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INTRODUCTICN.
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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 nowédays, 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 poiicy are then, obviously, the unemployment rate and
the level of unutilised capacity, the consumer and wholesale indices, and the
"level of gold and foreign exchange reserves. A topic of mach concern is the
extent to which the fluectuations in these.three series can be attributed to
measures implemented by the authorities résponsihle for stabilization policy.
The subject matter of this dissertation stems from this'concern, This
disgertation, however, does not attempt to derive some overall quantitative
impact of stabilization policies, but rather sets out to highlight problems
with the policy instruments in particular with respect to their lag structures,
uncertainty as to their impacts and the duration of the impsct, and their
side-effects. From this and recent theoretical develpments, and having
noted the manner in which stabilization policies were pursued in South Africa,
proposals regarding the improved conduct of stabilization policies are

tentatively put forward in the concluding chapter,

Control of the money supply has fairly recently been re-elevated to a position
of importance in the view of many economists for its potential role as an
anti-inflztionary measure, As will be indicated, the South African authorities

have tended to foecus attention on the level of interest rates zas an indicator



of monetary policy rather than on the money supply. To explain the academic
backing to this priority a discussion of the recent 'money matters' debate is’

pursued in Chapter 11,

Recently, attention has been focused on the impracticability of attempting to
control the money supply under a fixed exchange rate system. It has been
argued that under a fixed exchange rate system the réte 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'
eﬁbark on a system of flexible exchange rates go that each country might
imminise itsglf against the affects of price instability in other countries;

and that such a policy would permit control of the money supply. The view

thaf exchange rate adjustments, import controls, export subsidies and the like
are no more than instruments which are 'transitorily' appropriate in correcting
balance of payments disequiiibria,lié also-discussed. This view serves to
highlight the difficulties of pursuing a 'discretionary' stabilizetion policy

in that so little is known in practice about the short-term adjustment processes
to any disequilibrium. The policy pursued to correct imbalances in the
short-run may indeed prolong fhe attainment of the desired steady state of

the economy.

Chapter 1V 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 manner in which the authoritiea influence interest
rates, It is then established that the monetary authorities lose their power
to control the level of domestic credit creation through the priority attached
to interest rates, The rest of the chapter is devoted to the diﬂcussibn of

monetary instruments employed in South Africa. These instruments, together
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with fiscal meésures, are reviewed primarily with regard to their suitability
as anti-inflationary measures, 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
congidered that the harshness of the impact of hire-purchase restrictions on
cerfain narrow 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 hag been no apparent anti-cyclical debt management policy.

In the discussion of instruments of stabilization policy, greater emphasis has
been given 1o ingtruments of monetary policy,not so much because of their
generally shorter inside lag, but because it is increasingly recognised that
nmoney will play a crucial role in the cﬁntrol of inflation. Thus the
importﬁnce of fiscal policy in stsbilization operations stems, to a large
extent, from the impaét of S;ch poliéy on fhe monetary system, in particular

on the level of domestic credit creation.

Under fisccal instruments (Chapter V), Government expenditure is dealt with in
the aggregate. It will be sﬁown that stabilization policy has not relied to
any significant extent on short-run variations in Government expenditure.'
Bearing in miﬂd the difficulties involved in slowing down the rate of increase
of Government expenditure, this is hardly surprising. The taxes discussed
are those that have been utilised azs short-term stabilization measures and
those changed to strengthen anti-cyclical forces. The fundamental point made
is that as so little is known sbout the impact of these changes, as indeed
with changed monetary policy settings, that the budget shouvld be geared tq
achieving structural changes in the longer-term rather than be &evotedlto

implausible attempts to fine-tune the economy.



A& brief look is given at building controls which are notable for their
complete lack of sophistication as a stabilizing device, Finally 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 general price and incomes policy in South Africs was discounted by the
Minister of Economic Affairs in 1973. 1In any event, evidence from the United
States and the United ¥ingdom suggests that the associated side-effects of such
a policy, for example, in the form of industrial disputes, create an

unacceptable trade-off between policy objectives.

As. one of the major 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 policy.

This chapter was felt nece%sary to ensure that, even with the advantaze of
hind-sight, the review of policies, will not seém unnecessarily harsh and
unsympathetic to the difficulties faced by the stabilizatioh authorities. The
factors highlighted are, in the first instance, the presence of multiple
objecfives, with trade-offs involved, which the authorifiés are obliged to -
_reconcile, Secondly,-the complexity of the problem is discussed and a possiblé
explanation of the co-existence of inflation and unemployment is'presepted.‘

The third factor stems from the second and is the lack of agreement amongst
economists as to the manner in which the authorities ought to intervené in
affecting the normal economic foreces of supply and demand. Yo total asgreement
has been reached on whether the authorities ought to embark on ;sensible
steering' or 'fine-tuning', as opposed to policy settings oPerateé by guidelines.
If it is decided to use discretionary changes in policy settings, the necessity
for both long-term and short-term accurate forecasts is paramount. The

difficulties involved in economic forecasting are well known.



Chapter V11 divides the economic cyecle into phases as established by lessrs.

D.J. Smit and B.E, van der Walt (1). The actual turning points were derived
by a weighted average of turning points of varied indicators of economic activity,
and, as such, their accuracy may be questioned. Nevertheless, the phases were
useful to break down the discussion of economic circumstances and policies
followed into managesble portions., After each phase brief observations are
intended to supplement what has been covered in earlier chapters. The
observations are restricted to the extent to which policies were mutually
consistent; the appropriateness of the direction of change in the policy
setting; the extent to which the authorities achieved what they set out to
achieve; 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
Fontrol the policy variables also assess tﬁe impact of the policies pursued,
They are, therefore, unlikely to explain a2 lack of improvement in thé economy
following policy changes as being due %o incorrect policies, but rather to
factors beyond their control impeding the operation of the policy. Furthermore,
there is no acknowledgéd offi;ial forécast against which policy performance may

be compared.

The concluding chapter develops proposals for the improved operation of

stabilization policies implied by the discussion in previous chapters.

(1) Smit, 3,J. and Van der Walt, B.E, '"Business Cycles in South Africa
during the Post-War Period, 1946 to 1968" zand "“Business Cycles in
South Africz during the Period 1968 to 1972." SARB Quarterly

Fulletins Nos 97 and 108, September, 1970 and June, 1973 respectively.
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THE IMPORTANCE OF MONEY.
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"The problem of understanding inflation is analytically 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. The 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 given supply or an increase in supply relative to a
given demend." (1)

o - e

. INTRODUCTICN.

Whilst this work was being written, a major conclusion reached by the Economics
profession on the post-war record of anti-inflationary policies was that the
authorities had not paid sufficient attention to the rate of growth of the
monetary agsgresgases. The authoritiés' inability to control the money supply
stemmed from the priority attached to the maintenance of preferred levels of

interest rates,

In some of the most recenl literature (2), however, it has been argued that it
is only under a regzime of flexible exchange rates that the authorities could
succeed in controlling the money supply. (These latest developments in the

monetary theory of the balance of payments are considered in Chapter 111.)

(1) landell, R.A. in a2 Vorld Inflation Panel Discussion printed in Claasen, E.
and Sales, P, "Stebilization Policies in Indevendent Economics."
(North-Holland Publishing Company, Amsterdam, 1972.) P 325,

(2) See, for example, Jonnson, H.G. "fajor Issues in llonetary Economics,"

L paper presented at Merton (Collepge, Oxford where a ccnference of the
loney Study Group was held 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 collaborztors, and those of Professor Kaldor and Dr Cramp whose
views largely summarise the thoughts of the so-called Xeynesian economists who
are opposed to‘elevating control of the money supply to thé stabilization

instrument.

4 quote from Mrs Schwartz summarises the essence of the monetarists! findings

concerning the relation between economic activity and money:

".ss cyclical studies indicate that changes in the monetary growth
rate are a necessary and sufficient condition for changes in the
growth of income over periods covering the different phases of the
business cycle, Short-term changes in monetary growth appear to
have a major impact on changes in output and only a mild impact on
changes in prices. ... Longer-period changes in money incomes
produced by a seculal rate of monetary 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 change in outout,

The publication of these findings with their concomitant policy prescription
has evoked heated debate from those who would seem to support the Radeliffe

view that it is the generzl liquidit& of the economy, rather than the money

stock, which exerts the financial influence on the level of demand, and that
the money supply should be engineered to yield an appropriate patfern of

interest rates.

(3) Schwartz, AJ. “hy Money Matters." Iloyds Bank Review
October, 1969 No 94 p 7.




The essence of the controversy would seem to revolve around the linkages
between the money supply =2nd the level of economic activity. The bare
essentials of the monetarists' approach would be that they envisage a strong,
probably lagged, influence running predominantly from money to agzregate demand.
They would achigve control of the money-supply through control of the high-
powered money of the system which may be defined as the reserves of the banking
sector held at the central bank plus currency in circﬁlation. The crux of the
Kaldor/Crampian view is that egssentially the money supply is endogenous.

That is, the money supply increases with increases in income rather than income
rising 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
lével of economic activity.. Or that once determined, the money supply
influences income via changes in investment expenditure induced by changes

'in interest rates that follow from the change in money supply. And this

chain of influence is only as strong ag its weakest link,
Each of these two views is examined in more detail below,

THE MONETARISTS! VIEW.

FPriedman and Schwartz (5) summerize the resultis of their monumental study of

the monetary history of the United States as follows:

(1) Changes in the behaviour of the money stock have been
closely associated with changes in eccnomic zctivity, .
money income and prices.

(4) It is most interesting to compare this view with the hypothesis (presented
in the following chapter) that the demand for money is not residually
determined, but exists, and is satisfied either through a chaznge in the
level of reserves or domestic credit, Thus the monetary suthorities
cannot control the supply of money under fixed exchange rates only the
level of domestic credit cresztion,

(5) Friedman, M., and Schwartz, £.J. "A Monetary History of the United
States 1867 - 1960." (Princeton University Press, 1963.) p 676.




supplied, through these three sectors. He hypothesised that the more these
factors reflected changes in econonic activity, the less emphasis could be

placed on the money stock as a sound predictor of economic activity or as a
major potential stabilization instrument in the hands of the authorities, That
is, should the major influence be running from business to money, then the
correlation between what has been called the 'proximate determinants' of the
money supply, namely high-powered money, the deposituéurrency and deposit-reserve
ratios, and income should be higher than the correlation between the money stock

and the level of economic activity.

It is appropriate to digress briefly to establish the relationship between the
proximate determinants and the money supply as these concepts will arise
fréquently in later work. High-powered money comprises bank reserves plus
currency held by the public and, as such, forms the base for the mltiple
guantity of bank deposits, The government, acting most often through the
central bank, controls the issue of liabilities that serve as high-powered money,
the public and the banks joiétly determine its divisicn.into reserves and
currency held outside the banking.systems. If more deposits are created by

the banking systems through the extension of investments, loans and advances

than the public wishes to hold, the bank will lose reserves 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 consistent with the desired deposit-currency

ratio of the public.

Both the banking system and the public can increase or decrease the money stock
by altering their deposit-reserves and deposit-currency ratios respectively.
The exact relationship between the amount of money supplied and the behaviour

of the three sectors is expressed by Cagan 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 hisk-powered money between itself and
banks by changing the ratio 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-powered money not publicly held.

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

1 ¢ R
M- ¥t u

ind substituting R/M for (R/D) (1 - C/M)

R A CR
M M D M D
or
A
M = Gy pnl CR
M B T HD

To return tﬁ the question of whether or not money is a senior paftner, Cagen
found that for secular movements there exists a closer relstionship between
income and changes in the total money stock than between income and the separate
determinants. But vhen he went on to examine cyclical fluctuaztions the evidence
was more mixed, As regards severe business contractions the evidence was
cleargst: the influence runs from money to income. For cycles without severe
downswings, there is strong evidence of the influence of business on money
operating throuzh its determinants. But even in thses mild cycles there is
8till evidence of the influence of money on business, as the relationship

between money and business has remained the same during 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 with which Friedman and his
followers promoted the fact 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 proﬁuction, a surrogate of
econiomic activity which is likely to reflect more sensitively the variations in
activity rather than the lzrger GDE, one can easily read into the graph leads
of the money series which suggest a one-way influence from money to business.,

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

(1) both business and the money supply might 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-matching of turning-points i.e. instead
of matching a pezk in the money series with the subsequent

reference peak, it could be matched with the prior reference
trough in the business cycle.

The question of whether the major influence runs from money to business or vice
versa revolves around establishing whether it is preferable to interpret the
money series as mainly 'conforming vositively' to the business eycle with a

lead oxr invertedly with a lag,

Graphs from hypothetical time series data illustrate the problems of identifying

positive and inverted conformity.
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Month-to~ilonth
Change

(per cent per year)

Money Supply

Index of Industrial
Production

Time

If the major influence is as the solid arrows indicate i.e. from money to
business, then the money series may be said to conform positively with a lead
to the business cyele - +to,use Friedmen'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.

Friedman, therefore, looked at each interpretation to see which yielded the moze
consistent timing messures. In other words, which interpretation gave lgads

or lags more nearly the same from cycle to cycle., His calculations showed

that positive confornity yielded a lower standard deviation of the leads and

lags.

Further evidence on positive versus inverted conformity is provided by the size
of cyclical movements in money. Yor, as Friedman explains, if positive
conformity is dominant snd if monetary changes influence physical-volume

changes, then the serial correlations for money should be the same as for the
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Moore index., Vhereas, if inverted conformity is dominant, and changes in
business activity produce lazgged changes in the opposite direction in money,
then the correlations for money should te the opposite of those of the Moore
index. In other words, the size of the expansion in the money supply should

be correlated with that of the succeeding contraction, and the size of the

contraction should bear no relation to the size of succeeding expansion.

TABLE 1,

Rank Difference Correlation between Change 'in One Cycle Phase and

Change in Next Succeeding Phase, Rate of Change in Money and Two

Indicators of General Business, 1879 - 1961, Ixcluding Var

Cycles 1945 - 1949.
Anmval and Monthly VWhole
gemi-annual data. period.
data. g
Series correlated with itself. 1879 - 1908 1908 - 1961 1879 - 1961
Expansion in indicated series and
succeeding contractions in same series.
1. Rate of change in money stock, per
cent per month in specific cycles. -.02 &3 24
2. lMoore index, in specific cycle
relatives (indicator of physical
change in general business). DT : .10 .10
3. Clearings-debits, in reference
eycle relatives (indicater of
dollar-value change in generzl
business), -.05 . =39 .15
Number of pairs 8 s 18
Contraction in indicated series and
succeding expansion in same series,
4 Ra%e of chenge in money stock,per 1
cent per month in specific cycles. .83 .68 «l4
5. MNoore index, in specific cycle
relatives. ol .85 .86
6. Clesrings-debits, in reference cycle _
relatives. ~e1T 46 .26
lumber of pairs 8 7 15
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Source of TABLE 1l: Friedman, M. "he Monetary Studies of the National
Bureau," op cit p 12,

The relevant correlations are given in the table above, the correlations for

money being approximately the same as for the loore index.

"The 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 cyclicezl changes in the physical
volume of output to an elastic string glued to the underside of a
board, and plucked out at random intervals with a force that varied
at random) every now and then the money string is plucked downward.
That produces, after some lag, a downward movement in econonmic
activity related in megnitude to the dovmward movement in money.

The money string rebounds, and that in turn produces, after some
lag, an upward movement in economic activity, again related to the
upward movement in money. Since the downwards and subsequent
upward movements in money are correlated in amplitude with one
another, so are downward and subsequent upward movements in economic
activity. Since the upward and subseguent downward movements in
money are not correlated in amplitude, neither are the upward and
subsequent downward movements in economic activity." (9)

Friedman finds this evidence in favour of positive conformity persuasive én

two accounts: in the first Enstance, he could establiéh no satisfactory
explanation for the observed asymmetric correlation if business activity were
the so=-called senior partner; secondly, he has come across meny situations in
economic history that correspond with the above notion of the downward plucking

of the monetary string.

It is sugzested, however, that two factors should be borne in mind in viewing
this evidence. Pirstly, the evidence would seem to hinge on the assumption

of the response of money to business activity as being lagged and in the opposite
direction; and secondly the evidence would appear inconclusive if one related
the relevant correlations between the rate of change in the money stock with

clearings-debits (an indicator of the dollar-value change in general business).

(9) Friedman, M. "The Monetary Studies of the National Bureau.," opredtip 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! data,

Pollowing this evidence, the monetarists, confident in their ability to control
the supply of money and that they are dealing with a stab;e demand for money
(see below), strongly advocate greater concern for the size or rate of change

of some monetary aggregate., Friedman's famous prescription for monetary policy
is adopting a policy of ensuring a specified rate of increase for a chosen

monetary total.

"steady monetary growth would provide a monetary climate favourable
to the effective operation of those basic forces of enterprise,
ingenvity, inventions, hard work, and thrift that are the true
springs of economic growth. That is the most thet we can ask from
monetary policy at our present state of knowledge."  (10)

EMPIRICAL, WORK DONE IN THE UNITED KINGDOM.

The discussion will now turn to some research, of a similar nature to that
discussed above, undertaken for the United Kingdom by Professor Walters (11).
He defined money as the sterling deposits of the banking system (Bank of
Inglend deposits - excluding Eankers' deposits - and the deposits of commercial
and savings banks), and Bank of Fngland notes and coins in circulation.
Deposits on '"Cdeposit account' were included as Waltexs felt that many firms

and people keep only a nominal amount in their current accounts and transfer
balances to it from their deposit accounts as the need arises. The results of

his regression analyses are given below. (The stendard error of the estimate

of the coefficient is given in perentheses below the coefficient.)

(10) Friedman, I, "The Role of lonetary Policy." Reprinted in "“llonetary
Fconomics: Readings on Current Issues." op ¢it p 179.

(11) {ialters, A.A. "i‘oney in Boom and Slump." (The Institute of Hconomic
Affairs, London, 1969.)
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1880 - 1913

Alog Y(%) 0,0042 + 0,43 a log M(t) + 0,45slog M(t-1) - 0,132 log M(t-2)
(0,005)  (0,28) (0,28) (0,22)

R™ = 0,29

1922 - 1938

Alog Y

]

-0,0021 + 0,79 Alog M(t) + 0,59 & log M(t-1) - 0,394log M(t-2
(0,41) (0,45) (0,31)

B9« 0,8

1955 (111) = 1962(1V) (guarterly data)

Aloz Y

0,017 - 0,30Aalog M(t) + 0,494810g M(t-1) - 0,88alog M(t-2)

-]'_{-2 = 0,0?

Tﬁe coefficient determination, Eg, in the first but particularly the last
equation is disappointing if one is hoping, in this simple way, to establish a
case that money mijht matter. It should be noted, however, that he was trying
to explain changes in income. Cne would thus expect the ﬁQ to be lower than
when dezling with undifferenced values as differences do not include any
dominznt trend. It should also be noted that in dealing with differences,

the variables have proportionately a lar. er element of error of observation
than the undifierenced series. ™arthermore, it should be borne in mind that

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

Interpreting the above equztions we note that prior to 1914 a 1 per cent
increase in the stock of money led to a 0,43 per cent increase in money incomes
in that current year and to a 0,45 per cent rise in the following year. The

other coefficients may be interpreted in a similar manner, Thus the first two
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equations do indicate support for the proposition that money does matier,
assuming the direction of causation was from money to income. The last
equation, however, indicates that only about 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 exnenditure best explained

the variation in consumption expenditure. Their results are summsrised below:

1878 -~ 1938

. Alog C. = =0,0047 + 0,8%8 & logM + 0,087 A log A

(0,116) ~ (0,042)
. Partial Correlations r2 = 0,484 r2 = 0,676
ﬁz = 0,54
1878 -~ 1914 - ' 3
AlogC = 0,003 + 0,576 5log M + 0,087 & log A
(0,088) (0,031)
Partial Correlations r2 = 0,564 r2 = V09T
1921 - 1938

Alog C = =0,0027 + 0,250 Alog M + 0,194 & lozg A

(0,133) (0,038)
Partial Correlations r2 = 0,202 r2 = 0,650
Walters summarises the results as follows: "... for the whole period up

until 1938 money is the most efficient independent varigble - and this is also

the case for the years before the Great War. The 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 opéosite directions in Britain, nemely 1955/56 and 1967/68. In
both these periods it would seem that the monetary influences triumphed over
the forces set in motion by budgetary 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 econometricizn with faith in the
mohetarist approach", compared this result with Schwartz's conclusions and

disgrams - she had summarised her findings as follows:

"Study of the data for the United States has revealed that monetary
influences overate in syubtle ways and with long lags, but with
highly regular and understandable patterns. There is no reason

to believe that 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 Cramp's view
on the direction of causation between money and income, this result is hardly

surprising.

(12) Walters, A.A. op cit p 41.

(¥3) z=f money had been a good predictor of economic activity, according to
the simple regression analysis undertsken, the implication for policy
would not have been obvious as, during the post-war period, the level of
domestic credit creation in the U.K. was endogenously determined.
That is, up until the early seventies the monetary authorities sought
to achieve 2 certzin structure of interest rates through their intervention
in the interplay of market forces.

(14) schwartz, A.J. op cit p 16,
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EVIDENCE 1IN SOUTH AFRICA.

An attempt was made to establish some indication of the impact that money had
on economic activity in South Africa, assuming the direction of causation had
been from money to income. Use was made of ﬁhe BMD O2R programme (15) - =a
stepwise regression process which systematically introduces the independent
variables according to their explanatory power., In this programme the F-level
for inclusion/deletion was fixed at 2,500 as the programme did not allow
computation of various F-values at different steps (16). This would give a
confidence level of between 90 - 98 per cent. The equations entered had 8
indppendent variables but, as will be seen, only the ﬁoney supply two quarters

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

" Use wes made of a distributed lag model of the form

Y(t) = by vy x(t) + b, st =1) + eww ok by x(t -7) +u(t)

*

Provided one is willing to 'cut off' the process at some stage, classical
least squares may be used i.e. ordinary regregsion, If this procedure is used,

one should be aware of the following (17):

(i) The classical assumptions must be mede i.e.
Be(ti?) | = 0F NE
E(e(s)e(t)) = 0 for all s #£ t.

X end e are independent.

(15) Obtained from the Biomedical Computer Programs edited by Dixon, W.J.
(University of California Fress, 1971.)

(16) The F~values would chanze 2= the degrees of freedom changed, and the dof
would change with the number of varizbles included in the equation.

(17) See Zolbergzer, A.S. YEcononic Theory." (Jonhn Wiley & Sons, New
York, 1964.) chapters 4,5 2nd 6.
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-(ii) sSince the sample will be finite in size the infinite set of
lagged regressors must be cut off at some point; even then there is
likely to be multicollinearity smong the successive regressors.

Turthermore, if classical least sguares regression is used one should check
for autocorrelation. In addition, the X'X matrix and its inverse (X'X)"l

should becarefully examined for any abnormally large elements.

The data for the independent variables to build up the equations were guarterly
deseagonalised money supply figurés (18). The data was deséasonalised as

mach time series work cannot be carried out without serious error in the
absence of appropriate seasonal adjustments (19). Tﬁe series ran from the 2nd
duamter 1965 up to the lst quarter 1973. It was not possible to form a
consistent money supply series prior to this date. The dependent variable

" used was the deseasonalised index for retail sales. This series was used as
an indicator of the level of economic activity as it was felt that it responded
more sensitively to changes in the level of economic activity'than did figures

for quarterly GDP, which are available correct to the nearest one hundred

million rand.

 The programme was run with undifferenced quarterly data but the error terms
indicated the presence of autocorrelation. The programme was Ire-run using

first differences of the data to remove thé z2utocorrelation in the data.

(18) Yoney was defined as coin and bank notes in circulation outside the
banking sector, snd demand deposits with the Reserve Bank, commercial
banks, the discount houses, and other monetary banking institutions
(excluding foreign deposits and Government deposits).

(19) The monthly money supply figures were deseasonalised using the ratio to
moving averazes method to obtain a seasonal index, This series,
plus the seasonal index, is tabled in the appendix to this chapter,
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The results obtained were:

8Y = 8,67 + 0,02 AX(% - 2)
(0,01)

25 = 0,10 - Durbin-Watson "d" statistic (20)

1,79

Thus changes in the money supply two quarters back was the only variable of the
eight independent varizbles entered, and judging by the coefficient of
determination the eguation would be a poor indicator of changes in retail

sales. The graphs given on the following page reinforce this interpretation.

(20) The Durbin-Watson "@" statistic is a messure of autocorrelation in the
residuals. The residuals associated with any estimated relationship
are defined as:

u(t) = y(t) - 3(t)

‘where y(t) is the observed value of the dependent variable at
tine %, ;

A
and y(t) is the value of the dependent variable at time t
calculated from the estimated relationship,

In general, the closer the "d" statistic 1o 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.

-"whatever the influence the quantity of money may have on the
demand for current output, it has in our owm economy a fairly
spectacular one on the demand for certain assets, notably real
property and shares listed on the Stock Exchange. Recent
experience bears this out,. But while the effects of changing
share and property prices must spill over to other sectors in the
course of time, if only because people's spending depends on the -
value of their net assets, our economy is surprisingly
compartmentalised, and the process is a slow one.

To a certain extent the comparimentalisation reflects the politically
fragmented nature of our society, and the barriers erected to limit
the vertical and geographic mobility of laboux. It reflects too
the great distances between our principal centres of industry, 2nd
the insulated and independent status enjoyed by several sactors
based on export markets, especially in mining and agriculture.

And so it is at least possible that disturbances arising from
changes in the domestic money supply have a less disruptive effect
on our level of private spending than you would expect to find in
a more normally functioning market economy. If monetary policy
were more successful abroad, I would be inclined to attribute some
veight to this factor in accounting for its indifferent performance
with us." (21)

This gquote illustrates the usual Keynesian view that money is not so much a
medium of exchange and therefore a substitute for all goods and services, but
more particularly a liguid store of value and a substitute for a much narrower

range of financial assets.

TRANSHISSION MECHANTISM.

If the marginal utility derived from holding additional money balances is less
then the margineal utility derived from possession of all other goods, then to

obtain a desired 'portfolio' of all goods and services, money balances will be
run down. Initially, at least, the'adjustment to the level of expenditure

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

(21) De Villiers Graaff, J. "The National Debt." SAJE 1969 Vol 37
pp 181 - 182,
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substitutes for money. From the above paragraph, it was noted that the
monetarists emphasise the function of money as the medium of exchange (22),
and, as such, the adjustment to a disturbance brought about by, for example,
open-market operations will fall on expenditures on zll goods and services,
and assets - the adjustment process will be all-pefvasive. The essence of

the transmission mechanism is presented graphically as follows:

"’Hﬂﬂ#”,,,f””;w aY (either price or output changing)

AN

\} o

temporarily

The Keynesians view money as a substitute for a much narrower renge of financial

assetss; the transmission may be simply described as below:

Al -  ashort-runr = aslong-runr = AI = AY (either price)
: i ! (or output

This implies that monetary policy could be undertaken with greater certainty by
gearing policy to determine desired interest rates, rather than by seeking
control of the money supnly. lNonetary policy would be relegated to the
background if it was felt that liguid assets were very close substitutes for
money, as adjustments in portfolio selection following chanzes in the supvly

of money would induce only very small changes in interest rates, This was

the view {aken in the Radcliffe Report (23) paragravh 392. If expenditure

(22) The practical difficulties of delineating what is money has not been
covered. Interested readers are referred to Walters, A.A. op cit
pp 21 - 25 and to Yeager, L.B. "The NMedium of Exchange."

Kyklos 1968 Vol 21 No 1 pp 45 - 68.

(23) Committee on the Vorkin: of the Monetary System REPCRT Presented to
Parliament by the Chancellor of the Xxcheguer by Commend of Her Majesty
in August, 1959. Cmnd 827, Hdereafter referred to as the Radeliife
Commission.
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decisions are 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. TFor if this elasticity is low it implies that money is
not a close substitute for alternative financial assets and that adjustment
would take place more by way of changes in money income than by way of
variation in interest 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 nof matter.

VIE/S OPPOSING THE 'NEW' MONETARISM. (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,
Frofessor Laidler maihtainé Ehat théy do nét attribute to money sole importance
in the determinatioﬁ of economic activity, but that they do suggest that money
is too important to be relegated to the background. "They go a long way
towards rehabilitating the guantity of money as one potentially imporﬁant

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

If, however, the supply of money is demand-determined, then one would surely

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

(24) Tne arguments cited stem mainly from Cramp and Kaldor's work: Cramp, A.B.
"Does Money Matter?"  Iloyds Bank Review October, 1970 No 98 vp 23 - 37;
Kaldor, XN. "The New lionetarism." Lloyds Bank Review July, 1970 No 97
rp 1 - 18, The 'new' is placed in inverted commas as there is a fairly

close perallel with the old 'Currency School! arguments, See Cramp, A.B.

"Two Views on loney." Lloyds Bank Review July, 1962 Yo 65 pp 1 = 15.
(25) ILaidler, D. "Introduction te the Demand for lloney " in "Readings in
Britizh lonetary feconomics." Edited by Johnson, H.G. and Associates

p 121,
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supply could be thought to have predictable results., Thus, zs emphasised
earlier, the crux of the debate revolves around the 'major' direction of

influence between money and income.

Digressing briefly from the causation issue, one could well query the practicality
of controlling the supply of money. One could well ask, for example, whether

the monetary authorities could successfully stem the annual spending spree at
Christmas time by reducing the rate of increase of the money stock, If they

did manage to reduce the supply of money, it would be likely that a new medium

of exchange would develop to augment the reduced supply of 'official money!'.

For, in the past, the development of money and near-moﬁeys has taken place as

the needs for improved services from financial assets have grown,

" In allied issue %o this ore is whethér, in fact, the centrallbank would be able
to control the money supply for any length of time. Take an inflationary
situation in an economy, a situation in which a central bank ﬁould most likely
wish to pursue a restrictive monetary policy. In these circumstanoes, however,
investment demand might be buoyant and exceed the supply of loanzble funds,
(hopefully curtailed). The obvious result will be the bidding up of interest
rates in the financial markets. At present there does seem a patitern of rates
above which a government would not allow interest rates to rise. This viev
stems from political, social and economic éonsiderations. lloreover, certain
financial institutions have borrowiﬁg.and lending rates which are less flexible
than others = they can not adjust their rates as easily as other institutions
to the rising pattern of rates. The central bank may thus be reguired to
reverse its tactics to relieve this 'excessivef pressure in the financial

markets.

It is obvious, however, that to pursue a new strategy in monetary policy, which
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emphasises the imporlance of monetary aggregates rather than interest rates,

. will involve an awkward veriod of adjustment (mention is made below in the
discussion of instruments of monetary policy of possible legislative improvements
that would facilitate this adjustment process). But should it lead to greater
stability in prices, the difficult transition will have been worth making and
interest rates may well fall below the level reigning, following a drop in

inflationary expectations, at the time of the change in monetary tactics.

Another factor to be borne in mind is that the evidence cited by Friedman as
proof of the power of money during the Great Depression is capable of another

interpretation,

"The revival of belief in the potency of monetary policy was

fostered also by a re-evaluation of the role money played from 1929

to 1933, Keynes and most other economists of the time believed

that the Great Contraction in the United States occurred despite
aggressive expansionary policies by the monetary authorities - that
they did their best but this best was not good enough. Recent studies
have demonstrated that the facts are precisely the reverse: the 1.8.
monetary authorities followed highly deflationary policies. The
ouantity of money in the United States fell by one-third in the course
of the contraction, And it fell not because there were no willing
borrowers - not because the horse would not drink, It fell

because the Tederal Heserve System forced or permitted a sharp
reduction in the monetary base, because it failed to exercise the
regspongibvilities assigned to it in the Federal Reserve Aet to

provide liguidity to the banking systems. The Great Contraction

ig tragic testimony to the power of monetary policy - not, as

Keynes and so many of his contemporaries believed, evidence of its
impotence."  (26)

The other vieﬁnpoint g0 persuasively presented by Kaldor runs as follows, From
Yriedman and Schwartz's own work (27), it is apparent that the money supply
declined over this period despite a rise in high-powered money. The effect
of this rise in high~powered money was offset by sharp declines in both deposit-

reserve and deposit-currency ratios.  TFriedman attributes the latter's decline

26) Friedmsn, M. UPhe Role of lionetary Policy." op sit. p LY0,
27) ¥riedman, I, and Schwartz, A.J. op cit chart 64.

D e
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to a fall in confidence in the banks, But it is interesting to note that this
decline, again reading 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 liguidity
erises; but egually this decline could be explained by the fzct that there

were no willing borrowers - "of the horse refusing to drink." Kaldor ends
his case by sayinz 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 weight is added to Kaldor's point-of-view, that the money supply is

endogenously determined, through this regression analysis (29):

Regression Eguations showing the Relationship of Changes in the Money

Supply in the U.K. to the Public Sector Borrowing Requirement.

Datas: frmual figures in the millions, relating to calender years,

Notation: AM
P

increase in money supply
net acguisition of financial assets by the public sector.

un

Standard deviation in brackets.

Period 1954 = 1968

X BEeant i g3pp R® = 0,740
: (0,170) B = 210,2
Period 1960 - 1968
AM = = 246,53 - 0,979 P R2 = 0,714
(0,231) B o= 212,31

(28) Kaldor, ¥. op cit p 14.
(29) Xeldor, ¥N. op cit p 18.
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Cramp throws a further spoke in the wheel of the monetarists when he vuestions
the arbitrariness of their definition of money. The money school claims that

no matter whether a broad or narrow definition of money is used, the enpirical
results remain essentially the same. It is highly debatable whether this should
be a cause of comfort as, given the fact that most series of economic data

tend to move together, the monetarists have claimed to have rediscovered a

unique and fundamental causz2l relationship.

Methodolosy of Economic Research: The final point to be considered in viewing

the appearance of the monetarists' counter-revolution ;s 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 control of the money supply has been
'fitfully! attempted. How valid is it, or rather how invalid is it-then to
predict confidently that the relationship discévered will hold once the
authorities embark on a policy of controlling monetary aggregétes. It should
elso be realised that it is ;elatively easy to deduce gtatisticzl or pseudo-
scientific support for a plausible theory, and it is all too easy to lose a
scientific detachment that should be maintained in interpretinz the results
and in noting what other hypotheses the data would substantiate., In fact,
what is brought out in the above discussion is the need, emphasised by
Professor Culbertson (30), for a revised methodology of economic research
that will 21low, through the testing of hypotheses, the convergence of views
towards a valid general theory, and not towards bolstering a particular school
of thought, depending on the bias of the regearcher. At presentlit does not
seem possible to find results extablished that are not refuted by the opposing

school of thought.

(30) Culbertson, J.i. "lacroecononic Theory and Stabilization Poliecy."
(ieGraw - Hill Book Company, 1968.)
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It is worthwhile to digress briefly to outline in genersl terms the reguirements

of an unbiased social science 2s formulated by Culbertson:

L2 i A procedure for formulating and testing an unbiased sample
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 propositions of social science are not of
universal applicability and the domain 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 generste inconsistent propositions
in the event of unbiased generation of hypotheses and biased
propositions 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 beliefl produced by a scientific
discipline derives not from any particular study or experiment

but from the cumulative probative value of corroborative studies

and self-consistent laws and propositions, the methodology must
include

4. Procedures for integration of the body of knowledge, for
identification of inconsistencies and assessment of the weight

of evidence supporting various aspects of the established body
of knowledge." (31)

Should the research methodology be reformulated in this manner, there would not
be two schools of thought with the emphasis on "frivolous innovation" rather

than on the crucially important task of building up a valid macro-ecoromic

theory,

To conclude the Keynesian view on the importance of money it is most interesting
to note Kaldor's resvonse to Friedman's policy of a steady rate of increase in

some monetary aggregate.

(51) Culbertson, J.M. op eit p 122,



30

"I doubt if this objective is attainable by the instruments of

monetary policy in the U.S., let alone in the U.XK. If it is ever
attaeined, it will be because contrary to past experience, we shall
succeed in avoiding stop-go cycles emanating from gbroad, 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 maglc), we shall also succeed in keeping the rate

of increase in money wages in both a stable and a reasonable relatlonshlp
to the rate of growth of productivity." (32)

CONCLUSICHS.

Two fairly extreme views have been presented above, 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:

"tn inflationary process ... is more than a once a2nd for all increase
in the price level, Cumulative and continued increases in prices
camnot be sustained by the mere expectation of price increases.
Realised aggrezate money demand must increasse to offset the otherwise
deflationary increase in prices and wages. in inflationary process
therefore has to be accompanied by increases in the supply of money
or its rate of utilisstion, In practice there are likely to be
effective limitations to the inerease in the veloecity of eirculation
of the money supply. Clearly therefore any continued increase in
the level of prices will depend in part on the rate of growth of the
money supply or more particularly on differences between increases in
the supply of money and demands for it." (33)

Friedman's prescription for a stable rate of growth in some specified monetaxry
aggregate mekes sound sense bearing in mind the likely variation in the time
it takes monetary impulses to affect the different sectors of the economy, the
duration of thoge effects, and the difficulty in msking accurate short and
long-term forecasts of future economic conditions. (Difficulties involved in

the pursuit of a sound stabilization policy are discussed further in Chapter V1.)

(32) Kaldor, N, ap el p s

(33) Kentoxr, E. "General Hiuilibrium, Unemployment and Inflation." in
unpublished paver,
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The monetary 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 eccnomic control
to 31,2 percent over the latest three months.

Although the Bank of England was guick yesterday, when publishing
the figures, to say that it had rezson to suppose that 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
aggregates remain out of control,' '

.+ Present feeling in the bank itself is that 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.

Against this, the Greenwell bulletin argues that 'insufficient
industrial capacity will be available to meet all the demands on
the economy' becuase’public expenditure plans will not slow down
as fast as Treasury plans." (34)

Thus it would appear that the,ability of a central bank to control the money
gupply hinges very much on the fact whether government expenditure is tailored
to fit resources available to it. It is interesting to note that in the mini-
budeet introduced on the 17th December, 1973 by Chancellor of the_British

Exchejuer, Nr A. Barber, public sector expenditure was pruned by some £1 200

million.

The fact that certain monetary aggregates in the United Kingdom were 'out of
control! despite lip-service paid to the importance of money, certainly
reinforces Kaldor's point, ouoted on page 30, that he doubted whether a steady
rate of increase in the money supply was possible. But most important of all

it emphasises the point made in the latest developments regarding balance of

(?H "Britain's lioney Supply Bounds." in article which appeared in the
Cape Argus on the 2lst August, 1973.
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payments theory and policy - that the authorities are not able to control the
money supply under fixed exchange rates, but only that part of it termed
tdomestic credit crestion', (This argument is presented fully in 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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APEDNDE X

TABLE 2.

Deseasonalised Money Supply Figures.

(R millions.)

1965 1967 1969 1971 1973
J s 1566.8 2012.7 2144 .6 2699.5
F oha 1543.9 2078.6 SATLT 2809.9
n 1353.1 1558.3 2066.2 2179.7 2883.,0
A 1410.5 1545.0 2092.9 2193.6

1392.8 1536.9 2077.6 D297 2
J 1361.9 1593.2 204%.7 29887
J 1393.8 1575.2 2032.8 2212.6
A 1393.0 158%.9 2061.9 233%0,3
S 1353.7 1550.4 2068.6 2272.4
0 1380.9 1596.1, 2081.0 2324.8
[ 1410,1 1619,2 - 2106.6 2%26.2
D 1406.5 1642.3 2127.8 2342.,6
Seasonal

1966 1968 1970 1972 Index
J 1422.,3 1654.0 2114.6 232%.9 98.49
F 1461.5 1670.3 20933 2454 .5 97.7>
M 1459.1 1687.7 2140.9 2399.7 98.27
A 14921 1758.4 2104.1 2456.5 98.51
M 1497.0 1746.7 2113.6 2441.8 98.60
J 1529.6 173447 2129.% 2523.3 102.02
J 1554. 1760.9 2141.0 25727 98,52
A 1505,2 1792.4 2180.9 2657.5 98.80
S 1545.5 1813.2 2157 .6 2605.8 100,79
0 1547.1 1892.2 2151.3 2608.4 99.34
N 1508.7 2125,2 2154 .9 2656.9 100.33
D 153743 1962.3 2163.8 2690,3 104,52

ses not available
Source of raw data:s SARB Quarterly Bulletins.,
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S H AP R ER O,

MEASURES RELATING TO THE BALANCE OF PAYMENTS.
T T T T T T T T L T A R T R A T M M BT AT AT

INTRCDUCTION .

Developments in the balance of payments have played an extremely important role
in shaping the stabilization authorities' views on appropriate policies. 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

Icapital to South Africa,

- The discussion below focuses on the recently revived and improved monetary
approach to the balance of payments, and its implications for stabilization
operations in South Africa,

THE TMPORTANCE OF THE EXTERNAL FACTOR.

Inflation has recently come to be considered not as a problem with national roots,
but rather as 2n intern-tional problem. (2) According to Mr O.Bmminger (3),
Deputy Governor of the Deutsche Bundesbank, nearly all industrizl countries,

other than the United States, seem to be suffering 'in unison' a rate of

inflation of 7 per cent or more. This view of inflation as an international

(1) Provisional figures for the year 1972 show that mexrchandise imports f.o.b.
and service payments amounted to R4 143 million (26,84%); merchandise
exports plus net gold output and service receipts amounted to R4 088
million (26,5%); during the year, there were capital inflows to the tune
of 397 million. (The percentages in parentheses are the total import
and export values expressed as percentages of GﬁP.)

(2) see, for example, Johnson, H.G. "Inflation: A ‘'Vonetarist' View,"
Keprinted in his "Purther Essays in lionetsry Economicg." (George Allen
& Unwin Ltd , London, 1972.) pp 325 = 337

(3) Emminger, O., "Inflation and the International lonetary System," A
paper presented at the London School of Economics on the 31st May, 1973.




35.

phenomenon, as contrasted with the explanation that inflation stems from certain
sociological developments (4) and may thus be combated through the imposition of
income controls, is far more plausible bearing in mind the secular rate of
inflation that has existed in the 'western world' at least since 1965,
Furthermore, this view gains considerable weight 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, following 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 hgoincidental sociological developments

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

From factors viewed above it seems extremely plausible to view the world wide
inflation as stemming from some common cause. The 'monetarists' view the
acceleration in the rates of inflation since 1965 as stemming primarily from

© excessive monetary expansion in the United States, and transmitted to the rest

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

THE WMONETARY APPROACH TO THE BALANCE OF PAYMENTS THEORY.

Professor Johnson (6) gives credit to Professor lundell's writings on the

(4) A view held by many, including the OECD - see Johnson, H.G. "Problems
of Stabilization Policy in an Integrated World Fconomy." Reprinted in
his "Jurther Essays in Monetary Economics." op eit p 348.

(5) Johnson, H.G. "Froblems of Stavilization Policy in an Integrated World
Economy." op cit p 348,

(6) Johnson, H.G. "Major Issues in lionetary Economics." A paper presented

st [‘erton College, Oxford at a conference of the Lioney Study Group in
September, 1973.
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international monetary system as largely inspiring this new approach to the
balance of payments theory znd policy. The essence of this new approach is

most satisfactorily glesned from a guotation:

"balance-of-payments policies will not produce an inflow of
international reserves unless they increase the quantity of money
demanded and domestic credit policy forces the resident population to
acquire the extra money they want through the balance of payments via
an excesg of receipts over out-payments; and the balance-of-payments
surplue will continue only until its cumulative effect in inereasing
domestic money holdings satisfies the domestic demand for money.
(Footnote: Note the important point that in a closed economy real
balances are adjusted through price level movements, in an open
economy throuzh nominal money flows.)" (7)

Expanding the above quote, an explanation given below attempt to illustrate

how this monetary approach differs from other approaches. (8)

In a l-good model, using the normal abbreviations for income, saving etc.
Y = C + 8
E = C + I + (X - M)

For S = I (the domestic equilibrium condition),

But any of the transactions that tzke plsce have to be financed in some way.
Therefore, there is a demand for money, because it so happens that money

supplies this service in the cheapest way.

If ¥ - B is positive, then there must be an excesé of money that remeins in
domestic balances.

i.e. H(t) = Y - BE

where 5(t) may be defined as "excess money."

—

) Johnson, H.%. "he Monetary Theory of Balence of Payments Policies."
A discussion paper in lonetary Economics presented at LSE in 1973.
3) Two monetary models illustrating btalance of payments behaviour are
presented in the appendix to this chapter.

P T
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In a complete model, this Y - E will equal X - M i.e. the net domestic
effect will be accounted for by the net trade effect. Therefore, this excess
money, H(t), will flow through the balance of payments to pay for X - M.

This situation represents a flow equilibrium, but with the balénce of payments

not in eguilibrium.

e i 5 spiBl sy b= B(t)
income/output expenditure monetary balance of payments
part part part part

So, for balance of payments theory and policy, eny two of Y,E and H may be
studied; the other will be automatically specified, given a stable mechanism
that always equilibrates the system. The traditional approaches to the
balance of payments examined policies in‘terms of price elasticities and
multipliers and left the Gemand for money to be residually determined. But
since the balance of payments is the balance‘of cash and credit-financed
peyments, it is important to focus on H and probably E (under fixed exchange
rates). The demand for mon;y is central because the balance of payments

neasures net money-financed transactions - this forms the basis of the

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

Ms = R + D vwhere R ig the intermational reserve

end D the domestic credit (9).

(9) Tmis expression is derived from simplified balance sheets of ihe central
benk and the monetary banking sector in the eppendix to this chapter.
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e authorities do not control the supply of money as the international

reserves respond to the extent that the domestic demand for money is not
gatisfied by domestic credit creation. The authorities, through control of
domestic credit creation, may determine the division of the smoney supply,
demanded by the residents, between international 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
position more than "transitorily” - these effects will be temporary insofar

as they affect the demand for money once and for all,

To ascertain the meaning of "transitorily", the impact of a devaluation will
be considered in terms of a monetarist-type model (10). It is necessary to
gstablish‘the policies which will ensure a-satisfactory long-run solution to

the instabilities in the economy, particularly balance of payments disequilibria,

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

aggravate or lengthen the adqutment process towards the éteady state
equilibrium, they must be consistent with the steady state. The long-run is
of importance as so little is known about short-run disequilibrium dynamics.

As a2 first approximation to this problem reference is made to the work being
done a2t the London School of Iconomics, the International Monetary Reséarch
Programme, in which the system is specified in the form of short-run adjustment

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

The domestic demand for money, specified in terms of foreign currency, is given by

Mda = "m f(y,i) where E is the exchange rate
q are foreign prices
y is real output and
i is the opportunity cost of holding money.
(10) The writer is indebted to iir J. Sheen of LSE (Jionetary Research

Programme) for the exposition of this point.
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It is assumed that world prices determine domestic prices and that the economy

is fully employed,

where

and.

where

&ia = & * &

€ira is the growth in the domestic demand for money

g = &g * 8 + n,g, + n;8

q ¥ i

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

respect to the suBscripted variable.

Simplifying by assuming gq and n; & both equal zero, and ny equals one, the

expression becomes:

&g

R ST

= Gg + Gy - 8  ghich must hold through iime in

the steady state.

may be positive, negative or zero to ensure equilibrium in the balance of

payments in the long-run, Devaluation is a once-and-for-a2ll change and thus

equilibrium will only be attained in the balance of payments in a period of

time, assuming the authorities devalue by the correct percentage. This can best

be illustrated graphically.

Assume the path of the exchange rate through time to keep the balance of payments

in equilibrium is as given below:

E i
d

¥ixed exchange rate

———Dime 2

G e Sl
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At time t, the authorities decide to devalue by 4@ which balance of payments
equilibrium requires at that instant of time. The new exchange rate, however
ig only 'transitorily' appropriate and becomes increasingly inappropriate given

conditions 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
‘transitory', but also may easily be offset by other factors. The same

agsunptions as used above are applicable.
The demand for money is given by:

Md = cq f(y,i)
where q 1is the foreign price level

and ¢ 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 reservesis given by:

XTI

-gﬁﬂ%(g g A BB N 8] o TR R

n
¢ q yoy
where 8; may be interpreted as an expected rate of change of the money

interest rate.
The points to be noted from the equation are that:

(1) a devaluation is equivalent, aside from the (1 - r) factor, to domestic

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

(11) Johnson, H.G. "The Monetary Lpproach to Balance-of-Fayments Theory."
Reprinted in his "Further Egsays in Monetary Economics."  pp 246 ~ 247,
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domestica 1ly -~ held real balances and thereby cause residents to adjust

their expendlture in the international sectors, both real and financialj

(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 impact on the demand for money.

(3) even this favourable transitory effect may be offset throuzh - reading

from the equation:

(2) an increase in the rate of domestic credit creation which nay
result, for example, from attempis to hold down the interest
rate structure;

(b) a fall in the growth rate =~ the model would have to be modified
to allow unemployment; '

(¢) a rise in interest rates leading to a fall in the demand for
real balancesper income level, This rise in interest rates
could easily be generzted through expectations of faster rates
of inflation following the devaluation, Interest rates are to
be interpreted to include the expected money rate of return on
the holding of goods.

FLEXTBLE EXCHANGE RATES.

If one views the current national rates of inflation as being determined by thé
world rate of inflation, one can argue persuasively that freely floating
exchange rated: should become the norm, Jich has been written about the
advantages of flexible exchange rates (12). Probably the one most relevant
Eomment to the control of inflation is the fact that they would give an extra
degree of freedom to policy formation by removing the balance of payments'
constraint on monetary and fiscal policies, There is not much to be said in

favour of fixed exchange rates if a country is thus obliged to accept the rate

—

(12) Sﬁﬂ Giersch, H, "On the Desirable Degree of Flexibility of Exchange
tess" A paper presented at a conference at Ditchley Park, U.K. in
Jagjnry, 1973,
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of price change prevailing in the world at large, or has to embaxrk on a system

of controls which contributes to the negation of benefits stemming from

unimpeded international trade. lMoreover, the international monetary system of

fixed exchange rates generated inflation on its own. Bmminger cites the

following four main developments that contributed to this result:

(1)

(2)

The system had an inflationary bias in that deficit countries were
unwilling or unable to adjust their domestic economies to correct their
deficits. 1In 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 dowm, Thus
the adjustments, if any, to balance of payments disequilibria were left

to the surplus countries to inflate at a faster rate.

The system of fixed parities not only transmitted inflation throughout

- the world, but changed even non-inflationary structural deficits, like

that of the U.S., into a source of inflation for other countries.

Volatile capital flows.of enormous magnitudes have come into existence
during the last decade. In a system of fixed, but no longer trusted,
parities they have increased the pressure of imported inflation in the
recipient country, and have undermined stabilization measures in countries
which had had relative price stability. These countries had been pillars
supporting a workable fixed exchange rate system through the discipline
they imposed on their trading partners. Furthermore, authorities were
unlikely to allow capital outflows to exert any significant deflationary

impact, while the central bank of the recipient country had to finance



(4)

Aiccording to Emminger, several countries completely lost control over
their money supplies as a result of capital inflows., He cites Germany's

experience as follows:

"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
changes in the leads and lags of commercial payments, through
multinational corporations (foreign and domestic), and through all
kinds of other borroving operations ... Our experience has been that
in no case has it been possible to undo the inflationary effects of
foreign inflows entirely, not even by the strongest compensatory
measure., .., it is difficult to see how we can dispense with =z

more elastic exchange rate system in order to hold such flows in
check," (13)

The final point being that the system with its currency reserves, in
particular the dollar, had a tendency to create excessive intermationsl
liguidity. Not only was the U.S. deficit to blame, for increasing amounts
have come into existence as a result of the 'diversification' of exchange
reserves by central benkers into currencies other than the dollar, as well

as money created in the Euromoney market.

Floating exchange rates are certainly not a panacea for 2ll problems, but they

could give traditionzl demand management 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 where the residents of a country accept the cut in

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

ind yet under the adjustable fixed exchange rate system, a one-way adjustment

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

(13) Emminger, O. op cit pp 20 - 21,

(14)

"Dirty" flozt implies that the exchange rate is not determined solely by
market forces but by government intervention either to moderate its

movement or to peg it 'temporarily' to some desired rate.
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was one of the reasons for the collapse of the fixed exchange rate system. it
will be interesting to note if residents will be prepared to accept this form

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

The rend is currently floating with the dollar.‘ Yet movements in the value of
the dollar relative to other countries, particularly those countries with vwhom
gouth Africa trades on a reasonable scale, may prove to be destabilizing as

far as the South African economy is concerned. The rand could depreciate
relative to, for example, sterling at a time when high rates of inflation
prevailed in South Africa, The subsequent rise in the rand priée of imports
could generate higher prices due to cost increases. 'Although the Franzsen
Comnission (15) felt that the development of an exchange market was not
practical under the conditions then prevailipg, it does seem advisable for

" this alternative to be reconsidered,

CONCLUSICNS.

The models presented above, and in the appendix, are essentially long-run
models., This follows from the assumptions of full employment end that the

- domestic price level ﬁonld be determined by world prices. Any short-run
model must be a disequilibrium model which focuses on disequiliﬁfium effects
of an excess stock demand for money, that is, if one is interested in balence
of payments policies. The traditignal'theories of the balance of payments
are essentially short-run guasi-equilibrium models and have largely formed
the basis of policies pertaining to the international economy. Bearing

in mind the results derived above and in the appendix (16), there is

—

(15) Frenzsen Commission. "Pigcal and MNonetsry Policy in South Africa,"
Third Report of the Commission of Enouiry into Fiscal and lionetary Policy
in South ifrica (Government Printer, Pretoria, 1970.) R.P. 87/1970
para 499. Hereafter referred %o as the Franzsen Commission (Third Report).
(16) 1% is established that as incomes increase one cen expect the level of
reserves to rise, unless the demand for money is satisfied by domestic
credit expansion.
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great 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 anything but a transitory improvement in the level of
TEeSETVeS . 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 mey not only attain temporary
improvements in the level of reserves, but may prove ipconsistent with longer-
term steady state conditions for the economy. Not only may the adjustments

to policy prolong the attzinment of steady state growth, they may not improve
ghort-term performance at all owing to the lack of knowledge surrounding the
dynamics of disequilibriun. adjustment in the short-run. TFoxr these reasons,
improvements in the application of import contrﬁls, export subsidies, capitaI.

controls and exchange rate adjustments will not be considered in detail,

Other factors reinforce thiﬁ treatments GATT poses a severe constraint on-the

use of import controls for purposes other than to improve the balance of

payments' condition; export subsidies are unlikely to be employed anti-cyc}ically;
as regards capital controls, the importance of continued foreign investment in
South Africa is well knowns; and exchange iate adjustments, other thanlwhen
floating tied to a major currency, are likely to be measures employed only when

a balance of payments diseguilibrium has manifested itself for some time,

Devaluation, in particular, was generally resorted to as a measure of last -

(17) e money supply, 's = D + R, is demand-determined. Given 2
constant rate of increase in D and in IMd, should current account
transactions be impeded through import controls, the change in R,
necessary to adjust ls +to 1d, will 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 the Government to cope with the
situation using more ‘orthodox' methods viz. monetary and fiscal measures,.
Obviously now that the fixed exchange rate system has broken down, the
opposition, both domestic and from the IMF, to exchange rate adjustments has

been substantially reduced.
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A BPPIRINE TKS

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 growing over- time, that it maintains a fixed exchange rate with the

rest 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 assumed that the
supply of money is instantaneously adjusted to the demand for it, as the
residents of the country can get rid of or acquire money either through the
capital or current account of the balance of payments, The secondary monetary

effects of the net balance are assumed to be neutralised.

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
important features of the co;cept of balance of (cash i credit) payments.

The balance of payments is,'as nated above, the net effect of movements of

* domestic and foreign credit, generated by adjustments to the stock demand for
money, and other assets. It is worth noting that the assumption of
‘instzntsneous adjustment' to the demand for money is not stricitly necessary as
the model is a long-run modei. The coefficient of adjustment is thus not

important,

(18) The models discussed below appear in Johnson, H.G. "The lonetary
ipproach to Balance-of-Payments Theory." Reprinted in his "Further
Issays in lUonetary mconomics." op cit pp 237 - 245.
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The demand for money (19) is simply specified as
Md = p £ ( y,i)

where Md 1is the nominal quantity of domestic money demanded
y is the real output
p 1is the foreign and therefore domestic price level
i is the interest rate or alternative opportunity cost oo
of holding money. '

The supply of money is given by

Ms = R + D
where R is the international reserve
and D +the domestic credit.

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

. from simplified balance sheets of the central bank and banking sector.

Central Bank.

Liabilities. ' Assets.

H: high-powered money of the R : gold and foreign exchange reserves
banking system B(1): government securities.

Prom the balance sheet identity, H R + B(1)

Benking Sectox.

Lizbilities. Assets.,

M: deposits H : cash reserves
E(2): government securities
A

: advances.

Hence 8

H + B(2) + A

Substituting for H,

=
—
1]

R + (B(1) + B(2) + &)

i.e. the money stock = reserves + domestic credit creation,

—

(19) Since the demand for real balances is determined by a utility maximisation
procedure, it will take on the property of unitery homogeneity in prices,
since the holding of resl balance will be independent of nominal units
(For X = £lyw), W% = f(ky,kw) implies homogeneity of degree n.)



49.
Thus the authorities do not control the money stock under fixed exchange ratesg
but the level of domestic credit, or rather the division of the mcney supply

demanded by the residents between international reserves and domestic credit.

To return to the model, by assumption, lis must equal d

thus R = Md - D
dr
low 8r - _]% " %B(t) where TR =

where B(t) is the current overall balance of payments

and is the growth rate per unit of time of reserves.
e | R, () Dl
i Rols R R
; g Md D(Md) D D(D)
1.€ R J = '—-\' o - fe=cs
1 Mad R D
Letting r = -I-{—; = %{E s the initial international reserve ratioc , the equation

above can be simplified:

D Md
Rt A
-
= T
thus R = ) &a - LS €p
s r r
Now &a = 84 + BB
- &, 1l /g g : T
o O . — - ——a—
thus R = = (5p: + Selz;1)) I_ 8y
and Cr(4,8) = "2 % + "8 %5 where n denotes the elasticity of the

03

thus <

B = &

Bo + Py + M8 -2 E
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By assuming constant world prices and interest rates, the equation becomes

sl Sl 1. =
o LYY - T gy

Er
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

is inversely related to the rate of .domestic credit expansion.

The first 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 with a resultant deterioration in the balance of payments,

The model above was concerned with one small c;untry in a large world economy.
The next model considers monetary equilibrium in the world\system as a whole.
The residents of variocus coggtries demand national monies which are based
partly on international reserves and partly on domesticlcredit. The essential
. difference between the two models is,that the world price level is now
endosencusly determined by the relation between the growth rates of the world

demand for and supply of money.

It is assumed that world interest rates are constant so that the growth of
demand for real balances is a function only of the grdwth of real output.
This assumption can be justified by the fact that real rates of réturn on
invesiment are relatively stable and that nominal interest rates in the long-

run will be equal to the real rate plus the expected rate of world inflation.



In the model +the total money supply for the world economy is

M = R + 2 D,
S
=
= 5 wor, Mo+ s Wy (1. = :i) M

where is total international reserve money

R

D, is domestic eredit in country i

w, 1is country i's share in the total world stock of money
r

and is country i's ratio of international reserve money to

its domestic money supply.
The rate of growth of world demand for money is

84d = £ w, n_ 8. + g

3 1 ¥4 ¥ P

assuming the homogeneity postulate as before,

The rate of growth of the world money supply is

Ban i - &
Ms = g w, T, 8y # % w, £ r, ) D,
i i
The equilibrium condition requires that Eya = Bus , thus

CARS . = a0 -
p = % w, ¢, £ * %_wi (1 ri) Dy ; v, o 8
- . i L
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Yrom the result derived in the model above, and assuming world interest rates

constant, the rate of growth of country j's reserves is given by:

.

PR
I n I
gB X = ; (gp + y . gy . ) = —_I..T_.._ll gDJ

J j J 3

i
H =
P
e
=
H

n
4 By 4 g w, (1 - r.i)gl)i L B = % w.n_ g

————

.
J e [(1 £ r.‘i)ng ] (l—r)gb)_'g

i
H =
27
AT
TAGN
=
=
e
(=N
mﬁq
4=
g
=
(=5
02
L)
i
(o]

where the bars indicate the average product of the barred terms for the
world economy.

Reading from the above eguation, a country's reserves will grow faster thé
lower its initial reserve ratio rj » the faster the growth of total world
reserves SR s, the highér its‘inCOme élasticity of demand for money, ny. ’
and its real growth rate, gyj , relative to other countries, and the lower

its international reserve ratio and rate of domestic credit expansion, gD. 3

relative to other countries.

Simplifying by assuming that income elasticities of the demand for money are

everywhere unity(20), and that international reserve ratios are also the

(20) The assumption of unitary income elasticity of the demand for money is
nade ‘to ease exposition of the result. In fact, according to work
done by lasidler, . and Parkin, J.M, in the U.K. post-1945, the income
elasticity of the demand for money has probably been less than 1,
See "The Demznd for lioney in the United Kingdom, 1955 ~ 1967: Preliminesry

natimates." Reprinted in " eadinzs in Fritish lfonetary BEconomica."

(Clarendon ¥ress, Oxford, 19?2.) wdited by Jomnson, H.G. and Associates
pp 131 - 200,
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game everywhere,

. = B o+ 2 (&, - &) - 1 =Z = r(ng +F )

which shows that the growth rate of a country's reserves will, on these
assumptions, tend to be faster than the world aversze if its real growth rate
is greater than the world averaze, and slower than the world average if its

rate of credit expansion is greater than the world average, and vice versa.
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o A U R

INSTRUNENTS TO CONTRCL DOMESTIC CREDIT CREATIOH.
T T T AT LT Ay P L A L T T A T A A T L M M M R M A LA

INTRODUCTICN.

In this chapter the meznner in which the zuthorities have sought to control the
cost and availability of credit is examined. The ingtruments will be classified
under indirect controls, selective controls, diréct controls, and measures to
influence the cost of credit. The clasgification is often somewhat arbitrarily
determined as each section is not mutually exclusive, because efforts tovaffect
the supply of credit will héve an affect on the cost of credit, and conversely.
«Then follows a discussion»of the implications of Government financing operations,
and finally a section on developments in legislation which affect the conduct

of monetary volicy.

The discussion of each instrument will centre around whether it achieves its

ovbjective and the degree of distortion it may cause the normal competitive.

- functioning of the economy, in particular in the financial éector. Little
attention will be focused on either inside or outside lags (1) - as regards
the inside lag it was noted in Chapter 1 that it is usually shorter in the
case of monetary policy than with fiscal policy instruments; and as so little
is known about the outside lag, speculation in this regard was considered

futile.

(1} The inside lag is defined as the elapse of time between recognition of
the need to chonge an instrument setting and the sctual implementation
of the change. e outside lag is the periocd of fime between
implementation of the policy change and its impact on some specified
variable.
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Before proceeding to discuss specific instruments of monetary policy, however,

it is appropriate to note here the authorities' views on 'appropriate' levels

of interest rates, the impact of these views on the general functioning of the

economy, and the constraints they 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 RHate Structure in South Africa:

"Several types of serious conflicts with other goals may arise from
monetary policy actions that could help stabilize economic activity.
These issues become especially important in periods of tight money
because losses in the market evaluation of wealth impose a welfare
cost, because rises in nominal interest rates redistribute income,
and because tight money has a severe impact on the share of output
devoted to homebuilding." (2)

A central bank has certain pelicy instruments under its control which it may

use to influence monetary veriables. In South Africa, the variable to which

the monetary authorities have attached most significance has been the interest

rate structure.

"Of primary importance in this (stabilization) field are (1) government
finance, (2) public debt management, (3) open-market operations,

(4) central bank rediscount and related policies and (5) balance of
payments policies, including exchange rate policy and both exchange

and import control, And it should be underlined that in all five

of these subdivisions of policy a key role is played by interest
rates." (3)

(3)

Okun, A.M. "Fiscal-ilonetary Activism: Some Analytical Issues."
Brookines Fapers on Feonomie Activity. (13 1972) p 130.

De Xock, G. "Oredit Ceilings and Variable Cash Reserve and Liquidity
Reauirenents," The South African Banker August, 1972 Vol 69 No 2
p 139.

e e A e B e e
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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. These rates were to be maintained by officizl policy for as

long as the existing conditions, under which they were established, continued.
This step wes undertaken to improve the attractiveness of this fixed-interest
form of investment as, up until then, public bodies had experienced difficulties
in raising capital because, it was felt, investors feared that they would suffer
caepital losses. Interest rates had, in fact, been rising and it was generally
expected that they would continue to rise owing to the shortage of capital in
South Africa. From May, 1960 the quotation of rates of securities with
maturities up to three years was discontinued in order to encourage market

activity in these short-dated stocks.

Because Government securities are, to a certain extent, substitutes for other
types of financial assets, the prices of these two would tend to move together.
The pattern of rates on Government securities and Bank rates have been altered
as finaneial conditions chshéed but these small increases, generally, have
followed, sometimes after some delay, market conditions rather than encouraged
a new structure of rates to suit the economy's condition. That is, the
authorities attach considerable importance to the relative stability of
interest rates, =nd have not bhanged interest rates to lead rather than followl
market forces and thus become a potentially effective anti-cyeclical variable,

through its effects on the demand for and supply of funds.

The suthorities' concern for interest rates,lower than could be attained in the
absence of intervention during inflationary periodsywould seem to stem from
considerations of the interest burden of ‘the public debt and the implications
for other borrowers, notably prospective home-owners and fermers. To resist
upward prescures on interest rates, the authorities have created a captive

market throvsh legislation which regyuires individuals and companies, through



loan levies, and in particular financial institutions by way of compulsory asset
ratios to lend stipulated sums of money to the Government sector, In this way,
the authorities have reduced their reliance on taxation, short-term financing
and borrowing from abroad to finance Government expenditure. At times, deposit
rate controls have been imposed in an effort to prevent interest rates from
rising, Moreover, direct controls on the balance of payments in the form of
exchange and import controls have enabled the South African interest rate

structure to be less sensitive to foreign interest rate movements.

While discussing attempts to control the level of nominal interest rates it is
important to realise the effect of cumulative price increagses upon interest
rétes, cnce price rises become expected. In the expectation of inflation,
savers would demand higher interest earnings, other things equal, while
borrowers would be willing to pay more. ‘These reactions would force up the
level of nominal interest rates, This upward pressure on interest rates,
however, would be mitigated by the exfent to which firms and households
economise on their cash balaﬁces. Through this reduction in cash balances
the demand for financial securitiés could be increased,thus bidding up their

. prices and so moderating, to a limited extent, the pressure on interest rates.

Inother factor to bear in mind when considering control of the interest rate
structure is the extent to which 'grey market' activities, that is the bvorrowing
and lending of funds between firms which does not involve intermediation by a
finencizl institution, is likely to exert upward pressure on interest rates.
Once credit ceilings had been imposed to control directly the amount of lending
to the private sector, it is to be expected that grey market activities, and
pressure on interest rates, would increase. The banks would attempt to Ieiain
larze deposits by offeriny hisher interest rates, for there is no guarantee

that the company which borrowed the money in the grey market exchange would

Tedeposit it again with the same bank which had "lost" the funds. Furthermore,
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grey market operaztions would be extended in an environment where there were
large ligquid non-financial organisations, an unrealistic structure of interest
rates, and, already mentioned, restraints on credit extension to the private
sector., The allocation of funds through grey market operations is likely to
be less optimal than through unconstrained financial intermediation, as one
expects that intermediaries would be able to lend at lower prices via economies
achieved through specialisation 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 care in the choice
of business operations they finance as they would be offering funds at
competitive prices. Inter-company lending, however, may be concluded through
iﬁter—locking directorates, and thus other companies, possibly young and

enterprising, have no chance to compete for the funds,

Although interest rates do play an important role in the five subdivisions of
economic policy which Dr G, de Kock enumerated, the authorities' concern with
the stability of interest rates has imposed severe constraints on their 2bility
to use effectively monetary measufes to combat inflation, to finance an ever-
_inereasing level of Government expenditure from non-inflationary sources, and

to utilize interest rates themselves as an anti-inflztionary measure.

The first point, dealt with more fully below in the section "Control of the
Foney Supply", is probably the most telling disadvantaze of a pre-occupation
with interest rates, and that is that the level of domestic credit will adjust
passively to achieve desired interest rates, For example, should holders of
Government securities wish to become more ligquid and sell their securities, the
Reserve -ank will buy these securities to prevent their price from falling.

Thus the liouidity of the economy will be increased through this exchange of
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financial asset. Higher expected rates of inflation, ceteris

paribusg, are likely to reduce demand for fixed interest securities; 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 rapidly to
maintain an interest rate structure. Not everyone is a monetarist, but given
that inflation is present, a rapidly expanding money stock is likely to aggravate
the rise in prices and so place increasing pressure on nominal interest rates.

It will thus become more and more difficult to maintzin a comparatively rigid

interest rate gtructure.

"The possible conflict between stable interest rates and stable

prices and exchange rates has a2lso come to be recognised.

Increases in the money supply designed to prevent an upward movement
in market interest rates stimulate the commodity snd labour

market of the system and lead, if capacity is fully engaged, to higher
prices and wages. The higher prices and cogts in time tend to

react back on the financial markets causing further pressure on
interest rates, further expansions in the money supply and so on.

Like exchange rates, interest rates have tended to become more
flexible in the longer run in the pursuit of more stable prices." (4)

Thus it would seem advisable for the authorities to alter their priorities to
establishing, in the first instance, the size of the credit base and then

allowing rates of discount and other interest rates to adjust consequentially.

‘Noving from the general to the more specific, the authorities have not been
able to pursue effective open-market operations partly owing to the effects’

of a relatively inflexible interest rate policy.

"Open market operations have neither been employed to bring about
cheap money conditions nor in a positively disinflationary menner,
but have been used mainly to ensure orderly zdjustments and
reasonable stability in the pattern of interest rates in the light

of the prevailing economic conditions," (5)
(4) Xentor, B. "General Huilibrium, Unemployment and Inflation." An

unpublished paper.,

(5) BEvidence given by the Governor of the SARB to the Commission on the
Working of the lionetary System (Radcliffe Commission) in 1958, which
appeared in their Principal ilemorandas of kvidence Vol 1 Part V
p 287.
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tdmittedly the scope for traditional open-market operations, dealt with below,
has been limited by the degree of development of the secondary market in
Government securities, But the fact that this market has remained lacking in
breadth, depth and resilience is, to a certain extent, attributsble to the fact
that the authorities have been unwilling to pursue a flexible interest rate
policy. There has, therefore, been no scope for individual specizlist brokers,
as dealings have been transacted around the 'stipulated! prices. To encourage
dealings in the market, dealers must be able to make profits and this requires
flexible interest rates. Certainly open-market operations would incur expenses
for the authorities, but this cost must be weighed up against the benefit of

achieving greater stazbility through market forces.

The difficulty in financing Government expénditure from non—iﬁflationafy’éources
is dealt with below, The:final poeint to ve discussed under this heading is the
use of interest rates as an anti-inflationary measure. There are, ﬁroadly
speaking, two schools of thought on this issue. The one béing that higher
rates of interest, rather than restraining demand and thps dampeﬁing inflationary
pressures, would be passed on in the form of higher prices as a result of the

incresse in the cost stiructure of the -economy. Thig view, however, should be
questioned on the grounds that increased interest charges, or,‘fo; that matter,
any increased costs, will be passed on depending on whether produceré feel

that the level of demand can sustain these price increases. If demend is
successfully curtailed, the increased costs may well have to be absorbed in
inecreased productivity or lower profits. The other argument focu;es attention

1 the effect of high interest rates on stimilating saving in preference to

inerecsing spending and incurring finmencial obligations.,

Professor Goedhuys (6) very strongly supports this letter view. Ie contends

(6) Goedhuys, L.'V. “"Has llonetary Policy ¥Wailed?" SAJE 1972 Vol 40
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that rising interest rates naturally follow cumulative price increases and, if
they are supplemented by other deflationary measures, help restore stability
in the econony. In fact, a rise in the level of interest rates forms an
integral part of anti-inflationary policies impliecit in open-market operations,
restrictive discounting and higher liquid asset reguirements for the monetary
banking sector, Lord Robbins (7) expressed the view that just as the movement
in the prices of all other goods affected their conditions of demand and supply,
so too would changes in loan markets have like effects on the demand and supply

of funds.

Control of Domestic Credit Creation: As has been indicated in Chapter 11, many

economists have come to consider control over domestic credit creation to be the

sine gqua non of stabilization policies. In the United States and the United

Kingdom, for example, there has been the increased tendency to regard monetary
aggregates as very importent for stabilization policy:
"As many of you will be aware, we in the United Kingdom have recently
embarked on 2 major change in our approach to monetary policy ... we
have increasingly shifted our emphasis towards the broader monetary
apgregates - 1o use the inelegant but apparently unavoidable term;

the money supply under one or nmore of its many definitions, for
example, or domestic credit expansion." (8)

In South Africa, as lir Kentor (9) has established, the monetary authorities
have not utilised their ability to control the money base and so the reserves
of the banking systenm. (At that time the balance of payments was largely

controlled by import and exchanze controls. They were pre-occupied with
¥ t L= el

(7) Robbins, Le "The Fconomist in the Twentieth Century and Other Lectures
in_FPolitical Heonmomy."  (iac.iillan, London, 1971.)

(8) rovernor of the Bank of England. "Yey Issues in llonetary and Credit
Policy." EoE uarterly dulletin June, 1971 Vol 11 WHo 2
p 195.

(9) Kentor, 3. "The lioney Supply and the Inflationary Process.," SAJE 1968
Vol 36 pp 314 - 329.
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naintaining a 'preferred', though not fixed, structure of interest rates, and

gso the high-powered money of the system fluctuvated to accommodate this

objective. In August, 1970 it was announced that subsidies would be paid to
deserving sectors, notably farmers, home-owners and exporters, to cover increases
in the cost of borrowing funds. (Bank rate had just been increased and the
financial institutions had been released from their obligation to keep deposit
rates below 7 per cent.) Kentor (10) expressed the hope that this move would
indicate a major break-through for monetary policy, where attention could be:
paid to the level of domestic credit creation and vhere interest rates would

be determined by market forces.

Theoretically the South Affican monetary authorities can achieve control of the
high-powered money of the system in the sﬁorf—run through open-market operations.(11)
If the authorities should sell Goverﬁment securities to the non-bank private

sector, this would ultimately decrease the commercial banks' deposits with the
Rescrve Bank, providing the proceeds of this sale were not spent bx the

Government sector. Assuming the_banks were not holdiné excess reserves, they

would be forced to improve their liquidity positions to comply with the cash

.andjor 'liguid asset' reyuirements. Their first action could well be to

withdraw their call money deposited with the discount houses. Ls the discount
houses will have employed these funds in some manuer, they, in turn, will be

forced either to borrow from the Reserve Bank or sell some of their assets.

If they decide to sell some of their assets, this will again lead to a reduction

(10) Xantor, B. "The Bvolution of llonetary Peolicy in South Africa.”
SAJE 1971 Vol 39 pp 42 - 72,

(11) According to the monetary theory of the balance of payments, as set out
by Professor Johnson, the money supuly in the long-run will adjust to
satisfy the domestic demand for noney.

he analysis follows that of Newlyn, W.7, "Theory of lioney."
(Clarendon Fress, Oxford, 1971.)
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in the commercial banks' deposits with the central bank, 4s before, the banks
will be required to adjust their asset portfolios, but to a lesser extent.

ind so the process.would continue until the level of reserves held could

support the level of deposits. The process of adjustment, following the
sterilisation of funds through open-market operations, does not have to involve
only the discount houses. In practice the commercial banks will have some
desired spectrum of assets, i.e. where they are not constrained in their choice
of assets, and they can effect the necessary adjustment to the level of reserves
by selling any type of asset. The result, however, would still be a multiple

contraction of deposits.

Alternatively, to enable the discount houses to meet their obligations, the
Reserve Eank_couid discount certain eligihle assets, or loan money to them in
lits capacity of 'lender-of-last-resort'. The charge on these loans may be
greater than the marginal return on the discount houses' portfolios thus—
inducing them to sell these assets to repay the loans. :The end result will

be the same as if the.discoﬁﬁt houseé had éold some assets in the first instance
ingtead of 'going into' the central bank. This sale of assets would be likely

to affect their price.

Should the Reserve Bank accomﬁodate the discount honges at & non-penal rate theie
would be no call for them to reduce their indebtedness to the Bank. If one
looks at Tabléh? in the appendix to this chapter, one is inclined to agree

‘with Kantor's (12) conclusion that the discount market has made use of the
Reserve Bank as a scurce of funds for long stretches of time, and this would

seem to imply that the discount/lending rates were not penal rates, sufficiently
high above market rates, to reduce their more or less permanent reliance on

Regserve Denk credit. The role of the National Finance Corporation as the

(12) Kantor, B. "he loney Supply and the Inflationary Process." op eit.
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gide-door of the Reserve Bank has been importent in this connection.

As noted above, should the Reserve Bank stand behind the discount merket 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 understand
why the authorities might pursue this self-defeating course of action, it is
necessary to note the importance the authorities attach to the interest rate
structure, which was discussed above, and to note the official view that any
refusal on the Bank's part to monetise liguid assets, recognised as such in

the Banks Act, "or any real discouragement to such transactions through penalty
rates, would so reduce the status of the credit instruments concerned that the
Bénk would in future probably be forced to create much larger amounts of credit
directly for the Land Bank, and if wider use were made of cash reserve reguirements,
.perhaps even also directly for the Government. It could also, of course, have
implications for the market in bankers' acceptences and trade bills, |
Excessive use of variable cash reserve resuirements could furthermore tend to
raise interest rates, which'ﬁight po% always be desirable or acceptable to

the Government," (13) Turthermore, the discount houses are useful to the
Reserve Bank in its debt menagement role as they are the pillars of the short-
term money market. The Bank would, therefore, be reluctant to reduce the

discount houses' volume of business by reducing their discounting privileges.

Conclusion: <%nterest rates do definitely play an important role in determining,

if not the level, then the direction of economic activity. The benefits of
freein,; interest rates would seem to outweigh the negative considerations of the
likely increased interest burden on the national debt, particularly in the

short-run, of fluctuating capital values of financial assets, and of the

—

(13) e Kock, G. "Credit Ceilings and Variable Cash Heserve and Liguidity
leguirements.” The South African Zanker August, 1972 Vol 69 ko 2
p 136,
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political and social reguirements which, in fact, could be and have been
catered for through the implementation of subsidies paid directly %o
tdeserving' borrowers -~ interest rate controls are really roundabout methods
of providing subsidies. TFurthermore, once reasonable stability in prices

becomes expected, the structure of nominal interest rates is likely to fall.

The ¥ranzsen Commission recommended that the practice of guoting a pattern of
rates for Government securities be =zbandoned., This would mean that the
Treasury would have to take greater heed of market conditions whep borrowing
MONEY o In the United Kingdom, the move in this direction was announced

during 1971 when their authorities stated their intention to allow greafer
féeedom for prices to move according to market forces in the gili-edged

market, and thus hoped to stimulate private institutions to make a better ﬁarket
"in gilt-edged securities.:. That is, they wished to allow the price mechanism
to allocate credit, and once eguilibrium was achieved in ﬁhe Joan market,

they hoped to pursue the objective of stable prices with more.success through
giving a higher priority to the control of domestic credit. As noted in'
Chapter 11, their monetary aggregates were out of control, partly owing to .
excessive government requirements, fixed exchange rates and then the transition

to a ‘dirty' float.
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SPECIFIC INSTRUMENTS CF CREDIT CCNTRCL.

General Controls.

Open-market Operations: Open-market operations involve the buying and selling

of Government securities to influence the money supply and liguidity 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
increase the cash reserves of the banking sector with obvious fepercussions
on their ability to 'manufacture' credit. Should the. purchase of securities
be transacted with financial institutions this would directly avgment their
cash reserves. If long-term Govermment securities were exchanged for cash,
_the impact on liguidity would be even greéter than if the saie involvéd short-
term stock. (Mis aspect will be covered more fully under debt management
policy.) The authorities could pursue a tizht monetary poliqy via open-
market sales of Government securities. This would affect!the financial

environment in a similar, but opposite, direction to that descrived above.

© Traditional open-market operations have not been fully utilised in South Africa.

m

The Franzsen Commission felt this state of affairs to be "a serious shortcoming
in the existing instruments of monetdry control," (14) This view'is heartily
endorsed as open-market operations can be speedily employed, they are effective
in that they imply minimal distortions to the normal operation of market forces
and thus financial institutions would not be continuously séeking to by-pass

this con trol.

(14) Franzsen Commission (Third Heport) parasraph 674.
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This shortcoming in the array of monetary controls stems from a number of factors,
probably the mest important being the authorities' concern for the relative
stability in the structure of interest rates. The act of pursuing open-market
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. Besides any feelings as to the appropriateness
of certain levels of interest rates, the presence of fluctuating interest rates
would complicate the finanecing operations of the Government, Furthermore, the
Reserve Bank did not possess a large portfolio of Government stocks - it was
only in 1961 that the Reserve Bank Act was amended to allow the Bank to purchase
an unlimited amount of Government securities from persons other than the

Preasury (15). Since then, however, inflationary pressures have prevented

the Bank from utilising this amendment to any degree. The success of open;
market operations depends on the intevest shown by the private sector, individuals
and institutions, in the secondary market for Government paper (Treasury Bills

and Government securities). This market, however, particularly for the
longer-term assets, ié not wéll-deyeioped in South Africa. ﬁut, as mentioned
above, the development of this market has been hampered by the authorities'
interest rate policy as there has been little incentive for specialist brokers

to operate in this sphere.

Loans for Stabilization Purposes: In terms of section 3 of the General Loans

Act of 1961, the Treasury was permitied to borrow in excess of the amount
required to finance Government expenditure which had been authorised by
Parliement (taking due cognisance of the credit balance on Loan Account.) This

'excess' borrowing was not, however, to exceed R60 million.,

69 the Reserve lLank was authorised to issue its ovn stock of

(15) In 19¢
¥ tizble instruments.

1850
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Owing to this limitation, the Treasury was not able to reduce ligquidity to
desired levels during the early sixties. As a result, the Reserve Bank had to
usge its pgrtfolio of Government stock to control money market conditions. As
noted above, the Reserve Bank's portfolio of Government stock was not large
enough to permit the pursuit of effective open-market operations and thus the
Government's borrowing powers were extended in 1964. The Treasury is now
authorised to borrow any amount deemed necessary by the Minister of Finance,

in consultation with the Reserve Bank, to achieve the desired monetary
conditions. This extra amount mey be borrowed provided that it is sterilised
in the Stabilization Account with the Reserve Bank. Should the need arise and
monetary conditions permit, the balance on the Stabilization Account may be

transferred to the Loan Account upon the authority of Parliament,

Since 1965, use has been made of the so-called 'Tap Treasury Bills' to femdve
excess liguidity.

In summary then, the full pokential of open-market opegations has not yet been
exploited in South Africa partly owing to the degree of organisation and
sophistication in financial markets and partly owing to views over gppropriate
interest-rate policies. The South African authorities have, therefore,

adopted new methods of regulating the availability of credit.

Cash lieserves: The commercial banks have been reuuired to maintain cash

reserves with the Reserve Bank since 1921. Ls from 1965 all monetery banking
institutions (16) have been rejuired to lold some percentage of their liabilities
in the form of cash reserves with the Reserve Bank. It was only in 1963 that

supplementary casn rejuirements were applied to the monetary banks as a special

(15) Excepting the Fost (ffice Savings Jlanl, the Reserve Zank, the Industrial
Development Corporation, the Fublic Debt Commissions, the IIC and the
vuilding societies.



69.

monetary measure -~ they were instituted by virtue of powers conferred upon

the Bank in terms of a Covernment proclamation issued in 1967.

"A further step to prevent an undue easing of the money market was
taken towards the end of April, when the Reserve Bank instructed all
monetary hanks to maintain with it from the end of llay not only the
normal reserve balance egual to 8 per cent of their short-term
liabilites to the public but also (1) an additional balance equal
to 12 per cent of the increase in these liabilities after the end

of iarch 1968 and (2) special deposits with the Hational Finance
Corporation ejual to 20 per cent of this measure."  (17)

ind as from lst November, 1972, the authorities were able to employ variable
cash reserves in conjunction with variable ligquid asset requirements in their

attempts to control the level of domestic credit.

. A few points, concerning the use of variable reserve requirements, demaqd gttention
and are mentioned below. In the first instance banks were reguired to hold
reserves even if it were not necessary for them to do so to safeguard their

own liguidity. Compulsory reserves above a bank's liquidity requirements are,
in effect, a tax on financial institutions as they could employ these funds

in more profitable outlets. Secondly, the monetary authofities frequently
decide on reserve requirements in the light of the banks' holdings of 'excess
liguid assets' - that is, they view these holdings as an indicator of the
credit-creating capacity of banks, It must be realised, however, that this
excess liquidity might be voluntarily held, the banks' precautionary balances
may be sreater than the stipulated requirements., It is interesting to note

the feelings of the lunt Commission (18) in respect of reserve reguirenents:

) 13 Quarterly Bulletin June, 1968 io 88 p 13,
8) Hfunt Commission. "ihe Revort of the President's Commission on Financia
Structure L He:alation," (U.5. Government Printing (Ofiice, wWashington,

1671.) iereafter referred to as the Hunt Corimission.
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"the importance of reguired reserves has been seen in their role in
implementing monetary policy. Given the agzregate of reserves in

the systen, increases in the level of required reserves restrict bank
lending end tae amount of deposits banks can create. Reductions in
reserve requirements produce less restrictive monetary policy. The
Federal Reserve, at its discretion, can have the same effects on bank
reserves by purchases and sales of government obligations.

Purchases permit monetary expansion; sales (or run-offs of maturing
issues held by the central bank) force contraction of the money
supply. Hven withont required reserves, these effects would occur
from sales and purchases by the central bank. So long as a reasonably
gtable proportion of deposits are held by banks for clesring and
transactions purposes, reserve rejquirements are unnecessary for open
market operations to control the monetary base effectively, (page 66)

+ee¢ In certain cyclical conditions the Commission believes
discretionary powers for the Board of Covernors of the Federal
Reserve System are useful, But it also agrees that gradual reductions

in the level of reserve rejquirements is the appropriate policy to
pursue,"  (pase 68)

Full agreement is-aécorded with these views. Open-market operations with the
‘back door of the central bank closed (that is, implying accommodation at
restrictive penal rates), makes the use of cash reserves a superfluous instrument
desisned to control credit extension assuming that the banks hold a reasonably

stable proportion of reserves to liabilities. ;

~Variable Liquid Asset Requiremenis: According to Dr IM,H. de Kock, former

governor of the Reserve Bank, variable reserve requiremenis, in effect variable
liyuid asset reguirements, were adopted in South Africa in 1956 to supplement
the open-market operationsg, limited by market sophistication, and to reinforce
moral sussion exerted on the banking system. He stated the advantages of this

method of control fo be:

.

"firstly, it is a method which has a direct and immediate impact upon

the lending capacity of the commereial banks and can, for example, be

used promptly to counteract the effect thereon of a sudden and substantizl
inflow of foreisn capital or of an unavoidable creation of central

bank eredit resulting from open-market operations or direct

subscriptions to public loans or in other ways; secondly, it can be
applied in eny country whether it has broad and active financial

nmarkets or not, and it lends itself to modifications and adaptations

to suit different circumstences of different countries at different

timesy and thirdly, it is capable of achieving a yreat deal in the
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desired direction without frequent or severe changes in interest
rates." (19)

Furthermore, with stipulated minimum liguid asseé ratios, should banks
decrease their 'excess' liguidity through increased lending operations, the
central bank would have a better idea of the banks' course of action as they
approached the liguidity constraints, than if there were no reguired asset

ratios.

In the Basks Act of 1965 variable liguid asset requirements were established
as the core of monetary control measures. Tt soon became apparent, howéver,
that even increasing the agset ratios up to their legal maxima would not have
. the desired effect on the banks' lending operations to the private sector,

end credit ceilings were imposed toward the end of 1965.

The aunthorities have attributed the failure of this monetary control variable

to curb credit extensions to the private sector to many factors. Thesé

factors are mentioned.below. But the fundamental factor, gmphasised by

" Newlyn and Kantor (20), is that if ydu do not control the supply. of cash (see
"Control of the lMoney Supply" above) which is also a 1iquid asset, thén thefe

is not much that variations in liquid asset requirements can do for you. Qther
factors that do add to the explonation of the failure of this instrument are

as follows: the authorities did not control the supply of assets that ranked

as "liquid assets" (defined later in this chapter), nor could they control the

(19) De Kock, M.H. "he Present Status of Monetary Policy." SAJE 1957
Vol 25 p 165.

(20) Hewlyn,; W.T. op cit pp 192 - 201; Xentor, R. "The Money Supply
and The Inflationary Process." op cit pp 314 - 329,



72-

share going to financial institutions. when the minima requirements were
raised, they were frequently met by increased credit extended to the public
sector. ind if, for example, a bank purchased Treazsury bills to augment its
gupply of "liguid assets", and the Government spent the proceeds of that sale,
this would lead to an expansion of deposits in exactly the same way as if the
bank had extended credit to the private sector; the Franzsen Commiésion made
a telling point by advocating that the legislator should be more clear as to

what he wished to achieve through stipulating liguid asset ratios;

"In the present Banks Act (1965) changes in the liguid asset
reguirements are the measures employed for purposes of monetary control
because the reguirements in connection with cash reserves are unalterable
at present, It has also been found in practice that certain borrowers
in the private sector wished to have their securities declared as

liguid =assets because this would enable them to borrow at lower rates

of interest in the money market. If liguid asset requirements are

to serve as an effective policy mersure, however, then other aims

should be partly or wholly sei aside."  (21)

and finally it was felt that, owing to the state of liguidity, the commercial

banks could easily comply with the new reguirements.

The authorities have not controlled the supply of cash, and thus liguid asset
requirements could not have been a sufficient condition for monetary control.
Lor are they necessary if open-market operations or variable cash reserves are
effectively employed. Furthermore, they have negative side-effects worth '
noting, In tne first instance, large amounts of money have been tied up in
these liguid assets and, as these assets represent particular types of lending,
this does have important implications for the development of new instruments of
finance and, for that matter, of financial markets. Secondly, in so far as

the rejuired reserve holdings are greater than that which a bank would keep

(21) Tranzeen Commission (Third Report) paragraph 608,
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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,

The Bank of England experienced similar difficulties in relying on liguid asset
requirements to control credit extension and also transferred their attention
to direct controls over credit to the private sector, rather than restrict the
total volume of credit at its source. As has been noted, the British monetary
authorities have recently changed their tactics and intend allowing greater
freedom to interest rate movements, promoting competition within the financial

sector, and giving greater atiention to movements in the monetary aggregates.

Recent amendments to the Banks Act in South Africa, effective from the

.lst llovember, 1972, made provision for the continued 2nd more stringent use

of variable reserve reguirements. Thus it seems that existing methods ﬁf
monetary control will be maintained and, therefore, little further success can -
be expected from liguid assé% ratios'in thé absence of effective control of

the cash base.

Moral Sussion: In the fifties moral suasion did not always produce a

satisfectory result, despite the fact that the banking scene was dominated by
four commercizl banks. Since the sixties, moral suasion, as far as the
authorities are concerned, has become increasingly difficult to employ
successfully =s the financial scene has changed considerably. There are now
many more bankers to persuade to toe the line and thus moral suasion has not
been required to perform a crucizl role in monetary policy. Banks have,
however, frequently been requested to curtail credit extended to certain
borrowers, for example, to speculators and importers, or for non—essentia;

purposes. The effectiverness of these measures is doubtful as the implementation
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of selective credit control is generslly inefficient and, in any event, these

directives are not legally enforcible.

Selective Controls.

Selective controls may be divided up into measures taken to restrict credit
for certain transactions, for example, the importation of consumer goods or
hire-purchase sales, and those policies employed to encourage and safeguard

the 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 ig little or no scope for open-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 and supply of credit and cannot, therefore,
ensure an appropriate distribution of the available credit between
essential and non-essential activities." (22)

Breluding consideration of hire~purchase controls, which ié dezlt with below,
there are many instances where the suthorities guide the allocation of credit.
The pressures exerted on the banks to curtail credit to importers and speculators
© have been commented uﬁon. It remains to review other methods which have been
employed to channel credit in the direction the authorities deem'desirable,-for
example: concessions in respect of the credit ceiling were granted'to_permit
eazsier access to funds, in particula;, for small businesses and farmers; and

in defining 'liouid assets' the authorities encourased certain forms of lending
operations to ensure favoured borrowers a relatively cheap source.of funds.

This redirection of credit flows is unlikely to have exerted any significant

(22) De Kock, M.H. op ¢it p 166.
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affect on the stzbility of the economy. They were employed to change the

allocation of regources.

Hire-purchase Controls: During the fifties the Reserve Bank was able to

control the credit extended for hire-purchase transactions through its control
of the four major commercial barks from whom the hire-purchase institutions
obtained their funds, This form of credit control became progressively more
difficult as the commercial banks themselves diversified into financing
hire-purchase transactions, and the hire-purchase instituticng became deposit-

receiving institutions.

To use hire-purchase controls as an anti-inflationary measure, one must presume
ﬁhat the level of savings will be increaseﬁ,'that is, frustrated buyers will

not turn to other goods, and the funds normally used to finance these trénséctions
will not be employed in some other way. The South African authority, the
Miniéter of Economic Affairs, has had basically no experience in judging the
impaset of adjustments to hire—purqhase regulations as it was only early in the
seventies that hire-purchase controls were tightened and later relaxed in

certain respects, Both actions seem to have been rather arbitrarily determined.
It is feasible to look to evidence in the United Kingdom, where hire-purchase
controls have been more freguently employed as stabilization measures, to see

what impzets can be expected.

The views here are largely summarised from the Radcliffe Report (paragraph 466)
end from ¥r Bain (23). When hire-purchase controls are tightened, usually

the minimum down~payment is increzsed and the maximum repayment period is

(3

(23) ®ain, A.D. "The Conirol of the licney Supply.” (C. Nicholls & Co Ltd ,
Ysnchester, 1971.) ;
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shortened. The formexr is likely to decrease demznd as more must be saved
vefore the consumer can acquire the goods. The initial impact may be substantial
in that sector, but 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.
Because the repayment period is shorter, the purchasers may be able to re-enter
the market sooner. In summery then, despite the fact that the desired effect
on saving is not assured, as many, frustrated in their attempis to buy

consumer durables, may purchase other commodities, there would seem likely fto

be some favourable impact on saving in the short-run. The advantages of acting
gquickly and being useful reflationary measures have also been attributed to this

form of credit control.

The 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
stabilization measures stems solely from the authorities' inability to control

the general level of demand. The dislocations caused to the various 'choéen'
sectors may be permanent =~ their long range planning is rendered inaccurate

* _and the change in salés volume may iead to increasing unit costs. The tightening
of hire-purchase regulations is also likely to discriminate agaihst lower income
groups -~ Dborrowers who have few financial assets and are, therefore, in a

poor position to borrow in other ways. A further point to be considered is

that housenholds generally use hire-purchase facilities to buy consumer

durzbles, These durables may be of a labour-saving nature and thus improve

the quality of the household's existence.



7.

Direct/Specific Controls,

Direct controls are, as the name implies, controls that disregard market forces
and stipulate that some variable may not be above or below a prescrived value,
In the short~run, there are the inevitable distortions in the allocation of
resources, and inefficiencies arising from these controls. In the longer-run,
the distortions are gtill present and manifest themselves in the manner in
which these controls tend to be by-passed. General controls, on the other
hand, seek to achieve their otjectives, as do any forms of control, through
intervention in the normal operation of the econcomy, but in a manner which uses
market forces to attain their goals. There is thus a general presumption in
favour of general controls as opposed to either direct or selective controls.

Credit Ceilings: Since llarch, 1965 the authorities have supplemented the

povers, which accrued to them under the Banks Act of 1965, by the use of direct
instructions to the banking sector, The most important type of direct instruction
to the beanks tock the form éf creditlceilings. (Deposit rate control is dealt
with below.)

The ceiling was first’institutad in October, 1965 when the authoritieé requeste@
the monetary banking institutions to restirict, as from the 31st larch, 1966,
their discounts and advances to the private sector, excluding the Land Bank, to
the level ofngch credit on the 3lst larch, 1965. The liguidity prevalent in
the economy, partly explained by inflows of foreign capital and the resort to
inflationary sources of finance by the Govermment sector, had rendered the
existin metheds of credit control, the most important being liquid asset
requirensnts, relatively impotent. In any event, as has been suggested, liquid
asset requirements sre neither a sufficient nor a necessary condition for

4.

monetary control.
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The level of the ceiling has been altered and it was extended to cover certain
invesiments in the private sector, This extension does illustratfe the point
that direct controls do tend to be side-stiepped; non-monetary banks were
placed under credit ceilings in August, 1970. Despite the fact that the
authorities had frequently expressed the view that they regarded the ceilings
as a temporary but necessary measure, the ceiling form of credit control was

only rescinded as from the lst November, 1972,

TABLE 3.

Monetary Banking Sector's

(R millions)

Year-end ! Claims on the % Increase Credit to the % Increase.
figures E Private Sector Government Sector el
!
1965 P2 105,7 701,3
1966 \ 2 209,8 i 917,6 39,4
1967 L2 484,44 12,4 991,8 1,5
1958 P2 765,0 11,3 1 134,9 14,4
1969 i 3252,6 17,6 1199,1 5,7
1970 b3 G4, §i3 1 254,6 4,6
1971 13 858,1 6,7 1 341,0 6,9
1972 Oct. | 4 114,4 6,6 1 649,8 23,0
Source; SARS Cuarterly Bulletin June, 1975 No 108,

As may be readily seen from Table 3, the monetary banking sector's claims on
-

the private sector were certainly not held static. The Trenzsen Commission
attributes these increases to the lenient manner in which the ceilings were
inplemented (vara 597), but it is possible that the ceilings were not as
effective as they were intended to be. Trom December, 1965 through to

Cetover, 1972 clains on the private sector increased by some 95 per cent.
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It is interesting %o note, particularly since the ceilings were imposed to
contain credit to the private sector, that through the same time period as
above, credit to the Government sector increased by 135 per cent. It would
appear, therefore, that credit ceilings were not successful as an anti-
inflationary instrument and that funds were re-directed to the public sector.

In fact Kantor has expressed the view that the "prime purpose of nmonetary policy
in South Africa especially since the 1965 Bank and Building Society Act: and the
amendments to other acts relating to Insurance Comﬁanies and Pension Punds has
been to direct the plan of savings to approved borrowers. By which one means
of course towards the Central Governmment, the Public Corporations, the Land

Benk, the Local Authorities and by no means least the Building Societies." (24)

ﬁ credit ceiling does, however, have the mérit of limiting crédit expaﬁsion at
one of its main sources, a% least temporarily. It might well have a legitimate
place amongst monetary measures if it is employea occasionally and for a short-
time period, when other more general instruments of control'night cause interest

rates to fluctuate to politically unacceptable levels. The Franzsen Commission

did, in fact, recommend "that the banking legislation should be amended by the

- Insertion of a section granting the Reserve Pank the power to issue credit

directives to banking institutions and also to loy down penalties when its

directives are not complied with." (25)

The Governor of the Tank of Nngland expressed his views as follows:

"The advantages of ceiling controls are clear enough. They are
udequivocal, both for the banks and their custoners; their coverage
can be extended in eaguity to competing financial institutions; and
they work guickly. "ut their drawbacks are no less obvious, notably

(24) Xentor, D. A comment on A.B., Dickman's paper "The Financing of Industrial
Development in South Africa." when it was presented to the Biennizal
Conierence of the BEconomic Society of S.4. in Jctober, 19753.

) Tranzsen Commission (Third Report) paragraph 599. (italics in the
original,)

—
N
LS4
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in checking competition and innovation within the banking sector and
encouraging the diversion of credit flows through other sectors." (26)

The drawbacks of credit ceilings deserve special mention particularly as the
recent trend in monetary policy in both Britain and the United States has been
to encourage nonetary management that will allow financial institutions to
evolve and adapt efficiently to cope better with tomorrow's needs. Factors

to be considered before placing a ceiling on credit are as follows:

(i) They are undoubtedly damaging to the competitive strength of the
banking industry. The efficient have been prevented from growing
and the less eff'icient have been aided to maintain the level of

their business.

(ii) They encouraze the diversification of the banking industry which
obviously will affect the velocity of circulation of money. This
artificial spur to diversify rsy imply that funds are not being most
efficiently utilised. If. the diversification of the banking
iﬁdustry is not deemed desirable, then a situation of controls

breeding more controls is easily envisaged,

(iii) Concessions were anncunced to various sectors, for exsmple exporters,

to ensure them an sdesuate supply of funds, Thi

@

naturally reduces
the effectiveness of the ceiling to control credit expansion,

Should young and dynamic firms not receive concessions they may well
ve penalised vis-a-vis the more established larger companies whose
rate of growth is relatively slower. Evidence stemning from the

work of I's J. Nattrass (27), however, indicates that the indirect

(2¢) Governor of the Lank of bngland., “lonetary lanagement in the United
Kingdom," ol Tuarterly Bulletin darch, 1971 Vol 11 Yo 1 p 41.
(27) Kattrass, J. "ine wffect of Credit Control upon the Financing of

dusineas.” SAJE 1972 Vel 40 pp 84 - 93,
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effect of monetary measures on overall demand, rather than the direct
effect of the credit squeeze, plus other factors such as constraints
on the utilisation of lsbour, 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 overdraft system of credit extension.
Turthermore, greater use is likely to be made of overdraft facilities

once a credit sgueeze is imposed.

(v) The existence of a ceiling will tend to exert upward pressure on

interest rates, and encourage grey market activities,

(vi)‘ The Reserve Bank is entailed with the administration of this policy
measure, This would involve the collection and inspect@on of data
at short intervals, and the decision-making as to wheﬁ and by how
much the ceiling should be raised or lowered, to whom coucessions -

should te granted and the magnitude of such concessions.

Measures Aimed at the Cost of Credit,

The importance attached to a preferred interest rate structure has already
been discussed. The authorities do adjust the level of interest rates over
which they have control, but the adjustments tend to follow market pressures
rather than lead the market. Basically, interest rates have been changed too
little and too late to be successfully employed as stabilization measures.
iention remains to be made of deposit rate controls and Bank rate adjusiments
-~ the use of both these measures have important implications for the

'

stability of the economy,

w



82.

Deposit Rate Controls: On the 22nd March, 1965 deposit rate controls became

effective for all institutions falling under the Banks Act and 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 i933,
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, that he would not wish to debate the
validity of the asgssumption that free market forces would best allocate funds
apd determine the most appropriate interest rate structure. But he would
question whether in fact these forces were operative in the economy at that
time,  PFurthermore, he mentioned that it was unrealistic to ignore the sécial
and political factors which were important determinants of economic policy.

He concluded his justification of these controls with the statement that the

Reserve Bank regesrded their imposition as a temporary measure,

J.H. Meijer (28) explains the institution of deposit rate control by referring

to the competition for funds pushing up deposit rates along with lending rates.
From the authorities' viewpoint this was especially undesirable "in respect_of
mortgage rates, Furthermore, commercial banks and building societies were

more constrained in their sbility to raise lending rates and thus depdsit

rates than were other 'monetary banké'. He felt that the reversal in the

flow of funds from hire-purchase, savings and general banks, who lost R98 million
of fixed and notice deposits between March, 1965 and March, 1966 as against

an in;rease of R265 million during the preceding year, could be explained to

sone extent by the imposition of these interest rate controls.

(?8) Meijer, J.H. "Banking in South Africa and the Banking legislztion
of 1965," Cenadisn Banker ilinter, 1966 pp 90 - 104.
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Interest rate control was rescinded on the 8th July, 1966 as part of a new

policy-mix to extinguish the inflationary pressures.

In effect, deposit rate controls were applied in the course of 1969 when the
banks and building societies were freguently requested to maintain a maximum
rate of 7 per cent on deposits. This pressure was exerted "to prevent the
rising costs of funds to the banks and building societies from being reflected
in higher bank lending and building socieity mortgaze rates.” (29) This moral
suasion was withdrawn when the authorities announced, on the 12th August, 1970,
the principle of paying subsidies %o privileged borrowers rather than to keep
down the entire interest rate structure. The Minister of Finance commented

as follows on deposit rate conirols:

"Controls on deposit rates, in so far as they are effective, prevent
interest rates from fulfilling their function, which is to bring the
* demand for and supply of loan funds into eguilibrium through, where
necessary, stimulating saving and discourazing investment. They
distort the flow of funds in the money and capital markets so that
funds tend to flow into uncontrolled investment channels or in directions
where the income on investment takes a form other than interest.

They stimulate the growth of the so-called 'grey market' where
substantially higher interest rates are offered.

IExperience in the past, and at present, furthermore shows that
effective control even of the depogit rates of financial institutions,

ig very difficult, since the control is often evaded by the payment
of commission or other devices." (30)

In view of the above quote, the fact that deposit rate controls were re-imposed
on the 29th liarch, 1972 is somewhat astounding, They were imposed to prevent
competition for funds from bidding up deposit rates and thence lending rates,

in particu;ar, mortgage rates. The fact that the credit ceilings were raised

at the time was believed likely to cause increased competition for deposits.

) SARB Anrual FEeonomic Report 1970 p 30.
Q) Minister of Finance in the Budget Speech delivered on the 12th Aufu 3ty L9T0

p 6.
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"Among the institutions which sghould benefit substantially from these
controls are the building societies, The societies have already
received exceptionally favourable treatment from the authorities in
meny ways, and I trust that they will find it possible to fulfil
adequately their function of assisting the ordinary man to build or
aequire a house.”  (31)

The shortconings of deposit rate controls were outlined above in the extract
from the Minister of Finance's Budget Speech of August, 1970. It would seem,
therefore, that the South African authorities should pay heed to the Hunt
Commigsion's recommendations as they had advocated that "except on a standby
basis, all controls on rates peid to depositors be eliminated." ~ (32)

Even this emergency power was to be removed after a 10 year period.

In particular, they recommended that institutions should not be forced by -
- regulations to speciazlise, but should be allowed to shoose freely their scope

of operations.

"The commission recommends sweeping changes in the portfolio
restrictions of finaneial institutions. The recommendations
emount to a wvirtuasl removel of both geographic and asset class
restrictions.”  (33)

If 2 financial institution should wish to specialise, it must recognise that,
after some transitional period, the protective regulations accompanying the
enforced specialisation of the past would cease to exist. Increased‘
competition could lead to improved éfficiency and lower lending prices as well
as the convenience of one-stop banking. The Commission also favoured the
payment of subsidies directly to the consumer when market forces did not

satisfy social goals.

(31) 1inister of Finsnce in the Budget Speech delivered on the 29th Iiarch, 1972
P 5.

(32) Hunt Commission p 23.

(33) Hunt Commission p 31.
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Subsidies would avoid the 'warping of finencial institutions' and would be directly

measurable,

The 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 Hunt Commission recommended that:

"the rates on mortgages, both government guarsnteed and conventional,
be determined in the market place. Accordingly, it recommends that
all ceilings on interest rates be removed. Additionally, it
recommends that a standard variable rate mortgase be established.
Finally, it recommends an extension and improvement of the secondary
market for mortgages." (34)

The improvement of the secondary market for mortgages is designed to improve
* their liquidity and, together with the variable interest rate morigacge
recommendation, are designed to boost the share that mortgages mzke up of the
total asset portfolio of finencial institutions. Te Commission advocated, in
the light of this latter recommendation, that the mortgaéor should be offered
the option periodically of continuing the arrangement or arranging new

financing with no penalty incurred.

Bank Rate: Bank rate represents the rate at which the Reserve Bank usually
discounts Treasury bills, land Bank bills and bank acceptances from certain
financial ingtitutions, or grants advances secured by Government stock. Changes
in Bank rate effect changes in the borrowing and lending rates throughout the
economy as the commercizl bznks' minimum lending rate moves with the Bank rate.
flterations in Bank rate also affect the Treasury bill rate, the call rate and

the rate on short-term Government stock. With the development snd incressing

significance of financial institutions other thon commercial banks, the effects

(34) Hunt Commission p 77
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of Bank rate changes have been somewhat less pervasive.

A factor affecting the freauency of changes in Bank rate in South Africa has
been the concern for the nominal level of interest rates, particularly

building societies' mortgage rate. The building societies compete with
commercial banks for funds. They will, therefore, wish to increase their
deposit rates to maintain this competitive position should Eank rate be raised,
and strong upward pressure on mortgage rates will be exerted through this
increagsed cost of acquiring funds. Thus in comparison to the use of Bank rate
alterations as a stabilization measure in the United K§ngdom (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 Dank rate was increased by %4 per cent. Even since August, 1970,
when it was announced thal subsidies would be paid to certain borrowers to
offset the increased costs of borrowing, Bank réte has been changed only

twice.

As has been suggested, the monetary authorities have not frequently used
severe penal rates for discounting 'liguid assets' so that they might obviate
the necessity of meeting the resulting increased demand on Reserve Bagk
credit, and that they might{ maintain relative stebility in the interest rate

structure.

(35) The comparison is not altogether valid owing to London's position as one
of thé finaneial centres of the world. “Bank rate changes in the U.X,.
have been frequently made to influence capital flows, In South Africa,
the exchange controls obviate, to a large extent, the necessity of using
Bank rate changes in this respect -~ the outflow of capital is controlled
while the inflow is more likely to be in terms of direct investment where
the growtn potential of the economy is likely to exert a more significant
influence on the decision to invest than would a high interest rate
structure.



87.

Financing of Government Expenditure.

This section is included under monetary policy as the menner in which the public
sector finances its expenditure affects, and is affected by, the monetary
environment. To finance its expenditure, the Government may either tax, print
money, or borrdw, or employ some combination of these three methods.

Government expenditure has been rising for some time ( see grasph on page 1092),
and it hés becone incfeasingly difficult to finance this expenditure from non-
inflationary sources, that is, from genuine savings, given the preferred interest
rate structure. If is never popular, nor necessarily desirsble (see discussion
of fiscel instruments), for governments to raise taxafion to meet the incressed
needs of the Exchequer. Moreover, given the presence of inflationary pressures,
the authorities are obviously loath to finance Government expenditure by -

" printing money. Before examining the impact of borrowing operations generally,
comment should be made on the several saving campsigns launched reoentlyt By
raising the level of domestic saving the Govermment has hOped; on occasions, to
increase its avility to finance its expenditure in a manner which @oes not
contribute to the inflationary pressures in the economy, But as Dr De Villiers
Graaff (36) has stated

.

"The money invested in these (the Treasury's issue of tax-free) bonds
would almost certainly not have been spent on current output,
Voreover, the attraction of their tax-exempt return is precisely to
people who want a larger after-tax income to maintain or improve
their stendard of living. I suspect, therefore, that selling tne
bonds has had no direct effect on spending, and that paying the
interest will in due course add to the pressure of demand for
current output. Their only redeeming feature (in the present
inflationary situation) is that their issue reduces private
liguidity."

(36) De Villiers Graaff, J. "The National Debt." SAJE 1969 Vol 37

p 12"#
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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.

What is important in Government borrowing operations is the kind of securities

sold as different maturity-mixes of assets issued will affect agiregate demand

differently.

T'ollowing Professor Culbertson (37) a comparison is made between two extreme
sets of consequences of borrowing short-term and long-term. Borrowing short-

term will tend to:

(i) promote lower interest rates in the long-term debt used to finance
most private investment expenditures which are likely to be
responsive to interest rate changes: that is, a condition will be

created in the capital market more receptive to new private borrowing;

(ii) the resulting capital gains engendered promote optimism and provide

a meang of financing private expenditure;

(iii) since the larger supply of liquid assets are not closely competitive
with sensitive private borrowing and will be held partly in place

of cash balances, they will not offset these expansive effects;

(iv) moreover, assuning obstacles in the way of credit ceilings, an
increased supply of 'liquid assets' to the banks implies greater
potential for credit creation. The potential effect on liguidity
is even greater where the central bank supports the price of the

debt it has created by issuing more money.

Borrowing long-term, on the other hand, increases the cost and reduces the

availability of funds for private sector borrowing in the capital market.

(37) Culbertson, J.M. "Full @mployment or Stagnation."  (McGraw-Hill Book
Co 4 1964.)
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The resulting reduction in private investment expenditure offsets the expansionary

impact of Government expenditure.

Since the early sixties the suthorities 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 maturity.

TABLE 4.

Long~Term Interest Rates On Fixed Interest Pearing Investments,

(Percentages.)

Date ! Yields on Yields on new issues. (1) '
t  Jlong-term Company stock, Fublic (2) Municipal (2)
' Government debentures, Corporations.  stock. (3)
End of: ! stock. (4) and notes.
i S ———e—— S —
:
1965 6,000 7,500 6,659 6,750
1966 E 6, 500 7,500 7,028 7,204
1967 i 6,500 g, 500 7,273 7,248
1968 16,500 8,500 7,223 7,200
1969 ! 6,500 8, 500 7,302 7,250
1970 ! 7,750 10, 000 8,787 8, 810
1971 ' 8,500 10, 250 9,280 9,280
1972 18,125 9, 500 8, 390 8, 500
Notes: () Including broker's commission,

(2) Securities with the longest maturity at the particular date.

(31 Cnly the five larges municipalities,

?4) is quoted in the SARB'gs pattern of rates for {ransactions in
Government stock.

Source: SARB fuarterly Bulletin June, 1973 No 1(B.

Thus voluntary demand for these securities has been relatively low and the

authorities have been 'forced'to create and extend the so-called ‘captive!
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market to ensure greater response to an issue of public sector securities.
They chose this alternative rather than increase the returns on Government stock

enough to make them an attractive form of investment.

Two groups of financial institutions are required to hold public sector stock

in their portfolios., According to the Franzsen Commission, the reasons for the
application of portfolio reauirements to deposit-receiving institutions are
considerations of "linuidity and solvability" (38); and as regards the second
group, savings institutions such as insurers and pension funds, "the original
intention of the legislature in respect of prescribed investments in state and
other issues of the public sector was that policy-owners and future pensioners
should also be protected." . (39) L translation from Dr Franzsen's article
"Die Beheer van die Staatskuld" (40), provides a further justification for the
extensicn of the captive market. He felt that as long-term insurers and pension
funds have a definite interest in the maintenance of price stability, they should
subscribe more towarde Government securities to ensure that uée ig not made of
inflationary methods of finencing Government expenditure. It would seem
advisable, however, that the Govermmen% finance its expenditure completely.
through taxation and genuine borrowing rather than create a .captive market.

(The implications of a captive market are discussed below.) - Insurance

compenies sre surely competent to manage their portfolios successfully

whatever the rate of inflation and there is no justification for calliﬁg on

them to make involuntary contributioﬁé toward the public sector at a

comparatively low rate of return on their funds.

(38) ¥ranzsen Commission (Third Report) parsgraph 228.

(39) Franzsen Commission (Thizd Report) parag sraph 228, _

(40) FPrinted in "Die Ekconomiese Politiek van Suid Afrika." (HAWMS,
a

Cape Town, 1967,) Edited by Lombard, J.A. p 80.
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TABLE 5,

Major Ownership of Domestic lMarketable Stock Debt of Central Government.

nd of:

1960
1961
1962
1963
1964
1965
1966
1967

1968

1969
1970
1971

1972

1960
1961
1962
1963%
1964

=
\C \O
N Oy
{0 T W4

=
O

43}
—

© 1968
1969
1970
1971
1972

B S —————————— e B A Y

S P ——————— e e e

ST R S S R T = =

%]

(R millions)

SHORT — TERM (1)

Banking

PDC  Sector (2)
32,1 139,4
25,9 137,0
61,7 163,9
126,9 244,5
169,4 300,3
148,1 372,1
123,9 550,3
135,0 627,2
103,8 T47,1
6,2 760,2
1751 785,5
29,5 845,8
23,8 963,2
01%,1 229,0
072,8 205,9
192,6 206 ,2
277,1 152,0
426,0 128,0
621,17 116,5
155,6 144,17
968,5 107,11
22%,8 145,8
547,3  121,6
122,53 104,9
€43,2 107,3
899,2 268,8

Building
Societies

5s4
4,2
8,2
15,4
5542
48,0
75,6
80,0
83;3
84,9
94,6
98,2
123,8

LONG — TERH

48,6
39,0
57,0
64,4
53,4
28,1
22,6
18,5
24,4
i s
17,9
17,5
28,4

Unit

Trusts

|

4,1
20,4
80,5
54,7
48,7
47,8

Insurers
and Private

Pension Funds  Total
2,6 200,9
7,3 193,8
9,2 266,1

18,6 440,8
14,2 254,9
7,0 607,5
8,5 - 19142
11,5 899,4
8,3 987,1
551 891,4
4,0 932,2
2,9 1 033,4
4y3 1185,3
93,3 1 473,5
96,4 1 524,9
10%,3 1 675,8
91,3 1 686,5
84,1 1 783,9
90,4 1 945,3
154,2 2 197,6
214,7 2 4125
292,9 2 832,17
369,8 3 260,0
417,6 3 426,7
519,0 3 647,8
756,8 4 263,5
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Fotes: (1) i.e. with outstending currency not exceeding 3 years.

(2) SARB, commercial banks, merchant banks, discount houses, and
other banking institutions of which the monthly average amount
of demand deposit liabilities 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 amount of short
and medium-term deposit lisbilities during the preceding
calendar year collectively amounted to at least one-third of
the total deposit lisbilities of such an institution or at
least R30 million.

Sourcet: SARB Quarterly Bulletins December, 1970 and June, 19735 Nos 98
and 108 respectively.

These figures give some indication of the gize of the captive market, The use
of the Public Debt Commigsioners' funds is severely prescribed and thus it is
no surprise that during 1970, for example, they owned more than 60 per cent

of the domestic marketable Centrazl Government debi.

It was noted above that a reason advanced for the control of financing institutions'
portfoliocs 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 té protéét the cbnsumeﬁ. They maintained that, if

portfolio requirements were ingtituted to control the riskiness of financial
institutions and thus to protect the uninformed consumer, this could be

achieved better through deposit insurance where those institutions with high

risk portfolios would be required to pay loaded premiums. Furthermore, as

has already been mentioned, the Hunt Commission did recommend a considerable

increzse in the leeway of financial instituticns to menage their owm portfolios.
It is worth quoting the Hunt Commission's general views on a captive market :

"4 sugzestion sometimes made for financing socially desirable
objectives is to regulate directly the portfolios of financial
institutions. This shifts real resources by altering demand
among types of debt instruments and imposes a hidden tax on the
depositors of the affected institutions... The Commission favors
the use of direct subsidies or tax credits because they are less
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inflationary, do not warp finencial institutions, 2nd bring
market forces into play in pursuing the nation ‘'s goals." (41)

Viewed in this light, the fact that the Franzsen Commission did not recommend
the ebolition of the captive market is disappointing., They did, however,

state that they were against the use of additional forced savings being

imposed on certain institutions,

"Should the government wish to make use of additional forced saving,
it would be more equitable to do so by way of loan levies imposed on
all taxpayers." (42)

They also advocated that the practice of quoting rates for Government securities
be discontinued and that the Treasury should take greater heed of market rates

. of return when issuing Government stock.  (43)

Perkins (44) maintaing that a cantive market inhibits the use of the bond market

as 2 chennel for monetary policy. He points ocut that tﬁe essence of anti—cyciical
policy is to encourage financial institutions, who make up the captive market,

to lend more rendily to the private sector during = dowvnswing and more to the
Government during an expansionary phase, where the proceeds of the loang can be
sterilised. This typé of policy would require returns on Government securities

to be changed appropriately in relation to the returns on the private sector's
securities. Where legislation forces financial institutions to hold a

greater proportion of public sector securities than would be held in the

absence of intervention, these institutions would be unlikely to respond to

(41) nunt Commission pp 17 - 18,

(42) TFranzsen Commission (Third Report) paragraph 231,

(43) Fronzsen Commission (Third Report) paragraph 683, :

(44) Perkins, J.0.N. (ed) "iacro-economic Policy A Comparative Study
Mugtrsiis Canada New Zealand South Africa.” (George Allen %

Unwin Ltd , lLonden, 1972.)

—— e S S —— Y
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the appeal to lend more to the government sector, whatever the economic situation,
unless returns on public sector bonds were raised - then, of course, the captive

market dissolves.

TABIJE 6 .

Marketable Central Government Stock Debt by Unexpired Maturity.

(R millions)

DOMESTIGC
Maturity Intervals.

Not exceeding Exceeding 1 Exceeding 3 Exceeding Averazge
but but maturity
End of: 1 year not 3 years not 10 years 10 years Total (months)
y '
1960 ! 126,0 74,9 199, 4 ST 1Y LTS iR 6
1961 ¢ 33,6 160,2 - 789,8 726,0 - 1.001.5,  118,1
1962 1 41,3 294,8 726,4 949,4 1 942,00 1817
1963 1 48,3 392,5 570,4 1 136,31 2 12,3  A20,3
1964 1 106,0 449,0 545,86  1238,1 2 338,8 114,4
1965 286,5 321,0 515,9 1 429,4 2 552,68  114,1
1966 ! 162, 4 634,17 454,7 1 742,9 2 994,71  128,1
1967 ! 158,5 740,8 395,9 2 016,4 3 311,6  137,7
1968 1 5515 fhe 510,3 759,0 2 073,6 3 820,4  146,6
1969 | 263,4 628,0 910,7 2 349,3 4 151,5  158,0
1970 ! 246,9 655, 3 1 026,8 2 399,9 4 358,9  -154,4
1971 | 381,1 652,3 1 079,2 2 568,7 4 681,2 152,3
1972 | 304,1 881,2 1 308,3 2 955,2 5 448,8  159,T

Source: SARB Quasrterly BPulletins December, 1970 and June, 1973 Nos 98
and 108 respectively.

Despite the fact that these figures are yesr-end figures, it is apparent that

no marked snti-cyclical debt menagement policy has been pursued in South Africa.
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In conclusion, it has become imperative to finance necessary public sector
expenditure from sources which would not add to the inflationary pressures
prevaelent in the economy. A major step in the right direction would be to

offer competitive returns on Government securities. This would facilitate the
use of debt manzgement as part of an anti-cyclical policy, snd also obvizte the
necessity for a captive market and thus improve the efficiency and competitiveness
of the finasncial sector. Furthermore, the way would be opened to controlling

the level of domestic credit creation,

RFECENT DEVELOPMENTS IN LEGISLATION AFFECTING MONETARY POLICY IN ITS

PURSUIT OF A STABLE ECONOMY.

Tn the early‘fifties the banking sector was dominated by four large commeréial
banks. The authorities engaged in discount and interest rate policy, open-
merket operations (to a very limited extent) and moral sussion to achieve their
objectives. In 1956 the Reserve Bank Act was 2mended to 2llow the authorities
to cell for supplemenfary rééerves. " In effect this new measure took the form
of a variable 1iquid asset requirement, rather than a variable cash resexrve,

as the commercial banks could meet the increase in their cash requiremenis by
inereasing their holdings of certain liguid assets, A further amendment

in 1961 allowed the Bank to decrease the commercial banks' minimum cash reservé
ratio against their demand deposits to not less than 6 per cent.

In 1964, in terms of the General Loans Act, the monetary authorities were
suthorised to borrow any amount deemed necessary to achieve a desired financial
environment, This was permitted provided that the amount borrowed, in excess
of the zmount required to finance the deficit on Loan Account, was deposited in

the Stabilization Account with the Reserve Eank,



Major Changes Incorporated in the Banks Act of 1965: Early in 1961 the Minister

of Finance appointed a Technical Committee to examine the provisions of the

Banking and Building Societies Acts.

The new Banks Act came into being on the lst January, 1965 as far as the commercia
banks were concerned, and embodied the recommendations of the Technical Committee.
This legislation was made applicable to all banking institutions, the main
exceptions being the Post 0ffice Savings Bank, the Reserve Bank, the Industrial
Developnent Corporation, the PDZ, the NFC and building societies. The
institutions affected by the legislation, other than commercizl banks, were

allowed a year to adjust to the new requirements.

The new reserve requirements were fixed in terms of the term structure of éhe

' liabilities.’ The cash ratio was set at 8 per cent of the financial institution's
short-term liabilities (not applicable to discount houses). The provigion for
supplementary cash reserves was rescinded. The main operational instrument
incbrporated in this Act was'variaplé liguid asset reguirements. The

requirements ere given below as they appeared in Act No. 23, 1965:

(1) A banking institution (other than a discount house) shall maintain in

the Republic liguid assets amounting to not less than the azgregate of -

(a) 30-per cent of its short-term lisbilities to the public in the

Republic, other than liabilities under acceptances;

(v) 20 per cent of its medium-term lisbilities to the pubdlic in the

Republic, other than liabilities under acceptances;

(c) 5 per cent of its long-term liabilities to the public in the

Republicy and

(d) 10 per cent of its liabilities under acceptances, ...
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(3) (2) Vhenever the Reserve Bank deems it desirable in the national
economic interest, it may with the consent of the Treasury

from time to time determine =~

(i) that in respect of the institutions of a particular

3 class 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
than 20 and 10 respectively; or

(ii) +thet every institution of a particular class shall
maintain, in addition to the liguid assets reguired
by sub-section (1), supplementary liquid assets in the
Republic at least equal to percentages prescribed by the
Reserve Bank, but not exceeding 70 per cent of the amount
by which the short-term lisbilities to the public, or 80
per cent of the amount by which the medium-term liabilities
to the public, payzble by the institution in the Republic
exceed the amount of such liabilities 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;

(¢) devosits withdrawable on demand with the National
Finance Corporation;

(d) deposits withdrawable on demand with 2 banking
institution which is reguired to maintain a reserve
balance with the Reserve Bank;

(e) loans to discount houses repayable on demand;
(f) Treasury bills of the Reputlic;

(g) stock of the Government with a maturity to the latest
redemption date of not more than three years;

(h) bills issued by the Lend Bank and =dvances to the
said bank, which at the option of ,the lender, are
convertible into bills;

(i) debentures of the Lend Bank with a maturity of not
moxre than three years;

(3) &cceptonces of a banking institution which is required
to maintain a reserve balance with the Reserve Bank,
not being acceptznces of the banking institution
concerned itself;
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self-liocuidating bills or prommissory notes arising out
of the movement of goods, with a maturity not exceeding
21 days, or 6 months in the case of agricultural bills,
and which are eligible for discount by the Reserve
Bank; and

such other assets as the Registrar may by notice in
the Gazette approve for the purposes of this definition,

Turthermore, a banking institution (other than a discount house) shall maintain

in the Republic prescribed investments of an amount not less than 15 per cent

of its liabilities to the public.

'prescribed investments' means the aggregate amount of =

(2)
(b)

(e)

(a)
(e)
(£)

(&)
(n)

(1)

-(3)

(k)

liguid assets;

deposits with any banking institution which is regquired
to maintain a reserve balance with the Reserve Bank,
other than deposits ranking as liguid assets;

deposits with a permanent building society whose total
assels as at the end of the last preceding quarter
smounted to not less than ten million rand;

deposits with a local authority within the Republicj
deposits with the National Finance Corporation and
loans to discount houses, other than deposits or

loans ranking as liguid assets;

stocks of the Government, other than those ranking
as ligquid assets;

debentures or stock guarenteed by the Government;

stocks of and loans to any local authority in the
Republic;

debentures or stock of the Rand Water Board or the
Electricity Supply Commissionj

debentures of the Lznd Bank, other than those
ranking as liquid assets; and

such other investments as the Registrar may by
notice in the Gazette approve for the purpose
of this definition.
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Major Chenges in the Fowers Conferred on the Reserve Bank since the Banks Act

of 1965: Early in 1965, using the powers conferred on it through the Currency
and Exchanges Act of 1933, the Reserve Bank issued a proclamation laying down

maximum rates of interest paysble on deposits of varying maturities.
Towards the end of 1965 credit ceilings were implemented initially in the form
of formzl requests to the banks, but as from 1967 these ceilings were made

mandatory in terms of the Currency and Exchanges Act.,

Turther use of this Act was made in 1968 when supplementary cash reserves were

called for as an emergency measure.
In 1969 the Reserve Bank was authorised to issue its own interest bearing stock.

Vinancial Institutions fmendment Act of 1972: As from the 1lst Novembver, 1972,

lmendments to the Banks fAct of 1965, as contained in seFtions of the Financial
mstitutions Amendment Act of 1972, came into effect. These amendments
considerably strengthened the arsenal of anti-inflationary weapons at the
 disposal of the authorities. But whether or not in a desirable direction is
debated below and has been touched on in the discussion of liguid asset

reguirements.
The main changes brought about by this legislation are summarised briefly below:

(1) The Reserve Bank may now incresse the minimum liquid asset ratics to 60, 40
and 10 per cent of short, medium and long-term liabilities respectively.
Previously the authorities could only call for increases in excess of 1C per

cent via the emergency powers embodied in the Currency and Exchanges Act.

Turthermore, the Bank is now authorised to call for supplementary liguid
assets not exceeding 70, 50 and 20 per cent of increases in the short,

medium and long-term liabilities as from a specified date.
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Using these two methods concurrently, the monetary authorities can, if
necessary, impose an increase in liguid 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 lizbilities. Prior to these amendments the
monthly increase in respect of short and medium-term lisbilities was

limited to 4 per cent,

(2) Provision was made for a variable cash reserve requirement ranging from 8
to %8 per cent against short-term liagbilities and from 0 to 20 per cent
against medium-term liabilities. Purthermore, the Bank can czll for
supplementary cash reserves equivalent to 70 and 50 per cent of an
increase in banking institutions' short and medium-term lisbilities

after a specific date.

(3) The requirements relating to the asset mix were made more stringent to
avoid unduly large proportions of liquid asset reguirements being made up
from holdings of bankers' acceptances, trade bills, agricultural bills

(other than Land Bank bills) and pramissory notes,

(4) The definition of 'prescribed instruments' was narrowed and will have the

~effect of expanding the 'captive market'.

It is spparent that these amendments were the logical extension of the powers
provided for under the 1965 Banks Act. But in view of the discussion of
monetary instruments and, in particular, noting the Hunt Commission's trend of
thought and the recent change in emphasis in monetery policy in the U.K., this
mere extension is disappointing. Notwithstanding the concomitant disadvantages
of a captive Hﬁrket, it was again extended. In fact, the legislation ‘does not
reflect any great effort to improﬁe the competitiveness in the financial sector.
Reliance on varisble reserve requirements is 1ikély to be the main policy
instrument employed to achieve policy objectives, with interest rate priorities
ranking high in these objectives. Open-market operations, as yet, do not seem
to be considered as thé measure for controlling the cash base of the system and

thus domestic credit expansion,
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APPENDTX,

TLBLE .

Bills Acauired from and Advances to Discount Houses,

the 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 122,31 33,0 42,8
1) 3T+5 19,5 31,2 F 114,2 62,0 69,8
M 63,4 — 58,3 M 94,7 53,0 39,5
Ko 73,1 o 34,2 A 148,1 6,0 21,2
M 65,6 - 346 W 39,5 19,5 - 51,6
J 59,0 -— 58,7 J : 17,2 30,0 86,2
J 112,8 26,0 5543 J 1787 51,0 79,8
- "R 39,0 65,4 i 116,5 95,0 92,2
8 T+4 31,5 T0,7 S 188,2 1355 87,9
0 - 21,0 7, 36,1 0 72,8 64,0 89,2
N 0,5 " 17.0 56,3 i 98,0 45,5 85,9
D o 12,0 54,9 D 117,4 60,5 90,8
1971 1972
J 238, 4 7345 86,2 J 61,4 138,5 114,9
F 66,4 78,0 97,8 F 18,8 106,0 128,8
] 38,5 78,0 105,0 M 135,2 21,5 117,32
A 2,6 40,0 74,5 A 29,7 8,5 153,3
1 82,3 - 70,5 1 117,4 10,0 132,2
J 47,5 40,0 IRE.T J 48,4 33,5 130,8
J 150,45 66,0 77,0 J 102,5 6,0 80,8
A 22,8 96,0 133,53 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 13,2 - 101,8
N 99,5 102,5 120,6 N 82,5 - 74,2

D 59,4 126,0 143%,9 D 4%,8 - 7543
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"To discourage excessive use of central bank credit, the Reserve
Bank from July, 1970 applied progressively higher penalty rates to
discount house borrowing, which reached a level of 2 per cent zbove
Bank rate in September, 1970. In October aznd liovember they
succeeded in substantially reducing their indebtedness to the
Reserve Bank." (2)

lotes: (1) Includes the 1FC, commercial banks, merchant banks and other
monetary banking institutions.

(2) SARB Annual Economic Report, 1971 p 26,

Source: SARB Quarterly Bulletins.,



103.

G H VA PIEDEE R L

FISCAL MEASURES.
T T T T T T T T T P A T T e I I A U A TN

INTRODUCTION.

"I do not wish to argue in detail the broad possibilities of fiscal
policy, which seems more suited to influencing the distribution of
income and property, the allocation of resources between investment
and consumption over time, or the promotion of particular activities
such as gold mining a2nd agriculture. Whatever these potentialities,
they will have to be operated in concert with monetary and banking
policy, if the volume of expenditure is to be influenced. Variations
in the supply of credit affect directly the aggregate means of

payment, and can be operated with a congideravle degree of flexibility.
But this is by no means a common opinion." (1)

Iut it is an opinion which has become increasingly accepted since the time of
thig article. In agreement with this view, fiscal measures will receive less

detailed treatment than that given to monetary instruments.

The decision to limit the discussion of fiscal measures is perhaps further
justified by the lack of flexibility of fiscal policy (2). Parlisments have
been unwilling to delegate authority to permit greater freedom for tax rate
changres. Sales tax changes in South Africa are an obvious exception. llot
only are fiscal policy variations relatively inflexible but tax rate changes
may not 31W°ys;be politically feasible. That part of the electorate with

forward commitments could be caused embarrassment by, for example, an unexpected

increase in their income tax liability. As Dr Van Vzasdijk so aptly puts it:

(1)  samuels, L.H. "Control of Inflation." SAJE Vol 35 1967 p 354.

(2) See Steyn, D.H. (ed) "iInleidine tot die Suic-Afrikasnse Staatsfinansies."
(J.L. van Schaik Bpk , Pretoris,l961,) pp 52 - 603 and Ven ilaasdijk, T.
"Public Dxpenditure in South Africa." (Witwatersrand University Fress,

Johannesburs, 1964,) pp 83 = 91 for a detailed account of the budgetary
process in Socuth Africa.
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"FPundamentally, the process of governmént is a political one, no matter how far
reaching its economic implications may be." (3) ©Even if fiscal policy,
pertaining to tax changes, were accorded greater flexibility and the authorities
were thoroughly committed to the objective of economic stability without

regard 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. Furthermore, ezach
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 ¥ill emphasised more than a century ago the importance
of certainty as regards tax liabilities. It would appear then that the only
real argument in favour of greater flexibility in tax rate changes would stem
from possible mitigation of an error in policy resulting from a misleading
forecast. That is, when taxztion policy was moving in the wrong direction,
Turthermore, the lack of sophistication in the use of fiscal messures is
highlighted by the deviation between planned end realized Government expenditures
and revenues (dealt with in Chapters V1 and V11). A final point worth
mentioning in connection with fiécal policy is the view held by certain hard-
line monetarists that fiscal policy only matters, as regards considerations of

econonic gtability, in so far as it affects the supply of money.

In the light of the above statements, sgreement is reached with Van Waasdijk's
view that: "Although the budget, used alone or in concert with other
instruments, may prove a highly effective means of achieving cexrtain objectives
of economic policy, the primary aim of budget itransactions is not economic

stabilization but good national housekeeping." (4)

(3) Van Waasdijle, .  opieit "m 25
(4) Vvan Waasdijk, T. op: cit »p 18.
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Tocusing attention on the expenditure side of the bwudget, the co-existence of
inflation and unemplcyment has removed the usefulness of general ‘pump-priming’
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
geem unambiguous. At other times, greater 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. lore often than not, Government expendifture would be
ugseful in a stabilization programme if it were flexible in the downward direction,
assuming that the authorities were not likely to succeed in financing Government
expenditure from genuine saving. As discussed below, it is extremely

difficult to reduce Govermment expenditure. Therefore, in viewing fiscal
policy's potential contribution towards improved stability, the bulk of the
‘discussion will be centered around the suitability, oxr rather unsuitability,

of various taxes as stabilization measures, particularly in their role as anti-

inflationary measures.

Van Waasdijk (5) has classified the purposes of various tax changes into three
_ categories: Short-term stabilization, medium-term anti-cyclical action, and
long-term restructuring the shape of the economy. The taxes discussed below
will only be those commonly thought suitable for short-term attempts ail
stabilization and medium-term anti-cyclical policies. These taxes have been
grouped into 'direct' and 'indirect' taxes. The grouping used is intended

to be uncontroversial, and the debate of whether or not the incidence of the
tax may be shifted or not, is not entered into. Little or no attention has

been given to objectives other than stability.

(5) Van Waasdijk, T. "Some thoushts on Indirect Tax Effects in South Africa."
SAJE 1969 Vol 3.
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There is a danger of viewing policy instruments in isolation. For example, if
personal income tax rates were raised in an effort to combat inflation, the
effect of this measure would depend partly on whether or not other tax rates
were lowered, whether or not the increased revenue was deposite&‘in the
Stabilization Account or simply spent, and if so, on what it was spent. These
questions must be answered when viewing the budget as an instrument of stabiliza-
tion policy. In this thesis, however, each policy instrument will be viewed
'ceteris paribus' to assess its suitability for, primarily, anti-cyeclical

variation. (6)

GENERAL GOVERNHENT FEXPEIDITURE.

Consideration will first be given to the.bptimum size of Government expenditure
in inflationary conditions. This is most relevant as the seasonally adjusted
consumef price index (1963 = 100) rose to 144,9 in October, 1972.

Rates of inflation-did vary, but in general there was a fairly steady increase.
in the rate of price éhangeé: It did, however, starlaccelerating from the
beginming of 1971. The most important point to be made is that the level of
Government expenditure, certainly in the short-run (7), is not material from

a stability viewpoint, provided that it is financed from non-inflationary
sources, and that together with private sector demand, both domestic and
foreign, they do not exert excessive pressures on domestic resources given the
normal balsnce of payments constraint. That is, assuming full employment of
resources with no increases in capacity nor productivity, rising Government

expenditure must be at the expense of private sector expenditure.

(6) fThe uapredictability of time in a policy =ction taking effect, the
uncertainty surrounding the size of its impact and its duration militate
against the successful use of either a monetary or a fiscal mezsure as a
short-term stabilization measure.

(7) In the long-run, the stability of the economy could be influenced
depending on the relative productivity of public sector expenditure
compared with private sector expenditure.
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In Chapter V11 it will be seen that the authorities have freyuently stated their
intention to prune the rate of increase of Government expenditure and to

finance deficits from genuine savings. They were frequently unable to achieve
the latter objective owing to the relative unattractiveness of Covernment
securities - this argument has been comprehensively dealt with in the previous
chapter, Taking as given 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, and, at times, difficulty in achieving a satisfactory balsnce of

payments condition.

hccording to Professor Samuels, the only time that public expenditure moved
cﬁntra—cyclically since 1945 was in the period 1957/58 when public investment
maintained its ascent while private investment fell. He explains, however,
that this apparently shrewd anti-cyclical action "was not due to eny conscious
policy of maintaining or increasing the sggregate amount of investment. Un
the contrary, the rise in puﬁlic investment represented a fortuitous example
of compensatory publiec investmenﬁ, which reflected deliberate Treasury policy
of incre-sing the public sectors' share of the available investible funds in

a period of growing stringency in the capital market." (8)

Tt is readily acknowledged that the task of reducing Government expenditure is
no easy matter. As regards capital expenditures, to postpone these may imply
future bottlenecks owing to an inadequate infrastructure, Yurthermore,
planned capital developments are likely to be meshed with one enother, and
contracts may have been negotiated thus placing further pressure on the

authorities %o maintain capitsl expenditures as originally planned. On top

(8) Soemuels, L.B. op ¢it p 353.
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of this, defence expenditures, which form a not insubstantial part of Government
outlays, can obviously not be determined by cyclical considerations. luch of
the so-called current expenditure is of a contractual nature (see table below),
and 'current' 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 revemie

"have a habit of becoming crystallised in verious 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
consunption expenditure, as defined below, expressed as percentages of gross

domestic product have shown rising trends (11),

TABLE 8.

Current Expenditure by the Central Government.

(R millions)

Interest Current Transfers Totzal

Consunmption on Public Transfers . to  to the Rest Current
Year Expenditure (1) Subsidies Debt Households of the World I=xpenditure
1
t ;
1
1960 ! 485 40 %6 128 2 691
1
1966 | 978 80 17 197 1 > 3 553
1
*1972 2 l 836 174 270 355 2 2 710

Note: (1) Current expenditure on salaries and waces and goods and other
services of a non-capital nature of the general depariments,
and not the business enterprises, of public authorities.
Public authorities include all departments of the central
government, provincial administrations, local authorities, the
administration of S.W.A. and other authorities, e.g. social
security funds, S.A. Bantu Trust, Trenskeian Government, etc.

* Provisional.

Source: SARB Qusrterly Bulletins.

(9) Fxeluding public corporations.

(10) samuels, L.H. op cit p 353.

(11) For example, consumption expenditure, as defined above, expressed as a
percentage of GLP was approximately 9,2 in 1960; 11,4 in 1966; end,
working with previsional figures, 12,2 in 1972,
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Ven Waasdijk (12) proffers four good reasons for expecting the riging 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
etcs thirdly, an increasing awareness of a government's role in smoothing social
inequities =~ iIncreased 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 importance of its
owyn role in improving the general efficiency of a counﬁry. Allotments of
funds may be viewed ag a sign of their owm importance. They will, therefore,
apply for substantial sums of money and thus possibly subjugate macro-economic

considerations to their own ego requirements.

The lack of flexibility in changing the level of Government expenditure and the
reagsons for expecting a rising trend in these expenditures weré mentioned above.
To show that Government expenﬁiture was not varied anti-cyclieally over the
period 1960 - 1972, the deseascnzlised logarithms of net issues from the
Zxchequer Account, excluding borrowing, were regressed against time (13). The
graph given below leads one to expect a very goed fit. In fact, an 3djustgd
coefficient of determinﬁtion of 96,08 per cent was obtéined. That is, just
over 96 per cent of the variation in the logarithms of Government expeﬁditure
m=y be explained by the time trend. | This relationship does provide strong
evidence that Government expenditure did not have any significant anti-cyeliecal
variations besring in mind the existence of inflationary pressureé since the

early sixties.

—
AR
N S”

Van Waasdik, T. "pPublic Expenditure in South Africa," op cit p 24.
The detailed steps undertaken in both deseasonalising the data and in
performing the regression are set out in the appendix to this chapter.

—
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The resultsof the regression are given belows

log G 8,26184 + 0,01341t (R® = 96,08)

0,01%41%

5
:D
]
n

182 742 683 e

or Government expenditure grew at a rate of 1,34 per cent per quarter (14).

Probably the most important development as regards the avoidance of destabilizing
Government expenditure was the decision announced in 1971 to appoint a special
Cabinet Committee for Finance "to attzin a larger measure of central direction,
_priority determination 2nd co-ordination in iespect of expenditure incurred by

all bodies in the public sector."  (1%)

Tﬁe role of public sector expenditure as an anti-cyclical measure does seem
limited. Not only are these expenditures difficult to‘prune, but there is also

a time lag between the decision to increase expenditure and the actual expenditure.
Mr A. Barber, Chancellor of the British Ixchequer, announced a cut-back

of £1 200 million in public sector spending in his mini—budget presented to the

House of Commons during December, 1973. Possibly a better performance in

reducing government expenditures during periods of inflation should be expected

from the Scuth African authorities. However, it is doubtful whether the
(14)
G = 182 742 683 2202341%

!
£ . 182 742 €83 X 0,01341 arqudaalt |
ny 3 :'1_; ﬂ =2 ‘
therefore G at - 0,013%41

(15) The Governor of the SARB in his Report to the Fifty-First Ordinary
General lieeting of Stockholders 1971 p 9.
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South African Government will be at all willing to allow the reguired delay in
the fulfilment of their multitude of social, economic snd political objectives

through substantial reductions in public sector expenditures.

TAXATION,

All {=xes considered here, excluding company tax, will fall partly on consumpiion
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 consumptioﬁ, rather than saving, the
bétter. Unfortunately the tax changes most likely to affect consumption
expenditure and not savings would be ones that were particularly severe oﬂ.the
.lower income groups, as upper income groups may well pay the taxes out of

savings to maintain their standard of living.  There is_thus a conflict with

equity considerations.

As with all stabilization measures, lack of knowledge poses a huge constraint
on the use of tex charges in a stabilization programme. Field studies on the
initial effects of tsx changes often derive contradictory results. Lag
structures are not known with any accuracy. There is thus the dangef that

by the time the effect manifests itself the action will be inappropriate.

Ls mentioned in the Introduction, the discussion on taxes will be divided up
into 'direct' and 'indirect' taxes. Under direct taxes, personai income tax
and coﬁpany tax chenges and loan levies will be covered. Under indirect taxes,
attention will be centered on the sales tax while customs and excise duties will

just be noted for their lack of suitability to perform as siabilization 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 Texes Expressed as a Percentage of GDP,

(R millions)

Year Direct Taxes % of GDP Indirect Taxes % 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 tex was introduced and the progression
' in personal income tax rates reduced in the March, 1969 Budget.

¥  Provisional.

Source: SARB Quarterly Bulletins.

DIRECT TAXES.

Personal Income Tax: By 1914 an income tax system, similar to the one applied

today, was in operation in the Union. The structural change of most interest,

from the stabilization point-of-view, occurred in the early sixties when it was
decided to introduce a 'pay-as-you-earn' tax collection system. Prior to PAYE,
tax rate changes could have taken a year before they became effective, whereas
with the PAYE system they would take effect after only a2 month or so.
Furthermore, there is potentially greater flexibility in a system of PAYE
collections. Yor example, Australia altered its PAYE rates on three occasions

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
affixed to the total income tax 1liability. This surcharge/discount is a fixed
percentage of the income tex paid by the individual 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 increase the rate of progression.

Up to 1969 an exceptionally large 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 Firgt Report of the Franzsen Commission (16)
concern was expressed as to this high percentage as it was not merely a
reflection of the skew distribution of income in South Africa, but was mainly
the result of the sharp rise in the margiﬁal rate on incomes in excess of R5 000.
The Commission was concerned as they felt that during a period of overspgnding,
income tax increaseg would tend to be at the expense of savings rather than
consumption, This impact on saving would be more pronounced the higher the
rate of progression. Goverﬁment exﬁenditure, financed from increases in

income tax contributions, might thus be inflationary as the revenue derived
might not have substantially affected private sector consumption expenditure.
They also mentioned other negative effects of high p;ogressive rates ﬁamely on

work effort and on tax avoidance.

tecordingly the Commission advocated greater reliance on indirect taxes and a

smoothing of the rates of progression in personal income tax rates.

"Mhe Commission is convinced that a more considerable change in the
level of consumer spernding can be brought about by means of indirect
than can be brought about by direct taxation, especially in the event

(16) TFronzsen Commission, "Paxation in South Africa." First Report of the
Commission of Enguiry into ¥iscal and sionetary Policy in South Africa.
(Government Printer, Pretoria, 1968.) R.P. 24/1969. Hereafter
referred to as Jranzsen Commission (First Report).
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of an upward adjustment in the relevant rates. The Commission
recommends that use be made of indirect taxes as the mzin instrument
in a fiscal stebilization policy, because the economic side-effects

of taxes of this kind are smaller than are the side-effects of other
taxes." (1T

This recommendation was embodied in the 1969/70 Budget when a selective sales

tax was introduced and marginal rates of personal income tax were smoothed.

Even bearing in mind the proportion of total personal income tax receipts paid
by a small number of people, this emphasis is contrary to those held by many
econonmists. To illustrate this point the views of Okun, the Carter Commission
and Perkins,on various aspects related to the use of income tax changes as a

stabilization measure,are cited.

.Okun (18), a former member of the U.S. Council of Economic Advisers, views
incéme tax rate changes as a particularly appealing counter-cyclical measﬁre.

He discounts the challenge of the permsnent income hypothesis (19) on the
efficacy of income teﬁ changés as a stabilization tooi by citing other evidence
which supports the ﬁsefulness of such temporary chsnges in rates. ('The
Personal Tax Surcharge and Consumer Demand, 1968 - 70' Brookings Papers on
Feonomic Activity (13 - 1971) pages 167 - 204.) In viewing the affect of income
tax alterations on other social goals, he feels the impacts to be less |

significant than those frequently attributed to other policy measures.

(17) Franzsen Commission (Third Report) paragraph 286. That part of the
sentence underlined is in itslics in the original,

(18) Okun, A.M. "Piscal - Jionetary Activism: Some Analytical Issues."
Brookinzs FPapers on Ecoronmic Activity (1; 1972) pp 123 - 157.

(19) Permanent income hypothesis: consumption expenditure is a function of an
individual's conception of what his permanent level of income is.
Chenging tax rates will affect saving in so far as they influence the
individuzl's ides of the size of his permanent income. If the tax change
is viewed as a temporsry anti-cyclical measure, it is unlikely that the
individual's evaluation of his permanent income will be more than marginally
affected.
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The Carter Commission (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 States and Canzda which indicated that the
response of GNP to personal income tax adjustments was reasonably rapid, and
if producers were to anticipate the ultimate response of consumer demand, the
lag would be even further reduced. That is, if producers anticipated the
reduction in consumer demand resulting from an increzsed 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 tax
rétes 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

delegetion of power from Parliazment to some comnittee or individual,

Further factors to be congidered under this section arelthe side~effects of

high marginal rates of personal iﬁcome baxe The ¥ranzsen Commission expressed
the opinion, quoted above, that the economic side-effects of indirect taxes

were smaller than the side-effects stemming from other taxes. This is debatable
as they did not underteke empirical studies to verify these views and field
studies concerning the side-effects of high marginal rates of personal income

tax would seem to be rather inconclusive regarding their aifect on work effort,

the supply of funds to enterprises of varying risks, and, of course, on spending(22).

(20) Canadian Report of the Royal Commission on Taxation. (Gueen's Printer,
Ottowa, 1966.) Vol 2 p 60.

(21) Perkins, J.0.N. (ed) "iacro-economic Policy A Comparative Study
lustralia Cansda liew Zealand South Afriea," (George Allen & Unwin Lid ,
London, 1972.)

(22) See Trotter, G.J. "Porgonal Income Tax," SAJE 1969 Vol 37 pp 329 =330
for a more detailed discussion of these side-efiects.
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hecording to Allan (23) the evidence as regards work effort does suggest that
incentives {o be ultra-productive do weaken at very high rates 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 substitution effects amongst the various classes of income earners. This,
in turn, will depend on how people view the tax alterations. Do they view
them as permanent or likely to be reviewed in the next budget? It will also
depend on who is able to dissave and who has access to credit, and whether or
not they will use these facilities to maintain a given level of consumption
expenditure. A final factor to be considered is the effect of high marginal

rates on the incentives to evade and avoid tax,.

Juch has been written about built-in stability of a progressive income-tax
éystem. But WMishen and Dicks-liireaux came to the conclusion after studying
this concept that "a passive fiscal policy - maintaining tax rates constant
with unchanged (real) government outlays - would not by itself bring powerful
preasure to bear on mild inflétionary tendencies until after the lapse of gquite

a few yesrs, Built-in stability is built small into the system, not large." (24)

Company Tax: To reduce the discussion 1o manageable and relevant portions,
the ramifications of taxation of specizl classes of companies, for example,
mining and insurance companies,are not covered. What is said below is

sppropriate to both 'ordinary' companies and to these special classes.
PProy Iy P ¢

The Franzsen Commission (25) recommended that "changes in the rate of company

(23) 211lan, C.i. "The Theory of Taxation." (C. Nicholls and Co Ltd ,
Menchester, 1971.)

(24) Wishan, ®.J. and Dicks-liireaux, L.A. "Progressive Taxation in an
Inflationary Hconomy." The Mmeric-n leononic Review September, 1958
Vol XIV111l pp 590 - 606. fuote from Trotter, G.J. op cit p 332.

(?5) Frenzsen Commission (Third Report) paragraph 309. Ttalics in the original.
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taxation should not be used as a short-term stabilization measure, but that

when circumstances makefchange necegsary, it isg preferable to let stabilization

be effected by way of =2 surcharge or a discount," 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
figcus would be attempting to have postponed; secondly, there would be a long
time lag between fiscal action and investﬁent reaction - projects in progress
would not just suddenly stop =~ and there would be a further lag between the
latter and the overall effect on demand; and finally because of the uncertainty
engendered - businessmen have many risks to bear in their final assessment of
the future without the fiscus burdening them with yet another uncertainty in
the form of possible tex changes.

’
There are, however, other important considerations: company taxation, being a
tax on profits, pénalises the efficient; end, éiven 2 company's propensity to.
mazintain its dividend payments, increased company tax is likely to affect the

size of retained profits and have some influence on the pace of investment.

There are thus many factors persuading the authorities not to employ company
tax adjusiments as an anti-inflationary weapon. Probably the most relevant
comment to make to conclude this section is one by Professor Sadie: '"company
taxation, like all other elements in.the tax system, presents a vast area of
virgin soil for field research in South Africa," (26) Too little is known to

bhe able to use it as a discretionary stabilization tool with any confidence.

(26) Sadie, J.L. "Conmpany Taxation." SAJE 1969 Vol 37 p 571.'
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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 War to finance the war
effort. In the 1953 Budget a so-called 'savings tax' was again implemented.

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 which has to be found on Loan Account for
urgent capital works, the Government felt that at least a portion of
the necessary funds should be found by means of compulsory saving."

It would appear that the Government regarded the loan levy or 'savings tax' as
a partial substitute for increased taxation. Since 19535, the loan levy, levied
on the basis of company and individual income tax liabilities, has been imposed
in many budgets. It was only in the 1972/73 Budget that the loan levy on-

. individuals was abolished, and both the levies on income tax and dividend
receipts of companies were lowered., In the 1973/74 Budget the loan levy on the
dividend receipts of companies was rescinded, This phasing out of the loan
1evy:followed the recommendation of the Standing'CommiSSion of Inguiry into
Taxation which viewed the fact that, although loan levies "are in fact a
compulsory investment bearing interest at 5 per cent tax-free, they azre still
generally regarded ss 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 always arise when the time comes
for their repayment. They also give administrative problems. The general

view was that levies should be phased out." (27)

Despite these recent 'official' views, the loan levy was employed extensively

during the sixties and early seventies. It is, therefore, worth reconsidering

(27) Minister of Finance in the Fudget Speech delivered on the 29th llarch, 1972
p 16.
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its potential as an anti-cyclical tool, First note, however, that the rate at
which the levy was collected might only Ve varied 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
tax' from a stability viewpoint would be that repayments could be geared to the
level of liguidity. The zuthorities could thus achieve the same results as a
completely flexible income tax policy without usurping Parliament's suthority
and undermining business sector confidence through the creation of zdditional

uncertainties.

According to De Villiers Grzaff the effects of a loan levy on spending are

gimilar, but probably weaker, to that of a tax increase of the same magnitude.

Probably bearing in mind these factors and also noting the evermincreasiﬁg
demand for funds by the Government, the Franzsen Comnission did recommend or
rétheé "regarded as inevitab%e” the continued use of loan levies (29). In
reaching this decision they were aware that compulsory lending decreased the
need for the Government to enter the capital/money market to compete for funds
and so would mitigate the pressure on interest rates. As they regarded the
extension of the burden of the captive market upon the narrow sector of
finencial institutions z2s unressonable, loan levies were felt to be suitable

for spreading this burden.

It is interesting to note the views of a majority of businessmen on this matter{30).
They were in general opposed to the levy, One of their major objections was
that there was a 'proper and accepted' method of raising Government loans for

capital expenditures, end that was through the capital market. If 2 reduction

(28) De Villiers Graaff, J. "The National Debt." SAJE 1969 Vol 37
55 179 - 186

) ¥Franzsen Commission (Third Report) paragraph 213.

(30) Summers, D.H. “"Loan Levies and Income Tax." Commercial Opinion

July, 1959 Vol 37 No 438 p 15.
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in the rate of inflation is the objective of economic policy, one must support
thig side of the argument. Additional Government expenditure must be tailoréd
not to impose excessive demaznds on available resources where total demand has
been excessive, that is, it must be financed in a2 manner which competes with

private sector borrowing through interest rate increases.

INDIRKCT TAXES.

The chief sources of indirect taxation prior to 1969 were the customs and excise
duties imposed on imported and certain local goods respectively. These were
inﬁexistence prior to the formation of the Union and are currently levied in
terms of the Customs and BExcise Act No 91 of 1964. There are numerous other
so-called indirect taxes, for example, feeé for motor vehicle 1icences;
entertainments taxes, tranefer duties on fixed property and shares, stamp duties,
rates and taxes on fixed property etc. These mény taxes are, however, not
congidered ag stzbilization measures in South Africa - they ére primarily

levied to raise revenue for the Central Government, Provincial Administrations

and Local Authorities.

In fact, neither have customs nor excise duties been employed as énti-gyclical
tools. Customs duties generally may not be flexibly employed in an upward
direction owing to South Africa's comnitment to GATT, They have been émployed
to protect local industry and obviouély as a revenue-raising measure, Ls
regards protection, there has been pressure exerted on the Govefnment through
the Chamber of Commerce to re-assess constantly the need for proteétion. The

Chamber of Commerce has been, and is, a great advocate of the benefits of

improved competition,

"issocom =~ which gtrongly supports industrial expsnsion - 1is in
no sense opposed in principle to the use of tariff protection to
stimulate industrizl growth, but its main concerns are to ensure
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that protection is selectively granted, that it does not unnecessarily
raise costs and prices in our economy, and that it is reviewed from
time to time to ensure that it is successful and still necessary.

When it is no longer necessary, we feel it should be scaled dovn," (31)

So,besides not being allowed, in terms of GATT, to raise customsduties without

resort to lenathy 'guid pro quo' arrangements with other member nations, there

is pressure on the Government to reduce tariffs where feasible. Balancing
this pressure, however, are requests from orgsnized industry to increase

tariffs.

Krogh sums up the potential of excise duties as an anti-inflationary measure as

follows:

"Since the burden of administering excise duties is of such a nature

that this form of indirect texation is traditionally limited to only

a handful of commodities, and since the tariffs on several such items
are already exceptionally high in South Africa, it follows that very

little scope remnins for either expsnding the base thereof or raising
such tariffs in future." (32)

A decrease in excise duties could, however, be a useful reflationary measure.

L selective sales tax (3%) was 2dded to the array of indirect taxes in the
Karch, 1969 Budget - Act No 105 of 1969, This tax is levied for administrmtive
convenience at the import/production stage, and the Minister of Finance may

alter the rates at which it is imposed at any time.

(31) Martin, H.S. "New Look in Tariff Protection."” Commercial Cpinion
April, 1963 Vol 40 Xo 483 p 5.

(32) Xrogh, D.C. "Taxntion in & Developing Economy." SAJE 1969 Vol 37 p 304.

(33) The Franzeen Commission in its First Report did not advocate a value
added tax system owing to South Africa's inexperience in the
administration of ssles taxes, They felt that the general cost of
administering a selective sales tax would be lower thsn that invelved
with 2 turnover tax as fewer firms would be implicated, Al though a
tprogressive!/selective sales tax would affect consumption patterns and
thus the flow of resources to particular sectors, this was felt justified
on the grounds of =achieving greater equity. VAT, or any turnover tax,
would have less distortionary effects but would discriminzte against the
poor,
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The ¥ranzsen Commission's view over the advantages of indirect taxes over
direct taxes was noted above; namely, that their economic side-effects were
smaller and that they were better abtle to influence private consumption
expenditure. Furthermore, the Minister of Finance announced that indirect
taxes "have the advantege that the general public is less sensitive to the
incidence of a tax that is levied in an indirect manner, 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 incongiderable optimism from officisl sources about the
usefulness of a flexible sales tax, there are many areas where accord is not
reached with their views, In the following parasgraphs certain areas of
contention will be raised and certain queétions posed which might help dispose

the aura of elitism from the sales tax concept.

Lecording to Wessels, the imposition of a sales tax of 5 per cent imposed on
passenger cars in the 1969 Bﬁhget helfed cause sales to drop from szbout 17 000
units in March to less than 1% 000 for April, He had this to say about sales
tax changes; "In the long term, general economic conditions and the amount of
murchasing powver évailable for heavy consumer goods will, of course, exert the
major influences; btut, on a éhort term basis, Government Policy is still an

important if not decisive factor influencing motor vehicle sales," (35) ‘

The magnitude of these fisures is impressive and the speed of reaction of this
type of exvenditure does give cause to consider the merits of sales tax adjustments

a5 a particularly appropriate anti-cyclical measure. (Other factors to be

(34) Minister of Iinance in the 1969/70 Budget p 8.

(35) Wessels, A.J.J. "The Motor Vehicle Market in 19735." A paper delivered
2t the Hleventh Business (Cutlook Conference of the Nationsl Development
and Management Foundation of South Africa in Cctober, 1972.



considered, however, are that the income not spent on motor cars need not
necessarily have been saved, and the effect of Government policy on this

particular industry is particularly hsrsh,

Cne of the factors borne in mind by the Franzsen Commission in reaching their
decision zbout the superiority of indirect taxes relative to direct taxes was
that indirect taxes would lead to a once-and-for-all increase in the cost-of-
living, and any wage demands arising from this increase could only be negotiated
after some delay. Fut Ven Waasdijk argues that wage demands are increased
earlier following a sales tax increase then following an increase in personal

income tax.

"When increased, both a personal income tax and a sales tax will have
wage increasing effects, but the latter sconer then the former. ...
Since progressive income tax rates and personzal saving are both
increasing functions of income, a perscnal tax increase is more likely
to be absorbed at the expense of saving than an increase in sales tax
(especially of the regressive type South Africa has) which immediately
cuts into consumer budgets,"

In a footnote Van Waasdijk quoted.the cage of the President of the National

Union of Distributive Workers who lodged wage claims within six months of the
Budget in which the sales tax was announced - this occurred despite there

beiny simaltaneous concessions offered in respect of income tex payments, He
concludes that this "draws into question the argument that a sales tax has an
anti-inflationary effect in that it reduces consumer demend. This claim is

mede by protagonists of the sales tax in conjunction with the contention that
progressive income tax has a disincentive, and therefore inflationary, effect.
However, under elasstic money supply a sales tax increase will be anti-inflationary
only if it does mot result in higher wages or if it reduces profits. Thig

re-gupposes: That salary- @nd wage-esrners are under a lasting money illusion
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or are unable to recoup the tax by higher pay, and that professionzl men are
unable to charge higher fees to avoid a decline in their standard of living, or
that entreprencurs are forced by economic circumstances to absorb the sales tax.

This is hardly an allusion to modern economic society." (36)

Van Waasdijk ends his erticle with the statement that indirect taxes come into
their owvn as structural ‘'reshapers' of the economy in the long-run rather than
as instruments useful for short-term economic policy. He does, however,
qualify this, to a certain extent, b& saying that should commodities with a
high income elasticity of demand be taxed at higher rateé than necessities,
then the sales tax would prove useful in helping to build a budget surplus
dﬁring an expansionary phase. In South Africa, with the so-called progressive

sales tax structure, there is,therefore, some degree of built-in stability.

The attractiveness of sales tax changes stems ffom the fact that it is supposed
to aff'ect consumption expenditure, through price changes, and gave not too many
adverse side-effects. But there is no certeinty as to the manner in which prices
will react when a sz2les tax is imposed or incressed. Prices will be largely
determined by producers' views as to ;esgective profit maximising prices,

These views will be influenced by estimation of future demgnd-anﬁ supply
conditions with obvious concern about the respective pfice elasticities. The
speed with which new prices come into effecf will zlso depend on the size of
inventories held. Price reductions.following decreases in sales tax can be
speeded up, if necessary, by the threat of imposed price control on the
offending articles, but will also be influenced by stock levels. " fhreats of
price éontrol mey also be used to ensure that the full sales tax reductions

are passed on to the public, These factors are importent limitationé to the
use of sales taxes as a short-term stabilization measure - the authorities do
not know with certainty how soon prices will adjust, by how much and what the

effect on consumption expenditure will be.

(36) Van Wamsdijk, T. "Some Thoughts on Indirect Tax Jiffects in South Africa.”
op cit pp 3BT - 388.
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Much has been said about the regressive nature of the sales tax (37). The
authorities have tried to introduce some progression in the tax rates by not
texing'essentials' and imposing progressively higher rates as one moves up the
scale towards those commodities generally classified as 'luxuries'. The cost
of introducing this progression has been the distortion to market forces in
determining future management of resources. It has also been, as noted above,
particularly harsh on certain industries. It should be remembered, however,
that a sales tax change can achieve more pervasive results than an income tax
change, particularly in South Africa where only a small percentage of the
population pays personal income tax, and may thus achieve a2 greater impact on

consumption expenditure.

In conclusion, empirical studies would not seem to justify the confidence shown

in gales tax adjusitments as an anti-cyclical measure.

INCENTIVES TO IITVEST.,

The two instruments discussed are the 'initial allowance' and the 'invesiment
allowance', Other incentives to invest are used, for example, to encourage
the establishment of industry in the border areas; these inducegents, however,
sre not consciously applied or varied in intensity with a view to improving the

stavility of the economy in the short or medium-term.

Before discussing their relative merits, a brief mention will be made as to how
these two incentive schemes work, Under the 'initial allowance' scheme, in
addition to the amount normally allowed for depreciation in the first year a

further proportion of the cost of the plant, machinery etc. is tax deductible

(37) Professor Trotter (op cit) hes posed the question whether as much thought
hzs been given to the inegquity arising from the non-inclusion of eapital
gaing in the definition of taxable income zs to the regressive nature of
South Africa's sales tax.
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in the year of purchase. In subsequent years, however, the depreciation
allowance is less than it would have been in the absence of the 'initial

allowance', The scheme then is largely one of accelerated depreciation.

The investment allowance system involves a permanent exemption from taxation,
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. That is, the investment allowance gives similar
help to the company in the first year as does the initial allowance, but with

no reduction to subsequent depreciation allowances.

Both these measures have been employed as stabilization measures - measures
to.improve or decrease economic activity - as well as measures designed to
improve the structural shape of the economy. The inevitable questions, however,
may be posed as to the degree of sophistication shovm in their utilisation as
stabilization measures. What were the authorities hoping to achieve in
quantitative terms eond in whét time period? How did tﬁey determine the rates
at which these incentives were apélied? The determinants affecting investment
demand may be guessed fairly accurately, but their respective significance in
influencing investment decisions is not known with any certainty. These
factors could well render the use of initial and investment allowances as

destabilizing.

Studies would seem to indicate that investment decisions are not influenced to

any great extent by interest rates i.e. the interest rate elasticity of demand
for investment goods is low. In that case, is it likely that an interest-free
loen, in the case of the initial allowance, is going to have a significant

impact on investment decisions, particularly if a company is fairly liguid?
Trrough the investment allowance, an investment project is effectively subsidised.

Thie obviously will make for a relatively stronger impact on investment decisions,
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but will it be significant? Both measures, however, could tip the scales in
favour of, or against, an invesiment project by indicating the Government's

attitude towards renewed expansion.

Both these measures do have ligquidity effects i.e. the cash flow of a concern
undertaking an investment project is improved in the early years. This
improvement, particularly as it is in the early years where forecasted trends
in costs and revenue are likely to be relatively accurate, may prove a strong
factor influencing the decision to invest. Furthermore, the more liquid the
firm, the less it has to rely on outside sources of finance. These two
incentives will have maximum impact where the enterprise expects to mzke an
o;erall profit immediately. According to Sadie, evidence regarding the

efficacy of these measures is mixed:

"The field research undertzken so far to determine the effects of

these instruments on investments has been very limited and was really
“only concerned with their role as inducements and not as deterrents

when they are reduced or withdrawn., The results tend to indicate

that businessmen who react positively are in the minority, btut even

so it has been stated that 'far more firms have been influenced in

their investment decisions by these allowances than is usually
supposed', indicating that there has been, in general, little confidence
in the efficacy of these measures."  (38)

If these incentives to undertake investment expenditure are viewed as temporary,
their impect on investment decisiong may he greater. ind yet incentives must
be of sufficient duration to allow entréprenaurs time to make the decision to
invest, and they must be assured that if a project is started in a year when
the initial or investment allowance is increased, that the project will qualify
in its entirety for the higher percentage. Thus the f{lexibility with which

these allowances may be intwroduced and effectively withdrawn is severely

prescribed.

(38) Sadie, J.L. op eits P 370,
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Yrom a revenue viewpoint, the implementation of 2n "initial allowance' does not
involve the zuthorities in a revenue loss in the long-run. With the investment
allowance, however, the state is to a certain extent subsidising the capital
expenditure which qualifies for the allowance. The fiscal authorities in the
United Kingdom have replaced these invesgtment incentives by payment of cash
grants to those firms undertaking invesiment expenditure. They viewed the
effects of the invesiment allowance as not being great enough to negate the loss
in revenue to the Exchequer. Furthermore, during inflationary periods the
replacement costs were often far greater than the historical cost on which the
allowance was based, inother factor influencing their decision to switeh to

a gystem of cash granis was that firms which incurred losses enjoyed no

immediate benefit.

Should the suthorities wish to stimulate investment expenditure in the private
sector, the use of either the initial or investment allowance is preferable
to the discount method of changing company tax payments, as the former method

is linked directly with new éapit91 expenditure by business enterprigses.

INCENTIVES TO  SAVE,

The demsnd for Government securities by the public is limited by the properties
of these assets: generally interest rates are too low given the maturity of the
security, and there exists the possibility of capital loss owing to a rise in
interest rates. The authorities tried to rectify this situation with issues

of specizl savings bonds to the public =~ they were intended to encourage
saving at the expense of consumption expenditure, The first issue of these

tax-free Treasury bonds occurred during 1966.

1t is, however, unlikely that the absolute level of saving would be more than

marginally affected. Rather cerisin types of saving would be channelled off
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to the Government sector. And these forms of saving (non-contractuzl saving
by the public) do not form a larze percentzge of total saving. In fact, total

personal saving as a percentage of gross domestic saving tends to fluctuzate

between about 22 - 28 per cent. (i

Contractual saving, in the form of insurance and pension premiums, is encourzged
via t2x concessions. The rates of these concessions, however, are not varied
with a view to improving the stability of the economy, The tax is designed to

encourage certain social values.

OTHER MEASURES.

Under this heading, building controls and‘price controls will be reviewed to

agsess their potential as stabilization measures.

Puilding Controls: Building controls were introduced in South Africa in 1964

1o divert resources to relie;e the shortsge of housing =nd thus hopefully to

avoid upward pressure on the cost structure of the building industry through

the deferment of certain less essentinl projects, The stringency of building
controls was altered during the course of its existence: for example, in ;967/68
building controls were partially relaxed. But to think of building control in
terms of 2n anti-cycliczl measure is really inconceivable. Besides pﬁssessing
the normal dissadvantage of a directucontrol measure (exsmined under monetary
instruments), the duration snd variability in the time taken to plan, initiate

and complete a project gives the authorities no hone of controlliﬁg the

situation, throuzh the scheduling of projecis, with any degree of accuracy.

Fuildinz controls were eventually withdrswn in the 1972/73 Budget - "The
position has now changed =and the housing positiocn can be satisfnctorily dealt

with without such control, In order to give greater freedom to the industry,
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the Government has decided to suspend control." (39)

Farly in 1965 kr A. Keller, President of Assocom, had queried the necessity of
control of the building industry and had pointed out possible disadvantages of

such control.

" ... without control, the situztion would in any event tend to

remedy itself by causing less economic projects to be deferred and by
bringing in additional resources, including the more efficient use

of manpower available in the Republiec.

Restrictive control, based on concepts of 'essentiality', may not
succeed in allocatling resources in the best interests of the community
in general, because there is no rational criterion by which to judge
whether one project is more essential than another. It must be
remembered that production, distribution, transport znd communications
are interdependent, and to limit expansion in one way may adversely
affect the others ...

Control must of necegsity introduce uncertainties, which might have
a retarding effect upon general economic growth."  (40)

Looking at the series of wholesale priceé of building and'coﬂstruction materials
in the South African Reserve Bank Guarterly Bulletin, building controls, purely
on inspection, do not seem to have successfully held down the rate of increase
of these prices. The series increzses fairly steadily from 102,2 in 1964
(Index: 1963 = 100) to 129,7 in 1972, The advantage to the-housing
situation gained through building control could thus have been outweighed by

the negative influences of such controls.

Price Controls: During 1964 Assocom presented strong opposition to the proposed

price control legislation, If enzcted,the powers, formerly exercised in terms
of the War Measures sct, would be given to the Price Controller enabling him

to impose price controls under any circumstances.

(39) Minister of Finance in the Budget Speech delivered on the 29th March, 1972
p 8.

(40) "Assocon News and Views," Commercisl Opinion Jesnuary, 1965 Vol 42
No 504 p 5.
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" «.. economic and domestic and foreign investment in the economy are

best encouraged by the maintenance of a free enterprise economy, and
it is essential to such an economy that prices are determined purely
by market forces. Assocom accordingly opposes the use of price
control under any other than abnormal or emergency circumstances,
such as war conditions, and since the necessary temporary powers
could be tzken upon the development of such conditions, Assocom
opposed the Price Control EBill Act No. 25 of 1964 which gave power
to impose price control even under normal circumstances," (41)

It is interesting to quote lir Steyn, South Africa's present Price Controller,

28 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 psychological impact of possible imposition of price controls, and the

criteria by which he judges price increase applications,.

"Q: Mr Steyn, what sort of powers do you have under the Price Control
Act?

A: I can fix maximum prices by notice in the Government Gezette for
specific commedities. I can fix, also by notice in the gazettie,
maximum profit marging at manufzcturing, wholesaling or retailing -
level for specified commodities, I can freeze the prices of
specified commodifies and I can direct a specific company to
reduce its prices or not to increase them beyond a certain point
without the Minister's permission. The seme applies to services.

Lre there any exclusions?

O

A: Yes, In terms of a long-standing policy decision on the
Government's part, I cennot use these powers in relation to
agricul tural products of which prices are controlled by the
marketing bozrd mechanism. A1lso excluded are most professional
services, rent and most forms of transport services,

Q: Vhat is the basic objective of the Price Control Act?

A: To ensure that consumers are protected mgainst excessive prices
«se to see to it that manufacturers, wholesalers and retailers
do not charge prices that cannot be justified in terms of normal
economic principles.

Q: To what extent is the Frice Control Act applied now?

A: .. I would say at a very roush guess that zbout 30 per cent of
total expenditure in the economy is affected by price contirol.

(41) “tssocom News and Views." Commercisl Opinion F¥ebrusry, 1964 Vol 41
No 492 P 5'
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Q: VWhat about = more comprehensive system of controls, even a price
and wzge freeze?

A: The JMinister of Economic Affairs has made it clear that a more
comprehensive gystem of controls cennot be considered under the
prevailing conditions. A point that should be made here is that
price control can be inflationary in that it involves the firms
concerned in considerable expense ... and, apart from any other
considerations, we would have to expsnd ocur staff tremendously
if we increassed the scope of our controls.

This kind of trained manpower is just not available, One

point must be emphasised abont the present system. That is

that the power I have to extend the application of the Act has

a psychological effect in the sense that it acts as a discouragement
to private enterprise to charge excessive prices for their goods

and services = because they know only too well that eny of

these goods or services could be placed under formal control

at very short notice.

Q: What standards do you apply when you consider price increzse
applications?

A: ... when we consider applications for increases, we take three
main factors into account: I B
(1) 'fThe rate of return on total capital employed by the
applicant firm before tax and before payment of interest.

(2) The extent of the cost of increases involved, together
A with the gross additional revenues the incresse will
bring the firm, if granted.

(3) The ability of the firm to absorb some of the costs by
mezns of increased productivity or more efficient
management., Some applications for increases are
motivated by a desire for an improvement in the
profitability of a firm, In these cases, the same
considerations apply."  (42)

Commenis that are extremely relevant to the use of price conirols (43) are made
below. In the first instance, the approval of upward adjustments in prices is

likely to lag behind cost increases and could meke their appearance when economic

(42) Mr G.J.J.T. Sreyn as reported in the Cape Argus in the latter half of 1973.
(A3) It was felt that controls relating to the prices of agricultural goods and
to rents completely lacked flexibility and could not be thought of as
potential enti-cyclical measures. Thus their relgtive merits and demerits
have not been %taken up here. A point to note, however, is that the
timing of upward adjustments in any of these controlled prices could take
place a2t a very bad time for stabilization policy (see sbove).
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activity has slowed down and needs a static price level, or falling price level,
to reflate demend through a real balence type effect. One could hypothesise
that this happened in 1972 when many price increazses were allowed following the
devaluation of the rand in December, 1971. According to llessrs Smit and Ven

der Walt (44), the economy only emerged from its downswing towards the end

of 1972,

Cnce the price of a good is controlled, the management.will think twice zbout
passing on gains in productivity in the form of a lower price to the consumer,
even if demand is slack, The delay normally taken to approve a price increazse
owing to 'unavoidable cost increases' will affect their decision as to the future
ﬁrofit maximising price, The price set could well be above that which would

have prevailed in the absence of price control.

A point made by Professor Victor Morgsn (45) is very applicable to the South
African situation. He was very wary of the fact that the lével of demand was
not mentioned in the criteria justifying price increases nor, in fact,‘in those
under which 'enterprises will be expected to reduce their prices.! This, he
mentioned, would introduce an unheelthy'rigidity in prices a2s demand would only
affect prices as it affected costs. Furthermore, he felt that greazter

attention should be given to productivity end cost absorption.
Recently Assocom were z2gain ocutspoken about price controls.

"Tt was ... pointed out that the imposition of price control, and the
possibility of more control, had created widespread uncertainty in
business circles, imposed severe additionzl costs on firms and
disrapted forward plznning. If these conditions were permitted to
continue then sooner or later a great deal of business in the country

(44) Smit, D.J.vand Van der Walt, B.E. "Business Cycles in South Africa during
the Feriod 1968 to 1972." SARR Quarterly Bulletin June, 1973 ilo 108
pp 33 - 38.

(45) Vietor Morgan, E. "Tg Inflation Inevitable?" The BEeononic Journsl

liarch, 1966 Vol LXXV1 No 301 pp 1 - 15,
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would be brought to a stendstill. Price control should be phased out

as soon as possible before it causes further distortions znd weakens
competition. ... In a statement to the Press lir Sher added, 'Commerce
feels it high time the authorities ceased concentrating on the symptoms

of our economic problems and turned their attention to basic causes.' " (46)

Certainly a very strong condemnation of price control, though possibly a bit
guilty of hyperbole for effect! They are, however, not alone in their
condemnation of price control in South Africa. Messrs Hupkes and Dickman

expressed similar sentiments back in 1966:

"it igs our firm belief that 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 are almost prohibvitive. Detailed statistical
knovwledge of 211 facets of the economy is needed on an up~to-date
basia, such evidence must be interpreted correctly and an extremely
large degree of foresight into future development is required.

Only on this basgis can rapid decisions be taken and distortions
avoided., The further danger of price control is that it can lead

to more controls and, bearing the foregeing in mind, it is our
contention thet 2 plethora of wage and income controls can only
destroy the functioning of the market economy and impoir its

ability to produce an expanding supply of goods and services at
competitive prices."  (47) '

Foted sbove was the NMinister of Feonomice Affair's statement: that a general
prices and incomes policy was not under consideration. Thig is indegd
fortunate asg evidence from other countries, notably the United Kingdom and the
United States, indicates that this form of control has not been successful

in curbing inflation.

(46) Report in Commercisl Opinion February 1972 Vol 49 No 589 p 26.
(47) Hupkes, G«J. and Dickmen, A.2. "Prospects for 1967." (Burean for
Teconomic Resesrch, Stellenbosch, 1966.) p 49.
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APPENDTX,

Wethod Employed to Regress Deseasonalised Government Expenditure against Time (1),

(1) Descasonalisation of the Data.

To deseasconalise the money supply, for the regression analysis undertaken in
Chapter 1V, a moving averages system was used on the assumption of the existence
of a cycle of seasonal factors which repeated itself each year (2). The
trouble with using & moving average method for deseaéonalisation is that if the
seasonal factors do not exist as guessed, existing cycles may be eliminated or
fﬁlse cycles introduced. On the advice of Dr C. Wymer of the London School

of Economics a method that deseasonalises by simply ;emoving the seasonal

" deviation from the time series of Government expenditure was used. This

method is explained below.
Let €y be the logarithms (3) of the quarterly levels of Government expenditure.
(1 2 2y e 138 3 = L wan 4) That is, the data pieces are designated

as follows:

Logs of Government expenditure

1960 1 811
A €12
111 813
1v gl4
1961 1 €51
L 822

(1) I gratefully acknowledze the counsel received from lir J. Sheen and
)r C. Wymer both of LSE.

(2) In the light of the monetary theory of the balance of payments, the realism
of this assumption is debatable. it was made, at the time, because tne
impact of fiscal policy on the money stock was thought to have an snnual cyel

(3) Lozarithms were taken as it was expected that the level of Government

expenditure would grow exponentially.
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(a) Take the mean of all the observations:

I, g E?
g = &t
jal i=21

52

(b) Take the means of each quarter:

(e) Subtract from each data piece, for j =1, ses 4 ( E& -8)
For example, to deseasonalise g, subtract ( El - g ) from &1

Where Ei is the mean of all first quarter observations.

(ii) Steps Mmployed in the Regression.

(a) TFound the mean of gy ond the mean of %,.

g = 8,6172 where g; are the logarithms of guarterly levels
of deseasonalised Government expenditure.
T = 26,5 where t, are the independent time variables.

(b) Calculated:

52 g
M w B2 £ WlE s
T T |
52 J;
MTG-=52 2 (ti-t)(gi-g)
L
52 ;
l‘GG = 52 £= ( gl - 5 )
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(¢) Established:

-1
b = MTT MTG where b is the least squares estimate
of the growin rate of Government
= O,0041 expenditure.
8 = E’ - bt where a is the estimated value of Eqe
= 8’26184

(a) Hz, the coefficient of determination, was calculated from the formila:

R = b MT“

MGG

96,16%

(e) ﬁQ, the adjusted coefficient of determination, is given by

1 = n -1

S (1~ R? ) where n = number of observations

and m = number of independent

variables,
(£) 32, the estimate of the variance in the error term, was calculated

from the formula:

= I\ T T
ST o= MGG b LTC

n(n-m=~1)

0,043531
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CHARIEBR. V1.

DIFFICULTIES ENCOUNTERED 1IN THE FURSUIT OF ECONOMIC STABILITY.
T P T T T e T T T A T T P N T D M AT AT

INTRODUCTIOHN.

Before embarking on z commentary of policy measures employed, it is wise to
examine, in principle, the nature of the tremendous difficulties in the face of
the authorities' intent on smoothing'oyclical vafiations and flattening undesirable
secular economic trends, as it is all too easy, particularly with hindsight, to

criticise policies and to proffer alternative 'obvious' strategies.

NATURE OF THE PROBLEM.

The pature of the problem that confronts the fiscal and mqﬁetary authorities
has changed over the period,under consideration. In the early sixties, there
were the 'normal' undulating changes in the intensitly of econoﬁic activity with
prices relatively stable, but showing a slight upward trend. From about’1964
to 1970, the problem was curbing inflation - there was génera}ly full, or
over-full, employment of resources. Since then South Africé.has come to
experience the co-existence of inflation and unemployment - a condition of
so-called '"stagflation,' This situation has caused the policy-makers great
concern for gone are the times when they could prescribe measures to boost
aggregate demand when the economy was below a 'full employment' level of

output without being very aware of the possible repercussion on the price level.

It is, therefore, useful to examine a possible theoretical explanation of
'stozflation!, one which emphasises the way in which wages and prices are

determined, as sound theory forms the basis of successful policy actions.
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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.

Yor in the long-run, if the supportive demand is not forthcoming, producers
will rather drop prices to boost demand that they may achieve a more profitable
utilisation of their fixed facilities, Similarly it‘is unlikely that, in the
presence of sustained unemployment, workers will not accept work at reduced, orx

at least static, wage levels,

‘here sellers are price-setters, prices are likely to be set bearing in mind
future developments, A producer will generally set a price for his goods for
some time period ahead on the basis of his expectations of relevant future

eccnomic conditions, and likewise a worker will pitch his price on the basis

.

of expected demand for his kind of labour, the anticipated cost of living ete.
Both employer and employee will alter their expectations should realized
conditions di:ifer from what they expected, to the extent that they believe

that the actuzl conditions achieved will influence future events.

In relating the above discussion to 'stagflation!, it is useful to quote from

¥
Kantor's lucid exposition:

"Tn a world of price and wage makers, prices and weges are planned to
anticipate demand. Therefore any resultani excess supply is not
necessarily attributable to the fact that prices have risen over some
period of time, but rather may indicate that prices have incressed by
too much. In such circumstznces, the adjustmnent process to excess
supnply, other things equal, would require adjustments of interest
rates, output, unemployment, prices and woges, and possibly exchange
rates., In 2n economy long accustomed to generally rising prices

and woges and dominated by price and wage fixers, the speed cf
adjustnent to excess supplies will also probably be made in the same
order, Interest rates are likely to respond first and wages

e e 7 it
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Tasat, Prices and wages in general mey continue to rise even after
excess supplies make their appearance, It all depends ... not on
what may have happened but on the future expectations of price and
wage fixers about future demand. It may be presumed that, other
things again equal, once excess supplies appear prices and wages
would increase at a somewhat slower rate than would otherwise have
been the case." (1) . #

To return to the policy-msker's task: once employers and employees have come
to expect rising prices and bearing in mind the way they establish their
respective prices, it implies that restrictive stabilization policies must be
pursued far enocugh to alter the genexral views held about market conditions,
But these views are only likely to be changed once unemployment has been

experienced for some time,

Row Britain and the United States, for example, have experimented with price
and incomes policies to try to improve the trade~off between inflation and
unemployment. The logic behind this move has been to act directly on future
‘expectations and so, hopefully, to obviate the necessity of having to pursue
restrictive monetary and fiécal policies to the extreﬁes necessary to chenge
expectations to the regquired deéree. This move, however, is only likely to
be successful if complemented by deflationary monetary and fiscal policies zs
good businessmen will judge their impact not necessarily by the description
given them by the authorities, for example, restrictive or contractionary,

but rather by the true nature of the policy, In terms of the analysis
presented above, this would imply that, to conguer inflation, the South African
population must be educated to tolerate the necessary siringent policies
applied for a lengthy period of time to ensure political acceptability of the

policies.

(1) Kantor, B. "General Myuilibrium, Unemployment and Inflation." in
unpublished paper,
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If one incorporates this znalysis with the view presented in Chapter 111, namely
that 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 ve guaranteed. In any event,
the geverity of the policy may be below that requiréd to still domestic
inflationary pressures, as the stabilization authorities are forced to tzke cog-

nisence of a number of objectives - a point discussed below.

MULTIPLE OBJECTIVES.

Inflation is not inevitable, but the cost of restraining inflation may be
unzcceptable to society. That isg, a major factor impeding the successful

_pursuit of a.stabilization policy is the existence of multiple objectives.

As is well known, the authorities pursuing stabilization policies certainly do
not hﬁvo an unconstirained hend in striving to achieve a relatively stable price
level. It goes without se&ing that.they must be concerned with growth and
employment rates, external staﬁility, and a host of other goals. Consider

two objectives, the maintenance of full employment, however defined, and

price stability, given the existence of expected inflation, the possiﬁle
conflict between the two is spparent from the above analysis., In present
times it seems that as the rate of inflation increazses, the authorities afe
allowed to giv; greater emphasis to the price stability objective with adverse
repercussions on the level of employment in the short-run. But as soon as
there is evidence of an improvement in the rate of increase of prices, there
will be tremendous pressure on governments to expand employment opportunities.
ind governments enjoy being re-elected! The recent German experience provides
sn interesting cnse-study; in the spring of 1970 Chancellor W. Brandtlpromised
that he would not allow employment to suffer through enti-inflationary policies.

After about one year of accelerating price increases, Brandt reversed his tactics
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and committed himself to an anti-inflationary course, Without effective
education of the electorate on the dangers of inflation feeding upon itself
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 labour utilisation, the location and protection
of industry, defence, efficiency and eguity considerations, the costs of
financing the building of a home, farmers' credit requirements ete. all pose

constraints on the monetary and fiscal authorities. As Okun explains:

"So long as society cznnot hit the bull's eye on 211 its targets, and
as long 2s some departure from any fiscal-monetary policy that is
ideal for the stabilization goal would permit closer approaches to
other targets, stabilization must be compromised, in general." (2)

To pursue this point of multiple Objeetiﬁes a little further, consider

growth objectives. It is obvious that the goals enumerated above and other
policy goals will affect the rate of growth of the economy. In fact,the
authorities are continually trying, under inflationary conditions, to slow
dovn the economy just enough to extinguish inflationary pressures and yet
mininise the negative impact on the growtih rate of the economy. A high

real rate of growth makes a2 contribution towards stability of the price level
(2ssuming some of the incremsed income is saved). Furthermore, a high real
rate of growth is desirable to provide employment for a growing population., If
the economy is fully employed, one way to improve its growth performance is by
the transfer of resources from less productive uses to more productive uses.
If the laws pertaining to the movement and employment of' certain kinds of labour

were relsxed, this wouid obviously make a contribution towards improved

(2) Ckun, A.Ji. "Fiscal-llonetary fctivism: Some Analytical Issues."
Brookings Iapers on heonomic fctivity (13 1972) p 129,
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menagement of resources. Naturally ideals of, for example, separate development
would have to f2ll away = yet another example of trade-offs involved in the

pursuit of multiple objectives.

A country's path is affected by, amongst other things, its political
ideology. Taking another illustration of the conflict between objectives,

it wae suggested in Chapter 1V that the development of financial institutions
has been hampered by direct controls which ceme into being largely because the
authorities were not going to allow interest rates to be determined by market-

forces.

The policy-meker is thus centinuously trying to achieve optimel trade-offs
amongst objectives via adjustments to the emphasis given to each sociél;
political and economic goal. But a decision has to be made as there are,

without doubt, trade-offs involved.

MACRO=-ECONCWIC THEORY.

Fwven if trade-offs in objectives could be agreed upon, the lack of congensus
smongst economists over the way to achieve certain macro-ecoriomic goals ig well
knovn, An unbiased and tested body of knowledge just éoes not exist., At
present, as has been noted, a controversy iages over the proper role of monetary
policy. Should monetary policy be éeared to interest rates or geared to some
monetary aggrgate? Despite increasing weight of evidence in recent years
supporting the idea that the level of domestic credit creation shﬁuld be the

key iﬁdicator of monetary policy, the South African monetary suthorities have
persisted with Keynesian ideas on stabilization policy. To a large extent no
economist can blame the policy-mekers for being slow to change their policies.

In the firsi instsznce, chenges in poliey are not devoid of costs and, secondly,
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the research methodology employed by economists is commonly not capable of
discriminating decisively against various hypotheses. The biggest difficulty
usvally is in determining what is cause and what is effect,

Given human nature and 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 statement that the policy pursued was not very effective owing to factors
operating which were beyond the authorities' control. They thus-absolve
themgselves from blame. 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 misinterpretéd with obvious a&verse repercussions on the fﬁture

role of policy.

=

FOREGC

LSTING,
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in essential reguirement for a successful stabilization campaign is the

ebility to forecast future economic conditions. This requirement stems, in the
first instance, from the need to implement timeous and approﬁriéte measures,
and, secondly, from the need to assess the impact of past policies; This
involves the comparison of the existing situation with one which would have
materialised had it not been for the policies implemented. It is, therefore,
gsomewhat alarming that in South Africa, particularly since the ;uthorities
pursue an interventionist policy siratezgy, there is no official forecast. The
Stellenbosch Fureau for Iconomic Research do produce an annual forecast which
is circulated to =211 lMembers of Parliament which surely influences their estimates
of future conditions. The extent to which they are influenced, however, is not
certain. To sive some indication of the accuracy of the forecasts in South

Mrica, figures of anticipated and actusl Government revenues are given below,



- TABLE 10

Government Revenue

(R millions)
1960,/61 1963/64 - 1966/67 1969/70 1972/73
Estimates Estinmates Estimates Estimates Estimates

Original Revised Original Revised Original BRewvised Original Revised Original Revised |

Customs and Excise 207,6  215,1 L2945 255.8 343,2 341,5 528,41 574,38 756,2 73747
Posts, Telegraphs and Telephones 80,0 82,4 9k,0 g8,2 " 116,3 120,9

Inland Revenue 399,5 433,2 495,5 581.9_ 810,2 820,42 1 133,7 12%7,6 1906,7 2 126,0
Total Revenue to be received 687,1 730,7 - 824,0 935,9 1269,7 1282,5 1661,8 1812,k 2662,9 2 863,7

The error in total revenue
expressed as a percentage
of the revised estimate 6 12

Source: Budget Speeches and White Papers Accompanying Budget Speeches.

‘G
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This does give some idea of the lack of success in predicting the South African
economy. Yet following Kentor (3), the fact that the developments within an
economy are extremely difficult to predict mzkes a stronger case for intervening
with market forces, but this very unpredictability makes the task of intervening

succegsfully more arducus,

An obvioug complement to the above requirement is timeous and accurate data,
The availability of data pertaining to current events has improved of late,
but, teking into consideration the magnitude of adjustment frequently made to
this 'provisional' data, the accuracy of these early estimates leaves much to
?e desired. 1In 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.

MANNER OF INTERVENTION.

It was suggested above that.the unpredictability of the economy might justify
intervention, through stabilization policies, in the normal functioning of the
€COoNomy . There is, hcwever, no azgreement as to the form this intervention
should take. It is still debated whether the authorities should pursue a
guideline~type strategy where certain variables are to be maitained at fixed
settings, or whether they should pursue vhat Ckun has termed an ‘acti%ist' or
an interventicnist fiscal-monetary ﬁtrategy. Without 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

emall changes are made to policies to compensate, where necessary, for expected

) Xantor, B, op cit.
) Okun, AJf. op it PO 425 = 5T,

e

(
(
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changes in future economic conditions. He believes that the increased stability
thus attained offsets any costs incurred by changing_instrument settings =

viz, the trade~offs involved with other non-stabilization goals, the possible
disturbance to private sector planning, and the administrative costs involved.
His argument follows basically from the premise that enough is known to take
small steps at a time notwithstending the above-mentioned costs, the realities

of multiplier uncertainties and the lag structures involved,

Ideally Perliament should delegate authority to a committee to allow them to
change tax rates, the tax base and proposed expenditurgs, where possible, to
reflect their changed view of the economy's progress. If the legislative body
were not willing to renounce their power to this extent, possibly they could
be induced to allow this committee to change certain tax rates within specified
limits. The texes choseli being the ones with the most substantial and

predictable effects cn expenditure.

A valuable by-product of this philosophy would be the accumulation of knowiedge

as to the success or fzilure of specific policy measures under certzain conditions.

The rules proponents would seem to base their case largely on the extgnt of our
ignorsnce as to lag structures, multipliers and future conditions. = They

would tend to hold the view that 'fine-tuning', or as Okun would rathér have
it, 'sensible steering', is as 1ikeiy to be destabilizing. Furthermore, they
might also judge that an economy would have performed better in the past had

the relevant authorities followed some sort of game plan.

Ckun's comment to this last point deserves mentioning. He acknowledges the
fact that there have been occasions in the history of stabilization policy in
the United States where the policy pursued has been contrary to most economistis'

prescriptions, and, in fact, has been destabilizing. But he maintzins that a
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better way 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 Veltzer (5) has swmmed up, this debate should no longer be of the character
of opposing extreme views, viz, fixed rules versus unlimited discretion. The
issues yet to be resolved are: the extent of discretion to be allowed, over
wpich ingtruments, and who will have the authority to meke these decisions. A
further question begzing consideration is how small the change in policy should
be -~ obviously the expected improvement'in economic performance following the

policy change should be compared 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 stability through

discretionary changes in instrument settings.

(5) Meltzer, A.H. "An Introduction to the Political and Economic Aspects of
Policymaking." Journal of Money, Credit snd Banking February, 1972

Vol 1V No 1l pp 1l - 2.
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STABILIZATION POLICIES 1IN SOUTH AFRICA 1960 - 1972 (1).
T A T e R A T T R M M I mmnmmmmnmmmmmmmmmmm I mmmmmmmmm

INTRODUCTION.

The stabilization policies and the economic circumstances in which they were
prescribed are given below to complement the description and eritique of
gstabilization measures already undertaken, and fo give the 'flavour' of stabilizatior
policies in South Africa. The analysis is conducted on an unambitious level
and concentrates on the degree of co-ordination between fiscal and monetary
policies, the direction of-policy and its decisiveness, the 1iming of policy
changes with particular reference to stop-go tactics, and the comparison of the
stated inteniion of the éuthorities with the results actually achieved.

Hoth;ng more ambitious wag embarked upon as attempts to éstablish the
quantitative impact of policy involves the netting out of effects of all other
factors influencing the performance of the econony over the pefiod and
knowledge of all relevant lag structures. Economic ingight has not progréssed

thig far,

Figures for the money supply have been given up to 1965, It was eétablished
that money post-1965 has 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
resuning its normazl trend from the end of that yéar onwards, and that thé

series again accelerated from the end of 1971. (see graph p 2la.) No

(1) Data was obtained from the South African Reserve Bank Quarterly Bulletins,
tnrmanl Economic Reports, end from Reports presented at the Annual Ordinary
General Neetings; from the Budget Speeches and from the White Papers
accompanying these speeches; and from various publications of the Burean
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 have the power to control the money supply in the

long-run under fixed exchange rates.

The 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' downswing might be given as

follows:

Inring the second half of 1959 there was a gradual but distinet recovery in the
level of economic activity. The March, 1960 Budget aimed to accelerate the
tempo of revival by creating conditions favourable to increases in both

priyate investment and consumption. The major concessicns announced were:

(1) the implementation of investment allowances in respect of
building and machinery used in the manufacturing and hotel
industries. Thege were in addition to the initial and
depreciation allowances already in existence;

(51 the 5 per cent discount to income taxpayers plus the relief
given to .taxpayers earning beiween R4 6C0 and R10 000 through
the adoption of the 'block rates' for tax assessment;

(iii) and the abolition of the loan levy.

Notwithstanding these concessions, the economy slumped as a result of the fall
in confidence in South Africa's economic future following racizsl disturbances.
This fall in confidence led to a substantizl outflow of capital and to a

reduction in investment expenditure.

(2) Smit, D.J. 2nd Van der Walt, B.E. "Business Cycles in South Africa
durins the Post-var Period 1964 to 1968." znd "Business Cycles in
South Africa during the Period 19€8 te 1972." which appeared in the

SARS Quarterly Bulletins September, 1970 and June, 1973 Nos 97 and 1C8
respectively.
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DOWNSWING: MAY 1960 TO 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 characterising 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 capitel from the private

sector. Political developments, particularly the Sharpeville incident in

March, 1960, seemed to spark off this dowmswing. Other factors which might
have contributed to thé outflow of capitél were: the pull of higher money rates

in London; 1large equity investment by South African residents in the

Tederation of Rhodesia and Nyasaland; and, as the reserves continued to decline,

the ferr of a devaluation of the rand.

The net outflow of short-term funds was relatively large during the first threé

quarters of 1960 when the internal monetary situation was still fairly 1liquid

and interest rates relatively low. There was an improvement in the movement

of capital after the Bank of.Englnnd had twice redvced its Bank rate in the

fourth quarter, but the balance of payments zgain deteriorated soon afterwards.

South Africa's withdrawal from the Commonwealth and the resulting uncertainty

and fear of racizl disturbances might well explain the sbove deterioration.

R T e e e T
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TABLE 11,

Capital Hovements.

(R millions)

Private Sector:

Errors and

Unrecorded
Long-term Short-term Trangactions

1960 1 -6 -12 5

11 -3 =G 22

111 =34 -5 -18

1v ~-40 14 8
1961 A -33 -12 e

11 =27 9 =T

111 23 -17 -29

1v ~% -1 -3
Central Government and Banking Sector:

Long-term Short-term Total

1960 1 4 =13 -9

11 11 ~2 9

111 8 8 16

1v -12 -1 =13
1961 1 8 2 10

185 -4 -1 -11

111 =1 -8 =5

v -10 -9 =19

Source: Supplement to the SARE Quarterly Bulletin March, 1971:
"pA Statistical Fresentation of South Africa's Balance
of Payments for the Period 1946 to 1970." Table 2.

Total

Total
Capital
lovements

=52
-56
-41
=31

=35
-36
-32
-26
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As may be seen from the above table, during the period under consideration
there was a net inflow of official and banking capital which, to some extent,
cushioned the effects of the private outflow. The 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 imporis was
downwards owing to the decrease in the tempo of the economy, tighter monetary
conditions, and more stringent import controls. But still the total gold and
foreign exchenge reserves fell relentlessly from R304 million in April, 1960,
to the low level of R176 million in April, 1961, They then climbed slowly

to R184 million at the end of August.
The authorities thus found themselves in an unusual position in deciding the
economic policy-mix: the internal economy required stimulation, while the

external condition demended restraint if a devaluation was to be zvoided.

Developments in the Economy and Policies Pursued: . ¥Wanen the liguidity of

the private sector was reduced \ either the balance of payments cr the
Government's fiscal operations, the void was filled by the creation of new monéy
or other liquid assets by the banking system, The increase in the commexrcial
barks' advances and discounts that occurred was made possible not only because
they had been relatively liquid at the end of 1959 and could, therefore, rely
on rediscounta of Treasury and trade bills, and sales of Government stock, but
also because other financial institutions were benefitting from Reserve Bank
accommodation up until approximately April, 1961, As a result the Reserve
Banks' own licuidity declined = the ratio of legal reserves to lizbilities

to the public declined to 29,6 per cent in May, 1961 before rising to 36,4

per cent at the end of the period under consideration.

Vhen the seasonal flow of funds to the public sector commenced in November,

the Treasury sgain made available short-term deposits with the principal
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commercial banks. In addition, the Treasury invested R1% million with the
discount houses during March, Once the seasonal flcw had been reversed, the
Treasury withdre& these balances, In like vein, the Resgrve Bank decreased the
minimum reserve balznces, which commercial banks were required to hold against
their demend liabilities, from 10 to 6 per cent as at the end of March, 1961,
Thig obviated the Bank's need to grant additional credit during that period of
seasonal illigquidity. Subsequently the minimum reserve balances were raised

to 8 and then to 10 per cent at the end of May and July respectively. This was
only after the feturn flow of funds had commenced from the public to the private
sector, but also reflected the switch in precedence fgom internal developments
receiving priority over the balance of payments considerations. This awitch

took place in May, 1961.

Up until then, the authorities had been hesitant to impose restrictive measures
when the reserves were still high in the hopes‘that the capital outflow would
be of short duration. In fact, by the Reserve Bank'a'Lenéer of lagt resort
activities, they had relievéd mich of the restraining influence of the capital
outflow, Notwithstanding these credit operations of the Reserve Bank, it
gtill had to make considerable purchages of short and medium-term Government
stock to maintain the quoted pattern of rates. This happened degpite the_
imposition of penalty rates and the upward adjustmenté to quoted rates in

May, 1960. On top of this, in June the Bank of England raised its réte

to 6 per cent, and their higher strﬁcture of interest rates were naturally

an attraction to foreign funds. In these circumstances, with the regserves still
fallingand with preliminary estimates of the GNP which indicated.a satisfactoxy
rate ;f expension, the Bank rate applicable in South Africa was increased

from 4 to 4% per cent on the 10th Zugust, 1960, and the financial institutions
were requested not to extend credit for the financing of imports - it was
still felt necessary, however, to tighten import controls in Novenbér. LY

the seme time as the adjustment to Bank rate, the pattern of rates for
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government securities with maturities up to 10 years was increased by + per

cent. The pattern was further adjusted upwards on the 7th September, 1960

and the 10th February, 1961.

The 1961/62 Budget cen be adequately described as 'mildly expansionary'. The

tone of the Budget is given more precisely by the Minister of Finance:

"As was the case last year, the prescription in this Budget should

«+s be the encouragement of capital development, but this year it is
even more essential to ensure that any incentives to be granted will
not endanger the balance of payments by encouraging excessive imports.
Cn 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 foreign investors.
In addition, we should prescribe the means by which domestic saving
and capital formation can be stepped up still further." (1) '

Nention will just be made of the measures announced in the 1961/62 Budget
Speech which had the mogt relevance to the promotion of stable growth in the

economy. They were as follows:

(1) the investment allowances for manufacturing concerns and the
hotel indugtry were extended over a longer pericd, and the
investment allownance in respect of new industrial equipment
and machinery was increased from 15 to 20 per cent. The
initial allowsnce, in respect of these goods, was, however,
reduced from 2C to 15 per cent., As an incentive for the
decentralisation of new industries, the investment allowances
for such concerns were increased to 30 per cent for equipment
and machinery, and 20 per cent for buildings;

(ii) mines, other than gold and diamond mines, were allowed an
immedizate 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 subsiantial
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 payable by all companies, except the gold and diamond
mining companies;

(1) The Minister of Finance in the 1961/62 Budget p 15.
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(iv) to discourage imports, import duties on non-essential goods
were znnounced;

(v) and increased customs and excise duties on motor cars were
imposed.

The Minister of Finance stazted 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
economy, given the existence of a certain amount of slacifiith the necessary
_encouragement, could attzin greater production in export and import-replacement
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 regson for the authorities'
delay in implementing measures to curtail spending. But as financizl
‘conditions continued to deteriorate, fears of devaluation arose which were
likely to sggravate the ouéflow of capital. Moreovef, repayments of loans,
both private and offiecial, werelto be made in the near future and, given the
level of confidence in the South African economy prevailing abroed, it was not
at all 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 expand its
output 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,

4 package of measures was announced by the lMinister of Finance on the 5th lay,
1961, Bank rate was increzsed to 5 per cent and the Reserve Iank's pattern of
rates for Government stock was raised by a further 4 per cent. He also

announced more drastic tightening of import control and considerzble reductions

in tourists' snd emigrants' allowznces, together with other measures 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 fall in
reserves continued unasbated. It was on the 16th June that the Minister of
Finance announced to Parlizment that controls would be extended over the

repatriation of foreign-owned capital.

&hese 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 exchange reserves in the third quarter of 1961. 1In fact, the reserves
showed a steady increase from a minimum level of R142 million on the 16th June
to R204 million on the 1%th October and the IMF loan facilities granted to the

authorities were not utilised.

Observations sbout Policy: The point was made zbove that the authorities were

unable to boost the internal economy because of balance of payments considerations.

"fhe domestic economy has unfortunately been restrained to some extent
because of the unavoidable preoccupation with the balance of

payments, but this restraint has been and will continue to be,
minimised by trying to make the best use of the available credit and
capital.,” (2)

Tt has also been suggested that fears of devaluation aggravated the balance of

payments situation.

(2) 'The CGovernor of the SARB in his Report to the Forty-First Ordinaxry General
lieeting of Stockholders, (Reprinted in the SAJE 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 factors. A
devaluation might have improved the balance on current account., Furthermore,

it would have acted as a disincentive to repatriate capital. Agegregate demand
might have been boosted through increased exports and certain import requirements

being satisfied through domestically produced output.

Given, however, thalt a devaluation was not politically feasible, one might wonder
whether a better performznce 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,
ﬁore than a2 year after the Sharpeville shodtings, that exchange controls were
progressively tightened. One can understand that the authorities were 1o$th

to impose exéhange controls of the required nature, bearing in mind the possible
advgrse effect it mizht have on future capital inflows, but as they wereleVen
more'determined not to devalue, the controls might well have been imposed
earlier, Furthermore, it was in llay, 1961 that the authorities decided to
decrease the rate of spending =2lbeit in a very half-heasrted and mild_manner;

In retrospect, it was somewhat nallve 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
'naivety' is, however, understandable as it was extremely difficult to

estimate the:size and the duration of the capital outflow. The fact that
import controls were noderately tightened in November, 1960 and then even more
so in May, 1961 was likely to have mitigated the favourable effects on the gold
and foreign exchange reserves of the fall in spending that the authorities
sought to achieve post-liay = the unsatisfied demand for foreign goods might

have been turned to domestic goods and so have hampered the export effort,
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Mnother factor to be considered in weighing the appropriateness of the policy-
mix pursued is the level of interest rates. If the various rates of interest
had been allowed to attain the high levels that market forces would have
negotiated, the rate of capital outflow might have slowed down even though the
bagic reason for the outflow concerned political factors. The increments to
Bank rate that were announced in August, 1960 and May, 1961 were only 4 per cent
on each occasion, despite the fact that investment demand then might well not
have been highly interest-rate elastic. The Reserve Bank's actions in
preventing the rise in interest rates served to make it somewhatl easier for the

people trying to get their money out of the country.

TABLE 12,

Money Supply (1).

(R millions)

' 1 , 11 111 1y
1960 | 2 621,9 2 629, 2 664,6 2 655,6
1961 | 2 553,8 2 574,2 2 606,2 2 695,4

Note: (1) Money defined as demand deposits with the Reserve Bank
and commercial banks, excluding Government deposits and
balances due to foreign banks and governments, plus notes
and coins in cireculation outside the banking sector.

(The banking sector is defined as the Reserve Bank, the
commercial banks end the NFC.)

Source: SARB Quarterly Bulletins.

Bearing in mind the contention that money does matter, it is interesting to

note that the money supply increased from the first quarter of 1961,
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In summary, it is possible that better results might have been attained if the
authorities had acted more rapidly =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 accompanied by more stringent exchange controls,
if necessary they could have been progressively extended, instead of the

authorities allowing deflation to attain external equilibrium,
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UPSWING —-— THE FIRST STAGE: SEPTEMBER 1661 TO MIDDLE 1962,

Introduction: Having almost levelled off during the first six months of 1961,

the gross national product once again resumed its upward trend. The pronounced
increases in merchandise exports and gold output, ensuring a record surplus on
current account, were largely responsible for this improvement in the internal
economy. Furthermore, the capital outflow fell substantially, partly due to
exchange controls, and the gold =nd foreign exchange reserves climbed

substantially from R168 million in June, 1961 to R456 million in June, 1962,

Money and near-money conseguently attained new record levels and the money and
capital markets were transformed from conditions of tightness to markets where
funds were readily available. Virtually all interest rates declined as did

most yields on shares.

Bearing in mind the presence of these tremendous 'take-off’ facilities, the
revival in economic activit§ was somewhat disappointing. For example, there
still existed relatively slack conditions in the building and motor assembly
industries znd other related activiﬁies. The authorities viewed the slow
revival not as a result of insufficient liquidity in the economy but rather

stemming from an insufficient rate of actual investment and consumption spending.
These 'insufficient' spending decisions probably reflected the uncertainty
generated in the previous period. Concern was also felt for the international

political and economic situation.

Developments in the Bconomy and Policies Fursued: During the previous period

monetary policy had been constrained by the large capital outflows and the

authorities' intention to avoid devaluation, As the reserve position improved,
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expansionary measures could be applied =~ measures which the internal economic

conditions demanded,

Ls the liquidity of the economy continued to increase, the Reserve Bank

moderated the downward pressure on the interest rate structure by decreasing its
credit. Bank rate was reduced on the Tth December, 1961 to 4% per cent to
stimulate economic activity by lowering the cost of short-term funds. As
expected, the reduction in Bank rate was accompanied by dovnward adjustments

in call money and related interest rates. The Treasury bill rate, in particular,
had already fallen to 4,07 per cent by the 7th December, and thereafter

continued its descent.

In the gilt-edged market, the Reserve Bank at first maintained its pattefn of

rates for Government securities at the relatively high level which had been
established when Bank rate was raised to 5 per'cent in May, 1961. The authorities
felt that, althoigh the upward pressure on the interest rate-structure had

dissipated, the existing 1e§e1 approximated the equilibrium structure of rates.

From the beginning of March, 1962, however, the Bank quoted selling prices of
Government stock on a yield basis of % per cent below its pattern of rates_for
maturities in excess of 3 yesrs. The Reserve Bank went a step further in lay
vhen it decreased its entire interest raté pattern for Government stoék by & per

cent.

In early Way, the Treasury bill rete was as much zs 1,70 per cent below Bank
rate.. It was decided not to decrease Bank rate, but rather to revert back

to the practice which existed prior to lay, 1960 and quote a2 separate discount
rate for Treasury bills which was directly related to the prevailing rate at
vhich such bills were being issued; i.e. at 5 per cent above the current

average tender rate.
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The authorities felt it inappropriéte at the time to reduce Bank rate largely
becauge of two considerations. In the first place, a strong stimulus to economic
activity might not have been wise policy as it could have led to a substantial
importation of goods and services at a time when South Africa was approaching

its seasonally leanest period for exports. Turthermore, capital outflows in

the form of dividends and loan repzyments were expected. The second consideration
involved deposit receiving institutions. The commercial banks had extended
their range of facilities offered to custcomers 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
gubstantial changes in monetary conditions. As Bank rate determined commercial
banking lending rates, the authorities felt constrained in their use of Bank

rate adjustments and decided to wait until they were sure that the economﬁ
required further stimulation and for conditions which would allow financisl

institutions generally to follow the Bank's lead more easily.

The Budget of 1962 was forﬁﬁlated with thé intention of stimulating the econcmy,
particularly priVafe fixed investments and exports. On the whole,_it was very
mildly reflationary. On the one hand, the time limits of the investment
allowances in respect of buildings, and machinery and equipment, were agasin
extended to June, 1966 and June, 1965 respectively. Exporters were conceded.
a speéial income tax allowance based on additional expenditure, other than
capital outiays, to develop foreign markets, and R500 000 was provided to
assist exporters generally. The level of current Government expenditure,
particularly on defence, was markedly higher than during the previous fiscal
year. Cn the other hand, to increase revenue to help finance this
expenditure, the discounts in respect of income tex, which had been granted

to both individuzls and companies, were withdrawn, Moreover, increased duties
were levied on liquor, gramophone records, petrol and diesel oil, and'oﬁ a

number of smaller items.
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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 a2 deficit on current account, nor create inflationary
pressures owing to the existence of a certain amount of slack in the economy.

Accordingly Bank rate was reduced to 4 per cent on the 13th June, 1962,

Simultaneously the Bank again lowered its pattern of rates for Government
gsecurities by & per cent. Downward pressure on this pattern, however,
continued and, azlthough the Bank began to quote selling prices on a yield
basis 4 per cent below its pattern of rates, it still had to sell large
quantities of such stock. This led to a further reduction of % per cent on
the 24th July in the Bank's pattern of rates. At that time, the Reserve Bank
. héld R13 million worth of Government secﬁriﬁies in its portfeclio, compared with

R158 million at the end of June, 1961.

"A major aim of recent monetary policy, therefore, has been to secure
a more orderly increase in the money supply and in the availability
of credit and a more orderly reduction in interest rates than would
otherwise have been the case." (2)

During the period under consideration there were no major changes 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. Certain exchange control regulations were modified and relaxed with
a view to making them less stringent and to overcome practical difficulties

in their application,

(2) The Governor of the SARB in his Report to the Forty-Second Ordinary
General Meeting of Stockholders 1962 p 10.
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Observationg: The policy decisions tazken during this period highlight  the

hesitancy of the authorities to take any action., Their forecasting gbilities
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 of payments position and, of

courge, of inflation.

The final point to be made is that if financial institutions were interfered
with as little as possible, the additional constraint on Bank rate

adjustments would not have been imposed on the monetary authorities,
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UPSWING ~— THE SECOND STAGE: MID 1962 TO MID 1964.

Introduction: The upswing in general economic activity, which had begun from

about the middle of 1961, gained considerable momentum during the period
under consideration, The graphs drawn below illustrate broad developments

in the economy during this period,

Changes in Gold and Foreign Exchange Reserves.
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Merchandise Exports f.o.b. Net Gold Cutput and Service Receipts.
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Gross Domestic Fixed Investment.

(R'000 millions)
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Developments in the Economy and Policies Pursued:

First Phase: Moderate Rxpsnsionary Policy (1).

The steady increase iﬁ the éold and foreign exchesnge reserves created a
favourable monetarylenvironment in which further expansion of the economy

could proceed. Most forms of credit were readily available, and short-term
interest rates maintained a downward trend, The Reserve Bank had reduced its
pattern of rates for Government securities on three occasions during the latteﬁ

half of 1962, and on the 27th November Bank rate was lowered to 3,5 per cent.

Vhilst the authorities viewed the fall in short-term interest rates ss desirable
to assist further economic growth, they, nevertheless, did intervene "to
noderate the downward tendency in the Treasury bill and other related short-term

interest rates and to prevent undue disturbances in the financial structure." (2)

1) FYormat employed in the SARE Anmual Feonomic Report 1964 pp 36 - 40.
2) SLRR Annual Economic Report p 37.
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The authorities accomplished this end through the so-called 'swop-arrangements'
whereby the commercial banks were allowed to invest limited amounts 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 repaid, 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
investment and exports. No call was made 6n the pockets of consﬁmers by way

of increased taxes,

As regards measures to stimulate consumption, a 5 per cent discount on personzl
income tax peyments was announced, Income tax concessions to gold mines.and
farmers were promulgated. Furthermore, increased benefits to pensioners, more
generous deductions from taxable income in-respect of contributions to pension
funds, increased rebates on insurance premiums, and a reduction in the customs-
and excise duties on petrol and diesoline used for road transport were tabled.
The Minister of Finance felt that these concessions, together with the tax-free
period of 8 months up until ?ebruary, 1963, would stimulate total consumer :

spending.

The time linmits on the investment allowances in respect of machinery, equipment,
and buildings were extended, As an incentive to export, all exporters were
allowed to deduct 125 per cent of zllowable expenses in developing their

foreign markets, irrespective of their success or failure as regards turnover

(3) Increased salaries, smounting to an estimated R31 million, had been
announced in the Publie Service and in the Railways.
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in that market.

As the balance of payments' condition improved so import =nd exchange controls

were relsxed in certain respects.

Second Phase: No Need for Further Stimalation.

Poward 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 necegssary as with the reserves
high, imports could be allowed to expand, and there was also scopé for
domestic production to increase. TFurthermore, there were adequate stocks of

most goods available.

Accordingly the 1964/65 Budget contained no special disinflationary measures.
The only points of much interest from a stability viewpoint were that the
marginal personal income tax rates were smoothed somewﬁat, that the 5 per cent
rebate in the case of personal téxpayers was retained, and the Minister 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
concomitent of economic growth. But with the appearance of certazin bottlenecks,
in particular in respect of skilled labour, they were happy to allow the

Treasury bill and other related interest rates to rise.

The suthorities felt that the more liberal import control policy pursued

obviated the need for restrictive monetary and fiscal policies.
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Third Phase: lMore Cautious Attitude towards Credit Creation.

By the second quarter of 1964 consumption expenditure had risen to a new record
level. In view of the magnitude of the other components of aggrezate demand,
the Reserve Bank took steps to increase the cost of credit. This they
sccomplished by reverting to the practice of applying Bank rate to discount
Treesury bills and for advances against the security of these bills. Pressure
was exerted on finasncial institutions to decrease the extension of credit for
congumption or speculative purposes. Furthermore, Bank rate was increased to

4 per cent with effect from the 15th July, 1964, As a result of tﬁese measures
and the deficit in the balance of payments, short-term interest rétes, particu-

larly, rose.

The suthorities contented themselves with these measures to prevent consumption
spending from becoming excessive, as the fall in the gold and foreign exchange
reserves since the begining of 1964 had reduced the capacity Ef the financial
institutions to extend sdditional credit without assistance from the Reserve
Benk. "This, in turn, implied that the Reserve Bank, which in view of its
high legal reserve ratio still had cpnsiderable gscope left for credit

creation, would from that stage onwards be the main source of liquidity an@,
therefore, in a favourable position to exercise control over both the creation

of money znd near-money and interest rates."  (4)
A J

Observations: As will be seen, prices increased more rapidly in the next phase

of the cycle. The authorities "stop-de nothing-go" type tactics can again be
illustrated in this phase. The upswing was allowed to develop and, in fact,

assisted by the expansionary Budget of 1963/64. The 1963/64 Budget did not

(4) SARB Annual Eeonomic Report 1964 p 40.
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contain any special disinflationary measures but had rather a neutral tone to
it. lionetary policy, up until this stage, wag really concerned with moderating
the rate of descent of interest rates -~ admittedly this involved attempts to
decrease 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, 'The pressure on resources would not be so
greatl 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 tariffs and import control, It can be argued,
however, that these other matters are all consequential upon labour
policy, that they flow from the attempt to inecrease living standards
without jettisoning economic apartheid." (5)

Lssocom had lonz been advocating freeing international trade transactions as far
as possible, 28 well as freeing the labour merket. The latter particularly
might have resulted in the improvement of international relations following

the racial disturbances in the early sixties.

(5) "A Ceiling on the Zoom," Commercial Coinion February, 1964 Vol 41
50 492 p 3. 'without! appeared in itzlics in the original.,

This statement does need auzlification as inereszses in supply which may
flow from a more productive use of labour would increase incomes 2nd sO
incresse demand, Tor a relaxation in lebour restrictions to mitigate
inflztion one mist assume that part of the increamse in income so generated
is saved. Increased supnlies from abroad do moderate inflation, as they
imply little extra domestic income, '
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In this light, the import and exchange conirol 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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UPSWING -—— THE THIRD STAGE: MID 1964 TO APRIL 1965,

Introduction: During this period it has been estimated that the increase in

real GNP was approximately 5 per cent, whilst GDE 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
repercussionsg on the level of prices. It was estimated, in the VWhite 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

iﬁ GDE (with the excepfion of exports which tended to fluctuate around R530
million). This increase in aggregate demand was stimulated by the ready
availability of credit. lloreover, the increase in fixed investment was partly
financed in an inflationsry manner which further stimulated agsregate demand.

As an expected concomitant of the increase in monetary demand, the level of

imports rose markedly with a consequent deterioration in the Current Account.

Developments in the Economy and Policies Pursued: As mentioned earlier, the

authorities were aware of inflationary pressures and certain measures had been
implemented to prevent a general inflationary situation from developing. These
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 turned out, the measures employed were not zppropriate
as the extension of credit continued unabated. Various factors were cited as
explaining the failure of policy to curb domestic credit expansion. These

factors are listed below:

(1) the return of Treasury funds to the private sector during
the fourth quarter of 1964;
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(ii)  the increase in Reserve Bank 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 'liguid assets';

(v) a net inflow of private capital during the second half of 1964;

(vi) and growing competition by benking institutions for deposits,

The continuing expansion of the money suprly led to further restrictive measures.
The auwthorities again resorted to moral suasion. This was accompanied by a more
restrictive attitude towards rediscounting ﬁy the Reserve Baﬁk, the
withdrawal of Treasury funds from the money market, and on tﬁe 8th December,

Bank rate was increased t°.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 aims, Credit extengion remained excessive. Competition
for funds became even more intensified. One of the reasons why the commercial
banks were still able to extend substential amounts of credit was the fact

that the new banking legislation, which became operative for them on the -

lst January, 1965, reduced their 1iqﬁidity requirements, e?en though the

definition of liguid assets had been narrowed.

kecordingly, on the 5th larch, 1965 the Minister of Finance announced major
policy changes designed to curb the growing inflationary pressure, improve
the balance of payments, and to discourage the 'excessive' competition for

deposits. These measures included:

(i) an increase in the Bank rate to 5,0 per cents

(ii) en increase in the commercial banks' supplementary liguid asset
ratios;
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(iii) an incresse 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
application of penalty rates of discount;

(v) and the institution of deposit rate controls was threatened.

During the week preceding this announcement by the Minister of Finance, the
Governor of the lieserve Bank had again appealed to banking institutions to
reduce their extensions of credit, particularly for non-essential consumption.
Furthermore, he reqﬁested that those financial institutions, whidh had until
the end of 1965 to comply with the more stringent liquidity definitions and
fatios in the new Banks fct, voluntarily comply wifh the regquirements then

applicable to the commercial banks.

Deposit rate controls were, in fact, instituted with effect from 22nd March, 1965.
This naturally tended to moderate upward movement in interest rates generally.

The authorities took this step of imposing maximum deposit ratgs 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,
competiticon among banking institutiobs. This would manifest itself in a

growing disarray in the deposit rate structure vhich wouid, in tumn, have
repercussions on the structure of lending rates. In particular, the’

authorities feared upward pressure on mortgage rates.

In the period under review, the anti-inflationary measures employed were 1grge1y
eredit control messures., This stemmed from the authorities' belief that "the
root cause of the economy's difficulties was fhe inflationary overspending on
both cepitel =2nd consumer goods, by both private and publie sectors, and this
vas made possible by the excessive creation of money and near-money by the

benking system." (1)

(1) SAKB Arnmual Economic Report 1965 p 12,
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The Minister of Finance did strive to achieve 2 disinflationary, or possibly
better described as a non-expansionary, March Budget. Estimated expenditure

on Loan Account, however, despite being 'pruned', attained a new record level.

A losn levy of 5 per cent was imposed on both persons and compznies, other

than gold mining companies. The only major chznge in tax revenues was the
imposition of a surchazrge of 5 per cent on the income tax of all companies, other
than gold mining companies, In so far as the expenditure on Loan Aecount was
financed from the previous year's surplus, the overall budget implied deficit

expenditure.

The marmer in which the Government financed its expenditure added to the

inflationary pregsures brewing in the economy.

"The high level of expenditure by the Government and the public sector
generally ..., despite the fact that much.of it was unavoidable, added
- both directly and indirectly - +to the pressure of domestic monetary
demand and to the demand for imporis. Government balasnces with the
Reserve Bonk declined by almost R62 million between the end of February
and 30th June, 1964, and by a further R66 million during the twelve
months ending 30th June, 1965. To an appreciable extent the decline
in these balances reflected Government expenditure on imports. Such
expenditure, while affecting the balance of payments, did not directly
increase the licuidity of the monetary banking institutions.
lievertheless, had it been possible to maintain the balance at a

higher level, for exzmple, by greater resort to the domestic capital
market for long-term loans, the credit creating power of the banks

and the inflationary pressure would have been reduced." (2)

Despite the monetary measures announced in March and the moral suasion exerted
to decrease the level of credit extended, the commercial banks' &iscounts,
locns and advences, for example, increased by R24 million and R34 million
during March and April respectively. This, however, did represent a slowing
dovn in the rate of increase of these aggrega{es. The commercial banks

remained in a position to extend further credit as their liquidity ratios were

(2) The Governor of the SARB in his Report to the Forty-Fifth Ordinary
General leeting 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 clessified as a 'licuid 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 commercial banks in three stages (May, June, July) to the
maximum permissible levels, During this period, the Reserve Bank began
quoting penaliy rates for accommodation to certasin institutions which had been

- extending excessive credit or credit for non-essential purposes.

On the 29th April, the Reserve Bank increased its pattern of rateé for certain
éovernment securities by 0,25 per cent. This was done in recognition of
changed market conditions, but also with a view to discouraging the sales of
medium and long-term gilt-edged securitieg by financial institutions to enable

them to extend credit to the private sector,

"In general, it has remained the official monetary policy to reinforce
the natural disinflationary force operating through the balance of
payments deficit (3) by applying measures designed to increase the

cost =nd restriect the rate of increase of credit, and to reduce the
excessively high ratio of money 2nd near-money to gross national
product. It is exvected that this, in turn, will assist in

reducing the rate of increase of totzl domestic investment and

congsumer spending to a2 level more commensurate with the rate of increase
of the real gross national product and thus diminish the pressure on
both the internal price level and the balance of payments.” (4)

Observations: Obgervations made for this period are set out in point form below.

(1) It was noted =bove that three major policy decisions to reduce the extension

of credit failed, and a whole host of reasons for their failure were

(3) The gold and foreign exchange reserves fell from R566 million in
October, 1964 +to R378 million in June, 1965.
(4) SARB Quarterly Bulletin June, 1965 No 76 p xxii,
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~publicised by the monetary authorities. These reasons do illustrate

1962
1963
1964
1965

Hote:

Source:

the difficulties the authorities face once they have set themselves an
objective -~ this is one occasions amongst many where the authorities!

original intention diverges widely from the result achieved.

TABLE 13,

Money Supply (1).

(R millions)

E ) 102 T30 - AN

:

! 2 587,2 2 722,1 2 849,5 3 069,3
5 3 003,3 3 126,9 ° 3 246,9 3 483,2
5 3 480,3 3 636,2 3 641,9 3 774,9 .
E 3 762,8

(1) lHoney defined as demand deposits with the Reserve Bank and
the commercial banks, 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 NFC, the
discount houses and the Land Bank.)

SARB Quarterly Bulletins.

Vhen the authorifies make the statement that the steps taken were too
moderate owing to the sppearance of certain 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,

and that it was almost unlucky that it needed to be reinforced.

As regards the correciness of policy, the reader is referred back to the

discussions on the control of domestic credit creation and on liquid
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asset requirements contained in Chapter 1V.

(iii) Assocom voiced its disapproval of the moral force exerted on the
financial sector to avoid credit being extended for 'non-essential!
purposes. Lkssocom urged the Government to adhere to "the principle of

non-discrimination, especially in rural and esgricultural areas." (5)

(iv) In the period under review, conditions in the capital market had
tightened. The pressure on interest rates generally had fluctuated
with the various factors described above, It is worth noting a corment
by lessrs iHupkes and Dickman (6) who maintained that the adjustment in
interest rates would have occurred earlier and been sharper if "the
underlying shortfall between savinés and investment had not been masked
by undue reliance on bank credit and inflationary financing by the
government," This is particularly relévant when one realizes that the
suthorities had been relying, to z certain extent, bn the natural defla-
tionary forces within the economy. ’n unleached level of interesf
rates could have been a useful measure.to curtail inflationary
overspending. | What is moré, the authorities did impose deposit rate
controls which moderated the upward pressure on interest'rates, although
the degree of competition amongst financisl inétitutions for funds did
provide a clear indication that the level of interest rates prévailing
was too low. Cn the other side of the coin, it is not at all sure
that expenditure generally, particularly in the face of business

optimism, would have been that rmuch influenced by higher interest rates.

(5) ™onetary leasures Supported in Principle." Commercial Cpinion
March, 1965 Vol 42 No 506 p 5.
(6) Hupkes, ©.J. and Dickman, A.B. "Prospects for 1966." (Bureau for

Yeonomic Research, Stellenbosch, 1965.)
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Perhaps all that needs to be zdded, or rather re-emphasised, is the Hunt
Commission's recommendation to free the financial sector from constraints
regarding the permissible area of their business operations. This could
help achieve, through competition, lower mortgage rates and thus obviate
the necesgity for another distortion in the management of résources
through intervention in market forces. Deserving borrowers could, of

course, be paid subsidies.

The final observations sbout policy during this period stem from
Professor Samuels (7). He stated that the rise of inflationary
pressures within the economy stemmed from excessive demand, and 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
operation of direct controls which itended to conceal and aggravate the
distortions taking place in the economy.l He maintained that such
controls which by-passed market forces complicated the éuthorities
management of the econ;my for they could only provide a misleading

picture of the underlying trends within the economy.

(7)

w

19¢]

amels,; L.H., "Paseudo-remedies Won't Help!" Comtercial Opinicn
eptember, 1965 Vol 43 No 514 pp 13 - 16.
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DOWRSWING & MeY 1965 T0 DECEBER 1965,

Introduction: 'This period was characterised by a slowing down in the rate of

increase of gross domestic product in the second and third guarters of 1965.
Gross domestic expenditure remained excessive but there were indications that
its rate of increase fell « +this was due mzinly to a decrease in the level of
inventory investment., (This fall in inventory investment was attributadble,to
a large extent, to the tightening of import controls.) The inflationary
pressures persisted in an economy not guite 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 atlthe end of

September, 1965.

Developments in the Economy and Policies Pursued: According to Fupkes and

Dickman (1), there appeared little leeway for monetary policy to move, in view
of the freezing of interest rates, other than to increase moral suasion and to
impose penalty rates of diséount in certain situationsl Import controls were
thus imposed in August. Not only were permits for the importation of consumer
goods recduced, but the importation of raw materials =nd capital goods was to be
reduced, 25 it was felt that the high rate of investment was a principal factor
in czusing the inflationary pressures. loreover, applications to establish
new factories or embark on major expansion schemes were to be viewed more
critically by the Hew Industries Committee, particularly when the scheme
involved the use of imported materials aznd where there was little or no export

potential from the scheme.

The substantial increase in the capital inflow that materialised from the third

(1) supkes, G.J. and Dickman, A.7. "Prospects for 196€."  (Bureau for
s - - =
Economic Research, Stellenbosch, 1965.)
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quarter of 1965 until the end of the year was not anticipated. The resultant
improvement in the level of reserves further incressed the level of liquidity
in the economy. This liquidity was also fed by falling Government cash
balences and by the increase in the net clzims of the banking sector on the
Government sector. iioney and near-money increased sharply despite the fact

that the credit restraints should have been beginning to take effect.

In -the light of these developments, the Minister of Finznce announced the

following policy measures on the 13th September:

(i) the putlic sector (2) would strive to reduce and postpone its expenditures;

(ii) the necessary outlays incurred would be financed from non-inflationary
sources., In this regard, the Hinister of Finance announced the
flotation of a 20-year loan on the 15th Cctober at a rate of 6 per
cent, the highest ever offered on a Government loan in South Africa.
He also appealed to the private sector to support this loan rather
than to embark on expansion projects;

(iii) =~ special cabinet comrittee would review Government expenditure
. involving imported goods;

(iv) and savinz through the Post Office Savings Bank would be encouraged
through hizher interest rates on saving deposits. A new series of
national saving certificates wazs to be issued at, what the Minister of
T'inance felt to ve, a very favourable rate of interest.

The Reserve Bank znnounced the imposition of a credit ceiling on the 29th October,
1965, Below is given the authorities' justification for such a drastic

measure:

"1t has become quite clear that the basic factors in the situation are,
firstly, the continuing large deficit in the current account of our
balance of payments. This deficit is due to the fact that imports
for productive 2nd consumpticn purposes continue to flow into the

country at an exeessively high rate relative to export performance.

(2) The pudblic sector includes general government bodies, provinecial
administrations, municipalities and public 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-
term nature, This situation obviously provides no grounds for
complacency. The second, and not unrelated, factor is the persistence
of undue inflationary pressure which stems from excessive monetary
demand resulting in over-spending for both investment and consumption
purposes, A favourable climate for the development of both these
undesirable trends has been provided, very largely, by excessive credit
expansion.

There 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 than anticipated or is felt to be desirable. Moreover, there
have been various unavoidable developments recently, such as wage and
salary increases and other pressures on costs, which will tend to offset
the effects of these measures and to delay the adjustment to a
suatninable level of economic activity. Consequently, the Bank, in .
consultation with the Treasury, has decided that further measures

to restrict credit have become necessary.

The Reserve Bank, therefore, has requested all the monetary banking
institutions (which, of course, are responsible for the great bulk of
credit activities of the country) to ensure that the total of their
discounts, loesns and advances to the private sector, excluding the
Land Bank, as at 31lst March, 1966, does not exceed the aggregate of
these items as at 31lst March, 1965, This involves a moderate overall
reduction in credit and should give no cause for undue concern or
disturbance.” (3)

Toward the end of the period under review, economic activity began accelerating

again despite the restrictive measures employed. This further expansion

may be attributed to a very liguid economy, an improved bzlance of payments,

to a general optimism in South Africa‘'s future, and to the ineffectiveness

of the policy measures taken by the authorities to quell the

(3)

innouncement by the SARB regarding Credit Restrictions, 29th October, 1965.
Reprinted in the SARB Quarterly Bulletin December, 1965 No 78 p xxiv.




185,

rise in prices.

Observations: To begin with, it is probably best to view this period as a

4

slight 'pause' rather than a 'dovmswing' even thaﬁgh the rise in the GDP did
slow down somewhat. The rate of increase of GDE slowed down as well but was
largely the result of the import controls causing investment in inventories

to fall. It is worth quoting here Samuels' views on the recent application of

'balance of paymentd measures.

"The tendency to allow an econcmic expznsion to overreach itself,
then to run down the exchange reserves in the hope that the balance
of payments will right itself, followed by restrictive measures to
protect the exchange position, is a familiar seguence in the
Republic's post-war economic history. I am sure that there are all
kinde of reasons for South Africa's (apparently cyclical) propensity
to allow aggrezgate expenditure to outyrun its supply capacity as
determined by domestic production and imports, DBut I cannot help
thinking that the policy measures, which have operated with increasing
severity in recent yezrs, such as import restrictions, exchange
controls, and hizh protection to selected industries, are a major
cause of the unnecessarily drawn-out process involved in restoring
order in the economy. ,

The imposition of exchange controls and tizhter restrictions on imports
after Sharpeville undoubtedly succeeded in reducing and reversing

the drastic fall in exchanze reserves. But they also generated a2n
inevitable glut of liguid sssets as foreizn exchanse earnings increzsed
becmuse of the striking expansion in gold production and merchandise
exports, '

L0

The beneficiaries of import permits in turn are induced to use their
permits to the hilt, If they are wrong, as experience of the post-
war working of ths import control system has showm, they will be
rescued from their errors by the imposition of still tightex

import restrictions to protect the country's exchanje reserves. It
is no zccident that industrizl snd commercial stocks have grown as
rapidly as they have during the past yezr."  (4)

The authorities abandoned their reliance on monetary peolicy when they imposed

more severe import centrols. It is true that with the level of interest

(4) Samels, L.H. "Pseudo-remedies on't Help!" Commercial QOpinion
Septenmber, 1965 Vol 43 No 514 pp 15 & 16.
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rates receiving high priority and with an expansionary fiscal policy, monetary
policy had little chance of success. But was enough consideration given to
the long-term implications 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 improvement in the level of liguidity stemming from the
balance of payments? Furthermore; following Professor Jéhnson, the import

controls could have only a transitory impact on the balance of payments.

Noted above was the intention of the Government to prune its expenditure and
improve the financing thereof to combat inflation. But, as will be apparent
in the following cyclical phases, they were, in general, unsuccessful in their

aims.
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UPSHING: JANUARY 1966 TO MAY 1967.

Introduction: Gross domestic expenditure began a new upward movement from

2bout the end of 1965. iost other indicators of economic activity suggest 2
new upswing in the economy from about that time. As a result of the relatively
full employment of productive factors, prices rose. It is estimated that
during 1966 the consumer price index increased by about 3,5 per cent, while

the wholesale price index rose by approximately 3,9 per cent. Nonetheless,

real gross domestic product increased by approximetely 5,6 per cent during 1966.

During the period under review, private consumption expenditure, current
Government expenditure up to the second quarter of 1966, rising inventory
investment from the third quarter of 1966, 2nd a large increase in exports

were to a large extent responsible for the renewed upswing in economic activity.

The trend in the level of the gold and foreigﬁ exchange reserves was upwards
during 1966 but fell thereafter. This may be explainéd by the increase in

exports and the high level of ne{ gold output which was eventually offset by
substential imports as import controls were relaxed. During the first half
of 1966 there were surpluses on both the current and capital accounts of the

balance of payments.

Although the ratio of money and near-money to gross domestic product fell
slizhtly during the period under consideration, the seasonally adjusted figures
for money and near-money continued to increase up to July, 1966 before levelling
off, The level of liguidity caused the authorities concern as it meant that
considerable purchesing power still remained in the hands of the private sector
and that there was scope for srey market transactions to increase. The
Preasury bill tender rate and related money merket rates declined during the

first helf of 1966, but subsequently resumed their upward course. Conditions
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in the capital market, however, progressively tightened. From sbout the
middle of 1966, total claims of the monetary banking sector on the private
sector maintained a hizh rate of increase. From the third guarter of 1966
the authorities managed to reduce the net claims of the monetary banking

sector on the Government sector,

Policies Pursued: To avoid the aggravation of inflationary pressures and

obviously to attempt to nullify these pressures, the suthorities set out to

introduce timeous restrictive measures.

In February, 1966_the ceiling on bank credit to the private sector was
extended., Measures announced in July encompassed a four-point attack on

inflation:

(1) Bfforts were made to increase saving: these included an increase in
the Resexve Dank's patitern of rates for long-term Government securities,
" the 1lifting of deposit rate controls, and efforts to make saving with
the Post 0ffice Savings Bank and in Nationzl Savings Certificates more
attractive. B

(2) The authorities intended slowing down the rate of incresse of consumption
and investment expenditure, To achieve this end, Bank rate was
increased from 5 to 6 per cent, and the ceiling on the nmonetary
bank's discounts, loasns and advances to the private sector was further
extended from the 30th September, 1966 for a period of six months.

(3) The Minister of Finance stated that the August Budget would carry
deflaticnary measures and thzt every effort would be made tc finance
state expenditure from non-inflationary sources. He stated that
proposals to increase the size of the captive market, by foreing a
sreater desgree of investment in Sovernment securities by life
assurance compznies, pension funds and perhaps by certain other
finaneial institutions, would be submitted to Parlizment.

(4) He announced the decision of the Minister of Economic Affairs to
relax certain import controls.

The Budget presented in August, 1966 was, as promised, one with a likely
deflationary bias = one which strove to finance Government expenditure from

genmaine gaving. Major adjustments to fiscal measures were as follows: the
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captive market was extended; increased duties on a number of commodities were
imposed; a 5 per cent surcharge on gold and diamond mines was levied; non-
resident shareholders tax was increased; the discount on income tax payable
by individuals was 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 2 staﬁement issued jointly by the lMinister of Finsznce and the Minister Qf
Economic Affazirs, it was promiged that the Govermment would do everything
possible to reduce its expenditure, bearing in mind, of course, requirements

for the nation's defence, and theysppezled to all other sectors to reduce
expenditures. They also stated that adﬁifional anti-inflationary fiscal
measures would be applied, if necessary, in the March Budget. Other étepé
announced included the sterilisation of short-term funds through the issue of
more Trezsury bills and the offer of tax redemption certificates to companies
and other taxpayers; the 1oweripg of the credit ceiling, yet according favourable
treatment to the agricultural sector; the favourable consideration of repayment
of foreign loans prior to their redempticn date, provided that the repayments
were not mede using bank credit; further relaxation of import controls;y the
threat of price controls imposed on a selective basis; and the promise to

combat any trade practice which kept prices artificially high,

In the Budset of March, 1967 further fiscal measures were taken to reinforce
and supvlement monetnry policy. The Minister of Finance saw his duty as
keeping Covernment expenditure as low as possible, financing this required
expenditure from genuine saving insofar as possible, and promoting saving and

productivity.

The surpluses whiich had arisen on both Revenue and Loan Account during 1966/67



190.

were not used to finance government expenditure during 1967/68, These
balances were sterilised with the Reserve Bank or invested temporarily in the
External Procurements Fund, It was estimated that some R60 million in the
form of additional taxation would be found from sundry sources and only minor

concegsgionsg were announced,

Ovservations: 'The Minister of Finence justified the imposition of the July

'package! by saying that previous measures had been neutralised or were
working too slowly owing to the improvement in the level of reserves and hence
increased liquidity in the economy,  This statement does substantiate the
Point made in Chapter V1 that the authorities are not often short of excuses
for poliecy failures., He did not offer alternative hypotheses explaining the
sicwness of the initial pulicies; for eiample, that the suthorities had
misresd the situation and the pnlicies imposed were not severe enough, or that
the manner in which the Government had finenced its expenditure (see page 195)
Wnﬁ-inconsistent with the monetary controls in operation, or even that the

form of monetary control had proved itself deficient.

Assocom made certein telling points in their review of the Budget. They
commented on the very high level of proposed Government expenditure. They did
not cuibble with expenditure on unavoidsble capital projects nor the necessity

to improve public services' salaries, but they would have wished to have

seen zn insistence upon improved productivity in State operations. They
further maintained that the new customs duties would tend to have an inflaticnary

rather than a deflationary bias:

"even if there is a comparasble article in the country, its price will
ce the competition is removed or lessened." (1)

Danguet." Commercizl Opinicn fusust, 1966
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The zbove-mentioned policy measures, complemented by a multitude of fortuitous
factors, would seem to have hzd the desired effect, as by the middle of 1967
many indicators of economic activity, having risen from the beginning of 1966,

.

reversed their trend,

Statistics and observations over policy, 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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DOWNSWING: JUNE 1967 TO DECEMBER 1967.

During this period, the gold and foreign exchange reserves rose azs a result of
the considerable improvement in both current and capital accounts., The
increased capital inflows were triggered off by exchange rate uncertainties
and, finally,.by the Sterling devaluation on the 10th November, 1967. The
bzlance on current account was favourable owing to rising exports =2nd a

falling level of imports.

The seasonally adjusted ratioc of money and near-money to GIP rose sharply from
the third quarter. The rise in the gold and foreign exchange rescrves partly
explains the rising trend in money and near-money, but more important was the
céntinued 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
ﬂle'types of credit extended show two main reasons for this increase in bank
credit. In the first instn%ce, the cash credit advanées of the Land Bank
rocketed upwards as a result of éood agricultural crops, and secondly, whilst
the monetary banks obsexrved 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 1V of how direct controls tend to be

by-passed after awhile,

"While demand was largely curbed by restrictive monetary and fiscal
policy measures, including the paring of expenditure in the official
and semi-official sectors, the supply of goods was increased as a
result of the progressive relaxation of import control and the
improved production conditions in agriculture." (1)

(1) Ninister of ¥inence in the Budzet Speech delivered on the 27th larch, 1968
PP ) & 2, ;
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Hupkes and Dickman (2) have presented an excellent summary of the policies

undertaken since June, 1967, that no more can be done but quote them.

Summary of 0fficial Policy leasures and Statementg of Intention since June, 1967.

August

The Reserve Bank was given legal powers to enforce the credit directive which

it then extended until further notice.

The Reserve Bank Governor, in his Annual Address, drew attention to the

necessity for amending the Banks Act for more effective credit control, %o a

posgible tightening of existing measures, and to a closing of "certain 1§oPholes".

September '

« The "RSA" Savings Campsign was introduced.

New controlslover new car sales were instituted, aimed at ending the avoidance

of Hire Purchzse Act requirements through "leasing" arranzements.,

October ;

The Prime Minister's Statement on the September meeting of the Economic Advisory

Council puts the Government's view that further drastic anti-inflationary ‘

measures sre not required, but that there is no ouestion of‘a re}axation of

the existing measures which should indeed be made more effective,

In particuler:

(1) the estzblishment of a third Iscor is to be postponed and other

expansion schemes retarded;

(ii) Richards Zay and related developments are to be retarded and the IDC is
- to scrutinize new ventures selectivelys

(iii) current state expenditure is to be curtailed, even if inconvenience to

the public occurs;

(2) Hupkes, G.J. end Dickman, A.B. "Prospects for 1968." (Bureau for
Econonmic Research, Stellenbosch, 1967.) pp 23 & 24,
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(iv) provinecial end local authorities are requested to follow the Government's

example for the current financial year;

(v) the Government will mske a serious attempt to limit its expenditure

for 1968/69 and expects other public sector authorities to do the sane,
especially in regard to capital projects; -

(vi)  the Banks fct is to be smended in order to extend its scopes

(vii) exemptions from the barnk credit ceiling will be gradually curtailed,
apart from those affecting farmers, and the monetary authorities will
take appropriate steps to mop up surplus liguidity, particulaply to
neutralize any capital inflow. Importers are urged to reduce foreign
liabilities;

(viii) in conjunction with a stricter scrutiny of new projects by the New
Industries Committee, building céntrol is to be tightened as an intexrim
measure;

(ix) the public is urged to spend less end save more. Further measures to
promote this object will be taken if necessary. - Wege restraint is
recommended, %nd tﬁé Prime ﬁinister appeals to trade unions to continue
this policy;

(%) commerce is urged to keep dovn its mark-ups on imported goods;

(xi) an investigstion into rising food prices is to be undertaken; and

(xii) although opposed to price control as a meacure merely affecting the
symptoms of inflation, the authcorities are to look into the possiﬁility

and desirability of extending price control on household requirements.

On the 13th October, it was announced that the R50C million Van Der Xloof Dam,
the second in the Orange River Project, for which tenders had been called, was

to be postponed until further notice.

Observaticns: Judzing by the fall in the rate of increase in prices, the

suthorities succeeded admirably in their aim to defeat inflation, Since
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June, 1966 they focused attention on the necessity to finance Government
expenditure from non-inflationary sources, and later that year announced their
determination to reduce public sector expenditure. The statistics below give

some indication of how they fared.

Brehequer Account.

(R millions)
Year ended 31st December

1965 1966 1967 1968

r——

Total net receipts excluding borrowing 127954 1 370;8 1.598,2 (1:711,0
Total net issues excluding borrowing " "1 616,3. 1 670,4 1 840,5 2 105,3

" Total deficit excluding borrowing -336,9 ~299,5 =242,3 .-393,4
Financings

dhange in net indebtedness to:

Foreign sector (1) ' 36,8 =27,1 ~35,5 ~4,1
Private non-bank sector 5,9 150,8 185,2 332,1
Loan Levies (2) (-3,1) (23,2) (57,6) (86,2)
Other Government securities (-2,8) (127,6) (127,6) (245,9)
Public Debt Commisgsioners 146,5 97,6 159,4 241,17

Paymaster-General znd social security

funds (_’)) 10!7 "1734

Wonetsry banking sector 148,17 95,8 -€6,8 =17643
Chenge in holdings of government
securities (145,8) (226,8) (-22,7) (158,1)
Change in Xxcheguer balance (4) (2,9) (~131,0) (-44,1) (-334,4)

Total Financing 3%6,9 299,5 242,3% 393,4
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liotes: (1) BExeluding stock on foreign register held by the Public Debt
Commigsioners but including registered stock held by foreigners.

(2) Including small amounts held by the monetary banking sector,
(3) 1In the case of social security funds the item comprises
relatively insignificant amounts invested directly in stock

and not via the Public Debt Commissisners.

(4) Increase -, decrease + . Adjusted for investments abroad
and changes in the Stabilization Account.

Source: SARB Supplement to the Quarterly Bulletin December, 1971.

"Selected South African Capital llarket and Government
Finance Statistics for the Period 1946 to 197C."

In the first instance, it should be noted that the size of the deficit to be
financed fell in 1966 and again in 1967. On top of this, during these two
years the aunthorities succeeded in reducing their indebtedness to the foreign

. sector and to the monetary h;nking sector. Thus in.comparison to the
financing operations duriné 1965, the authorit;es engineered a marked improvement

in the manner in which it financed its expenditure.

As regards the level of Government expenditure, the point was made in

Chapter V that there is no evidence of anti-cyclical Government expenditure.
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UPSWING: JAITUARY 1968 TO DECHBER 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 estimated that
real GDP increased by 4,05 T,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 cause for concern when
they began to accelerate towards £he 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, shoﬁld the influende 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 that, bearing in mind the real rates of growth, the rates of
inflation during 1968 and 1969 were ﬁot excessively high relative to what has

come to be expected more recently.

It was private and general Government consumption expenditure, togethér with
merchandise exports, which provided the initial bocst to the economy. The raté
of consumption expenditure by both sectors accelerated between the first éuarter
of 1968 and tﬁe third quarter of 1970. Gross fixed investment, with the
presence of unutilised cépacity and the attractiveness of other outlets for
funds, was not stimulated until the fourth guarter of 1968 and then moved

strongly forward until the second quarter of 1970. The levels of inventecries

(1) e Governor of the Reserve Bank did comment, however, that althovgh the
growth rate for the verr ended June, 1970 was high, it was not satisfactory
in that mogt of the increase in economic activity was concentrated in
fixed property development and in the provision of financial and other
services, whilst sectors responsible for the production of goods did not
expand satisfactorily. (SARB Annual Keonomic Report 1970 p 7.)
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carried had fallen substantially during the second 2nd third quarters of 1968.

During this phese, 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 €00 by the
end of the upswing. The demand for skilled labour was particularly strong

and may explain part of the increase of 12,8 per cent in the total remuneration

of employees during 1970.

ks regards the balance of payments, foreign reserves increased sharply until the
second quarter of 1969 aznd thereafter maintained a downward trend until the

end of the period under review,

A factor causing concern to the suthorities was the level of liquidity éreéent
in the economy. As will be seen, a monetary environment had developed which
wés.conducive to inflation, It was estimated that the ratio of money and
near-money to GIP roge during 1968 and ended the year at 33,7 per cent. The
total quantity of money and nesr-money held by the private non-bank sector
rose by 10,3 per cent during 1969 as compared with an increase of greater than
20 per cent estimated for 1968. This total guantity of money and near-money,
seagonally adjusted, increased sharply from early 1970 and pezked about July
before tailing oy The ratio of money and near-money to GDP, seasonally
adjusted, hsoving fluctuated during 1969 and the first half of 1970 fell quite

sharply for the remaining months of 1970.

Policies Pursued: The Budget presented in lMarch, 1968 was intended to be

deflationary:

"if any relaxation should become possible in the coming months, it
would have to be gradual and, in the first instance, confined fto



199.

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

expenditure during 1968/69,

It was announced, however, that Govermnment employees, having received no
general imprnvemenf in gervice conditions for m&re than two yearé, were to
receive certain benefits, It had also been announceé, Just prier to the Main
Budget Speech, that employges of the South Africen Railways and Harbours were

to receive certain wage and salary concessions.

The estimates of expenditure which were tzbled on both Revenue Account and
Loan Account were approximately 7 per cent and 3 per cent, respectively, higher

than the revised estimates for 1967/68.
No major tex changes were announced.

As regards monetary policy, the authorities' concern was-difected at'the 1éve1

of ligquidity in the economy =~ the rates of increase in money and near-money
were given sbove, Fonk credit to the private sector 2nd, up until April, 1969,
the increases in the level of reserves had played major roles in-Cansing the
excessive liguidity. In liay, 1968 the Reserve Bank instructed all monetary
banks” to ensure that, from the end of the month, their level of certain specified
investments with the private sector did not eﬁceed that level ruling at the end

of llarch, 1968. It had become apparent thot the banks were side~stepping the

(2) Minister of Finance in the 1968/69 Budget p 5.
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ceiling control through invegtment in the private sector. It was, however,
necegsary 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 liguidity, the
authorities sought to hold money market rates at their prevailing levels, The
Treasury bill rate, 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,
19673 Secondly, the Treasury borrowed in excess of its reguirements and
gterilised the proceeds with the Reserve Bank; the Reserve Bank provided ILand
Bank bills to the discount market on a special repurchase basis; and finally,
the Bank encouraged commercizl banks to inVest more short-term funds abroad

under the so-czlled 'swop! arrangements.

The Reserve Bank 1nqtrnoted all monetary banks at the erd of April, 1968 to
deposit 12 per cent and 20 per cent of the increase in their shori-term
liabilities to the publlc after the end of March, 1968 with the Reserve Bank

and NFC respectively. It was felt necessaxry to reinforce the existing controls
as Government deposits were due to begin their seasonal decline and géld and
foreign exchange 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.

Notwithstending these measures, the Treasury bill rate and other short-term
interest rates began to decline slowly. 4As from the 28th June, 1968, in
conformity with these trends, the Reserve Bank decreased certain of its rates

for Government securities,

SRS e s M AR e e e e e
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The various policy measures pursued subsequent to these developments may be

summarised as follows (3):

(1) The relaxation of import and credit controis had been delayed as
the authorities had decided to discontinue selling gold following the
Washington Agrecment in March, 1968, In these circumstances, the
authorities were keen to hold high levels of gold and foreign
exchange reserves. On the 18th July, however, the Minister of Finance
announced that gold had been s0ld 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 announced.

(3) Purther to the relexation snnounced in June, import controls were

again eased, : 3

(4) Building control was partially relaxed on the 2lst August.

(5) Concessions to building societies were announced in February and
tugust, 1968 to improve their ability to compete for funds. The
Treasury's tax-free 6 per cent bond issue was to be terminated from

the 14th September. The issue thereof, however, was resumed in

s

}‘ebmaw y 1969 .

(3) See Hupkes, G.J. and Dickman, A.B. "pProsvects for 1969." (Bureau for
Ieonomic Research, Stellenbosch, 1969.)
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(6) On the 27th August, Bank rate was reduced to 5% per cent end it was
emphasised that banking institutions were expected to follow bf lowering
their lending and borrowing rates. The credit ceiling was reinstated
at the level of March, 1965; that is, the 7% 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,
wag announced in that banks were allowed to extend an additional 1 per

cent of the new ceiling to this sector.

; (7) On the 19th September, the Reserve Bank announced downward adjustments
in its pattern of rates for short and medium-term Government stock.

The long-term rate remained unchaﬁgeﬁ at 6,5 per cent.

(8) In March, 1969 a concession in respect of the credit ceiling was granted
to the agricultural sector to enable them to obtain further finance

from the banking sector,

It was felt that direct controls on credit were essential in the light
of existing financial and monetary developments., In faét, the
anthorities felt that the need for direct control over credit extension
to, and investments with, the private sector had been intensified by
the gold marketing provlem in that the authorities were "unable to
make full use of the obvious method of reducing internal liguidity,
namely, through measures which have a direct bearing on tﬁe balance

of payments." (4)

(4) "The Governor of the SAR3 in his Report to the Forty-ninth Ordinary General
Meeting of Stockholders 1969 p 9.
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In the Budget Speech delivered on the 26th March, 1969 it was stated that, in
view of the current economic situation, it would be dengerous to reduce the

general level of taxaftion to any great extent.

Expenditure on both Revenue and Loan Account was quite markedly higher than the
previous year's figures. In announcing these proposed expenditures, the
Minister of Finance expressed the view, with respect to the Revenue Account

proposals, that:

"This increase is greater than I should have liked to see, but the
House will re=lize that Depsrtments have now been held on a tight
rein for several years, even with regard to essential services, and
that with the rapid growth of the national economy a measure of
expansion is inevitable." (5)

In a similar vein he explained that the backlog in basic capital works had

become that serious that further postponements were impossiblee.

The Higin feshive of dhle, Buipst mas. fie. refomy tol s tak atiusire i duts
changes tabled followed the recommendations contained in the first Report of

the Franzsen Commission., The most important changes were that the progression
of direct tax on individuals would be reduced, and that the base of tﬁe indirec;t
tax structure would be broadened via the introduction of a selective sales |

duty.

The Minister of Finznce again emphasised the importence of financing the

proposed expenditures from non-inflationary sources.

(5) 1linister of Finance in the Eudget Speech delivered on the 26th liarch, 1969
p 13.
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Other major changes in the Budget are given briefly below:

(1)

(i)

(1id)

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 unchanged.)

an individual who paid more than R100 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 on normzl income tax paid by these individuals.

Government officials were to receive "improved service conditions", the

estimated cost of which was R18,5 million.

In August, 1968 the authorities expressed their keenness to move from the

céiling method of credit control to control based on liguid asset and reserve

requirements, A step in this direction was made when in February, March and

.

May, 1969 increased liguid asset requirements were called for in respect of all

banking institutions. Despite the fact that these measures reduced the banks'

excess ligquid assets, and that since April, 1969 the gold and foreign exchange

reserves had been fz2lling, the authorities felt it unwise to rescind

the credit ceiling. They did, however, raise the ceiling, which applied %o

certain of the discounts and advances of the monetary banks, with effect from

the 1lst September, 1969, from 100 to 110 per cent of its Maxch, 1965 level.

At the same time the ceiling was raised, the Governor of the Reserve Bank

repeated his request to banking institutions to ensure that preference was

given to satisfying credit rejuirements of the agricultural and manufacturing

sectors of the economy and for bridzing finance which might 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 speculative purposes. The index of shéres prices
(1963 = 100) rose from 152 in December, 1967 to 281 in May, 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 Bank and increase the proportion which was
held with the NI'C. This change was made to relieve the pressure on lending

rates.

Competition for deposits had grown. This competition for funds is pertly
explained by the reduced level of surplué liquid essets, which arose és a
result of the increases in the required holdings of liquid assets, combined
with the continued substantial level of creditlextended.- Thg situation was
aggravated by the fact that building societies increased their deposit rates

in July, 1969 =nd were granted further concessions by the Minister of Finance

to enable them to compete more aggressively for funds.

To prevent this rising cost of funds from exerting excessive pressure on the
mortsnge snd bank lending rates, the Reserve Bank on various occasions
requested the banks and building societies to maintain a meximum rate of T per

cent on deposits.

The authorities gave their reasons for not allowing interest rates to rise as

follovs:

"In the first place, there is still concern regarding the failure of
private fixed investment, particularly in manufecturing, to attain
the level rejuired for the continuing growth of the economy. Hizher
interest rates will certainly not encourage expsnsion in this sector.
Secondly, South Africa's balance of psyments position is still
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basically sound, 2nd its gold and foreign exchange reserves are at
a high level, In the circumstances, 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. Thirdly,
oo Significant changes are taking place in the domestic money and
capital markets, and it is possgible that fixed interest investments
may become more attractive, £

It is expected of the banking institutions, therefore, that their
lending rates will not be increased -~ =z step which is not considered
to be in the country's interest at this time, and which will certainly
further the arrangement of loans outside the banking system in the
go-called 'grey market'. The maintenence of their present lending
rates also means, of course, that it would be undesirable for the
banks to become involved in an interest rate war in respect of their
deposits and, in this connection, the co-operation of the building
societies is important. The latter, after recently receiving
further concessions from the Treasury in regard to their tax-free
sheres and their savings deposits, have made it known that they do

not intend to raise their mortgesge rates." (6)

Jurther adjustments to the levels of the.ceilings were as follows:

(i}

(i1)

(iii)

with effect from the lst January, 1970 the ceiling on discounts and
advances was raised to 115 per cent of its March, 1965 level.
Barlier concessions .announced to certazin borrowers were generally to

remain outside the ceiling; .
with effect from 1lst June, 1970 this ceiling was raised to 118 per cent;

the ceiling on certain investments in the private sector was also
raised in February, 1970 from 100 to 115 per cent of its level as .

at %1st larch, 1968.

The Reserve Bank did strive to guide the newly-permitted credit extensions to,

primarily, the mzmufacturing and farming sectors.

In February, 1970 the Reserve Bank announced a reduction in liquid asset

(6)

The Covernor of the Reserve Bank in his Report to the Forty-ninth Ordinary
General Veeting of Stockholders 1869 pp 12 & 13.
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requirements, in respect of short-term liabilities, from 48 to 45 per cent.

In May, 1970 they announced a2 decrease in respect of medium-term liabilities

from 30 to 28 per cent.

In the Budget presented on the 12th August, 1970 the banks were released of
their 'obligation' to maintain deposit rates below 7 per cent. The Governor
announced the implementation of a scheme of subsidies which would prevent
"undue hardships to those sectors of our community which are particularly

sensitive to changes in rates." (7)

Further implications of the Budget relevant to stabilization goals sre

summarised briefly below:

(i) investment allowances were re-introduced to stimulate
fixed investment in manufacturing industry;

(ii) more generous exporters' allowances were proposed;
(iii) certain increases in 'sales duties were announced;

(iv)  the loan levy on individual taxpayers in the middle and
higher income groups was increased from 5 to 10 per cent;

(v) the importance of financing Government expenditure from
non-inflationary sources wags re-emphasised. Tne Minister
of ¥inance felt that the suthorities would more essily be
able to accomplish this goal as the State "will itself be sgble

to compete more agiressively in the local capital market for the
funds it reauires,." (8)

The discounts, advences and certair nrivate sector investments of the non-
monetary banking institutions were brought under a ceiling with effect from
the 1lst September, 1470, This step was tzken to prevent the occurrence of

a deposit rate war following the freeing of interest rates.

(7) The linister of Finance in the 1970/71 Budget p 10.
(8) The Minister of Finsnce in the 1970/71 Iudget p 11.
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It was estimated that private consumption expenditure increased during 1970,
for the third successive year, by approximately 10 pexr cent. The increase in
the sales of durable and semi-dursble goods explained a large proportion of the
rise in private consumption expenditure. In these circumgtances it was
decided in October, 1970 to impose stricter hire-purchase requirements in
regpect 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 besring in mind the rate of price increases.
This is readily apparent from the table below as the Excheguer increased its
debt to the foreign sector and to the moﬁetary banking sector. The private

non-bank sector reduced its holdings of Government debt.

"it seems clear that since the middle of 1969, the large increase in
public spending and the uge of inflationary methods of finance by
the public sector have contributed materially to the inflation and
balance of payments disequilibrium." (9)

(9) ‘The Governor of the Reserve Denk in his Report to the Fifty-first Ordinary
General lMeeting of Stockholders 1971 p 8.
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TABLE 15.

Exchequer Account,

(R millions)

Finsncing of expenditure

Total Chanee in net-indebtedness to:
surplus/deficit Private Monetary
excluding Foreign non-bhank banking
borrowing sector (1) sector (2) PDC sector (3)(4)
1968 1. -22%,6 -15,4 127,0 56,1 5548
11 "'10237 I 5 12 :0 55!7 1501'9 '115 98
111 ~71,2 6,5 121,6 12,8 -69,7
17 4,1 1,3 28,1 21,8 -46,6
1568 ~39%,4 -4,2 332,4 241,6 -176,3
1969 e R e 8,5 9445 46,7 68,6
11 ‘4611 7$9 67:? 127’1 ‘15696
111 54,5 «5,9 -8,5 2,5 66,6
v ‘4510 21!4 '"11,9 9:4 25,9
1969 - =563,8 - 3159 141,8 185,17 4,5
1970 . 3 ~246,2 27,8 12,5 150,0 54,9
11 -22,9 27,1 9.9 7,1 -2 3
132 ~-50,9 48,8 19,2 =357 ~13,4
1V -94,7 24,6 13,6 17,2 39,3
1970 ~414,7 $128,3 36,2 171,6 7845

lotes: (1) ‘Excluding stock on foreign register held by the PDC but
including loecally registered stock held by foreigners.,

(2) Including small smounts held by the monetary benking sector.

(3) Refers to institutions within the monetary banking sector,
i.e. the South African Reserve Zank, commercial banks,
merchsnt banks, the IFC, discount houses and the short-term
business of the Land Esnk and certain other banking institutions.

(4) The change in the &xcheguer balance was adjusted for investments
abroad, changes in the Stabilization Account and advances to
the PDC. (The net indebtedness to the monetary banking
sector equals their holdings of Government securities less
the increase in the Exchequer balance.)

Source: SARD Supplenment to the Quarterly Bulletin December, 1971.
"Selected South Afriean Capital Market and Government Finance
Statistics for the Period 1946 to 1970."

i s e e
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According to the Governor of the Reserve Bank (10), the additional credit
extended by the banks, 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 high level of activity in
fixed property development. This does illugtrate the impotence of moral
suasion as the authorities had requested that the additional c¢redit should be

used to assist the agricultural and mamufacturing 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 liguid economy.

In the discussion of the control of domestlc credit creation in Chapter 1v,

it was established that the monetary suthorities could decide to control elther
the level of domestic credit or its price, but not both, Relating back to

that discussion it should be noted that the discount h?uses relied on

Reserve Bank accommodation éxtengively from Janvary, 1970. To discourage

this excessive use of central bank credit, the authorities applied progressively
higher penalty rates to discount house borrowing. A penal rate of 2 per cent

above bank rate was reached in Seotember, 1970.

(10) The Governor of the Reserve Bank in his Report to the Fifty-first Ordinary
General ieeting of Stockholders 1971.
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DOWNSWING:  JANUARY 1971 TO OCTOBER 1972.

Introduction: The rate of increase of gross domestic product at constant

prices, excluding the value added by the agricultﬁral 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 annuzl rate of increase in real GDE slowed down to 0,1 per cent

in 1971 and 1972.

The index of consumer prices over the year 1971 was 5,7 per cent higher then

the corresponding figure for 1970, and from December, 1971 to December, 1972

the consumer price index rose by 7,4 per cent,

. During 1971 the tight labour situation eased. The level of registered
unemployed Whites,Coloureds and Asiatics did fall, however, towards the end
of 1972, but it was felt then that the labour market still offered scope for

expansion.

It was estimated that the auantity of money and near-money increased at a '
slower rate than GIP 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

the quantity of money and near-money increased by approximetely 14 per cent.

The balance of payments on current account was substentially in deficit during
1971 but showed a slow steady improvement as the year wore on, Up until
August, as the steady improvement in current account was accompanied by large
capital inflows, there appeared to the authorities no need for action despite
the fact that the level of gold and foreisn exchenge reserves were falling.
The situation, howevers chenged drastically after the 15th August, 1971 when
the United States announced the suspension of the convertibility of the dollar

into 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 lovember, 1971.

The authorities reacted by imposing 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 position.
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, 2dditional sales

texes were imposed, and an additional tax on petrol was announced by the

.

Minister of Economic Affairs. In announcing the Budget, the Minister of
Finance stated his intention to encourage saving and to restrzin excessive
congumption expenditure which he regarded as the '"most important factor in

the inflation of prices." (1) Accordingly, the surcharge of 5 per Eent on
personal income tax was raised to 10 per cent and zn additional loan levy was
imposed. A further loan levy of 5 per cent on all taxes payable by comp;nies,
except gold aﬁd dianmond mining companies, was instituted along with a loan
levy of 7,5 per cent on the dividend receipts of companies, Increased

customs =nd excise duties were estimated to yield an additional R87 million.

On the evening prior to the Zudget, the Governor of the Reserve Bank had

(1) The linister of Finsnce in the Budget Speech delivered on the 3lst ilarch, 1971
P 3 _
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announced an increase in Bank rate from 5,5 to 6,5 per cent and yields on
short-term and long-term government securities were raised from 5,5 to 6,5 per

cent and from 7,75 to 8,5 per cent respectively.

Apart from a relexation 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 impact 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 fisecal year, set out a programme of action to:

(i) improve the balance of payments;

(ii) speed up the growth rate "within the particular social and
economic structure of the South African community" (2)j

(iii) and curb the rate of inflation.
The programme encompassed the following policies!

ks regards monetary policy, banks would be permitted to exceed the ceiling
figures applicable to their discounts and advances by 5 per cent, and those
applicable to their investiments by 10 per cent. Deposit rate controls were
applied to prevent interest rates from rising. It was announced that the

Regerve Bank would continue its recent policy of giving favourable attention

(2) The llinister of Finance in the Budget Speech delivered on the 29th llarch,
1972 p 4.



214,

towards applications for foreign borrowing for industrial and mining

development purposges.

Saving was to be encourzged through improvement to the attractiveness of

State channels of saving, and by the introduction of 2 home-~owners saving

schenme.

The Minister of Yinance exhorted organized labour to exercise moderation and
responsibility in wage negotiations, i.e. to gear wage increases to productivity

improvements,

Import controls were to be relaxed as the current éccouﬁt of the balance of
payments improved. The Minister of Finance promised, however, thét these
relaxations would not cause disruptions to lgcal industries. Adequate
protection would be provided by custom tariffs. Vhere the‘size-of the tariff
was limited by commitments'under the GATT, impori restxictions would be
maintained until the lMinister of Economic Affairs had re-negotiated their
levels.

Exporters were to be given added assistance to improve the‘export effort.

The minimunm down-payment on the purchase of passenger cars was reduced from

40 to 33,33 per cent.
tnd, finally, building controls were suspended.

As regards budgetary measures, the linister of Finance stated his intention
to reduce the rate of increzse in State expenditure and to finance the
expenditure from gemuine savings. lle also set out to revise the tax system

to minimise impediments to greater production and to promote the export drive.
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The invesiment zllowances 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. Furthermore, sales duties were reduced as
were the combined 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.

To finance the deficit it was thought appropriate to run down the Stabilization
Account to the tune of R161 million, (As it turned out, the money derived
from taxpayers and subscribers to Government debt substantially ,exoegded

_ expenditure requirements, including the early repayment of the 1967 loan levy,
and the authorities deposited R264 million in the Stabilization Account during

the yezr ended 31st March, 1973.)

On the 10th Auzust, 1972 Bank rate wasvreduced from 6,5 to 6 per cent. This
was eccomponied by a reduction of 0,25 per cent in the quoted pattern of rates
for Government secu¥ities; These-yields were further decreased on the 8th

September, Turing October a further relaxation of hire-purchase restrictions

was announced, and credit ceilings were rescinded as from the 1lst November.

On the 17th liovember, 1972 reductions in saleg duties, particularly on certain

consumer durable goods, were amnounced.

As the level of gold and foreign exchange reserves continued to rise during
1972, it was decided, as intimated in the Budget, to relax import controls.
In fact,. they were relaxed on three occasions: 3rd June, 25th July and on

the 25th October,

As from the 30th June, 1972 the rand was linked 1o sterling as it floated
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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 increazse in the prices of imported goods.

Observations: Given the authorities' frequent inability to finance

Government expenditure in a desired manner, the rate of increase in this
expenditure was probably too high, Salary and wage adjustments were largely
responsible for =n increase of 20 per cent in current expenditure by general
government during 1971. The necessity of improved conditions of employment
is not doubted, but alongside these improved conditions one would have liked

. to have 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 and that their general productivity has always been extremely suspect.

Owing to the high rate of inflation, deflationary policies were pursued and
'made more stringent during_lQTl. The change in strategy, following the
devaluation, to policies geared to improve the level of real GIP illustrates
the sensitivity of the authorities to below full capacity utilisation of
resources, It also illustrates the authorities' employment of stop-go
tactics = tactics which react to present conditions rather than strive to

anticipate, end then improve, future conditionsg.

According to the monetary approach to the balance of payments, as interpreiled
by Professor Johnson, an exchange rate adjustment is likely to be at best
‘transitorily' asppropriate. The impact of devaluation on the level of prices
was substzntial. The balance of payments certainly did improve, but to

wvhat extent this was 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. "Some Thoughts on Devaluation." SAJE 1972 Vol 40
pp 197 - 208. -
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devaluation, He maintained that such a drastic irreversible measure with
pervasive and uncertain impacts could have been avoided if the aunthorities

had presented s bold front that they would maintain the value of the rand,
Further support for this view is provided by the fact that the rate of increase
in the value of imports begen to fall and exports started climbing prior to

the devaluation.

Allied to Assocom's concern for the productivity in the public sector,
mentioned sbove, is the general concern over the utilisation of labour in the
economy as a whole, Mr Bmdin, shadow Minister of Finance for the United

. Party, warned the Government to relax constraints on the utiligation of

labour in South Africa.

"We warned the Government and we warned the honourable the Minister
that he will never solve his problems adequately unless he tackles
the labour situation and stops relying entirely on trylng 1o

reduce consumption." (4)

Figures (5) illustrating the gains in productivity in the manufacturiné sector,
for example, during the late sixties and early seventies ce;tainly-gi§e cause
for concern, and add weight to Profeﬁsor Botha's recommendations that the
Government should "take a hard look at its labour policy generally whlch,
throush measures such as the Physical Flanning 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 past."  (6)

The Minister of Finance and his advisers failed to forecast accurately the

amount of revenue from various sources during the fiscal year 1972/73%. Instead

mdin, S. Reply to the first reading of the 1971/72 Zudget p 26.
RMstimates of productivity are provided by the Board of Trade and Industry
in their snnual Heports.

(6) Botha, D.J.J. op cit p 208.

I~
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of, as anticipated, running down the Stabilization Account balznce to finance

the deficit, they were able to increase this balance substantially.

W

e e et e



=== T

219,

CHAPTER Vil

CONCLUSION.
funuuilaivinaiiiglinaliui iyt insg il gl S LT HE RS O ) i DI SRR G s

As has been seen, the South Africen economy has experienced wide fluctuations
in its level of foreign reserves, unutilised and overworked capacity in sectors
of the economy, and recently an accelerating rate of inflation. Examination
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 hazerd a superficial inter-national comparison of
éhe wisdom of various stzbilization 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
authoritieg have pursued a stabilization policy at all. By stabilizatiocn
policy is meant economic policies not at variance with the estimated long-term
steady state requirements of the South African economy: The authorities
would seem to have reacted to evénts pursuing a 'stop - do nothing - go'

or ad hoc policy - the brief review of policy in Chapter V11 certainly gives
this impression. There is, after all, no officizl economic forecast and
the discretionary policy changes seemed to be aimed at short-term improvement
in the economy's performsznce. Yet the underlying theme running throughout

the discussion of instruments of stabilization policy was that theoretical
insight has not progressed far enough to enable these instruments to bhe

employed in attempts to stabilize the economy in the short-term.

It is understandable that no planned stabilization policy has been pursued.
The practical problems of changing inflationary expectations are enormous -
price and incomes policies, designed to achieve this end, have not proved

feasible either in the United Stotes or in the United Xingdom as a result of
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trade-offs in other policy cbjectives. lioreover, it is widely held amongst
economigts that in the long-run the domestic rate of inflation adjusts to the
world rate of inflation where exchange rates are not free to float with market
forces. On top of this, optimal steady state gréch paths are not known with
any exzactitude. Votwithstanding these acknowledged difficulties, the important
point remains that 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, certain negative impacts of policy on economic performance may
have been avoided. For example, the monetary policies pursued have certainly

curtailed the competitive evolution of the financial sector.

In this light it is suggesfed that fiscal policy should be designed to achieve
. structural changes in the économy in the long-term and Government expenditure
should be financed in a ménner consistent with monetary policy objectives.
Given the normz) balance of payments constraint, excessive pressuré on.local
resources by domestic and foreign demand is to be avoided, If Government
expenditure is financed from genuine saving, domestic private séctor démand is
obvi&usly reduced. As the Government is concerned with the level of resource
. utilisation over time, greater attention should be paid to the planning,
co-ordination and efficiency of public sector expenditure, ‘Aféempts-to pursue
an anti-cyclical Government expenditure programme have failed, and ére likely

to fails

The important consideration for monetary policy is what happens ﬁo the quantity
of money, end not what happens to interest rates. Domestic credit should be
made to expand at some constant rate -~ an idea propogated by Friedman and

others,

"Retardation of inflation requires credit expsnsion rates to be limited
to real output expansion rates (adjusted for non-unitary income
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elasticity of demand for real balances) under either fixed or flexible
exchange rates." (1)

The level of domestic credit should be controlled through open-market
operations, With increased flexibility in the return on public sector debt,

the need for a captive market would be eliminated.

It has been argued that a floating exchange rate together with conrol of domestic
credit will provide the key base of anti-inflationary policies. Friedman (2)
believes that there are two options open to developing countries. A country
may link its currency to the currency of one of the major developed natiéns, one
with which it conducts the largest amount of trade., The developing country

then subjugates its monetary policy to that of the developed country. The
second optibn entails the formation of a naticnal foreign exchange market to
permit a freely floatinglexchange rate. Friedman feels the first option to be
mofe satisfactory as the developed country is more likely to pursue a better

monetary policy thaen the developing- country.

In the light of these recommendationg the South African authorities'need to
reconsider the rand's link with the dollar as trade with America is insignificant
relative to trade with Hurope. Secondly, they should review the Franzsen
Commission's decision (3) not to establish a South African foreign exchange

market.

Laidler's prescription to reduce the modern secular rate of inflation involves

flexible exchange rates:

"sdopt a flexible exchange rate and rely on the rate of monetary

(1) lundell, R.A. "Colloguium on Vorld Inflation."  Economic Notes
llonte Dei Paschi Di Siena, Janusry - April, 1973 Vol 11 No 1 p 94.
(2) Friedman, M. “"Contemporary ilonetary Problems." Feconomic liofes

Yonte Dei Paschi Di Siena, January - fpril, 1973 Vol 11 Lo 1 pp 5 - 16.
(3) Franzsen Commission (Third Report) paragraph 499.
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expengsion to achieve, in the long run, the inflation rate desired;
recognige -that the inflation rate can only be reduced at the cost of
unemployment during the transition, so proceed slowly towards the
targets; recognise that the smount of unemployment reasuired over a
given period to reduce the inflation rate by a given smount 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 may be ameliorated by policies to compensate the loserss

hence pay much more attention than hitherfo in designing policies to
deal with the structure of the labour market znd to distributional
inequities produced by inflation. In short, and sbove all, face up
to the foet that inflation is not a problem for which some costless
panacea ig likely to be found just around the cormer, and instead
utilise the considerable knowledge that we already have of its
nature to cure it at as low a cost as possible recognlslng that

this cost will not be zero." (4)

It is recognised that the adoption of a freely floating exchange rate does not
gu?rantee the achievement of a desired rate of inflation, but merely sllows
the country to experience any rate of inflation independently of what is
happening elsewhere. A gystem of floating exchange rates is consistent with
the removal of barriers to international trade, as countries need not defend
unrealistic fixed rates. In any event, aecor@ing to Johnson these barriers

are, at best, ’transitorily"appropriate.

Not all economists favour freely floating exchange rates. Mundell is a
well~known exponent of the advantages of fixed exchange rates. He has
suggested that gold should be re-monetised (5) becauge the decision to increzse
the money supply has become a political decision and the political cycle is
shorter than the economic cycle. A returmm to the gold standard would remove
the political factors that have influenced the money supply =nd promote the

esgsential confidence in the new unit of account.

(4) Laidler, D. "The Current Inflation - The Problem of Explanation and

the Problem of Policy." An 5.8.R.C. Regearch Programme: Inflation:
Its Csuses, Consenuences and Cures University of llanchester July, 1972
p 17.

(5) Mundell, R.A. in a lecture given at LSE on the lst February, 1974.
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Under fixed exchange rates or 'dirty' floating the authorities do have the
opportunity to begin a recovery from stagflation through increases in exports

achieved by the mazintenance of an undervazlued exchange rate.

The negative view of the potential of discretionary stabi}ization policy
presented above impliés that the public must be educated to tolerate this
seemingly pessive role of the stabilization authorities, as the public have
come to believe that control of the business cyele is feasible. If a
government is obliged through politiceal pressures to intervene on an ‘activist'
basis, then there is the appealing idea of establishing a politically neutral
body of eminent economists, with power to order a review of policy packages

. where a majority felt them to be inappropriste. A further step to ensure

_ political acceptability of economic poliéy simply geared to the level of
domestic credit creation in the short-term is to establish policies to alleviate
directly those people commonly thought to be suffering 'undeserved' losses as

a result of inflation « as laidler has advocated.

o comment on the economic implications of political, or rather social,
ideologies is offered except with respect to legislation such as the Physical

Plsnning Act which through the uncertainty it engenders amongst industrialists,

may provide an explanation of their hesitancy to expand capacity.

It may be sugcested that the application of the Physical Planning Act has
varied with the business cycle =~ more severe restrictions on labour supplies
in boom periods than during downswings. The prdblem with this policy, as

with any other stabilization instrument, is getting the timing right.
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Topics Requiring Further Study: The relative 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. Work
could be undertsken to egtasblish with greater certainty the relationship between
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

South Africa. Before the present floating exchange rate system Dbeconmes
firmly institutionalised, it would be deéirable that research into methods of
improving forwsrd exchange markets be undertaken. Finally, investigation-into
. the gquestion of an optimum rand currency area msy provide evidence which could
modify monetary and exchange rate policies as presently practised in South
Africa.

Summary: fThe impacts of policies pursued between 1960 znd 1972 are uncertain
in the short-term snd may well have been inconsistent with the 1ong~£erm
requirements for the utopian_steady state growth conditions for the South
Lfrican economy, It‘is felt thet improved economic performance could be
achieved by floating the rand and by gearing short-term stabilization policy

simply to attain a constant rate of growth of domestic credit.
-~
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