raised 

to 8 and then to 10 per cent at the end of May end July r espectively. This was 

only after the return flow of funds had commenced from the public to the private 

sector, but also reflected the switch in precedence from internal developments 

receiving priority over the balance of payments considerations. 

took place in May, 1961. 

This switch 

Up until then, the author.:.. ties had been hesitant to impose restrictive measures 

when the r eserves were still high in the hopes that the capital outflow would 

be of short dur~tion. In fact, by · the Reserve Bank 's Lender of last resort 

?ctivi ties, they h;:,.d relieved much of the restra ining influence of the capital 

outflow. Notwi thst2nding these credit operations of the Heserve Bank, it 

still h2d to mcke con.siderable purchases of short and medium-term Government 

stock to maintain the quoted pattern of rates. 1rhis happened despite the 

imposition of penalty r a tes and the upward adjustments to quoted r ates in 

I,':ay, 1960. On top of this, in June the Bank of Engl and raised its r a te 

to 6 per cent, and their higher structure of interest rates were naturally 

an a ttraction to foreign funds. In these circumstances, with the reserves still 

frilling 2nd wi th prelimirniry estimcttes of the GNP which indicated a satisfactory 

r ate of exp2nsion, the J331lk rate applicable ir:i. South Africa was increased 

from 4 to 4J per cent on the 10th August, 1960, and the financial institutions 

were requested not to extend credit for the fin :incing of imports it w2_s 

still felt nccess'1ry, hmrnver, to ti€;h ten import controls in Novenber. At 

the s2me time ;1s the ;,djustment to 13ank r2.te, the pattern of r :-i.te s for 
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government securities with maturities up to 10 years was increased by¼ per 

cent. The pattern WAS further adjusted upwards on the 7th September, 1960 

and the 10th Ji'ebruary, 1961. 

The 1961/62 Budget CRn be adequately described as 'mildly expansionary ' . The 

tone of the Budget is given more precisely by the Minister of Finance : 

"As was the case l ast year, the prescription in this Budget should 
••• be the encouragement of capital development, but this year it is 
even more essential to ensure that any inc en ti v es to be granted will 
not end;:i,n.;er the balance of payments by encouraging excessive imports. 
On the contrary , one of our objectives should be to conserve foreign 
exchange. At the same time we should endeavour,' in all possible 
ways, to bring the attractiveness of South Africa as a field of 
investment for foreign capital to the attention of forei &,"11 investors. 
In addition, we should prescribe the means by which domestic saving 
and capital formation can be stepped up still further." (1) 

Mention will just be made of the measures announced in the 1961/62 Budget 

Speech which h~rr the most relevance to the promotion of stable ~row th in the 

economy. They were as follows: 

(i) the investnent allow2nces for manufacturine concerns and the 
hotel industry \'.rere extended over a longer period, and the 
i nvestment all01.r'!nce in respect of new industrial eq_uipment 
and machinery was increased from 15 to 20 per cenL The 
initial allow~nce, in respect of these t;ood.s, was, however, 
reiuced from 20 to 15 per cent. J,s an i ncentive for the 
decentralisation of nen industries, the investment allowances 
for such concerns were increased to 30 per cen t for equipment 
and machinery, 2nd 20 per cent for buildings; 

(ii) mines, other than 0old and diamond mines, were allowed an 
immedi2.te write-off of 25 per cent of all new capital 
expenditure, with higher percentages in cases where the mine 
beneficiates, or causes to be beneficiated, a substantial 
portion of its output; 

(iii) the discount to individual taxpayers was raised to 10 per 
cent, while a discount of 3 per cent was allowed on the income 
tax pay2.ble by all companies, except the 2;old and diamond 
minin0 compa.'1ies; 

(1) The r.'inister of Fin2,;vice in the 1961/62 Budget p 15. 
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(iv) to discourage imports, import duties on non-essential goods 
. were announced; 

(v) and increased customs and excise duties on motor cars were 
i mposed. 

The !Hnister of Finance stated in his address that should the reserves come to 

require boosting, further drawings on the International Monetary Fund would be 

made. 

The reserves continued to fall. The authorities had hoped that the internal 
and 

economyt given the existence of a certain amount of slack"with the necessary 

encouragement, could a ttain greater production in export and import-repl2cement 

goods, and thus ensure a large surplus on current account sufficient to offset 

the deflationary effects of the capital outflow. ,This hope of internal 

recovery in strategic sectors was given as the reason for the authorities' 

delay in implementing measures to curtail spending. But as financi al 

·conditions continued to deteriorate, fears of devaluation arose which were 

likely to aggravcite the outflow of capital. Moreover, repayments of loans, 

both private and official, were to be made in the near future and , given the 

level of confidence in the South AfricM economy prevailing abroad, it was not 

at a.11 certain that the repayments could be covered by renewals or new loans. 

Since there was a limit to the extent to which the economy could exp;:ind its 

outpu t in the short-run, there seemed to the authorities no alternative but to 

decrease the rate of spending to ensure and maintain a large surplus on current 

account. 

A package of measures was annotmced by the :t.1inister of Finance on the 5th May, 

1961. :i:lank rate W8S incre2.sed to 5 per cent and the Reserve 13ank ' s pattern of 

r ates for Government stock was raised by a further¼ per cent. He also 

announced more drastic tightening of i mport control and considerable reductions 

in tourists' and emi::::;-rc1nts' allow2.nces , together with ot.11.er menS1ires extending 
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exchange control. It was then announced that the minimum reserve balances 

which commercial banks were required to keep with the Reserve Bank would again 

be increased to 8 per cent at the end of May and to 10 per cent at the end of 

July. The Minister of Finance again requested financial institutions to 

restrict credit which would be used to finance imports. 

In the ensuing weeks further exchange controls were imposed, but the f all in 

reserves continued unabated. It WR.s on the 16th June that the Minister of 

Finance announced to Parliament that controls would be extended over the 

repatriation of foreign-owned capital. 

These controls did reduce the outflow of capital and, with the favourable 

balance on current account, led to an upward movement in the level of gold and 

foreign exchan~e reserves in the third quarter of 1961. In fact, the reserves 

showed a ste2.dy increase from a minimum level of Rl42 million on the 16th June 

to H204 million on the 13th October and the Th1F 102..n facilities granted to the 

authorities were not utilised. 

Observ2.tions 2,bout Policy: The point was made above th:1t the authorities were 

unable to boost the internal economy because of balance of payments considerations. 

"The domes tic economy hFts unfortunately been restrained to some extent 
because of the unavoidable preoccupation with the balance of 
payments, but this res traint has been and will continue to be, 
minimised by tryine to make the best use of the 2,vailable credit and 
capital." (2) 

It has also been suggested that fears of devaluation aggravated the balance of 

payments situation. 

(2) 'l'he Gover nor of the SARli in his Report to the ? orty-First Ordinary General 
r-.: ee tin,~· of Stockh older s . (Reprinted in t h e S.AJ S 1961 Vol 29 p 184.) 
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One could hypothesise that a devaluation could have helped the situation 

despite the fact that the difficulties sprunG from political f ac tors. A 

devaluation might have improved the balance on current account. J.<'urthermore, 

it would have acted as a disincentive to repatriate capital. Aggregate demand 

might h:we been boosted through increased exports and certain import requirements 

being sa tisfied through domestically produced output. 

Given, however, that a devaluation was not politically feasible, one might wonder 

whether a better performance might not have been achieved in the economy if the 

authorities had acted earlier 2nd more decisively. Decisive action would 

certainly have scotched the devaluation rumours. It was only as from May, 1961, 

more thclll a year after the Sharpeville shootings, th2.t exch?Jlge controls were 

progressively ti6htened. One can understand tha t the authorities were loath 

to impose exchange controls of the required nature, bearing in mind the possible 

adverse effect it might have on future capital inflows , but as they were even 

more determined not to devalue, the controls might well nave been imposed 

earlier. Furthermore, it w'as in Eay , 1961 that the authorities decided to 

decrease the rate of spending albei t in a very half-hec>.rted end mild manner. 

In retrospect , it was somewhat naive to expect the economy, in the light of the 

prevailing uncertainty, to respond to the extent necessary to attain balance of 

payments equilibrium through import-replacement and export activity. This 

'na ivety' is, however, understandable as it was extremely difficult to 

estimP.te the , sl.J!'.,e and the dura tion of the ce.pital outflow. The fact that 

import controls ,·1ere r.oderately tightened in November, 1960 and then even more 

so in May, 1961 w3s l i kely to have mi tigated the favourable effects on the gold 

and forei6n exchonge reserves of the fall in spending that the au thorities 

sought to achieve post-l :ay the unsRtisfied demand for foreign g )ods mi6ht 

h2.ve been turned to domestic goods and so have haJ11pered the export effort. 



159 • 

.Another f actor to be considered in weighing the a.ppropriateness of the policy-

mix pursuccl is the level of inter est rates. If the various rates of interest 

had been aJ.lowed to attain the high levels tha t market forces would have 

negotiated, the r a te of capi t;:i.l outflow might have slowed dovm even though the 

basic reason for the outflow concerned political factors. Ttle increments to 

Bank r a te that were announced in August, 1960 and May, 1961 were only½ per cent 

on each occasion, despite the f ac t that inve s tment demand then might well not 

h ave been highly interes t-rate elas tic. The Reserve Bank 's actions in 

preventing the rise in interest r a tes served to make it somewhat. easier for the 

people trying to get their money out of the country. 

1 

TABLE 12. 

Money Supply ( 1) • 

(R millions) 

11 111 lV . 

1960 
1961 

2 621,9 

2 553,8 
2 629, 7 

2 574,2 

2 664,6 
2 606,2 

2 655,6 
2 695,4 

Note: (1) Money defined as demand deposits with the Reserve Bank 
and coITL~ercial banks , excluding Government deposits and 
balances due to foreign banks and governments , plus notes 
and coins in circul-1.tion 011tside the banking sector. 
(The banking sector i s def i ned as the Rese:cve Tiank , the 
cormpercia1 banks and the UF'C.) 

Source: SiLllB Quarterly Bulletins. 

Bearing in mind the contention t hat money does ma tter, it is interesting to 

note that the money supply i ncreased fro!n t he first quarter of 1961. 
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In summary, it is possible that better results might have been attained if the 

a.uthorities had acted more rapidly 2.nd more decisively. Bank rate might have 

been raised by 1 per cent in June, 1960 and the level of interest rates allowed 

to rise. This could have been a.ccompanied by more stringent exchange controls, 

if necessary they could have been progressively extended, inste2.d of the 

authorities allowing deflation to attain external equilibrium. 
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UPS'.'/ING THE }'IRST STAGE: SEP'l1EiIBER 1961 r_ro MIDDLE 1962. 

Introduction: Having Hlmost levelled off during the first six months of 1961, 

the gross national product once again resumed its upward trend. The pronounced 

increase: in merchMdise exports and gold output, ensuring a record surplus on 

current account , were lari::;·ely responsibl e for this i mprovement in the internal 

economy . }'ur"thermore, the c ap i tFJ.l outflow fell substantially , partly due to 

exchange controls, and the gold 2nd foreign exchange reserves climbed 

substantially from Rl68 million in June, 1961 to R456 million i n_ J·une, 1962. 

Money and near-money consequently attained new record levels and the money and 

capital markets were transformed from conditions of tightness to marke t s where 

funds were readily available . 

most yields .on shares. 

Vir~Jally all interest rates declined as did 

Rearing in mind the presence of these tremendou s ' take-off ' fp_cilities, the 

revival in economic c1ctivity was somewhat disappointing. For exrunple! there 

still existed relatively slack conditions in the building 2nd mo t or c1ssembly 

industries 8nd other ·rel8ted 2ctivities. ~1he a11 thori ties .viewed th e slow 

revival not as a result of insufficient liquidity in the economy but rather 
. . 

stemmint,· from an insufficient rate of actual investment and consumption spending . 

'l'hese I insufficient' spending decisions prob;:i.bly reflected the uncertainty 

g ener2.ted in the previous period. 

political and economic situation. 

Concern was also felt for the international 

Developments in the Economy 2nd Policies l:-ursued: During the previous period 

monetary po::..icy had been constrained by the lare-e c a.pi taJ. outflows and the 

n,uth or :i_ties ' intention to avoid deva luation. As the reserve position ~~proved, 
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exponsionary measures could be applied 

conditions demanded. . 

measures which the internal economic 

As the liquidity of the economy continued to increase, the Reserve Bank 

moderat ed the do,mward pressure on the interest rate structure by decreasing its 

credit. Bank r a te was reduced on the 7th ])ecember, 1961 to 4} per cent to 

s timulate economic activity by lowering the cost of short-term funds. As 

expec t ed , the reduction in Bank r ate was accompanied by dO\mward ad justments 

in call money and related interest r a tes. The. 'I'reasury bill rate, in particular, 

had already fallen to 4, 07 per c ent by the 7th ])ecember, and thereafter 

continued its descent. 

In the gilt-edr,ed market, the Reserv e Bank at first maintained its pat tern of 

rates for GoveTnment securities at the relatively high level which h ad been 

established Y,hen Bank rate was raised to 5 per cent in 11ay, 1961. · The authorities 

felt that , al tho,1gh the upward pressure on the interest ra.te structure had 

dissipated , the exis tine level approxi mated the equil ibrium structure of rates. 

From the beginning of Harch, 1962, however, the Bank q_uoted selling prices of 

Government stock on a yield basis of -~ per c en t b elow its pattern of rates for 

maturities in excess of 3 yec=,rs. The Reserve Eank went a step further in Fay 

when it decreased its entire interest rate pattern for Gove:rnment stock by½ p er 

cent. 

In early May , the Treasury b ill rate was as much 2s 1, 70 per c en t below Eank 

rate. It was decided not to decrease Ban.1< rate, but r ather to rev ert b a ck 

to the practice which existed prior to Eay , 1960 and quote a sep2.rate discount 

rate for Treasury bills which was directly related to the prev2.il i ng rate at 

which such bills were being issued; i.e. at } per c ent above t he curren t 

aver<lc\'e tender rate . 

I , 



The authorities felt it inappropriate at the time to reduce :Bank rate lar6 e1y 

becaus e of two considerations. In the first place, a stronc stimulus to economic 

activity might not have heen wise policy as it could have led to a substantial 

importation of g oods and services a t a time when South Africa was approaching 

its seasonally leanest period for exports. Furthermore, capital outflows in 

the form of dividends and loan repayments were expected. 1~e second consideration 

involved deposit receiving institutions. The commercial banks had extended 

their range of facilities offered to cu stomers and had come to hold a fair 

proportion of their total deposits in the form of interest-bearing deposits. 

They were thus less inclined to adjust their lending rates following even 

substantial changes in monetary conditions. As Bank rate determined commercial 

ba11king lending r a tes, the authorities felt constrained in their use of Bank 

rate adjustments and decided to wait unt"il they were sure that the economy 

req_uired further stimulation and for conditions which would allow financicil 

institutions generally to follow the 13ank' s lead more easily. 

The :Budget of 1962 was formul8ted with the intention of stimulating the economy, 

particularly priv2.te fixed investments and_ exports. On the whole, it was very 

mildJ.y refl2,tionc>ry . On the one bancl., the time lini ts of the investPlent 

allowances in r•rnpect of buildings , ;md machinery and equipment, were again 

extended to June, 1966 and June, 1965 respectively. Exporters were conceded 

a special incor:ie t c>.x allowance based on ~.dd i tional expenditure, other than 

capital outla,ys, to develop foreien markets, and R500 000 w;:i,s provided to 

assist exporters general ly. The level of current Government expenditure, 

particularly on defence, was maxkedly higher than during the previous fisc al 

year. (n the other h2nd, to increase revenue to help financ e this 

expenditure, the discounts in respect of income t 2.x , which had been 6 r;mted 

to both individuals and companies , v;ere wi thdravm. i:oreov er, increased du ties 

were l ev ied on 1 iquor, t;rr-Jnophone records, petrol ::md diesel oil, and on a 

number of sm,~ller itcJT1s. 



As the balance of payments continued its favourable trend, it became apparent 

to the authorities that the level of spending could comfortably increase 

without causing a deficit on current account, nor create inflationary 

pressures owing to the existence of a certain amount of slack in the economy. 

Accordingly Bank r ate was reduced to 4 per cent on the 13th June, 1962. 

Simul tru1eously the Bank again lowered its pattern of rates for Governi~ent 

securities by½ per cent. Downward pressure on this pattern, however, 

continued and, al thoug:1 the Bank began to quote selling prices on a yield 

basis¼ per cent below its pattern of rates, it still had to sell large 

q:uantities of such stock. 'l'his led to a further reduction of i per cent on 

the 24th July in the Bank's pattern of rates. At that time, the Reserve Ban..k 

held Rl3 million worth of Government securities in its portfolio, compared with 

Rl58 million at the end of June, 1961. 

"A major ai m of recent moneb.ry policy, therefore, has been to secure 
a more orderly increase· in the money supply and in the availability 
of credit 2_nd a more orderly reduction in interest rates than would 
otherwise have been the case." (2) 

Durinc the period under consideration there were no major chanc;es in measures 

pertaining specifically to the balance of payments . As regards import control, 

the modifications that were introduced tended to decrease the severity of the 

controls. Cert2.in e:;cha.nee control regulations were modified and rehxed with 

a view to making them less stringent and to overcone practical difficulties 

in their appl ication . 

(2) The Governor of the SARJ3 in his Report to the Forty-Second Ordinary 
General i',1cetinc:· of Stockholders 1962 p 10. 



Observations: The policy decisions taken during this period highlight the 

hesite.ncy of _the authorities to take any action. Their forecastin~ abilities 

were obviously very suspect, they were constrained in their policies through 

the imposition of multiple objectives, and they were not sure of the results 

they would achieve. The authorities wished to reflate the economy but were 

inhibited by fears of weakening the balance or' payments position and, of 

course, of inflation. 

The finaJ. point to be made is that if financial, institutions wer_e interfered 

with a s little as po ss ible, the additional constraint on Bank rate 

adjustments would not have been imposed on the monetary authorities. 
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UPSV,' ING- - ~1I{E SECOND STAGE: MID 1962 TO MID 1964. 

Introduction: The upswing in general economic activity, which had beg1m from 

about the middle of 1961, gained considerable momentwn during the period 

under consideration. The graphs dravm below illustrate broad developments 

in the economy during this period. 

Changes in Gold and Forei6n Exchcmge Reserves. 
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J1,~erchmdise Exports f.o.bo Net Gold Output and Service Receipts. 
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Gross Domestic Fixed Investment. 
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The steady increase in the gold and foreign exchang e reserves created a 

f;:wourable monetary environment in which further expansion of the ec_onomy 

could proceed. Most forms of credit were rec1,d ily available, and short-term 

interest rates maintained a downward trend. The Reserve Bank had reduced its 

pa ttern of rFttes for Government securities on three occasions during the latter 

half of 1962, and on the 27th Novemoer Bank r ate was lowered to 3t5 per cent. 

\'1bilst the authorities viewed the f all in short-term interest r a tes 2.s desirable 

to assist further economic growth, they, nevertheless, did intervene "to 

moderate the dovmward tendency in the Treasury bill and other relcl.ted short-term 

interest rates and to prevent undue disturbances in the financfa.l structure." (2) 

( 1 ) Format employed in the SABB Annu2.l Economic Report 1964 pp 36 - 40, 
( 2) SJ..RB J>..:nnu;:il Economic Report p 37 . 
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The authorities accomplished this end through the so-called 'swap arrangements' 

whereby the commercial banks were allowed to invest limited runounts abroad; 

through increased allocations under the 'arbitrage ' scheme for share purchases 

abroad; and via the Treasury borrowing more than was required to meet 

Government expenditure. 

The 1963/64 Budget aimed at promoting a higher growth rate in the economy. 

The loan levy for 1958/59 was to be r epaid, and proposed expenditure on both 

the Revenue (3) and Loan Account was higher than that for the previous year. 

Incentives were announced to encoura:-;e consumption expenditure, private fixed 

inves tment and exports. 

of increased taxes. 

No call was made on the pockets of consumers by way 

As regards measures to stimul a te consump tion, a 5 per cent discount on personal 

income tax payments was 2-.nnounced. Income tax concessions to ~old mines and 

fa.rm~rs were promulgated. J<urthermore, increased benefits to pensioners, more 

generous deductions from t axable income in respect of contributions to pension 

funds, increased rebates on insurance premiums, and a reduction in the customs 

and excise duties on petrol 8nd diesoline used for road transport were tabled. 

The IHnister of FinanGe felt that these concessions , together vri th the tax-free 

period of 8 months up until l'ebruary, 1963, would stimulate total consumer 

spending. 

rI'h e time li~1i ts on the investment al lowances in respect of machinery, equipment, 

and buildings were extended. As a.~ incentive to export, all exporters were 

allowed to deduct 125 per cent of allowable expenses in developing their 

foreign markets, irrespective of their success or failure as r egards turnover 

(3) Increased s8hries, amounting to an estima.ted R31 miEion, ha,d been 
announc ed in the Public Service 2n d in the R2ilwc1 ys . 
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in that market. 

As the balance of payments' condition improved so import ~ind exch;:mge controls 

were relaxed in certain respects. 

Second Phase: No Need for Further Stimulation. 

'roward the end of 1963 the authorities felt that the economy did not require 

further stimulation owing to the development of certain bottlenecks. 

Restrictive measures were not, however, deemed necessary as with the reserves 

high, imports could be allowed to expand, and there was also scope for 

domestic production to increase. 

most goods av a ilable. 

Furthermore, there were adeQuate stocks of 

Accordingly the 196~/65 Budget contained no special disinflationary measures. 

'11'.n.e onl y points of much interest from a stability vievrpoint were that the 

marginal persorn:~,l income ta:x:' rates were smoothed somewhat, that the 5 per cent 

rebate in the case of personal t axpayers was retained, and the J.Unister of 

Finance deemed it undesirable to impose major tax reductions in view of the 

economic climate despite the large surplus on Revenue Account and the strong 

cash position of the Government. 

The monetary authorities had viewed the rise in bank credit as a natural 

c oncomi tc:111t of economic growth. But with t he appearance of certa.in bottlenecks, 

in particular in r espect of skilled labour, they were happy to allow the 

'l'reasury bill and other related interest rates to rise. 

The ,rnthori ties felt th2,t the more liberal import control policy pursued 

obvia,ted the need for restrictive monetary ,:ind fiscal policies. 
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Third Phase: Hore Cautious Attitude towards Credit Creation. 

By the second quarter of 1964 consumption expenditure had risen to a new record 

level. In view of the ma.::,onitude of the other components of aggregate demand, 

the Reserve Bank took steps to increase the cost of credit. This they 

accomplished by reverting to the practice of applying Bank rate to discount 

Treasury bills and for advances against the security of these bills. Pressure 

was exerted on financial institutions to decrease the extension of credit for 

consumption or speculative purposes. Turthermore, Bank rate was increased to 

4 per cent with effect from the 15th July, 1964. As a result of these measures 

and the deficit in the balance of payments, short-term interest rates, particu­

larly, rose. 

'l'he authorities contented themselves with these measures to prevent consumption 

spending from becoming excessive, as the fall in the cold and foreien exch2..nge 

reserves since the begining of 1964 had reduced the capacity of the financial 

' institutions to extend a.ddi tional credit without assist2nce from the Reserve 

Bank~ 11 r1'his, in turn, implied tha t the Reserve Bank, which in view of its 

high leg;:i.l reserve ra:tio still had · considerable scope left for credit 

creation, would from that stage onwards be the main source of liquidity and, 

therefore, in a favourable position to exercise control over both the creation 

of money ;md near-money and interest rates. t1 (4 ) 

Ob8erv'1 tions: As will be seen, prices increased more r apidly in the next phase 

of the cycle. The authorities t1 stop-do nothing-go" type t 2.ctics can again be 

illustr2.ted in this ph2.se. The up swing was a.llowed to develop and, in fact, 

assisted by the expansionary Budget of 1963/64. The 1963/64 Budget did not 

(4) SARE Annu.=il 2conomic Report 1964 p 40. 
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contain any special disinflatiorniry measures but had rather a neutral tone to 

it. T:lonetary policy, up until this stacge, was reR.lly concerned with moder~J.ting 

the rate of descent of interest rates admittedly this involved attempts to 

decreRse the level of liquidity in the economy - but it was only in the 

second quarter of 1964 that the authorities took steps to increase the cost of 

credit. The steps were taken too late and, given their timing, were too mild. 

The description of policy during this period indicates the difficulties the 

authorities have in simultaneously controlling the supply of money and interest 

rates. 

It is interesting to note Assocom's comment made early in 1964 when the 

beginnings of an inflation were feared since November , 1963 the seasonally 

adjusted consumer price index showed a slow but steady ascent. 

"Restrictions on the employment of labour are not the sole contributor 
to present difficulties.. 'l'he pressure on resources would not be so 
great if we were participating more fully and freely in international 
trade, and if the allocation of resources were less distorted by the 
joint operation of t8.riffs and import control. It can be argued , 
however, tha t these other matters are all consequential upon labour 
policy, the,t they flow from the attempt to increase living sk,ndards 
without jettisoning economic ap;:irtheid. 11 (5) 

Assocom had long been advocating freeing international trade transactions as far 

as possible, as well 2.s freeing the labour m2.xket. The latter particularly 

might h ave resulted in the i mprovement of international relation s following 

the r ac ial disturbances i n the er~rly sixties. 

(5) '1A Ceiling on the :Soom. 11 ComJ11ercial Cninion February, 1964 Vol 41 
}~o 492 p 3. 'without ' ;:ippeared in it2.1ics in the original. 

~"nis st2.ter.1ent does need q_ualifica tion as incre2.ses in supply which may 
flow fror:i ;,_ :nore productive use cf 12.bour v;ould increr1se j_ncomes 2nd so 
incre2se dem;:,ncl. For a relaxation in 12-bour restrictions to mi tig2te 
inflation one T'lUSt 2 nsume that p2rt of the. incrc:1se in income so gener::ded 
is saved. Increased snpnlies from abroad do moderate inflation, as they 
impJ.y little extra domest ic income. 
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In this light, the import and exchange control relaxations that were made were 

probably not large enough in the circumstances to help nullify the build-up 

of inflationary pressures. 
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UPS',nNG THE THIR]) ST.AGE: rlID 1964 TO APRIL 1965. 

Introduction: During this period it has been estimated that the increase in 

real GJ:IP was approximately 5 per cent, whilst G:OE in monetary terms increased 

by about 13 per cent. Bearing in mind the manifestations of strains and bottle-

necks in the previous 'phase ' of the upswing, this rate of increase in GDE had 

repercussions on the level of prices. It was estimated, in the White Paper 

accompanying the Budget Speech of 1966/67, that the consumer price index rose 

by 3,6 per cent during 1965, compared with increases of 2, 4 and 1,3 per cent 

in 1964 and 1963 respectively. 

Increases in all the components of aggregate demand went to make-up the rise 

in GDE (with the exception of exports which tended to fluctuate around R530 

million) . This increase in aggreeate demand was stimulated by the ready 

availability of credit . :r.foreover, the increase in fixed investment was partly 

fin:mced in an inflationa.cy manner which further stimulat ed aggrega.te demand. 

As an expected concomitant of the increase in monetary demand , the l evel of 

imports rose markedly with a consequent deterioration in the Current Ac count. 

Developments in the Economy and Policies Pursued: As mentioned earlier, the 

authorities were aware of inflationary pressures and certain measures had been 

i mplemented to prevent a general inflationary situation from developing. T'nese 

measures were designed to supplement the natural deflationary pressures existing 

at the time and so moderate the rate of growth without unnecessarily stinting 

economic progress. As it tu:rned out, the measures employed were not appropriate 

as the extension of credit continued unabated . Various factors were cited as 

explaining the failure of policy to curb domestic credit expansion. 

factors a.re listed below: 

(i) the return of Treasury funds to the privo.te sector during 
the fourth quarter of 1964; 

These 



175. 

(ii) the increase in Reserve Dank credit; 

(iii) the return of commercial bank "swop" funds from abroad; 

(iv) the conversion by commercial banks of overdrafts into trade 
bills and the inclusion of the latter under 'liquid assets '; 

( v) a net inflow of private capital during the second half of 1964; 

(vi) and growing competition by b2.11king institutions for deposits . 

The continuing exp2nsion of the money sup~ly led to further restrictive measures. 

The authorities again resorted to moral suasion. This was accompanied by a more 

restrictive attitude towards rediscounting by the Reserve Bank , the 

withdrawal of Treasury funds from the money market, an·d on the 8th December, 

:Bank rate was incre;:i.sed to 4,5 per cent and a rise of 0,25 per cent was 

announced in the pattern of rates for medium and long-term Government stock. 

It soon became apparent that these 'more restrictive' measures were not 

effective in their ~ims. Credit extension remained excessive. Competition 

for funds became even more intensified. One of the reasons why the com.rnercia,l 

banks were still able to extend substcmtial amounts of credit was the fact 

that the new banking legisla tion, which became operative for them on the 

1st January, 1965 , reduced their liquidity requirements, even though the 

definition of liquid assets had been narrowed. 

Accordi.nely, on the 5th T.':arch, 1965 the J~inister of Finance announced major 

policy changes der;igned to curb the growing inflationary pressure , improve 

the balance of payments, and to discourage the 1 excessive' competition fo r 

deposits. 

(i) 

(ii) 

'.I.1hese measures included: 

an increase in the B2nk rate to 5,0 per cent; 

an increase in the coITl.r.lercial banks' supplementary liquid asset 
r atios; 
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(iii) an increase in the official pattern of rates for Government 
stock, with maturities exceeding three years, by 0 , 30 per cent; 

(iv) the Bank 's policy with regard to accommodation was to become 
even more restrictive and selective, with the possible 
applica tion of penalty rates of discount; 

(v) and the institu tion of deposit rate controls was threatened. 

Du.rine the week preceding this announcement by the Minister of Finance , the 

Governor of t he Heserve Barik had again appealed to banking institutions t o 

reduce their extensions of credit, particularly for non-essential consumption . 

Furthermore, he requested that those financial institutions , which h ad until 

the end of 1965 to comply with the more stringent liquidity definitions and 

ratios in th e new Banks Act, voluntci.rily comply with the requirements t hen 

applic2,ble to the commercia l banks. 

Deposit r ate con trols were, in fc,ct, instituted with effect from 22nd l'farch, 1965. 

':i.1his naturally tended to moderate up,mrd mover1ent in interest· r 2.tes eenerally. 

The authoriti es took this step of imposine maximum deposit r a tes intending it 

to be of a temporary nature. They were wary of the distortion in the flow of 

funds to financial institutions as a result of the keen , but not entirely free , 

competition c:K::ing banking· institutions. This would manifest itself in a 

growin0 disarray i n the deposi t r2.te structure which would, in turn, have 

repercussions on the structure of lencling :rntes , In prarticul2.r , the · 

authorities f eared upw2rd pressure on mortgage r a tes. 

In the period under review, the rmti-infla tionary measures employed were l argely 

credit control mePsures . This stemmed from t he a.uthori ties 1 belief that "th e 

root cause of the econony ' s difficulties was the infl8-tionary overspending on 

both c2,p i ta,l :.:md consur:ier goods s by both priv2te and public sectors, and this 

vr;;rn m;:ide possible by the excess ive creation of money and near-money by the 

b 2r1king systen , 11 (1) 

(1) SAPJ1 Annual Economic Report 1965 p 12. 
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The Minister of Finance did strive to achieve a disinflationary, or possibly 

better described as a non-expansionary, March Budget. Estimated expenditure 

on Loan Account, however, despite b eing 'pruned', attained a new record level. 

A loan levy of 5 per cent was imposed on both persons and companies, other 

than gold mining companies . The only major change in tax revenues was the 

imposition of a surch2rge of 5 per cent on the income tax of all companies, other 

th2.n gold mining companies. In so far as the expenditure on Loan Account was 

fin2nced from the previous year's surplus, the overall budge t implied deficit 

expenditure. 

The manner in which the Government financed its expenditure added to the 

infl a tionary pressures brewing in the economy. 

0 The high level of expenditure by the Government and the public sector 
generally ••• , despite the f act that much .of it was unavoidable, added 

both directly vnd indirectly - to the pressure of domestic mone tary 
dem3nd and. to the c.0r1;;..."lcl for i!!lports. Gov~rnment bn.l"'nces with the 
Reserve B2nk declined by almost R62 mil lion between the end of February 
and 30th Jvne, 1964, and by a further R66 million during the twelve 
months endil16 30th June, 1965. To cU-1 appreciable extent the decline 

. in these balances reflected Government expenditure on imports. Such 
expenditure, while affecting the babnce of payments, did not directly 
increase the li~uidity of the monetary banking institutions. 
l~evertheless, had it been possible to maintain the baL::nce at a 
hil)her level, for ex2.~ple, by e-reater resort to the domestic ca.pi tal 
market for long-term loans, the credit creating power of the banks 
and the inflHtionary pressure would have been reduced." (2) 

Despite the monetary me2sures announced in March 2nd the moral suasion exerted 

to decre2se the level of credit extended, the commercial banks' discounts, 

locns and adv2nces, for example, increased by n24 million and R34 million 

durin·g March and April respectively. This , however, did represent a slowing 

dovm in the rate of increase of these aei;regates. The commercial b anks 

rem,1.ined in :-i position to extend further credit a.s their liquidity ratios were 

( 2) 'l1he Gov ernor of the S1\RB in his Report to the J'orty-li'ifth Ordinary 
Genera1 },1eetinc of Stockholders 1965 pp 10 - 11. 
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improved via the Government 's 1958/68 loan moving into the three-year category 

and thus being cla ssified as a 'liQuid asset', and through substantial 

movement of funds from the Government to the private sector. 

In view of these developments, the authorities increased the liquidity 

requirements for com,11ercial banks in three stages (Hay, June, July) to the 

maximum permissible levels. During this period, the Reserve Bank began 

quoting penalty rates for accommodation to certain institutions which had been 

extending excessive credit or credit for non-essential purposes. 

On the 29th April, the Reserve Bank increased its pattern of rates for certain 

Government securities by 0,25 per cent. This was done in recognition of 

changed market conditions, but also with a view to a.iscciuraging the sales of 

medium and l ong-term gilt-edged securities by f5nnncial institutions to· enable 

them to extend credit to the private sector. 

"In general, it has remained the official monetary policy to reinforce 
the n a tural disinflationa ry forc e operatint:; through t he balance of 
paymentG deficit (3) by applyin~ measures desiGT1ed to increase the 
cost ;'nd restrict tric rate of i ncrease of credit, and to reduce the 
ex cessively high r8.tio of money :md ne:=tr-money to eross n2-tional 
product. It is expected th::i.t this, in turn, will assist in 
reducing the r a te of incre2.se of tota l domestic investment and 
con sur.ier spending to 2 level more c orrnnensur;-de vri th the r2. te of increase 
of the real gross natimrnl product 2nd thus diminish t:!1e pressure on 
both the intermi.l price level and the balance of p;:,yments ." (4) 

Observations : Observations mRde for this period are set out in point form below. 

(i) It w;1s noted 2.bove that three major policy decisions to reduce the extension 

of credit failed, and a whole host of reasons for their f ailure were 

(3) 

( 4) 

'l'he 2.;old and foreign exc:1ange reserves fell frol'.!1 R566 million in 
October, 1964 to R3'(3 nillion in June, 1965. 
SA.-=m :_:,u artcrly I,ulletin June, 1965 J:io 76 p xxii. 
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publicised by the monetary authorities. These reasons do illustrate 

the difficulties the authorities face once they have set themselves an 

objective - this is one occasions amongst many where the authorities 1 

original intention diverges widely from the result achieved. 

(1) 

1 

2 587,2 
3 003,3 

3 480, 3 

3 762,8 

TABLE 13. 

Money Supply (1). 

(R millions) 

11 

2 722,1 
3 126,9 
3 636,2 

111 

2 849,5 
3 246,9 
3 641,9 

lV 

3 069,3 
3 483,2 

3 774,9 

L1oney defined as demand deposits with the Reserve Bank and 
the commercial 9,mks, excluding Central and Provincial 
Government deposits, plus notes and coins in circulation 
outside the banking sector. (The banking sector is defined 

· as the Reserve Bank , the commercial banks, the NJ?C, the 
discount houses and the Land Bank .) 

Source: SARB Quarterly Bulletins . 

When the ;:i.uthori ties make the statement that the steps taken were too 

moderc1.te owing to the 2ppearance of cert2.in factors (it is often implied 

that these factors were beyond the authorities' control) and that they, 

therefore, did not achieve their goals, they implicitly suggest to any 

observer of economic policy that the policy initially chosen was correct, 

c111d that i t was almost unlucky that it needed to be reinforced. 

As ret;"rcls the correctness of policy, the reader is referred back to the 

discussions on the control of domestic credit creation ,md on liquid 
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asset requirements contained in Chapter 1 V. 

(iii) Assocom voiced its disapproval of the moral force exerted on the 

financial sector to avoid credit being extended for ' non-essential 1 

purposes . Assoc om urged the Govern.men t to adhere to "the principle of 

non-di scrimination , especially in rural and a.gricul tural areas. " ( 5) 

(iv) In the period under review, conditions in the capital marke t had 

tigh tened. • The pressure on in t erest rates gener al ly had fluctuated 

(5) 

(6) 

with the various factors described above. It i s worth noting a comment 

by ;.Iessrs Hupkes and Dickman (6) who maintained t hat the adjus t ment in 

interest rates would have occurred earlier cind been sharper if "the 

underlying shortfall between savings and investment had no t been masked 

by undue reliance on bank credit and inflationary finwcing by the 

government." This is particularly relevant when one realizes that the 

authorities h{id been relyin6·, to a certain extent, on the naturR-1 defla-

tionary forces within the economy. /..n unleashed. leve1. ·or interest 

r ates could have been a useful measure to curta il inflationary 

overspending . \'i'hat is nore , . the authorit i es did i mpose deposit r a te 

c ontrols which moderated the upv1.9.rd pressure on interest rates., al though 

the degree of competition c1mongst financia.l institutions for funds did 

provide a cl ea.r indication that the level of interest r ates prevailing 

was too low. Cn the other side of the coin, it is not at all sure 

that expenditure 0 enerally, particularly in the face of business 

optiBis~, would have been that rmch influenced by higher interest rates. 

11 ,'onet2-ry ::errsures Supported in Principle. " Cor'lJTlercial Cni11i.on 
J~ rc~, 1965 Vol 42 ~o 506 p 5. 
Hupkes , ; .J. ,rnd ])icknan, A.B. "Prospects for 1966. 11 (11ure?u for 
Economic Rese2,rch, Stellenbosch, 1965.) 
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Perhaps all th8t needs to be added, or rather re-emphasised, is the Hunt 

Commission's recommendat ion to free the financial sector from constraints 

regarding the permi ssible area of their business operations. T'nis could 

help achieve, through competition, lower mortgage rates and thus obviate 

the necessity for another distortion in the management of resources 

through intervention in market forces. Deserving borrowers could, of 

course, be paid subsidies. 

(v) The final observations about policy during. this period stem_ from 

(7 ) 

Professor Samuels (7). He stated tha t the rise of inflationary 

presr:mres within the economy stemmed from excessive demand, a..'1d that the 

signs of strain brewing in the economy had been overlooked owing to the 

lax credit policies, despite intentions to the contrary , and the 

opera tion of direct cor. trol s which tended to conceal 2.nd rrggrava te the 

distortions taking place in the economy. He maintained that such 

controls wh ich by-p2.ssed r,arke t forces coJ11plicated the authorities 

mana,cemen t of the economy for they could only provide a mislea.ding 

picture of the underlying trends within the economy. 

S2muels, L.II . 
Septen·ber, 1965 

"Pseudo-remedies \ Ion' t IIolp ! 11 

Vol 43 No 514 pp 13 - 16. 
Com7erci2l Op inion 
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1-fAY 1965 'l'O DBCE..IBER 1965. 

Introduction: This period wa,s characterised by a slowing dovm in the rate of 

increase of eross domestic product in the second end third quarters of 1965. 

Gross domestic expenditure remained excessive but there were indications that 

its rate of increase fell this was due mainly to a decrease in the level of 

inventory investment. (This fall in inventory investment was attributable, to 

a large extent, to the tightenins of import controls.) The infl a tionary 

pressures persisted in an economy not quite cooled off, and partly manifested 

themselves in a large deficit on current account. The gold and foreign 

exchange reserves fell markedly to a low point of R340 million at the end of 

September, 1965. 

Developments in the Economy and Policies Pursued: According to Eupkes and· 

Dickman (1), there c1ppeared little 1eev,Qy for monetary policy to move , in view 

of the freezing of interest r a tes, other thRn to increase moral suasion and to 

impose penal ty rates of discount in certain situations. Import controls were 

thus imposeQ in August. No t only were permits for the inportation of consumer 

goods reduced, but the importo.tion of raw materials :-md c2,pi ta1 ,:;oods was to be 

reduced, 2..s it was felt that the high rate of investment was a, principal factor 

in c aus ing the inflationetry pressures. 1foreover, applications to establish 

new factories or embark on major expansion sche:nes v1ere to be viewed more 

cri tica lJ.y by the l':ew Industries Committee, prtrticularly when the scheme 

involved t he use of imported materials and where there was little or no export 

potential from the 8Cheme . 

The subst2.ntial increase in the c api t a1 inflow that materie,lised from the third 

(1) 1:upkes , G.J. and Dickman , 1~., , . "Prospects for 196t." 
Economic 5(.ese2rch , StelJ.en'bcsch, 1965.) 

(:Bureau for 
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quarter of 1965 until the end of the year was not anticipated. The resultant 

improvemen t in the level of reserves further incre2sed the level of liq_uidi ty 

in the economy. 'fuis liquidity was also fed by falJ.in6 Government cash 

ba l ances c?nd by the increase in the net clo,ims of the bankins sector on the 

Government sector. ; :oney c1,.nd nea r-r.ioncy increaf,ed sharply despite the fact 

tha t the credit restra ints should have been beginnine; to take eff ect. 

In the licht of these developments, the ~Hnister of Finance announced the 

folJ.o wing policy meo,sures on the 13th September: 

( i) the public sector (2) would strive to reduc e and postpone its expenditures; 

(ii) the necess::i.ry outlays incurred would be financed from non-inflationa.T'J 
sources. In t h is regard, the ~,:ini ster of Finance announced the 
flot r,~ ion of a 20-year Joan on the 15th October a t a rate of 6 per 
c ent , the hi0hest ever offered on a Government loan in South Africa. 
He also appealed to the private sector to support this loan r ather 
than to emb9.rk on exp ;-insion projects; 

(iii) ;::i, special. c;:ibinet conr·, i ttee would review Government expendi ture 
involving imported e-oods ; 

(iv) and s2.vir!z throu0'h t he Post Office Savings I-lank would be encouraged 
throu.:;h hi0·her interest rates on s aving deposits. A new series of 
national s3,vint; certificates wci. s to be issued at, v1hat t he J.rinister of 
l'inance felt to be , a very f avourable rate of interest. 

The Reserve B2nk announced the i r.rposi tion of a credit ceiling on the 29th October , 

1965. 13elow is ;-iven the 2,uthorities ' justific;,,tion for such a drastic 

measure: 

"It has becoPle q_ui te clear that the basic f<1ctors in the situation are, 

firstly, the continuing 12.,rge deficit i n the current ::'tcc rn.mt of our 

bala~ce of p~yments . This deficit is due to the fact that i1:1ports 

for productive 2nd. eonsuripticn purposes continue to flow into the 

co1,;ntry a t an exG:essively high r2.te relative to export perfom.;:mce. 

(2) The public sector inc::1.udes c;ener2.l 6 overnncnt bodies, provincial 
ac11linistro.tions, nunicipa.li ties and pubJ.ic corporations . 
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The fact that the country's reserves have increased in recent weeks 

has, therefore, been due to a net capital inflow, largely of a short-

t erm nature. 

complacency. 

This situation obviously provides no grounds for 

The second, and not unrelated, factor is the persistence 

of undue inf1:=i.tionary pressure which stems from excessive monetary 

demand resulting in over-spending for both investment and consumption 

purposes. A f avourable climate for the development of both these 

undesirable trends has been provided, very largely , by excessive credit 

expansion. 

'I'here are indications that the measures already taken by the 

authorities are having some effect and will probably extend their 

effect in the coming months. But they are working rather more 

slowly thM anticipated or is felt to be desirable. Moreover, there 

have been various unavoidable developments recently, such as wage a...r1d 

salary increases and other pressures on costs, which will tend to offset 

the effects of these measures and to delay the adjus tment · to a 

sustainable level of economic activity. Consequently , the Bank, .in 

consultation with the '.Preasury, has decided that further measures 

to restrict credit have become necessary . 

The Reserve B;;,nk, therefore, has requested all the monetary banking 

institutions (Khich, of course, are responsible for the great bulk of 

credit activities of the country) to ensure that the total of their 

discounts , lo2ns and advances to the private sector, excluding the 

Land Bank, as a t 31st ~fa.rch , 1:)66, does not e.."<:ceed the aggregate of 

tlrn se i terns as at 31st ?.iarch, 1965. This involves a moderate overall 

reduction in credit and should eive no cause for undue concern or 

disturbance." (3) 

Toward the end of the period under review, economic activity began accelerating 

again despite the re s trictive measures employed. Tnis further expansion 

may be nttributed to a very liquid econoI'.ly, an improved balance of payments, 

to a general optimism in South Africa I s fut-ure, and to the ineffectiveness 

of the policy measu:ces taken by the authorities to quell the 

(3) /umounceT!lent by the SARB regarding Credit Restrictions , 29th October, 1965 . 
Reprin,,ed in the SAlill Q,u3,rterly Lulletin December, 1965 No 78 p xxiv. 
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rise in prices . 

Observations : '110 begin with, it is probably best to view this period as a 

slight 'pause ' rather than a 'dovmswine ' even though t he rise in the GDP did 

slow dmm somewhat. r.rhe rate of increase of GDE slowed down as well but v:2.s 

largely the result of the impo:rt controls c2mling investment in i nven tories 

to fall. It .:i.r:; worth quo ting here Samuels' views on the recent application of 

'balance of pa,yment.9 measures . 

"The tendency t o al1 ow an economic exp2nsion to overreach itself, 
then to run down the exch2.nge reserves in the hope that the balance 
of payments wi:11 ri6'ht itself , fo l l owed by restrictive measures to 
protect the exch9nge position, is~ f 81Il iliar seq_uence in the 
Republic's post-wP.r economic history. I am sure that there are all 
kinds of reasons for Sou th Africa's ( apparen t ly cyclical) propensity 
to a llo\1 a6gregate expenditure to outrun its supply c a.paci ty as 
deternined by do~estic pro~uction and imports. Eut I c2nnot help 
thinking that the policy measures , which have operated with increas ing 
severity in r ecent years, such as i mpor t restrictions, exchang-e 
controls, and high protection to selected industries, are a majo r 
c ause of the unn ecessaril y drawn-out process involv€d in res toring 
order in the economy. 

'l'he imposition of exchange controls and ti6hter re s trictions on imports 
a.fter Sh8rpeville undoubtedl y succeeded in reducinc and revers ing 
t he drP stic f;>ll in ex ch 2n_::;e reserves. but they also genera ted an 
inevi t abl.e glut of liquid 2.ssets as forei c n exchr:in_::;e earning.\ increased 
bec P,llse of the striking exp;rnsion in gold production 8Ild merch,mdise 
exports. 

The beneficiaries of i mport permits in turn are i nduced to USP. their 
perni ts to the hilt . If they are vrrong, 2.s experience of the post­
war worl: in i.;,' of th"' imp:irt control system ;,2,s shown, t~ey wil l be 
rescu ed fro~n t heir errors by the i mposition of still tichter 
i mport restrictions to protect the coun try's exchnn_;·e reserves. It 
is no 2.ccide11t th:0 t industrial ar.o. .::omoercial stocks have orm7n as 
rapidly as they have during the po.st ye2r ." (4) 

The authorities abcndoned their reliance on nonetary pol icy when they imposed 

more severe inport c ontrols. It is true th2t with the level of interest 

(4) SEnuels, 1 . Il . 
Septe111ber , 1965 

------------------------·- ·-- "-
"Ps cudo-renedies '.'/on ' t HeJ.p ! 11 

Vol 43 Ho 514 pp 15 & 16. 
Cor:rncrcial Oninion 
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rates recei v inz hic~·h priority and with an expansionary fiscal pol icy, moneta.ry 

policy had little chance of success. ] u t was enmi gh consideration e iven to 

th e long-term implica tions of these import controls as they affected industry? 

And did not the authorities perhaps under-estimate the influence on the rate 

of inflation of a reduction in the supply of foreign goods in the domestic 

market and the likely improv em ent in the level of liquidity stemming from the 

b a lance of payments? }urtherrnore, following Professor Johnson, the import 

c ontrols could h ave only a transitory i mpact on the balance of p2.yments. 

Noted above was the intention of the Govern.rnent to prune its expenditure and 

improve the firnmcin6 thereof to combat inflation. nut, as will be apparent 

in the following cyclical phases, they were, in general , unsuccessful in their 

aims. 
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Jt_NUARY 1966 TO MAY 1967. 

Introduction: Gross domestic expendi t-ure began a new upward movement from 

about the end of 1965. I.:ost other indicators of economic activity sugeest a 

new upswing in the econor.1y from about that time. As a result of the rela.tively 

full emploJ~1ent of productive factors, prices rose. It is estimated that 

during 1966 the consumer price index increased by about 3,6 per cent, while 

the wholesale price index rose by approxima tely 3,9 per cent. Nonetheless, 

r eal gross domes tic product increased by approxim2~tely 5,6 per cent during 1966. 

During the period under review, private consu!:lption ex1Jenditure, current 

Government expenditure up to the second quarter of 1966, rising inventory 

investrnen t from the third quarter of 1966, 2nd a large increas e in exports 

were to a l arge extent responsible for the ren e,-.,ed up swing in economic activity. 

The trend in the level of the gold and foreie;n exchange reserves was upw2.rds 

' 
·, 

during 1966 but fell t here,3fter . 'l'his may be explained b y the incre2se in 

exports and the h i gh l evel of net gold outpu t vrh ich was eventually offs et by 

subsbntial imports as i mpor t controls were reL:ix ed. During the fir s t half 

of 1966 there were sur plu ses on both the curren t and c apital accounts of the 

balance of payments . 

Althouch the ratio of money and near-money to gross domestic product fell 

slii'-1 tly durint; the period unc1.er consideration, the seasonally a djusted figures 

for money and near-money con tinu ed t o increase up to July, 1966 before 1eveHine 

off. Tne level of liquidity c~used the authorities conc ern as it meant that 

considerable purch2sinc power still r emained in the h ands of the private sector 

and that there was scope for .;,;Tey market transactions to i ncrease . The 

'i're2sury biD tender rate 2.nd rel~1ted noney m2rket rates declined durint; the 

first h2lf of 19G6, but subsequently resumed their up,7ard course. Conditions 
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in the capital market, however, progressively tightened . From about the 

middle of 1966, total claims of the monetary banking sector on the private 

sector maintained a hi~h rate of increase. From the third q_uarter of 1966 

the authorities managed to reduce the net claims of the monetary bA.Dking 

sector on the Government sector. 

Polici e,-1 Pur:cued: To avoid the aggravation of inflationary pressures and 

obviously to atter1p t to nullify these pressures, the authorities set out to 

introduce timeous restrictive measures. 

In February, 1966 the ceiling on bank credit to the private sector was 

extended. 

infla tion: 

Measures ;mnrnmced in July encompassed a four-point attack on 

(1 ) F..fforts were made to increase savin.;; : these included an increase in 
the ncse::.-ve rank's pattcl.'n of rates for loc1;;•-tern Govec:-:r:.::ient securities, 
the lii'tin0 of deposit r a te controls, and efforts to mak e saving with 
the Post Office SavinGs Bank and in National Savings Certificates more 
attractive. 

( 2) 'rhe au thorities intended slowin6 down the r .c>,te of incre2.se of consumption 
and investment expenditure. •ro achieve this end, Bank rate uas 
incre::i.sed from 5 to 6 per cent, and the cei:Linc on the rr,oneta.ry 
b~t~1k' s discounts , 102.ns FJild a c.v ;:inces to the priv2.te sector was further 
extended fro::n the 30th Septer.1ber , 1966 for a period of six months. 

(3) 'I'he ~'. inister of }1 in2.11ce statecl that the P.ugus t Budget would carry 
defl a tionary me2sures ,:nd th2.t every ef.:ort would be mo.de to finmce 
st?te exper.cli ture froT!l non-inflationary sources. He stated that 
proposr1-:!:.s t o incre8se the size of the c2.ptive r:J.2,rket, by forcing a 
,;re., ,ter dei1Tee of invest.7ent in S-overrn;ien t securities by life 
::issuronce co:;iprmies, pension funds and perhaps by certain other 
fin2:ncicil institutions, would be submi ttecl to Parli2.ment. 

(4) He a..11..r101..mced the decision of the Jiinister of Economic Affairs to 
relax cerh.,in import controls. 

The Budget presented i n Aut,ust , 1966 w2'.s , as pronise,-: , one with a likely 

one which strove to fi nance Government expenditure fro:.1 

6 enuine s2ving . ',lajor 2.djustments to fiscal measures were as follows: the 



189. 

captive m2.rket was extended; increased duties on a number of cornmodi ties were 

imposed; a 5 per cent surcharge on gold ;:i.nd diamond mines wa.s levied; non­

resident shareholclers tax was increased; the discount on incone tax payable 

by individuals wa.s withdrawn; the income tax payable by companies was raised 

and, on top of this, they were required to hand over further funds in the form 

of an additional loan levy. 

Further measures were introduced on the 7th December, 1966 to combat inflation. 

In a statement issued jointly by the Uinister of Fimrnce and the Minister of 

Economic Affairs, it was promised that the Government would do everything 

possible to reduce its expenditure, bearing in mind, of course, requirements 

for the nation's defence, and they ,:;ppealed to all other sectors to reduce 

expenditures. Tb.ey also stated that R.ddi tiona..l anti-inflation,:iry fiscal 

meR.sures would be applied, if necess::try, in the :-farch Budget. Other steps 

announced included the sterilisation of short-term funds through the issue of 

more 'rre2sury bills 211d the offer of tax redemption certifica tes to companies 

nnd other t2..Xpoyers; the lowerin.e; of th e credit ceiling , yet according f avourable 

treatment to the agricultural sector; the favourable consideration of repayment 

of foreibn loans prior to their reder.1ption date, provided that the repayments 

were not m2de usinc b2n..l.< credit; further relRJCation of ir1port controls; the 

thre<1t of price controls imposed on a selective basis; and the promise to 

combFtt any trade prnctice which kept prices artificially high. 

In the Budget of }!arch , 1967 further fisca1 measu:res were taken to reinforce 

and supnle:nent monet2ry policy. The ;~inister of Fin2.nce saw his duty 2s 

keeping Gove-·nment expenditure as lo,·r as possible, financin;- this req1.1ired 

expenditure from f;enuine saving- insofar as possible, 2nd promoting saving c.md 

productivity . 

'"h 1 ' 1· ch h d ar.·1· c-:en on both Revenue ~nd Lo;.,n _t.ccount durin,R: J.96G/67 1' c surp uses ,._, 1 a - , - _ 
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were not used to fj_nance government expenditure during 1967 /68. 'I'hese 

bal,:inces •;ere sterilised Yr i th the Reserve B2.nk or invested temporarily in the 

External Procurements Iund. . It was estim2.ted that some R60 million in the 

form of additional tDxation would be found from sundry sources wd only minor 

concessions were Pnnolnced . 

Observ2-tions: · 'l"ne l'hnister of Finrmce justif i ed the imposition of the July 

'pc1.Ck8ge ' by saying th2.t previous measures had been neutralised or were 

working too slowly owing to the impr:weinent in the level of reserves and hence 

increased liq_uidity in the economy. This statement does substantiate the 

point made in Chapter Vl that the authorities are not often short of excuses 

for policy failures. He did not offer alterm1.tive hypotheses explaining the 

slowness of the initial p ,•licies; for example, that the authorities had 

misre2d the situation and the policies imp::-- sed were not severe enough , or that 

the manner in which the Govcrnr.1en t had financed its expenditure ( see pag·e 195) 

wns inconsistent with the monet::>ry controls in oper2,ti on, or even that the 

form of monc t ?ry control h ad proved itself deficient. 

Assocom ra,,de cert,,,in tellinG points i n their review of the Budget. They 

corrunented on the very hi0h level of proposed Gov ernmen t expem1-i ture. They did 

not Quibble with expenditure on unavoidoble capital projects nor the necessity 

to iraprove public services' sa.laries , but they would have wished to have 

seen 211 in s istenc e upon improved productivity in State operatior: s. They 

further ma.int;:,.ined th -:t the new customs d1..1ties ,,.,ould tend to have 2Il infl a tionary 

rather th2n a deflationo.ry bi2s: 

(1) 

"even if there is a. conrpnre.ol e .srticle in t:1e c ,~·un ti7, its :price ':rill 
rise r,nce t:1e co11neti ti;n is re':loved or lessened. 11 (1) 

" \,}12 =._,ur.~et ~l.. ~)t2.te I>=.:-~q_uet ." 
-iol 4L'. :,o 523 p 7. 
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The a.bove-mentioned policy measures, complemented by a multitude of fortuitous 

factors, would seem to have had the desired effect, as by the middle of 1967 

many indicators of econor.1ic activity, having risen from the beginning of 1966, 

reversed their trend. 
.. 

Statistics and observa tions over pol icy, in particular concerning Government 

expenditure and the manner in which it was financed, are presented at the end 

of the discussion of the following cyclical 'downswing ' •. 
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DOWNS':.'TI{G: JUKE 1967 TO DEDEi:.IBER 1967. 

During this period, the gold and foreign exchan6 e reserves rose as a result of 

the considerable improvement in both current and capital accounts. 'I'he 

increased capital inflows were triggered off by exch_ange rate uncertainties 

and , finally, by the Sterling devaluation on the 10th lfovember , 1967. The 

balance on current account was favourable owing to rising exports and a 

falJ.ing level of imports. 

The seasonally adjusted ratio of money and near-money to GDP rose sharply from 

the third quarter. 'l'he rise in the gold and foreign exchange reserves partly 

explains the rising trend in money and near-money , but more important was the 

continued increase in bank credit to the private sector. This occurred 

notwithstanding the policy of direct limitation of the total discounts and 

advances of monetary banking institutions to the private sector. Analysing 

the types of credit extended show two main reasons for this incre2.se in bcmk 

credit. In the first inst~nce, the cash credit advances of the Land Bank 

rocketed upwards as a result of good agricultural crops, and secondly, whilst 

the monet2ry banks observed the ceiling in terms of discounts and advances, 

they significantly increased their investments with the private sector. This 

does illustrate the point made in Chapter lV of how direct controls tend to be 

by-passed after awhile. 

"\7hile demand wa s l ar gely curbed by restrictive monetary and fiscal 
policy mea sur es , i ncluding the paring of expenditure in the official 
aJ.1d s emi-officia l sectors , the supply of goods was increased as a 
result of t he progr essive r elaxation of import control and the 
improved production conditions in agriculture ." (1) 

( 1) l'.tinistcr of }'i n?nce i n t he bud.;e t Speech delivered on the 27th r,:arch, 1968 
Pl) 1 f.: 2. 



Hupkes and Dickman (2) h ave presented an excellent summary of the policies 

undertaken since June, 1967, that no more can be done but quote them. 

Summary of Official Policy r,,:easures and Sta tements of Intention since June, 1967. 

Augu s t . 

The Reserve Bank was g iven legal powers to enforce the credi t directive ,,hich 

it then extended until further notice. 

'J'he Reserve B::rnk Governor, i n his _Annual Address, drew a ttention to the 

necessity for ar.1endin~ the Banks Act for more effective credit control, to a 

possible tightening of existing measures, and to a closing of "certain loopholes". 

September 

The "RSA" Savj_ng s Campa ign was introduced. 

New controls over new car sales were instituted., aimed at ending the avoidance 

of Hire Purch2.se Act req uireT:tents throwi;h "l eas ing" arrM ~~ ements. 

October 

'rhe Prime Minister's Statemen t on the Septemoer meeting of the Economic Advisory 

Council puts th e Gov ernment' s vi ew thcd further drastic anti-inflationa.ry 

me2sures 2.re not r equir ed , but th;;. t there is no o_uestion of a relaxation of 

the existing me:=isures Y.Thich should indeed be made more effective. 

In particul2r : 

(i) the establishment of 2. third Iscor is to be postponed 2nd other 

expan s i on sch eQes ret2rded; 

(ii ) Richards "!:-ay c..vicl related develop;nents are to be retarded and the JDC is 

to scrutinize nevr v entures selectivel y; 

(iii) curre:i t state expenditure is to be curt::dled, even if i..--iconvenience to 

the public occurs; 

(2) II l G J d ,-- · k A -n "Prosnects for 1968." up<es , •• An Jl.C .m8n , •• i . _ 

Economic Research , Stellenbosch, )967.~ pp 23 & 24. 
(Eureau for 
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(iv) provincial 2nd local authorities are requested to follow the Government's 

example for the current financial year; 

(v) the Gove1~nment will make a serious attempt to lir:lit its expenditure 

for 1968/69 and expects other public sector authorities to do the sa~e, 

especially in regard to capital projects; 

(vi) the Banks Act is to be a.'1lended in order to extend its scope; 

( vii) exemptions from the b a."'1k cred.i t ceilin5 will be 6radually curta.iled, 

apart from those affecting farmers, and the monetary authorities will 

take appropriate steps to mop up surplus liquidity, particularly to 

neutralize any capital infloyr. 

liabilities; 

Importers are urged to reduce fore ign 

(viii) in conjunction with a stricter scrutiny of n ew projects by the New 

(ix.) 

Indu.stries Comrni ttee, building c on trol is to be tightened as an interim 

mea.sure; 

the public i s urged to spend less 2nd save more. Further measures to 

prorr-.ote thi s objec t will be t aken if necessa.ry. · Vfoge restraint is 

recommended, ,md the Prime :Hnister appeals to trade unions to continue 

this policy; 

(x ) commerce is urged to keep d:ivm its m8rk-ups on i mported goods; 

(xi) an investig2tion into rising food prices is to be undertaken; and 

(xii) a l though opposed to price c cmtrol as a mearure merely affecting the 

symptoms of inflation, the authorities are to look into the possibili.ty 

cmd desira.bili ty of extending price control on household r equ irements . 

On the 13th October, it \"as announced th2t the R5 C million Van Tier Kloof D2JI1, 

the second in the Orani:;e River Project, for which tenders had been call ed, was 

to be postponed until further notice. 

Observations: Judcin:.:,· by the fall i n t~e r a te of incre2_se in prices , the 

,rnthori ties succeeded ad;nira'oly in their ain to defeat inflation. Since 
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June, 1966 they focused a ttention on the necessity to finance Government 

expenditure from non-inflationary sources, and later that year announced their 

det erminat i on to reduce public sector expenditure. 

some indication of how they fared. 

TABLE 14. 

Exchequer Account. 

(R mil lions ) 

The statistics below give 

Year ended 31st December 

1966 1968 

Total net receipts excluding borrowing 1 279,4 1 370,8 1 598,2 1 711,9 
Total net is sues excluding borrowing · 1 616,3 1 670,4 J. 840,5 2 105,3 
Totc1l deficit excluding borrowing -336,9 -299,5 -242,3 · -393, 4 

Financing : 

Change i n net indebtedness to: 

Foreir;n sector (1) 36,8 -27,1 -35,5 -4,1 

Private non-b:=mk sector 5,9 150,8 185,2 332,1 

Loan Levies (2) (-3,1) (23,2 ) (57,6 ) (86,2) 

Other Government securi ties ( -2,8 ) (127,6) (127,6) (245,9) 

Public Deb t Com.,1issioners 146,5 97 ,6 159,4 241, 7 

Paymas ter-General 2nd social security 
funds ( 3) 10, 7 -17,4 

;·;:oneto.ry tanking sector 148,7 95,8 -66,8 -17 6, 3 

Ch::inge i n holdin,:::s of government 
securities (145,8) (226,8) (-22,7) (158,1) 

Chanf;·e in ExcheQuer bal2nce (4) (2, 9) (-131,0) (-44 ,1) (-334,4) 

Total Yin2ncing 336,9 299,5 242,3 393,4 
---·-
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Notes: (1) Excluding Btock on foreign register held by the Public Debt 
Commissioners but including registered stock held by foreigners. 

(2) Including small amounts held by the monetary ba;,king sector. 

(3) In the ca,se of social security funds the item comprises 
relatively insignificant 2Jnounts invested directly in stock 
and not via the Public :Debt Comr.iissir:ners. 

(4) Increase -, decreas e + • Adjusted for investments abroad 
::ind changes in the Stabilization Account. 

Source: SAPJ3 Supplement to the Qu2rterly Bulletin December, 1971. 
11 Selected Sou th African Capital Earket and Government 
rin2,nce Statis tics for the Period 1946 to 1970. 11 

In the first instimce, it should be noted tha t the size of the deficit to be 

financed fell in 1966 and again in 1967. On top of this, during these two 

years the authorities succeeded in reducing their indebtedness to the foreign 

sector and to the monetary banking sector. Thus in comparison to the 

financing operations during 1965, the authorities engineered a marked improvement 

in the manner in which it financed its expenditure. 

As regards the level of Goven1ment expenditure, the point was made in 

Ch2p ter V thn t there is no evidence of Mti-cyclical Government expenditure. 
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UPS'i/D.'G : J .AJ,JUARY 1968 TO DECEIIBER 1970. 

Introduction: The tempo of economic activity mounted slowly during the first 

half of 1968. Thereafter the economy gained a momentum which was maintained, 

with the exception of a period of relative slack about the end of 

November, 1969 through to February, 1970. In fact, it has been estima.ted that 

real GDP increased by 4,0; 7,1 and 4,5 per cent during 1968, 1969 and 1970 

respectively (1). In these circumstances the rates of change of prices were 

not that high by today's standards, but became a major cau se for concern when 

they began to accelerate towards the end of the period under review. Looking 

at consumer prices, as reflected in the consumer price index, during 1968 they 

rose by 2,7 per cent, in 1969 they rose by 3,5 per cent and they were 4,2 per 

cent higher in 1970. Should the influence of the sales duty on prices be 

removed, the consumer price index between December, 1968 and December, 1969 

showed a relatively small increase of 2,6 per cent, and substantiates the 

statement above tha t, bearing in mind the real rates of growth, the rates of 

infla tion during 1968 and 1969 were not excessively high relative to what h2.s 

come to be expected more recently. 

It was private 8nd 0erteral Governnent consumption expenditure, together with 

merchp..ndise exports, which provided the initial bocst to the economy. The rate 

of consumption expenditure by both sectors n.ccelerated between the first quarter 

of 1968 and the third quarter of 1970. Gross fixed investment, with the 

presence of unutilised cepaci ty and the attractiveness of other outlets for 

funds, was not stimulated until the fourth quarter of 1968 and then moved 

strongly forward until the second quarter of 1970. The levels of inventories 

(1) '.P'ne Governor of the Reserve BaJLl< did coiTlI'.lent, however, th2.t al thoue;h the 
growth rate for the ye,..,r ended June, 1970 was high , it wc1s not se~tisfactory 
in that most of the increAse in economic activity was concentr-:-tted in 
fixed property development ,:ind in the provision of fin211cial ;:incl other 
services , whilst sectors responsible for the production of goods did not 
expcil1d satisf2ctorily . (Sl,RB ArmuaJ. Economi c Report 1970 p 7.) 
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carried had fallen substantially during the second and third quarters of 1968. 

During this ph2.se, unemployment figures dropped to very low levels. Figures, 

seasonally adjusted, for registered White, Coloured and Asiatic unemployed 

declined from about 14 500 at the beginning of the period to near 8 000 by the 

end of the upswing. 'fhe demand for skilled l abour was particularly strong 

and may explain part of the increase of 12,8 per cent in the total remuneration 

of employees a.urine 1970. 

As regards the balance of payments, foreign reserves increased sharply until the 

second quarter of 1969 and thereafter maintained a downward trend until the 

end of the period under review. 

A factor causing concern to the authorities was the level of liquidity present 

in the economy. As will be seen, a monetary environment had developed which 

was conducive to inflation. It was estimated that the ratio of money and 

near-money to GDP rose during 1968 and ended the year at 33, 7 per cent. The 

total quantity of money and. neer-money held by the private non-bank sector 

rose by 10,3 per cent during 1969 as compared with an increase of greater then 

20 per c ent estimated for 1968. This total quru1 ti ty of money and nen,r-money, 

seasonally adjusted, inereased sh2.rply from early 1970 and peaked about July 

before tailing off. The ratio of money and near-money to GDP, seasonally 

ad_justed, h2ving fluctuated during 1969 and the first half of 1970 fell quite 

sharply for the remaining months of 1970. 

Policies Pursued: The Budget presented in J,12Xch, 1968 was intended to be 

deflationary: 

"if 2.11y r el ['lx a tion should beco;ne poss ible in the coming months, it 
would have to be gr c-1 dual and, in the first instance, confined to 
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measures which can be easily reversed if inflationary forces should 
again emerge. Fiscal measures are not easily or quickly reversible 
and consequently no general relaxation of fiscal policy can be 
contemplated in this Budget." (2) 

It was not considered advisable to use the surplus attained on Revenue Account, 

estimated at R43 million for the year 1967/68, to finance ordinary Government 

expenditl.lre during 1968/69. 

It was announced, however, that Government employees, having received no 

general improvement in service conditions for more than two years, were to 

receive certain benefits. It had also been announced, just prior to the Main 

Budget Speech, tha t employees of the Sou th Afric2.n Railways and Harbours were 

to receive certain wage and salary concessions . 

The estimates of expenditure which were t abled· on both Revenue Account and 

Loan Account we!'8 npprc,ximately 7 per cent and 3 per cent, respectively, his-her 

than the revised estimates for 1967/68. 

No ma.jar tax changes .were announced. 

As regards monetary policy, the authorities' concern wa.s directed at the level 

of liquidity in the economy the rates of increase in money c:ind near-money 

were s;iven ab ove. B2nk credit to the priv~te sector ,:md, up until April, 1969, 

the increases in the J.evel of reserves had pla,yed m2.jor roles in causing the 

excessive liquidity. In i,~ay, 1968 the Reserve Bank instructed all monetary 

banks· to ensure th.::it, from the end of the month, their level of certain specified 

investments with the priv2,te sector did not exceed that level ruling at the end 

of r.larch, 1968. It had become apparent th2t the banks were side-stepping the 

(2) I.linistcr of Finance in the 1968/69 :Budge t p 5. 
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ceiling control through investment in the private sector. It was, however, 

neces sary to announce concessions with respect to this new regulation as banks 

had certain future commitments in respect of such investments. 

In addition to their attempts to decrease the level of liq_uidity, the 

authorities sought to hold money market rates at their prevailing levels. 1he 

Treasury bill r ate , for example, was kept around 5 per cent. The authorities 

endeavoured to achieve this objective through four methods : through the issue 

of tax-free Treasury bonds to private individuals as from the 15th September, 

1967; Secondly, the r.rreasury borrowed in excess of its requirements and 

sterilised the prrlceeds with the Reserve Bank; the Reserve Bank provided Land 

Bank bills to the discount rn P.rket on a special repurchase basis; and finally, 

the Bank encouraged commercial banks to invest more short-term funds abroad 

under the so-called 'swop ' arr211gements. 

The Reserve B?nk i ns tructed all monet2,ry b~u1ks at the end of April, 1968 to 

deposit 12 per cent and 20 per cen t of the increase in their short-term 

liabilities to the public after the end of March, 1968 with the Reserve Bank 

and NFC respectively. It was felt necessary to reinforce the existing controls 

as Government deposits were due to begin their seasonal decline and gold and 

foreign exch2nge reserves continued to increase . These deposits were in 

addition to their normal minimum reserve balance which was equal to 8 per cent 

of these liabilities . 

lJo t wi thst2nding t hese rne8sures, the Treasury bill r ate and other short-term 

interes t r,8tes began to decline slowly. As from the 28th June, 1968, in 

conformity with these trends , t he Reserve Bank decreased certr-1in of its r a tes 

for Govern~ent securi ti es . 
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The various policy measures pursued subseq_uent to these developments may be 

summarised as follows (3): 

(1) The relaxation of import 8.nd credit controls had been delayed as 

the a:uthori ties h2.d decided to discontinue selling gol d following the 

Was(lington Agreement in March, 1968 . In these circumstances , the 

authorities were keen to hold high levels of gold and foreign 

exch2nge reserves. On t he 18th July, however, the Hinister of Finance 

announced that gold had been sold to monetary authorities and on the 

free market, and that exchange control relaxations were being 

considered. 

(2) On the 31st July, 1968 exchange control relaxations were a.rmounc e_d. 

(3) Further to the re12.xation 2.nnounced in June , inport controls were 

again eased . 

(4) J3uilding control was partially relaxed on the 21st Augus t. 

(5) Concessions to building societies were announced in February and 

August, 1968 to improve their ability to compete for flu1ds . Tne 

Treasury's tA.x-free 6 per cent bond issue was to be terminated from 

the 14th September. 

}'ebruary, 1969. 

'i'he issue thereof, however , vras resumed i n 

(3) See Eupkes, G.J. and Dickrlan, A.B. "Prosnects for 196Q_. 11 (:Bureau for 
Economic J.ese? rch, Stellenbosch, 1969. 
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(6) On the 27th August, Bank rate was reduced to 5½ per cent and it was 

emphasised that banking institutions vrere expected to follow by lowering 

their lending and borrowing rates. 'l'he credit ceiling was reinstated 

at the level of March, 1965; that is, the 7½ per cent reduction 

introduced in 1967 was removed. It was announced that most concessions 

to the private sector would be included within the new ceiling which 

would be strictly enforced. A concession to 'small businesses', however, 

was announced in that banks were allowed to extend an additional 1 per 

cent of the new ceiling to this sector. , 

(7) On t he 19th September, the Reserve Bank announced downward adjustments 

in its pattern of rates for short and medium-term Government stock. 

'rhe long-term rate remained unchanged a t 6,5 per cent. 

(8) In March, 1969 a concession in respec·c of the credit ceiling was granted 

to the acricultural sector to enabl e them to obtain further finance 

(4) 

from the bankinc sector. 

It was felt that direct controls on credit were essential in the light 

of existing fin;mci:=i1 and monetary developments. Jn fact, t1:e 

authorities felt that the need for direc t control over credit extension 

to, and investments with, the private sector had been intensified by 

the gold marketing problem in that the authorities were nunable to 

make full use of the obvious method of reducing internal liquidity, 

namely, through measures which have a direct bearing on the balance 

of pnymen ts. " ( 4) 

The G-overnor of the SJ..R:3 in his Report to the Forty-ninth Ordinar'J General 
1,'ieetine; of Stockholders 1969 p 9. 
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In the Budget Speech delivered on the 26th March, 1969 it was sta ted that, in 

view of the current economic situation, it would be dangerous to reduce the 

general level of taxation to any great extent. 

Ex:penditure on both Revenue and Loan Account was quite markedly higher th2.n the 

previou s year's figures . In announcing these proposed expenditures, the 

Minister of Finance expressed the view, with respect to the Revenue Account 

proposals, that: 

'"i'his increase is greater than I should_ have liked to see, but the 
House will re~lize that Departments have now been held on a tight 
rein for several years, even with regard to essential services, and 
th2.t with the rapid growth of the national economy a measure of 
expans ion is inevitable." (5) 

In a similar vein he explained that the b acklog in basic capital works had 

become that serious that further postponements were i mpossible. 

The main feature of this Budget ,'>'as the reform to the tax structure. The 

changes tabled followed the recommendations contained in the First Report of 

the Franzsen Commis sion . The most i mportant changes were tha t the progression 

of direct tax on individuals would be reduced, and that the base of the indirect 

tax structure would be broadened via the introducti':m of a selectiv e sales 

duty. 

The J,finister of Finrmce again emphasised the importance of financing the 

proposed expenditures from non-inflationary sources. 

(5) ?.Iinister of Ji' i nance in the Budget S!)eech delivered on the 26th r.:arch , 1969 
p 13. 
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Other major changes in the Budget are given briefly below: 

(i) company tax (excluding gold and diamond mines) was increased to 40 per 

cent. The loan levy on companies was withdrawn. (The loan levy on 

gold and diamond mining companies was to remain unch~nged.) 

(ii) an individual who paid more than RlOO in basic income tax to the Central 

Government was required to contribute a 5 per cent loan levy. This 

replaced the 15 per cent levy which had been in operation. However, a 5 

per cent surcharge was levied pn normal income tax paid by these individuals. 

(iii) Government officials were to receive "improved service conditions", the 

estimated cost of which was Rl8,5 million. 

In August, 1968 the au thorities expressed their keenness to move from the 

ceiling method of credit control to control based on liquid asset and reserve 

requirements . A step in this direction was made when in February, t~arch and 

May , 1969 increased liq_uid asset requirements were called for in respect of all 

banking institutions. Despite the fact that these measures reduced the baJlks ' 

excess liquid assets , and that since April, 1969 the gold and foreign exchange 

reserves had been falling, the authorities felt it unwise to rescind 

the credit ceilin6 • 'rhey did, however, raise the ceiling, which applied to 

certain of the discounts and 2,dvances of the monetary ba.'1ks, with effect from 

the 1st September, 1969, from 100 to 110 per cent of its J,:arch, 1965 level. 

At the same time the ceiling w2,s raised, the Governor of the Reserve Bank 

repeated his request to banking institutions to ensure that preference was 

given to sa tisfyinG credit req_uirements of the agricultural and mrmufacturing 

sectors of the economy and for briu.ging firnmce which micht be required to 
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promote private fixed investment. It was evident then that much of the credit 

extended had been used for specul2tive purposes. The index of shares prices 

(1963 = 100) rose from 152 in December, 1967 to 281 in J'.Tay, 1969 before 

declining. 

A further concession was granted to the banks in August when it was announced 

that they could decrease the proportion of reserve balances which had to be 

kept interest-free with the Reserve B2.nk and increase the proportion which was 

held with the NFC. 'lnis change was made to relieve the pressure on lending 

rates. 

Competition for deposits had grown. This competition for funds is partly 

explained by the reduced level of surplus liquid assets, which arose as a 

result of the increc1.ses in the required holdings of liquid assets, combined 

with the continued substBntia1 level of credit extended.. The situation was 

aggravated by the fact th2.t building societies increased their deposit rates 

in July, 1969 Pnd Yrere gr2_.,v,.ted furth er concessions by the Min::.ster of Fin~mce 

to enable them to cor:1pete more aggressively for funds. 

To prevent this rising cost of funds from exerting excessive pressure , on the 

mort(;;::,ge 2nd bank lending rates, the Reserve Tiank on various occasions 

req_uested the banks and building societies to . maintain a me.ximum rate of 7 per 

cent on deposits. 

The authorities eave their reasons for not allowing interest rates to rise as 

follows: 

11 In the first place, there is still concern reGarding the failure of 
private fixeo. investment, particularly in m-<mufc:?.cturing, to attain 
the l evel re,1uirerl fo:r. the continuinc f";rowth of the economy . iU:;her 
interest rates will cert2inJ.y not encoura.,se exp 0 nsion in this sector. 
Sec0ndly, South Africa 's oal8nce of p2yments position is still 
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basically sound, and its gold and foreign exchange reserves are a t 
a high level. In the circumst2.nces, therefore, it is not necessary 
to raise domestic interest rates in order to prevent a net outflow 
of funds due to the high level of interest rates abroad . rI'hird.ly , 
••• sit;nificru1t changes are t2king pl2.ce in the domestic money and 
capi t cl.l markets, and it is possible that fixed interest investments 
may become more attractive. 

It is expected. of the banking institutions, therefore, that their 
lending rates will not be increased a step which is not considered 
to be in the country's interest at this time, and which will certainly 
further the arrwgement of loans outside the banking system in the 
so-called ' grey market' . ~ne maintenance of their present lending 
r ates also means, of course, that it would be undes irable for the 
b anks to become involved in an interest rate war in respect of their 
deposits and , i n this connection, the co-operation of the building 
societies is important. 'l'he latter, after recently receiving 
further concessions from the Treasury in regard to their tax-free 
shares and their savings deposits, have made it known that they do 
not intend to raise their mortgage rates." ( 6) 

Further adjustments to the levels of the. ceilings were as follows : 

( i ) with effect from the 1st J anu ary, 1970 the ceil ing on discounts and 

2,dv,mces w,,_s r 2ised to 115 per cent of its March, 1965 level. 

Earlier concessions announced to certa in borrowers were generally to 

remain outside the ceiling ; 

(ii) with effect from 1st June, 1970 this ceiling was raised to 118 per cent; 

(iii) the ceiling on certain investments in the private sector was also 

raised in February, 1970 from 100 to 115 per cent of its l evel as 

at 31.st l',Tarch, 1968. 

The Reserve :Bank did strive to guide the newly-permitted credit extensions to, 

primarily, the m2nuf;:,cturing and farming sectors. 

In February, 197 O the He serve Bank announced a reduction in liquid asset 

(6) 'l'he Governor of the Reserve Bank in his Report to the Forty-ninth Ordin,Hy 
General l:eeting of Stockholders 1969 pp 12 & 13. 
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requirements, in respect of short-term liabilities, from 48 to 45 per cent. 

In May r 1970 they announced a decrease in respect of medium-term liabilities 

from 30 to 28 per cent. 

In the Budge t presented on the 12th August, 1970 the banks were releas ed of 

their ' obligation' to maintain deposit rates below 7 p er cent. The Governor 

announced the implemen t a tion of a scheme of subsidie s which would prevent 

"undue hardships to those sectors of our community which are p articularly 

sensitive to changes in rates. 11 (7) 

Further i mplicat ions of the Budge t relevant to stabilization goals are 

summarised briefly below: 

(i) inves t men t allowances were re-introduced to stimulate 
fixed i nves t ment in manufacturing indus try; 

(ii) more generous exporters 1 allowances were proposed ; 

( iii ) certain increases in 'sales duties were announced; 

(iv) the loan levy on individual tr-ixpayers in the mi ddle cind 
hi2:her income croups was incre::if'Jed from 5 to 10 per cent; 

( v ) the importance of financing Government expenditure from 
non-inflationary sources Vl8S re-emph2,sised.. The ilinister 
of Pin8-t""1Ce felt that the 2.uthori ties would more e;:,sily be 
able to accomplish this goal as the Sta te "will i tself be a,ble 
to co:.ipete more a[?;J;ressively in the local ca.pi tal market for the 
funcls it requires." (8) 

The discounts , aclvpnces and certa ir :')riv8 te sector investments of the non-

monetary b811king institutions were brough t under a ceiling with effect from 

the 1st September, lS,7 0 . This step v,as taken to prevent the occurren ce of 

a deposit rate war following the freeing of interest rates . 

(7) Tl:,.e i.'.inister of }'inc:nce in the 1970/71 Lud,:set p 10. 
( 8 ) 'i'ne ~.inis ter of Fln2nce in the 1970/71 :,udget p 11. 



208. 

It was estimated tha t private consump tion expenditure increased during 1970, 

for the third successive year, by approximately 10 per cent. The increase in 

the sales of durable and semi-durable goods explained a large proportion of the 

rise in private consumption expenditure. I n these circumstances it 1.vas 

decided in October, 1970 to impose stricter hire-purchase requirements in 

respect of the sales of these goods. In certain respects these restrictions 

were relaxed as from the 27th November, 1970 after they had exerted a marked 

impact on the sale of durable goods. 

Observations: The manner in which Government expenditure was financed since the 

middle of 1969 was inappropriate bearing in mind the rate of price increases. 

'I'his is readily apparent from the table below as the Exchequer increased its 

debt to the foreien sector and to the monetary banking sector. 

non-bank s ector reduced its holdings of Government debt. 

The private 

(9) 

11 it seems clear tha t since the mi ddle of 1969, the large increase in 
public spending and the use of inflationary methods of finance ·by 
the publ ic sector have contributed mat0.rially to the infl8tion ~md 
bal8nce of pa.yments disequilibrium." (9) 

'i.'he Governor of the Reserve ::J2r.tk in his Report to the Fifty-first Ordinary 
General I1ieeting of Stockholders 1971 p 8. 
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TABLE 15. 

E:<chequer Account. 

(R millions) ., 

Fin~mcine of ex12endi ture 

Total Change in net-indeb tedness to: 

surplus/deficit Private Moneta.1.7 
excluding :F'oreign non-bank banking 
borrowing sector (1) sector (2) PDC sector (3)(4) 

1968 1 -223,6 -15,4 127,0 56,1 55,8 
11 -102,7 12,0 55,7 150,9 - 115,8 

111 -71,2 6,5 121,6 12,8 -69,7 
IV 4,1 -7,3 28,1 21,8 -46,6 

1968 -393,4 -4,2 332,4 241,6 -176,3 

1969 1 -218,2 8,5 94,5 46,7 68,6 
11 -46,1 7,9 67,7 127,1 -156,6 

111 -54,5 -5,9 -8,5 2,5 66,6 
lV -45,0 21,4 ·-11, 9 9,4 25,9 

1969 · '.'"363 ,8 31,9 141,8 185,7 4,5 

1970 1 -246,2 27,8 12,5 150,0 54,9 
11 -22,9 27,1 -9,1 7,1 .-2,3 

111 -50,9 48,8 19,2 -3,7 -13,4 
lV -94,7 24,6 13,6 17,2 39,3 

1970 -414,7 · 128, 3 36,2 171,6 78,5 

Notes: (1) .Tucluding stock on foreign register held by the PDC but 
including locally registered stock held by foreigners. 

Source: 

(2) Including small amounts held by the monetary b2nking sector . 

( 3) Refers to institutions within the monetary b an...lcing sector, 
ioe. the South Afric2.n Reserve 3ank, cormnerci2l banks, 
merch2nt banks, the ;_~:E<C, discount houses and the short-term 
business of the Land :S2nk and certa in other banking institutions. 

(4) The chang-e in the Excheq_uer babnce was adjusted for investments 
c1.bro2,d , ch2.nges in the Stabil iz2.tion Account and advances to 
the PDC. ('rhe net indebtecL"less to the -P.1onet8,ry bi:inking 
sect0r equals their holdinf,;s of Govern.'1lent securities less 
the increase in the L~ chequer balance.) 

SAiill Supple::ient to the Quarterly }3ulletin December, 1971. 
"Selected South Africrm Ca.pi tal lfarket and Government Finance 
Statis tics for the Pe:r:iod 1946 to 1970." 
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According to the Governor of the Reserve Bank (.10), the additional credit 

extended by the ba.."lks, following the raised credit ceiling, went to finance a 

high level of imports, rapid inventory investment, the sustained high level of 

private consumption expenditure and a continued hie;h level of activity in 

fixed property development. This does illustrate the impotence of moral 

suasion as the authorities had requested that the additional credit should be 

used to assist the agricultural and manufacturing sectors. 

He also acknowledged the fact that the 'grey market' had become very active. 

This should have been expected, however, bearing in mind the ceiling method of 

credit control, pegged interest rates and a highly liquid economy. 

In the discussion of the control of domestic credit creation in Chapter lV, 

it was ef, t ablished that the monetary authorities could decide to control either 

the level of domestic credit or its price, but not both. Relating back to 

th;.1t di scussion it should be noted that the discount houses relied on 

Reserve B2rik accomi':lodation extensively from January, 1970. To discourage 

this excessive use of central bank credit, the authorities applied progressively 

higher penalty r a t es to discount house borrowing. 

above bank rate was reached in Se9tember, 1970. 

A penal rate of 2 per cent 

(10) Tne Governor of t he Reserve Bank in his Report to the }'ifty-first Ordinary 
General :;;eeti ne of Stockholders 1971. 
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DOWNSWING: J AHUARY 1971 TO OCTOBER 1972. 

Introduction : The rate of increase of gross domestic product at constant 

prices , excluding the value added by the agricult1.1ral sector, declined from 4,8 

per cent in 1970 to only 2,8 and 3,3 per cent in 1971 and 1972, respectively. 

The average aJmu2.l r a te of increase in real GDE slowed down to 0,1 per cent 

in 1971 and 1972. 

The index of consumer prices over the yea:r 1971 was 5, 7 per cent higher than 

the corresponding fig1.1re for 1970, and from December, 1971 to December, 1972 

the consumer price index rose by 7 ,4 per cent. 

During 1971 the tie;ht l ab our situation ease_d. The level of registered 

unemployed Whites ,Coloureds and Asiatics did f a ll, however, towards the end 

of 1972, but it was felt t hen t hat the labour market still offered scope for 

expansion. 

It wos estima.tea that the QUanti ty of money ;:ind near-money increased a t a 

slower r a t e than GDP in 1971 . The ratio between these quantities consequently 

declined from 30,8 per cent in 1970 to 29, 7 per cent in 1971. During 1972 

t he q_uanti ty of money and near-money increased by approxime;tely 14 per cent. 

The balance of payments on current account was subst::mtial l y in deficit during 

1971 but showed a slow stea<ly i mprovement as the year wore on. ~p until 

August, as the steady improvement in current accoun t was a ccompan i ed by l arge 

capital inflows , there appeared to the authorities no need for action despite 

the fact thQt the level of gold and foreicn exchange reserves were falling . 

'11he situation, hov1evers ch2,n6 ed drastica1ly after the 15th August, 1971 when 

the United States announced the suspension of the convertibiJ.i ty of the dollar 

i nto gold and that a 10 per cent surcharge on imports would be levied . 
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Amidst exchange rate uncertainties South Africa's gold and foreign exchange 

reserves fell to the low level of R570 million at the end of November, 1971. 

The authorities reacted by i mposing stricter import controls on the 24th 

November. They then decided to devalue the rand by 12,28 per cent as from 

the 21st December, 1971 following the general re-alignment of world currencies. 

This step was taken to boost the economy and , obviously, to improve the 

balance of payments posi tion. 

During the second and third quarters of 1972, the seasonally adjusted balance 

on current account was positive. Gold and other foreign reserves climbed 

sharply to end the period at a value of Rl 061 million. 

Policies Pursued: During most of 1971 deflationary policies were continued 

and even made more stringent. Prior to the March Budget, a,ddi tional sales 

taxes were imposed, and an additional tax on petrol rias, announced by the 

:Minister of Econor:iic Affairs. In 2JU1ouncing the :Budget, the Minis ter of 

Finance stated hi s intention to encourage saving and to restrain excessive 

consumption expenditure which he regarded as the "most important factor in 

the inflation of prices. 11 (1) Accordingly, the surcharge of 5 per cent on 

personal income bx was raised to 10 per cent and cJ.1 additional loan levy was 

imposed. A further loan levy of 5 per cent on all taxes payable by companies, 

except gold and dimnond mining companies, was instituted along with a loan 

_levy of 7,5 per cent on the dividend receipts of companies. Increased 

customs ,mcl excise duties were estimated to yield an additional R87 million. 

On the evening prior to the DUd6et, the- Governor of the Reserve Bank had 

(1) The 1-Iinister of Ji'in;:mce in the J3udget Speech delivered on the 31st Earch, 1971 . 
p 3. 
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announced an increase in Bank rate from 5,5 to 6,5 per cent ,md yields on 

short-term and long-term governmen t securities were raised from 5,5 to 6,5 per 

cent and from 7,75 to 8,5 per cent respectively. 

Apart from a rel2xation of 2 per cent in respect of credit extended to the 

agricultural sector, the credit ceilings were, in general, strictly applied 

during 1971. 

Hire-purchase terms were for the first time made applicable to private 

commercial vehicle sales in September, 1971. 

Despite the expected expansionary i mpact of the devaluation, the sluggishness 

in the eoconomy continued during 1972. The Minister of Finance in the 1972/73 

Budget, besides announcing the Government's planned revenue and expenditure for 

the fiscal ye2r, set out a programme of action to: 

(i) improve the balance of payments; 

(ii) speed up the growth rate 11 '.'li thin the particular social 2.nd 
economic structure of the South African community" (2); 

(iii) and curb the rate of inflation. 

The programme encompassed the following policies: 

As regards monetary policy, banks would be permitted to exceed the ceiling 

figures applicable to their discounts and advances by 5 per cent, and those 

appl.i.ca.ble to their investments by 10 per cen t. Deposit rate controls were 

applied to prevent interest rates from rising. It was announced that the 

Reserve B2.nk would continue its recent policy of giving f avour2.ble attention 

(2) The ;,;inister of Finance in the Budget Speech delivered on the 29th }.[arch , 
1972 p ~. 
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towards applica.tions for foreign borrowing for industrial and mining 

development purposes. 

Saving was to be encouraeed through improvement to the attractiveness of 

State channels of saving, and by the introduction of a home-ovmers saving 

scheme. 

The I<linister of Finance exhorted organized l FLbour to exercise moderation and 

responsibility in wage negotiations, i.e. to gear wag e increases to productivity 

improvements. 

Import controls were to be rel axed as the current account of the balance of 

pc".yments improved. rrhe Minister of Fin<mce promised, however, that these 

relaxations would not cause disruptions to local industries. Adequate 

protection would be provided by custom tariffs. Where the size of the ta.riff 

was limited by commitments under the GATr.r , import restrictions would be 

maintained u...'1til the :.:inister of Economic Affairs had re-ne6otiat.ed their 

leve1s. 

:Exporters were to be g iven added assistance to improve the export effort.-

'rhe minimum down-payment on t he purchase of 

40 to 33,33 per cent. 

pa.ssenger cars was reduced from 

And, finally, building controls were suspended. 

As rega.rds 1mdgetary- 1:1easures, the :·.Iinister of Fin2nce stated his intention 

to reduce the rate of increa.so in State expenditure and to fine.nee the 

exp en di ture from genuine sav ine-s. He also se t out to revise the tax system 

to minimise impediments to greater production and to promote the export drive. 
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The investment allowances in operation were extended up to the 30th June, 1975. 

Details of increased levels of 'allowable' expenditure on the development of 

export markets were announced . I 'urthermore, sales duti es were reduced as 

were the c ombined personal marginal income tax and loan levy rate (the loan 

levy was replaced by an additional surcharge on income tax). The loan levy 

on dividends received by companies was reduced. 

'110 finance the deficit it was thought appropriate to run dmm the Stabilization 

Account to the tune of Rl61 million. (A.s it turned out, the money derived 

from taxpayers and subscribers to Government debt substantially . exceeded 

expenditure requirements, including the early repayment of the 1967 loan levy, 

and the ;:i,uthori ties deposited R264 million in the Stabilization Account during 

the year ended 31st March, 1973.) 

On the 10th Aue-ust , 1972 Bank r a te was reduced from 6,5 to 6 per cent. This 

was 2.ccomp;:-1ni ed by a reduction of O, 25 per cent in the quoted pattern of r a tes 

f or Government securities. These yields were further decreased on the 8th 

September. During October a furth er relaxation of hire-purchase restrictions 

~QO 2.nnounced , Md credit ceilings were rescinded as from the 1st November. 

On the 17th 1Jov8mber, 1972 reductions in sales du ties, particularly on certain 

c onsumer durable coeds , were announced. 

As the level of sold and foreign exch8nge reserves continued to rise during 

1972, it ,w.s decided, 2s intimated in the Bud f;et, to relax import controls. 

In f act, . they were relaxed on three occasions: 3rd June, 25th July and on 

the 25th October . 

As from the 30th June , 1972 t he r and was linked to ster1in0 as it flo2-ted 
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downwards. On the 25th October, however, the link with sterling was broken 

and the authorities announced a new par value for the rand in an attempt to 

_reduce the rate of increase in the prices of imported goods. 

Observat ions: Given the authorities ' frequent inability to finance 

Government expenditure in a desired manner, the r ate of increase in this 

expenditure was probably too high. Salary and wage ad justments were largely 

responsible for M increase of 20 per cent in current expenditure by g eneral 

government during 1971. The necessity of improved conditions of employment 

is not doubted, hut alongside these improved conditions one would have liked 

to h ave seen greater efforts to improve the productivity of the public sector. 

It is well known that the public sector is particularly loath to sack 

anyone :=md tha t their general productivity has always been extremely suspect. 

Owing to the high r a te of inflation, deflationary policies were pursued and 

made more strin&ent during,1971 . 'i1he change in stra,tegy, fol l owing the 

devaluation, to policies geared to improve the level of real GDP illustrates 

the sensitivity of the authorities to below full capacity utili sation of 

res ources. It also il l ustrates the authorities ' employment of stop-go 

t actics t actics which re2ct to present conditions rather than strive to 

anticipc1.te, 2.nd then improve, future conditions. 

According to the mcme t c.1ry approach to t he bal211c e of payments, as interpreted 

by Professor J ohnson, an exch~mge ra.te ad justmen t is likely to be at best 

1 tn:insi torily ' 8ppropriate . The ii,1p2.ct of devaluation on the level of prices 

was subst:-mtial. The balance of pa:rments certainly did improve, but to 

what extent this w2.s a result of the devaluation is not known. Professor 

Botha (3) queried both the necessity to devalue and the size of the 

(3) Botha , D.J.J. 
pp 197 - 2C8e 

11 Some 'l'hough ts on :Deve,l ua tion. 11 S!.JE 1972 Vol 40 
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devaluation. He maintained that such a drastic irreversible measure with 

pervasive and uncertain impacts could have been avoided if the authorities 

h ad presented a bold front that they would maintain the value of the rcmd. 

Further support for this view is provided by the fact that the rate of increase 

in the value of imports began to fall and exports started climbing prior to 

the devaluation. 

Allied to Assocom's concern for the productivity in the public sector, 

mentioned a.bove, is the general concern over the utilisation of l abour in the 

economy as a whole . Mr Eindin , shadow Minister of Finance for the United 

Party, warned the Government to relax constraints on the utilisation of 

labour in South Africa. 

11We warned .the Government and we warned the honourable the Minister 
that he will never solve his problems adequately unless he tackles 
the l abour situation and stops relying entirely on trying to 
reduce consumption . " (4) · 

Figures (5) illustrating the gains in productivity in the mMufacturing sector, 

for ex2Jnple, during the late sixties and early seventies certa inly give cause 

for concern, and add weight to Professor Botha's recommendations that the 

Governn1ent should "take a hard look at its labour policy generally which, 

throu6h measures such as the Physical :;nanning Act and others, has created 

uncertainty in the minds of many industrialists, a fact which may partly .account 

for the poor performance of industry in the recent pa st." (6) 

The :U.inister of Finance c>..nd his advisers failed to forecast accurately the 

amount of revenue from various sources during the fiscal ye;:,.,r 1972/73. Instead 

(4) Errrdin , s. ~eply to the first reading of the 1971/72 5udeet p 26. 
(5) Estimates of productivity are provided by the :Board of '.l.'rade and Industry 

in their 2nnu:._:,_1 Heports. 
(6) Botha , D.J.J. op cit p 208. 



of, as 2nticipated, running down the Stabilization Account balance to finance 

the deficit, they were able to increase this balance substantially. 



CHAPTER Vlll. 

COECLUSION. 
n1rri.r!lI!lmmmmn1Imn.rnnunmmmrnmmmmmmmmmrmmmnnlil'J:1minmrr .. m.nm1nu•u'.llu"":'J/\Inr..n,n.mrnm·mnmmm..mrnmmm..Tffi11mmmmm:mrnmmranun 

As has been seen, the South Afric2n economy has experienced wide fluctuations 

in its level of foreign reserves, unutilised and oven-vorked capacity in sectors 

of the economy, and recently an accelerating rate of inflation. Ex:amination 

of ·the cyclical and trend components of these economic time series could lead 

to a judgement on the appropriateness of stabilization policies pursued in 

South Africa ; one could even hazard a superficial inter-national comparison of 

the wisdom of various stabilization authorities by comparing time series data 

from different countries . These simplistic approaches, however, beg a 

fundamental question, and that is whether, in fact, the South African 

authorities have pursued a st;:i,biliz;:i,tion policy at all. By stabilization 

pol.icy is me.cint economic policies not at variance with the estimated long-term 

' .. 
steady state requirements of the South Africar1 economy. '11he authorities 

would seem to have re8cted to events pursuing a I stop do nothing go' 

or Ad ho~ ~olicy - the brief review of policy in Chapter Vll certainly gives 

this impression~ There is, after all, no official economic forecast and 

the discretion;:,ry pol.icy ch,mges seemed to be aimed at short-term improvement 

in the economy's perfo:>:>m2.nce. Yet the underlyine theme running throue;hout 

the discussion of instruments of stabilization policy was thCJ.t theoretic2.l 

insight h as not progressed f ar enoug·h to en2.ble these instruments to be 

employed in attempts to stabilize the economy in the short-term. 

It is understandable th2.t no :planned stabilization policy has been pursued. 

'l'he practical problems of changing inflational.j," expectations are enormous 

price and incomes policies, designed to achieve this end, have not proved 

ferrnible either in the United St2tes or in the United Kingdom as a rcsul t of 
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trade-offs in other policy objectives. Eoreover, it is widely held amongst 

economists tha.t in th0 long-run the domestic r ate of inflation ad justs to the 

world raie of inflation where exchange r ates are not free to flo a t with market 

forces. On top of this, optimal steady state growth paths are not knO\m with 

any ex,=wti t-ude. ~-Jotwi ths tanding these acknowledged difficulties, the important 

point remains tha t had the South African authorities been more realistic about 

what they could accomplish and been more wary of their capacity to fine-tune 

the economy , certc,in negative impacts of policy on economic performa.."1.ce may 

h av e been avoided. For example, the moneta ry p'olicies pursued have certainly 

curta il ed the competitive evolution of the financial sector. 

In this light it is sugges ted that fiscal policy should be designed to achieve 

structural changes in the economy in the long-term and Government expenditure 

should be financed in a manner cons i s tent with ,monetary policy objectives. 

Given the normal b2.lance of p ayments constraint, excessive pressure on local 

resources by domestic and foreign demand is to be avoided. If Government 

expenditure is financed from genu ine savi ng , domestic private sector demand is 

obviously r edu ced. As the Governmen t is concerned with the level of resource 

utilisation over time , greater attention should be paid to the planning, 

co-ordination Md effici ency of public sector expenditure . Attempts to pursue 

an anti-cyclical Government expenditure programme have f a iled, and are likely 

to fail. 

The importan t consideration fo r monetary policy is what h appens to the quantity 

of money, and not what happ ens to intei'est rates. Domestic credit should be 

made to expand at some constant rate - an idea propogated by Friedman and 

others. 

" Reta.rdation of inflation ren_uires cred.i t expansion rates to be limi t ed. 
tci real output expansion rRtes (r:1.djusted for non-unitci.ry incor;ie 
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elasticity of demcmd for real balances) under either fixed or flexible 
exch2nge r a tes. 11 ( 1) 

1~e level of domestic credit should be controlled through open-market 

operations. Vii th incre2,sed flexibility in the return on public sector debt, 

the need for a captive market would be eliminated. 

It has been argued th8t a floating exchange rate together with conrol of domestic 

credit will provide the key base of anti-inflationary policies. Friedman (2) 

believes tha t there are two options open to developing countries. A country 

may link its currency to the currency of one of the major developea na tions, one 

·with which it conducts the lc,_rgest ::imount of trade. The developing country 

then subjugates its monetary policy to that of the developed country. The 

second option entails the formation of a national foreign exchange market to 

permit a freely floating excha.~ge rate. Friedman feels the first option to be 

more sati sf ac tory as t he develop ed coun try is more likely to pursue a better 

monetary policy than ·the developing country. 

In the light of t hese recorn.~endations the South African authorities need to 

r econsider t he r and's link with the dollar as trade with America is insignificant 

rela tive to t rade with ~urope. Secondly, they should review the Franz sen 

Cornmi ss i on ' s decis ion (3) not to estr1blish a South African foreign exchange 

market. 

Laid.ler's pr escription to reduce the modern secular rate of infla tion involves 

fl exible exchange r a tes : 

(1) 

(2) 

(3) 

11 Adopt a flexible exchange r ate and rely on the ra.te of monet2,ry 

r.:ur:cle11, R. A. "Colloquium on ',:orld Inflat i on. 11 

rfonte Dei Fasch i ])i Siena , .J 2nu ?,ry - April t 1973 
Friec1"12n , M. " Contempor:8.ry ,.:onetc1.ry Prob l ems ." 
:i,:onte Dei ~ 2schi Di Si en2. , J2crn.1 2ry - Lpril, 1973 
}'ra,.'1Z,s€n Commission ( 'l1hird Report ) pa.r~ ;rn.ph 499. 

Econonic Note s 
Vol 11 No 1 p 94 ■ 

Economic 1:otes 
Vol 11 ~ ~o 1 pp 5 - 16. 
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expimsion to achieve, in the long run, the inflation rate desired; 
recognise ·that the infl2,tion rate can only be reduced at the cost of 
unemployment during the transition, so proceed slowly towards the 
t arget; recognise that the 2mount of unemployment required over a 
given period to reduce the inflation rate by a given c1mount is less 
the more efficient are labour markets, and the less is the structural 
imbalance in the economy, and also that much of the harm that inflation 
can do mRy be ameliornted by poJ.icies to compensate the losers; 
hence pay much more atten tion than hitherto in designing policies to 
deal with the structure of the labour market 2nd to distributional 
inequitie s produced by inflation. In short, and a~ove all, face up 
to the fact that infla tior: is not a problem for which some costless 
panacea is likeJ.y to be found just around the corner, and instead 
utilise the consider~•:ble knowledge that we already have of its 
nature to cure it at as low a cost as possible recognising that 
this cost will not be zero. 11 (4) 

It is recognised that the adoption of a freely floating exchange rate does not 

guarantee the achievement of a desired rate of inflation, but merely allows 

the country to experience c1ny rate of inf1ation independently of what is 

happening elsewhere. A system of floating exchange rates is consistent with 

the removal of barriers to international trade, as countries need not defend 

unrealistic fixed r a tes. In any event, according to Johnson these barriers 

are, at best, 'trMsitorily' appropriate. 

Not all economists favour freely floating excha...'1ge rates. Mundell is a 

well--kno\m exponent of the adva11t~ges of fixed exchange rates. He has 

sugges ted tha.t gold should be re-monetised (5) because the decision to increase 

the money supply has become a political decision and the political cycle is 

shorter th;0 n the economic cycle. A return to the gold standard would remove 

the political f2cctors th?..t have influenced the money supply and promote the 

essential confidence in the new unit of a.ccount. 

(4) 12.idler, D. "The Current Inflation 
the Problem of Policy. " Jm S . S.R.C. 
Its C::iuses, Conseciuences and Cures. 
p 17. 

'l'he Problem of :E:x:pl-?n:?.,t ion and 
Research Progr2rmne: Inflation: 
University of I1[a_nchester July, 1972 

(5) I.:undE::11, R.J'" in a lecture given at LSE on the 1st February, 1974. 
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Under fixed exchange rates or tdirty' floating the authorities do have the 

opportunity to begin a recovery from stagflation through increases in exports 

achieved by the maintenance of an undervalued exch2nge rate. 

The negative view of the potential of discretionary stabilization policy 

presented above implies that the public must be educated to tolerate this 

seemingly passive role of the stabilization authorities, as the public have 

come t o believe that control of the business cycle is feasible. If a 

government is obliged through political pressures to intervene on · an 'activist' 

basis, then there is the appealing idea of establishing a politically neutrai 

~ody of eminent economists, with power to order a review of policy packages 

where a majority felt them to be inappropriate. A further step to ensure 

political acceptability of economic policy simply geared to the level of 

domestic credit creation in the short-term is ~o establish policies to alleviate 

directly those people commonly thought to be suffering 'undeserved' losses as 

a result of inflation as Laidler has advocated. 

No comment on the economic implications of political, or rather social, 

ideologies is offered except with respect to legislation such as the Physical 

Pl2nning Ac t which through the uncertainty it engenders amongst industriali•sts, 

may provide an explanation of their hesi fancy to expand capacity. 

It may be sugcested th2.t the application of the Physical Planning h.ct has 

varied with the business cycle more severe restrictions on l abour supplies 

in boom periods than during downswings. The problem with this policy, as 

with any other stabilizati.on instrument, is getting the timing right. 
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Topics Requiring Further Study: 'rhe rela,tive scarcity of detailed studies 

applied to the South African economy has complicated the writing of this study 

and the conclusions it has been able to draw. A number of topics have 

suggested themselves as highly suitable for more detailed investigation. '.'fork 

could be undertaken to establish with greater certainty the relationship betvreen 

the money supply, the balance of payments, the level of unemployment and prices 

in South Africa. The demand for money needs to be accurately specified. 

Effective controls over domestic credit would require detailed knowledge of the 

development of money substitutes and their impact on monetary control in 

Sou th Africa • Before the present floating exchanee rate system becomes 

.firmly institutionalised , it would be desirable that research into methods of 

improving forward exch:mge markets be undertaken. Finally, investigation into 

the question of an optimum rand currency area may provide evidence which could 

modify monetary and exchange rate policies as presently practised in South 

Africa. 

Summary: 11he impacts of policies pursued between 1960 and 1972 are uncertain 

in the short-term Pnd may wel l hctve been inconsistent with the long-term 

requirements for the utopic>n steady state growth conditions for the Sou th 

Afric;:,n economy. It is felt th2. t improved economic perfornance could be 

achieved by floating the r rmd and by gearing short-term stabilization pol~cy 

simply to c:1,ttain a conskmt rate of growth of domestic credit. 
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