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PREFACE 

This book was written at the prompting of the present Governor of the 

South African Reserve Bank, Dr Chris Stals, who suggested that it 
would be useful if a record was compiled on the broad monetary policies 
pursued by the Reserve Bank under the Governorship of Dr T. W. de 
J ongh, that is from 1967 unti11980. While domestic monetary policies 
pursued by the Bank are discussed in some detail, much emphasis is 
placed on exchange rate policies where marked changes in Reserve Bank 
policies occurred during the 1970s. The exchange rate policy in effect 
during this period started to incorporate the use of the exchange rate as 
a variable instrument of economic policy whereas it was used before 
more as a reference point to which internal economic policies had to be 
adapted. 

Gold sales policies were likewise of crucial importance during the tenure 
of Dr De Jongh. The economy was at that stage vitally dependent upon 
gold earnings, while the gold sales policies of the Republic in the late 
1960s and 1970s were conducted in an environment in which the 
monetary role of gold changed substantially. Sales policies in the 
emerging private markets were therefore adapted to ensure that the 
monetary role of gold would not be jeopardised. 

In writing this book I would like to acknowledge assistance which I re-
ceived from various individuals. Dr Stals provided some valuable inputs 
on matters pertaining to gold sales, the previous Governor Dr De Kock 
furnished information on aspects relating to exchange rate policies, while 
I also benefited from discussions with the present Deputy Governor of 
the Reserve Bank, Dr Jaap Meijer. An Afrikaans version of the book 
was only made possible by the translation skills of Johann Meiring, 
while finally I am indebted to my secretary Marie Smith for the various 
drafts of this book which she typed. 

The pUblication of this book would not have been possible without the 
support of the South African Reserve Bank. 

R.M. Gidlow 

Pretoria, 
Apri11995 xi 





PART 1 

OBJECTIVES, PROCEDURES AND 
INSTRUMENTS OF MONETARY POLICY 

Monetary policies can be defined as consisting of decisions by the 

monetary authorities for purposes of obtaining certain specified ultimate 
objectives. The exact scope and nature of monetary policies are 
therefore crucially influenced by the objectives laid down. The 
objectives of monetary policies in the De Jongh era are explained and 
analyzed in this first section where it is emphasized that the monetary 
framework was characterized by a reliance for most of the time upon a 
liquid asset rather than a straight cash reserves system of control, 
supplemented by direct measures for curbing the extension of bank 
credit. Among the direct monetary controls used between 1965 and 1980 
were ceilings on bank credit to the private sector, deposit rate control, 
exchange control, import deposits and hire-purchase or direct consumer 
credit controls. For most of the period limited monetary control was 
exercised via the market mechanism, and via the coordinated application 
of fiscal policy, public debt management and interest rate policy. 

The broad ultimate goals of monetary policy included some stability in 
the value of money, as well as an acceptable growth rate for the 
economy as a whole. In contrast, intermediate goals or targets of 
monetary policy such as targets for the growth in the money supply 
played little part in the formulation of monetary policy. 

Under this monetary control system various instruments of monetary 
policy were employed for purposes of attaining the ultimate goals of 
policy. The Bank's role as the Bank of rediscount formed one of the 
monetary policy instruments which were employed. The Bank's relations 
with the discount houses were particularly close during the 1960s and 
1970s, this channel providing a means whereby the liquidity 
requirements of the banking system could be accommodated. This was 
supplemented after 1973 with the increasing employment of open market 
operations. In contrast, during the De Jongh era the status of Bank rate 
as a monetary instrument was downgraded. 
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CHAPTER 1 

BROAD NATURE OF MONETARY POLICY 
IN THE DE JONGH ERA 

In the post-war era the structure of South African banking and the 
monetary system changed dramatically, and South Africa's banking and 
building society legislation was accordingly revised to a substantial ex-
tent in the amended Banks Act and Building Societies Act of 1965. This 
legislation contained several new principles of monetary and financial 
control, embodying the response of the authorities to structural changes 
in the competitive interrelationships within the South African financial 
system generally. 

South Africa's original Banking Act of 1942 had been shaped by the 

existence of a financial system at that stage which was dominated by the 
commercial banks which were regarded as the only financial institutions 
capable of creating 'money'. The 1942 Act had therefore laid down 
differential financial requirements on financial institutions, the commer-
cial banks as a group being subjected to rather more onerous liquidity 
requirements than other banking institutions, and to a minimum reserve 
balance requirement with the Reserve Bank that did not apply to other 
banks. 

In the post-war period, however, rapid changes took place in the 
banking system. There was a marked rise in the number of new and 
aggressive non-commercial bank intermediaries. Several merchant banks 
and discount houses were formed along with hire purchase banks, while 
the building society movement enjoyed such phenomenal growth that by 
1966 it ranked as the third largest in the world. These various develop-
ments fundamentally altered the competitive position of the commercial 
banks, transforming the monetary system, and rendering the banking 
legislation of 1942 outmoded.1 Official recognition of this shift in basic 
banking realities resulted in the appointment of the Technical Committee 
on Banking and Building Society Legislation in 1961, composed of 

officials of the Financial Institutions Office and the Reserve Bank. 
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Report of the Technical Committee (1964) 

The Report of this Technical Committee was published in 1964, and 
most of the recommendations of this Committee were embodied in a 
new Banks Act in 1965. This Act laid down one uniform set of legal 
requirements for all banking institutions which included commercial 
banks and other 'monetary' banking institutions, differentiated only with 
respect to the banks' 'short term', 'medium term' and 'long term' 
liabilities. In this manner the 'near' banks were brought more directly 
within the ambit of the policy operations of the Reserve Bank. It also 
narrowed the definition of 'liquid assets' for banking institutions, the 
new definition comprising only assets which either were cash or could 
be turned into cash immediately and without significant risk of loss. This 
meant that assets such as government stocks of unexpired maturities of 
more than three years, public utility and municipal stocks, deposits with 
building societies and similar assets became excluded. The 1965 Act also 
empowered the Reserve Bank to vary the percentage of liquid assets to 
be held by all classes of banking institutions, and not only commercial 
banks. 

In terms of the Banks Act of 1965 monetary banks were obliged to keep 
8 % of their short term liabilities in cash at the Reserve Bank. This cash 
ratio was not variable. At the same time, however, supplementary cash 
reserve requirements could be levied in terms of Proclamation R184 of 
1967 which conferred powers upon the Reserve Bank to call for such 
reserves. Subsequently, under a directive issued in March 1968 mone-
tary banking institutions were required to invest 32 % of any increase in 
short term liabilities, 12 % to be maintained with Reserve Bank and 20 % 
with the National Finance Corporation. Thereafter, in 1969 and 1971 
these requirements were eased as part of efforts to relieve upward 
pressure on interest rates. 

A straight variable cash reserve ratio system was perceived to be 
difficult to operate in the De longh era because South Africa was a 
major exporter of agricultural products, and was therefore exposed to 
heavy seasonal swings in its balance of payments and in the cash 
balances of the banks. This might have necessitated too frequent changes 
in reserve requirements if reliance to smooth out these fluctuations had 
been placed on variable cash ratios alone. 
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Moreover, the authorities felt that the use of variable cash ratios by 
themselves would have limited effectiveness as an instrument of bank 
credit control if the banks held excess liquid assets. The cash reserves 
of the banks were not regarded as the crucial element from the point of 
view of central bank policy. Instead the key element was the banks' total 
genuine liquid assets which could be monetised readily and without 
significant loss by disposing of them to the Reserve Bank. If the banks 
had excess total liquid assets, an increase in the cash reserve require-
ments by themselves would not have had much restrictive effect on bank 
credit. This was because the banks would have simply monetised their 
excess liquid assets with the Reserve Bank,. even though this may have 
involved penalties.2 The authorities also feared that excessive use of 
variable cash reserve requirements could place upward pressure on 
interest rates, which might not always be desirable or acceptable to the 
government. 3 

Nevertheless, under amendments to the Banks Act in 1972 the Reserve 
Bank was empowered to increase the minimum cash reserve ratio of 8 % 
against short term deposit liabilities, as well as impose a cash reserve 
against.medium term liabilities of banks. This was part of a changeover 
at that time from credit ceilings to the more indirect form of credit 
control by means of variable cash and liquid asset ratioS. 

The Technical Committee on Banking argued that the traditional dis-
tinction between the money creating commercial banks on the one hand 
and savings intermediaries on the other had become invalidated by the 
increasing tendency of savings intermediaries to attract active savings 
balances of the public. The Committee asserted that a substantial 
proportion of the funds held with these savings institutions served either 
as money or as 'new-money' in the sense that they were not only looked 
upon by their holders as money substitutes, but could in fact be 
monetized conveniently and speedily without significant loss. The Com-
mittee was therefore convinced that it was no longer adequate to place 
the emphasis in monetary analysis and policy upon the money supply 
defined in the narrow sense of consisting of notes, coins and bank 
deposits held with commercial banks. If monetary analysis and policy 
was to be made more effective, the emphasis would have to be shifted 
to the wider concept of 'money plus near-money' which it also referred 
to as the liquid assets in the hands of the private sector. 
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This shift in emphasis to the concept of 'money plus near-money' had 
a marked effect on monetary analysis and policy pursued by the Reserve 
Bank from the second half of the 1960s onwards. The monetary analysis 
was adjusted, and the definition of the monetary banking sector was 
widened to include not only the Reserve Bank and commercial banks, 
but also the merchant banks, the National Finance Corporation, the 
discount houses, the short term business of the Land Bank, and all other 
registered banking institutions, which had a the monthly average amount 
of demand liabilities during the preceding calendar year to at least Rl 
million, and which had a monthly average amount of short and medium 
term deposit liabilities during the preceding calendar year collectively 
amounting to at least one third of the total deposit liabilities of such an 
institution or at least R30 million. 4 

At the same time, the new definition of 'money' adopted by the Bank 
was broadened to include, in addition to coin and bank notes held 
outside the banking sector, all demand or call deposits held by the 
private sector with institutions in the newly defined monetary banking 
sector. 'Near money' was for purposes of analysis simply defined as all 
short term deposits (30 days) other than demand deposits, and all 
medium (less than 6 months), including savings deposits, held by the 
private sector with the monetary banking sector as redefined.s 

As far as the control of bank credit was concerned the Technical Com-
mittee believed that the authorities would have to use a liquid asset 
rather than a cash reserve control system. In other words, they would 
have to influence the banks' credit creating ability by affecting their total 
liquid asset holdings rather than their cash reserves alone. In terms of 
this control system based on liquid asset requirements each bank had to 
hold a minimum amount of statutory liquid assets that were equal to the 
sum total of specified percentages of its short term, medium term and 
long term liabilities to the public, its liabilities under acceptances, and 
its contingent liabilities on account of its endorsements of trade and 
agricultural bills and promissory notes. 

This recommendation was partly based on the consideration that by hold-
ing liquid assets rather than cash reserves alone, the commercial banks 
would be able to earn an income on such assets. 6 The fear also existed 
that a cash reserve regime would at times imply higher, and therefore 
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politically less acceptable, interest rates on Land Bank advances and 
bills, Treasury bills and government stock than would be necessary 
under a liquid asset control system.7 The liquid assets system created a 
captive market for such securities, and thus allowed the issuers of these 
securities to offer rates of interest which would otherwise have been 
higher. These considerations were reflected in the Banks Act of 1965 
which as already mentioned specified fixed minimum reserve balances, 
equal to not less than 8 % of short term liabilities to the public, which 
were to be maintained at the Reserve Bank by banking institutions which 
had short term liabilities exceeding RSOO 000. 

The reliance placed on liquid asset control did not, however, mean that 
the Technical Committee viewed the use of variable liquid asset ratios 
as the main instrument of monetary policy. The introduction of variable 
liquid asset ratios in the Banks Act of 1965 merely represented a tidying 
up and extension to other banking institutions of the previously existing 
supplementary reserve requirements for commercial banks, and was not 
intended as a substitute for other instruments of monetary policy.s Under 
a previous amendment to the Reserve Bank Act of 1956 the Bank had 
been enabled to impose supplementary reserve requirements on com-
mercial banks alone, which at the option of the banks could be complied 
with by maintaining additional approved liquid assets. 

The Committee believed that the liquid assets of banks, the broad money 
sUpply, and interest and exchange rates, which all contributed to the 
determination of aggregate demand, could best be influenced by means 
of public debt management, Treasury loan financing, discount policy and 
open market operations. It also deemed it desirable that as much reliance 
as possible was placed on free competition, and on the market 
mechanism to regulate the costs of various kinds of credit and the 
allocation of loanable funds among competing uses. J 

This underlying approach to monetary policy on the part of the Report 
of the Technical Committee was never implemented. The Banks Act of 
1965 was introduced virtually at the peak of the most vigorous and pro-
longed post-war economic upswing at a time when inflationary pressures 
were mounting, and the liquidity base of the banking system was 
expanding markedly. Under these conditions it was feared that maximum 
resort to the new provisions of the Act concerning the raising of the 
required liquidity ratios of banks, combined with further restrictive 
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measures of conventional monetary policy, would still prove inadequate 
in coping with the dangers of continued excessive credit creation, 
overspending and inflation.10 It was therefore decided that resort should 
be made to more direct measures for curbing the extension of bank 
credit, and this policy stance continued after Dr De J ongh became 
Governor of the Reserve Bank in 1967. 

Certain other considerations worked in the same direction. A high 
priority was afforded to the maintenance of the rand's exchange rate 
parity, and this together with a desire to maintain relatively low interest 
rates for home mortgage bonds and agricultural loans prompted the 
authorities to resort to non-market orientated or direct monetary 
controls. During the period from 1965 to 1980 these 'direct' methods of 
control were coupled with such semi-market orientated policy instru-
ments as variable liquid asset and cash reserve requirements. Among the 
'direct' monetary controls used between 1965 and 1980 were ceilings on 
bank credit to the private sector, deposit rate control, exchange control, 
import deposits and hire-purchase or direct consumer credit controls. 

The ceilings on bank credit proved to be particularly controversial even 
though they were never expected to be an on-going instrument of 
monetary policy. From the time that credit ceilings were first imposed 
in 1965 the authorities regarded this method of control as a temporary 
measure. The Governor of the Reserve Bank emphasized this point in 
several of his annual chairman's addresses. In his 1968 chairman's 
address he said that credit control could not be lifted, and the form 
thereof, viz the placing of limits on credit extension by the banks, would 
also have to be retained for the time being, particularly in view of the 
large amount of surplus liquid assets in the possession of the banks. 
However, a gradual transition to the form of control based on liquid 
asset and reserve requirements was envisaged by the authorities.u In his 
1970 address the Governor repeated that it remained the object of the 
authorities to replace the ceiling method of credit control by more 
indirect methods such as liquid asset and cash reserve requirements.12 

Difficulties in Controlling Money Supply and Inflation. The 
transmission mechanism through which a change in the supply of money 
affects the aggregate demand for goods and services is somewhat com-
plicated. Most analysts favour the theory that it is the interest rate 
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mechanism that largely explains the connection between the supply of 
money and the aggregate demand for goods, and that it is through the 
interest rate mechanism, taking into account long and variable lags, that 
the supply of money influences the aggregate demand for goods and 
services. Others suggest that changes in the supply of money may 
influence aggregate demand directly, and that the money supply, rather 
than the rate of interest, is the more sensitive variable in the deter-
mination of aggregate demand. What ever the exact relationship between 
interest rates, the supply of money and gross domestic expenditure the 
Reserve Bank sympathized strongly with the so-called 'quantity theory 
of money' in the sense that it believed that an expanding money supply 
constituted a potential inflationary danger by facilitating further increases 
in spending. The authorities felt particularly concerned if the money 
supply was increasing rapidly because this spelt danger, particularly if 
it occurred at a time when there were already signs of full or overfull 
employment. 13 

Despite this recognition of the key role played by the money supply in 
the inflationary process, the Reserve Bank throughout the period from 
1967 to 1980 grappled with the problem of containing the growth in the 
money supply. The Reserve Bank's monetary analysis of changes in the 
money supply identified three principal influences which had to be 
controlled effectively if the Bank was to be successful in adequately 
regulating the growth in the money supply. These were the credit 
creating activities of the banks, the cash inflows into the banking system 
from balance of payments surpluses, and the expansion of the cash base 
of the banks stemming from the financing practices of the government 
in the form of such as a decline in government deposits with the Reserve 
Bank. Experience during the entire period indicated that during most 
years at least one of these variables exerted a disruptive influence on 
monetary stability, thereby undermining efforts to moderate inflationary 
pressures. The impact of a fluctuating gold price for instance in the 
1970s was one factor which precipitated large movements in the net gold 
and foreign exchange reserves. 

Monetary policy tended to be narrowly focused upon the measures 
applied by the central bank to influence the money supply or the rate of 
increase in the money supply. In particular, monetary policy tended to 
be equated largely with the control of credit extended by the banking 
sector to the private sector. This was unfortunate since it meant that the 
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other, often more important, factors than bank credit to the private 
sector which determined the quantity of money did not receive the 
attention they might otherwise have done. One of these was the state of 
the overall balance of payments, and the other was the net extension of 
credit by the banking sector to the government sector. 

Such a narrow view of monetary policy also had the alleged weakness 
that it tended to focus attention mainly on instruments of monetary 
policy aimed at controlling bank credit to the private sector, such as 
higher cash reserve and liquid asset requirements and credit ceilings. 
Attention was therefore diverted from some of the more basic aspects of 
monetary policy, such as effective ways of dealing with the influences 
exerted on money, credit, interest rates and exchange rates by balance 
of payments fluctuations or government financing operations. This was 
borne out by the extent to which monetary policy debates in South 
Africa between 1965 and 1980 concentrated on such questions as the 
relative advantages and disadvantages of variable cash reserves and 
liquid asset requirements, credit ceilings, selective credit controls, 
deposit rate control and import deposits, while tending to ignore some 
of the more fundamental issues.14 

De-emphasis Upon Market Orientated Policies 

Relatively little emphasis was placed during the period from 1965 to 
1980 on market orientated methods of monetary policy, particularly open 
market operations and other forms of intervention in financial markets 
by the Reserve Bank. Open market operations, i.e. the purchase and sale 
of government debt instruments by the Reserve Bank in order to affect 
the money supply and thus interest rates, did not exist in South Africa 
until such operations were first introduced on 1 September 1973. The 
main reasons for this were the inadequate portfolio of government secu-
rities held by the Reserve "Bank, as well as the rigid interest rate pattern 
in respect of government stock which was maintained by the Reserve 
Bank, and the Bank's direct control over particular interest rates. 

There were, however, certain operations by the monetary authorities which 
did have similar effects as open market operations. The raising of foreign 
loans or repayment of foreign loans affected the domestic liquidity situation. 
The govermnent could also borrow additional amounts from the capital 
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market if necessary, after consultation with the ReselVe Bank, for purposes 
of the more effective control of internal monetary conditions. The proceeds 
of such loans were transferred to the ReselVe Bank for the credit of the 

stabilization account. Nevertheless, in general, open market operations were 
non-existent in South Africa until 1973. 

At times the management of the public debt and the financing of the 
'deficit before borrowing' in the budget also failed to support the 
attainment of the objectives of monetary policy. The Bank rate was 
changed infrequently, and the ReselVe Bank's discount policy was not 
viewed as a particularly important policy instrument. When the Bank 
rate was altered, it was only by small amounts. As a rule it was changed 
by 0,5 percentage points, one exception being on 31 March 1971 when 
it was raised by one percentage point. This stable pattern of the Bank 
rate was to a significant extent explained in terms of the rigid interest 
rate pattern which the ReselVe Bank maintained in respect of govern-
ment debt instruments. Another reason was the desire to avoid sudden 
pressures on the mortgage rates of the building societies. Since the 
building societies competed with the banks for the public's savings, they 
were obliged to alter their deposit and loan rates in accordance with 
those of the banks. 

Indeed, during most of this period interest rates in general played a 
relatively minor role in monetary policy, and were at times kept below 
their natural market levels by means of such measures as direct deposit 
and lending rate controls, and the ReselVe Bank's fixed pattern of rates 
for the different maturities of government stock. For a number of 
reasons, including the existence of the National Finance Corporation as 
a special kind of call deposit taking institution under the management of 
the Reserve Bank and the way in which the Treasury bill tender system 
came to be operated, the Treasury bill rate and call money rates re-
mained relatively low, and rigid for long periods.15 

One reason why more use was not made of market orientated methods 
of monetary policy during this period was the comparatively un-
developed state of some of South Africa's financial markets. These 
markets were not always broad, active and competitive enough to permit 
the Reserve Bank to apply effective open ~ket operations and other 
market intervention policies. 
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Another reason was the desire on the part of the authorities to avoid 
large increases in politically sensitive interest rates, and in particular to 
minimize the cost of certain forms of socially desirable credit, such as 
building society mortgage loans and Land Bank cash credit advances. At 
times the government sector also found it necessary to resort on a 
significant scale to bank credit in the financing of the 'deficit before 
borrowing', which not only increased the money supply directly, but 
also added to the banks' liquid assets, and therefore their ability to create 
credit for the private sector. In these circumstances the Reserve Bank 
deemed it necessary during most of the period from 1965 to 1980 to 
curb bank credit to the private sector by means of credit ceilings and/or 
substantial increases in minimum liquid asset requirements. 16 

As far as exchange rate matters were concerned, the monetary 
authorities had to contend with intermittent crises in the major foreign 
exchange markets such as the sterling devaluation in November 1967 
which was followed by currency pressures in 1971, culminating in the 
Smithsonian currency realignment of December 1971. Thereafter, the 
authorities were confronted with the breakdown of the Bretton Woods 
system in early 1973, which ushered in an era of floating rates for the 
major currencies. This in tum helped to precipitate mutations in the 
exchange rate policies of the Republic. The authorities experimented 
with a number of exchange rate practices after first delinking from 
sterling in October 1972, and'linking to the dollar. Subsequently, 
starting in February 1979 a system of managed floating for the rand was 
gradually introduced. Until that stage, however, the need to maintain a 
specific exchange rate link with another currency or basket of currencies 
understandably figured prominently in the formulation of monetary 
policy. Moreover, throughout the period the transactions of the Reserve 
Bank in the foreign exchange market were largely aimed at 
strengthening the foreign reserves whenever possible, and this exerted 
an expansionary effect on the cash reserves of the banks. 

Re-appraisal of Monetary Policy 

The underlying approach to monetary policy embodied in the 1965 
Banks Act was never really implemented from 1965 onwards as already 
mentioned. Moreover, the approach to monetary policy on the part of 
the authorities incotporated reliance upon the pursuit of broad ultimate 
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goals of monetary policy such as achieving some stability in the value 
of money, as well as some acceptable growth rate for the economy as 
a whole. This in turn influenced the choice of monetary policy 
instruments employed, and partly explained why a more flexible interest 
rate policy was spurned along with heavier reliance upon open market 
operations. In contrast, inter mediate goals or targets of monetary policy 
such as targets for the growth in the money supply played little part in 
the formulation of monetary policy. 

Yet towards the end of the 1970s the need arose for a re-appraisal of the 
Reserve Bank's approach to monetary policy in the light of the changed 
circumstances prevailing. The authorities came to appreciate the need for 
the development of a more clearly defined and internally consistent 
framework for monetary policy. It was not always clear to banks and 
other participants in the various financial markets, or to other interested 
parties, to what extent monetary policy in South Africa was based on 
'monetarist' or 'Keynesian' principles or on any other recognized 
approach.17 Meanwhile, on the ground level the rate of increase of 
money and near-money continued to rise significantly, while fluctuating 
considerably from quarter to quarter, even after adjustment for seasonal 
tendencies. Also, changes had occurred in both South Africa's domestic 
financial structure and the international monetary system, including 
changes in the role of gold and in the exchange rate regime. These 
developments had important implications for the workings of South 
Africa's money and foreign exchange markets and for monetary policy 
in general. 

The key issue surfaced as to whether future monetary policy should con-
tinue to be based largely on direct restrictive controls such as bank 
credit ceilings, and deposit and lending rate controls, or whether the 
original recommendations of the Technical Committee on Banking and 
Building Society Legislation in 1964 should be revived. These em-
phasized Reserve Bank control being exercised via the market mecha-
nism, and on the coordinated application of fiscal policy, public debt 
management and interest rate policy, including open market operations 
and rediscount policy. 

All these considerations figured prominently among the reasons why the 
Minister of Finance, in August 1977, asked the State President to 
appoint a Commission of Inquiry into the Monetary System and Mone-
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tary Policy in South Africa. This Commission divided its work into three 
broad areas covering monetary policy in the broadest sense, the money 
market and interest rates, and the foreign exchange market and exchange 
rates. This latter area was given priority and the Commission issued an 
Interim Report on Exchange Rates in January 1979, which was followed 
immediately by an evolutionary reform of exchange rate policies. 

By the end of the 1970s the Reserve Bank was facing new challenges 
arising out of the perceived changes in the operation of the business 
cycle, which only reinforced the tendency for the Bank to think in terms 
of mutations in the implementation of monetary policies. Far reaching 
structural changes in the world economy during the 1970s had on 
balance benefited the South African economy. Although it had been 
adversely affected by the high oil prices and the pernicious combination 
of world inflation and recession, the South African economy on balance 
had been strengthened by the enormous increase in the value of its gold 
output and other exports, and by the improvement in its terms of trade. 

The rise in export incomes was interpreted as meaning that the South 
African economy could afford stronger upswings in its business cycle, 
and higher economic growth rates before deficits on the current account 
became large enough to bring about either a significant downward move-
ment in the rand, and/or a marked decline in the gold and foreign ex-
change reserves. By the end of the 1970s, with the rise in the money 
supply materially influenced by advances in the gold and foreign 
exchange reserves, the banking sector tended to remain more liquid than 

had previously been the case, and this depressed interest rates and en-
couraged greater capital outflows. This, combined with stronger growth 
during the business cycle upswing, created the potential for the 
generation of greater inflationary forces. Moreover, under the changed 
conditions it was perceived that downswings in the business cycle could 
well be milder in the future, and succeeding upswings might tend to gain 
momentum more rapidly. 18 

The authorities began to fear that stronger inflationary pressures during 
business cycle upswings would not be counteracted effectively by direct 
or non-market oriented measures such as quantitative ceilings on bank 
credit to the private sector or supplementary liquid asset or cash reserve 
requirements for banks. It was recognized that operating on one cause 
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of changes in the money supply, namely bank credit to the private 
sector, could be inadequate since rising gold and foreign exchange 
reserves could at times be adding significantly to the money supply. 19 

Such considerations helped to usher in mutations in monetary policies 
starting in the late 1970s which were subsequently to gather pace under 
a new governorship of the Reserve Bank starting in January 1981. 
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CHAPTER 2 

MONETARY POLICY, INFLATION AND 
THE PATTERN OF ECONOMIC GROWTH 

During the period from 1967 to 1980 the Reserve Bank exerted a significant 
influence on the course of economic growth and inflation through its 
monetary policies. The Bank made an important contribution to economic 
growth. One way in which this occurred stemmed from its efforts to 
develop a smooth functioning and efficient financial system which served to 
allocate scarce financial resources in an optimal manner. In this regard the 
role of the Reserve Bank in developing more extensive money and capital 
markets springs to mind. During the 1970s, moreover, more active 
exchange rate policies influenced the growth path of the economy. The main 
contributien of the Bank in the economic growth arena, however, stemmed 
from its attempts to follow monetary policies which helped to preserve 
relative stability, and especially low inflation in the economy at large. 
Economic stability was not regarded as the antithesis of economic growth. 
Far from clashing with rnpid economic growth, relative financial stability 
was perceived to be in the long run conducive to, if not an essential 
condition for, the attainment of the maximmn economic growth rate of the 
country, given the resources at its disposal. Although policies were not 
above criticism they did attempt to provide economic stability at times 
through policies of demand restraint and at other times through the 
stimulation of demand.1 

In this chapter a survey is presented of monetary and economic develop-
ments between 1967 and 1980. The fluctuations in the business cycles in 
South Africa are explained along with the interrelationship of these cycles 
with mutations in monetary policies. Thereafter, the attitude of the monetary 
authorities towards inflation is discussed, and an analysis is undertaken of 
the reasons why greater economic stability on this front was not achieved. 

Developments In the Late 1960s 

During the early 1960s, following the political disturbances and events 
of 1960 and 1961, total demand was inadequate and was successfully 
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stimulated by monetary and fiscal measures. The result was accelerated 
economic growth. In due course, however, total demand became exces-
sive and during the period from 1964 to 1966 the boom got out of hand. 
The result was not only accelerated inflation but also a large deficit on 
the current account of the balance of payments. The latter was not fully 
offset by a net inflow of capital, and the gold and other foreign reserves 
declined ~ly. 

Attempts to deal with these problems by such measures as the direct 
control of interest rates paid on deposits, and a tightening of import 
restrictions did not generate the desired results. However, during 1966 
and 1967 the authorities achieved considerable success in restoring both 
internal and external economic stability. Tighter fiscal and monetary 
polici~s were employed, while import controls were relaxed to increase 
competition and the supply of goods in the domestic market. The 
benefits came through in 1967 when the rate of inflation slowed down, 
the current account was turned into a surplus, and the gold and foreign 
exchange reserves recovered strongly. Moreover, all this was achieved 
alongside an acceleration in the growth rate as measured by the real 
gross domestic product from 4,7% in 1966 to 7,3% in 1967. 

Developments at that stage furnished evidence of the success which 
could be achieved in cooling down an overheated eco~omy by tight 
fiscal and monetary measures without reducing the economic growth 
rate. This success was extended in the sense that a considerable measure 
of price stability was recorded in 1968 and 1969, while a surplus on the 
current account of the balance of payments occurred in five out of the 
seven quarters from the middle of 1967 until the end of March 1969. 
The gold and foreign exchange reserves also continued an upward trend 
which had started during the second quarter of 1967. Moreover, 
virtually full employment was maintained, and an average real growth 
rate of more than 6 % was registered for the three years 1967, 1968 and 
1969. 

Domestic Liquidity Problems. The next phase of excess demand 
occurred from about 1969 onwards. The widespread internati~na1 
uncertainties regarding exchange rates and the official price of gold 
during 1968 gave rise to a large net inflow of capital into South 
Africa, and the resultant build-up of domestic liquidity helped to 
bring about unduly large increases in domestic expenditures, which 
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in turn precipitated new inflationary pressures. A deficit on the 
current account of the balance of payments also reappeared, reaching 
the very large figure of Rl 250 million at a seasonally adjusted 
annual rate during the first quarter of 1971. In addition, from about 
the middle of 1969, net bank credit to the government sector also 
increased sharply. The quantity of money and near-money 
accordingly increased at an excessive rate during 1968, 1969 and 
1970. The overheating of the economy, which developed from about 
the middle of 1969, was accompanied by considerable pressure on 
the available capital and labour resources. 

Given these circumstances the monetary authorities decided to tighten 
fiscal and monetary policies in an effort to curb the excessive rate of 
increase of aggregate demand. These measures included sterilisation 
operations by the Treasury, the retention of ceilings on bank credit 
to the private sector, and a policy of pushing up domestic interest 
rates. 

While these policies could be criticised in certain respects, they did 
succeed in cooling down the overheated economy. During the course 
of 1971 excess demand pressures abated, labour conditions became 
less tight, the growth in imports slowed down, and the deficit on the 
current account of the balance of payments declined considerably. 2 

Devaluation of 1971. During the second half of 1971, however, the 
balance of payments position, especially on capital account, was 
aggravated by major currency upheavals in the international sphere, 
and the authorities concluded that it would not be in South Africa's 
interests to rely exclusively upon demand management to solve the 
existing short term economic problems. In the circumstances that had 
developed there was a clear conflict between the need to restore 
balance of payments equilibrium, and the need to stimulate 
production and investment in the private sector. At the time of the 
realignment of major exchange rates in the middle of December 
1971, therefore, South Africa reacted by devaluing the rand by 
12,28 %. This devaluation was aimed at reducing the current account 
deficit, reversing the leads and lags in foreign transactions and 
encouraging inflows of foreign capital, while at the same time 
boosting exports, and rendering the general climate more conducive 
to economic expansion. 3 
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Business Cycle Upswing of 1972-74 

During 1972 the policy objective of strengthening the balance of pay-
ments and stimulating growth was achieved through appropriate ex-
change rate as well as monetary and fiscal policies assisted by 
favourable developments on international commodity markets, such as 
a sharp rise in the free market price of gold, and a good agricultural 
season. The deficit on the current account fell to R97 million in 1972 
from almost Rl 000 million in 1971, and net capital inflows allowed the 
foreign reserves to rise. 

However, despite various measures to stimulate the economy, the eco-
nomic growth rate as measured by the real gross domestic product was 
only 3 % in 1972 compared with 4% in 1971, and the rate of inflation 
became high by South African standards, consumer prices rising by 
6,5% compared with 5,7% in 1971. Nevertheless, a new business cycle 
upswing got underway in the fourth quarter of 1972, and the growth rate 
accelerated back to 4% in 1973. Monetary conditions, however, were 
less favourable, the quantity of money and near money rising by 23 % 
in 1973, with the rate of inflation accelerating to around 10%. 

The growth rate as measured by the real gross domestic product 
accelerated to 7,2 % in 1974 helped by a sharp rise in the value of gold 
output and good agricultural crops. Even so, an upper turning point in 
the business cycle was reached in the third quarter of 1974, while the 
gross gold and foreign exchange reserves declined moderately in 1974, 
the deficit on the current account of the balance of payments exceeding 
the net capital inflows. 

The authorities had begun to tighten monetary policies late in 1973 as 
signs of excess· demand emerged, along with balance of payments 
difficulties, and the demand for central bank credit increased as the 
liquidity of the banking system was squeezed in ~ with sharp increases 
in bank credit extended to the private sector. Despite the tighter 
monetary stance the rate of inflation as measured by consumer prices 
accelerated in 1974 to 11,6 %, with import prices advancing by 22,6%, 
and therefore playing a major role in this process. By that time inflation 
had become a major international economic problem, and the authorities 
believed that the influence of this factor could not be easily reduced by 
the application of domestic fiscal and monetary policies.4 Nevertheless, 
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restrictive policies were justified since by the end of 1974 the economy 
bad been brought to a point of virtually full utilization of productive 
capacity. 

Downswing of Mid 1970s 

More restrictive monetary and fiscal policies, aimed at reducing 
inflationary pressures, and improving the balance of payments position, 
continued in 1975 although the Reserve Bank wished to prevent an 
excessive slowing down of the economy. These policies together with a 
downward phase of the business cycle in the main industrial countries 
caused the real gross domestic product to rise by only 2,2% in 1975. 
Indeed, the severe world recession of 1973-75 was the first of a series 
of unexpected shocks which the South African balance of payments had 
to absorb during the 1970s. This was followed by the fall in the gold 
price from a peak. of $200 an ounce in December 1974 to $103 an ounce 
in August 1976. 

Success on the balance of payments front, however, was slow, a record 
deficit on the current account of R1 616 million being recorded in 1975 
partly due to a fall in the free market price of gold. In September 1975, 
following a particularly sharp drop in the price of gold, the rand was 
devalued by 17,9 %, and monetary policy was further tightened with the 
aim of further bolstering the balance of payments situation, and crimping 
the upward pressures on prices emanating from the devaluation. The 
potential inflationary effects of the devaluation had to be counteracted 
by the tightening of monetary policies at a time when inflationary 
pressures were in any case strong, the rate of inflation as measured by 
consumer prices on average rising by 13,6 % during 1975. The 
authorities, nevertheless, were mindful of the desirability of not allowing 
the economy to slow down too fast, and this influenced its decision to 
devalue in September 1975. At that time the Reserve Bank believed that 
a typical 'conflict' situation bad arisen in an even more pronounced form 
than in December 1971 when the previous sizeable devaluation 
materialised. 

Restrictive fiscal and monetary policies depressed the growth rate in 
1976, the real gross domestic product advancing by only l-Ih %. In 
other respects though these policies bore fruit. The rate of increase in 
the supply of money and near money slowed down to 9 % compared with 
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17 % in 1975, and the rate of inflation, although still high, showed a 
declining tendency. After reaching a peak in the first quarter of 1976, 
the deficit on the current account of the balance of payments declined 
progressively during the rest of the year. The capital account of the 
balance of payments, however, deteriorated, even though inflows were 
boosted by official borrowings from the I.M.F. This deterioration was 
the product of domestic political uncertainties, lower levels of domestic 
investment, and a decline in merchandise imports. The result was a 
decline in the net gold and other foreign reserves during the year, with 
the authorities remaining preoccupied with the external accounts. 

During 1977 much progress was achieved in strengthening the balance 
of payments position. A relatively large surplus was recorded on the 
current account due to increases in merchandise exports and net gold 
output as well as a decrease in merchandise imports. On the other hand, 
the capital account recorded another significant outflow, and this 
necessitated the retention of tight official policies. These restrictive 
monetary policies were duly reflected in an increase in the supply of 
money and near money of only 7 %. On the negative side the rate of 
increase in the average level of Consumer prices was slightly higher in 
1977 than in 1976 at 11,3 %, and the real gross domestic product 
increased by only ~ %, continuing the slow growth recorded since the 
second half of 1974. 

During the third quarter of 1977 a shift in policy away from curbing 
investment and consumption towards the stimulation of sound economic 
growth got underway. Although the capital account of the balance of 
payments remained in deficit, the improved current account was ac-
companied by a reduction in foreign indebtedness of both the public and 
private sectors. In other words, instead of keeping the foreign reserves 
up by short term foreign borrowing the country was in effect keeping 
them down by repaying foreign trade credits and other short term loans. 
It was feared that if the economy carried on slowing down recessionary 
trends could emerge, which might further speed outflows of foreign 
capital.s Moreover, during the course of 1972 the slower growth in the 
money supply and the decline in real terms of the main components of 
gross domestic expenditure had created a sounder economic position 
from which renewed growth could materialise. 
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In view of these considerations it was decided in November 1977 that 
monetary and fiscal restraint would be maintained as the key element in 
economic policy strategy, while stimulation would be directed to those 
sectors of the economy which had been most affected by the economic 
slowdown. Selective stimulatory measures were accordingly announced 
in November 1977.' 

Boom of the Late 19705 

A new upswing started in late 1977, and during 1978 the real gross 
domestic product advanced by 2% %, based on an increase in the volume 
of exports and net gold output, as well as a rise in real aggregate 
domestic demand. Greater stability on the monetary front, however, 
remained elusive. Inflation declined marginally, but it nevertheless 
remained high, and a double digit figure was recorded for the fifth 
consecutive year. 

On the other hand, a further improvement in the surplus on current 
account of the balance of payments materialised in 1978. The capital 
account in contrast recorded a deficit due mainly to a reduction in short 
term liabilities related to reserves as well as repayments of long term 
foreign loans by the central government. The overall result was that the 
gross gold and other foreign reserves, disregarding valuation adjust-
ments, showed only a small increase in 1978, although the net foreign 
reserves rose appreciably due to the reduction in liabilities related to 
reserves. The strengthened external position, however, allowed the 
authorities to relax their monetary policies to provide a stimulus to 
domestic economic activity, and money market interest rates accordingly 
eased during 1978. 

This policy stand helped to boost real aggregate demand, and in 
particular private consumption spending which was also aided by cuts in 
personal income taxes during 1978. The economic upswing accordingly 
gained considerable momentum during the course of 1979, the real gross 
domestic product increasing by about 3-3/4%. The rate of inflation, 
unfortunately, rose significantly with consumer prices advancing on 
average by 13,1 %, even though there was no evidence of demand 
inflation. Sharp rises in the prices of imported goods played a part in 
this process. 

22 



The current account of the balance of payments showed a record surplus 
of R2 970 million in 1979, despite a rise in the weighted average value 
of the rand in terms of all major currencies. this surplus amounted to 
6th % of the gross domestic product, and stemmed mainly from a 
substantial increase in the value of net gold output as well as in the value 
of merchandise exports. This surplus was approximately matched by a 
net outflow of capital, and the total gross foreign reserves increased only 
marginally on account of balance of payments transactions during 1979. 
The net foreign reserves, however, showed an appreciable rise of R466 
million owing to the reduction in liabilities related to reserves. The net 
gold and other foreign reserves for 1978 and 1979 combined advanced 
by R940 million. This facilitated a further relaxation in monetary policy 
and money market conditions eased during 1979, while the monetary 
aggregates increased at higher rates, although in the case of money and 
near-money the rate of increase was marginal compared with 1978. 

By 1979 the authorities were pursuing a policy of 'growth from 
strength'. At that time the South African economy found itself in a 
position where it was in some respects much stronger than that of most 
other countries. This stemmed from three abnormalities in the South 
African economic situation at that stage, namely its large surplus on the 
current account of the balance of payments, its large net capital outflows 
which had been associated with significant repayments of foreign debt, 
and relatively low domestic interest rates. 7 

1980 proved to be a remarkable year for the South African economy. An 
exceptionally high rate of real growth of about 8 % was recorded, one of the 
largest figures recorded in anyone year during the post-war period. A high 
level of economic activity was evident in all sectors of the economy, and 
this was reflected among other things in a significant reduction in 
unemployment. The growth emanated almost entirely from a marked 
increase in real domestic demand, with only a minor contribution coming 
from real exports. At the same time the rates of increase in consumer and 
production prices accelerated. Consumer prices on average increased by 
13,7% while production prices advanced by 16,5%. 

A notable feature of the South African economy in 1980 was the high 
rate of economic growth that was accompanied by a large surplus on the 
current account· of the balance of payments of R2 830 million. Despite 
a marked increase in imports to supplement the domestic supply of 
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goods, the current account remained in surplus, partly as a result of a 
further increase in merchandise exports, but more particularly because 
of an exceptionally large rise in the value of the net gold output. The 
latter reflected a near doubling of the average price of gold in 1980 to 
$612,94 per fine ounce, which had the effect of raising the value of the 
net gold output, for the first time since 1946, above the value of 
merchandise exports. On the other hand, the capital account of the 
balance of payments recorded a further substantial net capital outflow 
over the year as a whole, mainly reflecting the high level of liquidity 
and relatively low interest rates in the domestic economy. 

Faced with monetary aggregates which showed excessive rates of growth 
during 1980, the supply of money and near-money for instance rising by 
27%, the Reserve Bank's monetary policies were largely directed 
towards draining excess liquidity from the banking system. Substantial 
open market operations were duly undertaken, a policy which was 
helped by the general fall in interest rates. 

Even in 1979 the authorities were anticipating that the world economy 
could start to experience recessionary conditions in 1980, which would 
adversely affect South African exports and the economy at large. At the 
end of 1980 the economy had been in a period of cyclical upswing for 
about three years, one of the longest in South Africa since the end of the 
Second World War. Nevertheless, despite the troubled world economy, 
the South African economy at the end of 1980 was well positioned to 
deal with any cyclical downward phase of the business cycle. Largely 
as a result of the conservative fiscal and monetary policies followed 
since 1975 and the strengthening of the balance of payments situation, 
the South African economy was less vulnerable to the expected 
weakening of the export performance. What is more, the economic 
problems confronting the world had given rise to a loss of confidence in 
paper currencies, and a movement into gold which had benefited South 
Africa. 

Official Policy Towards Inflation 

Since monetary policy was part of overall economic policy its objectives 
were the same as those of public policy in general. In South Africa these 
objectives included high levels of employment, rapid economic growth, 
and domestic and external monetary stability. The aim of maintaining 
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price stability, however, also ranked as a policy objective of the Reserve 
Bank. Some analysts argued that the pursuit of monetary stability was 
in conflict with the objective of rapid economic growth. In contrast the 
South African Reserve Bank. remained among that group of central banks 
which believed that it made an essential contribution to real economic 
growth by helping to preserve relative price stability in the economy. 8 

Economic stability was not regarded as the· antithesis of economic 
growth. Far from being in conflict with rapid economic growth, relative 
economic stability was in the long run conducive to, if not an essential 
condition for, the attainment of the maximum growth rate of the 
economy, given the resources at its disposal. 

The authorities believed that inflation militated against rapid economic 
growth for numerous reasons. Inflation fostered serious malinvestment, 
and inefficient allocation of scarce labour and other resources reflected 
for instance in the misdirection of capital funds into properties and away 
from manufacturing investments. Persistent inflation could lead to the 
imposition of price and wage controls which in turn promote an even 
greater mis-allocation of resources. Inflationary pressures could also 
reduce the propensity to save, and encourage funds to be channelled 
away from productive investments into 'inflation beating' investments 
such as precious metals and other hard assets.9 

Inflation could not even be relied upon by the business community to 
favour them under all circumstances. Inflation tended to be 'good for 
business' only in certain phases of the business cycle, and could have 
unfavourable effects on business enterprises in other phases by for 
instance squeezing profits. It created uncertainty, and rendered forward 
planning by the private sector more hazardous, while creating the danger 
that it would accelerate over time. to 

Unless the trading partners of the country concerned experienced a 
similar or higher rate of inflation, inflation also led to balance of 
payments difficulties. This could then induce the authorities to impose 
import quotas, exchange controls, etc which in conditions of full 
employment placed further pressures on resources and aggravated the 
inflationary forces at work. What is more, inflation, through its effect 
on the balance of payments, may lead to devaluation, or indeed a series 
of devaluations. Unless such currency adjustments were accompanied by 
disinflationary monetary and fiscal measures the inflationary forces 
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would escalate further, thereby creating a vicious circle as further 
devaluations took pla~.l1 

This list of harmful effects of inflation was not all inclusive. Apart from 
being socially undesirable South Africa could not countenance on-going 
inflationary pressures in the late 1960s, even if other countries 
experienced such conditions, because of the influence of inflation on the 
South African gold mining indUStry.12 Until March 1968 the gold price 
received for the export of the metal from South Africa was fixed at $35 
an ounce, and consequently containing cost increases on the mines was 
crucially important. Such circumstances only reinforced the view of the 
authorities that price stability and economic growth went hand-in-hand, 
the one reinforcing the other. Inflationary growth policies were self 
defeating, because eventually they crimped economic growth. 

Measures to Tackle Inflation 

During the 1960s the South African economy expanded rapidly, and a 
highly satisfactory average growth rate with relative price stability was 
attained. Thus, the gross domestic product in money terms grew at an 
average annual rate of 8,9% from 1960 to 1970. During the same period 
prices rose on average by 2,9% per year, which was low by 
international standards, and the gross domestic product in real terms 
consequently increased on average by 5,8% per year. As well as being 
relatively low the inflationary pressures during that period had been 
perceived to be of the demand pull variety. In other words, the situation 
prevailed in which the monetary demand for goods and services was 
rising more rapidly than the ability of the economy to supply these 
goods and services from domestic or foreign sourceS.13 

The preceding survey of economic and monetary 4evelopments makes 
it clear that in some respects the 1970s also proved to be a reasonably 
good decade for the South African economy. The one major blemish 
was the high rate of inflation. Ideally, monetary policy should have been 
geared towards achieving full employment at reasonable price stability 
and balance of payments equilibrium. These triple objectives proved to 
be highly elusive. In 1971, as already mentioned, the objectives of price 
stability, balance of payments equilibrium, and high economic growth 
clashed in a particularly acute form with the authorities concluding that 
the external value of the currency needed to be adjusted downwards. 
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After 1972 double digit inflation was recorded in every year for the rest 
of the decade. 

Even at the beginning of the 1970s the level of inflation at around 5 % 
was regarded as unduly high for South Africa by the monetary 
authorities.14 At that time one source of concern was the high level of 
expenditure by the public authorities. From around the middle of 1969 
to the middle of 1971 the large increase in public spending and the use 
of inflationary methods of finance by the public sector contributed 
materially to inflation and balance of payments disequilibrium.15 

On occasions the authorities took the view that the rate of inflation was 
not of the demand-pull variety, and therefore any attempt to restrain it 
by· means of restrictive monetary and fiscal measures would not only 
have met with little success, but would also have conflicted with 
economic growth objectives. At such times the authorities therefore felt 
that they had little alternative but to rely on measures such as reductions 
in indirect taxes, the relaxation of import controls, and effective 
appreciation of the rand to curb inflationary pressures in so far as this 
did not conflict with balance of payments and growth objectives. During 
the period from 1971 to 1973, for instance, the authorities did not 
believe that the inflation was of the demand-pull variety.1' At that time 
the authorities did not consider it advisable to institute a temporary 
wage-price freeze, or to expand the existing price controls into a 
comprehensive system of price, wage, dividend and/or profit controls. 17 

The authorities also took the view that inflation in the 1970s was a 
world-wide problem, and that in the absence of a concerted international 
effort to combat it, any individual country with a relatively open 
economy would have found it difficult to succeed on its own in 
restraining undue price increases. Sharp increases in the prices of oil 
had to be absorbed in both 1973-74 and 1979-80. Even so, at certain 
times South Africa's inflation rate was sti11lower than the comparable 
figures in some of the industrial countries. What is more, other 
extraneous factors boosted the price indices on occasions such as the 
introduction of the general sales tax in 1978. 

More stringent monetary policies at times were inhibited by the danger 
that recessionary conditions would be created which would foster greater 
political instability, and lead to greater outflows of capital from the 
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country. Such policies at times could have amounted to 'overkill' and 
probably proved to be counterproductive. It could have weakened the 
balance of payments position by encouraging the outflow of 'recession' 
liquidity, and reduced both the inward movement of new capital and the 
re-investment of profits by overseas companies operating in South 
Africa. 

On several occasions, however, the economy entered phases of demand 
inflation which were aggravated by the excessive creation of bank credit, 
with the resultant excess demand posing a threat not only to the domestic 
price level but also to the balance of payments. During 1969, 1970 and 
the early part of 1971 the main cause of inflation appeared to be excess 
demand. In the final analysis it remained the case that all the attempts 
to reduce the rate of inflation could only have succeeded if excessive 
increases in bank credit and in the supply of money were avoided. This 
was not the case at all times in the 1970s, and in this respect the 
Reserve Bank was ill-equipped to tackle the problem effectively because 
of the relatively inefficient monetary control exercised through the 
system of variable liquid assets and bank credit ceilings. 
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CHAPTER 3 

THE SOUTH AFRICAN RESERVE BANK, 
THE DISCOUNT HOUSES AND 
ACCOMMODATION POLICIES 

In its relations with the discount houses during the 1960s and 1970s the 
Reserve Bank fulfilled its function of bank of rediscount, thereby accom-
modating the liquidity requirements of the banking system. At the same 
time, however, the Bank faced the responsibility of maintaining a sound 
banking system by means of acting as a lender of last resort. In other 
words, the Reserve Bank occasionally found itself facing circumstances 
where it was deemed prudent to extend financial assistance to a specific 
banking institution or institutions. Intervention was deemed to be 
justified, for instance, in circumstances where the Bank feared that a 
general ron on banks might be precipitated by difficulties faced by a 

single institution. 

A notable instance of such intervention occurred in February 1977, at 
the height of a crisis of confidence affecting smaller banks. At that time 
the five largest banks (Barclays, Standard, Nedbank, Volkskas and 
Trost) got together with the help of the Reserve Bank to maintain a 

special fund through the National Finance Corporation called the 'life-
boat' to support those banks being weakened by a ron on their deposits. 

Both the Rondalia and Rand banks had been forced into curatorship in 
late 1976, and the new fund proved successful in stabilizing the banking 
sector. Only about half the fund of R55 million was ever used, and by 
the end of September 1977 loans obtained from this special 'lifeboat' 
fund had been repaid in full, and the fund was no longer necessary. 1 

In helping to set up this fund the Reserve Bank was anxious to avoid any 
further failures in the banking system. This role, however, was not 

carried out on an on-going basis in contrast to its function of extending 
accommodation to the banking system via the discount houses. In the 
remainder of this chapter, therefore, attention is focused on the 
relationship of the Reserve Bank with the discount houses. 
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Discount Houses and the Money Market 

In the South African money market of the late 1960s and 1970s trading 
activity was mainly centred on short term assets such as Treasury bills, 
bankers' acceptances and negotiable certificates of deposit. This money 
market essentially provided the facilities for the employment of funds for 
periods ranging from one day to approximately one year. People and 
institutions with liquid resources could mvest in these almost riskless and 
highly marketable short term assets, while conversely these assets could 
be issued by the relevant borrowers in need of short term funds. 

This broad money market, however, also contained a smaller sub-
segment which embraced the activities of a limited group of specialist 
financial intermediaries. The latter comprised three discount houses and 
the National Finance Corporation (NFC) whose operations were mainly 
concerned with the raising of short term funds by means of call money 
loans, the investment of such borrowed funds in certain limited high 
grade securities which served as collateral for the lenders of the call 
funds, and the making of markets" in various securities such as Treasury 
bills, bankers' acceptances and government stocks. The relations of the 
Reserve Bank. with these specialist financial institutions were very close 
arising out of the role of the Bank. as lender of last resort and bank of 
rediscount. 

The South African money market in those days could be perceived as 
comprising a circle within a circle. The discount houses, i.e. the pool, 
were in the centre and on the perimeter were the banks lending funds to 
the pool. From the inner circle one could draw three arrows. The first 
represented the pool's loans to the private sector, the second its loans to 
the public sector and the third its special relationship with the Reserve 
Bank. 2 

Banking institutions were required by law to maintain cash reserves with 
the central bank. and the NFC. The discount houses were important in 
this regard since they traditionally stood between the central bank. and 
the banks. When the cash reserves of the banks declined these could be 
replenished by calling in loans from the discount houses. If the calling 
in was confined to a few banks, the houses could well succeed in 
recruiting funds from other banks and repay the cash strapped banks, but 
if the calling in was general, they might well have to exercise their 
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traditional right to seek assistance from the Reserve Bank, which in turn 
could grant assistance at whatever interest rates it wished to make 
effective. In the South African system the central bank's role of Bank 
of rediscount was therefore exercised mainly through the discount 
houses. 

The discount houses were the natural channel for balancing the cash 
needs of the banking system. The country's payments system as operated 
by the banks led to daily cash flows between individual banks and 
between them and the central bank. The daily, monthly and other 
fluctuations of these flows within the banking sector were taken up by 
movements in the call fund operated by the disCount houses. This 
primary balancing through the call fund meant that net surpluses or 
shortages were reflected in the accommodation facilities provided by the 
Reserve Bank to the discount houses. In other words, the discount 
houses were the channel for both the primary inter-bank balancing after 
the daily clearings by the banks, and also a channel for the secondary 
balancing with the Reserve Bank. 

These cash balancing functions of the discount houses furnished the 
Reserve Bank with several benefits. Money market interest rates 
genuinely reflected the banking sector's liquidity, while fluctuations in 
the size of accommodation enabled the Reserve Bank to assess the state 
of banking liquidity continuously, assess the terms at which accom-
modation should be granted, and monitor the quality of certain asseUi 
offered by the discount houses as security for borrowings. 

Rationale Behind Reserve Bank Accommodation 

Accommodation was granted by the Reserve Bank in a variety of forms. 
In order to offset an anticipated shortage in the money market it could 
offer to purchase bills or stocks from the banks and/or the discount 
houses. Alternatively, it might have desired to have the houses 'in the 
Bank' for purposes of monetary policy. Accommodation could then be 
granted by rediscounting approved securities such as Treasury bills, 
Land Bank bills and bankers' acceptances, or the Bank might make 
overnight loans to the houses. The Bank might also make outright 
purchases of government securities from the discount houses. The 
Reserve Bank therefore had a choice of methods, and the choice and the 
rate at which assistance was granted depended on the policy stance of 
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the authorities. Assistance was usually only granted to the banks when 
they had exhausted their call loans to the discount houses. In those days 
the South African banks disliked the practice of direct assistance by the 
Reserve Bank. What is more, there were other. advantages to the 
arrangement whereby the Reserve Bank extended assistance to the 
banking system via the discount houses· rather than the banks directly. 
Unless the visits of the clearing banks to the central bank had been very 
frequent, the flow of assistance could not have been as evenly distributed 
among the banks. It was administratively cheaper and more convenient 
to assist three discount houses rather than roughly 50 banks individually. 

The Bank recognised that its close relationship with the discount houses 
was crucial from the perspective of allowing it to promote monetary sta-
bility in the country, which in tum would facilitate the pursuit of stable 
economic growth. The Reserve Bank therefore willingly accepted the 
obligation to guarantee the liquidity of the discount houses. 

Although the Reserve Bank did view the assistance it furrrished to the 
money market in times of cash stringency as an important part of its 
duties, this did not necessarily mean that the discount houses had an 
irrevocable right at all times to unlimited accommodation from the 
Reserve Bank. The Bank at times attempted to encourage accom-
modation and at other times to discourage accommodation, depending 
on its policy objectives. It was likewise keen to ensure that the facilities 
offered by it to the discount houses were dependent upon the houses 
satisfying the Bank that their general operations were soundly based. For 
this reason, as well as the invaluable information they could convey to 
the Bank regarding short term credit conditions and interest rate 
movements, the Reserve Bank liaised closely with the discount houses. 
This was attained through frequent meetings, and through the daily 
returns which were submitted by the· houses to the Bank in respect of 
their assets and liabilities.3 

Changes in Reserve Bank Accommodation 

The causes of changes in the supply of call funds available to the 
discount houses and the NFC were usually associated with factors that 
brought about increases or reductions in the cash reserves of banking 
institutions. These factors included the flow of significant amounts of 
funds from the private to the public sectors and vice versa, rises or falls 
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in the gold and foreign exchange reserves, and increases or decreases in 
the amount of notes and coins in circulation. The Reserve Bank had 
several options when deciding to relieve tightness in the money market. 
In principle, it could conduct open market operations by buying 
securities in the moneyand/or capital markets. In reality, however, no 
open market operations were conducted unti11973. 

The accepted method of relieving tightness in the money market was 
through the rediscounting of bills held by the discount houses, and by 
the granting of loans against the security of suitable assets held by the 
houses. Prior to the new method of assisting the discount houses 
introduced on 1 September 1973, the houses were mainly assisted by the 
granting of advances at Bank rate or higher against the security of short 
term government securities. The houses did have the option of re-
discounting Treasury bills, and during the early 1960s these could be 
effected at preferential rates, but they only occasionally took advantage 
of this opportunity. Such reluctance stemmed from the fact that assis-
tance was frequently required only for short periods, mainly overnight, 
while advances involved less administration and inconvenience than was 
the case with the rediscounting of Treasury bills.4 

This system of assistance was p~rceived to be unsatisfactory in the sense 
that the granting of advances at varying rates of interest had the effect 
of introducing a further element of uncertainty in the market. Advances 
to the houses could be made at the prevailing Bank rate or at a higher 
rate if a penalty was imposed. 

The new method of accommodation introduced in September 1973 
however was prompted by two other main considerations. Firstly, the 
Reserve Bank had been aware for some time that the previous method 
whereby advances were granted to the houses had not been satisfactory 
since the houses were able, not only to maintain their asset portfolios 
during tight liquidity conditions, but also to finance additional assets 
with credits from the Reserve Bank. It was felt that the houses should 
reduce their portfolios during periods when banking liquidity was 
squeezed. Secondly, the Bank wanted to ensure that the discount houses 
maintained sufficient Treasury bills in their portfolios, and that such bills 
served as a basis for assistance from the Reserve Bank. These 
motivations behind the new method of assistance were explained by the 
Governor Dr De Jongh in his Chairman's Address in August 1973. At 
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that stage he said that "the objects of this new arrangement are, firstly, 
to ensure that the discount houses reduce their overall portfolios during 
the tight money conditions, whereas they will be able to expand their 
portfolios when this is justified by the availability of money, and 
secondly to reinstate the Treasury bill as the most important money 
market instrument" .5 In addition, the Reserve Bank wished to operate a 
new system in which the rate at which assistance was granted bore a 
relationship to market rates, as opposed to granting assistance at Bank 
rate or higher, where changes signalled major shifts in monetary policy. 

Under the system introduced in September 1973 Treasury bills were 
rediscounted by the Reserve Bank, at a rate of 0,5 % above the most 
recent Treasury bill tender rate, for a minimum period of seven days. 
This provision of a minimum period was introduced to emphasize the 
principle that assistance from the Reserve Bank should be 'last resort' 
assistance. The repurchase of these bills was allowed up to the 
fourteenth day, after which all title to the bills passed to the Reserve 
Bank. On occasions, however, the Bank did make bills available to the 
houses which had passed the fourteenth day. At the same time the 
ReseIVe Bank changed the limit on bankers' acceptances which the dis-
count houses could hold from an absolute amount to 40 % of their total 
assets, and only liquid bankers' acceptances could be held. 

During 1973 and 1974 the Reserve Bank also assisted the discount 
houses by outright purchases of government stocks at market related 
prices when they had exhausted their Treasury bill holdings, and allowed 
them to repurchase these stocks when conditions were suitable. ·In order 
to assist the houses when a final clearance settlement involved a discount 
house in a loss of funds, the Bank also granted overnight loans against 
the pledge of short term government stocks at a rate of 2,5 % above the 
latest Treasury bill tender rate. The houses at that stage were only 
granted overnight loans when they had exhausted their holdings of 
Treasury bills. Such loans had to be secured by the pledge of short term 
government stocks which usually had to be sold to the Bank the follow-
ing day at market related prices. 6 

Apart from these methods of assistance the Reserve Bank furnished 
assistance to the discount houses in certain other ways during the 1970s. 
Firstly, during the tight money market conditions which prevailed during 
1973 and 1974, the Reserve Bank allowed the discount houses to exceed 
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the maximum limit (then 40 %) which bankers' acceptances were allowed 
to constitute of the discount houses' total assets. Secondly, since October 
1973 the gold premiums were paid out to the gold mines shortly before 
the end of each month, thereby relieving the shortages caused by 
increases in notes in circulation at such times. Thirdly, during periods 
of severe stringency, the Treasury and the Public Debt Commissioners, 
on the initiative of the Reserve Bank, would extend substantial funds to 
the discount houses. The placing of funds by the Public Debt Commis-
sioners with the discount houses was first introduced in 1961, and 
occurred on several occasions thereafter. Such funding had the effect of 
allowing the discount houses to maintain their portfolios during tight 
conditions, and in the process relieving pressures on short term interest 
rates. Lastly, during periods when banking liquidity built up and the 
houses faced difficulties in finding outlets for all their funds, the Reserve 
Bank could also make available Land Bank bills, or increase the amount 
of Treasury bills offered in the weeldy tender.7 

Another facility which the Reserve Bank made available at times, 
especially during times of high banking liquidity, was the repurchase 
agreement. During the early 1960s such agreements were conducted in 
Treasury bills on tap and from the portfolio of the Reserve Bank as well 
as government securities. From the middle 1960s to 1972 the Bank made 
Land Bank bills available under repurchase agreements to the houses. 
During such easy conditions the Bank also arranged to have the amount 
of Treasury bills offered in the weeldy tender increased. In addition, the 
Reserve Bank at times assisted the market by means of not insisting on 
strict adherence to the maximum limit which bankers' acceptances were 
allowed to constitute of the discount houses' total assets. 

Rediscounting of Bankers' Acceptances 

A major amendment to the method of assisting the discount houses was 
introduced from the beginning of January 1978, and was foreshadowed 
by information revealed in the Address of the Reserve Bank Chairman 
in August 1977, which in particular revealed that it had been decided in 
principle to allow the discount houses to use their bankers' acceptances 
within certain limits for obtaining accommodation from the Reserve 

Bank.' 
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In terms of the new system only bankers' acceptances in multiples of 
RSO 000, which had not more than 91 days to run, which had been cer-
tified as liquid assets and which already formed part of the securities 
pool maintained by the Johannesburg branch of the Reserve Bank, were 
eligible for rediscounting by the Reserve Bank. The same conditions, 
i.e. the minimum and maximum periods of discount applying to 
Treasury bills also applied to bankers' acceptances. The rate at which 
bankers' acceptances were rediscounted, however, was set at 0,75 % 
above the latest published weeldy discount rate for three month bankers' 
acceptances as determined by the discount houses. In addition, 
accommodation granted by rediscounting bankers' acceptances could not 
exceed 30 % of the total accommodation afforded a discount house in the 
form of Treasury bills and bankers' acceptances rediscounted. 

These arrangements were introduced for three main reasons. Firstly, the 
Reserve Bank was concerned about the quality of bankers' acceptances 
which were certified as liquid assets. The new arrangements enabled the 
Bank to monitor more closely the quality of bankers' acceptances in the 
market. Secondly, the authorities wished to reinstate the bankers' 
acceptance qualifying as a liquid asset as an important money market 
instrument, and to formally differentiate between it and the non-liquid 
bankers' acceptances in the market. Thirdly, the Reserve Bank wished 
to assist in relieving the pressure on the discount houses' asset ratios, 
and the resulting upward pressure on rates for bankers' acceptances, 
brought about by the rediscounting of Treasury bills during tight 
conditions. 

This revised system of Reserve Bank assistance was subsequently viewed 
as a success. Disruptive increases in short term interest rates at times of 
temporary liquidity shortages became less evident, and active markets 
for money market assets, especially for liquid bankers' acceptances, 
continued to exist during periods of liquidity stringency in the markets. 

Despite these changes, however, the bulk of Reserve Bank accommo-
dation to the discount houses still took place through the re-discounting 
of Treasury bills. This effectively limited any upward movement in the 
Treasury bill rate during periods of liquidity stringency, and prevented 
the yields on Treasury bills from rising in line with these on other 
money market instruments, thereby creating distortions in short term 
interest rates. In order to mitigate these effects it was argued in certain 
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quarters that accommodation granted by the Reserve Bank should be 
offered on as wide a range of securities as possible.' Such 
accommodation procedures, however, found no favour with the Reserve 
Bank because of fears that this would facilitate the granting of credit by 
the Reserve Bank and undermine its general monetary policies. The 
Bank considered it to be in the interest of the country to n stand behind n 

virtually all the assets recognized as liquid by the Banks Act of 1965, 
and be ready to rediscount them, but it was not prepared to extend the 
range any further from the practices adopted in January 1978. 

From the beginning of 1978 recognition was also given to the fact that 
not all bankers' acceptances held by the discount houses could be re-
garded as 'liquid assets' in terms of requirements laid down by the 
Reserve Bank for such acceptances to be rediscountable by the Bank. 
This discount houses' holdings of such non-liquid bankers' acceptances 
were now ranked with their holdings of all other assets not specifically 
authorised by Section 22 of the Banks Act, the total of which was 
subject to a maximum of 12% (previously 10%) of the houses' total 
assets. In practice, however, the houses' holdings of non-liquid ac-
ceptances, bills and promissory notes mostly remained very limited. 

The Reserve Bank's role as the Bank of rediscount was crucially im-
portant from the viewpoint of preserving the liquidity and stability of the 
banking system. This objective, however, could not be achieved solely 
through the Bank fulfilling this role alone. Maintaining a sound banking 
system required assistance from other quarters, and in particular was 
partly dependent upon measures such as open market operations as well 
as cash and liquid asset requirements. The emphasis upon these various 
monetary tools could vary. For instance, greater use of open market 
operations would have reduced the role performed by the Bank in the 
rediscounting area. 

This function of being lender of last resort was also always carried out 
according to the conditions prevailing in the market at the time. This 
task could not be executed in an inflexible manner, and the effectiveness 
of this role performed by the Bank had to be judged in the context of it 
forming only one aspect of the monetary policy instruments employed 
by the Bank. 
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Implications of Administrative Regulations of Discount Houses 

The discount houses' responses to market developments were condi-
tioned by their statutory minimum capital requirements, and by statutory 
and administrative restrictions on the composition of their asset 
portfolios. The asset composition of the houses' portfolios were affected 
by legislation, by official directives·, and by a highly restrictive defini-
tion of the assets eligible for rediscounting. 

In certain quarters it was argued that the basic role of the discount 
houses was undermined by these constraints which adversely affected the 
profits of the houses on their assets, and deterred them from enlarging 
their capital base and thus their deposit-taking capacity, in line with the 
monetary growth of the economy. These restrictions therefore en-
couraged inter-bank lending which detracted from the benefits of the 
central pooling of net banking positions in the call funds of the houses, 
and the visibility of the end result.IO 

The Reserve Bank, on the other hand, took the view that restrictions on 
the asset holdings of the houses were a quid pro quo for their privileges 
in having unrestricted access to the discount window of the Bank., and 
the absence of liquid asset requirements on the houses. Restrictions on 
the asset holdings of the houses engendered confidence in the stability 
of the banking system, while lifting such restrictions could have tempted 
the banks to move out of certain non-liquid assets into call funds with 
the houses because of the higher rates on call funds. The latter were 
classified as liquid assets, which meant that the banks would have been 
able to expand their credit, and further boost the money supply. 

Treasury Balances With the Banking System 

The need for the discount houses to seek accommodation from the 
Reserve Bank would have been reduced if the fluctuations in cash 
reserves which accrued to or were drained from the banking system had 
been lower. In this regard one important influence affecting banking 
liquidity related to changes in government deposits with the Reserve 
Bank. The fluctuations in these deposits at times could be considerable. 
This influence on the money market could have been eased by means of 
the placement of government funds with the banking system rather than 

keeping them at the Reserve Bank. Under this arrangement the Treasury 
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would have maintained accounts with the private banks in South Africa, 
depositing in these accounts receipts from tax payments and security 
issues of the government. Treasury disbursements would not need to 
have been made from these accounts unless the government's working 
balances with the Reserve Bank needed to be replenished. 

Such a system would have held advantages for the Reserve Bank. It's 
accommodation facilities to the discount houses would have been 
reduced, while it would have furnished a powerful instrument of mone-
tary policy. By switching funds from the banking system to the central 
bank, banking liquidity could have been diminished, and vice versa with 
appropriate effects upon interest rates. 

The monetary authorities explored the possibilities of maintaining such 
Treasury balances with South African banks, but were confronted with 
a number of practical problems. In particular, it would have been 
necessary to decide which banks were sufficiently credit worthy to re-
ceive government deposits, and reach a workable formula for recycling 
such funds to the banks concerned. 
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CHAPTER 4 

THE ROLE OF THE NATIONAL FINANCE 
CORPORATION 

Shortly after the end of the Second World War an event of major 
significance to South Africa's financial markets took place when the 
National Finance Corporation (NFC) was established. This occurred in 

·1949, and had the effect of changing the role of the Reserve Bank as 
regards its function of providing accommodation for the banking system. 
The NFC developed into a successful entity for absorbing short term 
money market funds, even though its role changed somewhat during the 
period when Dr De Jongh was Governor of the Bank. 

Introduction 

Prior to the establishment of the NFC no organized money market 
existed in South Africa which could be compared to those prevailing in 
London and other international financial centres. The issue of Treasury 
bills in South Africa was insufficient to meet the demand, while the 
banks and building societies, which had limited opportunities for short 
term investments, in tum were prepared to accept only limited amounts 
of deposits from other institutions repayable after short notice. Under 
these conditions the surplus funds of large local concerns were remitted 
overseas, usually to London. 

/On the initiative of the Reserve Bank the NFC was established by sepa-
rate Act of Parliament in 1949, and commenced operations towards the 
end of that year. In terms of the National Finance Corporation Act of 
1949 the NFC was promulgated to provide for more effective short term 
investment facilities in the Union. The main objective of the NFC, as 
laid down in the Act, was to promote the establishment of an active 
money market in the Union, and the utilization of idle capital in the 
national economic interest. With this in mind the NFC was empowered 
to accept deposits repayable at call or short notice and to pay interest 
thereon, to raise loans or borrow funds by issuing debentures, and to 
invest any funds at its disposal in Treasury bills or other government 
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securities, in securities of any local authority or public utility 
undertaking, in redeemable debentures of any mining or other industrial 
undertaking or financial institution, and in short term bills or promissory 
notes of the Land Bank or the Industrial Development Corporation of 
South Africa. 1 

The NFC accepted deposits from a wide array of institutions. These in-
cluded banks, discount houses, building societies, government agencies, 
local authorities, public corporations, insurance companies, pension 
funds, various mining undertakings, the Chamber of Mines and certain 
foreign institutions. The bulk of the deposits came from the banks, and 
the deposits of the latter with the NFC fell into two categories, i.e. 
required and voluntary. Required balances with the NFC had their origin 
in the Banks Act according to which the Reserve Bank could insist that 
banks maintain call money with the NFC in a certain ratio to their short 
term liabilities to the public, or to increases in such liabilities. 

The NFC was an immediate success, and the relationship between the 
Reserve Bank and the NFC was very close. Apart from acting as the 
NFC's banker, the Reserve Bank under the 1949 Act was required to 
make available to the corporation such funds as it may need to meet 
withdrawals of deposits or other liabilities in excess of its available cash 
reserves. This often took the form of discounting Treasury bills held by 
the corporation. 

At the same time the NFC relieved the Reserve Bank of much of the 
burden previously borne by it in the area of acting as a lender of last 
resort as well as regulating the money market. The corporation for the 
first time provided the facilities for call money which the banks were 
able to utilize as their 'first line of defence'. Apart from allowing the 
banks to work to finer cash margins, this meant that during tight 
liquidity conditions the Reserve Bank was usually called upon to accom-
modate only one institution, i.e. the NFC, instead of a number of 
financial institutions. Given these circumstances, when the banks did 
approach the Reserve Bank for assistance it was genuine last resort 
assistance, and the practice was established that the banks would not 
normally approach the Reserve Bank directly for assistance. The 
establishment of the NFC thus heralded the end of an era in which banks 
generally approached the Reserve Bank directly for accommodation.1 

42 



During the 1960s and 1970s the banks generally obtained ReselVe Bank 
assistance via the NFC and the discount houses. 

The absence of rediscounting facilities for banking institutions with the 
ReselVe Bank had the effect of discouraging banks from holding 
Treasury bills. The banks found it more convenient and at times more 
profitable to hold call loans with the discount houses rather than 
Treasury bills. This helped to explain why the Treasury bill market 
exhibited little depth in the 1960s and 1970s, most holdings being held 
by the discount houses alone. 

In broad terms the NFC proved to be a success at the time, and in due 
course this encouraged private financial entities to develop private 
money market operations. In 1955 Union Acceptances was established 
to develop an accepting and discounting business. In 1957 the Discount 
House of South Africa, modelled on the London discount houses, was 
formed to take over the discounting business of Union Acceptances. The 
National Discount House was subsequently set up in 1961, and the third 
discount house, Interbank Discount House, started operating in 1972. 

Impact of NFC Call Rate 

(

The call rate of the NFC was a long standing focal point of attention, 
and since the inception of the corporation always bore some relationship 
with the Treasury bill rate. After the introduction of the Treasury bill 

Gender system in June 1958 the call rate of the NFC was allowed to 
fluctuate between 0,125 % and 0,25 % below the most recent tender rate 
for Treasury bills. Under these arrangements the discount houses were 
therefore provided with ~ very narrow margin in which to set their own 
call rates. This prompted the discount houses to appeal to the NFC to 
lower its call rate to enable them to p~cipate more fully in the money 
market at rates which would ensure that they received a substantial share 
of the available call money, and which would ensure a profit margin for 
them. The NFC complied, and in May 1959 reduced its rate to roughly 
0,25 % below the tender bill rate. The margin of 0,25 % was maintained 
until 29 July 1966 when it was reduced to 15 points. 

This policy stayed intact until August 1977 when the ReselVe Bank 
announced an increase in the margin to 25 points once again. At that 
stage Dr De J ongh stated that 'during the past year financial institutions 
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other than discount houses showed little interest in the weekly Treasury 
bill tender. One of the reasons for this lack of interest apparently lies in 
the rate quoted for call money by the National Finance Corporation of 
South Africa, which seems to be too attractive in relation to the 
Treasury bill tender rate. As a first step towards creating more interest 
in Treasury bills, it has been decided to fix the rate for call deposits 
with the National Finance Corporation, weekly as from Friday 26 
August 1977, at 25 points below the Treasury bill tender rate instead of 
15 points as at present:3 

I~The call money rate of the NFC represented a floor rate for the call 
\ rates of the discount houses, while the Treasury bill tender rate 
\ represented the 'ceiling' rate, i.e. the rate above which the houses would 
'- make a loss on their Treasury bill holdings. Since the call rates of the 

discount houses were always higher than the rate of the NFC, the banks, 
mining houses and other financial institutions held the 'core' of their 
surplus funds with the discount houses. It was only when the discount 
houses were constrained by the capital requirements. of the Banks Act 
from accepting additional call money, that banking institutions held call 
money in excess of the required amounts with the NFC. The fact that 
the NFC had become a 'repository of last resort' was evidence of the 
success that the monetary authorities had achieved in the development 
of a money market, and was seen by some in the 1970s as a good 
reason for its continued existence.4 

The practice of discount houses pitching their rates for call money 
between the NFC' s call rate and the Treasury bill tender rate changed 
somewhat after 1970. After this date the houses often quoted call rates 
far above the Treasury bill tender rate. This practice was prompted by 
several considerations. Firstly, after 1970 large and often unanticipated 
flows of funds from the private sector to the government sector 
occurred, and this meant that the discount· houses experienced wide 
fluctuations in their liabilities. This often compelled them to raise their 
rates above that on Treasury bills. Secondly, call money accepted by the 
houses was used to finance portfolios which included substantial amounts 
of bankers' acceptances, N.C.D.s and other investments which mostly 
carried a higher yield than that on Treasury bills. Thirdly, competition 
between the discount houses, especially during tight periods, ensured 
that call rates were higher than the Treasury bill tender rate. 

44 



Even so, voluntary reserves kept at the NFC by banks increased significant-
ly after 1974, the reason for this being that the discount houses had not seen 
it fit to increase their capital which would have allowed them to absorb all 
available call funds. This resulted in funds being placed with the NFC, and 

this in tum raised the question at the time whether the discount houses had 
not shifted the 'adjustment' function on to the NFC. 

Despite changes in the method of quoting the NFC call rate, criticism 
was levelled against the Treasury an<jl the Reserve Bank via the NFC for 
the alleged undue influence exerted by the two bodies on the Treasury 
bill rate at the weekly tenders. This arose out of the practice whereby 
the Treasury controlled the supply and the NFC the vast bulk of the de-
mand for the bills.5 This situation did ease somewhat during times of 
ample liquidity in the banking system and falling interest rates when 
Treasury bills temporarily became an attractive investment outlet. 
However, it was often the case that the Treasury bill rate was un-
attractive for non-bank investors who were not forced to buy them 
unlike banks to meet their liquid asset requirements. 

This liquid assets system together with the influence exerted on the 
Treasury bill rate by the Treasury and the Reserve Bank meant that the 
Treasury bill failed to become the prime money market instrument, and 
the Reserve Bank was unable to use it for purposes of conducting 
significant open market operations. Treasury bills were usually un-
attractive to non-bank investors which stymied any efforts on the part of 
the Reserve Bank to influence the money supply via open market 
operations in the Treasury bill market. What is more, although the 
weekly tender bill issue was genuine from the point of view of the re-
quirements of the Treasury, control over the rate exercised by the NFC 
complemented other monetary controls such as credit and interest rate 
controls, and it was alleged that this meant that the Reserve Bank was 
unlikely to use its rediscount operations as leading instruments of 
intervention in the markets. 6 Rediscounting policies were relegated to a 
back seat in the formulation of monetary policies. 
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CHAPTER 5 

BANK RATE POLICY (1967-1980) 

--B~ rate has traditionally been defined as the lowest rate at which a 
central bank, acting in terms of its function as 'the lender of last resort' 
and as part of its discount policy, will discount first class bills or offer 
advances against the security of eligible short term financial assets. In 
modem times Bank rate has been typically designated to be the rate at 
which Treasury bills will be rediscounted by central banks. This applies 
to the South African Reserve Bank, where Bank rate is the lowest re-
financing rate available. 

Bank rate has always been surrounded by an element of mystique and 
mutations in Bank rate can have political as well as economic connota-
tions. In this chapter the historical role of Bank rate in South Africa is 
explained along with its integral association with the Reserve Bank's 
function of 'lender of last resort'. Thereafter, the changed role of Bank 
rate as an instrument of monetary policy in the 1960s and 1970s under 
the leadership of Dr De Jongh is explained. During this period the pre-
eminent status of Bank rate as a monetary instrument was downgraded. 

Historical Introduction 

J/In terms of the Currency and Banking Act of 1920 the Reserve Bank 
was required to fix and publish from time to time the rates at which it 
would discount various classes of bills. However, the Bank was severely 
constrained in effecting this policy from its inception in 1921. It could 
only discount certain highly liquid short term trade and agricultural bills, 
all of which were thinly traded in a largely undeveloped money market. 
The result was that the ability of the Reserve Bank to influence 
macro-economic conditions in the country through the use of traditional 
central bank instruments was seriously impaired. 

Against this background the Reserve Bank soon began to strive for 
wider powers, while actively seeking to develop a local money market 
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by encouraging more widespread use of trade bills and other money 
market instruments. These changes were sought despite the success it 
achieved in establishing a reasonably close relationship between the 
official discount rate (Bank rate) of the Bank and the rates charged by 
commercial banks for discounts, advances and deposits. The comme!Cial 
banks were not only induced to accept the local Bank rate i~ the ~ ~co~t 
~~~~lls considered eligible -for discount by the Reserve Bank, bllt also 
agreed to levy their overdraft and deposit rates in approximate 
accordance with Bank rate. 

Under the Reserve Bank Act of 1944 the position of the Reserve Bank 
was improved in the sense that both its discount rate policy, and its per-
formance of the function of 'lender of last resort' were made more 
effective. The Act conferred upon the Reserve Bank widened scope to 
conduct discount rate policy and open market operations. This included 
the right to grant loans' and advances, as well as buy, sell, discount or 
re-discount bills of exchange or promissory notes, or bills of the Union 
Government or of the Government of any other country, or of a local 
authority in the Union. It also acquired the right to buy and sell 
securities. Although a broad and well functioning money market still did 
not exist at that stage, the Act ensured that the Bank's discounting policy 
and open market operations were no longer stymied by unduly restrictive 
statutory limitations on its powers. 

A further improvement in the Reserve Bank's ability to influence 
monetary conditions through changes in Bank rate and operations in the 
financial markets came about with the establishment of the National 
Finance Corporation of South Africa (NFC) in 1949, and the subsequent 
emergence of merchant banks and discount houses. As mentioned in the 
previous chapter the main objectives of the NFC involved the establish-
ment of an active money market in the Union, and the utilization of idle 
capital in the national economic interest. It was designed mainly to over-
come the lack of adequate and regular facilities for the investment of call 
money which had led at times to the undue accumulation of idle funds 
in the Union, and to the retention abroad of funds by South African 
institutions. 

The NFC was an immediate success, and this subsequently encouraged 
other players in the private sector to expand money market facilities on 
offer. A number of merchant banks and discount houses were formed by 
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the early 1960s, and these developments were to change materially the 
operations of the Reserve Bank in regard to discount rate policy, and its 
function of 'lender of last resort' . 

Impact of Discount Houses on Discounting and Bank Rate Policy 

During the 1960s the discount houses became accepted as a crucial ele-
ment in the South African financial system. In particular, they became 
a key intermediary between the Reserve Bank on the one hand and the 
private banks on the other. Instead of holding a large proportion of bills 
directly for re-discounting with the Bank, the banks adopted the practice 
of holding call money instead with the discount houses. This was an 
ideal liquid asset which absolved them from the necessity and accom-
panying embarrassment of approaching the Reserve Bank during times 
of tight liquidity. When the banks lost cash this could be replenished by 
calling in loans from the discount houses. As long as the calling-in was 
confined to a few banks, the houses might succeed in raising call loans 
from other banks. If the shortage of liquidity was more widespread, the 
discount houses could seek assistance from the Reserve Bank, which 
could grant assistance at whatever interest rate it might be keen to make 
effective. The discount houses thus furnished the Reserve Bank with a 
convenient channel through which it could exercise its function of 
'lender of last resort', and through which it transmitted changes in Bank 
rate. 

During the period from 1957 to 1973 the situation was such that if the 
Reserve Bank was approached for assistance, all other sources would 
already have been tapped, and the market rate for Treasury bills eligible 
for discount at the Reserve Bank would approach the Bank's discount 
rate for such bills. However, it was not only during periods of money 
market stringency that Bank rate was made effective. The history of the 
market showed that the discount rates of the discount houses moved not 
only in the same direction as changes in Bank rate, but also largely by 
the same magnitude. 

~Apart from certain exceptional circumstances Bank rate was the 

\
' minimum rate at which the Reserve Bank was prepared to accommodate 

the banking system during this period. Accommodation however was 
\ generally granted to the discount houses in the form of overnight 
L advances or loans. This procedure was more convenient to the discount 
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houses from an administrative viewpoint compared with using the re-
discounting facilities of the Reserve Bank, especially since refinancing 
was frequently required for relatively short periods (often overnight) 
only. Bank rate, nevertheless, was employed as the basis or reference 
point for setting the accommodation rate on such advances with the 
degree of 'penalty' depending upon the circumstances at the time. 

During the 1960s and early 1970s the Bank rate followed a very stable 
pattern. It was not changed frequently, and when it was altered it was 
by small amounts. As a rule it was changed by 0,5 percentage points, 
except on 31 March 1971 when it was raised by 1 percentage point as 
shown in the accompanying table. 

This stable pattern of the Bank rate was to a significant extent explained 
in terms of the rigid interest rate pattern which the Reserve Bank 
maintained in respect of government debt instruments. There was also 
a desire to avoid sudden pressure on the building societies' mortgage 
rate. Since the building societies competed with banks for the public's 
savings, they were obliged to alter their deposit and loan rates in 
accordance with those of the banks. 

Changes in Bank Rate 

Date of change Bank rate 
(Percentage) 

5 March 1965 5,00 
8 July 1966 6,00 
27 August 1968 5,50 
31 March 1971 6,50 
10 August 1972 6,00 
28 March 1973 5,50 

End of Bank Rate Link 

A. new era in Bank rate policy started in September 1973 when an 
entirely new system of extending assistance to the discount houses was 
introduced. This meant in effect that the use of Bank rate as a reference 
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point for setting the rate of accommodation for the houses was ter-
minated. At the same time the tradition of assisting the discount houses 
by means of overnight loans during times of stringency came to an end. 
This facility had enabled the houses to maintain their asset portfolio even 
in the midst of severe shortages in the money market. 

:/ Under the new system Treasury bills could be rediscounted by the 
Reserve Bank for the discount houses without any limit at a rate of 0,5 % 
above the latest Treasury bill tender rate. Re-discounting was to be for 
a minimum period of 7 and a maximum period of 14 days. No explicit 
allowance was made for the re-discounting of bankers' acceptances or 
other bills originating in the private sector, whether they ranked as statu-
tory liquid assets or not. In addition to the rediscounting facility, the 
Bank was prepared to grant overnight loans against the pledge of short 
term government stock at a rate of 2,5% above the latest Treasury bill 
tender rate. 

This new discounting policy was introduced for several reasons. Firstly, 
it was felt that the discount houses should not be able to maintain their 
asset portfolios during periods of increasing money market stringency 
by means of Reserve Bank credit. It was believed that under such cir-
cumstances the portfolios of the houses should contract in accordance 
with the more limited availability of call funds. Secondly, it was hoped 
that through these changes the Treasury bill would be reinstated as the 
most important money market instrument. Finally, it was argued that the 
cost of central bank assistance should bear a reasonably close relation-
ship to interest rates actually prevailing in the money market. Bank rate, 
which had been changed only occasionally in those days and only when 
the Reserve Bank wished to signal a major change in monetary policy, 
was then perceived to be insufficiently flexible to be an accurate re-
flection of short term changes in money market conditions. 

/' Under this new system Bank rate continued to be quoted, but it was not 
applied to any assistance offered by the Reserve Bank to the banking 
system.LFrom the beginning of 1978, moreover, the discount policy of 
the Bank became more flexible with the introduction of a series of basic 
amendments to its refinancing facilities and procedures. In particular, the 
Bank started to rediscount bankers' acceptances with liquid asset status, 
initially at a rate 0,75 % above the ruling discount rate for 3 month 
bankers' acceptances. The Bank also became willing to discount Land 
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Bank bills held by the discount houses, initially at a margin of 0,75% 
above the most recent weeldy Treasury bill tender rate. 

Despite these attempts to be more flexible in terms of its discount 
policy, the practice of automatically linking the refinancing rates of the 
Bank, notably its rediscount rates for Treasury bills and bankers' ac-
ceptances to the prevailing or recently recorded levels of the market 
rates on these instruments, proved to have major drawbacks. These were 
detailed in the Final Report of the De Kock Commission of Inquiry into 
the Monetary System and Monetary Policy in South Africa of 1985. 

The purely mechanical derivation of the Reserve Bank's refinancing 
rates from market rates meant that the Bank at any point in time was 
less than fully in command of the interest rates it was quoting on its own 
refinancing facilities. In addition, this procedure could, unless counter-
acted in some other way, lead to a sustained rise in both the market 
rates and the rediscount rates on both Treasury bills and bankers' 
acceptances to inappropriately high levels. 

This possibility of unduly high market and refinancing interest rates 
arose because the market rates on rediscountable instruments would nor-
mally tend to drift towards approximate equality with the higher re-
discount rates quoted by the central bank if the money market was 'in 
the Bank'. The upward shift in market rates, however, would then re-
quire a further upward revision of the rediscount rates of the Bank. 
Successive adjustments of the rediscount rates to the market rates, and 
of the market rates to be rediscount rates, then created a tendency for 
both sets of rates to spiral upwards 'indefinitely'. Other interest rates, 
such as the call rate of the discount houses, necessarily also became 
involved in this process. This phenomenon was referred to as 'the 
ratcheting up' of interest rates by the De Kock Commission. 

Market interest rates would move towards approximate equality with the 
Reserve Bank's rediscount rates because in circumstances where market 
interest rates were lower than the Bank's rediscount rates, market parti-
cipants such as the discount houses, that had lodged paper under 
rediscount with the Reserve Bank, would individually attempt to sell 
similar assets in the market in order to acquire funds which could be 
used to buy back their paper from the Bank. Although the discount 
houses collectively might not have been able to 'get out of the Bank' in 
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this manner, the selling pressure exerted by the houses individually 
would tend to depress market prices and push up market interest rates. 

Conversely, if market interest rates were ever higher than the rediscount 
rates of the Reserve Bank, discount houses would have an incentive to 
buy rediscountable paper in the market at relatively low prices, which 
could be sold at higher prices to the Reserve Bank. Such buying pres-
sures from the discount houses would cause market prices to rise, and 
rates to gravitate downwards to the level of the rediscount rates of the 
Reserve Bank. 

This 'ratcheting effect' was the primary reason which induced the Bank 
in December 1983, some three years after Dr De Jongh°had retired, to 
abandon this practice of automatically linking its refinancing rates to the 

/prevailing interest rates. In its place a new system was introduced under 
which the Bank quoted a fixed, adjustable and differentiated set of redis-
count rates for Treasury bills, Land Bank bills and bankers' acceptances. 
In addition, a fixed set of rates was detennined for overnight loans 
against the security of Treasury bills and short term government stocks, 
Land Bank bills and debentures, and bankers' acceptances. As part of 
this policy the Bank continued to quote higher refinancing rates for 
banks compared with discount houses. This discriminatory procedure 
was later abolished in February 1989. 

Under this new policy the Bank aimed to exert once again a strong 
influence on the general level of interest rates as an integral part of its 
policy of controlling the monetary aggregates. Market interest rates 
would adjust freely to the set of rates detennined by the Reserve Bank 
under its discount policy, rather than the other way round. 

Link Between Bank Rate and Prime Rate 

Some semi-formal link between the Reserve Bank's discount rate (Bank 
rate) and the prime rates of clearing banks for lending on overdraft, 
which ensured that changes in Bank rate would be passed on to the 
borrowing clients of banks, was traditionally observed by the South 
African commercial banks. The margins between the clearing banks' so-
called 'minimum' and prime overdraft lending rates and Bank rate were 
maintained at 1 ~ % and 2 % respectively until 1966, and were then set 
at 2 % and 21h % from 1967 up to the middle of 1975. 
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The rigidity of Bank. rate in the third quarter of 1974, however, caused 
the banks to quote a so-called best rate in addition to their increasingly 
academic and non-operative prime lending rates, with the margin of the 
best rates above Bank. rate amounting to 3 or 4 %. This created uncer-
tainty regarding the meaning of 'minimum lending rate' , prime rate and 
'best overdraft rate~, and the relationship of these to Bank rate. 

This uncertainty was removed by an agreement between the Reserve 
Bank and the clearing banks in July 1975 under which it was agreed that 
the banks' 'prime rate' would in future be the lowest overdraft rate 
charged to their best customers, and that it would maintain a finn re-
lationship with Bank rate. The understanding was that under normal cir-
cumstances no clearing bank would have an effective prime rate of more 
than 3% % or less than 21h % above Bank rate, but that within this mar-
gin of 1 % each bank would be free to change its prime lending rate in 
competition with other banks. Banks would also be free to charge their 
borrowers differential rates. The Reserve Bank on its part indicated that 
Bank rate would in future be a more flexible instrument of monetary 
policy, and would bear a closer relationship to market determined short 
term interest rates.1 This was in line with the greater flexibility re-
garding rates in the gilt edged market which had resulted from the 
Bank's decision in February 1975 to abolish its fixed pattern of interest 
rates for transactions in government securities. 
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CHAPTER 6 

RESORT TO NON-MARKET ORIENTED OR 
DIRECT INSTRUMENTS OF MONETARY 
POLICY 

During the period from 1965 to 1980 the monetary authorities relied 
heavily upon administrative controls in the fOlm of such as ceilings on 
the extension of bank credit and deposit rate controls to restrain the 
growth in liquidity and aggregate spending. These direct administrative 
controls were introduced for a variety of reasons, but by the beginning 
of the 1980s had been discarded. In this chapter the origins of these 
direct methods of monetary control are explained as well as the 
operation of these controls, while their effectiveness is assessed. 

Bank Credit Ceilings 

The Banks Act of 1965 became operative at a time when the South 
African economy was experiencing a period of inflationary over-spend-
ing which necessitated a restrictive monetary policy. The banks at that 
stage had ample liquid assets, and given these circumstances the authori-
ties increased in stages the minimum liquid asset ratios for commercial 
banks to reach the permissible maxima of 40 % and 30 % of short and 
medium term liabilities respectively by the end of July 1965. 

Despite these increases the application of these variable liquid asset 
requirements proved to be somewhat unsatisfactory during 1965 for 
various reasons. Firstly, the requirements were never really effective as 
the banks at all times still held surplus liquid assets. Secondly, the banks 
were able to comply with the even higher liquid asset requirements 
merely by extending more credit to the private sector. Banks could 
extend advances through the medium, for instance, of bankers' ac-
ceptances and count the latter as part of their total liquid assets. Cases 
were brought to the notice of the authorities of banks converting non-
liquid overdrafts into liquid trade bills, thereby creating more liquidity 
for themselves. Thirdly, the creation of liquidity for the banks took 
place through the financial operations of the government which in effect 
created liquidity for the banking sector. 1 
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In view of these problems, as well as the prospects for the balance of 
payments and government finance, the authorities requested all the 
monetary banking institutions in November 1965 to restrict the total of 
their discounts and advances to the private sector excluding the Land 
Bank to the level of such credit as at 31 March 1965. This ceiling was 
reduced to 92Jh % of the March 1965 level in December 1966, and in 
August 1967 the 'voluntary' control over the credit extended by the 
banks was made mandatory in terms of a special proclamation issued 
under the Currency and Exchanges Act of 1933. 

Even so, the liquidity problems experienced during 1965 reappeared 
during subsequent years in the late 1960s, despite further rises in liquid 
asset requirements during the first half of 1969. During this period the 
liquid asset requirements were raised to 48 % in respect of the short term 
liabilities of all banks, while the requirement in respect of the medium 
term liabilities of the non-commercial banks was raised to 30 % to place 
it on a par with the commercial banks. The liquidity problems, however, 
meant that the authorities felt compelled to carry on making use of 
ceilings on the lending of banks. The coverage of the ceilings, however, 

was adjusted on several occasions. In June 1968 this ceiling method of 
control was extended to certain specified investments of the banks when 
it became clear that some banks made use of this loophole to circumvent 
the ceilings on'their discounts and advances. In August 1970 the credit 
ceilings were extended also to the non-monetary banks when severe 

competition for deposits between the various financial institutions 
threatened to erupt into an interest rate war. The level of the ceilings, 
furthermore, was raised from time to time, while a number of conces-
sions were made outside the ceilings in respect of credit extended to the 
agricultural sector, to smaller business undertakings, and for strategic 
purposes.2 

On various occasions between 1965 and 1971 the monetary authorities 
indicated that the ceiling method of control should be regarded as a tem-
porary measure, and that it shoul4 ultimately be replaced by more 
indirect methods of monetary control. Moves were taken in this 
direction when supplementary cash reserve requirements were introduced 
in 1968, and the liquid asset requirements were considerably increased 
in 1969. However, the influence of these measures was considered to be 
insufficient to justify the abolition of the credit ceilingS.3 This only took 

place in 1972. 
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The Financial Institutions Amendment Act, embodying the recommenda-
tions of the Technical Committee relating to banking and building 
society legislation, was bought into operation in November 1972. The 
main features of the Act were a tightening of the definition of liquid 
assets, and a widening of the powers of the Reserve Bank to control 
credit by means of variable liquid asset and cash reserve requirements.4 

These moves were aimed at gradually phasing out the ceiling method of 
credit control, and accordingly relaxations in this direction were an-
nounced as early as September 1972 with the additional view in mind of 
stimulating production and exports. At that date the ceilings applicable 
to both the discounts and advances of banking institutions and their in-
vestments were raised by 71h %, the relaxation amounting to about R180 
million. Later in November 1972 these credit ceilings for banks were 
abolished, and in effect the ceiling method of credit restraint was 
replaced with controls in the form of liquid asset and cash reserve 
requirements. 

This new dispensation, however, did not last long. During the course of 
197 5, the balance of payments suffered a new setback, the rand being 
devalued by 17,9 % in terms of the American dollar in September 1975. 
The minimum liquid asset ratios· for banks were increased both in 
August and September 1975, but bank credit extended to the private 
sector continued to rise excessively during the second half of 1975 and 
in January 1976. The authorities therefore further tightened their credit 
policies by re-imposing direct quantitative restrictions on bank credit to 
the private sector in February 1976. 

Although some success was achieved with these various restrictive 
control measures, the ceilings on bank lending to the private sector were 
further tightened in March 1977 when the 1h % increase per month pre-
viously permitted was suspended. This was done in order to prevent an 
expected seasonal movement of government funds to the private sector 
during the second quarter of 1977 from negating the progress which had 
been made in the preceding months in curtailing the growth of the 
money supply. 5 

Against the background of an improved balance of payments position on 
current account and somewhat sluggish growth in the economy, the 
Reserve Bank announced in August 1977 a slight relaxation in the credit 
ceilings, and the latter were raised further in May 1978, while the 
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permitted 'h % increase per month in the ceilings was retained, thereby 
providing additional scope for credit expansion. 

During the course of 1979 the rate of growth in the money supply 
declined, even though bank credit extended to the private sector 
expanded. Taking this into account, together with the fact that certain 
banks had been experiencing problems with their credit ceilings, the 
Reserve Bank decided in August 1979 to raise the credit ceilings applica-
ble to banking institutions' discounts and advances and to their invest-
ments by an additional 4%. At the same time, however, it warned that 
the ceiling method of credit control should be abolished as soon as 
possible, and should be replaced by an indirect method which would 
yield better results than those achieved in the past by directives relating 
to liquid assets. 6 

In pursuance of this objective the Reserve Bank announced certain steps 
in March 1980 which were aimed at placing more emphasis upon cash 
reserve requirements, and supporting open market operations as instru-
ments of credit control. Certain changes were effected to the liquid asset 
requirements while stricter requirements were introduced on cash 
reserves. At the same time the credit ceilings were raised. Subsequently, 
in August 1980 the credit ceilings were finally withdrawn. 

At the time the Reserve Bank emphasized that this move was not to be 
regarded as a step towards permitting the unlimited extension of credit 
to the private sector. The liquid asset and particularly the cash reserve 
requirements, together with supporting open market operations and fiscal 
policy, would have to be employed to ensure that bank credit did not 
increase excessively, and the requirements would have to be adjusted 
from time to time according to circumstances. 7 

Effectiveness of Credit Ceilings. In defence of the credit ceilings it has 
to be admitted that at certain times the South African economy had 
experienced extraordinary financial and monetary developments. There 
was, for instance, the sharp rise in the gold and foreign exchange 
reserves in 1968. A possible recurrence of such events rendered the 
authorities cautious about abandoning such controls. These measures 
were in part prompted on occasions by the desire to force importers to 
obtain foreign trade financing facilities, and thereby boost the short term 
capital account of the balance of payments. 
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During the period they were in force the coverage of the credit ceilings 
was amended several times, and numerous exemptions for individual 
borrowers were granted. At first the ceilings applied to bank lending to 
the private sector as previously indicated, but were extended in May 
1968 to bank investments in private sector securities, excluding the Land 
Bank. The term 'banks' meant 'monetary banking institutions' (i.e. 
banks with large short term liabilities) until August 1970, when it was 
widened to include all banks registered under the Banks Act, other than 
discount houses. The administration of the system became progressively 
more complex owing to new base dates, varying rates of permitted 
increase, and exemptions for credit extensions of special force or merit. 
In order to simplify the administration somewhat, banks whose ceiling 
amounts did not exceed RIO million were exempted as from 1 
September 1977. The exemption limits were subsequently raised in 
stages to R15 million and R20 million. 

The South African experience with credit ceilings indicated that once 
they had been imposed, it became progressively more difficult to elimi-
nate them. This arose partly because bank lending and deposit rates were 
depressed when the banks did not need to compete for deposits because 
they were unable to lend, and did not buy so many liquid assets to back 
the slower growth of their liabilities. However, the low interest rates 
stimulated the demand for credit, which made it appear inadvisable to 
relax the credit ceilings. In addition, the diversion of credit demand 
from the controlled institutions to those entities not subject to the 
ceilings helped to maintain aggregate demand in the economy, and dim-
inished the willingness of the authorities to lift the credit ceilingS.8 

The record of credit ceilings in South Africa also revealed that the 
ceilings became increasingly selective with the passage of time. Ex-
emptions for special or strategic purposes were increasingly granted by 
the authorities who were called upon to exercise discretion in this re-
gard. Exemptions from the ceilings came to be granted if the credits 
were directed towards agriculture and exports and against imports, in-
ventories, consumption and financial speculation. However, such direc-
tives were difficult to apply in practice. Bank managers could not 
control the direction of spending out of credits once these had been 
granted. Even if the funds made available were applied as intended, this 
could release funds for use in other directions.' 
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The statutory returns by banks enabled the Reserve Bank to monitor the 
observance of the ceilings, but were related to month-end positions, so 
that the banks might be tempted to exceed the ceilings during each 
month, and shift the loan or debt instrument out of the balance sheet 
over the month end by, for instance, a brief repurchase operation which 
temporarily eradicated the excess credit from the bank's balance sheet. 
The result of such practices was that the amount of bank credit actually 
outstanding at most times was higher than intended by the authorities.tO 

The credit ceilings could also upset banker-customer relationships since 
one bank's interpretation of exempted categories differed from that of 
another bank. The fines imposed on banks could prove to be unfair in 
circumstances where banks who lent heavily to farmers were penalised 
for exceeding the ceilings when adverse weather delayed harvesting and 
consequently loans were not repaid on schedule. There were also strong 
grounds for arguing that the ceilings 'froze' banks in their relative asset 
positions, and crimped the incentive to grow by superior efficiency and 
innovation.ll The credit ceilings limited the competitiveness of the 
various banks to which they applied. A bank's ability to lend was 
determined arbitrarily by the authorities, and not by its ability to attract 
deposits. Its incentive to grow through efficiency and innovation was 
therefore blunted, except where these two attributes were combined to 
find ways of evading the controls.12 

Banking institutions which granted overdraft facilities to their customers 
found it particularly difficult to maintain their total extension of credit 
within the prescribed limits. These banks made facilities available 
which, if used in the aggregate, increased their actual lending far above 
the prescribed limits. Bank managements had little .control over the 
utilization of such facilities granted, and whenever more clients than 
expected made use of them, the banks experienced difficulties not only 
with the credit ceilings but also sometimes with cash reserve and liquid 
asset requirements.13 

The authorities claimed that the ceilings did exert some moderating in-
fluence on the growth in the money supply. For instance, after rising by 
more than 20 % in 1968, the supply of money and near-money increased 
by 10% in 1969, and by only 5% % in 1970.14 Even so, the bank credit 
ceilings were partially ineffective in curbing the extension of credit to 
the private sector and aggregate demand. The ceilings were imposed 
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only on registered financial institutions. Other credit intermediaries, not 
subject to such controls, filled the gap to some extent, especially at 
times when liquidity in the economy was high. The so-called 'grey 
market' consequently flourished. 

Claims were also made to the effect that the controls distorted the 
allocation of investment resources with negative economic consequences. 
Since the supply of credit to the private sector was restricted in terms of 
the credit ceilings the banks tended to invest more funds in government 
stocks. At the same time the development of the 'grey market' and the 
high interest rates prevailing in this market, together with the credit 
controls, dampened private fixed investment expenditure in the industrial 
sphere. As a result funds were induced to be allocated to the service 
sector since the relatively high return on capital in this sector was an 
attractive alternative investment outlet. This shift from capacity creating 
investments to other expenditures allegedly created supply constraints 
and induced greater inflationary pressures. 15 

Deposit Rate Control 

Another direct method of monetary control exercised by the Reserve 
Bank was that of deposit rate control. The Bank first imposed upper 
limits on the rate of interest payable on bank and building society 
deposits from March 1965 until July 1966. Later in 1969 in the face of 
rising interest rates, the authorities reintroduced controls since they 
perceived that certain house-owners, farmers and exporters would have 
found it difficult to bear the additional costs of interest rates had they 
increased still further. It was therefore decided in December 1969 to 
request the banks and the building societies to maintain a maximum rate 
of 7 % per annum on deposits. Subsequently, in August 1970 the banks 
and building societies were released from this undertaking following a 
decision by the government to subsidise certain interest rates. 

Interest rate controls were re-introduced in March 1972, the purpose 
being to ensure that the downward trend in interest rates in force at that 
stage was not reversed by a contrary movement in bank and building 
society rates. It was feared that such a contrary movement might result 
from keener competition among banking institutions for funds in view 
of the relaxation of credit controls which were introduced at that 
juncture.1' These controls were subsequently dropped in March 1980 at 
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a time when the maximum limits on rates for banks and building 
societies were appreciably higher in general than rates ruling in the 
markets. 

The Reserve Bank, in imposing deposit rate controls, acted in terms· of 
the Currency and Exchanges Act of 1933. Adjustments were made from 
time to time to the maximum rates on the several categories of deposits, 
and to the classes of intermediaries and liabilities subject to rate contro1. 
Participation mortgages, building society shares and funds taken on loan 
or against debentures for the purpose of lending to the general public 
were included as from March 1972. An upper limit to deposits subject 
to rate control was introduced in August 1974 at R250ooo. The limit 
was raised to Rl million in June 1976 in order to assist the building 
societies, and again reduced to R250 000 in February 1977 to enable 
small banks to compete more effectively for deposits between those two 
amounts. Interbank deposits, including deposits between building 
societies and banks, were exempted from rate control in June 1974. 

The resort to deposit rate controls by the Reserve Bank was motivated 
by several considerations. The main one was the desire to prevent an 
increase in home mortgage rates during periods when the general level 
of interest rates was moving upwards. It was also felt that at times of 
ample banking liquidity and falling rates of interest, deposit rate control 
was necessary to prevent the keen competition between banks and 
building societies from possibly pushing deposit and mortgage rates 
upwards once more. It was likewise feared that competition might lead 
to unsound banking at above average rates, and place a heavy burden on 
borrowers. 

Drawbacks of Deposit Rate Control. The argument that deposit rate 
control was desirable because otherwise keen competition for deposits 
by itself might tend to increase deposit rates, even when the general 
trend of interest rates was downwards, was open to dispute. If financial 
institutions found that they could not charge higher lending rates without 
losing business, then no amount of competition between them could 
cause deposit rates alone to rise while other rates were constant or 
declining. The view that high interest rates were by themselves 
inflationary because they represented an independent cost element was 
similarly open to question. A rise in interest rates alters relative prices 
in the economy, but it does not contribute towards a rise in the general 
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level of prices. An increase in interest rates signals a greater demand for 
investible funds relative to the supply, and this raises the cost of capital 
intensive products relative to other· products. The structure of prices 
changes in a way that will encourage less use of capital intensive 
products. No rise in the general price level need accompany these 
changes provided the money supply is kept under contro1.17 

On the other hand, if the rise in interest rates was resisted investment 
activity would not be curbed. Investment would exceed available 
savings, and the shortfall would be met by the creation of new bank 
credit which expanded the money supply, and fostered inflation. In this 
way deposit rate control could have undermined the efforts of the 
Reserve Bank to contain inflationary pressures. 18 At the same time such 
controls probably encouraged the resort to more capital-intensive 
methods of production. 

Deposit rate control was also unpopular with financial institutions. Such 
administrative controls distorted the flow of funds because the controlled 
rates became out of line with the state of demand and supply in the 
financial markets. Building societies lost deposits when free market rates 
rose and although their rates might be stabilised by the controls, they 
suffered in consequence large fluctuations In the intake of deposits. The 
same problem was faced by banks which were funded mainly from 
interest-bearing deposits. They were placed at a disadvantage compared 
with the clearing banks in that respect. The clearing banks in tum had 
to contend with a shift of funds out of medium term and long term 
deposits into demand deposits for use in investments not subject to 
interest rate controls, which complicated their liability management. 
These banks responded by issuing much larger amounts of negotiable 
certificates of deposit (NCDs) which were not subject to rate controls, 
as well as converting overdraft lending (which was held at too Iowa rate 
through its link with a low Bank rate) into acceptances and other bill 
credits. This in tum elicited further prohibitions and restrictions from 
the official regulators as regards the issuing of and investme~ in NCDs, 
and the holding of bankers' acceptances and their use for pledging for 
Reserve Bank accommodation. I' 

Such restrictions were extended to other fields. In December 1973 the 
authorities declared that buy-back agreements were undesirable, a 
measure undertaken because certain banking institutions effected buy-
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back transactions with a view to circumventing the controls on interest 
rates. This was unfortunate in the sense that buy-backs imparted flexi-
bility to the financial system. 20 

Deposit rate controls also favoured larger banks vis-a-vis smaller ones, 
thereby causing friction among the banking fraternity. Smaller banks in 
particular faced difficulties in competing effectively for deposits at times 
of tightness in banking liquidity. Deposit rate controls, by placing a legal 
ceiling on interest rates which could be paid on small deposits, en-
couraged small banks with a limited retailing branch network to rely ex-
tensively on larger deposits in excess of R1 million. H these were not 
renewed funding difficulties were created. Banks were also prevented 
from managing their assets and liabilities to their greatest advantage. In 
particular, deposit rate controls distorted the spread. of deposits available 
to the banks. The increments allowed by the deposit controls between 
savings deposits and one year fixed deposits, for instance, hampered 
banks in their efforts to attract medium term deposits because they were 
insufficient to tempt investors into this area. 21 

Deposit rate control also defeated its stated purpose of protecting the 
'small man'. As a saver his interest earnings were held well below those 
available to the wealthy person in the same avenues of investment, 
because large deposits were' exempt from control. Meanwhile, as an 
aspiring home owner he found mortgage loans, though cheap, hard to 
obtain when building society money was scarce owing to artificially low 
deposit rates. Even when it was available cheap mortgage money tended 
to inflate property prices, and so offset the interest benefit. 2Z 

Control Over Lending Rates 

Apart from deposit rates, controls were also exercised over the interest 
rates charged for various types of loans and credits, either on a statutory 
or informal basis. In this respect the relevant controls were those 
concerning the clearing banks' prime rate for overdrafts, the statutory 
maximum rates for loans and credit transactions below R100 000, and 
the mortgage rate of building societies. 

As noted in the chapter on Bank Rate Policy the clearing banks' prime 
overdraft rate had for many years prior to 1967 been set, by agreement 
with the Reserve Bank, at between 1 ~ % and 2 % above Bank rate, and 
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from 1967 to 1975 at between 2 % and 2~ % above. At times of tight fi-
nancial conditions, however, the actual minimum or 'best' overdraft rate 
was often materially higher. Following discussions by the Reserve Bank 
with the clearing banks in July 1975, it was agreed that the actual prime 
rate would be held between 2~ % and 3 ~ % above Bank rate. Changes 
in this prime rate within this spread were always to be discussed with 
the Reserve Bank beforehand. 

Side by side with the limits on prime rate upper limits were specified for 
the rates of interest, including all other finance charges, payable on 
loans and credit transactions for up to Rloo 000. These upper limits 
were laid down in terms of the Limitation and Disclosure of Finance 
Charges Act of 1968 (the Ladofca rates) which empowered the Registrar 
of Financial Institutions, acting for the Minister of Finance, to alter the 
maximum rates by regulation. 

The purpose of this form of control was to protect consumers, trades-
men and farmers from exploitation by moneylenders. This control 
measure, however, had some undesirable side-effects. If the ruling rates 
of interest in the financial markets approached the Ladofca maxima, 
pointing to the need for an upward adjustment of the latter, it proved 
difficult on occasions to do this because the Ladofca rates were widely, 
though erroneously, perceived to be the normal government sanctioned 
rates for all credit below Rloo 000. 

When protracted delays did occur in adjusting the Ladofca rates upwards 
the banks could respond by confining their lending to prime customers, 
who could be accommodated at rates below the applicable upper limit. 
Less creditworthy customers therefore faced difficulties in obtaining 
finance. The presence of the Ladofca rates also meant that the Reserve 
Bank could face pressures to counter rising interest rates in the markets, 
thereby undennining its monetary policies.23 

Informal constraints on increases in the mortgage rate also prevailed. 
Any uniform and concerted increases in the mortgage rate, although im-
plemented only after consultation with the Minister of Finance, attracted 
adverse publicity, and encouraged the authorities to impose constraints 
on the freedom of building societies to raise mortgage rates. This inter-
fered with the efficient functioning of the market for mortgage bonds, 
creating distortions which were only removed in the early 1980s. 
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Resort to Import Deposit Scheme 

Against the background of a declining price of gold since August 1975, 
a weak export performance and a reduced inflow of foreign capital the 
authorities imposed a scheme involving compulsory deposits against im-
ports between August 1976 and February 1977. This import deposit 
scheme provided for the payment of deposits equal to 20 % of the free-
on-board value of imports, which had to be lodged with the South 
African Reserve Bank, interest free, for a period of six months frem the 
date of entry. Exempted were fuel, state imports and 'essential' capital 
equipment. 

In retrospect the timing of this measure was not ideal. Imports had al-
ready started to decline from the first quarter of 1976 in response to the 
devaluation of the rand in September 1975 and the downward trend in 
real gross domestic expenditures, while the gold price started to rise 
from August 1976 onwards. Moreover, the repayment of the deposits, 
beginning six months after August 1976, coincided with the seasonal up-
surge in government spending in the second quarter of 1977. 

Such direct interference in foreign trade would have been unnecessary 
if the authorities had placed more emphasis upon tight monetary policies 
and/or balance of payments adjustment through the exchange rate. While 
the deposit scheme raised the costs of imports just like exchange rate de-
preciation would have done, the scheme did nothing to stimulate exports. 
It was, however, regarded as a suitable temporary measure given the 
circumstances prevailing at the time. 
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CHAPTER 7 

OPEN MARKET OPERATIONS UNDER 
THE LIQUID ASSETS SYSTEM OF 
MONETARY CONTROL 

Open market operations as an instrument of monetary policy were only 

started by the Reserve Bank in 1973, and then only in a gingerly 

fashion. In this chapter the reasons for the absence of open market ope-
rations before this date are explained, along with the difficulties which 

confronted the Reserve Bank in subsequently conducting such operations 

under the liquid assets system of monetary control. A review of such 

operations after 1973 is presented. 

Open market operations by the Reserve Bank entailed the buying and 

selling of government securities by the Bank in the open market, and 
could be used to influence the monetary situation in basically three 
ways. Firstly, operations conducted with the non-bank private sector 

influenced both the money supply and the liquidity of banks. The sale 

for instance of government securities to private individuals would result 
in them drawing down their balances with commercial banks which 

would in effect cause the money supply to decline, while the banks' 

excess liquid assets would fall. In this way the authorities could in-
fluence the credit creating capacity of the banking system. Secondly, 

open market operations conducted with the banks could affect the 
liquidity of banking institutions and hence their credit creating capacity. 

In this respect, though, the sale of short tenn government securities to 

the banks had no direct influence on their liquid asset positions, but 
merely amounted to a change in the composition of their liquid assets. 
In contrast, the sale of long tenn securities (non-liquid assets) to the 

banks did lead to a fall in the amount of liquid assets held by the banks. 

Thirdly, by appropriate purchases of government securities the Reserve 

Bank was able to 'smooth out' seasonal and other disruptions in the 

money market, and sometimes therefore influence money market interest 

rates at times of liquidity stringency. By the same token the authorities, 
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by appropriate sales of securities, were able to bring about shortages in 
the market and tighten interest rates.1 

Reasons for Late Introduction of Open Market Operations 

Open market operations did not exist in South Africa before September 
1st 1973. Unlike the position in some other countries where cash reserve 
requirements were applied, and the cash reserve positions of the banking 
system were influenced mainly by the application of open market 
operations, the South African system in the 1960s and 1970s was 
characterized by liquid asset requirements with limited attempts to 
influence banking liquidity through open market operations. 

One important reason for the late introduction of open market operations 
as a monetary instrument in South Africa was the absence of an active 
market in government securities. Given these circumstances as well as 
the desire to create stable and orderly conditions in th~ market for 
governmetU securities, the Reserve Bank in May 1955 decided to 
establish a fixed pattern of rates for government securities. Following 
the development of the market for short term securities, the pattern of 
rates for government securities with an unexpired maturity of less than 
three years was abolished in 1961. The fixed pattern of rates for long 
term government securities was only abolished by the Reserve Bank in 
February 1975. Prior to this date the long term market was relatively 
undeveloped with investors generally holding such securities until 
maturity. The Reserve Bank had a special interest in the development of 
the long term government securities market. This arose because if it was 
to effectively influence the liquidity base of the banking system as well 
as interest rates under the liquid assets system, it needed to undertake a 
large proportion of its transactions in the maturity area for government 
stocks in excess of three years. 

After 1966 the discount houses promoted the development of a second-
ary market in government stock, and total market transactions in such 
stock rose. Nevertheless, the market lacked depth. This was partly attri-
butable to the prescribed investment regulations. Under revisions to the 
Bank's Act in 1972 steps were taken to expand the 'captive market' for 
government securities. Banking institutions, other than discount houses, . 
were called upon to invest an amount of 10% of their long term 
liabilities to the public in prescribed investments, and at least one half 
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of this amount had to consist of government stock with an unexpired 
maturity of longer than three years. Previously, as a solvency require-
ment, banks had been forced to maintain 'prescribed investments' equal 
to 15 % of their total liabilities to the public. The definition of 'pre-
scribed investments' was also narrowed to exclude all liquid assets, and 
such other private sector assets as deposits with banks and building 
societies and negotiable certificates of deposit. 

According to the Franzsen Commission the lack of market depth as 
regards government stocks was also partly due to the fact that the 
Reserve Bank did not follow a deliberate open market policy. The Com-
mission claimed that there was "fear on the part of potential dealers in 
the market that in the absence of a deliberate open market policy they 
may not succeed in making a market in such paper at all times. "2 

Certain suggestions were accordingly put forward during the De Jongh 
era that the Reserve Bank should have acted as a buyer of government 
securities of last resort. However, while the markets in public corpora-
tion and municipal securities had certainly benefited from the willingness 
of these bodies to purchase their own securities, the Reserve Bank acting 
as a buyer of last resort at all times could on occasions have found itself 
in a situation where this was in conflict with the implementation of 
effective monetary policies. 3 

Another important reason for the late introduction of open market opera-
tions in South Africa was the inadequate portfolio of government securi-
ties held by the Reserve Bank. Since 1961 the Bank had enjoyed the 
authority to purchase an unlimited amount of government stock from 
persons other than the Treasury. From a stabilization point of view, 
however, conditions in the late 1960s and early 1970s had not been pro-
pitious for building a portfolio by means of purchases from the private 
sector. 

The Franzsen Commission considered several possible means whereby 
the Reserve Bank's portfolio of government securities could have been 
enlarged. One possibility would have involved the Bank transferring part 
of its gold holdings to the government in exchange for government 
stock. This arrangement would have been beneficial in the sense that it 
would not have boosted the assets and liabilities in the balance sheet of 
the Reserve Bank. Furthermore, additions to the portfolio could have 
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been made in this way without any danger of creating money. The 
government would have been forced to pay interest on such stock, which 
would have supplemented the earnings of the Reserve Bank, and enabled 
it in turn to bear more easily any losses from open market operations. 
However, in so far as the additional interest paid on the enlarged public 
debt boosted the profits of the Reserve Bank, the Treasury would have 
received offsetting revenue, because the Bank transferred its profits to 
the government after deducting dividends and the prescribed allocation 
to reserves.4 

Another possibility mentioned by the Franzsen Commission was for the 
Treasury to transfer government stock to the Bank, and to deposit the 
proceeds in the stabilization account kept with the Bank, thereby bring-
ing about a one-and-for-all increase in the Reserve Bank's assets and 
liabilities. Technical problems concerning the precise term structure of 
the portfolio would have arisen, but such problems could have been 
solved in cooperation with the Public Debt Commissioners and the 
Treasury.5 

During times when banking liquidity was ample and the Reserve Bank 
wished to conduct open market sales of 'tap' issues, the ability to 
conduct such sales was crucially dependent on the willingness of the 
government to make stocks available to the Bank. There were occasions 
when the government was reluctant to put additional issues of 
government securities at the disposal of the Reserve Bank. Making such 
issues and sterilising the proceeds meant that the government incurred 
additional servicing costs. 

A variant of normal open market operations in South Africa, arising out 
of South Africa's role as a major gold producer, would have been to sell 
gold to the public, particularly if the acclPllulation of internal liquidity 
had been due to a build up of gold reserves without compensating 
imports or capital exports as was the case in 1968/69. This would, how-
ever, have required an adequate system whereby gold could have been 
repurchased from the public when needed for foreign exchange pur-
poses.6 Such a form of open market operations would also have 
undermined the exchange control regulations. 

To a limited extent transitory factors at times reduced the scope for open 
market operations. The boom in stock exchange equity prices in 1968 

72 



associated with international currency uncertainties, for instance, 
rendered it difficult for fixed interest government securities to be sold 
by either the government or the Reserve Bank. 

Against this background, taking into account the difficulties faced by the 
Reserve Bank in conducting nonna! open market operations, the Reserve 
Bank at times needed to consider the possibility of issuing its own 
securities. In this respect the Bank was empowered to do this in terms 
of an amendment to the Reserve Bank Act of 1944 which took place in 
1964. This amendment specified that the Bank could issue its own 
interest-bearing securities for purposes of monetary policy, and buy, 
sell, discount or rediscount, or grant loans or advances against such 
securities. 

In an effort to. mop up excessive liquidity in the money market and 
alleviate the shortage of short dated assets, the Reserve Bank did issue 
its own debentures inJune 1980 which were quoted on the Johannesburg 
Stock Exchange with a maturity date which coincided with large tax 
payments due at the end of February 1981. Such security issues 
constituted a useful monetary instrument, but they did impair the profits 
of the Reserve Bank which· rebounded to the disadvantage of the 
government which shared in such profits. Selling new securities in the 
form of debentures might also have proved to be more difficult from a 
marketing viewpoint than selling government stocks. 

Effectiveness of Open Market Operations 

Open market operations were gradually extended after September 1973, 
but they proved to be somewhat ineffective against the background of 
the liquid assets system of monetary control which was in force. The 
liquid asset requirements imposed against the banks' short term and 
medium term liabilities to the public were raised substantially in the 
years following the implementation of the Banks Act of 1965. Even so, 
the rate of increase in the money supply accelerated over time, which 
was made possible by an even larger relative increase in the liquidity 
base of the banking system. 

Open market operations proved to be relatively ineffective partly because 
of the liquid assets system of monetary control which prevailed. Such 
operations were often conducted in Treasury bills and other short term 
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government securities, but under the liquid assets system open market 
sales of such paper by the Reserve Bank to the banking system was of 
limited effectiveness. Such open market sales of short term government 
securities resulted in a cha.n8e in the composition of the banking sector's 
liquid asset portfolio, but not in the banking sector's total holding of 
liquid assets. Under such circumstances the banking system surrendered 
cash reserves (liquid assets) for short term government securities which 
were also liquid assets. The liquid asset requirements of banks were 
unaffected since no change in the bank's liabilities came about, i.e. no 
change in the money supply was effected. Moreover, if the government 
spent the proceeds of short term government security issues made 
available to the Reserve Bank for sale to the banking system, the bank's 
excess liquid asset positions would be improved. Alternatively, if long 
term securities were sold to the banking system and the funds sterilised 
by the government, the cash base of the banking system would be 
reduced, and if the banks did not have excess cash reserves to start with, 
the banks would be forced to call in loans and the money supply would 
be decreased. However, if the funds from the sale of long term 
securities ~ere not sterilised the cash base of the banking system would 

be unaffected. 

Open market operations under the liquid assets system were further com-
plicated by the limited holdings of 'free' government securities held by 
the non-bank private sector. While the non-bank financial sector (mainly 
insurance companies and pension funds) generally held government 
securities to the extent that they were obliged to in terms of their pre-
scribed investment requirements, the non-financial private sector held 
virtually no government securities. For instance, at month ends during 
1977 the share of non-bank private investors in the total amount of Trea-
sury bills and short term government securities outstanding on average 
amounted to slightly more than 5%.7 Under these circumstances the 
efforts by the Reserve Bank to influence the liquid asset position of the 
banking system by the sale of say Treasury bills to the non-bank private 
sector proved difficult and of limited effectiveness.8 

'Manufacture' of Liquid Assets. In addition, open market operations 
under the liquid assets system in South Africa were rendered somewhat 
ineffective because banks were able to 'manufacture' their own liquid 
assets. The private banking system could increase its holdings of liquid 
assets by the extension of bank credit to the private non-banking sector 
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in the form of instruments qualifying as liquid assets. Assuming a single 
liquid asset requirement of 10% against deposit liabilities, the creation 
of liquid bankers' acceptances of RIO million would result in an increase 
in the banking system's deposit liabilities of RIO million, against which 
Rl million would have to be provided as required liquid assets, leaving 
an excess of R9 million in liquid·assets. It follows from this that any 
open market operations which were successful in reducing the liquid 
assets held by the banks could be circumvented by the banks extending 
more credit to the private sector in the form of bankers' acceptances, 
and thereby boosting their holdings of liquid assets. 

The authorities responded to this weakness in the monetary control 
system by imposing a limit on the extent to which bankers' acceptances, 
trade and agricultural bills and promissory notes ranking as liquid assets 
could be used by banks for meeting their liquid asset requirements. In 
terms of the Financial Institutions Amendment Act of 1972 bankers' ac-
ceptances and other liquid bills held to satisfy the liquid asset require-
ments, could not exceed 20 % of the total amount of liquid assets to be 
maintained by banking institutions after deduction of the reserve balance. 
For much of the 1970s such paper was also not to exceed 35% of the 
total asset holdings of the discount houses. 

Banks could also manufacture their own liquid assets by accepting 
deposits from one another that ranked as liquid assets for the depositing 

institutions. The Banks Act of 1965 left room for the banks to expand 
their own liquidity base in this manner, and hence restrictions were im-
posed by means of amendments to the Act in 1972 on the types of inter-
bank deposits that continued to qualify as liquid assets. Prior to Novem-
ber 1972 the Banks Act definition of liquid assets included all deposits 
withdrawable on demand that were held by a bank with a 'monetary' 
banking institution.' Under the 'revised conditions the only interbank 
deposits still included in liquid assets were non-interest earning deposits 
that were withdrawable on demand by cheque, and held by a banking 
institution that was not a member of the clearing house with another 
bank. 

Open market operations could likewise be undermined under the liquid 
assets system by the fiscal policies of the government. The latter could 
create liquid assets as a result of its ability to finance its borrowing re-
quirement by issuing government securities which qualified as liquid 
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assets, which in effect meant securities with a maturity not exceeding 
three years. If one assumed, for example, a single liquid asset require-
ment of 10% of total deposit liabilities, and a government issue of 
securities qualifying as liquid assets to the private banking system of 
Rloo million, this would have resulted immediately in a loss of cash 
reserves to the banking system of Rloo million. However, the banks 
would not have lost liquid assets since this amounted to a substitution of 
liquid government securities for cash reserves which were also liquid 
assets. When such funds were spent by the government the deposit 
liabilities of the banks would rise by RI00 million, amounting to an 
increase in the money supply, as well as their cash reserves. With a 
liquid asset ratio of 10% the banks would find that their excess liquid 
assets had increased by R90 million. 

One could therefore identify various sources of creation of liquid assets 
which could be beyond the control of the central bank, and which there-
fore undermined the efforts to maintain adequate control over the 
monetary environment. The history of the liquid assets system from 
1965 to 1980 pointed to the lack of success of this system in adequately 
curbing the growth in the money supply. Duririg the 1970s in particular 

inflationary pressures mounted partly because the system failed to 
exercise sufficient restraint on the growth of credit extended by the 
banking system. This failure in tum helps to explain why the authorities 

resorted to direct methods of monetary control in the form of ceilirigs 
on the expansion of bank credit. 

Money Market Disturbances. Open market operations were also 
complicated at times by short term disturbances in the money market, 
principally caused by the flow of funds between the government sector 
and the private banking system. The receipts and payments of the 
government sector on occasions could be unsynchronised such that a 
flow of funds of more than R500 million to the government sector could 
take place within a few days, and this· could be reversed soon afterwards 
with disruptive effects on bankirig liquidity and short term interest rates. 
This obliged the Reserve Bank at times to undertake large scale open 
market operations and/or provide accommodation to the money market 
designed to offset the original loss of funds to the system. Such flows 
of funds complicated open market operations, partly because the flows 
of funds between the government and private sectors could be difficult 
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to estimate beforehand. This in tum meant that open market transactions 
undertaken to offset money market disturbances could on occasions be 
in conflict with long term monetary strategy .10 

Record of Open Market Operations 

In the years following the introduction of open market operations several 
factors militated against success in this area, and such operations re-
mained lilliited as shown in the accompanying table. 

During the initial stages of open market operations from late 1973 
through to the end of 1974 the general monetary situation was tight with 
pressure exerted both on the surplus liquid assets of banks and on in-
terest rates. The 3 months NCD rate for instance rose from 3,25% in 
July 1973 to 17,25% in late September 1974. During that period open 
market purchases of government securities by the Bank amounted to 
R346 million. Purchases at that stage were crimped by the balance of 
payments difficulties which prevailed, and the consequent reluctance of 
the Bank to boost banking liquidity for fear of aggravating the external 
problems. 

Open Market Transactions by the Reserve Bank in Government 
Securities 
Rmillions 

Year Purchases Sales Total 

1973 271 55 326 

1974 75 100 175 

1975 12 282 294 

1976 48 26 74 

1977 50 150 200 

1978 93 585 678 

Source: A.P. Faure, 'Open Market Operations as a Monetary Instrument 
in South Africa', [Volkskas] Finance and Trade Review, 
June 1979, p. 16. 
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During 1975 and 1976 the Bank became keen to drain some liquidity 
from the domestic banking system, and in the process liquid asset re-
quirements were raised in 1975 t and the ceilings on bank credit were re-
introduced in 1976. Even so, open market sales of government securities 
during these two years totalled only R308 million, and the Bank's open 
market operations proved to be somewhat ineffective. The main reason 
for this stemmed from the substantial increase in government expen-
diture, which to a large extent was financed by the sale of short term 
government securities to the banking sector. Between the end of 1974 
and the end of 1976 the net claims of the monetary banking on the 
government sector increased by almost Rl 300 million or 80 %.11 Under 
these circumstances the ability of the Reserve Bank to undertake 
effective open market sales of government securities was undermined, 
especially when allowance was made for the other constraints on such 
operations such as the inadequate portfolios of securities held by the 
Bank. 

Open market operations for purposes of smoothing out money market 
fluctuations, ~ influencing the liquidity base of the banking system 
proved to be more successful in 1977 and 1978. The Bank drained 
liquidity from the system in an effort to prevent interest rates dropping 
more significantly and check inflationary pressures. In particular, during 
1977 and 1978 open market operations were at times materially in-
fluenced by the need to protect the short term capital account of the 
balance of payments by maintaining domestic interest rates at 
appropriate levels vis-a-vis the level of rates prevailing overseas. Large 
scale sales of securities took place in 1978 to protect the balance of 
payments, but the consequent curbing of liquidity was counteracted by 
an increase in the liquidity base of the system stemming from the 
strengthening in the balance of payments position as the gold price in 
particular continued to rise. This helped to explain why the credit 
ceilings were retained.12 

During 1979 interest rates dropped significantly in the face of balance 
of payments surpluses stemming mainly from the boom in international 
gold prices. The Reserve Bank's open market operations were 
accordingly stepped up substantially in the year to June 1980, and in its 
dealings the Bank made use of new instruments and techniques such as 
the sale of Reserve Bank debentures. In view of the increased avail-
ability of funds in the money market and the Bank's interest rate 
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objectives, no purchases of securities were effected during the year to 
June 1980 in the market. The aggregate amount of paper made available 
by the Bank to the market (not including the National Finance Corpo-
ration) was nearly R2,3 billion, of which roughly 75 % consisted of short 
term instruments of less than three years unexpired maturity. Sales of 
government securities amounted to slightly more than Rl 000 million, 
of which R565 million was in the short term category. 13 

The gold boom accelerated during 1980, total net gold output reaching 
RIO 141 million compared with R6 003 million in 1979, and the scope 
for open market sales of securities to adequately reduce the swelling 
domestic liquidity was brought into question. The authorities allowed the 
entire foreign gold revenue to enter into the domestic money supply via 
rand payouts to the gold mines, and then sought to remove liquidity 
from the domestic economy by open market operations conducted by the 
Reserve Bank together with changes in the discounts and premiums for 
forward exchange transactions. 

At that stage some commentators favoured the establishment of a foreign 
stabilisation account into which part of the foreign currency gold receipts 
would be paid; in effect the gold mines would be required to pay part 
of their tax in dollars by placing funds in the stabilisation account on 
behalf of the Treasury, while the gold mines would be paid out only the 
remainder of the gold proceeds in rand which could be kept at a level 
that would not give rise to excessive increases in the domestic money 
supply. This particular liquidity problem, however, proved to be 
temporary. A significant fall in the gold price materialised after January 
1980, thereby rendering the question of a foreign stabilisation account 
somewhat academic. 
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CHAPTER 8 

ADAPTATIONS IN THE OPERATION OF 
THE MONETARY CONTROL SYSTEM 

The monetary control system in operation did not remain unchanged 
during the period from 1967 to 1980. As weaknesses were identified 
various mutations in the system were introduced, and by the end of the 
period far reaching changes were beginning to unfold. In this chapter a 
brief inspection is made of the factual record of expansion in the 
monetary aggregates, and thereafter the adaptations undertaken to the 
monetary control system are explained along with the motivation behind 
the shift in policies. 

Behaviour of the Monetary Aggregates 

A large number of monetary aggregates can be defined and measured, 

but following a major revision of these aggregates in 1966 by the 

Reserve Bank a clear distraction was made between the narrow concept 
of the money supply Ml, and the broadly defined money supply M2. 

The narrow money supply Ml was defined by the Reserve Bank to 
include South African banknotes and coin in circulation held outside the 
monetary banking sector, plus demand deposits of the domestic private 
non-banking sector with monetary banking institutions.1 Demand 
deposits, in this context, were ruled to include all deposits that could be 

put at the disposal of the depositor within 24 hours of his notice of with-
drawal having reached the banking institution concerned. These deposits 
accordingly included money at call and 'expired' fixed and notice 

deposits that had already reached or passed their maturity dates, as well 
as deposits in cheque and transmission accounts with monetary banking 
institutions. The broadly defined money supply, M2, consisted of Ml 

plus 'near-money', the latter being defined to include all short term 
deposits (other than demand deposits) and medium term deposits (in-
cluding savings deposits) of the domestic private non-banking sector with 
monetary banking institutions. 
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Quarterly changes in the rate of growth of the money supply showed 
considerable volatility. Statistically, changes in the money supply, 
narrowly or broadly defined, originated from depositors' shifts between 
demand, other short term, medium and long term deposits with mone-
tary banking institutions as well as from changes in the net gold and 
other foreign reserves, the net claims of the banking sector on the 
government sector, the claims on the private sector, and the net other 
assets of the monetary banking sector. While most of these causes of 
changes in the monetary aggregates at times displayed strong cyclical 
behaviour, in the short run changes in each of these variables were 
materially influenced by random factors and seasonal influences. From 
quarter to quarter, declines of as much as 2% % in the supply of money 
and near-money at an annual rate were followed by increases of as much 
as 30%. Such abrupt fluctuations in the supply of money and near-
money were ascribed in part by some commentators to the presence of 
non-market orientated measures of monetary control. 2 

Cyclical accelerations in the rate of growth of both M 1 and M2 

regularly tended to occur in the course of cyclical downswings and the 
earlier stages of upswings in the business cycle. These stages of the 
cycle tended to be periods of surpluses on the current account of the 
balance of payments that were only partly offset by deficits on the 
capital account. The resulting increase in the net gold and other foreign 
reserves, which was usually accompanied by declines in the net claims 
of the banking sector on the government, added directly to the money 
supply.3 This in turn fed the liquidity base of the banking system, and 
encouraged the banks to step up their rate of expansion of credit to the 
private sector in an environment of generally falling interest rates. Thus, 
the sharp rise of 19,6% in the Ml measure of the money supply in the 
year to June 1969 followed on the heels of a marked advance in the gold 
and foreign exchange reserves starting in 1967. 

Such cycles of money growth would set the stage for an acceleration in 
the growth rate of the economy, and the onset of a deterioration in the 
balance of payments position as the surplus on the current account 
dwindled and turned into a deficit. In the later stages of the business 
cycle upswing the foreign reserves would start to fall usually accom-
panied by increases in the net claims of the banking sector on the 
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government, while domestic interest rates would rise, and this would 
lead to some deceleration in the growth of the money supply as the 
business cycle downswing gathered momentum. Domestic interest rates 
would start to fall, and during the advanced stages of the downswing the 
foreign reserves would bottom out and start to advance once again. In 
accordance with this pattern the rate of growth of the M 1 money supply 
fell back to 6,7% in the year to June 1970 in the wake of the decline in 
the foreign reserves which started in May 1969. 

Figures 1 and 2 reveal four complete cycles in the rate of growth of the 
money supply as measured by Ml and M2, and in the rate of growth of 
gross domestic expenditure at current prices during the period from 1966 
to 1980. Apart from the cyclicality the accelerations and decelerations 
in the growth rate of the narrow money supply (Ml) tended to precede 
accelerations and decelerations in the rate of increase in domestic 
expenditure with a lag of roughly two to four quarters. However, since 
the mid 1970s turning points in expenditure growth preceded turning 

points in the growth of Ml or approximately coincided with the 
monetary turning points.4 

The accelerations and decelerations in the growth of the money supply 
which preceded accelerations and decelerations in the growth of domestic 
expenditures could be explained in tenns of adjustments of portfolios by 
economic agents. Excess money holdings in decision makers' portfolios 
emanating from increases in the money supply could be viewed as 'spilling 
over' into a build up of prices of non-monetary financial and tangible assets, 
and eventually into increased spending on goods and services as decision 
makers sought to restore a more balanced asset portfolio mix. Alternatively, 
this relationship between the money supply and domestic expenditures could 
be explained in terms of the fall in interest rates which accompanied rises 
in the money supply, other things remaining equal. On this basis the 
increase in domestic spending on goods and services stemmed from the 
incentives for greater spending when interest rates fell.s 

This relationship between the monetary aggregates and spending did not 
persist for the entire period from 1966 to 1980. This normal lag between 
turning points in the growth rate of the money supply and the rate of 
increase in gross domestic expenditure at current prices disappeared from 
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the mid 1970s onwards, and could be explained in terms of shifts in the 
velocity of circulation of money. The phenomenon of dis-intermediation, 
i. e. a switch in the extension of credit to sources outside the banking 
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system, started to appear in the mid 1970s. An increasingly strong ten-
dency towards disintermediation artificially depressed the monetary 
aggregates and their rates of growth in the years from 1976 to early 
1980. If no disintermediation had occurred in those years, the growth 
rates of the monetary aggregates would have been higher in 1977 and 
1978 than they were actually obselVed to be. In the absence of disinter-
mediation, therefore, the lower turning point in the growth of money in . 
early 1977 would most likely have occurred earlier than it did. Ii 

The rise in the velocity of circulation of money in the late 1970s, more-
over, did not conform to historical precedent. Earlier cyclical declines 
in the velocity of circulation of money in the 1960s and early 1970s 
tended to occur in a general environment of accelerating growth in the 
money supply and declining interest rates. In sharp contrast to this 
experience, the accelerated monetary expansion and declining interest 
rates in 1979 and early 1980 were accompanied by sharply rising 
velocities. 7 

Despite complications introduced by such variables as fluctuations in the 
velocity of circulation of the money supply, South African monetary 
policies between 1967 and 1980 clearly managed to avoid serious 
. excesses of monetary expansion and inflation. They were, nevertheless, 
not so successful as they could have been. Greater stability and 
moderation in the growth of the monetary aggregates would have been 
preferable. A slower growth in the money supply would have crimped 
inflationary pressures, while more stability in monetary expansion would 
have fostered greater stability in the real economy. This in turn would 
have produced less extreme fluctuations in the balance of payments 
position and the net foreign reselVes, which would have facilitated the 
implementation of monetary policies. The difficulties faced by the 
monetary authorities in applying the monetary control system soon led 
to modifications in its nature, which ensured that the original proposals 
concerning monetary control were never implemented. 

Proposals of the Technical Committee (1964) 

In the system of monetary control which was envisaged by the Technical 
Committee on Banking and Building Society Legislation that laid the 
foundations for the Banks Act of 1965, broad monetary policy was to be 
exercised primarily by means of traditional and well established instru-
ments operating in and through the financial markets. On the domestic 
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front these instruments would include the government's debt financing 
and debt management operations as well as the central bank's open 
market operations and rediscounting policies. Such techniques would 
serve to maintain market interest rates on both liquid assets and non-
liquid assets at levels which would be appropriate from the perspective 
of adequately controlling the liquid assets base of the banking system, 
and thus the ability of the banking system to extend credit. 

In a move to tighten credit the Reserve Bank could have sold non-liquid 

asset securities to the banks, or any kind of security to non-bank 

investors, thereby reducing the liquid asset base of the banking system 
and the supply of money other things remaining equal. This would at the 

same time place upward pressure on interest rates. Alternatively, the 

rate of interest on liquid assets might be raised by changes in the 

Reserve Bank's discounting policies in an effort to boost the demand for 

excess liquid assets held by the banks, which in turn would curb the ex-

pansion of bank credit. Another option was to change the liquid asset re-

quirements, which in effect meant altering the statutory liquid assets to 

be held by banks in order to influence the expansion of credit and hence 
the money supply. A key feature of the control system envisaged by the 

Technical Committee was a measure of flexibility of interest rates. 

Developments Since 1965 

The record of monetary policies pursued between 1965 and 1980 did not 

conform to the principles laid down by the Technical Committee. 

Adequate control over the liquid assets base of the banking system was 
not maintained for most of this period. The annual average of the banks' 

aggregate effective liquid asset holdings increased nine-and-a-half fold 

from R827 million during the years from 1965 to 1981. This was ac-
companied by a more than eightfold increase from R2 226 million to 

R18 327 million in the annual average of the broadly defined money 
supply (M2).8 For various reasons the authorities did not exercise ef-

fective control over the liquid assets base for the banking system. 

During the period 1967/68 an unprecedented increase occurred in the 

country's gold and foreign exchange reserves, and although the govern-

ment succeeded in partly neutralising the effect of this increase on bank 

liquidity through its own financial operations, the private banks at times 

held surplus liquid assets amounting to more than 10 % .' At times the 
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authorities were thwarted by the government sector as public spending 

was partly financed by the sale of short term government securities 

ranking as liquid assets. In certain years, notably in 1975, 1976 and part 
of 1977 the government sector accounted for significant increases in the 
liquidity base of the system which pointed to a situation in which interest 
rates on liquid assets were too low. At the same time open market 
operations designed to curb the growth in the banks' liquid asset port-
folios only started in September 1973, and only limited use of this in-
strument was made before 1977. 

During the entire period from 1965 to 1980 the authorities, either 
wittingly or unwittingly, found themselves to be exercising a certain 

'ratchet effect' with regard to the liquidity base of the banking system. 
This effect arose because of the relationship which developed between 
the balance of payments position and the liquid asset holdings of the 
banks. When a balance of payments surplus arose the resultant increase 
in the official net foreign reserves also tended to cause an increase in the 
banks' liquid asset holdings. On the other hand, when the net foreign 

reserves subsequently declined again it was often considered not feasible 
or desirable to allow such a decline to exert a fully commensurate 
contractionary impact on the liquidity base of the banking system.10 

Against the background of the large expansion of the liquidity base, the 

authorities from as early as Apri11965 resorted to semi-direct methods 
of monetary control in the form of a rise in the required liquid asset 

ratios so as to curb the scope for bank credit to be extended. Over the 
years these ratios were raised from their standard levels of 30 %, 20 % 
and 5 % of the banks' short term, medium term and long term liabilities, 
respectively which were specified in amendments to the Bank Act 

introduced in November 1972, to as much as 58%, 35% and 5% of 
these various . liabilities for large banId.ng institutions until reductions 
were made in September 1982. The successive increases in the required 
liquid asset requirements, however, were rarely if ever designed to 
reduce the multiplier effect on bank credit associated with any given size 

of liquid assets held by banks. Instead, the authorities' actions were 
usually designed to wipe out some proportion of the excess liquid asset 
holdings of the banks, and were therefore aimed at curbing the banks' 

potential to extend further credit, and thereby to prevent undue further 
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increases in the money supply.ll This policy, taken in conjunction with 

the difficulties experienced by the authorities in controlling adequately 

the growth of the liquid assets base of the banking system, meant that 
the ability of the Reserve Bank to curb the long run growth in the 
money supply was crimped. 

In addition, the very high levels of liquid asset requirements, which 
eventually prevailed, proved to be an unhealthy element in their own 
right. One undesirable consequence of the liquid asset controls related 
to their impact upon the profitability of banking institutions. By forcing 
banks to hold a large quantity of low yielding assets the authorities 
encouraged them to try and recoup these. lost revenues elsewhere. In 
part, this was responsible for the diversification of banks into financial 

services outside their traditional areas of operation in the 1970s which 

did not always meet with the approval of the authorities. What is more, 
some banks resorted to holding riskier investments than they might 

otherwise have held, and this allegedly contributed to a number of bank 
failures in the second half of the 1970s.12 A more general consequence 

was the creation of an artificially larger gap between the lending and 

borrowing rates of banks, which was a factor aiding the development of 
the grey market in the country . Various financial intermediaries outside 
the banking system took advantage of this larger gap to provide credit 
facilities. The spread between the commercial banks' three months 

deposit rate and prime overdraft rate at the end of 1979 was 41h %, 
whereas twenty years earlier it had been only 2-5/8 %13 

The liquid assets system of monetary control likewise created distortions 
in the financial markets, and in particular resulted in distortions in the 
interest rate structure in the short term financial markets. This arose 
because at times of financial stringency there was a disproportionate 
demand for assets which could be used to comply with the liquid assets 
requirements as opposed to those assets which did not rank as liquid. 
This resulted in a disparity between the interest rates on liquid and non-

liquid securities which could not be explained in terms of the intrinsic 

qualities of the instruments concerned. 

The failure of the liquid assets system to help adequately control the 
growth in the money supply explained in part why the authorities as 
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early as late 1965 and again in 1976 resorted to the policy of imposing 
bank. credit ceilings. Thereafter, however, dissatisfaction with the ceiling 
method of credit control increased, and this prompted the authorities in 
March 1980 to take steps, which were aimed at placing more emphasis 
upon cash reserve requirements. Banks became subject to new 
restrictions by means of increases in cash reserve ratios. In particular, 
an additional supplementary liquid asset requirement was introduced for 
the big banks in the form of a cash reserve equal to 5 % of their 
outstanding medium term liabilities to the public. 

Increases in cash reserve ratios by themselves, however, ran the risk of 
being counterproductive. They encouraged the banks to extend credit for 
more risky and possibly less productive purposes at higher interest rates 
to make up for the loss of earnings resulting from having to hold 
increased non-interest bearing balances. at the central bank.. The banks 
would also have been tempted to operate on lower average margins of 
excess liquidity as regards holdings of liquid assets, thereby undermining 
the influence of the higher cash ratios on the extension of bank. credit. 
They also tended to exert further downward pressure on the bank.' s 
deposit rates relative to their lending rates and thereby stimulated 
disintermediation.14 Under these conditions appropriate flexibility of 

interest rates still did not assume a central role in monetary policies. 

Indeed, this policy aspect was missing throughout virtually the whole 
period from 1965 to 1980. The resort to the liquid assets system of 
monetary control, the imposition and operation of bank. credit ceilings, 
and the manipulation of cash reserve ratios were all accompanied by a 
de-emphasis upon changes in interest rates in the economy at large. The 
rediscounting policies of the Reserve Bank. took a back seat in the 
formulation of monetary policies. Fluctuations in interest rates at the 
Bank.' s discount window were not the operative constraint in influencing 
the lending and money creating activities of the banks. 

Nevertheless, by the end of the period in which Dr De Jongh had been 
governor of the Reserve Bank. scepticism abounded concerning the 
effectiveness of "direct" or non market orientated control measures such 
as credit ceilings, deposit interest rate controls and consumer credit con-
trols. Similarly, disenchantment had set in among the authorities con-
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cerning the n semi-direct n control measures in the form of cash reserve 
and liquid asset requirements for banking institutions. 

Official awareness of the need for monetary reform first found expres-
sion as early as 1977 with the appointment of the Commission of Inquiry 
into the Monetary System and Monetary Policy in South Africa under 
the chairmanship of Dr Gerhard de Kock. By 1980 increasing 
recognition was being afforded to the need to adopt a broader view of 
monetary policy which would embrace all the measures designed to in-
fluence the various monetary aggregates, interest rates and the flow of 
goods and services in general. Monetary policy in this broad sense 
would have to comprise the manner of financing the central govern-
ment's budgetary deficit before borrowing, public debt management, and 
exchange rate and exchange control policy, as well as the Reserve 
Bank's open market operations and rediscounting policies. 

The importance of 'market orientated' methods of monetary policy was 
beginning to be recognized by 1980. Such policy would seek to steer 
private sector decision makers towards appropriate saving, spending, 
borrowing and financial investment behaviour through market incentives 
in the form of fluctuating interest rates emanating from the Reserve 
Bank's own buying and selling operations in the various financial 
markets. 
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PART 2 

EXCHANGE RATE AND EXCHANGE 
CONTROL POLICIES (1967-80) 

For decades South Africa's exchange rate policy had been passive in the 

sense that the local currency had been linked to the pound sterling at a 
fixed rate. This rate indeed remained unchanged from 1932 right 
through until 1967 . In contrast, the 1970s were characterized by radical 
mutations in policy following the breakdown of the Bretton Woods 
system of fixed but adjustable exchange rates, and the resort to floating 
exchange rates for the major currencies. South African exchange rate 
policies accordingly became more flexible. The link with sterling was 
abandoned, the rand was devalued or revalued in terms of the dollar on 
numerous occasions, and by the end of the 1970s steps had been taken 
which were designed to eventually allow the rand to float on an 
independent basis in the local foreign exchange market subject to 
Reserve Bank intervention. 

In the following section all these events and others are analyzed, 
together with a review of forward exchange policy of the Reserve Bank, 
which if anything posed even more difficulties for the authorities in the 
sense that substantial losses accrued on the forward exchange account of 
the Reserve Bank. Finally, the rationale of exchange control policies 
pursued by the Bank during this period is adumbrated along with an 
analysis of policy changes which materialised in this area. 
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CHAPTER 9 

TRADITIONAL EXCHANGE RATE POLICY 
IN SOUTH AFRICA 

During the post-war period until December 1971 South Africa altered 
its exchange rate only once. This was in September 1949 when the 30% 
sterling devaluation was followed by a similar devaluation of the South 
African pound, the move being influenced by memories of the adverse 
repercussions stemming from the failure to follow sterling immediately 
in 1931. During this period, therefore, the country adopted a largely 
passive exchange rate policy, the idea of unilaterally changing the rate 
hardly ever being considered as a realistic policy option. 

Factors Encouraging a Passive Exchange Rate Policy 

A number of factors helped to explain the nature of this exchange rate 
policy in the post-war era up until 1971. These factors included the 
institutional nature of the foreign exchange market, the desire to adhere 
to internationally accepted behaviour, import control policy, and the 
sensitivity of the balance of payments sector to business cycle develop-
ments. 

Nature of Foreign Exchange Market. Throughout the period since 1945 
a foreign exchange market where rates were determined by the forces 
of supply and demand had not existed in the Republic, and could not do 
so under the institutional arrangements then in force. Thus, a floating 
exchange rate or a fixed but adjustable rate subject to specific variations 
allowed either side of a parity rate was not feasible. 

There were two main reasons why a developed foreign exchange market 
was absent in South Africa. Firstly, the rand was not an internationally 
traded currency, and thus there was no significant market in rands 
abroad. Almost all foreign business was invoiced in foreign currencies, 
usually sterling or dollars. Local exporters mostly received payment in 
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foreign currency which they exchanged for rands at the banks. There 
was there fore limited scope for any foreign bank to buy or sell rand. 

Secondly, the Reserve Bank received all the foreign exchange from the 
sale of gold bullion, by far the largest export item; in other words, a 
large proportion of the foreign currency coming into South Africa 
accrued to one bank. In 1970 gold receipts constituted roughly 30% of 
total exports. Hence the market was distorted. The Reserve Bank was 
a large net buyer of rand for foreign currency, while the other banks 
were all net sellers of rand and buyers of foreign currency, except in 
special circumstances when the country was running a substantial 
balance of payments swplus. 

The authorities, therefore, had been forced to peg the rand to an inter-
national currency at a fixed but adjustable rate, which during the post-
war period up until the early 1970s was sterling. This partly arose out 
of the strong trade ties with the United Kingdom, dependence on capital 
inflows from Britain, and the role of sterling as a reserve currency for 
countries associated with the sterling area. 

Thus before August 1971, when gold convertibility of the dollar was 
suspended by the United States, the exchange rate between the rand and 
other currencies was determined daily on the basis of the closing rates 
between sterling and other foreign currencies in the London market on 
the previous day. The rate of exchange between the rand and the pound 
was fixed, and the Bank provided quotations fixed daily for major 
currencies such as United States dollars, Swiss francs and French francs. 

Compatibility With Internationally Accepted Behaviour. During the 
post-war era South Africa had no wish to disregard the spirit or the rules 
of the Bretton Woods system. Throughout, a cautious policy was 
practiced as shown, for instance, in 1961 when exchange controls were 
introduced following recommendations from the I.M.F., instead of 
devaluing the currency. This adherence to I.M.F. rules may well have 
partly reflected the importance of the country as a seller of gold to 
central banks, and in 1970 and 1971 to the Fund itself. During this 
period the Republic tended to regard a more flexible exchange rate 
system as involving a 'lurch into the dark'! 

96 



Import Control Policy. Another factor contributing to the passive ex-
change rate policy was the propensity to resort to import controls rather 
than exchange rate adjustments at times of balance of payments 
problems. This policy leaning had been the product of three considera-
tions. Firstly, the authorities recognized that import controls were politi-
cally easier to introduce than either restrictive economic policies or 
4evaluation. Secondly, they provided protection for import substitute 
sectors, and hopefully industrialization would be promoted. Thirdly, it 
was thought that the effects on the balance of payments were quicker 
and more predictable than changes in exchange rates. 

The greater predictability of the effects of controls vis-a-vis currency 
adjustments was partly bound up with the question of elasticities of 
demand for exports and imports. The use of import controls was sup-
ported by the arguments of 'elasticity pessimists'. If the demand for 
exports has a price elasticity below unity, the case for a floating ex-
change rate system or a currency devaluation to cure a deficit was poor. 
In other words, it was argued that if a fall in the exchange rate, while 
eliminating a deficit was accompanied by a fall in foreign exchange 
earnings, then it was better to maintain the existing exchange rate, and 
reduce imports by other means such as import controls. 

Assuming the latter could exert the same or greater influence on imports 
than a currency adjustment such a policy had merit. Although there was 
an economic cost in diverting resources into otherwise uneconomic 
channels through import controls, a reduction in foreign receipts was 
avoided. Although the authorities were not elasticity pessimists, at least 
as regards the longer term, they had adopted a cautious stance 
concerning the efficacy of mutations in exchange rates in the short and 
medium term. 

Over time, however, the authorities, for a number of reasons, became 
more sceptical of the wisdom of relying upon import controls to help 
correct balance of payments deficits. By the late 1960s doubts were har-
boured concerning the scope for import controls to foster further indus-
trialization. It was, moreover, a negative policy in the sense that it pro-
vided no encouragement to exporters, and could partly explain why 
much of South African industry was lacking in export orientation. Such 
controls encouraged 'beat the ban' import moves on fears of new import 
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restrictions, which meant that the controls were less effective than would 
otherwise have been the case. In addition, capital and intermediate 
products were largely not subject to such controls, and thus the scope 
for controls was largely limited to consumer goods. 

In addition, although at first utilized in order to deal with payments pro-
blems, they tended to become more and more a method of protecting 
sectors producing import substitutes, so conforming to what often 
happens with this type of instrument. Apart from economic inefficiencies 
promoted through non-reliance on market forces this policy entailed well 
known administrative deficiencies as well. 

Economic Adjustment and External Imbalances. The speed of adjust-
ment of the economy to external imbalances also partly explained the tra-
ditional preference of the authorities for fixed but adjustable exchange 
rates. The balance of payments position was highly correlated with the 
business cycle, upward phases of the cycle being associated with deficits 
on the current account, and vice versa. This relationship created 
opportunities for the maintenance of a stable rand exchange rate over 
time provided there was a willingness to make adjustments in policy 
designed to reinforce the economic stimulatory effects of payments 
surpluses during the slowdown phase of the business cycle, and the 
contractionary effects of payments deficits during the expansionary phase 
of the cycle. Hence, by letting the growth rate fall as a payments deficit 
developed, the decline in the former quicldy affected the balance of 
payments. 

This was well illustrated in 1960-61 when the Reserve Bank. arranged a 
stand-by credit facility with the I.M.F., and also arranged for the com-
mercial banks to get foreign deposits to boost the foreign reserves at a 
time when the balance of payments was under pressure. However, the 
shock to the economy provided by the Sharpe ville incident was so great, 
alongside the fall in the reserves, that the economic growth rate declined 
rapidly, and a balance of payments surplus developed. There was, there-
fore, no need to draw on the I.M.F. stand-by credit. This sensitivity of 
the economy to external imbalances had facilitated the maintenance of 
a fixed exchange rate system for the rand. 
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CHAPTER 10 

REVIEW OF EXCHANGE RATE POLICY 
(August 1971 to December 1973) 

From 1967 onwards South Africa started to be affected more meaning-
fully by developments in the major foreign exchange markets. In 
November of that year sterling was devalued by 14,3 % in terms of gold, 
a move which instilled nervousness in the markets, and particularly cast 
a shadow over the dollar. South Africa was faced with the immediate 
decision whether to follow the sterling devaluation or not. The country's 
balance of payments was in a fairly strong position at the time. The 
current account for the fourth quarter of 1967 showed a surplus of Rll 0 
million at a seasonally adjusted annual rate, imports were on a declining 
trend while exports were rising, and the gold and foreign exchange 
reserves amounted to roughly R570 million and were still on an upward 
trend. The domestic economy was expanding satisfactorily, while labour 
and other resources were fully employed. The authorities concluded that 
a devaluation of the rand was not justified in view of both the internal 
and external economic situations. 1 Following the sterling devaluation no 
further significant adjustments in the major currencies took place during 
the remainder of the decade. By the start of 1971 the weighted average 
value of the rand in terms of other currencies was about 5 % higher than 
its level before the 1967 sterling devaluation.2 

Thereafter, the increasing instability in the major foreign exchange 
markets culminated in a crisis in August 1971, and on the 15th day of 
that month the United States announced that it was no longer prepared 
to convert official dollars into gold or other reserve assets. In response 
most major industrial countries floated their currencies. 

Temporary Link with the Dollar 

The events of August 1971 forced the authorities to act because it was 
clear that the exchange rate between the American dollar and sterling 
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would not remain intact. It was expected that in the new floating regime 
the dollar would depreciate. Consequently, in an official statement issued 
on 23 August it was announced that the rand exchange rate against the 
dollar would be retained at the existing par value, and would thus 
depreciate with the dollar against other major currencies. The formal 
link of the rand against sterling was therefore broken at that time. 

This decision was taken against the background of a large fall in the 
foreign reserves of the Bank from around Rl 175 million at the end of 
April 1969 to roughly R500 million in the middle of August 1971, and 
a slowdown in the business cycle which had started in December 1970. 
On the negative side the decision had inflationary implications, but the 
main significance of the step was that exchange rate policy at that time 
was influenced not simply by the state of the current account of the 
balance of payments. 

The move partly reflected the implications for the gold mining industry 
and gold sales of staying linked to sterling, and appreciating against the 
dollar and other currencies. In the latter circumstances the benefits of 
rising gold premium receipts from gold would have been reduced. What 
is more, although the free market price of goid rose during the first 
seven months of 1971 from around $38 to $42 an ounce, at a time when 
South Africa marketed its full production through this channel, the 
Reserve Bank remained uncertain about prospects for the price of gold. 
This· again influenced its decision. The developments on 15 August 1971 
were followed by a declaration that the United States was working 
towards the demonetization of gold.3 The ability of the country to sell 
its full gold production would have been complicated if a significant 
weakness in the price had developed, its sales policy being influenced 
by the desire to see a steady rise in the market price. By linking with the 
dollar and allowing the rand to depreciate, the gold market was sup-
ported psychologically since these events suggested that the balance of 
payments could improve and so reduce the need to sell gold. 

Problem of Realignment of Exchange Rates 

In the wake of the resort to floating exchange rates for the major 
currencies in August 1971 attempts were made to reach an agreement on 
a new structure of par values for these currencies. This raised, however, 
the contentious issue of whether this would include a devaluation of the 
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American dollar, and a rise in the official price of gold as recommended 
by the Europeans, or a revaluation of the strong currencies alone in line 
with the wishes of the United States. 

The Republic supported the European stand for a number of reasons. 
Firstly, an official increase in the price of gold had been sought for 
years. Even a modest increase of around 8 to 10% would have destroyed 
the idea of an immutable $35 an ounce price, and could have made it 
politically easier in future for a major increase in the official price of 
gold to materialise, and conv~rtibility of dollars into gold to be restored. 

Secondly, South Africa accepted the European thesis that gold, together 
with SDRs and Fund reserve positions, should retain their value in terms 
of the revalued currencies.4 This partly reflected the desire not to 
discredit the SDR as a reserve asset, while many central banks did not 
relish writing down the domestic currency value of their foreign assets, 
because capital losses might have raised legal and political difficulties. 

For South Africa, with its large gold reserves, valued at R341 million 
at the end of August 1971, a devaluation of the dollar in terms of gold 
entailed an increased dollar purchasing power of such reserves with an 
unchanged value in terms of other currencies. Alternatively, if the gold 
parity of the dollar remained unchanged and other currencies were 
revalued, the dollar purchasing power of its gold holdings would have 
remained the same, but would have fallen in terms of other currencies. 
The importance of these purchasing power benefits of a dollar 
devaluation were, however, reduced, as long as the suspension of the 
official convertibility of dollars into gold remained in force. 

Thirdly, South Africa regarded a solution involving only revaluations of 
currencies by countries with strong payments positions as equivalent to 
one in which 'only the innocent were punished', thus reducing monetary 
discipline and encouraging more expansive future policies by countries 
running balance of payments surpluses.5 It could also be argued that 
avoiding a devaluation against gold could have damaged the long term 
role of the dollar as a reserve asset more than if a devaluation took 
place. It could have encouraged even more 'benign neglect' policies in 
the United States, and further worsened inflation in that country. The 
fact that prices in other countries would have increased more markedly 
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as well, if the South African argument was correct, would not neces-
sarily have invalidated this conclusion, because price stability of a 
reserve asset such as the dollar was important. 

Fourthly, a modest increase in the official price would have boosted the 
proportion of world monetary reserves held in gold. This would have 
reversed, at least temporarily, the declining trend of this ratio (at the end 
of 1960 gold constituted 63 % of total reserves, but by the end of 1970 
it was only 40%). This consideration, however, was again unimportant 
while the dollar remained officially inconvertible into gold. 

Lastly, South Africa favoured a dollar devaluation because it could help 
speed up the process of reaching a collective agreement on a new set of 
exchange rates. 6 There were three reasons why a speedy solution was 
desired. 

Firstly, the linking of the rand to the dollar in August 1971 complicated 
economic management since it led to serious adverse leads and lags 
movements in foreign transactions. The decision to link with the dollar 
encouraged speculation against the rand since it indicated that the auth-
orities were prepared to accept a devaluation. On the other hand any 
decision to have stayed linked to sterling and appreciate against the 
dollar, given the prolonged decline in the foreign reserves and the over-
all appreciation of the rand which had occurred since 1967, would have 
run the risk of promoting even worse speculation. The Bank likewise 
believed that deflationary measures would have been inappropriate in 
view of the slowdown in the economy. 

Secondly, the authorities feared that if the wrangle persisted world trade 
would suffer and protectionism could emerge, which would be 
particularly bad for smaller countries heavily dependent on foreign 
trade. 7 The United States' decision to impose a temporary 10% 
surcharge on manufactured imports was regarded as a bad precedent. It 
involved violations of the General Agreement on Tariffs and Trade, and 
complicated the negotiation of new exchange rates by distorting the 
system of floating for the major currencies then in force. These two 
factors, together with the lack of any guarantees that an agreed currency 
realignment would be reached in the short term, prompted the South 
African authorities to tighten import controls in November 1971 in an 
effort to improve the balance of payments. 
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Thirdly, the authorities wanted a quick return to fixed exchange rates 
since this would partially re-instate the Bretton Woods system, whereas 
any prolonged wrangle might lead to the acceptance of floating as a 
mechanism worthy of retention on a longer term basis. 

The Rand Devaluation of December 1971 

A major effort was made to reinstate the par value system under the 
Smithsonian Agreement of 18 December 1971. In terms of this accord 
the United States dollar was devalued by 7,89 % against gold, and the 
currencies of other countries including Belgium, West Germany, Japan, 
and the Netherlands were revalued to varying extents. South Africa 
effected the first readjustment to the par value of the rand since 1949, 
devaluing the currency by 12,28 %, and the official gold price was 
simultaneously increased to R28,5 from R25 per ounce. 

The rationale behind the devaluation was provided in a statement issued 
by the Minister of Finance.s The government had particularly bome in 
mind the substantial balance of payments deficits which had reigned 
since 1969, and the emergence of unused capacity in certain industries 
associated with the slowdown in the business cycle. The uncertainty 
prevailing after August 1971 had also produced adverse leads and lags 
movements. 

The Minister listed the expected advantages as follows. In due course, 
the balance of payments should improve on both current and capital 
accounts by eliminating leads and lags, stimulating exports, curbing 
imports and encouraging capital inflows. Secondly, it would promote 
economic growth, and stimulate gold mining. Thirdly, export industries 
such as agriculture and mining, whose export prices were determined in 
foreign currencies, would benefit because of the higher price in terms 
of rands. Fourthly, local industries would be better placed to compete 
with foreign suppliers both at home and abroad. Finally, investment in 
industry would be encouraged, leading to the creation of new 
employment. 

Following the link to the dollar in August 1971 many people had 
expected the rand to be devalued by 7,89% in order to maintain the 
existing rand/dollar exchange rate. The Bank believed that a typical 
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'conflict' situation had arisen where devaluation was the appropriate 
policy measure to deal with a fundamental disequilibrium in the balance 
of payments. Conversely, in view of the downturn in the economy, and 
the danger of increasing non-white unemployment, further restrictive 
policies were regarded as inappropriate. The decision to devalue by 
more than the dollar was undertaken because serious problems on capital 
account occurred in the last few months of. 1971, and the extra 
devaluation was expected to ensure that the new rate would be viable. 
The authorities claimed that the main objectives of the devaluation were 
an improvement in the capital account and stabilisation of the economy; 
an improvement in the current account of the balance of payments was 
not a major consideration. 

Nevertheless, to devalue at all was not welcomed in all quarters, since 
doubts were expressed about the 'required' price elasticity of demand for 
the imports and exports of the Republic being fulfilled.' In contrast, the 
authorities tended to be cautious 'elasticity optimists' in the medium to 
longer term. 

As regards the build up in leads and lags it was argued in some quarters 
that to link with the dollar in August 1971 invited such a development 
which might have been avoided if the link with sterling had been retain-
ed, and measures instituted to instill confidence in the preservation of 
the parity of the rand.10 In view of the economic slowdown, however, 
and the serious deterioration in the current account of the balance of 
payments from a surplus of R67 million in the first quarter of 1969 to 
a deficit of R188 million in the fourth quarter of 1971, it is debatable 
whether this would have proved successful. The growth in the volume 
of imports had started to decline during 1971, while the growth in ex-
ports had begun rising, a situation alleged to be inpropitious for a de-
valuation. U Yet merchandise exports only rose by 6 % in that year after 
falling in the previous two years, recovering only to the level of 1968. 

The claim that economic growth would be stimulated was disputed on 
the grounds that a sound economy does not need a devaluation to foster 
growth. Consequently, the unsound local economy, reflecting low labour 
productivity, would only derive short term benefits from devaluation, 
unless the labour problem was taclded effectively.12 Spare labour re-
sources were limited, since unemployment among Whites, Coloureds 
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and Asians only increased from 7 541 in December 1970 to 9 120 a year 
later. 

These criticisms highlight the crucial issue of whether a fundamental 
payments disequilibrium existed as claimed by the Bank. In retrospect, 
it could be argued that this did not exist. Not only did the gold price rise 
strongly following the devaluation, but the world economy picked up 
with beneficial effects upon merchandise exports, which rose by 42 % in 
1972. A new upswing in growth was likely to follow such developments 
even in the absence of devaluation. Nevertheless, at that juncture in late 
1971 the authorities had to do something, if only because the foreign 
reserves had reached very low levels taking the reserves/imports ratio 
as a yardstick. At the end of 1971 this ratio had fallen below 20 % . 

The authorities admitted that in view of the subsequent rise in the gold 
price and the acceleration in world economic activity in 1972, a more 
moderate devaluation would have been appropriate. However, since they 
were unaware of these coming events, they decided to act decisively and 
play safe. 

The greatest danger was the inflationary consequences of the move at a 
time when the inflation rate was already high, with the December 1971 
consumer price index 7% higher than in December 1970. This danger 
was exacerbated by the subsequent 14% rise in the seasonally adjusted 
money supply which eventuated in 1972 compared with a 7 % rise in 
1971. The international competitive price advantages of the devaluation 
were obviously threatened. The 4 % price benefit conferred on the gold 
mines through the devaluation for instance was eroded somewhat, 
consumer prices rising by 7,3 % in the year ending December 1972. 

An additional factor, however, influenced the devaluation decision. At 
the time uncertainty reigned concerning the short tenn sustainability of 
the gold price, which exceeded $42 an ounce at the end of 1971. The 
authorities had no definite view on future price trends, but the 
strengthening of the price was an object of gold sales policy. They 
hoped this would put pressure on the international community to further 
adjust the official price, while boosting foreign earnings. This objective, 
it was anticipated, would be helped by the strengthening of the balance 
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of payments following devaluation; in other words, the latter would 
enhance flexibility in conducting orderly gold sales. 

Developments Following Devaluation 

During the first half of 1972 the balance of payments improved con-
siderably. Devaluationhelped to induce a favourable turnaround in leads 
and lags, and encouraged a net inflow of private sector capital. During 
the last quarter of 1971 an outflow of R3 million of the latter type 
capital occurred, whereas in the first and second quarters of 1972 the 
respective inflows were R98 million and R171 million. These inflows, 
however, were also promoted by other factors such as the rising price 
of gold. 

There was a dramatic improvement in the current account, a deficit of 
R188 million in the fourth quarter of 1971 being turned into a surplus 
of R90 million in the third quarter of 1972. It is often argued that, 
normally, following a devaluation the current account in the short term 
should be expected to deteriorate. Given a low short term elasticity of 
demand for the exports of a country, plus initial bottlenecks in supply, 
devaluation can cause a short term reduction in foreign currency 
earnings greater than the reduction in foreign currency expenditures on 
imports. The fact that the opposite happened in the case of the Republic 
in 1972 could be ascribed to numerous factors. Most foreign trade was 
transacted in foreign currencies so that the initial effect of devaluation 
on foreign currency receipts should have been minimal. Gold receipts 
were rising because of the strength of the bullion market, and reached 
R317 million in the third quarter of 1972 compared with R251 million 
in the last quarter of1971. Agricultural exports also expanded following 
good local crop yields. The fall in the value of imports in 1972 to 
R2 817 million compared with R2 890 million in 1971 was particularly 
noteworthy. This implied a sizeable drop in volume terms, since 
imported wholesale prices rose by 14,6% in the year ending December 
1972. 

This fall partly reflected the tightening of import controls in November 
1971, which began to be relaxed from July 1972 onwards, and the 
economic slowdown. The contribution of devaluation itself was much 
more uncertain, and scepticism was expressed in this regard.13 Any 
positive influence must have been very limited in view of the time span, 
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but the authorities believed that during the second half of 1972 
devaluation boosted exports, and discomaged imports in volume terms. 

Link with Sterling Maintained Temporarily 

Further turbulence in the currency markets soon broke out. Following 
the floating of sterling on 23 June 1972 it was expected that the currency 
would depreciate in the markets. South Africa had to decide whether to 
maintain a fixed rate with the pound, and thus depreciate, or whether to 
maintain its exchange rates with non-sterling currencies, and appreciate 
against sterling. On 30 June it was decided that for the time being, the 
link with sterling would be kept. 

In June 1972 only South Africa, among countries of any significance, 
chose to link with sterling. This link, moreover, was maintained at the 
same time as the pound floated, and similar exchange control regulations 
were placed by the United Kingdom upon overseas sterling area 
countries including South Africa as upon non-sterling area countries. For 
practical purposes. the sterling area as a formal group ended in June 
1972. 

The authorities proffered several reasons for this currency decision.14 

Firstly, the improvement in the foreign reserves had not attained a 
satisfactory level. Obviously, in this respect the authorities wanted to see 
the reserves rise further since the economy had still not embarked on 
expansion which would cause imports to rise. Secondly, exports should 
be promoted particularly in view of the entry of the United Kingdom in 
the B.B. C. Thirdly, a stable relationship between the rand and the pound 
had value for business organisations, as Britain was still the largest 
single trading partner. This, however, should not have been regarded as 
a particularly important consideration, since the problem could, and had 
been, reduced by changes in trading practices regarding the use of 
dollars instead of sterling as the unit of account in foreign contracts. 
Fourthly, if the link with sterling had not been maintained, the danger 
arose that leads and lags would have built up again adversely affecting 
the foreign reserves. Finally, it was important that nothing should be 
done which could hinder an upswing in the economy. 
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Since the authorities expected sterling to depreciate only moderately and 
fluctuate within relatively narrow limits, it could be questioned whether 
the implications for economic growth of alternatively linking with the 
dollar would have been significant. Nevertheless, such a link could have 
exerted an adverse psychological impact on the business community at 
a time of still slack economic activity, as well as promoting adverse 
leads and lags. This would have potentially complicated economic 
management. The authorities were not satisfied with the devaluation 
result by June 1972, and thought a rand appreciation could not be risked 
so quickly after the December 1971 devaluation.lS The short tenn nature 
of the move was indicated by the statement of intent in August 1972 to 
re-establish an effective par value as soon as possible.11i 

As a result of the move the gold mining industry obtained a marginal 
windfall. This was, however, again threatened with partial erosion 
because of the boost to inflation provided so soon after the previous 
devaluation. On the other hand since the authorities expected sterling to 
fall only moderately this disadvantage was potentially not significant. 

The move complemented the official desire to maintain flexibility on the 
gold sales front. This facilitated the maintenance of prices above $60 an 
ounce prevailing by June 1972, which ideally required continuation of 
a surplus on the balance of payments. Any sudden deterioration in the 
balance of payments caused, for instance, by adverse leads and lags 
would have required greater sales of gold on the market if only because 

of the stipulations of the I.M.F. gold sales agreement. If the latter had 
transpired this would have weakened the gold price, particularly since 
May 1972 the price rise had been caused partly by Bank retentions 
together with speculative buying of gold by investors. Any such fall 
would have left the Bank open to accusations of disrupting the market 
first by withholding gold, and then quickly reverting to fuller sales 
again. 

The pressures on the gold sales front to stay with sterling would not 
have been.so strong, therefore, if the authorities had not started with-
holding gold from the market in May 1972. Although they were con-
fident enough about balance of payments prospects to moderate gold 
sales at that time they did not feel sufficiently confident about the pay-
ments position to unlink from sterling in June. The authorities were still 
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uncertain about the prospects for the gold price although in view of the 
subsequent price behaviour, the decision to link with sterling in June 
1972 might have been unnecessary. 

By the middle of 1972 the widening gap between the official price of 
$38 an ounce and the free market price was making countries reluctant 
to utilize not only their gold, but also their SDRs and Fund positions, 
whiCh were all denominated in terms of gold. Also, it was placing 
strains on the two-tier system under which central banks were not 
supposed to sell gold on the private market. Uruguay, for instance, was 
reported as having sold $40 million at the official price from its reserves 
on the market in 1972.17 In these circumstances, South Africa was 
hoping that the widening premium would force a solution favourable to 
gold.1B 

Rand Linked With the Dollar (October 1972) 

Floating with sterling lasted until 25 October 1972 when a link to the 
dollar was effected. A new effective par value was established, which 
amounted to a devaluation of the rand in terms of gold of 4,2%. As 
exchange rates for the rand against other currencies which were floating 
against sterling depreciated by about 8 % from the end of June to 25 
October 1972, the decision represented an appreciation of roughly 4% 
in the rand exchange rate against these currencies. In trade weighted 
terms it meant an appreciation of roughly 3 % .19 

Between December 1971 and October 1972 the external value of the 
rand depreciated by roughly 15%. The Reserve Bank believed that this 
had contributed not only to the improved payments position on both the 
current and capital accounts, but also had helped to reverse the slow-
down in the economy, albeit at the price of fostering inflation. By late 
1972, however, it was thought that the depreciation should be reversed 
somewhat partly as an anti-inflationary move. In contrast, by remaining 
tied to sterling its weakness threatened to boost inflation.20 Maintaining 
the status quo, moreover, would have encouraged leads and lags in 
favour of the rand, and so increased internal liquidity . 
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The inflationary dangers of remaining anchored to sterling were not 
inevitable in the face of further sterling weakness since they could have 
been counteracted by upward adjustments in the par value of the rand. 
The authorities, however, were not prepared to adopt an even more 
flexible attitude towards exchange rate management. The claim that the 
depreciation of the rand since December 1971 had started positively to 
affect the current account of the balance of payments was suspect given 
the short time lag, and the fact that the depreciation had only occurred 
progressively over time. Moreover, with the decision to revalue, the 
positive influence of the previous depreciation was bound to be reduced. 
This, however, again reflected the policy of using the exchange rate for 
broader purposes than merely trying to influence the current account. 
Previously, the growth objective had influenced exchange rate policy, 
but for the next eighteen months or so economic stability became a more 
important consideration. 

There were, in addition, other significant implications. Firstly, by es-
tablishing a new par value for the rand, it was intended to reaffirm the 
commitment of the country to fixed but adjustable exchange rates. 
Secondly, the link with the dollar reflected the fact that staying with 
sterling in June 1972 had created a bad impression among certain over-
seas banking circles, puzzlement prevailing in some quarters over the 
rand remaining linked to a weak currency. In this respect, however, the 
choices facing the authorities were limited either to sterling or to the 
dollar, both of which were weak currencies. Thirdly, imposition of the 
investment dollar premium to South African portfolio investments in 
June 1972 by the United Kingdom implied a weakening of the traditional 
investment links with Britain. 

The decision to unlink came at a time when the United Kingdom made 
a new provisional agreement concerning arrangements to guarantee 

official working balances held by at least sixteen countries.21 South 
Africa was not included in these arrangements, which was a reflection 
of the dwindling ties with sterling. This meant that holdings of sterling 
by the Bank were exposed to the danger of depreciation in so far as the 
weakness of sterling persisted, and could have provided a motive for 
switching to the dollar. In reality this played no part in the decision 
since holdings of sterling consisted largely of working balances only at 
that stage. Most of the reserves were held in dollars because of the 
weakness of the pound and the importance of dollar transactions. 
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In some quarters this extra devaluation was considered unnecessary and 
a dollar parity of around $1,30 would have been preferred, rather than· 
$1,28 chosen by the authorities, so that the weighted average value of 
the rand in terms of all foreign currencies would have remained un-
changed vis-a-vis the position on 22 June.22 Others would have preferred 
to return to the pre-float official rate of $1,33, so incorporating a 
marginal overall appreciation of the rand relative to the position on 22 
June. 

These policy suggestions were influenced by perceived anti-inflationary 
benefits, but these would have been difficult to realize. Since the rand 
had been floating down for four months, price adjustments reflecting this 
would already have been filtering through to the domestic economy. In 
view of the 'ratchet effect' in foreign trade any subsequent appreciation 
of the rand would have been unlikely to reverse entirely the price trend 
stemming from the previous devaluation. In any case such a policy 
would have been risky from the viewpoint of adversely affecting the 
capital account of the balance of payments. 

Appreciation of Rand (February 1973) 

On 12 February 1973 the United States dollar was devalued by another 
10% against gold. Simultaneously, sterling floated down by roughly 6 % , 
while the Japanese yen began to float, and appreciated in the markets. 
South Africa decided to maintain the par value of the rand, and as a 
result of this and other currency changes its trade weighted value rose 
by approximately 6%. 

Given the importance of securing a significant improvement in the 
balance of payments since the middle of 1971, and avoiding any marked 
deterioration so early after an economic upturn which began in October 
1972, the authorities could have devalued the rand against gold so as to 
roughly leave unchanged its trade weighted value against other 
currencies. On the other hand, when in October 1972 the rand was 
devalued officially by 4,2 %, this meant an effective revaluation of 
roughly 3 % based on market rates ruling at the time. Leaving unchanged 
the gold parity of the rand was therefore a continuation of the trend 
which started in October 1972, and was aimed at exerting an anti-
inflationary influence. Wholesale prices of imported items rose by an 
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average of 12% in 1972 compared with 4,6% in 1971, while the con-
sumer price index in December 1972 was 7,3 % higher than a year ago. 
Simultaneously, the recovery of the economy and the balance of pay-
ments was felt to be sufficient to withstand a small revaluation. 

Nevertheless, the decision involved a risk since, with the increase in 
economic growth, a deterioration in the external position in any case was 
to be expected at the latest by early 1974. Meanwhile the position of 
sterling looked precarious, and a further decline would have been 
harmful for exporting sectors such as the fruit industry in view of the 
entry of the United Kingdom into the E.E.C. Moreover, because of the 
limited rand revaluation, the anti-inflationary repercussions would be 
minimal. 

Subsequent events, however, vindicated the decision. In particular, the 
renewed upswing in the gold price to above $80 an ounce more than 
wiped out the 10% cut in rand receipts implied by revaluing against the 
dollar. 

Repercussions of Dollar Float 

Within roughly two weeks of the dollar devaluation, further massive 
speculation against the currency materialised. The outcome was that the 
E.E.C. countries, with the exception of the United Kingdom, Ireland 
and Italy, decided to float jointly against the United States dollar at the 
end of February 1973. Britain, Italy, Japan, Switzerland and Canada all 
decided to float independently against all other currencies. The par value 
system was once again put into suspension, this time indefinitely. 

In the midst of these events, the Republic decided to adhere to its fixed 
par value in terms of gold and to stay linked to the dollar at $1,42. In 
a statement the Minister of Finance argued that neither a revaluation or 
devaluation was justified, but pointed out that should the E.E.C. 
currencies appreciate against the United States dollar by more than was 
expected, South Africa would have to reassess its position.23 

At the time there was talk about the possibility of South Africa aban-
doning the link with the dollar, and linking to a European currency. 
Thus, the Minister said that 'should the new E.E.C. monetary 
arrangements become mote permanently entrenched and be extended to 
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all members, it may be desirable at some later stage to associate the 
rand more closely with the E.E.C. bloc. ,24 Later the Minister claimed 
that the authorities would have considered this if there had been a 
European currency to peg which was a gold-based currency. 25 

The problem was that the rand could only be linked to either the dollar 
o~ sterling. The D-mark, which might have been regarded as suitable for 
purposes of linking was not a practical option. The Bank could not buy 
or sell D-marks in large quantities since a sophisticated capital market 
in Frankfurt did not exist, and the German authorities were not keen to 
see their currency widely used as a reserve currency. Also, the amount 
of foreign trade denominated in D-marks was very limited. 

What is more, linking to the D-mark in March 1973 would have created 
other problems since by linking to a strong currency - far stronger than 
the rand - this would have required frequent par value adjustments by 
the Bank. This would have fuelled speculation against the rand, es-
pecially since by the second half of 1973 the foreign reserves \yere 
falling steadily. 

Following the collapse of the Bretton Woods system in March 1973 the 
Republic faced adjustment costs in adapting itself to the changed system. 
For traders the increased fluctuations in exchange rates and their effect 
on prices had to be contended with. For the Bank there were the in-
creased complications in holding foreign exchange under floating rate 
conditions. Sterling and especially dollars continued to be the dominant 
holdings and other foreign exchange such as D-marks were kept small 
for working balance purposes only. Most exchange holdings of the Bank 
were short term deposits of less than one year, but with the advent of 
floating rates gains and losses were incurred. However, the Bank did not 
resort to investing foreign exchange in the Eurodollar market, influenCed 
by the I.M.F. 's disapproval of such practices. 

Revaluation of the Rand (June 1973) 

In the face of currency uncertainties, a depreciating dollar, and a soaring 
gold price the authorities revalued the rand by 5 % against the dollar on 
5 June 1973. The motivation for the adjustment was provided in an 
official statement as follows: 
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"Should South Africa continue to maintain its existing 
buying and selling rates for the United States dollar, this 
will mean an average effective depreciation of the rand of 
between 2 % and 3 % since the middle of March. 

Such a depreciation of the rand in present day circum-
stances is not considered desirable. The balance of pay-
ments of the country is still very favourable, and the gold 
and foreign assets held by the Bank increased from 16 
March by approximately a further Rloo million and have 
now reached the satisfactory level of about Rl 200 million. 
The total official reserves approximate today Rl 350 
million which represents a record level. In this respect it is 
of particular significance that the price of gold on the 
private market has risen from about $82 per fine ounce 
towards the middle of March 1973 to about $120 per fine 
ounce at present, that is about 46 % . 

From the point of view of the balance of payments, a 
depreciation of the rand is neither necessary nor welcome. 
From the point of view of containing inflation such a 
depreciation would also have an undesirable effect. "26 

The June revaluation thus carried further the revaluation cycle. Before 
October 1972 exchange rate policy had been geared to improving the 
balance of payments and promoting growth. Thereafter it was switched 
to rand appreciation to try to moderate inflationary pressures. 

One interesting aspect was the method used in revaluing the rand. While 
the rand parity of the dollar was changed from $1,42 to $1,49 to the 
rand, the gold parity was kept unchanged at R29, 7 5 per ounce. This re-
flected the fact that at a time when the free market price was roughly 
three times the official gold price gold parities had lost their signifi-
cance; in other words, South Africa was suggesting that the ruling 
official gold price was meaningless. It did not signify any alteration in 
the preference of the country for a fixed exchange rate based on gold 
par values. Simultaneously, the move made it marginally easier for the 
Bank to retain gold production rather than sell it all when the market 
price was substantially higher than the official price. This arose because 
the mines would get the same price for gold sold to the Reserve Bank, 
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i.e. R29,75 per ounce, instead of a price 5% lower if the par value of 
the rand in terms of gold had been correspondingly cut. 

Subsequent events again showed the risky environment in which South 
Africa conducted its management of the exchange rate. In the latter half 
of 1973 the dollar appreciated markedly in the face of the oil crisis, 
thereby raising the question whether the authorities had erred in re-
valuing by as much as 5 % in June 1973. 

The Oil Crisis and Repercussions on the Rand 

The dollar began recovering in August 1973, but in the wake of the oil 
crisis in October 1973 the dollar rose markedly, sterling weakened 
sharply, and the gold price remained relatively stable at slightly below 
$100 per ounce, having fallen from $127 in June 1973. By December 
1973 this combination of circumstances, superimposed on the declining 
gold and foreign exchange reserves which began in August 1973, had 
precipitated a substantial build up in local leads and lags amid rumours 
of an impending devaluation. This situation was further complicated by 
a deterioration of the capital account in the second half of 1973 because 
of repayments of foreign loans by the central government and the private 
sector, the increased foreign exchange risks associated with foreign 
borrowing in a world of floating rates, and the switching of the 
financing of foreign trade from overseas to domestic sources owing to 

the lower level of local interest rates. The behaviour of the capital 
account at that stage of the South African business cycle was unusual 
and disappointing; during the second half of 1973 there was a net 
outflow on capital account of R226 million. 

The role of monetary policy in this situation contrasted with exchange 
rate policy. Since October 1972, the process of revaluing the rand had 
been designed to moderate expansion in the economy. Conversely, 
where monetary policy was conCerned, while the authorities kept local 
interest rates higher than overseas rates in general during 1972, thus 
stimulating capital inflows and strengthening the balance of payments, 
in 1973 the opposite materialised. An expansionary monetary policy was 
employed as shown by the falling trend in interest rates along with fiscal 
expansion in the March budget. The question arose whether inconsistent 
policy objectives were being pursued, since some of the benefits of 
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revaluation were counteracted by this monetary expansion. It could be 
argued that benefits on the inflation front brought about by revaluation 
were set to be eroded by monetary trends. 

Expansionary monetary policies, particularly in 1973, allegedly thwarted 
somewhat the aims of devaluation.27 By 1973, however, the authorities 
were no longer interested in obtaining devaluation benefits, which meant 
that the payments position was likely to deteriorate. Previous interest 
rate differentials between domestic and overseas rates no longer re-
mained tenable under the pressure of falling foreign reserves. This, 
together with the high inflation, which reached 10% in December 1973, 
and the strong economic growth prompted a tightening of monetary 
policy in January 1974, Bank rate rising from 5,5% to 6,5%. 

Together with the renewed upswing in the gold price to above $100 an 
ounce, this eradicated leads and lags as devaluation fears receded. Given 
the excess demand pressures reflected in growing tightness in labour and 
product markets and an emerging current account deficit, devaluation 
could have been very inflationary. However, if the bullion price had not 
risen sharply in 1974, the chances of resisting a downward adjustment 
of the rand would have been debatable, given leads and lags superim-
posed on the declining external reserves, which started in August 1973. 
Late 1973 represented the first occasion since the second half of 1971 
that serious adverse speculation occurred. On both occasions the remedy 
was elimination of exchange rate fears. In the face of a weak economy 
and low reserves a devaluation was resorted to in 1971, while on the 
later occasion, with a strong economy and higher foreign reserves, this 
was shunned. 

References 

1. J.A. Lombard, 'Monetary Policy Since 1965', in Economic Policy 
in South Africa: Selected Essays edited by J .A. Lombard, Citadel 
Press, Cape Town, p. 55. 

2. South African Reserve Bank, Annual Report, August 1973, p. 19. 
3. Press statement released by Paul Volcker, American Treasury 

Secretary in London, 18 August 1971. 
4. Statement by the Minister of Finance, N. Diederichs, I. M. F. 

Summary Proceedings, Annual Meeting, 1971, Washington, pp. 
82-83. 

116 



5. Ibid. ~ p. 83. 
6. Ibid., p. 83. 
7. Ibid., p. 80. 
8. Press statement issued by Dr N. Diederichs at the end of December 

1971. 
9. D.J.J. Botha, 'Some Thoughts on Devaluation', South African 

Journal of Economics, September 1972, p. 205. 
10. Ibid., pp. 202-203. 
11. bid., p. 204 
12. Ibid., p. 208. 
13. D.J.J. Botha and P.D.F. Strydom, 'Recent Policy Issues in the 

South African Economy', Three Banks Review, December 1975, 
• No. 108, p. 20. 
14. South African Reserve Bank, Annual Report, August 1972, p. 17. 
15. Ibid. 
16. Statement by Dr T.W. de Jongh, Reserve Bank Annual General 

Meeting, 22 August 1972, p. 8. 
17. Bank for International Settlements, Annual Report, June 1973, p. 

119. 
18. Speech delivered by Dr T. W. de Jongh, Governor of the Reserve 

Bank, at the Annual Congress of the Association of Chambers of 
Commerce of South Africa in Pretoria on 19 October 1972. 

19. Statement by Dr T. W. de Jongh, Reserve Bank, Annual General 
Meeting, 21 August 1973, p. 10. 

20. Ibid. 
21. P. Coffey, The World Monetary Crisis, Macmillan 1974, p 37. The 

investment dollar premium referred to the market in dollars which 
had to be used by British residents who wished to buy foreign stocks 
and shares. 

22. 'The Right Rate', Financial Mail, Johannesburg, 27 October 1972. 
23. N. Diederichs 'Statement Regarding the Par Value of the Rand', 

South African Reserve Bank, Quarterly Bulletin, March 1973, pp. 
18-19. 

24. Ibid., pp. 18-19. 
25. Statement by N. Diederichs in Intemational Currency Review, July-

August 1973, p. 12. 
26. N. Diederichs 'Statement Regarding the Par Value of the Rand', 

South African Reserve Bank, Quarterly Bulletin, June 1973, p. 40. 
27. D.J.J. Botha and P.D.F. Strydom, op. cit., p. 21. 

117 



CHAPTER 11 

IMPLICATIONS OF MANAGED 
FLOATING OF THE RAND 

Despite the previous support of the country for fixed but adjustable 
exchange rates, a radical change took place on 24 June 1974 when a 
policy of independent managed floating of the rand was introduced. In 
the face of persistent currency instability in the major foreign exchange 
markets the authorities adopted a more flexible approach in managing 
the rand-dollar link in the hope of creating greater overall stability in the 
position of the rand. In this chapter the motivation and principles behind 
the policy of independent managed floating are explained, as well as the 
reasons why the authorities did not persist with this experiment for long. 

Motivation For Managed Floating 

This policy of managed floating was introduced against a background of 
fundamental changes in the balance of payments structure of economies 
in the non-communist world following the oil crisis. This, together with 
serious world inflation, induced considerable fluctuations in exchange 
rateS. Since the latter part of 1973, in particular, wide changes in the 
weighted average value of the rand materialised as the dollar rose 
strongly, and then fell sharply against other major currencies. Thus, 
between 5 June 1973 and 25 January 1974 the rand appreciated on 
average in terms of other currencies by 8,4 % during a period when the 
gold and foreign exchange reserves of the Bank declined by more than 
R400 million. Then, between the latter date and 29 March 1974, when 
the reserves rose by around R150 million, the rand suffered an effective 
depreciation of roughly 5,4%.1 

These changes bore virtually no relationship to the external payments 
position, and therefore it was felt that in future, considering the expected 
continued instability of the major currencies, a policy incorporating 
smaller but more frequent adjustments to the rand-dollar rate would be 
preferable. It would mean that the value of the rand in terms of other 
currencies could be kept more in line with the payments position, and 
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domestic economic conditions. 

This was the main reason for introducing the new policy, but there were 
a number of other motives. Firstly, in certain quarters it was argued that 
a more flexible exchange rate policy would help to de-politicize 
exchange rate changes by making the latter possible without the cumber-
some administrative procedure previously employed which involved 
Cabinet approval.2 In reality, in this respect, the move was designed to 
bluff people into thinking that, by making more frequent rate changes, 
the currency was independent of the dollar. Many people, it was 
claimed, did not understand why the rand was tied to the dollar, and 
interpreted it as signifying a lack of independence in the exchange rate 
field. 

Secondly, the move was aimed at deterring the build up of leads and 
lags on expectations of exchange rate changes. Previously, this had com-
plicated economic policy by affecting economic conditions which were 
transmitted through changes in the foreign reserves. To alleviate this it 
was anticipated that the new policy could baffle people about rate 
changes.3 However, although insignificant adjustments in the rate could 
surprise the market, it was difficult to see how changes influenced by 
fundamental economic forces could do likewise. 

Thirdly, the Bank expected, at the time the float was introduced, that the 
dollar would rise, since the United States economy was less badly af-
fected by oil price increases compared with other major western econo-
mies. If the rand had stayed tied to the dollar under the previous 
arrangements, it could have appreciated adding unwelcome pressures on 
the external front. 

During the year ending June 1975 the balance of payments was characte-
rized by a current account deficit of Rl 507 million, counterbalanced by 
a large net capital inflow so that the foreign reserves were little changed. 
From this angle external pressures were not excessive, but any signifi-
cant appreciation would have b~en unwelcome. On the other hand, since 
the upper turning point of the business cycle only occurred in the third 
quarter of 1974, appreciation of the rand would not have been unsuitable 
internally, at least during the second half of 1974. 
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Fourthly, a more flexible policy, by taking fuller account of the external 
position and hopefully deterring adverse leads and lags, would provide 
greater flexibility in regard to gold sales. For instance, when the policy was 
introduced in June 1974 the market price was weakening, having fiillen to 
roughly $150 an ounce from $180 in April 1974. The desire to avoid 
becoming an unwilling seller of gold was therefore present. 

Principles of Operation of Managed Float 

The question of how the policy would be operated was explained as 
follows: 

"It is envisaged that the rate will only be adjusted 
when necessary in the light of foreign or domestic de-
velopments and not necessarily every day, every week 
or at regular intervals of any kind. Under the new 
policy, the monetary authorities will not necessarily 
peg the rand to any weighted average of all other cur-
rencies. In other words, there will be no firm com-
mitment, even in the short term, to avoid any effective 
appreciation or depreciation of the rand in terms of all 
other currencies. Under South African conditions any 
such commitment might expose the Bank to undue ex-
change speculation by dealers in foreign exchange and 
create other practical difficulties. More important it 
cannot be assumed a priori that in a world of floating 
currencies a constant average external value of the 
rand will be in the economic interests of the country. 

Nevertheless, in adjusting the rand-dollar rate from 
time to time the monetary authorities will be guided to 
some extent by movements in the effective exchange 
rate of the rand. Other factors to be taken into account 
are changes in the exchange rates of individual cur-
rencies of special importance to the Rand Monetary 
Area, the Bank's own foreign exchange dealings, 
actual and prospective balance of payments tendencies 
and the domestic financial and economic situation. "4 

Rate Changes Effected. When the new policy was brought into opera-
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tion in June 1974, the Bank appreciated the rand against the dollar by 
0,67 % based on a new middle rate of $1,50 to the rand, with the spread 
between buying and selling rates remaining at 0,5 %. 

It was widely assumed that movements in the rand would be made to 
keep its average value more stable than previously, when it was suc-
cessively dragged up and down along with the dollar. Such stability was 
soon realized during the second half of 1974. 

The expectation of more frequent and smaller exchange rate adjustments 
was likewise quicldy fulfilled. In mid-August a 2 % devaluation of the 
rand against· the dollar was announced, bringing the middle rate to 
$1,47, in response to the strengthening of the United States currency. 
On 19 August prompted by further strength in the dollar the central rate 
was lowered another 1,4% to $1,45 bringing the overall devaluation 
against the dollar in the first three weeks of August to 3,4 %. On 5 
September 1974 a further devaluation of 2,1 % was effected in the face 
of the strength of the dollar. It therefore auicldy became clear that 
adjustments would be made whenever they were deemed to be desirable. 

Within a few days on 10 September a 0,7% revaluation was announced 
with a middle rate of $1,43, which was interpreted in some quarters as 
a surprise move, in view of the strength of the dollar, designed to con-
fuse speculators.! Subsequently, five further upward adjustments were 
made against the dollar starting in November 1974, the last being a 
0,68 % revaluation on 25 February 1975. All were made in the face of 
the weakness of the dollar, and had the effect of keeping more stable 
than previously the effective value of the rand. These latter changes 
were designed to avoid speculation in favour of the rand building up sig-
nificantly, but their sizes were limited ensuring that they had no 
meaningful anti-inflationary impact. The authorities were probably re-
strained by the low foreign reserves, and the onset of a new downward 
phase of the business cycle which started around August 1974. Be-
ginning in March 1975 the dollar began to recover, and on 4 April the 
rand was devalued by 1,4 %. Thereafter, the rate remained unchanged 
until 27 June when the policy was officially abandoned. 

In all, eleven adjustments were made, seven upwards and four down, 
with the middle rate for the dollar ranging from $1,42 to $1,50, as 
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shown in the accompanying table. 

Movements in the rand rate against the dollar constituted three cycles. 
Firstly, a cycle of depreciation against the dollar as the latter 
strengthened, then one of appreciation as the United States unit declined, 
and finally another depreciation cycle in the face of the strength of the 
dollar. At the same time, although the trade weighted value of the rand 
fell marginally during the float, from late 1974 onwards it was not 
allowed to deviate much. Thus, once the effective rate changed by more 
than a percentage point or two, an adjustment tended to be made to 
bring it back into line. 

Rand changes against the dollar 
June 1974 - April 1975 

Date Change in exchange rate 

21 June 1974 Revalued by 0,67% to $1,50 Equals Rl 
14 August 1974 Devalued by 2,0 % to $1,47 Equals Rl 
19 August 1974 Devalued by 1,4 % to $1,45 Equals Rl 
5 September 1974 Devalued by 2,1 % to $1,42 Equals Rl 

10 September 1974 Revalued by 0,7 % to $1,43 Equals. Rl 
11 November 1974 Revalued by 0,7 % to $1,44 Equals Rl 
18 November 1974 Revalued by 0,7 % to $1,45 Equals Rl 
24 January 1975 Revalued by 1,4 % to $1,47 Equals Rl 
21 February 1975 Revalued by 0,68% to $1,48 Equals Rl 
25 February 1975 Revalued by 0,68% to $1,49 Equals Rl 
4 April 1975 Devalued by 1,4 % to $1,47 Equals Rl 

Appraisal of Policy 

This policy had a number of negative results. Firstly, its handling soon 
allowed market operators to perceive the criteria being used to determine 
the timing, direction and extent of rand adjustments against the dollar. 
With the passage of time, the predictability of changes became more 
obvious, and speculation more serious. 

Destabilizing leads and lags, which it was hoped would be discouraged, 
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were encouraged. This stemmed from the increasing predictability of the 
policy which simultaneously promoted exchange rate consciousness 
among the business community. Far from reducing public interest in 
changes in rates as they became more frequent, awareness of possible 
adjustments increased. 

To what extent foreign exchange dealers were responsible for such 
speculation is impossible to gauge. Banks were required to provide 
monthly statements on their investments in foreign currencies, and if 
necessary the authorities could ask for weekly returns, although as far 
as can be ascertained this did not occur. Obviously, dealers would have 
adjusted their short term positions, and particularly the larger banks, 
given the volume of their foreign exchange business. It was highly 
unlikely that banks encouraged clients to speculate, but they were 
responsible for protecting the interests of their clients and they would 
advise them, for instance, whether to take forward cover depending 
upon prevailing conditions. 

A second negative result arose because increased leads and lags com-
plicated management of the foreign reserves. In theory, this increased 
exchange rate flexibility should have reduced the need for such reserves. 
In practice, the opposite occurred as speculation surrounding the rand 
intensified foreign exchange traffic in a certain direction and then was 
unwound; the resulting pressures had to be borne by the gold and 
foreign exchange reserves. 

Thirdly, the policy which finally materialised of maintaining the trade 
weighted value of the rand relatively constant w~ inconsistent with the 
philosophy behind exchange rate policy since 1971. This incorporated 
allowing the trade weighted value to be correlated with the gross gold 
and foreign exchange reserves and the business cycle in an effort to 
influence internal economic conditions. Under the managed float, policy 
became dominated by the need to try and counteract leads and lags, and 
avoid disruptions on the capital account. 

Between June 1974 and June 1975 the foreign reserves of the Bank re-
mained stable between R700 million and R800 million. Nevertheless, 
under the float the ability to conduct an effective macroeconomic policy 
via the exchange rate was undermined. H a sizeable adjustment in the 
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value of the rand had become desirable, achieving it by a series of small 

changes would have stimulated speculation, and possibly inhibited 
changing the rate at all. Alternatively, in such circumstances, the 
managed float could have been abandoned, at least, temporarily. 

The question arises why the Bank allowed itself to be 'cornered' as a 
result of its predictable exchange rate changes, given that when the float 
was introduced the Bank recognized the dangers of pursuing such a 
policy." As noted above, the major reason stemmed from the belief that 
it had to be enacted to prevent build ups in leads and lags: in other 
words the latter problem would otherwise have been even worse. 

Another reason may have been that the Bank felt committed to effect 
changes in the rand rate because otherwise the impression may have 
gained ground that the policy was lapsing. Thus, if only to avoid 
inaction, when the dollar moved meaningfully in one direction, the 
authorities felt obliged to respond. In addition, keeping the weighted 
value of the rand relatively unchanged, which became discernible 
towards the end of 1974, occurred at a time when the foreign reserves 
were stable at around R700 million to R750 million. 

It would be unwise to assume that a cause and effect relationship existed 
here. Looking at the net foreign reserve position, instead of the 
publiShed foreign reserves of the Bank, a different picture emerges (see 
table). The net foreign reserves incorporate both the holding of the Bank 
plus those of private sector banking institutions, and are derived by 
subtracting short term foreign liabilities of the monetary banking sector 
from total foreign reserve holdings of the sector. As the table shows 
there was a serious deterioration in the net foreign reserves since around 
the middle of 1973. 

Factors Complicating Operation of Policy 

Two difficulties in particular complicated matters. Changes in forward 
exchange policy exacerbated speculation in the foreign exchange market, 
while an expansionary fiscal policy only worsened the scope for adverse 
leads and lags. 

Forward Exchange Policy. Difficulties encountered were compounded 
by changes in forward exchange cover which were granted. In August 
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Distinction between official gross and net foreign reserves 
R millions 

Short term Total official 
Quarter foreign . gold and Total net 

liabilities of foreign foreign 
monetary exchange reserves 

banking sector* reserves (2-1) 
(1) (2) 

1st qr 1970 170 1044 874 
2nd qr 1970 194 1 033 839 
3rd qr 1970 190 906 716 
4th qr 1970 188 807 619 
1st qr 1971 202 742 540 
2nd qr 1971 211 691 480 
3rd qr 1971 194 603 409 
4th qr 1971 283 651 368 
1st qr 1972 291 707 416 
2nd qr 1972 241- 863 622 
3rd qr 1972 229 1 003 774 
4th qr 1972 256 1 088 832 
1st qr 1973 240 1 241 1 001 
2nd qr 1973 235 1 341 1106 
3rd qr 1973 273 1245 972 
4th qr 1973 247 976 729 
1st qr 1974 292 1 068 776 
2nd qr 1974 299 929 630 
3rd qr 1974 341 872 531 
4th qr 1974 386 909 523 
1st qr 1975 370 904 534 
2nd qr 1975 646 927 281 
3rd qr 1975 900 1070 170 
4th qr 1975 1 039 1 100 61 
1st qr 1976 1 352 1 346 -6 

-

~ S.A. Reserve Bank and private sector banking institutions. 
\dapted from S.A. Reserve Bank Quarterly Bulletin figures. 
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1974 the Bank increased the cost of forward dollar cover for six months 
or less for imports from 1 % to 2 % per annum, the cost of dollar cover 
for exports remaining at 1 % per annum. Simultaneously, the Bank laid 
down that traders must take out forward cover within seven days of the 
contract being signed. This was an awkward measure which discouraged 
importers from utilizing cover facilities, and which together with the 
cost increase acted as a disincentive for importers to finance their 
imports overseas. Also, in August 1974 dollar import cover for more 
than six months was increased from 1 % to 6 % per annum since such 
facilities were in strong demand owing to ·harbour congestion in 1974 
and early 1975. Thereafter, the cost of forward cover for dollar 
contracts of six months or less was increased to 3 % per annum in 
September 1974. 

Late in 1974 and early 1975 these measures, plus the weakness of the 
dollar and. the strength of the gold price (late 1974), meant that many 
importers decided it was cheaper to carry the exchange risks themselves, 
and less use was made of forward facilities. This was the opposite of 
what the authorities wanted, namely to encourage traders regularly to 
take out forward cover, and so reduce currency speculation. Not sur-
prisingly, these measures reacted adversely on the Bank from March 
197 5 onwards. With the dollar strengthening and sterling weakening, the 
rand looked suspect, and this encouraged importers to cover their com-
mitments by borrowing from commercial banks, which resulted in 
pressure on the foreign reserves. 

Against this background, early in 1975, the rate was cut back to 1 % 
with the aim of encouraging importers to finance abroad, and enter into 
forward contracts which establish specific payments periods, and thus 
reduce leads and lags due to speculation by importers. 

Official policy during this period involved two unfortunate aspects. 
Managed floating encouraged leads and lags influences. The more 
extensive use of forward facilities would have eased this problem, but 
the measures adopted only complicated matters in this respect. 

Problem of Leads and Lags. The resort to managed floating was 
superimposed on an environment conducive to leads and lags. The local 
economy with its open nature, a tendency for current account deficits to 
be matched by capital inflows, and a fluctuating gold price provided 
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conditions which could lead to serious adverse leads and lags 
movements. These in tum could significantly affect the foreign reserves. 
Given this situation, maintaining a slightly undervalued exchange rate 
could have mitigated this problem, as well as complementing economic 
growth objectives. However, during periods of dollar strength and/or 
sterling weakness this would have been difficult to engineer. Also, eco-
nomic conditions were not always conducive to maintaining a marginally 
undervalued rate, which in any case could not stimulate the economy 
much. 

Unfortunately, monetary policies exacerbated this problem on the capital 
account. During the year ending in June 1975 there was an increase of 
R885 million in the net claims of the banking sector on the government, 
of which more than R600 million on a seasonally adjusted basis was 
recorded during the first half of 1975. This aggravated leads and lags in 
three ways. It contributed directly to an increase in the money and near 
money supply. Secondly, it provided banking institutions with excess 
liquid assets, thereby making it easier to expand domestic credit to the 
private sector in substitution of foreign trade credits. Thirdly, it assisted 
in depressing interest rates to levels in some cases lower than 
comparable rates overseas. 7 

Yet, at the same time, one objective of monetary policy was to keep 
rates up in an effort to stimulate capital inflows, and overcome the leads 
and lags problem. In other words, the latter problem was encouraging 
restrictive policies at a time when the economy was slowing down. 
Moreover, speculation against the rand produced more volatile liquidity 
conditions in the economy, as well as necessitating that the Bank adjust 
its foreign exchange investments with a greater emphasis upon liquid 
assets yielding lower interest rate returns. 

Moreover, on the gold front problems emerged as well. As previously 
suggested the managed float might have been expected to improve the 
flexibility of the authorities in conducting gold sales operations. In 
practice, beneficial effects in this regard were not apparent. For 
instance, any strengthening of the dollar encouraged the build-up of 
leads and lags and caused the foreign reserves to suffer (although 
mitigated by short term foreign loans by the Bank). This increased the 
pressures to sell gold on the market at a time when the price may 
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already have weakened due to the strengthening of the United States 
currency. There were in fact grounds for suspecting that this sequence 
of events may have contributed to the weakness of the gold price early 
in April 1975. What is more, during May and June 1975, the strength 
of the dollar, particularly vis-a-vis sterling, adversely affected leads and 
lags, and increased pressures for gold sales at a time when the free 
market price was weak partly because of a second. gold auction by the 
United States, and when the need to sell bullion was enhanced by the 
fall in demand for Krugerrands. 8 

Reasons For Abandoning Policy 

Simultaneously with the 4,7% downward adjustment of the rand against 
the dollar on 27 June 1975 it was announced that the managed float had 
been abandoned. Strictly speaking, the policy was only adhered to until 
the adjustment on April 4th 1975, after which the rand rate was held 
constant until the more significant adjustment in June. 

There were two major reasons why the policy was abandoned. The first 
reason was the hope that through reducing speculative pressures manage-
ment of the foreign reserves and gold sales flexibility would be im-
proved. Secondly, it was felt that capital inflows were deterred, since 
exchange rate consciousness among the business community increased 
which discouraged private borrowing overseas on fears of exchange rate 
changes. 

Overall movements in foreign capital inflows did not indicate such deter-
rents, since the capital account changed from an adverse balance of 
R150 million in 1973/74 to a surplus ofRI 499 million in 1974/75. The 
source of the leads and lags problem, however, could be gleaned from 
the private short term capital flows, including errors and unrecorded 
transactions. In the third quarter of 1974 this item recorded a surplus of 
R33 million, followed by net inflows of R342 million and R201 million 
in the following two quarters. By contrast, during the second. quarter of 
197 5 expectations of rand adjustments led to an outflow of R66 million. 
In other words, leads and lags seemingly only became a major problem 
during this latter period as importers speeded up payments, exporters 
delayed repatriating foreign receipts, and other private inflows were 
discouraged. 
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Towards the middle of 1974 the exchange control authorities announced 
that they would consider favourably private sector applications to borrow 
abroad for a period of not less than six months, provided the funds 
financed expansion of production capacity. In August 1974 it was 
announced that exemption from non-resident tax on interest would be 
considered in the case of foreign loans for deserving projects.· Such 
inceittives were of limited benefit during the float because of the lack of 
forward cover on randldollar loans, unless the latter financed trade 
deals. In contrast, this deficiency did not apply to the public sector. 

Lessons of Managed Floating 

From the viewpoint of the Republic, experience under the managed float 
showed that frequent small changes in rates would only increase specu-
lation if they became predictable. Paradoxically, linking the rand to a 
weak currency (i. e. sterling) would in some respects have been more 
conducive to success of the float. The progressive depreciation of 
sterling since March 1975 would have necessitated small upward rand 
adjustments, which would have deterred adverse leads and lags since 
exporters would have speeded up transfers of money to South Africa, 
and importers would have delayed making payments. The maintenance 
of a slightly undervalued rand would have been possible, thereby poten-
tially providing greater external stability. On the other hand, the political 
disadvantages of linking to the pound in the sense of the Republic 
linking its fortunes to that of a country facing serious economic and 
political difficulties, as well as the exclusion of any meaningful stability 
in the rate for the rand against the dollar and the currencies linked to it, 
weighed against such a policy.' Also, inducing favourable leads and lags 
could have created internal problems in regard to monetary stability. 

More Frequent Adjustments. The question arises whether other 
modifications in the float could have made it more successful. In this 
connection it is worth considering the idea that changes in the rand rate 
against the dollar should have made the float more akin to a modified 
crawling peg operation.IO 

Given smaller and more frequent rand adjustments on say a weekly basis 
or even a daily basis, this could have meant that each rate change was 
economicany insignificant; in addition adjustments could have become 
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less predictable since, on occasions, they could have been made for the 
sake of making a change even when no economic factors required this, 
or effected so as to be the reverse of market expectations. 

The purpose would have been to tackle more effectively leads and lags. 
However, whether success could have been achieved is open to question 
for a number of reasons. Firstly, economic circumstances could have 
arisen which required a significant change in the exchange rate of the 
rand, and encouraged leads and lags unless the authorities acted quickly 
to adjust the rate. Secondly, a pattern might have. emerged which 
showed that the average value of the rand was being kept roughly con-
stant or correlated with the gold and foreign exchange reserves. In such 
circumstances, people taking a view on the dollar and/or the foreign 
reserves position, would not have been deterred from acting because 
each change in the rate was insignificant and unpredictable. The in-
centive may have been encouraged by the likelihood that speculation, if 
sufficiently strong, would have induced an appropriate adjustment of the 
rate. In particular, given the position after March 1975 regarding the 
dollar and sterling, such a system might have aggravated leads and lags. 
Making smaller and sometimes unpredictable rate changes would not 
have discouraged traders from taking action in view of the established 
trends of these currencies. 

Moreover, irrespective of its influence in deterring leads and lags, such 
a system would have meant that stability in the exchange rate of the rand 
against the dollar bloc currencies would have disappeared. Making 
adjustments in the rand!dollar rate on a daily or weekly basis would 
have arguably constituted a more 'market orientated' exchange rate 
policy. The validity of this was dubious given the institutional arrange-
ments governing South African exchange rates. Movements in the rand! 
dollar rate would still have been dependent upon arbitrary, albeit more 
frequent, changes in the 'peg', while changes in the rand!non-dollar 
rates would still have been dependent on the rand/dollar rate together 
with the operation of market forces influencing the floating dollar against 
other currencies. 

It would, however, be unwise to conclude that such a policy would al-
ways have been unsuitable. The value of undertaking frequent adjust-
ments of the rand/dollar rate might have been greater where periodic 
devaluations or revaluations were persistently being nullified by strength 
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or weakness of the dollar. In other words, suppose the secular trend for 
the rand was downwards, and periodic devaluations against the dollar 
materialised say every three or six months. If the dollar simultaneously 
continued to strengthen, the benefits of the periodic cuts in the value of 
the rand against non-dollar currencies (assumed to be floating) would 
have been quicldy eroded. This would only have been corrected when 
the next devaluation occurred to be followed by a repeat of the cycle. In 
such circumstances, exporters might have been better served by more 
frequent but smaller rate changes. 

Unking to a Currency Basket. The previous observations pointed to the 
inadvisability of linking the rand to a basket of currencies or the SDR 
unit which was at that stage based on a basket of sixteen major 
currencies. For South Africa to link the par value of the rand to the 
SDR at a specified rate, and then alter the rate of the rand on a daily or 
weeldy basis in accordance with changes in the value of the dollar in 
terms of the SDR unit, would have involved automaticity which could 
at times have encouraged leads and lags. On the other hand, this 
problem could have been mitigated to the extent that traders expected 
only gradual movements in the value of the rand against the dollar. 

In addition, this procedure would have conflicted with the desire to see 
the overall value of the rand rise or fall at certain times, although it 
would have meant that the rand would not automatically float up or 
down with the dollar.ll Also, by expressing the par value of the rand in 
terms of the SDR, it could have been interpreted as acceptance of the 
SDR as numeraire of the international monetary system. The preference 
of the Republic was for a system with par values expressed in terms of 
gold. 

Rand Float Simulation. Another version of the managed float could 
have involved a simulated rand float under which the rate would have 
been manipulated to try and reflect developments if the rand was 
floating. 

Technically, it would have been feasible to simulate a rand float only 
against the pegging currency (the dollar). To simulate other rates would 
have led to inconsistent cross exchange rates for the rand, and exchange 
arbitrage would have developed at the expense of the Bank, with the 
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rates for these currencies quoted by the latter differing from those in the 
market. The simulation could have been based on weekly movements in 
the net foreign reserves of the banking sector, although it would have 
been an imperfect simulation since the foreign reserves reflect not only 
dollar but also other currency transactions. 

The economic desirability of such arrangements for the rand were con-
tentious, but could have appealed to those favouring a floating rate 
system. However, it would have offered no solution to speculation, since 
traders, by monitoring the reserves, would at times have been given a 
clear indication of potential rand/dollar trends. To alleviate this problem 
the authorities could have manipulated the foreign reserves, thus dis-
carding a genuine simulated float. 

More likely, any simulation would have reflected broader economic and 
political factors, and not just foreign reserve movements in order to 
make it less prone to speculation. The system, however, would still have 
been distinct from the managed float. Rates could have been adjusted in 
anticipation of dollar rate changes, and not because of actual move-
ments, while being more frequent and surprising, possibly causing some 
speculators to lose money, and stay out of the market. Also, there would 
have been no adherence to a specific average external value for the rand. 
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transactions of the country with the rest of the world. 
10. The managed rand float had connections with the crawling peg. Un-

der this latter system the obligation of monetary authorities to keep 
market exchange rates within a narrow margin of the parity rate is 
retained, but the latter rate can be adjusted at frequent intervals, 
after recalculation by reference to a moving average of market rates 
or foreign exchange reserves over some specified previous period. 

Both systems incorporate the principle of small but frequent 
changes mparities, but their mechanical operations differ in two 
respects. Firstly, no agreed laid down adjustment rules applied to 
the managed float. For example, there were no limitations on the 
size of parity changes, whereas under the crawling peg changes in 
parities are subject to 'gliding speed limits'. Secondly, under the 
local policy there was no band on either side of the rand/dollar 
parity whereas, under the crawling peg, obligations are retained on 
monetary authorities to keep market exchange rates within a narrow 
margin of the parity rates. 

Both aim to deter speculative movements, as well as depoliticize 
exchange rate changes. Also, both are designed to provide monetary 
and fiscal policies with greater independence from foreign monetary 
conditions. In other words, they incorporate more emphasis upon 
exchange rate adjustment for correcting external imbalances com-
pared with the Bretton Woods system. 

However, under the managed float changes in parity were on 
occasions undertaken to keep the weighted average value of the 
rand unchanged, whereas under the crawling peg changes would 
have involved small devaluations or revaluations in circumstances 
where otherwise payments imbalances might have developed 
further. The managed float was designed to cope with an environ-
ment incorporating both elements of fixed and floating exchange 
rates. In contrast, the crawling peg operates where the basic features 
of the fixed exchange rate system are retained. 

11. Assuming the par value of the rand in terms of the SDR remained 
unchanged. 
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CHAPTER 12 

EXCHANGE RATE POLICY FROM JUNE 
TO SEPTEMBER 1975 

In this chapter a historical review of policy is undertaken, which covers 
the period from June to September 1975. The most important policy 
move was the devaluation in September 1975, which amounted to the 
most substantial adjustment of the currency throughout the 1970s. This 
devaluation was again prompted partly by capital account considerations 
in circumstances where the economy had allegedly been subject to 
fundamental change. 

Devaluation of Rand in June 1975 

In June 1975 the country abandoned the managed float policy, and 
declared that in future the exchange rate parity with the dollar would be 
kept constant for longer periods, and only adjusted if considered 
essential in the event at any basic change in domestic or. international 
circumstances.1 In other words, the policy in operation since the end of 
1971 until June 1974 was basically reinstated. 

Motivation. The 4,7% devaluation against the dollar in June 1975 im-
mediately restored the rand/dollar rate to that which existed before the 
Smithsonian Agreement in December 1971, and the size of the adjust-
ment indicated that the authorities were keen to see the new rate main-
tained at least for a few months, barring any dramatic developments on 
the gold front, or in the foreign exchange markets. Judging by the state-
ment issued by the Minister of Finance, the authorities anticipated that 
the rand would appreciate somewhat in value in the short term.2 In other 
words, the rand was deliberately undervalued in the short term because 
of expectations that this advantage would be eroded, which was 
subsequently proved to be correct. In the meantime it was hoped that the 
move would ensure that unfavourable leads and lags, which had built up 
prior to the abandonment of the managed floating, would be reversed. 
Together with the hoped for improvement in capital inflows, this would 
have benefited the foreign reserves and internal liquidity . This adjust-
ment in the rate, although it improved marginally the competitive 
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position of local industry vis-a-vis foreign competition, was dominated 
by the objective of improving the capital account of the balance of pay-
ments. 

The move fitted in with the policy pursued since 1972 which in-
corporated linking the average external value of the rand with move-
ments in the gold and foreign exchange reserves. Since then there had 
been a positive but lagged correlation between movements in the foreign 
reserves and the weighted average value of the rand. During 1975 the 
reserves showed signs of possibly bottoming out, but no signs of 
increasing significantly amidst a business cycle slowdown, and in such 
circumstances the authorities were probably keen to avoid any significant 
appreciation in the rand. 

This latter factor partly explained the difficulties experienced im-
mediately after June 1975 in trying to effect a smooth transition from 
managed floating to a system of less frequent but larger exchange rate 
adjustments. Given the continued strengthening of the dollar in July 
many participants, noting the basic policy pursued since the breakdown 
of the Bretton Woods system explained above, suspected that the new 
policy involved a downgrading of the previous managed float, and that 
therefore a further downward adjustment of the rand vis-a-vis the dollar 
was to be expected. The resulting reappearance of leads and lags was 
only overcome by raising interest rates, as well as relaxing exchange 
control regulations. 3 This had a useful 'demonstration effect' in showing 
that a rise of a percentage point or two in the weighted average value of 
the rand was not sufficient by itself to induce an adjustment in the rand. 

September 1975 Devaluation 

On 21 September 1975 the rand was devalued by 17,9 % against the 
dollar. In view of the strength of the latter, the sharp fall in the gold 
price at that juncture, and the danger of a serious re-emergence of 
adverse leads and lags, a downward adjustment was highly likely if not 
inevitable. Nevertheless the size of the downward move was somewhat 
surprising for which a number of factors could be ascribed as having 
been responsible. 
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Motivation. The size of the devaluation roughly restored the position of 
the gold mines to that which existed prior to the gold price decline at the 
beginning of September when the price was -above $160 an ounce, and 
thus relieved in the short term the problems faced by marginal mines. 
What is more, the current account deficit had remained sizeable even 
though the slowdown phase of the business cycle had been in progress 

. since roughly mid 1974.4 Naturally, an improvement in the external 
position was anticipated by the move, which in turn should have 
strengthened the position of the authorities in conducting gold sales at a 
time when the bullion markets had been disrupted by the proposed 
I.M.F. gold sales. ; 

This substantial devaluation had in particular useful effects in discourag-
ing speculation ag~t the rand and stimulating capital inflows. In fact, 
the desire to reve,-se outflows of funds and thus improve the capital 
account and partiqu1arly subdue leads and lags influences, was a major 
motivation behin4 the devaluation move. According to the devaluation 
statement issued 1i>y the Minister of Finance, the August 1975 measures 
relating to exchange control had already yielded positive results relating 
to leads and lags influences, and therefore questions were raised in cer-
tain quarters why leads and lags should have played a role in the de-
valuation decision. 5 The great danger was, however, that in the absence 
of a decisive devaluation leads and lags influences would have built up 
again on a scale which the Bank could not have coped with, while simul-
taneously draining liquidity out of the economy. 

Apart from the need to discourage leads and lags the encouragement of 
capital inflows was important. This arose out of the need to finance 
substantial capital projects under way such as Sasol 2, and it was argued 
that the type of foreign capital available at that time was particularly 
influenced by balance of payments trends. Foreign funds allegedly were 
not being provided on a significant scale in the form of risk capital, but 
instead mainly by way of banking funds such as eurodollar finance 
where security of investment channels was of major importance.6 In 
contrast, other parties claimed that foreign investment was primarily a 
function of interest rate differentials or yield prospects, and was not 
encouraged by currency devaluation. 7 During the early 1970s, however, 
the Republic had become increasingly dependent upon eurodollar and 
eurobond finance where loans are denominated in foreign currencies. 8 

The balance of payments position of a country played a key role in 
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determining the degree of accessibility of such funds. There was also a 
trend in the Republic for the demand for eurocurrency finance to 
diminish in the private sector at times of fears of a possible rand 

devaluation due to the lack of forward cover facilities for non-trade 
related finance. 

The more pessimistic outlook for a world economic recovery in the short 
term likewise influenced the authorities in deciding on a big adjustment 
in the interests of stimulation of internal growth.' The authorities 
believed a typical 'conflict' situation had arisen in more pronounced 
form than in 1971 when the previous sizeable devaluation materialised. 
Simultaneously, the move was designed to boost the tax revenue of the 
government, help reduce its reliance on bank credit to finance 
government expenditures, and aid monetary and budgetary stability. In 
addition, the size of the devaluation took account of the possibility of a 
strengthening of the dollar .10 

Alternative Strategy. In some quarters this substantial devaluation was 
criticised on the grounds that such a currency adjustment should be 
carried out only in circumstances where the economy has undergone 
fundamental change which requires structural modification, and that the 
authorities were using the exchange rate as an instrument of economic 
policy to an undue extent.u 

A key issue in this argument related to the fall in the gold price. If this 
decline was regarded as only temporary, the case for resisting such a 
devaluation was persuasive, and vice versa if the fall was regarded as 
more than a short term phenomenon. In viewing the merits or otherwise 
of devaluing, it was necessary to consider the magnitude of the short 
term difficulties if no devaluation had occurred. For instance, it was 
alleged that at $140 an ounce (pre-devaluation), roughly 27% of milled 
tonnage in the gold mining industry would have been uneconomic 
involving a labour force of around 200 000, and creating a strong 
burden on the state assistance scheme for marginal mines.ll Later, 
moreover, it became clear that the authorities had anticipated that the 
prospects for the gold price at the time of devaluation were rather 
poor.D 
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It has been claimed that except for the cumulative effects during and 
after a great war, structural changes by themselves are not of major 
significance as causes of balance of payments difficulties!4 Since the 
exports of South Africa were concentrated with heavy reliance on gold 
the economy could be regarded as particularly vulnerable to structural 
factors which affect the balance of payments since the gold price could 
fluctuate markedly. Certainly, vulnerability of the economy to structural 
change emanating in the gold sector was less marked in the Bretton 
Woods era when there was a guaranteed fixed price of gold. 

The claim that the economy at the time of devaluation had undergone a 
fundamental change which involved a loss of international competitive-
ness might, moreover, be argued by reference to monetary and fiscal 
developments during the 1973-75 period. During the entire post-war 
period the economy has been characterised by a strong, although 
somewhat lagged, positive correlation between the rate of growth of the 
money supply and foreign reserves on the one hand, and the business 
cycle on the other. Any sustained rise in the foreign reserves had 
boosted the rate of increase in the money supply, which in turn provided 
the base for an upward phase of the business cycle. Conversely, any 
protracted fall in the foreign reserves had been accompanied by a lower 
rate of increase in the money supply, and less vigorous expansion of the 
economy.. However, this consistent pattern had been broken. After 
mid-1973, when the foreign reserves began to fall, followed by the 
slowdown in the economy initiated around the middle of 1974, this was 
not accompanied by retardation in the rate of increase of the money 
supply unti11975. 15 This unusual phenomenon was responsible for the 
lack of any moderation in the inflation rate of the Republic at a time 
when inflationary pressures which emanated from rising import prices 
had started to fall since the beginning of 1975. These developments 
therefore raised the question whether some sizeable devaluation of the 
rand was inevitable. 

A number of factors help to explain this monetary phenomenon. Firstly, 
the budgets in 1974 and 1975 were characterised by big increases in 
government expenditure. The latter budget, in particular, was based in 
part on what in retrospect proved to be unwarranted, namely the 
maintenance of historically high free market gold priceS.16 These fiscal 
developments forced the government to turn more to bank credit to 
finance its expenditure, as indicated in the accompanying table. 
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Bank Credit Extended to Government 

Net increase in Percentage of 
Year bank claims gross domestic 

on government product 

1971 R318 million 2,3 
1972 R 90 million 0,6 
1973 R120 million 0,6 
1974 R433 million 1,9 
1975 R797 million 3,1 

Source: Adapted from South African Reserve Bank Quarterly Bulletins 

Secondly, the continued high rate of increase of the money supply might 
have reflected changes in external conditions which confronted the auth-
orities following the breakdown of the Bretton Woods system. Local 
exchange rate policy had come to incorporate the use of the rate as an 
instrument of economic policy, whereas before it was a reference point 
to which internal economic policies had to be disciplined. Official policy 
might therefore have incorporated a willingness to pursue expansionary 
policies on the basis that any resulting inflationary pressures and 
payments difficulties could partially be 'taken on the exchange rate'. 

However, if the economic structural change argument was regarded as 
untenable, and the currency adjustment inadvisable, the question arises 
as to what alternative strategy could have been pursued. The most likely 
measures would have been a tightening of import controls and additional 
restrictive monetary policies. 

Import Controls. Additional import controls should have improved the 
balance of payments, and would have been more easily reversible at a 
future stage than devaluation. This was because the authorities in the 
short term would have been reluctant to revalue the rand unless there 
had been, for instance, a considerable rise in the gold price. Such a 
move would have cast doubts on the propriety of devaluation, possibly 
invited suspicions that a managed rand float was going to be re-
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introduced, and intensified exchange rate consciousness among the 
business community. 

On the other hand, apart from the economic disadvantages of import 
controls, it was unclear whether they would have produced significant 
short term benefits, because the third round of import permits had 
already been granted. They might also have been criticised overseas as 
uncooperative in view of the danger of trade controls spreading. 

Monetary Policy. As regards the tightening of monetary policy this 
might have been supported on the grounds that considerable liquidity 
existed in the economy. For example, since August 1974 there had been 
a marked change in the excess liquid assets position of commercial 
banks from a position of -0,3 % to +6,9% in July 1975. Since a sizeable 
proportion of government spending had in previous months been 
financed via bank credit, a tightening of banking liquidity could have 
reduced the degree of government spending financed by bank credit. 
This would have curbed inflation, economic activity and imports, as well 
as encouraged capital inflows to the extent that local interest rates rose. 

It must, however, be remembered that the devaluation was accompanied 
by some tightening of liquid asset requirements, and in the absence of 
any significant currency adjustment the severity of deflationary measures 
required to constitute an effective policy would appear to have been un-
acceptable to the authorities.I7 It must be questioned whether such 
measures would have been accepted as sufficient by the foreign ex-
change markets, particularly in view of the failure of the gold price to 
recover meaningfully after the devaluation. If not, serious pressures on 
the modest foreign reserves of the Reserve Bank, which stood at R794 
million at the end of August 1975, would have built up. 

Mention of the leads and lags brings us back to the circumstances sur-
rounding the September devaluation. The excessive expenditure of the 
government, financed to a large extent via bank credit, meant that the 
commercial banks built up a considerable excess of liquid assets in the 
third quarter of 1975 as shown in the acompanying graph. 
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This graph also shows the marked decline in the net reserves of the 
banking system in the months before September 1975. Hence, once the 
rand came under suspicion bank credit was available for importers to 
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settle their foreign exchange commitments quickly thus producing a run 
on the rand. One lesson of the 1975 devaluation was clear. Control over 
the exchange rate could be seriously undermined in circumstances where 
excessive government expenditure caused a build up of liquid asset hold-
ings among banks, the rand was under suspicion, and many traders had 
exposed foreign currency liabilities. 

Implications of Devaluation. A major objective of the devaluation was 
to contribute towards budgetary, financial and economic stability in the 
economy. Compared with the alternative strategies available, increased 
economic growth in the short term would hopefully materialise. 
However, in the longer term the growth implications might not have 
been so favourable. This substantial devaluation was executed when the 
inflation rate as measured by the consumer price index, was already 
13 %. The move therefore considerably complicated efforts to alleviate 
the problem. 

The decision to devalue in September 1975 was also criticised on the 
grounds that an improvement in the current account could not be ex-
pected since price elasticities of demand for the imports and exports of 
the Republic were not sufficiently large.18 It is open to question whether 
accurate estimates of these parameters could be ascertained. Never-
theless, the initial repercussions of the devaluation were disappointing. 
A current account deficit of Rl 813 million in 1975 was followed by a 
deficit of Rl 630 million in 1976, but it would still be injudicious to 
conclude that this reflected failure of the devaluation itself. 

A number of factors were detrimental to the short term success of the 
devaluation move. Firstly, the trade weighted value of the rand appre-
ciated by 5,1 % between the end of September 1975 and the end of May 
1976.19 

Secondly, periodic scares about the danger of another devaluation of the 
rand and/or import controls, which reflected the payments position and 
the strength of the dollar, played a part.20 Thirdly, during all four 
quarters of 1976 seasonally adjusted inventory holdings, valued on an 
annual basis, declined and so helped on the import front.21 Nevertheless, 
the deteriorating political situation in the months following the 
devaluation must have encouraged the -stockpiling of imported items. 
Similar considerations encouraged a flight of capital from the country, 
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one method involving the over-invoicing of imports, which allegedly, 
reached serious proportions.22 Fourthly, the terms of trade of the country 
in 1975/76 moved adversely. 23 Lastly, large capital projects, with a sub-
stantial import content, were initiated by entities such as Sasol 2. 
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CHAPTER 13 

EXCHANGE RATE POLICY FROM 
SEPTEMBER 1975 TO JANUARY 1979 

The exchange rate policy of the authorities underwent a fundamental 
change after September 1975 in the sense that while the link with the 
American dollar was maintained, the rand-dollar exchange rate became 
fixed for a relatively long period of time. Indeed, from the time of the 
September 1975 devaluation right through until the end of January 1979 
the rand-dollar exchange rate remained fixed. This not only meant that 
the rand remained stable against the currency of one of its most im-
portant trading partners, but in addition the trade weighted value of the 
rand enjoyed a measure of stability. Immediately after the devaluation 
of 17,9 % on 22 September 1975, the weighted average value of the rand 
depreciated slightly further against its most important trading partners, 
but appreciated gradually again thereafter until October 1976. At that 
stage the weighted average value of the rand against the most important 
other currencies was 7,8 % higher than in October 1975. The rand then 
depreciated again gradually so that near the end of August 1978 it was 
only about 1 % lower than the weighted average value in September 
1975. 

Balance of Payments Developments and the Exchange Rate 

This new policy was vividly illustrated by events dUring the third quarter 
of 1976 when downward pressures on the foreign reserves materialised, 
and the authorities responded by tightening monetary policies, applying 
to the I.M.F. for stand-by credit facilities, and introducing a temporary 
deposit of 20 % of the value of certain imported goods. 

This import deposit scheme allegedly made an important contribution to 
the discouragement of imports, while providing the government with ad-
ditional funds at a time when it was crucially important to finance 
government expenditure in a non-inflationary manner. 1 Given that the 

145 



current account of the balance of payments was in deficit and the eco-
nomy in a downward phase of the business cycle, it might have been 
expected that the rand would have been devalued as an alternative. 

The authorities, however, were confidently expecting that in time the 
monetary and fiscal measures previously introduced would strengthen the 
balance of payments position, and thus only temporary curbs on imports 
were required.2 In addition, it was felt that the full beneficial effects on 
the current account of the devaluation of September 1975 were still to 
be realized, which suggested that the rand's parity should not be 
tampered with. 

The policy of maintaining an unchanged parity for the rand against the 
dollar was carried out against the background of considerable changes 
in the balance of payments position. By the year to 30 June 1978 the 
current account had reverted to a surplus of R984 million compared with 
deficits of I.U53 million in the year to 30 June 1977, and Rl 996 million 
in 1975/76. As a percentage of the gross domestic product the current 
account improved from a deficit of 7,2% in 1975/76 to a surplus of 
2,7% in 1977/78. 

This favourable development was partly attributable to a surge in 
merchandise exports, which rose by no less than 33 % during 1976/77 
following an increase of 25 % during the preceding year alone. The 
influence of the September 1975 devaluation no doubt partly explained 
the robust performance of exports, while a further boost emanated from 
a rise in the price of gold after August 1976 when it reached a cyclical 
low point of $103 an ounce. 

Regarding the capital account of the balance of payments a net inflow 
of capital of Rl 664 million in 1975/76 and R33 million in the year to 
30 June 1977 changed into a net outflow ofRI 064 million in 1977/78. 
By 1978 the capital account allegedly constituted one of the most im-
portant bottlenecks in the economy, since deficits on this account were 
forcing the authorities to pursue policies conducive to the maintenance 
of surpluses on the current account.3 Moreover, despite the passive 
exchange rate policy at that time, fluctuations in the capital account 
position were partly the product of ebbs and flows in leads and lags 
associated with rumours of currency changes. Early in 1978, for 
instance, rumours emerged about a possible devaluation of the rand, 
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while the relatively sharp depreciation of the dollar in the major foreign 
exchange markets during August 1978 gave rise at that time to 
speculation about a possible revaluation of the rand, and even the 
possible severance of the rand from the fixed exchange rate with the 
dollar. 

Factors Influencing Passive Exchange Rate Policy 

It can be argued that the losses incurred on forward exchange account 
as a result of the September 1975 devaluation inhibited any subsequent 
flexibility in the conduct of exchange rate policy. The prospect of 
further substantial losses on forward cover arising out of any significant 
downward adjustment of the rand plus the heavy foreign borrowing by 
the Reserve Bank and government could have helped to explain the 
decision to impose import restrictions rather than devalue in July 1976. 
At the end of October 1976 the foreign loan liabilities of the Reserve 
Bank stood at R657 million compared with nil in the middle of 1973. At 
the end of September 1976 the foreign debt outstanding of the govern-
ment stood at Rl 079 million compared with RI06 million at the end of 
1969. In reality, however, exchange rate policy was not influenced by 
such considerations at that stage. 

The time lag between the major devaluation in September 1975, and the 
effects on exports and imports partly accounted for the reluctance of the 
authorities to devalue yet again in the subsequent period up to January 
1979. To some extent, moreover, the emphasis upon a fixed rand-dollar 
rate reflected the policy objective of strengthening the balance of pay-
ments position while reducing the rate of inflation in 1976 and 1977. 
During that period the rate of increase in the consumer price index 
stubbornly remained in double digit figures. Economic policy could have 
been modified to provide an element of stimulation through currency 
devaluation, but this would have been in conflict with the objective of 
reducing inflation. The authorities believed that a healthy balance of 
payments position, and a lower rate of inflation were prerequisites for 
re-establishing a sound basis from which economic growth could once 
again be promoted. 4 

Even so, the authorities were not entirely committed to an unchanged 
parity for the ~and against the dollar. By early 1978 a new business 
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cycle upswing had commenced, and the Reserve Bank recognized that 
under the prevailing system of fluctuating exchange rates for the major 
currencies an immutable rand-dollar rate could be inappropriate. The 
Bank at that stage believed that it was essential to ensure that the ex-
change rate policy was compatible with the policy of mild stimulation of 
the domestic economy without aggravating the inflation and balance of 
payments problems. 5 

Some scepticism on the part of the authorities concerning the benefits of 
greater exchange rate flexibility since the breakdown of the Bretton 
Woods system could also be detected. The Reserve Bank argued that the 
system of floating exchange rates for the major currencies had 
contributed to a lack of investment, and the Bank would have welcomed 
a return to more stability in exchange rates. 6 
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CHAPTER 14 

MOVES TOWARDS A FLOATING 
EXCHANGE RATE SYSTEM FOR 
THERA1~ 

Early in 1979 radical changes in exchange rate policy began to emerge 
which were to lead within a few years to a managed floating of the rand. 
In this chapter the reform measures which were required in the foreign 
exchange market to facilitate such an exchange rate system are ex-
plained, along with the arguments in favour of a floating rate regime for 
the rand. 

From February 1979 onwards the foreign exchange environment in 
South Africa began to change radically following the release of the 
Interim Report of the De Kock Commission, which recommended a 
gradual and systematic process of changing the country's exchange rate 
policy and practices.1 The authorities accepted the main findings of the 
Commission, and initiated a series of measures starting in late January 
1979 with the ultimate aim in mind of establishing a unitary exchange 
rate system under which an independent and flexible rand would find its 
own level in well developed and competitive spot and forward foreign 
exchange markets in South Africa. In this system the fluctuations of the 
rand would be managed through Reserve Bank intervention by means of 
purchases and sales of foreign exchange (American dollars), while there 
would eventually be limited exchange control applicable to residents. 

The eventual aim of this exchange rate system was therefore one of 
managed rather than free floating, and such a system implied that the 
rand would no longer be pegged to the American dollar. The rand would 
become an independent currency with an exchange rate largely 
determined by the state of South Africa's own balance of payments and 
domestic economy, and not by the fortunes of another country's 
currency. An independent floating rate system for the rand had 
previously not been possible, because the foreign exchange market was 
not sufficiently developed. However, by 1979 such a market had become 
more feasible even though it would take time to fully develop. The 
proposed new exchange rate system could not therefore be implemented 
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immediately, but instead was to be attained through a gradual process of 
adjustment. 

Reform Measures in Foreign Exchange Market 

In order to initiate the above-mentioned process of change the Reserve 
Bank introduced a number of reforms in January 1979. Firstly, for the 
time being the Reserve Bank still quoted predetermined buying and 
selling rates for American dollars at which it was prepared to enter into 
transactions with authorised dealers. These rates were not, however, 
kept unchanged for long periods at a time as in the past, but were to be 
adjusted more frequently to changing circumstances. 

Secondly, in order to develop a broader and more active and competitive 
foreign exchange market in South Africa, in which the rand could later 
be allowed to find its own level subject to Reserve Bank intervention, 
the central bank ceased to prescribe mandatory buying and selling rates 
at which authorised foreign exchange dealers must conduct their 
transactions in American dollars with the pUblic. This meant that subject 
to certain other rulings authorised dealers were able to compete freely 
in the foreign exchange market. 

In the more competitive environment which therefore came into play the 
spread between the buying and selling rates quoted by foreign exchange 
dealers to the public were expected to narrow. Under the new 
arrangements authorised dealers were therefore expected to experience 
declining profits on foreign exchange transactions, and the authorities 
proposed that the dealing banks might consider levying moderate charges 
on those clients on whose behalf they incurred costs in administering 
exchange control. 2 

Thirdly, the Reserve Bank sought to allow authorised foreign exchange 
dealers to mafutain reasonable 'open positions' in foreign exchange, and 
to deal for their own account in foreign exchange within li.ritits laid 
down by the Bank. The authorized dealers were requested to submit 
returns to the Reserve Bank at shorter intervals than in the past, so that 
their 'positions' in foreign exchange could be kept under constant 
surveillance. 
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The Reserve Bank prescribed two limits for authorised foreign exchange 
dealers. Firstly, in order to control the exposures of individual 
authorised dealers and the banking community as a whole, as well as to 
protect the official reserves, the Bank set an 'open position limit' for 
each dealer for all foreign currencies together (both spot and forward) 
against rand, which each dealer had to observe at the close of trading 
every day. This limit applied to the difference between the authorised 
dealers' assets and liabilities in foreign currencies, including forward 
assets and liabilities. This measure was aimed at enabling the position 
of each individual bank to be monitored by the authorities so that, 
among other things, an official watch could be kept on the level of the 
country's international reserves. 

Secondly, in order to place an adequate limit on the amount of foreign 
exchange held outside the official reserves, the Reserve Bank imposed 
a 'spot against forward' limit on each dealing bank. This referred to a 
limit on a dealer's net current assets held in cover of net forward sales. 
Initially, these various limits were relatively narrow, but it was the 
intention of the authorities to expand them as soon as practicable in 
order to encourage the development of the foreign exchange market. 3 

Roughly a month later on 27 February 1979 the Reserve Bank took a 
further step when it ceased to announce in advance its predetermined 
buying and selling rates for American dollars at which it was prepared 
to enter into transactions with authorised dealers. However, partly owing 
to difficulties in establishing a satisfactory network of communications 
with the other banks in the foreign exchange market, the Reserve Bank 
continued to de3.I in dollars at buying and selling rates which were 
known to the other banks at all times, and which were never changed 
during the course of the day and,sometimes not for several days on end. 
Moreover, the Bank still maintained a fixed spread of 20 points between 
its buying and selling rates. 

Another step towards reform was announced by the Minister of Finance 
on 4 May 1979 when it was indicated that in future market forces would 
play a greater role in determining the exchange rate of the rand. The 
Reserve Bank would still participate actively and continually in the 
market as a buyer and seller of dollars, thereby still exerting a large 
measure of control over the movements of the rand/dollar rate. 
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However, the rates at which the Reserve Bank would deal in dollars 
would be freely varied in response to market forces. Thereafter, the 
Reserve Bank started to change its dollar rates more frequently, 
including changes during the course of the day. 

All these steps helped to develop a more sophisticated foreign exchange 
market, but a system of managed floating had still not been attained. 
Instead, it remained one of 'variable dollar pegging'. Under a managed 
float the Reserve Bank would not adhere to predetermined and publicly 
known buying and selling rates at which it was committed to deal 
without limit with authorised dealers. With a managed float in operation 
the Reserve Bank would have influenced the randldollar rate by buying 
and selling dollars in the market at rates which could have varied from 
transaction to transaction. 

During the rest of 1979 and 1980 the Reserve Bank made progress with 
the improvement of communications between itself, and the authorised 
foreign exchange dealers with a view to being placed in a position to 
apply the intervention techniques appropriate to a system of managed 
floating. One example of the more sophisticated intervention techniques 
arose in October 1979 when the Reserve Bank started to intervene in the 
foreign exchange market by telephoning the banks and inviting them to 
bid for $1 million each without indicating to the banks the rate at which 
it would be prepared to sell the dollars. This type of intervention created 
a new element of uncertainty which was the quintessence of a managed 
float. The authorities were also aware of the fact that for technical 
reasons the 'variable dollar pegging' policy from the end of January 
1979 onwards had contributed to an undue narrowing of the margins 
between the buying and selling rates of the banks, which had resulted in 
an excessive decline in the banks' profits on foreign exchange trans-
actions. 

Handling of Krugerrand and Diamond Sales. Certain changes which 
would have facilitated the emergence- of a more active foreign exchange 
market, and which in tum would have been conducive to the floating of 
the rand were not implemented in January 1979. In particular, the 
Reserve Bank continued to collect the dollar proceeds from sales of 
Krugerrands and diamonds. During February 1979 the Minister of 
Finance Senator Horwood had indicated that the proceeds from these 
commodities could in future be channelled directly through the foreign 
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exchange market by the Chamber of Mines in respect of Krugerrands 
and De Beers in respect of diamonds. 

The Reserve Bank feared that if· the proceeds from diamonds and 
Krugerrand sales were sold directly into the market by these two 
organizations, the latter would sell them all to one or two banks 
(Standard Bank and/or Barclays National Bank), thereby establishing 
near-monopolistic conditions in the foreign exchange market. These two 
banks already handled more than 60 % of total foreign exchange 
dealings. It was expected that De Beers in particular would be unwilling 
to sell its proceeds through more than one bank because it feared that 
otherwise its diamond sales would become widely known. 

On the other hand, the deliberate establishment of a near-monopoly in . 
the relatively small local foreign exchange market would have become 
immediately obvious. What is more, competition between the banks for 
dollars was tough following the reform measures introduced in January 
1979. The banks demonstrated their willingness to compete aggressively 
with each other. If a trend towards a monopoly had developed, the 
authorities retained the influence to try and reverse such a development. 
What is more, the channelling of Krugerrand and diamond sales through 
the market would have enabled the banks to recoup from higher foreign 
exchange turnovers what they had lost from lower dealing margins. In 
the wake of the reforms announced in January 1979 dealing margins 
contracted from around 60 points to between 5 and 10 points.4 

Any reservations which existed did not stop reform in this area of the 
foreign exchange market. In early March 1979 a new arrangement came 
into effect in terms of which the proceeds of Krugerrand sales started to 
be channelled directly to authorised dealers in the foreign exchange 
market instead of to the Reserve Bank. A similar dispensation for 
diamond sales came into effect at a later date. 

Arguments in Favour of Managed Floating 

The move towards a managed floating of the rand reflected the ac-
ceptance of the view that exchange rate policy in South Africa should 
form an important part of official economic strategy designed to achieve 
the optimum combination of economic growth, balance of payments 
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equilibrium and internal economic stability. 5 There were in particular six 
interrelated reasons why the authorities considered a system of managed 
floating to be superior to 'variable dollar pegging' . 

Firstly, under a system of managed floating the external value of the 
rand would no longer be determined by the fortunes of the United States 
dollar, but by South African circumstances. This particular advantage 
could theoretically also be obtained by variable dollar pegging provided 
the rand/dollar rate was adjusted not only very frequently, but also in 
the right direction and to the right extent. However, without any 
guidance from the market, the direction, extent and frequency of these 
changes would then have been largely determined on a subjective basis 
by the authorities, and this was a poor substitute for market forces.' 

Secondly, under a system of managed floating exchange· rates, changes 
would no longer take the form of devaluations or revaluations decided 
upon by the government. Instead, they would be largely 'depoliticised'. 
Under the previous pegging arrangements changes in the rate could be 
blamed on the government which accordingly could be reluctant to agree 
to mutations in the rate. 

Thirdly, under the dollar pegging system of the 1970s changes in the 
overall balance of payments positions were immediately reflected in the 
net or gross official reserves. At times this created a serious problem of 
management of the foreign reserves for the Reserve Bank. Under a 
system of managed floating the foreign reserves would no longer have 
to absorb the full impact of changes in the balance of payments. Instead, 
some of the impact could be absorbed in the floating exchange rate if the 
authorities so desired. This should facilitate the management of the 
foreign reserves. 7 

Fourthly, the old system of dollar pegging tended to encourage rand 
speculation whenever the pegged randJ dollar rate came to be viewed by 
the market as vulnerable. A system of managed floating would not solve 
this problem altogether, especially in the face of a fluctuating gold price, 
but leads and lags should become more muted since the system should 
yield more flexible and realistic exchange rates, which would confront 
the speculator with a 'two-way' risk.s 
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Fifthly, a system of managed floating should serve to ease the pressure 
on exchange control, and permit relaxations and simplifications in this 
area. The experiences of the 1970s showed that even a combination of 
tiFt exchange control, and tight fiscal and monetary policies could not 
be counted upon to deal effectively with a persistent tendency for capital 
to leave the country. Under managed floating in contrast the authorities 
could, if they so desire, allow the exchange rate at times to depreciate 
as part of efforts to strengthen the balance of payments and the foreign 
reserves. The effect of such a depreciation would be to discourage the 
outflow and encourage the inflow of foreign capital. In this manner the 
pressure on exchange control would be eased. 9 

Lastly, under the previous system of dollar pegging, priority in policy 
often had to be accorded to the protection of the foreign reserves, rather 
than to economic growth or anti-inflationary action. In order to defend 
a given rand/dollar exchange rate, for instance, it was necessary at times 
to apply restrictive monetary and fiscal policies when the domestic 
economic situation required a policy of growth and expansion. Under a 
system of managed floating it would be possible for the authorities in 
appropriate circumstances to pursue more consistent and effective 
contra-cyclica1 or growth policies, by allowing the exchange rate to 
appreciate or depreciate as required. Some analysts asserted that a major 
benefit of a rand float would be the greater scope which it furnished for 
the exchange rate to cushion the foreign reserves from unexpected 
political shocks which must inevitably materialise. to 

The authorities viewed this increased flexibility as particularly important 
in an open economy like that of South Africa which could be confronted 
by a so-called conflict situation. This was a situation where the defence 
of a fixed rand/dollar rate required· restrictive monetary and fiscal 
policies at a time when the domestic economic situation called for ex-
pansionary policies. It could be to South Africa's advantage in such cir-
cumstances to accept some depreciation of the external value of its 
currency as the price to be paid for more rapid economic growth, rather 
than to accept a low growth rate with recessionary conditions as the 
price to be paid for the defence of an unrealistic exchange rate, which 
would probably have to be devalued eventually in any case. 11 
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At the same time, however, the authorities believed that exchange rate 
policy could never be a substitute in South Africa for financial 
discipline. Exchange rate adjustments could not by themselves solve the 
problems of inadequate economic growth, balance of payments dis-
equilibrium or inflation. On the contrary, an unduly permissive exchange 
rate policy could easily exacerbate these problems. Making the rand a 
strong currency was therefore regarded as a basic long term objective 
of South Africa's monetary and fiscal policies. 
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CHAPTER 15 

FORWARD EXCHANGE POLICY 
(1967-1980) 

The question of the provision of forward exchange facilities in South 
Africa had long been a neglected issue owing to a number of circum-
stances. For long periods the system of fixed but adjustable exchange 
rates prevailed, while the main export item of the country, gold, was 
sold through the Reserve Bank itself at a fixed guaranteed price of $35 
per ounce. The concentration of foreign trade with the United Kingdom, 
and the even larger denomination of sterling in foreign trade in 
aggregate meant that a forward market in currencies other than in 
sterling was of relatively little importance. Also, until 1967 the demand 
for forward facilities in sterling must have been limited, since as a 
member of the Sterling Area South Africa had a long record of an 
unchanged rand/sterling exchange rate, while in the absence of a proper 
foreign exchange market the rand/sterling rate was not subject to 

fluctuations within exchange rate margins which could have induced 
forward covering for foreign trade where relatively small profit margins 
prevailed. 

This environment, however, progressively changed. By the early 1970s 
international monetary arrangements comprised a hybrid system of fixed 
but adjustable exchange rates and floating rates, with South Africa 
adopting a much more flexible exchange rate policy than during the 
Bretton Woods era. Adverse leads and lags which had confronted the 
authorities for a number of years from the beginning of the 1970s on-
wards had involved both pressure on the spot and the forward foreign 
exchange rates. Since these pressures, and the associated problems on 
the capital account of the balance of payments, had been sufficiently 
powerful to influence exchange rate policy, interest in and the im-
portance of, forward exchange dealings correspondingly increased. 
Apart from these considerations the continued expansion of the foreign 
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trade of the Republic affected positively the volume of forward exchange 
business undertaken. 

Case for Provision of Forward Cover Facilities by Reserve Bank 

Given the absence of a fully developed local foreign exchange market, 
and the associated absence of comprehensive forward cover facilities 
available on a private basis in the market, there were strong arguments 
in favour of forward cover facilities being provided by the authorities at 
the time when Dr De Jongh became Governor. Such justification was 
based on the argument that traders should be safeguarded as far as pos-
sible from the risks stemming from exchange rate fluctuations, especially 
since most of the foreign transactions of the country were denominated 
in foreign currencies. 

In fact it has been argued that the authorities in countries such as South 
Africa were under a strong moral obligation to provide forward 
facilities, at least for current account transactions, irrespective of the 
risk involved.1 This was also of practical interest because the export 
trade as well as the importation of essential capital goods were 
encouraged. The latter could be costly, and long delays in delivery 
frequent, in which circumstances the existence of forward facilities could 
be of coDsiderable benefit to importers .. Likewise, exporters might feel 
that, in the absence of such facilities, they were at a competitive dis-
advantage to exporters in other countries who were obtaining forward 
cover to deal with their exchange risks.2 These risks had to be faced by 
someone, and it was argued that in this respect monetary authorities 
were better equipped to evaluate and respond appropriately to currency 
trends than were businessmen. 3 

However, the forward cover services provided in the Republic by the 
Reserve Bank were such that the scope for. currency flexibility enjoyed 
by the central bank was limited. Furthermore, if the previous arguments 
were regarded as valid this sti11left unanswered the vital question of the 
extent to which these official facilities should be rendered. 

It used to be claimed that the justification for official support of forward 
rates could be that it reduced spot sales of foreign exchange relative to 
forward sales, and thus could relieve short term preSsure on the foreign 
reserves position of a country. 4 By contrast, in the case of the Republic, 
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the basic idea behind the provision of forward facilities by the Bank was 
that the evaluation of its future foreign currency requirements could 
thereby be facilitated. More particularly, because of its advance 
knowledge of part of the market's· purchases and sales of foreign 
currency, it was in a position to improve the management of the gold 
and - foreign exchange reserves, its currency working balances and 
investment portfolio, and future gold sales on the private market. In 
addition, by providing in particular forward cover for imports, the Bank 
was better able to gauge the trend regarding import finance practices, 
and whether changes in monetary policy, cover facilities, etc, were 
desirable.5 

Disadvantages In Providing Forward Facilities. The provision of 
forward exchange facilities by the Reserve Bank was not free of 
problems. In particular the danger could arise that in view of the 
position of the Reserve Bank as a net seller of foreign exchange to the 
commercial banks under normal circumstances, the authorities might 
become reluctant to devalue. This was because losses on net forward 
commitments to sell dollars could arise in proportion to the size of any 
devaluation. Although the Bank may be absolved from indictment for the 
act of devaluing, any losses incurred were the direct result of the type 
of forward facilities it provided. What is more, a benign attitude towards 
losses could not be counted upon in government circles. 

It was possible, moreover, that profit/loss considerations could have 
affected exchange rate policy in other directions. For instance, in the 
1970s maintaining the link with sterling, although advantageous from the 
viewpoint of reducing adverse leads and lags, would have had potentially 
adverse implications in respect of forward operations. By linking to the 
United Kingdom currency, which was fundamentally weak, periodic 
revaluations of the rand against sterling could have been required. This 
would have encouraged exporters to sell sterling receipts forward, while 
discouraging importers from buying forward. In tum this would possibly 
have resulted in the Bank incurring net forward commitments to buy, 
and thus facing losses in the event of a rand revaluation against sterling. 

The potential losses incurred by the Bank in providing forward facilities, 
which had to be financed by the taxpayers, provided support for the 
view that those who directly benefited from foreign trade should bear the 
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cost of insuring in the forward market. Thus, in so far as assistance 
from the authorities was necessary, it should have been provided on 
commercial terms so that taxpayers did not have to finance any losses 
recorded by the Bank. Moreover, if such cover was granted on a 
subsidized basis it might have encouraged the business sector to expect 
official concessions in other fields. Yet, to the extent that foreign trade 
provides economic externalities (e.g. greater local competition, a greater 
variety of goods, etc.) an argument in favour of subsidized forward rates 
could be made out.6 Unfortunately, this still did not clarify the issue of 
the scale of subsidization which was warranted. 

Nature of Forward Exchange Arrangements 

Since the major export, gold, was sold by the Reserve Bank. and the 
latter was consistently a net seller of foreign exchange to the banks, 
transactions by the Bank on a forward basis were unlikely to be in 
balance as suggested in the accompanying table. 

South African exports and imports 
R millions 

Year Net Merchan-
gold dise 

output exports 

1970 836 1 411 
1971 922 1 556 
1972 1 161 2218 
1973 1 770 2510 
1974 2565 3 137 
1975 2540 3563 

Ratio of 
Merchan- merchandise 

dise exports to 
imports imports 

2584 ,56 
2937 ,53 
2852 ,78 
3545 ,71 
5734 ,55 
6736 ,53 

Source: South. African Reserve Bank Quarterly Bulletins 

This feature was enhanced by the lack of a forward market where a for-
ward discount offered by a forward seller of dollars would imply a gain 
to a forward buyer and vice versa. Instead positive charges were levied 
on both forward buyers and sellers of dollars. This imbalance meant that 
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the central bank normally had an exposed forward position, sales com-
mitments being larger than purchase commitments of foreign exchange. 

The size of this imbalance tended to be increased due to the negative 
correlation existing between the latter and the ratio of merchandise 
exports to imports. Over the course of the business cycle this could 
fluctuate markedly tending to rise during the later stages of the down-
swing and initial stages of an upswing thereby reducing the imbalance 
on forward cover account. The reduction was further enhanced by the 
fact that with the ratio rising associated with an improved trade position 
the incentive of importers to take out cover and for exporters to desist 
from doing likewise was reduced. Conversely, the ratio tended to fall 
during the latter stages of the business cycle upswing and initial stages 
of the downswing, thus increasing the imbalance, the latter being further 
enhanced as confidence in the rand's position tended to deteriorate. 

At the same time, in the absence of the forward cover facilities of the 
ReselVe Bank, local commercial banks would not have been able to 
cover their own forward positions in external foreign exchange markets. 
This was because the rand was not quoted on the major external foreign 
exchange markets. Forward quotations between the rand and foreign 
currencies would have required comparable investment facilities in South 
Africa and the main overseas centres, and interest yields on comparable 
investments, so that covered interest arbitrage could exert its normal in-
fluence on forward rates. Such conditions were precluded by the ex-
change control regulations operated by the Republic. 

Given the environment existing in the late 1960s it was, therefore, 
necessary for the Bank to provide a form of administered forward cover 
which took the form of cover in dollars against the rand at a fixed cost 
of one per cent per annum for either purchase or sales contracts. For 
non-United States dollar currencies forward exchange rates for the rand 
were derived from the relevant forward rates of these currencies against 
the United States dollar. Any forward premium or discount was then 
modified by the fixed cost of one per cent per annum if the purchaser 
or seller wished to extend the forward exchange cover down to the rand. 

The cost of forward cover in non-dollar currencies depended therefore 
basically on the balance of payments position of the United States, which 
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affected confidence in the dollar, and interest rate differentials between 
New York and foreign financial centres. Consequently, forward rates for 
the rand were different from what they would be if direct quotations 
were possible between the rand and these other non-dollar currencies. 
An actual forward premium for the rand against a foreign currency 
might have been replaced by a discount if a direct forward rate had been 
quoted.' 

Forward cover was provided by the Reserve Bank to local traders for 
future merchandise import payments up to a twelve month maximum 
period, with the possibility of a longer period in the case of capital 
goods, following special application to the Bank through authorised 
dealers in foreign exchange. As regards future merchandise export re-
ceipts, forward cover for a maximum period of six months was granted, 
although exporters could also apply for permission to extend contracts. 
In addition, cover was available to public corporations for future 
repayments of foreign capital and interest on foreign borrowing. Like-

wise, authorised dealers in foreign exchange could obtain cover for the 
repayment of foreign loans raised in their own names, provided approval 
was given by the Bank. All such contracts were optional ones, which 
was an additional advantage to traders. 8 

The cheapness and stability of the official charge of one per cent for 
forward dollar facilities enabled traders to cover the exchange risk at 
rates which did not reflect the full magnitude of the risk faced by the 
Bank. This, together with the normal net forward commitments of the 
latter to sell dollars meant that the Reserve Bank could incur substantial 
losses in the wake of a rand devaluation such as that which occurred in 
September 1975.9 

Policy Changes in the Early 1970s 

In October 1972, when the link with sterling was broken, the Bank 
ceased to quote a forward rate in sterling, and switched to quoting a 
forward rate for the dollar. At that stage the demand for forward sterling 
must have been relatively low, given the weakness of that currency. 
Thereafter, commencing in 1974, the Bank made a number of changes 
in its forward exchange policy. 
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Increase In Forward Cover Charges. In August 1974 the authorities 
increased the cost of forward cover for imports in dollar contracts for 
six months or less from one per cent to two per cent per annum. This 
move was prompted by the fact that during the previous fiscal year the 
taxpayers had to finance losses on forward exchange deals by the Bank 
totalling R98 million, and also because it might discourage imports 
marginally.to At the same time, the cost of cover in dollars on exports 
was maintained at one per cent per annum. 

The raising of the cover charge as an instrument to deter imports 
involved a number of drawbacks. With the rand linked to the dollar, and 
the latter floating, the benefits of any increase in the charge for import 
cover could quickly be eradicated. Meanwhile, in 1974, the economy 
was experiencing a boom, the real gross domestic product rising by 7,1 
per cent, hardly an environment in which a marginal increase in the 
cover charge could exert much, if any, effect on imports. 

Concurrently, the Bank specified that traders must take out forward 
cover within seven days of the contract being signed.ll This measure 
was introduced in order to encourage traders to cover forward on a 
more regular basis. Previously, traders often did not take out immediate 
cover but then if, after say three months, the rand looked suspect, they 
would, in a short space of time, rush to take out cover, thus burdening 
the Bank with substantial dollar forward commitments with roughly the 
same maturity. Such a rush probably created administrative problems as 
well. 

The expectation that this measure would lead to more regular covering 
was problematical. Apart from the cost having been increased, the 
traders at whom it was aimed were those prepared to take a view on the 
prospects for the currency, and desist from covering at the time that 
deals were cO~'UDlIIlated. It was open to question whether such people 
would materially alter their tactics in the face of a seven days ruling. 
Naturally under the new arrangements, if their behavioural patterns 
remained unchanged, they sacrificed the option of covering at a later 
stage. However, this did not mean that all options were closed~ since, 
for instance, they could pay prematurely either using their own cash 
resources or bank finance. If the latter option was chosen then flexibility 
was reduced, but during the second half of 1974 and throughout 1975 
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the average monthly excess of actual over required liquid assets of the 
commercial banks were 2,8 per cent and 4,2 per cent respectively. 

In addition this was an awkward measure. It led to dissatisfaction on the 
part of importers who complained of being pressurized into taking out 
forward cover immediately on ordering goods, even though shipment 
might be months later. This was probably particularly the case in 
industries with a long lag between ordering and shipment. In other 
words, although the feasibility of importers always being in a position 
to effect cover within a week of a contract being settled was probably 
not in doubt, it certainly was irritating. It discouraged traders, therefore, 
from taking advantage of forward cover facilities, while the increase in 
the cost of the,latter also acted as a disincentive to importers to finance 
their imports through bank finance. Such traders instead settled their 
import payments liabilities more quickly. Others, while continuing to use 
bank finance, were encouraged to switch from overseas sources to 
domestic bank sources. 

At the time that the cost of forward cover for six months or less was 
increased from one per cent to two per cent per annum, while that of 
import cover for more than six months, if granted, was raised to six per 
cent per annum, since at that time such facilities were in strong demand 
owing to harbour congestion. Hardly had importers recovered from this 
series of shocks when the cost of forward cover for dollar contracts 
relating to imports of six months or less was increased to three per cent 
per annum in September 1974. 

Later that year and early in 1975 the combination of all these measures 
plus the relative weakness of the dollar, and the strength of the gold 
price (late 1974) meant that many importers decided it was cheaper to 
carry the exchange risks themselves, and less use was made of forward 
facilities. This was the opposite of what the authorities had set out to 
achieve, namely to encourage traders to take out forward cover 
regularly, thereby reducing trader speculation on currency changes, and 
so moderating the influence of leads and lags. This set of measures 
backfired on the authorities from March 1975 onwards, when with the 
dollar strengthening and sterling weakening, the rand began to look 
somewhat vulnerable. This prompted importers to rush to settle by 
borrowing from the commercial banks, thereby putting extra downward 
pressure on the gold and foreign exchange reserves. 
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It could in fact be argued that official policy at this juncture involved 
two unfortunate aspects. The adoption of the managed float encouraged 
speculation and leads and lags. Encouraging the more extensive use of 
forward facilities would have eased this problem. In reality, however, 
the measures adopted in the latter respect only complicated matters 
further. 

The extent to which the rises in forward cover charges alone contributed 
towards this state of affairs was difficult to assess, since an important 
factor may have been currency and gold price movements. However, 
once less forward covering had materialised, the subsequent foreign 
exchange pressures should not have been a complete surprise, since the 
external position was deteriorating. Following a current account surplus 
of R58 million in 1973 a deficit of R948 million was incurred in 1974, 
and only substantial capital inflows were moderating the fall in the 
reserves. The underlying vulnerability of the rand, not helped by a 23 % 
expansion in the money supply in 1974, became even more obvious 
following the currency developments in March 1975. 

Reversal of Policy Decisions 

Against this background the Bank, early in April 197 5, cut the rate back 
to one per cent per annum with the aim of encouraging importers to 
raise finance abroad, and enter into forward contracts for specific pay-
ments periods. Such a trend, other things remaining equal, would reduce 
unfavourable leads and lags influences arising out of rand speculation on 
the part of importers, and help the balance of payments position. 

Subsequently, the difficulties faced by traders in taking out forward 
cover associated with the seven days stipulation, resulted in August 1975 
in the termination of this provision. Again the aim was to encourage 
greater use of the Bank's forward cover facilities. 

Extension of Cover Period for Imports. Simultaneously, forward cover 
granted by the Bank to importers was extended from six to twelve 
months, while the charge remained at one per cent. The authorities also 
announced that they were prepared to consider granting forward cover 
on application for periods longer than twelve months if required for the 
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importation of capital goods with long delivery periods and/or under 
extended credit arrangements. 12 

The extension of the period for normal import cover was a move which 
had been advocated for a long time.13 It was encouraged by a number 
of factors. Under the previous arrangements where forward cover for 
imports was limited to six months from date of order, import finance 
was only available for four months if there was a two month delay 
before shipment.14 A shipment might arrive, say, eight months after 
ordering, but the importer had to fulfil his forward comIilitment to pur-
chase dollars after only six months. 

In these circumstances, the change to a maximum period of twelve 
months for covering of imports allowed importers to obtain finance for 
longer periods. It therefore encouraged the greater utilization of forward 
cover facilities and overseas finance, as well as stimulated those 
importers who had obtained six months import finance under the old 
arrangements, to extend the period of credit where possible. The result 
was a moderation of pressures on the foreign reserves from this source; 
in other words, a bigger lag was built into import payments, which was 
helpful to the balance of payments. 

Secondly, given the complaints that the forward cover period for imports 
was too short, the Bank received large numbers of applications for cover 
in excess of six months, which had to be screened on an individual 
basis. Making the modification, therefore, also reduced the 
administrative burden on the authorities. 

Question of Forward Cover for Expotters. For many years exporters, 
likewise, had pressed for an extension of the cover period beyond six 
months, a move which would have facilitated the offering of credit terms 
for exports beyond 180 dayS.lS Where raw material exporters were 
concerned the 180 day limit on forward cover was probably not 
particularly important since much exporting of such items was based on 
relatively short term credit.16 As regards manufactured exports the 
problem was probably more relevant, heightened by the development of 
serious balance of payments problems for most non-oil exporting nations 
in the 1970s following the oil crisis. At that time a significant amount 
of exporting may have been influenced materially by the credit terms 
which could be offered. From the viewpoint of the Bank, moreover, a 
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longer cover period for exports would have contributed under normal 
circumstances towards a reduced net forward commitment to sell dollars. 

The authorities had, however, resisted this concession no doubt because 
they did not want to see a bigger lag built into foreign exchange 
receipts. If an exporter obtained six months' credit from a local bank, 
then it took six months before the foreign exchange receipts arrived. An 
extension to twelve months following a similar lengthening in forward 
cover facilities provided by the authorities meant a similar delay before 
the foreign exchange came in if the exporter was granted finance by a 
local bank.17 In the 1970s, particularly, extending the cover period, and 
thus the lag in export receipts, was resisted due to the deficit on the 
current account of the balance of payments which prevailed at times.lB 

The Bank's Broad Objectives for Forward Cover 

The above comments indicate that by changing the period attaching to 
forward cover facilities, the authorities had a weapon at their disposal 
for influencing the short term balance of payments position. The willing-
ness to use such a weapon was, however, likely to be constrained by the 
objective of trying to avoid a situation in which traders were discouraged 
from taking out cover. For this reason there was likely to be 
considerable reluctance to shorten the cover period for either imports or 

exports. 

This review of policy measures in the first half of the 1970s furnishes 
an indication of the authorities' desire to encourage the more regular use 
of forward cover facilities, and there was evidence that this was 
materialising to some extent. Progress in this direction was, however, 
limited by the nature of the forward cover system in operation. If it was 
suspected that a rand devaluation was imminent, importers tended to 
take advantage of the cheap cover facilities, while exporters tended to 
refrain from selling foreign currency proceeds, and vice versa. 

It was also limited by the practice of floating exchange rates. 
Traditionally, South African importers tended to finance their imports 
from overseas sources. The advent of floating rates on a large scale in 
the mid 1970s encouraged importers to seek domestic finance whenever 
possible in order to reduce the exchange rate risk which they faced. Par-
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ticularly at times when domestic liquidity improved, and domestic 
interest rates fell somewhat, some importers, taking advantage of 
increased banking liquidity, tended to finance imports locally or settle 
early, so putting pressure on the balance of payments.19 

In other words, although it was at times cheaper to finance imports 
abroad and take out cover, some traders resisted such a financing 
avenue. This to some extent undoubtedly reflected inertia as well as lack 
of experience a])out forward exchange facilities .. It probably also re-
flected relatively high profit margins associated with some classes of 
imported items, so that relatively small differences in costs between 
overseas and domestic sources of finance were inconsequential. In 
addition, some traders may have felt that they should use the available 
local bank credit facilities in case they might in future lose them. 
Finally, irrespective of costs, small traders could find it difficult to 
obtain finance abroad, because overseas banks were not keen to handle 
relatively small amounts of business where the relative credit instruments 
might not be easily marketable. 

The official response at times was to bring about higher short term 
interest rates in an effort to encourage traders to finance abroad, but 
seemingly with only limited success. It was partly against this 
background that bank credit ceilings were re-imposed in January 1976. 
This measure at least forced more importers to obtain foreign finance 
and use forward cover facilities. This trend was further strengthened by 
the decision in July 1976 to introduce a temporary twenty per cent im-
port deposit scheme on a wide range of imported goods.20 

The question arose whether the authorities were placing too much 
emphasis on trying to encourage traders to cover as a matter of policy 
rather than a matter of opportunity. It was resulting in facilities being 
furriished which did not fully reflect the inherent risks involved. To the 
extent that it was successful, it meant that. the Bank potentially faced 

. greater net forward dollar sales commitments which could inhibit flexi-
bility in exchange rate management. If the latter policy aimed at main-
taining a fixed exchange rate for the rand against the dollar then this 
problem disappeared. However, with the dollar floating this was not a 
realistic strategy in the long term. Moreover, in so far as such a policy 
was successful, it became more necessary to take account of the impli-
cations of changes in the foreign trade performance. Finally, the degree 
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of success attainable through this policy was limited because some 
traders could not resist taking a view on the currency. 

Implications of Forward Exchange Losses 

It can be alleged that the losses incurred as a result of the September 
197 5 devaluation precluded subsequent flexibility in the conduct of ex-
change rate policy. The prospect of further substantial losses on forward 
cover account plus the heavy foreign borrowing by the Bank and 
Government helped explain the decision to impose import restrictions 
rather than devalue in July 1976. 

It may be argued that in these circumstances, a policy decision to de-
value was not necessarily ruled out, but rather the timing would be 
modified. Instead of such action materialising at a time of intense pres-
sure on the rand, an attempt would be made to stave it off by other tem-
porary measures until the balance of payments position improved, and 
net forward sales commitments declined as greater confidence was re-
stored. The potential weakness here was that there could be no guarantee 
that temporary measures would achieve the short run objectives, while 
the existing losses remained a fait accompli. 

Under the forward exchange arrangements in operation the losses pro-
blem could have deteriorated over time. The imbalance between net 
forward purchases and sales would have tended to grow as foreign trade 
expands. Moreover, the external value of the rand had tended to 
depreciate overall in the first half of the 1970s, and the consensus view 
might well have been that the rand would remain a devaluation-prone 
currency because of political factors, and also the emphasis upon growth 
to absorb a population rising at 2,9 per cent per annum. 

The risks faced by the Bank were further enhanced by the fact that the 
gold price had become subject to volatile movements unlike in the 
Bretton Woods era. The price fall, which suddenly occurred in Septem-
ber 1975, could have occurred again at some stage, Conceivably forcing 
the authorities to devalue despite its loss implications. Meanwhile, in the 
absence of a major further deterioration in the external position, the 
existing losses which had accrued could encourage traders to stop taking 
out cover on the reasoning that a devaluation in terms of the dollar 
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would be resisted. All these considerations pointed to the desirability of 
taking steps to ensure more balanced forward exchange business, andlor 
increasing the cover charge. 

Given the losses which had been incurred, the latter method would have 
required a significant increase in the rate if the forward account position 
was to be materially improved. For instance, taking trade transactions 
involving dollar cover and assuming that twenty-five per cent of mer-
chandise exports in 1975 were covered, a one per cent increase in the 
charge would have yielded roughly R8,9 million extra other things re-
maining equal. Assuming fifty per cent of merchandise imports were 
covered in the same year, a similar increase in the rate would have 
brought in approximately R33, 7 million extra. Even though the assump-
tions made here cannot be totally accurate, the orders of magnitude in-
volved are illustrated. Nothing but a very substantial increase in the 
cover charge would have provided adequate protection against any future 
major devaluation. 

Yet such a change would have had repercussions on the attitudes of 
traders towards taking out forward cover. On the other hand, the impli-
cations for the general price level should not have been serious. Given 
that merchandise imports constituted around twenty-five per cent of 
gross domestic expenditure, each one per cent rise in the forward cover 
rate should increase prices by a maximum of roughly 0,25 per cent. 

A more radical approach would have been for the authorities to 
disengage from forward exchange business, and hive off the function to 
the private market; in other words, promote the establishment of a 
market mechanism for forward exchange such as prevailed in respect of 
currencies like the pound sterling, United States dollar and Swiss franc, 
etc. Forward rates would then move in accordance with supply and 
demand, and thus speculation based on actual or anticipated policy 
changes by the authorities would not be at the expense of the latter, 
assuming official intervention was absent. Such speculation could occur 
under the system in operation in the late 1960s and 1970s. 

This, however, was not a short term solution. Unless substantial rate 
fluctuations in the market were to be tolerated, the Bank was compelled 
to intervene on forward account. Moreover, it was highly likely that the 
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authorities would have had to continue providing forward facilities for 
contracts in excess of one year. 

Start Towards Development of Private Forward Market 

The deficiencies of forward exchange policies in operation in South 
Africa in the late 1970s were thoroughly aired by the De Kock Commis-
sion, which in its Interim Report concluded that steps should be taken 
to develop an active and competitive forward exchange market in South 
Africa.21 The authorities concurred with this conclusion, but like the 
Commission, believed that any such market would have to evolve gra-
dually. In view of the unbalanced nature of the forward book of the 
Reserve Bank with forward sales of dollars exceeding forward pur-
chases, an immediate move to an active and competitive forward ex-
change market could have imparted undue pressure upon the official 
gold and foreign exchange reserves. The excess demand for forward 
dollars would have meant that foreign exchange dealers would have 
needed to cover their short positions in forward dollars by borrowing 
rand, selling the latter for dollars and investing the dollars in the 
eurodollar market. Such dollars would have come out of the official 
reserves. Alternatively, a rapid movement towards a better balance 
between demand and supply for forward dollars could have implied an 
unacceptable depreciation of the spot rate or a widening of forward 
margins large enough to have induced importers to switch from foreign 
to domestic sources of finance on a substantial scale, which would also 
have exerted an adverse effect on the foreign reserves. 22 

Role of Flexible Forward Margins as an Instrument of Monetary 
Policy. At the end of January 1979 the authorities therefore started to 
undertake steps on a piecemeal basis which would help in the develop-
ment of a more sophisticated forward exchange market. The forward 
market continued to be administered by the Reserve Bank, but as a first 
step the Bank no longer quoted a fixed charge or commission to be paid 
by both importers and exporters for forward cover, and which therefore 
implied two different prices for the same forward dollars, namely one 
for importers and another for exporters. Instead, the Reserve Bank 
started to quote one middle price for forward dollars of any specific 
maturity rather than the two prices which had existed under the previous 
arrangements. In other words, the same premium or discount, as the 
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case might be, would prevail in the case of forward dollars brought from 
exporters and forward dollars sold to importers. 

To begin with the Bank's forward margin on American dollars at 'the 
end of January 1979 was set at a dollar discount (or rand premium) of 
2 % a year, which yielded a middle rate for forward dollars with a ma-
turity of one year of RI = $1,17. This forward dollar discount largely 
reflected the fact that dollar interest rates were higher than those ruling 
in South Africa. 

This move was aimed at attaining a more balanced two-way cover situa-
tion in the forward market, and thereby reduce the losses which the 
Reserve Bank would incur on forward exchange account. The previous 
arrangements, as already explained, encouraged one-way covering since 
a 1 % cover charge imposed on both exporters and importers meant that 
two different prices existed which either favoured buyers or sellers of 
forward exchange. Moreover under the new arrangements, by 
eliminating the fixed cover charge and introducing flexible forward mar-
gins, the latter could be used as an instrument of monetary policy. 

This new instrument, however, needed to be employed sparingly. Under 
the new arrangements the objectives of attaining a more balanced 
two-way forward book for the Reserve Bank, and manipulating forward 
rates for purposes of monetary policy could be in conflict. If the 
authorities set and varied their forward margins in such a way as to 
attain a better balance between forward sales and purchases, taking into 
account interest rate differentials and expectations of changes in the spot 
rate, they faced the danger of encouraging 'switching' from foreign to 
domestic sources of finance with adverse effects on the foreign reserves. 
This would have been particularly prominent if the authorities 
simultaneously tried to maintain an unduly low structure of domestic 
interest rates. 

On the other hand, if they set the forward margins at levels designed to 
encourage foreign financing with a view to bolstering the foreign 
reserves, this could have easily aggravated the imbalance between the 
Reserve Bank's forward purchases and sales of foreign exchange. The 
objectives of attaining a better balance in the forward market, and pro-
tecting the foreign reserves could therefore be in conflict. 23 
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Within a few months of the measures being introduced in January 1979 
the authorities were claiming that these new forward cover arrangements 
had produced certain favourable effects. By protecting the official 
reserves against the adverse effects of switching of trade financing from 
foreign to domestic sources in response to interest rate differentials, they 
had allegedly paved the way for two reductions in Bank rate, the 
relaxation of the ceilings on bank credit, and a substantial easing of the 
liquid asset requirements for banking institutions?" 

Indeed, during 1979 and 1980 the Reserve Bank found the use of 
variable forward exchange discounts (or premiums) to be a very useful 
and potent instrument for purposes of encouraging or discouraging 
foreign trade financing. The use of flexible forward exchange rates 
heralded a new approach to managing domestic financial conditions, in 
which the capital account of the balance of payments became a major 
vehicle to change the accent of monetary policy. For most of the period, 
for instance, from September 1980 to the middle of 1981, the Bank set 
its discount on forward dollars at a level designed to discourage the 
foreign financing of imports and exports with a view to permitting the 
balance of payments deficit at the time to drain excess liquidity from the 
domestic economy. From August 1981 onwards, however, the Bank 
quoted more attractive forward discounts on American dollars, with a 
view to facilitating its management of the foreign reserves as the balance 
of payments position deteriorated. 

A particularly dramatic illustration of the use of variable forward ex-
change discounts, however, materialised in April 1980. Mutations in 
policy concerning the discounts at that juncture occurred against the 
background of substantial capital outflows from the country which 
amounted to R3 812 million in the year to June 1980. In particular, the 
net outflow of short term capital from the private sector, including 
errors and omissions on both the current and capital accounts of the 
balance of payments, increased from R375 million in the second quarter 
of 1979 to RI 088 million in the first quarter of 1980. This large out-
flow during the latter period was encouraged initially by the authorities 
as a means of draining excess liquidity from the economy at a time 
when the gold price was very high reaching a record $850 an ounce in 
January 1980. 
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From the middle of March to the middle of April, however, the capital 
outflows assumed such proportions that substantial falls in the foreign 
exchange reserves occurred alongside a severe tightening of conditions 
in the money market. On 18 April the Reserve Bank accordingly raised 
the discount on forward exchange transactions in American dollars from 
2,5 to 12 % per annum in order to encourage a greater resort to foreign 
sources of trade finance. This was replaced on 23 April by a graduated 
discount on forward dollars to allow for differences in the maturities of 
forward exchange contracts. 

On the negative side such forward discounts posed the risk of increasing 
the exposure of the Reserve Bank on forward exchange account as 
importers took out forward cover on trade finance loans. On the other 
hand, the new discounts amounted to a subsidy for imports, and hence 
the cost of imports could fall or at least rise more modestly, thereby 
aiding in the fight against inflation. The strong growth in the economy 
at that time was expected to be accompanied by rising imports as the 
strains on the domestic productive capacity became more visible. In 
addition, by strengthening the capital account of the balance of payments 
scope was created for the rand to appreciate, thereby again adding to the 
anti-inflationary impact of the move. 

At the same time exporters suddenly faced a substantial disadvantage 
since it cost them 12 % a year to cover American dollar receivables on 
a forward basis. The high discounts therefore discouraged exporters 
from extending credit for long periods to buyers of South African 
products, a practice which had contributed to the outflows of short term 
capital in the previous two years or so. 

One alternative to raising the forward discounts of the rand against the 
dollar would have been to revalue the rand, but this would not have 
stemmed the outflows on the capital account, and would have conflicted 
with the Bank's gold marketing policy at that stage. Following the sharp 
decline in the price of gold from its peak in January 1980 the Reserve 
Bank had started to withhold gold from the market partly in order to 
help stabilise the price. This was partly responsible for the decline in the 
foreign exchange component of the Bank's external reserves. The higher 
forward exchange discounts were partly aimed at stemming this fall in 
the foreign exchange reserves, and thereby increasing the manoeuvr-
ability of the central bank in regard to its gold sales. 
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Other Reform Measures. Side by side with the introduction of the 
variable forward exchange discounts in late January 1979, the authorities 
sought to encourage authorised dealers to 'marry' forward sales and pur-
chases of dollars as far as possible. In addition, dealers were en-
couraged, within specified limits laid down, to cover their net forward 
liabilities by holding spot foreign assets. These moves were designed to 
encourage the further development of the private market in forward 
exchange in South Africa, and the authorities indicated that, to the extent 
permitted by the foreign reserves, they would endeavour in due course 
to increase these 'spot against forward' limits in order to encourage the 
further development of the forward exchange market in South Africa.25 

In addition, the Reserve Bank towards the end of January 1979 started 
to extend forward cover facilities to foreign loans negotiated by the pri-
vate sector with exchange control approval, but only in respect of the 
rand/dollar exchange risk and only for a period of one year at a time. 
This concession was highly likely to increase the open forward exchange 
position of the Reserve Bank and its potential future forward exchange 
losses, but the authorities justified this move on the grounds of its 
favourable impact on both the rate of economic growth and the foreign 
reserves. 

It was further decided that the Bank would continue to furnish forward 
cover on public sector loans, but the rate on forward cover against 
liabilities denominated in stronger currencies was set at a higher level 
than that in respect of the United States dollar.u The De Kock 
Commission had recommended that forward cover on such loans should 
be limited to the rand/dollar leg of such transactions, but the authorities 
did not implement this proposal at that stage. 27 

A large percentage of the Reserve Bank's losses on forward exchange 
account arose from this practice of providing cheap cover for public 
sector bodies in respect of their foreign loans, regardless of the 
currencies in which the loans were denominated. This procedure en-
couraged them to borrow in the strongest currencies in order to gain the 
advantage of lower interest rates without any regard for the risk of 
appreciation of these currencies against the rand. By confining exchange 
cover for these bodies to the rand/dollar leg of the transaction, the 
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Reserve Bank would have been in a position to reduce substantially the 
degree to which it was exposed on forward exchange account. 

In principle, there was also a case for limiting the period for which such 
cover was furnished to one year at a time in line with the facilities 
which had been introduced for private borrowers. The authorities, 
however, decided against such action early in 1979 bearing in mind the 
previous cover aITangements which had been made available to the 
public sector, and the nature of the goods and services produced by 
these semi-government bodies. However, from the beginning of 1980 the 
Reserve Bank fell in line with the De Kock proposals, and henceforth 
only furnished forward cover in American dollar for loans raised by the 
public corporations. Even so, it was to be expected that further heavy 
losses on forward exchange account would arise when outstanding public 
sector loans were repaid. 
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CHAPTER 16 

GENERAL EXCHANGE CONTROL POLICY 
(1967-1980) 

Many countries employ exchange controls as a policy instrument to cope 
with varying types of balance of payments problems. In many cases 
exchange controls are introduced in order to protect and reallocate the 
supply of scarce foreign exchange in a country. In the case of South 
Africa it was only since 1961 that the country started to apply stringent 
exchange controls on an on-going basis. By way of the exchange control 
regulations introduced in that year the Minister of Finance appointed the 
South African Reserve Bank to manage the system in the Republic. The 
purpose of this chapter is to briefly review the history of exchange 
controls in South Africa, and analyze the effectiveness of these controls 
in the late 1960s and 1970s in the context of the adjustment required in 
the balance of payments position during that period. 

Historical Review 

The time span of exchange controls in South Africa can be subdivided 
into two periods, the first stretching from 1939 to 1960, and the second 
the period thereafter. During the first period the exchange control policy 
of South Africa was primarily influenced by the onset of the Second 
World War, and the country's responsibilities under the Sterling Area 
arrangements. During the subsequent period from 1960 stringent 
exchange controls were applied to both residents and non-residents, and 
such controls were an important facet of policies directed towards the 
balance of payments. 

Exchange Controls (1939-60). At the time of the outbreak of World 
War 2 in 1939 South Africa was a member of the Sterling Area,eOOd the 
authorities kept the South African pound in a fixed relationship with the 
pound sterling. At that juncture members of the Sterling Area, including 
South Africa, imposed import and exchange controls so as to conserve 
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foreign exchange, control capital movements and monitor foreign ex-
change transactions for strategic reasons. The restrictions, however, 
were only applicable between members of the Sterling Area and the rest 
of the world. The South African exchange control regulations did not 
apply to current or capital transactions with other Sterling Area 
countries. 

In terms of the Emergency Finance Regulations of 1931 the South 
African Reserve Bank was delegated powers by the Treasury to control 
dealings in gold and foreign currency, and thus the Bank became 
responsibl~}or administering exchange control. In addition, three large 
commercial banks were appointed as authorized dealers in gold and 
foreign exchange, and were, subject to the authority of the Bank, 
entrusted with the actual carrying out of the control regulations. 

During the War years South Africa's balance of payments position was 
favourable in the sense that the Reserve Bank's holdings of gold and 
foreign exchange rose from £46,5 million at the outbreak. of the War to 
£233,3 million in August 1945. This outcome, however, was influenced 
to a very small extent by the exchange controls. Instead, the strong ex-
ternal position could be ascribed to import controls imposed in 1941, 
high gold prices, substantial increases in the volume and prices of mer-
chandise exports, and limitations on imports due to restricted shipping 
facilities and other factors associated with the War. 

By the end of the Second World War South Africa found itself in a 
propitious economic position. Steady economic growth had materialised 
during the War years, and relatively full employment prevailed. The 
strong external accounts in particular enabled the authorities during 1945 
and 1946 to relax progressively the import and exchange controls 
previously imposed. 

The bulk of exchange controls over transactions with non-sterling area 
countries were abolished. Virtually the only restrictions retained were 
those which were required to enable South Africa to fulfil its minimum 
obligations as a member of the Sterling Area, i.e. to ensure that 
residents of other parts of the Sterling Area did not use South Africa as 
a channel for the transfer of funds from their own to non-sterling 
countries to the detriment of the reserves of the Sterling Area. Following 
the cessation of hostilities South Africa therefore reverted to a system 
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with virtually no restrictions on current account transactions, and only 
minor controls over capital transfers. 

During much of the early post-war period the country's balance of pay-
ments on current account recqrded deficits. At times import controls 
were tightened, but the exchange control dispensation remained basically 
unchanged. In September 1949 Great Britain devalued the pound sterling 
by 30,5 %, and the South African authorities devalued the local currency 
by a similar percentage in terms of gold so as to keep the exchange rate 
with the British pound unchanged. This was done mainly out of fears 
that leaving the gold parity unchanged would have precipitated massive 
capital outflows as occurred in 1931 and 1932. 

The balance of payments position improved following the devaluation, 
although renewed difficulties emerged in 1952. In the late 1950s capital 
outflows became more prominent, and various temporary controls over 
the transfer of residents' funds were instituted. In September 1957 
restrictions were imposed on the transfer of capital by residents to 
London and the rest of the Sterling Area to take advantage of higher 
interest rates in those centres. Restrictions were also introduced on the 
retention of funds accruing in those centres. These measures, however, 
were not applied rigidly, and no controls were imposed on the scope for 
residents to undertake transactions on the London Stock Exchange which 
presented an important loophole for capital outflows. Nevertheless, in 
retrospect these steps proved to be the harbinger of more severe 
controls. 

Exchange Controls of 1961. In March 1960 a state of emergency was 
declared in the wake of political disturbances. The resulting uncertainties 
and loss of confidence led to considerable capital outflows emanating 
from foreign investors. The surplus on the current account of the 
balance of payments in 1960 was more than offset by capital outflows, 
and the gold and foreign exchange reserves of the country declined. 
Concern over the forced departure of South Africa from the 
Commonwealth, further domestic unrest, and fears of a possible 
devaluation led to further pressures on the balance of payments during 
the early part of 1961. 
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Faced with this situation the authorities decided in May and June 1961 
to implement comprehensive new control measures, which were 
designed to strengthen both the current and capital accounts. Apart from 
stricter import controls new exchange controls included restrictions on 
inheritance, gift and maintenance transfers as well as allowances for 
tourists and emigrants. Even more significant capital transfers abroad by 
residents were disallowed, while residents were called upon to declare 
their foreign assets and liabilities. Furthermore, the transfer of profits 
earned by foreign controlled companies prior to 31 December 1959 was 
prohibited. 

Apart from the prohibition on residents transferring funds abroad to 
purchase securities, the most notable measure related to controls over 
non-residents. These took the form of restrictions over the repatriation 
of funds previously invested in South Africa by foreigners. In terms of 
the new regulations non-residents were still permitted to sell local 
securities on the Johannesburg Stock Exchange, but now the proceeds 
from such sales were to be blocked, and subject to certain conditions. 
The proceeds of such sales, which generated so-called 'blocked rands', 
would be deposited in blocked accounts held with authorized foreign 
exchange dealing banks. In order to allow a measure of flexibility in 
repatriating such restricted funds, non-residents were permitted to use 
the latter to purchase quoted securities on the Johannesburg Stock 
Exchange for subsequent export, thereby ensuring a foreign market for 
domestic shares. 

These measures were influenced by the objective of improving the 
balance of payments position. In terms of the Bretton Woods system of 
fixed but adjustable exchange rates countries were only permitted to 
devalue in the case of fundamental external disequilibrium. The politi-
cally inspired flight of foreign capital from South Africa at that time was 
not regarded by the authorities as being of a fundamental nature, and 
hence the aut:1i.orities imposed exchange control. 

Exchange Control Measures (1968-1969) 

The introduction of the blocked rand system was at the time considered 
to be an emergency short term measure. However, for the rest of the 
1960s South African exchange control constituted an important facet of 
general economic policies. After 1961 these policies became geared 
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towards boosting the growth rate of the economy while applying ex-
change controls, rather than focusing attention upon strengthening the 
balance of payments position such that exchange controls could be re-
moved. Economic policies throughout the 1960s, moreover, were partly 
characterized by an emphasis upon direct control measures rather than 
market orientated demand management policies. 

Minor relaxations in exchange controls, nevertheless, were introduced 
from time to time. Such a step was taken in July 1968 when the 
Minister of Finance announced certain relaxations. These concessions 
came in the midst of a strong balance of payments position, the surplus 
on the current account of the balance of payments amounting to R86 
million in the year to June 1968. In addition, a large net inflow of 
foreign capital of R256 million was recorded in the first six months of 
1968, which was interpreted partly as a response to the sterling 
devaluation in November 1967, as well as the creation of the two-tier 
gold market by the gold pool countries in March 1968, which had en-
gendered expectations that the price of gold could increase. The con-
sequent on-going increase in the foreign reserves of the country of R341 
million in the first six months of 1968 was adding to domestic liquidity, 
and posing new inflationary dangers. 

The authorities duly announced that more sympathetic consideration 
would be given to certain applications for foreign exchange. Such 
applications included transfers abroad in foreign currency of the local 
proceeds of the sale of direct long term investments in the equity of 
South African enterprises controlled by non-residents; approved direct 
investments abroad by South African residents; and redemptions prior 
to due date of loans owed to foreigners by South African residents. It 
was also indicated that if these concessions did not have the desired 
effect of reducing excess liquidity, further exchange control steps would 
be considered.1 

The foreign reserves of the country continued to rise, those of the 
Reserve Bank reaching a peak of Rl 230 million at the end of April-
1969, and the authorities accordingly announced a further relaxation of 
exchange control in June 1969 in order to reduce excessive liquidity in 
the banking system. Apart from the more lenient application of the 
relaxations announced in July 1968, the exchange control authorities at 
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that stage indicated that they would consider applications from 
recognized South African financial institutions, other than banking 
institutions, which regularly drew investment funds from the public, to 
make portfolio investments in foreign shares and securities which were 
quoted only on foreign stock exchanges.1 Shortly, thereafter, this 
concession was withdrawn against the background of a significant fall 
in the foreign reserves which was recorded after Apri11969. 

Exchange Control and the Blocked Rand Mechanism 

Later in January 1976 the exchange controls were again modified against 
the background of a changed political, economic and financial environ-
ment. In particular at that stage a decision was taken to alter the 
exchange control regulations concerning blocked rand, and rename the 
blocked rand market the securities rand market. 3 The exchange control 
regulations in force at the time were based on the measures taken in 
1961, when strict overall controls over capital transfers from South 
Africa were introduced with the aim of providing more effective pro-
tection for the foreign reserves from sudden outflows of foreign capital. 
As previously indicated, the most important measure taken at the time 
concerned the introduction of restrictions on the repatriation of funds 
previously invested in South Africa by foreigners. Thus, apart from the 
prohibition on South Africans transferring funds abroad to purchase 
South African securities, foreigners found that although they could still 
seUlocal securities on the Johannesburg Stock Exchange, the proceeds 
from such sales were blocked within South Africa, being deposited in a 
blocked account in the name of the foreigner at a commercial bank. The 
proceeds could be repatriated abroad only under certain conditions. The 
funds so deposited were called 'blocked rand', which largely arose out 
of the sale of South African securities by non-residents.4 

In order to allow foreigners a measure of freedom to repatriate their 
blocked rand balances, the latter could be used to buy quoted shares on 
the Johannesburg Stock Exchange and exported abroad to be sold, say, 
in London. Blocked rand could also be utilized to buy government, 
municipal and public utility stocks with a maturity of five years or more 
and, when these matured, the owner would be allowed to remit the pro-
ceeds from the country on condition that the investment had been held 
by the non-resident continuously for five years. Finally, foreigners were 
also allowed to subscribe with blocked rands to special government non-
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resident bonds with maturities of five years, w~re again the proceeds 
were freely transferable at the official exchange rate on maturity. 

Blocked rand was, therefore, eligible for investment only in particular 
types of South African securities; it was not freely convertible into other 
currencies, and was also not freely transferable from one non-resident 
account to another. There were, however, no restrictions on using 
blocked rand in one account for the purchase of local securities and the 
subsequent sale of those securities to another non-resident for another 
currency, say sterling, and then the subsequent sale in South Africa by 
the new holder, thus resulting in the blocked rand being held for a 
different account. This method, strictly called a "gilt wash", was used 
by the unofficial market dealers in blocked rand who quoted the rand at 
a price against the United States dollar. Usually the blocked rand stood 
at a moderate discount to the official rand exchange rate thus making it 
cheaper for non-residents to purchase South African securities. 

Ever since its inception in 1961 the blocked rand had consistently stood 
at a discount except for very brief periods when a slight premium 
emerged. Overseas investors (such as those in the United Kingdom) in 
repatriating funds from South Africa through the share market therefore 
consistently were obliged to accept a loss equivalent to the differential 
between the official randJsterling exchange rate and the blocked rand 
rate. The reasons for this persistent blocked rand discount phenomenon 
were that in times of relative lack of London demand for South African 
shares matched by a tendency for local buying, this tended to push 
prices on the Johannesburg exchange to a premium, i.e. to create a 
blocked rand discount. In these circumstances there was no direct 
counteraction to this tendency since London was pre-empted from taking 
advantage of the premium on Johannesburg prices as any proceeds so 
realized were blocked. Conversely, it was very unusual for the blocked 
rand rate to go to a premium since then it would become cheaper for the 
United Kingdom investor to remit funds directly to the Republic at the 
ruling official exchange rate to buy shares. (This was no longer true 
after 23 June 1972 when the investment dollar premium was extended 
to South African securities by the United Kingdom authorities.)S Also, 
the maintenance of a blocked rand discount was aided by the fact that 
non-resident companies wishing to repatriate funds abroad following, for 
instance, the sale of assets here, but refused exchange control permission 
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to use the official foreign exchange market facilities, were forced to 
channel these funds through the blocked rand market by buying 
securities locally and selling overseas, thus widening the discount. 

The result of all this was in effect the creation of a limited market in 
what was de facto a second South African currency, the blocked rand, 
which was generally cheaper overseas than the official rand. On 
occasions recommendations were put forward that this blocking pro-
cedure should be abolished, but the authorities took the view that such 
a move could have unpredictable repercussions and lead to volatile 
capital flows. 6 Given the freedom to repatriate blocked rands freely 
through the official foreign exchange market, any large-scale capital out-
flows stemming from say transient political factors could have caused 
the gold and foreign exchange reserves to fall substantially, whilst 
tightening local liquidity conditions in a harmful manner. Similarly, any 
sudden substantial capital inflows, stimulated partly by the absence of 
the blocking procedure, could have created serious financial and 
economic problems concerning the management of the internal economy. 
These considerations were particularly important during the 1960s when 
the exchange rate policy involved the maintenance of a completely stable 
rate for the rand. 

The employment of this blocking procedure reflected an important aspect 
of exchange control policy during the 1960s and the first half of the 
1970s; namely the control on a selective, and administrative basis of 
capital outflows from the country in the interests, as far as possible, of 
internal economic stability. In pursuing this policy the crucial criterion 
employed by the authorities had been the level of the gold and foreign 
exchange reserves. 7 

Likewise, the Reserve Bank during this period had not been willing to 
recognize officially the blocked rand rate, and allow the transfer of 
blocked rand among non-residents on the basis of a floating rate 
reflecting the blocked rand discount, thus enabling foreigners to buy and 
sell blocked rand directly to one another. This refusal to recognize of-
ficially the existence of two exchange rates for the rand was originally 
based on the reasoning that such recognition of a second exchange rate, 
which would normally have been lower than the official rate, would not 
have benefited South Africa's image abroad at a time when the attach-
ment to fixed exchange rates was strong, and might cast suspicion on the 

186 



--- - -- -----

maintenance of the official exchange rate for the rand, thus stimulating 
de-stabilizing flows of capital. 

Case for Modification in Status of Blocked Rand. The environment in 
which this exchange control measure operated, however, changed 
markedly in the first half of the 1970s, providing a case for re-
considering whether the blocked rand rate should be officially 
recognized, and such balances be made freely transferable among 
non-residents. This environment changed in several ways and helped to 
explain the decision of the Reserve Bank to make such a move in 1976. 

Firstly, the Bretton Woods system of fixed but adjustable exchange rates 
had broken down, and South Africa had started to operate an exchange 
rate policy for the rand which could include fairly frequent changes in 
the rand's parity against the dollar.8 In such circumstances, the recog-
nition of a second floating exchange rate for portfolio investments did 
not pose the same difficulties as previously when the Republic desired 
to maintain a stable exchange rate for the rand. In any case, the 
difficulties facing any such recognition under the previous exchange rate 
system may have been exaggerated; for instance, the United Kingdom 
had operated a floating investment dollar currency market since 1947, 
side by side with the continued role of sterling as a trading and reserve 
currency which was fixed in value vis-a-vis other currencies. 

Secondly, because of the application of the investment dollar premium 
and surrender rules since June 1972, United Kingdom investment in 
South African shares had been severely deterred; in the past the 
Republic had benefited from inflows of foreign exchange arising out of 
equity investments by United Kingdom investors. Once these inflows had 
dried up there was a case for trying to encourage further United States 
and European portfolio investments, since, quite apart from the possible 
benefits for the foreign reserves, the turnover on the Johannesburg stock 
market traditionaliy had benefited from strong foreign interest. For 
example, for a decade or so there had been a fairly close positive 
correlation between changes in foreign portfolio investment and move-
ments in industrial share prices on the Johannesburg Stock Exchange, 
while the volatility of the "gold shares" market was largely the product 
of changes in overseas sentiment towards gold shares. 
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Thirdly, it was alleged in some quarters that direct foreign investment 
by overseas investors in local equities had been deterred somewhat by 
the mechanism by which !be blocked rand markets operated, business 
being diverted to the London market. , As previously noted, non-resident 
blocked rand holdings had been transferred to other non-residents using 
the "gilt wash" method. The technique which was involved in this 
respect can be explained by an example involving say the transfer of a 
blocked rand balance held by a United Kingdom non-resident investor 
to a London broker. The non-resident holder of the blocked rand pur-
chased the required amount of gilt securities from a South African 
financial institution through a local stockbroker, !be latter then "selling" 
the scrip to his London counterpart who established a price in !be 
London market in sterling thus creating a sale for the non-resident client 
in London. The London broker then "sold" the securities back to the 
South African broker who proceeded to sell the stock back to the local 
financial institution which originally sold the scrip, and !be London 
broker had his account in Johannesburg credited with the blocked rand. 

Although a number of transactions had taken place there was in reality 
no physical movement of the scrip out of South Africa. The latter was 
dealt with in both Johannesburg and London, South African financial 
institutions being prepared to lend gilt-edged securities for this operation 
in return for a commission. Usually, as the above example indicates, !be 
vehicle used for transferring the fonds was a gilt or semi-gilt security 
rather than ordinary shares. The advantages of using gilts were than any 
amounts exceeding Rloo 000 involved average brokerage rates of 
between 1/8 per cent and 1/16 per cent which were much cheaper than 
the brokerage charges on ordinary shares. Also, it could be easier to 
obtain suitable quantities of gilts from institutions compared with 
ordinary shares. As the example indicates, this method of transferring 
blocked rands was normally used when a broker was buying blocked 
rands from an individual; ifbrokers wished to transfer balances between 
themselves then it was probably easier and less complicated to do this 
by dealing through the share market. 

This method of transferring funds arose because under local exchange 
control regnlations blocked rand balances could not be transferred to 
another non-resident without the transfer of scrip and relevant brokers' 
notes. In the past, the gilt wash procedure had been cheaper than 
creating rands through the share market, and it also provided an ad-
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vantage if non-residents wanted blocked rand quickly, unless the share 
market was active and significant turnover was materializing. Never-
theless, this mechanism was regarded in some quarters as somewhat 
cumbersome, and alleged to discourage portfolio foreign investment in 
South African equities. However, this inhibiting feature was not neces-
sarily significant, since the investment community had been acquainted 
with this mecbanism for a long time, and the relevant arbitrage dealers 
had acquired considerable expertise in this regard. 

What is more, the marketability of South African shares in the United 
Kingdom market had suffered from the imposition of the dollar premium 
and the surrender rule on these stocks. The wi1lingness of United King-
dom investors to trade in sucb stocks had suffered from these extra 
cbarges, while another deterrent, applying to both United Kingdom and 
non-United Kingdom investors, was the extreme volatility of the 
investment dollar premium rate, which could change significantly from 

hour to hour, at times making it difficult for investors to know what 
element of cum premium prices quoted actua11y represented the 
premium. In this regard a more stable investment dollar premium rate 
would have been beneficial. 

It could therefore be seen that a number of obstacles confronted the 
overseas investor in South African equities. It was against this back-
ground that the authorities decided to dismantle the existing blocked rand 

mechanism, and instead to allow the newly designated securities rand 

balances to be officially and directly transferable among non-residents. 
For foreign investors it was claimed that this would have a number of 
advantages. 

Under such a system it was argoed that by removing the necessity of 
deaIing through the arbitrage operations mentioned earlier, securities 
rand could be transferred more easily and more cbeaply through the 
hanks at the floating securities rand rate, and become more accessible 
to overseas investors. On the other hand, although the free transfer-
ability of securities rand balances may have involved lower costs, it was 
not easy to see how sucb a procedure automatically made the transfer of 
such balances significantly easier compared with the old procedures. 
Psycbologically, however, sucb a move could have been beneficial; for 
instance, for those overseas investors who were not fully acquainted 
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with the old blocked rand procedures, the announcement making 
securities rand balances officially transferable might have created a 
favourable impression. In so far as such a move created an expectation 
in overseas circles that further concessions might be forthcoming in due 
course, foreign investment in the Republic might be stimulated. 

It could also be argued that a wider range of South African equities 
would be accessible to such investors since not all local equities, 
potentially of interest overseas, had London stock exchange quotations. 
Finally, to the extent that a more active market in securities rand 
materialized, this could have lessened fluctuations in the rate. In general, 
therefore, it was claimed that by facilitating dealings a greater interest 
should be fostered in South African shares, possibly further 
encouraging, in particular, the development of the gold share market for 
American investors. 

Other Implications of Blocked Rand Changes. The changed system was 
designed to encourage direct foreign interest in local shares but it did not 
automatically lead to renewed foreign exchange earnings for the 
Republic through new portfolio investments. This could only have 
occurred if the securities rand rate floated at a premium vis-a-vis the 
official exchange rate, since in these circumstances it would have be-
come cheaper for foreign investors, such as the Americans, to invest 
through the official foreign exchange market. There was also 
justification for hoping that increased interest in portfolio investment in 
the Republic would in tum influence favourably overseas direct 
investment, thus providing new foreign exchange from this source. 

As regards the movement of the securities rand rate under such a 
system, there were three reasons for suspecting that a significant 
premium was unlikely to materialize. 10 Firstly, as noted above, a switch 
to the official exchange market could be expected whenever the 
securities rand rate was higher than the official exchange rate. Secondly, 
the history of the blocked rand discount rate did not suggest this, and 
thirdly, such conditions could have offered temptations for the Reserve 
Bank to sell rands in the securities rand market to non-residents for 
foreign exchange, which apart from boosting the official foreign 
reserves, would have provided a potential profit if subsequently the 
receipts were sold in the official exchange market. At the same time 
however the Reserve Bank would need to have borne in mind the 
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internal monetary implications of such sales of rands since this could 
have been executed at a time when the balance of payments position was 
strong if the securities rand rate was at a premium. 

Introduction of Financial Rand System 

The securities rand system was introduced in February 1976 at a time 
when the foreign reserves were under pressure, and the downward trend 
in the reserves persisted well into 1977. Against this background various 
adjustments were made to the exchange control regulations concerning 
such as emigrants' funds and legacies during the year to June 1977. 
Certain exchange control measures were tightened administratively in 
order to enforce existing measures more rigorously, and the authorities 
at that stage detected a regrettable increase in the number of contra-
ventions of exchange controls. 

Even so, in dealing with the inevitable fluctuations in the balance of pay-
ments position the authorities in the late 1970s began to switch the 
emphasis in policies away from exchange control, and more towards 
reliance on sound fiscal and monetary policies and market related 
exchange rates. Although the authorities believed that exchange control 
still had an essential function to perform in South Africa, they recog-
nised the limitations of such a system. It could, for instance, be circum-
vented to some extent as already indicated, and it could serve as a 
deterrent to the inflow of foreign capital. 

South Africa's exchange rate and exchange control policy in particular 
underwent fundamental change in late January 1979 following the 
publication of the Interim Report on Exchange Rates by the De Kock 
Commission. 11 . 

The Commission's short term recommendations in respect of a more 
developed and formal dual exchange rate system were not fully imple-
mented by the authorities in the wake of the publication of the Interim 
Report. In particular, the proposal that the financial rand market be 
opened up to residents in an evolutionary manner was not implemented. 
Nevertheless, at the end of January 1979 certain adjustments to the 
existing dual exchange rate system were made. The securities rand 
system was renamed the financial rand system, and the uses to which it 
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could be put by non-residents were expanded. It was decided that the use 
of financial rand would remain confined to non-residents, but it became 
possible for non-residents to apply for exchange control approval of 
investments other than in quoted securities. At first such approval was 
only given to non-residents taking up shares in connection with the 
establishment of new companies, and for purchasing shares in existing 
non-quoted companies. However, within a few months this requirement 
was relaxed to permit other financial rand investments to be made by 
non-residents, including the purchase of real estate. 

Motivation for Changes. Although the securities rand system was 
perceived to be preferable to the previous blocked rand system, the 
authorities viewed the securities rand arrangements as unbalanced, 
thereby creating distortions. The system operated in an asymmetrical 
manner. While securities rand could be employed for the purchase of 
listed South African securities only, and the demand was thereby largely 
confined to Stock Exchange investors, the supply of securities rand 
comprised the proceeds of the sale of any non-resident owned asset. 
This was a major reason for the wide discount on the securities rand rate 
compared with the official exchange rate, which at times had exceeded 
40 % • The securities rand market therefore provided an 'exit' for 
non-resident capital, but no entry other than for purchases of listed 
securities. Investment in unlisted securities and other assets, such as land 

and buildings, had to enter at the official rate of exchange, and 
subsequently repatriation at the official rate was blocked, unless special 
permission was granted by the exchange control authorities.12 

In order to remove these disincentives to foreign investment it was 
therefore decided to expand the possible uses to which the securities 
rand market could be put. Against a background of net capital outflows 

-from the country, the new financial rand system was aimed at providing 
an additional inducement to non-residents to invest in new enterprises, 
and to expand existing enterprises in South Africa. Although the country 
would not derive new foreign reserves it would obtain enterprise, skills 
and technical know-how. Any consequent greater stake of certain 
important international companies in the Republic, while benefiting the 

. economy,· might also encourage South African enterprises to expand 
their operations.13 
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The authorities regarded the new financial rand market as a superior in-
centive for greater foreign investment compared with the alternative of 
official guarantees that permission would be granted for newly com-
mitted foreign equity capital to be repatriated through normal foreign 
exchange channels, when disinvestment from South Africa arose. It was 
perceived that the need to obtain official approval for such individual 
investment projects would in itself have been a deterrent. The barring 
of repatriation at the official rate of exchange of earlier foreign invest-
ments made under the previous arrangements, would have detracted 
from such a dispensation. In addition, the fear of new investors that a 
similar fate might befall them if a crisis situation induced the authorities 
to tighten exchange controls, would also have deterred foreign investors 
from seeking such official guarantees. 

The De Kock Commission, as already indicated, also proposed that the 
new financial rand market be opened up in an evolutionary manner to 

residents. This was proposed in part to relieve the pressures on the ex-
change control authorities who processed large numbers of applications 
for pemrlssion to remit capital abroad. It was proposed that capital trans-
fers abroad of amounts of up to say R3 000 or R 000 per person per 
year could be freed from all control; provided such amounts were trans-
ferred through the financial rand market which would involve no loss of 
foreign reserves. For transfers in excess of this amount exchange control 
approval would still be required, but if such approval were granted the 
funds would likewise have to be transferred at the financial rand rate. 

Such facilities were not introduced at the time the financial rand system was 
established. The authorities believed that the need to implement this re-
commendation fell away somewhat since the travel allowances for ordinary 
tourists and/or bnsinessmen travelling abroad were shortly there after 
hOera1ised to a significant extent. What is more, it was decided that future 
transfers by residents of capital funds overseas would nonna11y be effected 
at the financial rand rate after approval by the Reserve Bank. 14 

The authorities viewed the new dual exchange rate system in the fonn of the 
financial rand mechanism as a transitional measure. The ultimate objective 
was the establishment of a unitary exchange rate system. The authorities 
disliked exchange control over non-residents, and therefore had no great 
enthusiasm for a dual exchange rate system. Some analysts at the time 



recommended the immediate abolition of exchange controls over 
non-residents arguing that this would boost the capital account of the balance 
of payments rather than weaken it. They argued that the old securities rand 
system kept foreign capital out of the country, because the non-resident who 
invested in South Africa in forms other than quoted securities had to bring 
in his funds at the official exchange rate, but subsequently repatriate his 
funds at a discount through the securities rand market. 

The authorities, however, considered the abolition of exchange controls 
over non-residents at that time as a step which was too drastic to under-
take. This viewpoint was based on several considerations. Firstly, it was 
recognized that it would take some time for the spot and forward 
exchange markets in South Africa to become properly developed, which 
meant that the Reserve Bank could not rely completely on the exchange 
rate mechanism at that stage to accommodate fluctuations in the balance 
of payments position. Secondly, it was believed that political un-
certainties in South Africa still necessitated the retention of certain 
exchange controls. Thirdly, since exchange controls had been in force 
for many. years, some backlog of funds awaiting transfer abroad had 

accumulated. If exchange controls had been abolished overnight an 
unacceptable degree of depreciation of the unitary rand and/or a 
substantial loss of foreign reserves could have materialised. This could 
have proved to be disruptive, and forced the authorities to apply 
deflationary domestic policies. IS 

Following the introduction of the financial rand system it was generally 
assumed that the most appropriate circumstances in which the system 
could be abolished would be when the foreign reserves were rising, the 
commercial rand was strong, and the discount on the financial rand was 
low. Given that kind of environment any abolition of controls over 
non-residents should have exerted only a minimal impact on the com-
mercial rand rate in the short term, and this would not have complicated 
the fight against inflation. In the two years after the introduction of the 
commercial rand system the authorities desisted from moving to a 
unitary exchange rate system. Conditions favouring such a move were 
not helped by the fall in ·the gold price from early in 1980. Nevertheless, 
from time to time rumours of an imminent scrapping of the two-tier 
exchange rate system surfaced, and at one stage in January 1980 the 
discount on the financial rand dropped to around 7 % at the height of the 
boom in the gold price. 
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Nevertheless, during 1979 and 1980 economic conditions did favour 
some relaxation in exchange controls. In those years the rate of econo-
mic growth accelerated averaging 6-1/2 % in the year to June 1980, 
while the rate of inflation as measured by consumer prices reached 
14,6% in the same year, which was only marginally below the previous 
peak levels of intlationreached in 1974/75. Much of the scope for more 
rapid economic growth at the time was provided by a substantial surplus 
on the current account of the balance of payments which was directly 
related to a strong rise in the price of gold. The surplus of R3 622 
million in the year to June 1980 was exceeded by an even bigger net 
outflow of capital, but $e latter was partly induced by certain 
relaxations in exchange controls which were designed to moderate a 
sharp rise in the supply of money and near-money at that juncture; this 
increased by 21 % in the year to June 1980. 

The relaxations in exchange controls which were implemented were 
modest in scope. As from December 1979 bills, which were directly 
related to foreign trade transactions between a South African company 
and a foreign concern, could be discounted in the domestic money 
market, and these discounts were exempted from the restriction on do-
mestic borrowing by foreign controlled companies. Meanwhile, from 
February 1980 the maximum period for which South African exporters 
were allowed to provide credit to foreign importers was extended from 
6 to 12 months, and forward cover facilities were provided for the 
longer credit period. These measures helped to drain some liquidity from 
the system, but if the price of gold had reached a $1 000 an ounce in 
1980, as some analysts predicted at the time, more substantial relaxa-
tions in exchange controls could have materialised. 

By the second half of 1980 the authorities had become mindful of the 
decline in the surplus on the current account of the balance of payments. 
At a seasonally adjusted annual rate this surplus increased to a peak of 
R7,2 billion in the first quarter of 1980, before dropping drastically to 
RO,8 billion in the second quarter. If this trend continued the authorities 
were fearful that a situation could recur like in 1974 when the economy 
was too dependent upon a high gold price. Further relaxations in 
exchange controls would therefore only have been considered if the gold 
price had recorded a further strong rise. 16 
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PART 3 

SOUTH AFRICA'S GOLD SALES POLICIES 
(1967-80) 

Since 1925 the Reserve Bank had bought practically all the gold pro-
duced in the country,. and had attended to its disposal. Unti11939 these 
arrangements were carried out through the terms of various agreements 
between the Reserve Bank and the producers of gold, but following the 
outbreak of war in that year the producers were obliged by law to sell 
all their gold to the Reserve Bank which acted as agent for the Treasury, 
and this position still held sway in the 1960s. In disposing of the gold 
the Reserve Bank had always sought to obtain the best available price in 
the prevailing circumstances for the very large quantities of gold which 
were produced by the country's mines. 

The gold sales policies of the Reserve Bank were of critical importance 
in the late 1960s and the 1970s. The country was by far the biggest gold 
producing country in the world, and the economy was vitally affected by 
movements in the price of gold. What is more, the country's gold sales 
during this period were conducted in an environment in which the 
monetary role of gold underwent marked changes. Sales policies were 
naturally influenced by the desire to ensure that the monetary role of 
gold was at least not detrimentally affected. 

In this section the framework in which South Africa sold its gold is 
explained along with the influences impacting on sales policies. The 
environment was abruptly changed at the beginning of the period by the 
collapse of the 'gold pool' arrangements, and the introduction of a 
two-tier gold marketing system. Thereafter, at the beginning of 1970 
South Africa reached an agreement for selling its gold production to the 
I.M.F. This lapsed after the end of 1971 due to a rise in the price of 
gold, and a strengthening of the balance of payments situation. The 
Reserve Bank's flexibility in conducting sales was accordingly enhanced, 
but from the beginning of 1975 a major new complicating factor 
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emerged in the form of significant sales of gold by official agencies 
including both the I.M.F. and the United States Treasury. On the 
positive side, however, gold sales for much of the 1970s were conducted 
against the background of a strongly rising dollar price of gold, and the 
Reserve Bank constantly aimed to be in a position where it enjoyed 
some flexibility in the execution of its gold disposals. 
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CHAPTER 17 

INTRODUCTION OF TWO-TIER GOLD 
MARKET AND SOUTH AFRICAN 
GOLD SALES POLICY (1968-1969) 

During the first quarter of 1968 a massive rush to buy gold by private 
investors materialized, and in March 1968 the member countries of the 
'gold pool' were compelled to abandon their operations in the free 
market which were designed to maintain the price at $35 per ounce.1 

Simultaneously, the countries concerned decided to set up a two-tier gold 
market system, and as a result South Africa was confronted with a new 
environment in which it sold its gold. The purpose of this chapter is to 
undertake an historical analysis of the sales policy of the Republic from 
March 1968 until December 1969 when an agreement was reached for 
selling gold production to the I. M. F. 

Introduction 

At the time of the disbanding of the 'gold pool' operations the governors 
of the central banks involved stated that under the new policy gold held 
in official hands should be used henceforth only to effect transfers 
among monetary authorities, and therefore they decided no longer to 
supply gold to the free market. Moreover, since the existing stock of 
monetary gold was considered sufficient in view of the prospective es-
tablishment of SDRs, they no longer felt it was necessary to buy gold 
from the market. Finally, they agreed that in future they would not sell 
gold to monetary authorities to replace gold which the latter had sold in 
private markets.2 

The Reserve Bank had not been consulted over the introduction of the 
new system, and in conducting its gold sales under the new 
arrangements South Africa was forced to adapt its policies to the . 
changed circumstances. The country moreover faced a number of 
uncertainties as regards the course of the free market price of gold, and 
the implications of the new system for the future monetary role of gold. 
Fortunately, the Republic was not without experience of the new 
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conditions, which emerged in March 1968, since they represented the 
re-introduction of a two-tier market in gold. From 1947 to 1954 free 
market prices at times stood at considerable premiums over the official 
price, which had encouraged the country at that time to sell on the free 
market. 

A major difference, however, between that period and the situation in 
1968 was that the Republic had no guaranteed central bank outlet for its 
gold at a fixed price during the latter period. What is more, the dollar 
was a hard currency in the early 1950s, and there was no tendency for 
premiums on the free market to be related to weakness of the dollar. In 
March 1968 this was not the case given the balance of payments diffi-
culties faced by the United States. 

Initial Sales poney After March 1'68 

The speculation which arose concerning the intentions of the Republic 
in respect of gold sales were clarified in April 1968 when the Minister 
of Finance announced that the country, while reserving its right to make 
sales on the free market, would not sell gold until the approximate 2 000 
tons, which had been bought by speculators between November 1967 
and March 1968, had been absorbed by the market. It was obvious that 
since South Africa produced roughly 75% of production in the western 
world, it was able to exert a strong influence on the price in the private 
market. In some quarters the decision was inteIpreted as an attempt to 
drive the price in the free market substantially higher, and thus force the 
leading monetary authorities to accede to a major increase in the official 
price. 3 

This conclusion was not valid. Although the country was unhappy about 
the new gold marketing system and would have clearly preferred a 
solution to the monetary crisis incoIporating an increase in the official 
price, the Minister of Finance stated that the authorities had no desire 
at that stage to try and engineer an increase in the gold price through 
manipulation of the free market price.4 Apart from creating even more 
instability in the market, a renewed attack on the reserve currencies 
could have ensued if the rise in the gold price imperilled the two-tier 
system. This in turn could have nurtured highly uncertain implications 
for international monetary stability, and world trade in which the 

201 



Republic had a pertinent interest. One obvious possibility is that the 
United States would have been provoked into cutting the link between 
the dollar and gold at an earlier stage than in August 1971. In addition, 
many analysts were claiming that maintaining the official gold price at 
$35 an ounce had become a test of American credibility, and that raising 
the price could have incurred political costS.5 

In reality the decision to stop selling gold in April 1968 was based partly 
on the feeling that in view of the uncertainty surrounding the reserve 
currencies, it was sensible to build up the gold holdings rather than 
currency holdings. In addition, the authorities had concluded that selling 
all of the country's gold production on the free market at that stage 
would have contributed towards disorderly market conditions, and pos-
sibly caused the price to fall below $35 an ounce. Any such fall in the 
price would have played into the hands of those who were bent on 
discrediting the role of gold in the international monetary system. 6 

During April 1968 in any case the free market price fell to as low as 
$36,50 per ounce. 

This selling decision implied sacrificing the objective of maximizing 
gold sales receipts in the short run, given the premium prices which 
prevailed in the free market. This was made possible by the rise in the 
foreign reserves which commenced late in 1967 and which continued 
throughout 1968. In that year a small surplus on the current account was 
supplemented by a net capital inflow of R456 million. Moreover, the 
limited premiums did not involve significant losses of revenue to the 
gold mining industry in the short term. At the same time these balance 
of payments surpluses generated an expansionary effect upon internal 
liquidity, but action to drain some of this liquidity from the system by 
relaxations in exchange controls was delayed until the end of July 1968 
by the uncertainties regarding the marketing of the country's gold 
production. 7 

Resumption of Sales. It soon became clear, however, that gold sales 
policies were going to be more flexible than might have been expected 
on the basis of the April 1968 policy statement. In May 1968 the free 
market price rose at one stage well above $42 an ounce, and in the 
middle of 1968 South Africa announced that sales had been carried out 
on the Zurich free market in both May and June.' The authorities 
refused to disclose the amount sold which was partly designed to keep 
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the I.M.F. and the United States in particular guessing as regards South 
African sales on the free market. At the same time the Minister of 
Finance declared that the authorities had no plans to sell any more gold 
on the market for the time being. 

This statement together with the limited sales conducted on the market 
suggested that, despite the strong balance of payments position, 
advantage would be taken of any strength in the market to conduct 
limited sales. These developments also suggested that the Republic had 
no intention of deliberately trying to push up the price of gold by 
indefinitely refraining from selling gold. 

Dispute Over Sale of South African Gold Production 

At the time of the re-introduction of the two-tier market system the 
former 'gold pool' members (only 7 out of a totalI.M.F. membership 
of more than 100) announced that they would not purchase any more 
gold from the market. In April 1968 the Minister of Finance said that 
South Africa reserved the right to sell to those countries which required 
monetary gold, just as it reserved the right to sell gold on the free 
market. Subsequently, in July 1968 the Minister stated that certain sales 
of gold to monetary authorities had been consummated.9 He also denied 
reports that certain central banks had made their purchase of South 
African gold conditional on sales by the Republic on the free market.10 

The decision by the former 'gold pool' members to refrain from making 
further purchases of newly mined gold was aimed at forcing South 
Africa to sell most, if not all, of its production on the free market. This 
should have helped to·keep the price near to $35 an ounce. In American 
eyes this could have served to demonstrate that under the two-tier struc-
ture there was no longer any guarantee that the free market price would 
not fall below $35 an ounce. This in turn could have deterred gold 
market speculators. 

It was debatable whether this kind of reasoning was correct since many 
people assumed that central banks would intervene in the market if the 
price dropped below the official price. However, the United States also 
believed that if ~o new additions to monetary gold stocks materialized, 
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this would reduce the importance of gold in the international monetary 
system, an objective which South Africa opposed. 

From the perspective of the Americans these various considerations 
more than counterbalanced the argument that if South Africa had sold 
gold to central banks at $35 an ounce, this would have been bought by 
countries with payments surpluses. If such countries could have raised 
the gold component of ili:eir foreign reserves by buying from the Repu-
blic they might have been less inclined to ask the United States to sell 
gold in exchange for dollars. 

Gold Sales to the I.M.F. 

As 1968 unfolded it became urgent for South Africa to find outlets 
among monetary authorities for part of its gold production. It could not 
indefinitely rely on favourable balance of payments developments, such 
as in 1968, providing sufficient foreign exchange to enable large reten-
tions to be made of newly mined gold. Given these circumstances the 
Republic argued that if the central banks in general declined to buy gold 
in meaningful amounts, i~ Should have the facility of selling gold to the 
I.M.F. 

In this context Article 5, Section 6 of the Fund's charter stated that 'any 
member desiring to obtain directly or indirectly the currency of another 
member for gold shall, providing it can do so with equal advantage, 
acquire it by sale to the Fund'. If the Fund had bought gold from South 
Africa this would have provided a more favourable environment for an 
increase in the free market price. Simultaneously, it would have circum-
vented the 1968 agreement by the former 'gold pool' members which 
~tipulated that they would not buy any more gold in the market. 

It was this consideration which caused the Americans to place emphasis 
on the phrase 'with equal advantage' and assert that while South Africa 
could obtain a better price in the free market, the I.M.F. was under no 
obligation to buy gold from the Republic. It was alleged that this would 
have provided the country with an unequal advantage. ll On the other 
hand, it might be retorted that by selling gold on the free market, rather 
than the I. M. F., South Africa was suffering from an 'unequal dis-
advantage' since this was likely to push the price towards or even below 
$35 an ounce. 
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Hitherto Section 6 of Article 5 had been inteIpreted to mean that an 
I. M. F. member could sell gold to the Fund whenever it wished, but 
could not be forced to do so by the Fund if the member could gain an 
advantage (Le. a higher price) by selling in the market. No one had ever 
questioned before that if a member insisted on selling to the Fund, the 
latter was obliged to buy. The South African authorities, among others, 
argued that the United States was turning this inteIpretation upside 
down. The I.M.F. at that time adopted delaying tactics, and never for-
mally replied to South Africa's request to sell gold in terms of Article 5, 
Section 6.12 

Drawings on the Fund. Meanwhile, in the midst of this dispute, the 
Republic found another way of selling gold to the Fund. At that time 
the rand was not a convertible currency under the I. M. F. rules, and 
this meant that South Africa could attach conditions to any drawings 
of rands by another Fund member. The Fund quota of the country in 

the middle of 1968 of $200 million had been supplied in gold to the 
extent of 25 % and the balance of 75 % in rands. However, $62 
million of rands had been drawn from the Fund by New Zealand, 

Peru, France and the United Kingdom. South Africa made the 
drawings by France and the United Kingdom conditional on the Fund 
according it the right to sell gold to the latter to the value of the rand 
drawn out, thus indirectly acquiring foreign exchange in return for 
gold. 13 

In theory the Republic could repeat such gold selling exercises to the 
Fund indefinitely so long as the latter provided rands in any drawing 
by an I. M. F. member, and South Africa insisted on being given the 
right to sell gold to the Fund in exchange for foreign currencies. In 
practice there might not have been any Fund drawings at a time when 
the Republic wanted currencies from the Fund, or the latter might 
not choose to lend rands. Moreover, the impracticality of such 

operations could have been enhanced by the amounts of gold South 
Africa might have tried to sell to the Fund. Nevertheless, this action 
was not welcomed by the United States authorities who promptly 
called on the Republic to resume sales in the free market. The 
Minister of Finance reiterated that the country believed it had the 
right to sell its gold where it pleased.14 
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In October 1968 the Minister repeated that the I.M.F. was legally obliged 
to buy all South African gold offered to it at $35 an ounce without regard 
to extraneous considerations. He indicated that the country would, in its own 
interests, sell part of its gold on the free market in order to obtain premium 
prices, if its balance of payments made this necessary. However, he argued 
that it was neither reasonable nor in the interests of world monetary stability 
to expect the Republic to sell all its gold production in this way~ 

Attempted Compromise Over Dispute 

This conflict over the role of gold between the United States with its in-
fluence over the I. M. F. on the one hand, and South Africa on the other 
did not please European central bankers. The latter, therefore, sought to 
devise a fonnula to ease the impact of the March 1968 agreement which 
barred central bank purchases of newly mined gold. 

Evidence of a shift in the European attitude to official gold purchases sur-
filced with the Emminger plan.16 This involved a fonnuIa whereby South 
Africa could sell part of its newly mined gold to the I.M.F. and to central 
banks when the free market price was near to or below $35 per ounce, if 
at the same time the South African balance of payments was in deficit. The 
Europeans argued that this would encourage the South Africans to sell on 
the market and help minimize the spread between the two prices, while 
enabling central banks to add to their gold reserves.17 

This proposal was discussed at the September 1968 annual meeting of 
the I.M.F., but no offer based on these principles was made to South 
Africa. In any case, at that stage the balance of payments of the country 
remained in surplus, and therefore pressure on this front was minimal. 
Also, the possibility of a changed American attitude following the Presi-
dential election in November 1968 may have provided an incentive to 
wait. The Republic believed that the I.M.F. had a legal obligation to 
accept gold, and in particular wanted unconditional possibilities of 
selling gold at $35 an ounce. IS 

Bargaining Position of South Africa and Gold Sales 

In November 1968 a new international monetary crisis erupted which 
caused the free market price of gold to reach $42 an ounce in 
December. At that stage the Republic again started to sell gold on the 
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Weekly sales/retentions of gold by the Rese"e Bank 
(March 1968 . December 1969) 
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free market. In the face of continuing currency instability during the first 
half of 1969 the gold price remained firm reaching almost $44 an ounce 
in March, and these conditions enabled South Africa to make further 
periodic sales on the market. 
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During this period the United States appeared to be content to wait 
hoping that the balance of payments position of the Republic would 
weaken, which would force the latter to sell large quantities of gold in 
the market. Conversely, South Africa hoped that with the passage of 
time its ability to sell gold, at least on a piecemeal basis to monetary 
authorities, would improve. 

During the first half of 1969 the bargaining position of South Africa re-
mained sound. From the end of March 1968 until the end of June 1969 
the gold productio~ of the country totalled 38,44 million ounceS.19 
During the same period the gold reserves of the Reserve Bank, valued 
at the statutory price of R24,80 per ounce, increased by only R368 mil-
lion. In relation to production this indicates that gold worth R565 million 
at the official price was sold, or about 59 % of total production, equiva-
lent to roughly 24 million ounces. According to one source an estimated 
8 million ounces was sold on the free market during the 13 months to 
April 1969.20 What is more, during the first half of 1969 the gold re-
serves rose only marginally by R12 million in the face of gold produc-
tion of 15,13 million ounces. From May 1969 onwards gold sales ex-
ceeded current production as shown by the accompanying graph in-
dicating weeldy gold retentions or sales by the Reserve Bank. Most of 
these latter sales allegedly were conducted in the free market. 21 Mean-
while, in April 1969 South Africa drew $66 million in currencies from 
-the I.M.F., and subsequently repaid $50 million in gold.21 

Weakening of Position. The overall situation, however, began to 
deteriorate markedly during the second half of 1969, manifesting itself 
partly in a decline in the free market price from above $40 to around 
$35 an ounce by the end of the year. The current account of the balance 
of payments began to weaken, a surplus of R67 million in the first 
quarter turning into a deficit of R73 million in the second quarter. A 
similar deterioration occurred on the capital account. Overall, these 
developments led to a fall in the foreign reserves starting in April 1969. 

The situation was complicated by relaxations in exchange controls in 
June 1969, a step taken against the background of excess liquidity in the 
private sector reflected in growth in the quantity of money and near-
money which rose by 15th % in the year to June 1969. The wisdom of 
this move from a gold sales perspective 'could have been questioned 
since by the middle of 1969 some deterioration in the external position 
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was to be anticipated given the relationship between the South African 
balance of payments and the business cycle. At that stage a strong busi-
ness cycle upswing was materialising which usually led to a deficit on 
the current account. In reality, however, the decision to relax the ex-
change controls stemmed from improvements in the gold marketing posi-
tion of the Reserve Bank in the sense that in April 1969 more buyers of 
gold came forward and in subsequent months South Africa succeeded in 
disposing of larger quantities of gold.23 

By December 1969 the weakness of the gold price provoked fears that 
it might fall below $35 an ounce in the market. Indeed, the price 
averaged just $35 an ounce during that month as shown in the accom-
panying table. 

Price of gold on the free market· 
US dollars per fine ounce 

Month 1968 

January 35,2 
February 35,1 
March 35,0 
April 37,7 
May 40,3 
June 40,7 
July 39,2 
August 38,8 
September 39,8 
October 38,9 

November 39,4 
December 40,7 

• Monthly averages of daily fixings on London market 

1969 

41,9 
42,3 
42,9 
42,9 
43,1 
41,1 
41,4 
40,7 
40,5 
40,2 
37,3 
35,0 

This possibility particularly alarmed European central bankers who were 
keen to avoid seeing their gold holdings being devalued in this way. The 
Americans, on the other hand, were pleased to see the price fall back to 

around the official price of $35 an ounce, but were concerned that other 
central banks might buy in the market if the price fell below $35. For 
South Africa, no longer able to retain current production due to balance 
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of payments difficulties and in no position to deflate the economy 
markedly in the face of an impending general election, the situation was 
highly unfavourable. Any fall in the gold price below the official level 
threatened the viability of the gold mining industry, and would have pre-
cipitated a further increase in the deficit on the balance of payments on 
current account, other things remaining equal. 

After secret negotiations South Africa and the United States finally 
reached an agreement at the end of December 1969, which was ratified 
by the I.M.F. regarding the sale of newly mined gold to the latter insti-
tution. This agreement furnished a new framework for South African 
gold sales in the early 1970s. 

Overall Review of Sales Policy 

Throughout 1968 and 1969 the gold sales policy of South Africa pro-
vided no evidence that an attempt was made to force the market price 
upwards by encouraging buying by private investors. Instead, the auth-
orities adopted a policy of selling into strength, this restraining tempo-
rary upswings in the price.1A For this reason it seems likely that if the 
free market price had risen sharply above $35 an ounce the country 
would have refused to sell to monetary authorities at the official price, 
even if given the chance. This partly stemmed from the desire to maxi-
mize gold sales receipts. In addition, if the Reserve Bank had sold to 
central banks at $35 an ounce, the latter could have sold such gold on 
the free market at a profit. 

Extent of Quasi-Monopoly Position. The suspi€ion that the objective of the 
Republic, in seeking official channels for its gold production, was aimed at 
exploiting the 'quasi-monopoly' supplier position of the country exaggerated 
its influence over world bullion prices. Bernstein pointed out that selling 
gold to monetary authorities in order to force up the price in the free market 
was not a practical policy for South Africa.2S The country only accounted 
for 75 % of output in the western world, and a higher price could have 
brought forth larger supplies from such as the Soviet Union. Also, higher 
prices could have led to substantial sales by private investors. In addition, 
the demand for gold in the private market might not have been sufficiently 
inelastic to make it profitable to have diverted supply to official channels if 
the free market price had been say above $40 an ounce. 
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On the other hand, the response of 'speculative' holders of gold to reduced 
sales on the market by the Republic might have been to discourage selling 
because their confidence concerning the prospects for the gold price might 
have improved. It was also the case that in 1968-69 the authorities did not 
have to contend with Russian sales. 

Sales to Central Banks. Although only 7 members of the I.M.F. were re-
presented at the Washington conference in March 1968, the Americans 
enjoyed a measure of success in making the understanding stick that central 
banks should not buy gold from the market nor directly from the Republic. 
Nevertheless, it was alleged at the time that several countries did not accept 
the understanding, and were interested in making purchases from South 
Africa.26 Subsequently, confirmation of this was provided, since during the 
period from March 1968 to December 1969 the Republic sold more than 12 
million ounces of gold to monetary authorities:' The Republic had achieved 
a measure of success in challenging the March 1968 agreement. 

This gold was sold to central banks at $35 an ounce, and the Reserve Bank 
obtained assurances that the gold would not subsequently be sold at a profit 
on the free market. These assurances, however, were not always honoured. 
Certain quantities of gold bought by the official sector from the Reserve 
Bank. were sold on the free market, and this experience only strengthened 
the resolve of the Bank in future years never to sell gold to buyers at a 
discount to the free market price. 
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CHAPTER 18 

THE GOLD AGREEMENT OF 1969 AND 
SUBSEQUENT DEVELOPMENTS TO 1971 

Introduction 

South Africa's gold marketing policies during the 21 months ended 
December 1969 proved to be successful in the sense that they prevented 
a fall in the free market price of gold below $35 an ounce which had 
been expected in some quarters in the initial stages of the two-tier gold 
system. What is more, they furnished South Africa with adequate time 
to conduct negotiations at the official level with a view to eventually 
reaching an agreement with the international community on a new set of 
gold marketing arrangements. Such negotiations had already started in 
1968 with the then American government, but the initial proposals made 
to South Africa were not acceptable. The country was finding ways of 
disposing of some of its gold, and it could afford to reject them.1 

South Africa's balance of payments position, however, weakened during 
the second half of 1969 along with the free market price of gold as ex-
plained in the previous chapter. After further negotiations with the new 
American government a breakthrough came in the form of an Agreement 
with the International Monetary Fund in December 1969. The final 
discussions in this regard took place in Rome from 12 to 16 December 
1969 where representatives of the South African Treasury and the 
Reserve Bank met their counterparts from America. 

South Africa's bargaining position had been undermined by a number of 
developments in the international monetary system during the second 
half of 1969 which contributed towards the fall in the gold price at that 
stage. Firstly, the higher level of international interest rates, particularly 
in the eurodollar market, provided a more attractive avenue for invest-
ment funds. Secondly, the activation of the Special Drawing Rights 
scheme, due at the beginning of 1970, involved the creation of new 
international liquidity reserves which for the time being at least averted 
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the necessity of raising the official gold price for purposes of boosting 
world liquidity. Thirdly, relative calm had been restored to the foreign 
exchange markets during the second half of 1969 following the 
devaluation of the French franc, the revaluation of the German mark, 
and the emergence of a large surplus on the British balance of payments. 
Although the problem of the massive payments deficit of the United 
States remained unsolved, the high level of eurodollar interest rates 
prevented a large build up of dollars in European central banks, and 
thereby at least postponed a clash over the lack of official convertibility 
of dollars into gold on a practical basis.2 

The fall in the price of gold back towards $35 an ounce during the 
second half of 1969 was exacerbated by increased levels of sales by 
South Africa in the face of a deteriorating balance of payments position. 
From the balance of payments perspective the Republic was no longer 
in a position to retain sufficient gold to keep the price well above $35 
an ounce. This problem was worsened by the reduction of pressures 
favouring a rise in the official price of gold, since this diminished the 
attractions of the South African economy from the perspective of inflows 
of foreign capital, and thereby adversely affected the capital account. 

At the same time, however, the United States was under some pressure 
from a number of central banks to reach a gold sales agreement with 
South Africa. Reports indicated that some central banks had threatened 
to make purchases in the free market if the price fell to $35 an ounce, 
and thereby undermine the two-tier gold market system. One inducement 
to settle the dispute arose out of the need to find almost $2 000 million 
of monetary gold in 1970 for the agreed increases in I.M.F. quotas, a 
quarter of which had to be subscribed in gold. Before the Agreement 
with South Africa had been reached the Americans had been working on 
a complex scheme for funding the gold subscription for countries short 
of the yellow metal. This problem would be much easier to handle if 
South African gold started to flow into central bank. reserves once 
again. 3 

Under the 1969 gold sales agreement South Africa could offer gold to 
the I.M.F. when the free market price fell to $35 an ounce or below, in 
amounts necessary to meet its current foreign exchange needs. With a 
~ % handling commission charged by the I. M. F. this meant that the 
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effective price was $34,9125 per ounce. In precise terms the criterion 
for judging the free market price was to be both London fixings on the 
same day. When these fixing prices were $35 an ounce or below South 
Africa could sell 'in an amount reasonably commensurate with one-fifth 
of weeldy sales from new production required to be marketed to meet 
balance of payments needs'. 

In addition, it was agreed that South Africa could sell to the I.M. F. even 
if the free market price was above $35 an ounce if it could be shown 
that its foreign exchange needs could not be satisfied by selling all its 
newly mined gold on the free market over a six month period. This 
furnished a potential means of selling part of the gold produced from 
March 1968 to December 1969 since a third part of the Agreement 
allowed South· Africa to start disposing of gold stocks it held on 17 
March 1968, when the two-tier gold system came into being, at the rate 
of $35 million a quarter beginning on 1 January 1970. These latter sales 
could also be made to the I.M.F. whatever the price in the free market.4 

The South African authorities could also use gold in normal Fund 
transactions. It could sell gold to the I.M.F. to repurchase appropriate 
drawings from the Fund, and to cover the gold portion of any South 
African increase in its quota, and to obtain convertible currency to 
exchange against SDRs for which South Africa was designated by the 
Fund. Such Fund-related transactions could take place without regard to 
the free market price of gold.5 

As part of the Agreement it was also stipulated that the ratio of gold to 
the total reserves of South Africa would remain relatively stable. If 
South Africa desired to make additional sales of gold or otherwise 
exchange assets for the purpose of achieving a basic change in the 
composition of its reserve holdings, further discussions would be held 
with a view to clarifying intentions. 6 

Consequences of Agreement 

Under this Agreement the United States had not moved from its basic 
position that South Africa could only sell gold to the I.M.F. provided 
the free market price was close to the official price of $35 an ounce. 
The framework of the two-tier gold market was retained, and in certain-
quarters it was concluded that the end of the gold sales impasse con-
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firmed the reality of a dollar standard, i.e. an international monetary 
system in which the key reserve asset was the dollar. 7 

On the other hand, this Agreement effectively rendered the March 1968 
Agreement redundant, since an increase in the amount of gold in the 
international monetary system became inevitable. Through the inter-
mediation of the I. M. F. central banks under the new arrangements could 
replenish their gold stocks if desired in exchange for dollars, at a time 
when the I.M.F. was short of this currency. Since newly mined gold 
could now flow into the international monetary system dependence on 
the dollar as a source of international monetary reserves was reduced 
somewhat. In January 1970 alone South Africa sold gold worth $48,3 
million to the I.M.F. During the first quarter of 1970 8.8 million ounces 
were sold to the I.M.F. and other monetary authorities.s 

Moreover, in terms of this Agreement South Africa was given an 
effective floor of $35 an ounce for its gold. The country would never 
have to sell gold for less than $35 an ounce, and it would never be 
necessary for South Africa, unless it so preferred, to offer more gold to 

the private market than its current production. These favourable pro-
visions came at a time when South Africa's balance of payments was 
under strong adverse pressures, and by late 1969 it was being forced to 

sell substantially more gold on the private market than its current pro-
duction.' In reality the Agreement also helped to ensure that the floor 
for the free market price was in the region of $35 an ounce. 

Although South Africa was committed to selling gold in an orderly man-
ner in the private market under the Agreement, and it was not envisaged 
that I.M.F. members would generally initiate gold purchases directly 
from South Africa, it still retained a measure of flexibility. It was not 
committed to being an unlimited seller, while domestic uncertainties 
were reduced following the Agreement. The high import figure for the 
fourth quarter of 1969 may have been associated with the uncertainty 
which existed in connection with the marketing of gold, and with the 
possibility of using import restrictions to safeguard the diminishing 

foreign exc1uqlge reserves. This uncertainty disappeared as a result of 
the gold marketing settlement. 10 
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Price of gold on the free market· 
US dollars per fine ounce 

Month 1970 

January 34,8 
February 34,9 
March 35,0 
April 35,6 
May 35,8 
June 35,2 
July 35,0 
August 35,0 
September 35,8 
October 37,2 
November 37,1 
December 37,2 

1971 

38,0 
38,8 
39,0 
39,1 
40,7 
40,3 
41,1 
42,6 
41,9 
42,4 
42,7 
42,4 

• Monthly averages of daily fixings on the London gold market 

The flexibility accorded to South Africa under the Agreement was re-
flected in the way in which the Republic at times chose to sell gold to 
the I.M.F. rather than on the free market. In October 1970, for in-
s~ce, the I.M.F. bought $52,2 million of gold from South Africa in-
cluding $17,5 million through the invocation of the balance of payments 
clause at a time when the free market price was more than 10% higher. 
This action reflected fears that additional sales of gold could have 
pushed the price back towards $35 an ounce. It also reflected the view 
of the authorities that it was in South Africa's interests to sell gold to the 
I.M.F. under such circumstances, and thereby ultimately increase the 
gold stocks of central banks. The South African authorities felt that the 
more gold monetary authorities accumul~ted the greater the interest they 
could have in preserving the monetary role of gold, and possibly in 
supporting a rise in the official price of gold, an outcome which would 
be further strengthened by a rising free market price for the metal. 

The value of the gold sales agreement for South Africa was emphasized 
throughout 1970 and 1971 when the country's balance of payments 
remained under pressure. The sale of current production to the Fund 
ceased from 12 March 1970 when the free market price of gold started 
to rise above $35 an ounce, but sales out of the gold reserves to the 
I.M.F. continued from time to time as already indicated. For 1970 as 
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a whole South Africa sold almost R448 million worth of gold to the 
I.M.F., which was higher than was generally expected when the Agree-
ment was first reached. This took place alongside a gradual improve-
ment in the free market price as shown in the accompanying table. 

As the free market price began to rise, reaching over $43 an ounce at 
the end of 1971, less gold was gradually sold to the Fund, and more 
sold in the private market. As a result the premium payments to the gold 
mining companies increased from R26,6 million in 1970 to RII0,1 
million in 1971.11 The rising free market price and the strengthening of 
South Africa's balance of payments position meant that the Agreement 
fell into disuse after the end of 1971. 
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CHAPTER 19 

GOLD SALES POLICIES (1972-1974) 

Introduction 

The balance of payments position of South Africa reached a turning 
point at the end of 1971. Following the devaluation in December 1971 
capital outflows immediately turned into inflows, and the country's gold 
and other foreign reserves started to record increases which were to 
continue for a period of 20 months. The current account of the balance 
of payments similarly showed an improvement, and the favourable over-
all. position of the external accounts furnished the authorities with scope 
to modify their gold marketing policies. 

At first the Reserve Bank set about replenishing its holdings of foreign 
exchange, and during the first four months of 1972 the total gold 
production was sold on the market. By April 1972, however, the Bank's 
holdings of foreign exchange had improved to such an extent that it was 
possible thereafter to retain part of the weekly gold production in the 
foreign reserves. Since the total foreign reserves were rising it was 
logical, as well as in accordance with South Africa's traditional policy, 
to increase the gold content of the foreign reserves, which had declined 
appreciably in previous years. 1 

In the second and third quarters of 1972 South Africa retained approxi-
mately 24 % and 33 % respectively of average weekly production, while 
in the last quarter Reserve Bank retentions averages 29 % of weekly out-
put. The Reserve Bank's gold holdings were built up from R333 million 
at the end of April 1972 to R530 million at the end of December 1972, 
and this action contributed towards a sharp increase in the gold price 
from just below $50 per ounce in April to $70 an ounce early in August. 
Thereafter it declined slightly to fluctuate around a level of $65 an ounce 
untiIJanuary 1973. 
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These retentions took place alongside a fall in gold output, which fell to 
908,7 tons in 1972 from 976,3 tons in 1971, a drop of roughly 7%. The 
withholding of gold in 1972 from the market could therefore have been 
even bigger if output had not declined. This fall had started in 1971, and 
was attributable to the fact that the industry took advantage of the higher 
gold price to begin extracting ores of lower gold content, thereby 
lengthening the lives of the mines. 

The authorities indicated that ideally they would have preferred to build 
up the gold reserves even more during the course of 1972, which they 
would have been entitled to do in accordance with the letter and spirit 
of the gold sales Agreement with the I.M.F. This did not materialise, 
however, because it was deemed desirable to obtain a larger income for 
the mines, and because of a sense of responsibility towards the inter-
national monetary system.2 

In this latter respect the high free market price of gold was starting to 
place a strain on international monetary arrangements. The rising price 
was placing the exchange value of the dollar under suspicion. Moreover, 
the high price was starting to render central banks reluctant to use the 
metal in settling balance of payments deficits. Likewise, because the 
value of SDRs were also defined in terms of gold, a similar reluctance 
to mobilise SDRs materialised. 

Change In Sales Tactics In 1973 

From the second half of February 1973 the Reserve Bank reverted to a 
policy of selling close on 100% of weeldy output on the free market in 
the face of a further upsurge in the gold price which reached $100 an 
ounce for the first time on 14 May 1973. In one respect the switch back 
to full sales on the market did not represent a marked increase in sales 
since gold output in the country continued to fall reaching 852,3 tons in 
1973, a fall of nearly 6% from the previous year. Virtually all output 
was sold during weeks of very strong demand, while small retentions 
were made during weeks when demand slackened somewhat. These de-
velopments, moreover, contributed towards a sharp increase in the gold 
and foreign exchange reserves during the first half of 1973. 
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In certain respects this sales policy was somewhat surprising. In so far 
as the foreign reserves continued to rise the percentage of gold held in 
the reserves could well fall, which ran counter to the previously 
expressed wish to push up the gold content to a level of approximately 
80 % of reserves. This consideration alone suggested that gold retentions 
would start to increase again. What is more, in so far as the government 
was convinced that the official price of gold would have to be increased 
in the not-too-distant future, there was a fiscal incentive to retain more 
gold, since under the Currency and Exchanges Act any revaluation 
profits stemming from such a move accrued to the State, and not the 
gold mining companies. 

There were, however, a number of other factors of greater aggregate 
importance which encouraged the authorities to sell a high proportion of 
weekly output on the free market. Firstly, there was the danger that the 
Reserve Bank would be accused of manipulating the gold market. 
During 1972 several unjustified accusations were levelled against the 
Bank by leading American anti-gold groups that it was manipulating the 
free market price of gold through retentions of the metal. This was 
basically untrue since the Republic had upheld the 1969 sales Agreement 
as regards its rules, and would have been entitled to retain more gold in 
terms of the 1969 pact during the first half of 1973. Such action, how-
ever, would have probably precipitated fresh accusations of price mani-
pulation in certain quarters at a time when the Committee of Twenty 
was deliberating on the future monetary role of gold. The authorities had 
no predilection for 'playing' the gold market by deliberately withholding 
gold when the market was buoyant. 

Secondly, selling virtually all current output on the free market at times 
when the price was often in excess of $100 an ounce provided ammuni-
tion for the viewpoint that the official price of gold, which was raised 
from $38,5 to $42 an ounce in February 1973, was hopelessly un-
realistic. Such high sales by South Africa could be interpreted as mean-
ing that any attempts to depress the price by gold sales by western cen-
tral banks or the I.M. F. might well require the release of official gold 
stocks on a scale which would be unacceptable to monetary authorities. 

Thirdly, there were benefits to be derived from the maintenance of a 
more stable gold market. In particular, the authorities were aware that 
escalating gold prices posed the risk of significantly reducing the indus-
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trial demand for gold. At the same time the gold mines were keen to 
reap the benefits of sales at premium prices; they only received the 
official price on gold which was retained by the Reserve Bank and added 
to the reserves. By 1973 close cooperation had developed between the 
Reserve Bank and the Chamber of Mines where gold sales were con-
cerned. 

Finally, this sales policy of the Reserve Bank probably had the blessing 
of the I. M. F. since the latter body was no doubt conscious of the 
dangers that an ever-increasing free market gold price posed for the 
stability of the world monetary system. The Reserve Bank may have 
shared these fears, and therefore concluded that feeding virtually the 
entire production onto the market helped to check the upward pressures 
on the price. 

The preference for this policy was strengthened when the balance of 
payments again entered a deficit phase in August 1973 and the auth-
orities were obligated to sell full production on the market in accordance 
with the 1969 gold sales Agreement. Nevertheless, despite the fact that 
the country's total gold and foreign exchange reserves declined by R512 
million from the end of July 1973 to the end of July 1974, the gold 
reserves decreased by only R19 million. In other words, during the 
period it was not necessary to sell much more gold on the private market 
than the current production. 

Despite such sales by the Reserve Bank the price of gold continued to 
rise for much of the period. The price reached a peak of $179,5 an 
ounce on 3 April 1974. Thereafter, it declined to as low as $133,5 an 
ounce in July before increasing again to almost $200 an ounce at the end 
of 1974. As a result of its high sales total premiums above the official 
price earned by the gold mining industry on sales of bullion and Kruger 
coins abroad increased from Rll 0,1 million in 1971 to R317,3 million 
in 1972 and R968,9 million in 1973, while exceeding Rl 500 million in 
1974.3 

The Reserve Bank believed that its gold marketing policy had an im-
portant influence on the course of the private market price during this 
period, while this in turn exerted an influence on views regarding the 
future monetary role of gold. In particular, the Bank asserted that its 
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marketing policy played a basic role in pushing the price to above $100 
an ounce. During the subsequent price advance it was believed that a 
greater relative contribution was made by factors such as the high rates 
of inflation and the accompanying widespread loss of confidence in 
paper money, the increase in the price of oil with its repercussions on 
the balance of payments of oil importing countries, and the general 
uncertainty in the monetary field.4 Throughout the period from 1972 to 
1974 the price of gold remained in a strong uptrend as shown in the 
accompanying table. 

Price of gold on the free market· 
US dollars per fine ounce 

Month. 1972 

January 45,7 
February 48,3 
March 48,3 
April 49,0 
May 54,6 
June 62,1 
July 65,6 
August 67,0 
September 65,5 
October 64,9 
November 62,8 
December 63,8 

1973 1974 

65,1 129,1 
74,1 150,6 
84,2 168,4 
90,5 172,2 

102,0 163,4 
120,0 154,1 
120,3 142,6 
106,5 154,5 
103,0 151,7 
100,0 158,7 

94,8 181,6 
106,5 183,3 

• Monthly averages of daily fixings on the London gold market 

The rise in the price of gold in the free market during 1972 had prompt-
ed the South African authorities to argue once more in favour of an in-
crease in the official price of gold. In June 1972 Dr N. Diederichs, 
South Africa's Minister of Finance, alleged that the two-tier gold system 
had failed as witnessed by the rising free market price.5 The moderate 
increase in the official price of gold, which materialised in December 
1971, had set a precedent in favour of another increase. It could, how-
ever, be argued that with the passage of time such an increase in the 
official price became less likely irrespective of the free market price. In 
1965 dollar claims held by foreigners were roughly twice as large as the 
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American gold stocks valued at the official price, and a doubling of the 
dollar price of gold (which would have doubled the dollar value of the 
American gold stocks) would have restored the ability of the Americans 
to meet all dollar claims at a fixed gold price. By 1970 alone, however, 
total foreign official and private liquid dollar claims were more than 
three times as large as the official gold stocks of the United.States, and 
they were continuing to grow. 

Over time, therefore, the required increase in the official price of gold 
was increasing to levels which were arguably beyond reasonable proba-
bility of adoption. The enormous gains from such a change in the 
official price of gold would have been unequally distributed among dif-
ferent countries, and would have penalized those countries which had 
cooperated with the United States by desisting from exercising their 
option to convert dollars into gold. On the other hand, the South African 
authorities believed that the international monetary system would be in-
herently unstable as long as the official price of gold was well below the 
price in the private market. They envisaged that a new official gold 
price could exist side by side with a floating private market price for 
gold, with the official price being possibly changed at fairly regular 
intervals. IS 

Implications of Termination of Two-Tier Gold Agreement and 
I.M.F. Gold Sales Agreement 

The ending of the 1968 gold Agreement in November 1973 came as no 
surprise. In view of the wide divergence between the official and free 
market gold prices and the direction of monetary thinking on the gold 
question, the break-up of the 1968 pact seemed inevitable sooner or 
later. 

The move, nevertheless, was interpreted in differing ways. The Ameri-
cans intended to abide by Article 4, Section 2, of the I. M. F. rule book 
which stated that 'no member shall buy gold at a price above par value 
plus the prescribed margin, or sell gold at a price below par value minus 
the prescribed margin'. Under this interpretation no central bank could 
buy gold as long as it was above the official price of $42,2 an ounce, 
but was free to sell gold. Despite the American view, however, the 
official communique did not specifically refer to Article 4, Section 2. 
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Consequently, some other central banks could have interpreted it to 
mean that central banks could buy as well as sell gold on the free 
markets. 

The most realistic interpretation of the events in November 1973 implied 
sooner or later that a floating monetary gold price would be established 
with central banks dealing between themselves on the basis of such a 
price, together with activity in the free markets by monetary authorities. 
On this basis South Africa's future gold marketing policy was likely to 
be dominated by the objective of establishing a broader market for gold 
by promoting the absorption of gold by central banks as well as stimu-
lating the non-monetary uses of gold, and hopefully at steadily rising 
prices over time. 

Against this background the termination of the two-tier gold system was 
followed quickly in December 1973 with a mutual agreement between 
South Africa and the I.M.F. to terminate the 1969 gold sales Agreement 
with the Fund. This move was prompted by a number of considerations. 
Firstly, the breakdown of the 1968 two-tier system meant that central 
banks could potentially enter the free market. This raised doubts about 
the continued relevance of the 1969 I.M.F. Agreement, part of which 
involved an understanding that new purchases of gold by central banks 
would be channelled through the I.M. F. Under the new circumstances 
central banks in principle could buy gold directly from South Africa at 
the official price, while such purchases at free market related prices 
could not be ruled out. Under the new dispensation it could also be 
questioned whether South Africa could be expected to continue mar-
keting its gold in an orderly manner on the free market if central bank 
sales lurked in the background. 

Secondly, the value of the 1969 Agreement was most obvious to South 
Africa in 1970 and 1971, when the country incurred substantial balance 
of payments deficits, and the free market price had risen only mode-
rately. This had enabled the Reserve Bank to sell substantial quantities 
to the I.M.F., thereby adding to monetary gold stocks. Since 1972 the 
Agreement had become more redundant in the face of the escalating gold 
price, and the perception that the latter had entered a new permanently 
higher price range. 
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From the viewpoint of the authorities the Agreement was becoming 
somewhat inconvenient in certain respects. Since September 1973 the 
Reserve Bank had been selling full production on the free market, and 
also from stocks on occasion. This move had been forced on the auth-
orities because of the possibility that the country would run a balance of 
payments deficit in the six months to 31 December 1973, in which case 
the gold holdings of the Reserve Bank would need to be reduced to the 
level prevailing at the end of June 1973 in accordance with the I.M.F. 
agreement. Such sales were at times carried out when the gold price was 
weakening, thereby creating the danger that the weakness of the price 
would be exacerbated, which in tum might have encouraged private 
liquidations. 

Thirdly, the scrapping of the Agreement improved the flexibility of the 
authorities in conducting free market gold sales in the interests of main-
taining relatively high gold reserves and keeping the level of the foreign 
exchange reserves primarily as a working balance. 

Fourthly, in so far as South Africa was reasonably confident of con-
cluding sales of newly mined gold to central banks at free market prices 
in future, the attractions of terminating the 1969 Agreement with the 
I.M.F. were strong. It was highly debatable whether such purchases re-
mained illegal under the I. M. F. statutes in view of the breakdown of the 
Bretton Woods exchange rate system, and the absence of any official 
convertibility of dollars into gold. It was known that certain central 
banks in the past had approached the South African authorities about 
possible purchases of monetary gold, and also countries such as France 
had openly reserved the right to buy on the free market. There was a 
possibility that smaller central banks would purchase gold, partly be-
cause the manoeuvres of such banks would have attracted less publicity, 
and would have involved less potential influence than if the major 
central banks started buying. 

Ideally, South Africa might have welcomed a revision of the 1969 
I. M. F. agreement which took account of the new realities in the gold 
market, and provided an opportunity for newly mined gold to enter the 
monetary system once again. However, given the emphasis in inter-
national monetary circles on trying to reduce the monetary role of gold, 
this never looked likely. Indeed, in certain quarters a termination of the 
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1969 I. M. F. gold accord was regarded as consistent with the long term 
objective of phasing out gold as a monetary asset since this would 
eliminate the possibility of further accumulations of South African gold 
by monetary authorities through the medium of the I.M.F.' 

Any changes in South Africa's marketing policy in the wake of the ter-
mination of the 1969 Agreement, however, should not have been 
interpreted as a step designed to rig the free market price. The 
authorities had no' desire to artificially boost the market price of gold, 
enhance monetary uncertainties, damage the non-monetary demand for 
gold, or create the impression that South Africa's gold sales were not 
regular and reliable. 

Gold Sales Strategy Following Termination of 1969 Agreement 

South Africa's gold sales policy in 1974 reflected the increased flexi-
bility at its disposal in handling sales on the free market which was 
offered by the disappearance of the stipulations attached to the I.M.F. 
Agreement. Sales were designed to be conducive to maintaining relative 
stability in the free market price accompanied hopefully by a conti-
nuation of the longer term uptrend. 

thus during the period from January to May 1974, when the gold price 
rose from around $114 to $180 an ounce, the Reserve Bank reduced its 
gold holdings by roughly R12,7 million at a time when the Bank's total 
gold and foreign exchange reserves rose by roughly R35 million. There-
after, during the next seven weeks, when the price dropped sharply to 
$129 an ounce at one stage before recovering somewhat, the gold 
reserves rose by roughly R6,7 million. In particular, during one week 
in this period nearly 25 % of weekly production appeared to be held back 
in the face of market weakness following the failure of the Herstalt Bank 
and reported distress sales by the latter. Subsequently, from around the 
middle of July to the end of December 1974 the gold reserves fell by 
approximately R12 million as the gold price recovered from around 
$140 to roughly $185 an ounce. 

Under the previous I.M.F. gold sales pact such a degree of sales flexi-
bility did not exist. The Reserve Bank had to sell the full amount of its 
gold production on the free market over a six months period, when the 
country was incurring an overall balance of payments deficit, and such 
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sales had to be made in the market as long as the price was above the 
official price. 

There are a number of reasons which explained the desire of the 
authorities to use this increased flexibility in the interests of relative 
price stability. Firstly, sharp price movements in a downward direction 
could have encouraged private selling, thereby worsening the fall. The 
maintenance of a more stable price with an upward bias should have 
helped to foster confidence on the part of private investors. Secondly, 
the South African authorities still favoured the restoration of the con-
vertibility of the dollar into gold at the official level. At that stage the 
authorities still ideally favoured a return to something like the Bretton 
Woods system of stable but adjustable par values which would be 
expressed in terms of gold. In other words, they desired to see gold 
restored to a position in which it was not only a usable reserve asset, but 
also the effective numeraire or unit of account of the system. To this 
end they viewed it to be essential that the official price of gold should 
be increased in terms of all currencies of all members of the I.M.F.8 It 
could therefore be argued that an orderly price trend in the private 
market would lessen somewhat the difficulties in agreeing upon a viable 
new higher official price for gold. Thirdly, it was appreciated that 
wildly fluctuating gold prices created problems for the jewellery in-
dustry, while the gold mining industry preferred a relatively stable price, 
subject to an uptrend, to facilitate the planning of operations in existing 
mines and the possible opening of new mines. 

Balance of Payments Policy. However, in order to retain a reasonable 
degree of flexibility in conducting gold sales on the free market, it was 
imperative that a serious deterioration in the balance of payments 
position was avoided as far as possible. This consideration influenced 
the monetary policies pursued in 1974 against the background of a fal-
ling trend in the foreign reserves which reached a low point of R725 
million in August 1974. 

The Reserve Bank accordingly increased interest rates in January, May 
and August 1974 partly in the interests of containing demand pull in-
flationary pressures, and partly to encourage an inflow of capital from 
abroad, and thus support the gold and foreign exchange reserves. In 
other words, the rise in interest rates stemmed partly from a desire to 
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avoid a further material decline in the reserves, and the need to start 
selling significant amounts of gold from the reserves on the free market. 

What is more, the authorities could not regard a fall in the gold reserves 
in the same manner as occurred when the convertibility of dollars into 
gold was maintained and the official gold price was fixed. In the mid 
1970s the fear of depressing the free market gold price at a time when 
the future monetary role 'of gold remained unresolved constituted an in-
hibiting factor on significant sales of gold stocks by the Reserve Bank, 
unless the market was exceptionally strong. 

Thus, as long as the issue of the future monetary role of gold remained 
unresolved, the Reserve Bank's gold sales policy remained under the in-
fluence of this consideration. The authorities perceived that the longer 
the free market price remained high and subject to an upward bias, the 
greater the pressures were likely to be for arrangements to be concluded 
to mobilise the gold stocks of central banks, given the large imbalances 
prevailing in the global balance of payments structures at the time. The 
avoidance of large scale sales of gold from reserves was likely to be re-
garded as desirable by the authorities in the interests of pursuing a 
solution to the monetary gold issue which incorporated, at the least, 
arrangements for inter-central bank dealings in gold at a market related 
price, and permission for central banks to buy as well as sell in the free 
market. This dispensation was favoured by the authorities if a new 
higher official gold price and the restoration of dollar convertibility was 
ruled out.' 

There were at the same time limits on the amount of gold which could 
be retained by the Reserve Bank out of current production. Firstly, the 
trend towards falling gold output, which first developed in 1971, 
speeded up in 1974 when output fell markedly to 758,5 tons from 852,3 
tons in 1973, a drop of nearly 11 %. Secondly, assuming the gold price 
remained firm, South Africa was unlikely to want to magnify any price 
rise through significant retentions because of the desire to maintain 
orderly market conditions. 

Thirdly, by the mid 1970s the gold mining industry appeared to be keen 
to see most, if not all, of current production sold on the market. This 
desire on the part of the mines stemmed from the fact that, assuming un-
changed free market prices, the loss of revenue faced by the mines from 
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retentions became greater the bigger the discrepancy between the official 
price and free market prices. This discrepancy had steadily become big-
ger over time. This constraint on gold retentions was of course elimi-
nated in April 197~ when the Reserve Bank discarded the partially 
meaningless official price, and paid the mines a market-related price on 
delivery of mine production to the Bank. 

This unwillingness of the Reserve Bank to retain large amounts of gold 
was illustrated in December 1974 when the United States announced an 
auction of gold of 2 million ounces from its reserves. This was partly 
explained by a temporary sharp decline in the reserves at that stage, but 
it did serve as a reminder that not even intervention in the gold market 
by other central banks would necessarily be met by significant Reserve 
Bank retentions. 
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CHAPTER 20 

DISPOSALS BY OFFICIAL SECTOR -
IMPLICATIONS FOR GOLD SALES 
(1975-80) 

During the second half of the 1970s the environment in which South 
Africa conducted its gold sales changed in the sense that significant sales 
from the official sector emerged, and in particular from the United 
States Treasury and the I.M.F. Moreover, the monetary role of gold re-
mained in dispute for a time until a new dispensation for the metal was 
finally agreed upon in 1978. The Republic's niarketing of its gold out-
put, nevertheless, remained orientated towards seeking a stable but 
upward trend in the gold price accompanied by a broader market 
demand. At the same time the authorities were keen that the country 
remained a reliable supplier of gold. 

Sales Tactics in 1975 

Towards the end of 1974 the general expectation was that during 1975 
South Africa might not sell its full gold production on the market in 
view of the anticipated rise in the gold and foreign exchange reserves as-
sociated with a slowdown in the rate of economic growth. The advance 
in the foreign reserves did duly materialise, the reserves of the Reserve 
Bank increasing from R700 million at the beginning of the year to R950 
million in the middle of October 1975. On the other hand, this was 
accompanied until the end of July by the marketing not only of the full 
gold output, but also by sales from the Bank's gold stocks to the extent 
that this was compatible with the maintenance of orderly conditions in 
the free market. 

A number of factors help to explain this selling policy in the face of 
rising gold and foreign exchange reserves. Firstly, the rise in the latter 
had been less vigorous than the authorities would have liked given the 
downward phase in the business cycle which had been reached. Gold 
stocks valued at the old official rand price could therefore have been 
sold in order simply to effect a bookkeeping increase in the value of 
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total reserves. Secondly, the Reserve Bank had traditionally favoured 
maintaining a high gold component in the foreign reserves .. However, if 
one valued the gold stocks at roughly four times the official price in the 
early months of 1975, this meant that the gold component averaged 90 % 
or more, which was possibly regarded as on the high side. In addition, 
the heavy sales of Krugerrands in the early months of 1975 did provide 
scope for the authorities to sell more gold out of the reserves on the free 
market to fill the gap created by the diversion of a larger proportion of 
current output for the minting of the coins. However, by the end of July 
1975 this sales policy was reversed as part of weekly production was 
withheld from the market in the face of a continuing rise in the foreign 
reserves, and a marked deterioration of conditions in the bullion market. 

Krugerrand Sales. The introduction of Krugerrands by the South 
African authorities in the late 1960s was designed to broaden the market 
for gold by allowing investors, who would not normally be in a position 
to buy gold in bar form, to own gold. By diverting gold into the 
production of coins less gold was sold in bar form, thereby exerting an 
upward effect on the price. Krugerrands were sold abroad by the 
Chamber of Mines to appointed agents in various countries, and by 1975 
the coins had become popular in West Germany, Switzerland and the 
United Kingdom. The production of Krugerrands steadily increased from 
6,6 tons in 1970 to 26,8 tons in 1973, 100,1 tons in 1974 and 150,1 
tons in 1975 when the offtake of these coins, mostly in foreign markets, 
represented 21 % of South Africa's gold pr~duction. 

The popularity of the Krugerrand was partly attributable to the fact that 
it contained exactly one ounce of fine gold, and was a coin of the realm 

of the Republic of South Africa which was renowned as the biggest 
producer of gold in the world. It was also legal tender in South Africa, 
and this meant that in a country such as West Germany it could be 
purchased without payment of value added tax which was applicable to 
gold bullion and other gold coins without this advantage. 

By 1975 the success in marketing Krugerrands had materially affected 
the profile of gold sales. Prior to the British ban on imports of 
Krugerrands in Apri1197 5 the authorities had established a selling policy 
for current output which incorporated a gold bullion/coin sales mix of 
approximately two thirds bullion sales on the free market and one third 
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coin sales. After April 1975, with the virtual disappearance of the 
market in the United Kingdom and the falloff in general investor 
interest, Krugerrand sales declined markedly. This necessitated modifi-
cations in the form of a higher proportion of weeldy output being sold 
on the free market, although the authorities were at that time increasing 
Krugerrand sales in the United States. 

This modification in the gold bullion/coin sales mix was accompanied 
by a novel development. In June 1975 it was announced that the 
Chamber of Mines, responsible for Krugerrand sales, had sold coins to 
the Reserve Bank at the official price to alleviate a build up in stocks 
following the fall in demand overseas. Simultaneously, the Bank sold the 
equivalent amount of bullion out of reserves on the free market so that 
the Krugerrands thus retained did not adversely affect premium sales 
receipts obtained by the mines. When demand picked up again the coins 
were to be bought back at the official price by the Chamber, and then 
sold with the premium for the account of the mines. 

Gold-For-Oil Deals 

South Africa did not sell its gold on a discriminatory basis. It was prepared 
to sell to, and to buy from, any country in the world on a strictly business 
basis. In particu1ar, the country did not discriminate on political grounds in 
selling gold.1 Although it did not enjoy contacts with the authorities in the 
Soviet Union responsible for selling gold, the Reserve Bank would have 
welcomed cooperation in this field. During the course of 1975 speculation 
arose concerning the potential for South Africa to tap a new market incorpo-
rating either direct gold-for-oil barter deals, and/or direct sales of bullion to 
Middle East central banks. Such transactions would have enabled South 
African gold to flow into central bank channels once again, and would have 
broadened the market for gold while enhancing the flexibility of the ReselVe 
Bank on the sales front. 

This standpoint was prompted by a number of considerations. Firstly, from 
a practical viewpoint selling gold direct to such countries would have in-
volved problems of delivery, insurance, etc.2 Secondly, as regards the 
question of gold-for-oil deals, it should be noted that traditionally South 
Africa had not been keen on barter deals. The merits of diversifying sources 
of imported oil were debatable since this might have created the false im-
pression that the country's oil supply position was unsatisfactory. Assuming 
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an interest existed the quantities of oil desired would probably have been 
small. 

Lastly, in so far.as direct sales of gold to Middle East central banks 
involved the stipulation of a price below prevailing free market levels the 
temptation was present that such central banks would take a quick profit by 
selling in the market. The Reserve Bank was not prepared to sell any gold 
at discounted prices to any parties. 

One factor which would not have militated against such deals would 
have been the relations of South Africa with its existing sales outlets. 
Most of South Africa's gold at that stage was sold through the Zurich 
market. These marketing arrangements with the Zurich dealers were 
securely based, and the Reserve Bank would not have incurred problems 
if it had sold more gold output through other channels. 

Implications of New Official Sales 

From the beginning of June 1975 the environment for South African 
gold sales began to change abruptly as important official sales of gold 
began to emerge, or were planned to materialise thereby diminishing the 
influence which South Africa exerted on the market, while simul-
taneously serving to weaken free market prices. 

The first salvo in 1975 by the official sector came in the form of a 
second gold auction by the United States of 499,500 ounces which was 
held in June. This auction was considerably less than the December 
1974 auction of 2 million ounces, but the Reserve Bank reduced its sales 
in the hope of helping to stabilize the market. The first indication of this 
was provided in the week following the announcement at the end of May 
1975 when the Bank's gold reserves rose by R2,5 million, the first 
weekly increase of any significance since September 1974. 

The second salvo came at the annual meeting of the I.M.F. in Sep-
tember 1975 when the Fund agreed in principle to sell off 25 million 
ounces of gold by auctions at market related prices over a four year 
period starting in March 1976. In addition, it was agreed that another 25 
million ounces of I.M.F. gold would be restituted to member countries. 
It was also proposed to abolish the official gold price. 
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Impact of I.M.F. Sales Plan. The agreement to undertake gold sales by 
means of I.M.F. auctions created great nervousness in the market, and 
precipitated a sharp drop in the price from above $160 an ounce to 
around $120 an ounce within a matter of days in September 1975. This 
was accompanied by significant Reserve Bank retentions aimed at stabi-
lizing the market while the weaker gold holders unloaded. No attempt, 
however, was made to 'rig' the market. Apart from the Bank's unwil-
lingness to conduct such operations, it was in no position to do this due 
to the importance of gold sales for the overall balance of payments posi-
tion. Nevertheless, the sharp fall in the gold price led to a substantial 
17,9% devaluation of the rand against the dollar in September 1975, 
which was partly aimed at facilitating gold retentions in future months 
if this was deemed to be desirable. 

However, apart from precipitating this devaluation, the sharp fall in the 
price of gold subsequently encouraged speculation against the rand from 
time to time because of fears that the continued price weakness would 
necessitate yet another downward adjustment of the rand against the 
dollar. This did not facilitate the task of undertaking gold sales without 
disturbing the market. 

The Republic all along had been opposed in principle to the idea of sales 
by the Fund of its gold partly because of its belief that such sales would 
impair the image and credibility of the organization.3 The Republic like-
wise had argued that compared with the alternative of raising the official 
gold price to a more realistic level, the Fund's proposals threatened to 
reduce the liquidity position of the Agency.4 This problem was linked to 
the decision at the 1975 annual meeting of the Fund to abandon gold 
transactions between Fund members and the Agency, and the prospect 
that the latter would find itself in future holding even larger amounts of 
unusable currencies. 

While there was a widely held view that the sharp price fall since the 
end of 1974 had largely been the product of falling inflation rates and 
more attractive investment channels, the South African authorities be-
lieved this was too simplistic. I.M.F. gold sales plans appeared to have 
markedly undermined private investor confidence in the metal deterring 
new buying and encouraging disinvestment. 5 
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In addition, the Republic's authorities believed that in so far as the 
I.M.F. was intent on phasing out gold as a monetary asset to make the 
metal a pure commodity, it was inappropriate for the Fund to exert a de-
pressing influence on the market for that commodity. Yet this effect did 
materialise in the wake of the Fund's decision and actions, even though 
the latter body had no legal right to ·sell on the private market. The 
Reserve Bank believed that the I.M.F. was never established to go into 
the gold selling business. In the absence of a new realistic official price 
the South African Reserve Bank opposed attempts by central banks or 
the Fund to try and manipulate the price of gold either up or down, just 
as the Reserve Bank's own selling strategy had not incorporated attempts 
to distort basic trends in the market. Partly for this reason the authorities 
were unwilling to modify gold sales significantly despite the weakness 
of the gold price in the wake of the announcement of the I.M.F. gold 
sales plan. 

Mobilisation of South Africa's Gold Reserves 

The unwillingness to change gold sales substantially in the wake of the 
I. M. F. entry into the gold markets also reflected the realisation by the 
authorities that despite the proposed amendment to the Articles of 
Agreement prohibiting the Fund from managing the gold price, control 
over the bullion markets had shifted to a large extent into the hands of 
the I.M.F. Nevertheless, although the Republic's influence on the bu1-
lion markets had become more limited, South Africa's gold sales 
policies were adapted somewhat to take account of the changed circum-
stances. In this respect one important innovation concerned the decision 
to enter into gold swap arrangements with overseas parties (the three 
Swiss banks) in March 1976.' 

Gold swaps had become possible following an agreement by leading 
central banks in Washington in June 1974 to allow individual countries 
to use their gold holdings, valued at market related prices, as collateral 
for international loans to help finance balance of payments deficits. This 
agreement was followed in September 1974 by a deal under which West 
Germany granted Italy a bilateral loan of $2000 million for up to two 
years. For purposes of collateral Italy earmarked an equivalent amount 
of its gold reserves to be kept at the disposal of the German 
Bundesbank, the gold being valued at around 80 % of the average 
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London free market price for July and August 1974, i.e. roughly $119 
an ounce. The full operational implications of the June 1974 agreement, 
however, took time to appear since central banks in general did not 
immediately start to mobilise their gold reserves through collateral or 
gold swap arrangements. 

The first move by South Africa in this direction took the form of a gold 
swap rather than the raising of foreign currency through a gold backed 
loan. Raising such a loan from the international money or capital mar-
kets would have created other funding difficulties. Certain of South 
Africa's international bonds carried security equalisation clauses which 
stipulated that the security of those loans would be automatically 
increased to equal that of any later loans which offered a greater element 
of security to the holder. 

This first gold swap operation by the Reserve Bank was undertaken 
partly in view of continuing adverse leads and lags problems which 
confronted the authorities at the time. The gold swaps could be 
interpreted as a demonstration of the determination of the authorities to 
resist currency pressures against the rand which were deemed to be un-
warranted. After all, at the time of the announcement of the gold swaps, 
the rand on a trade weighted basis had only appreciated by roughly 2 % 
since the substantial devaluation in September 1975, the size of the latter 
adjustment having allowed for some possible strengthening of the dollar. 

In addition, however, the arrangements were well timed to coincide with 
the onset of the I.M.F. gold auctions. By strengthening the 'cash' 
content of the foreign reserves as well as the ability of the Reserve Bank 
to cope with adverse leads and lags movements, the flexibility of the 
Bank on the gold sales front was increased, at least in the short term. 7 

There were legal constraints upon the ability of the central bank to 
utilize its gold holdings for swap purposes since under the Reserve Bank 
Act of 1944 gold holdings valued at the official gold price, had to cover 
at least 25 % of the note issue and other Reserve Bank liabilities to the 
public minus its foreign exchange holdings. Even so, the South African 
action represented a significant step in the direction of greater 
mobilisation of the Republic's gold reserves, and highlighted some of the 
more positive aspects pertaining to the new arrangements for monetary 
gold agreed upon by the international community in the middle 1970s. 
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By buying forward the gold it had sold spot, the Bank demonstrated its 
faith in the metal; conversely, selling it outright might have been 
interpreted as a bearish move indicative of a lack of confidence in the 
metal's future, while possibly transferring the gold into less dependable 
hands. By buying back the gold, together with the assurance that the 
creditor parties in the meantime would not sell the gold on the market, 
the Bank ensured that the gold remained in firm hands. 

At the same time the swaps did not indicate that large scale gold 
retentions would materialise in the face of further price weakness at the 
time of the initial gold auctions. Such retentions, if successful in keeping 
the price higher than would otherwise have been the case, could have 
discouraged bidding at the auctions by central banks. This consideration 
could have influenced the Bank's gold sales since the latter may well 
have wanted to see at least token bidding by central banks. Such bidding 
might have exerted some demonstration effect on the free market price, 
facilitated the Bank's objective of revaluing its own gold reserves, and 
emphasized once more the official monetary role for gold. What is 
more, any initial buying by central banks which materialised could have 
set a precedent for more buying by monetary authorities reluctant to 
start 'the ball rolling' . 

These considerations together with constraints on the balance of 
payments front, reflected in falling total foreign reserves and the desire 
not to distort basic market trends, meant that the authorities pursued a 
policy of selling approximately all gold production on the market 
throughout all of 1976 and 1977. Significant diversions of gold output 
into Krugerrands only further strengthened this policy stance. Selling out 
of reserves could be resisted partly because the South African govern-
ment borrowed a net R371 million abroad in the year to March 1977, 
which included R331 million from the I.M. F. 8 In Apri11977 , however, 
further gold swap agreements were concluded with overseas parties 
which again aided the flexibility of the Reserve Bank in conducting gold 
sales. On this occasion part of the foreign exchange receipts were used 
by the Bank to repay foreign credit facilities with the rest bolstering the 
foreign exchange reserves in anticipation of possible adverse movements 
on the capital account arising out of expected seasonal increases in net 
bank credit extended to the government during May and June 1977. 
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The increased flexibility on the gold sales front emanating from gold 
swap operations was partly responsible for changes in the regulations 
pertaining to the issue of banknotes by the Reserve Bank. Dating back 
to 1930 the Reserve Bank had been required to maintain a specified 
minimum reserve of gold coin or bullion against its note issue and its 
other liabilities to the public (Le. deposits) as already mentioned. This 
requirement was suspended by the Minister of Finance in April 1977, 
partly because this provision had lost its practical significance since 
banknotes had for a long time not been convertible into gold at the 
Reserve Bank. In addition, however, the suspension of this requirement 
imparted greater freedom of action to the central bank as regards mobili-
sing its gold reserves. 

The policy of selling approximately all gold output continued in 1978. 
During that year the gross gold and other foreign reserves increased by 
Rl 142 million to a level of R2 230 million at the end of the year. This 
substantial increase, however, was due almost entirely to the revaluation 
of the country's gold reserves at market related prices in April 1978. If 
valuation adjustments are excluded, the gross gold and other foreign 
reserves increased by only R42 million during 1978 as a result of 
balance of payments transactions. 

By 1978 this somewhat passive gold sales policy of selling the full gold 
production on the free market was also being encouraged by the in-
creasing importance of the gold derivative markets, and in particular the 
American gold futures markets. Alongside the lifting of the ban on 
private American citizens owning gold at the end of 1974 trading in gold 
futures contracts in America started to get underway. The turnover and 
open interest in these markets was growing steadily, and they were 
beginning to exert a significant influence on the price of gold. The latter 
was no longer determined solely by the physical market where the 
Reserve Bank sold the country's gold, and the impact of the Bank's gold 
sales on the market was accordingly diminishing. 

During 1979 the same gold sales policy was continued, but the volume 
of gold reserves rose as a result of the repurchase of a portion of the 
gold which the Bank had previously sold· to foreign parties under gold 
swap transactions.' Indeed, a small part of the gold repurchased in the 
year to June 1979 was resold subsequently at a higher price, and 
therefore generated profits without any negative effect on the market 
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price. This policy of selling full output on the free market materialised 
despite a sharp rise in the gold price, and a total increase in the net 
foreign reserves during 1979 of R466 million. If a decline of R441 
million in liabilities related to reserves is taken into account, the gross 
gold and other foreign reserves increased by R25 million during 1979 
on account of balance of payments transactions. 

Over time the gold swap transactions proved to be a great success. 
During 1979 and 1980 the Reserve Bank bought back a substantial part 
of the gold which it had swapped with foreign banks during 1976 and 
1977. Despite the rise in gold prices in the meantime, a part of the 
initial gold swaps were maintained at the earlier low prices with a view 
to renegotiating the transactions at higher prices when required for 
balance of payments purposes.10 Such renegotiations did in fact provide 
the Bank with an additional R700 million in foreign exchange between 
September 1980 and June 1981.11 

Implications of Renewed Gold Sales by United States Treasury 
(1978-79) 

The incentive of the Reserve Bank to pursue a somewhat more passive 
gold sales policy was reinforced during 1978 and 1979 by renewed sales 
by the American Treasury. These sales supplemented the on-going auc-
tion sales by the I.M.F., and thereby further diminished the influence 
of the Reserve Bank in the international gold markets. 

It will be recalled that at the end of 1974 the American Treasury offered 
two million ounces of gold for sale, and in the following June sold 
500 000 ounces. These intermittent sales were followed by more regular 
disposals which started in 1978. In April of that year the United States 
Treasury announced its intention of holding six monthly auctions of 
gold, each amounting to 300 000 ounces with the first sale to be held in 
May. The American auctions, on top of the regular monthly auctions of 
525000 ounces of gold by the I.M.F., meant that the total supply of 
825000 ounces a month from these sources represented nearly half of 
South Africa's monthly sales of newly mined gold. In August 1978 the 
Treasury announced that as from November 1978 it would offer 750 000 
ounces a month for sale. Thereafter, in November, it declared that, 
starting in December 1978, at least 1,5 million ounces a month would 
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be sold. Subsequently, in April 1979, the Treasury announced that its 
offerings would be reduced to 750 000 ounces. In October of that year 
it announced that regular monthly sales would be discontinued, although 
the right was reserved to continue selling gold in amounts and at times 
of its own choosing. 

In so far as the American sales programme was designed to weaken the 
gold price the results were disappointing. On the occasions when 
changes in sales policy were announced in April, August and November 
1978 the initial effect was to weaken the price, but each time the 
reaction was short-lived. The Americans conducted their sales in a rising 
market, and the higher gold prices and the desire to stabilize the market 
in tum encouraged the Reserve Bank to sell basically all of the gold 
production on the market. 

Even in early November 1978, when the market was vulnerable in the 
face of a sharp rise in price, the announcement of a doubling of gold 
sales only had a temporary effect. By that time the gold price had risen 
sharply to a record level of $244 an ounce, and the dollar had been 
falling steadily, thus presenting the prospect of at least a rally in the 
American currency. From the beginning of 1978 to the end of October 
1978 the American dollar had declined by roughly 35% against the 
Japanese yen, 30 % against the Swiss franc, and 20 % against the German 
mark. Yet the downward pressures on the gold price lasted only until 
early December when it reached $194 an ounce. By February 1979 the 
price had reached a new record of $254 an ounce. 

The policy by the Reserve Bank of selling approximately all new gold 
bullion on the market during this period was also facilitated by the con-
tinuing growth in Krugerrand sales as shown in the accompanying table. 

Overseas sales were the responsibility of the Chamber of Mines' gold 
marketing company called the International Gold Corporation and such 
sales were very buoyant in the late 1970s. However, as the price of gold 
continued to rise the structure of the Krugerrand market started to alter 
with the emphasis switching from a large number of small investors each 
purchasing a few coins to a few large investors ordering large quantities 
of the coins. This was the catalyst which eventually prompted the 
Chamber in October 1980 to begin marketing a series of smaller gold 
coins. The rising price of gold, moreover, more than compensated for 
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the fall in the volume of sales of Krugerrands in 1979. In that year sales 
amounted to Rl,3 billion which was an improvement of 27 % on the 
previous year's earnings of just over Rl billion, despite a drop of 17,8 % 
in the volume of sales. In 1980 unit sales declined by 17,8%, but 
revenue was again substantially higher because of the buoyant gold 
price. 

Return to Flexible Sales Policy In 1980 

By the end of 1979 the South African Reserve Bank was continuing with 
a policy of selling full gold production on the free market in the face of 
a soaring gold price which reached a record $850 an ounce in January 
1980. The Reserve Bank, however, did take advantage of the booming 
bullion price to sell swap gold which realized a substantial profit. Some 
gold, which had originally been used as swap gold in 1976 and 1977, 
and which had been repurchased and incorporated into the foreign re-
serves in 1979, was sold in the market at the beginning of 1980. 

The Krugerrand as a percentage of South African gold production 

Year Gold Krugerrand Percentage 
production production share 

(tons) (tons) 

1970 1000 6,6 0,7 
1971 976 17,2 1,8 
1972 910 17,0 1,9 
1973 855 26,8 3,1 
1974 759 100,1 13,2 
1975 713 150,1 21,0 
1976 713 93,9 13,2 
1977 700 104,1 14,9 
1978 706 192,1 27,2 
1979 705 151,9 21,5 
1980 675 93,3 18,8 

Moreover, at that time further repurchases of gold took place. This 
metal had previously been sold to foreign parties under gold swap trans-
actions. 
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Quite apart from enjoying record gold receipts the Reserve Bank at that 
time believed that the booming gold price had vindicated its long stand-
ing belief in the important role of gold as a monetary asset. The Bank 
believed that this role could be further strengthened, and supported a re-
appraisal of the role of gold in the international monetary system in the 
interests of promoting world monetary stability. It believed that the best 
possible use of gold as an official reserve asset needed to be examined. 
Its gold sales therefore were partly geared to promoting this objective, 
and early in 1980 these sales once again became more flexible. 

In the middle of March 1980 a mutation in South Africa's gold market-
ing policy was announced, the Reserve Bank indicating that, if it was 
desirable, a substantial proportion of gold output would be withheld 
from the market. Against the background of a large balance of payments 
surplus the Reserve Bank decided to adopt a more flexible stance on 
gold sales, even though its policy of orderly marketing was not altered 
and the gold content of the foreign reserves o{ the Bank at the end of 
February 1980 was a high 86 %. During March 1980 alone the quantity 
of physical gold held by the Reserve Bank rose to 11,4 million ounces 
from 10,9 million ounces at the end of February 1980. By the end of 
August that year gold holdings had been built up to 11,8 million ounces. 

This switch in policy was in line with the traditional policy of the 
Reserve Bank which at times incorporated boosting its gold reserves 
when it was not forced by balance of payments considerations to sell all 
of the country's gold output. Other factors, however, played a part in 
the change in policy. The price of gold had begun to weaken substan-
tially towards the $500 an ounce area; reduced sales by the Bank helped 
to provide a measure of stability for the market. The influence of the 
Reserve Bank over the bullion markets, moreover, had been strength-
ened by the cessation of gold sales by the United Treasury from the be-
ginning of November 1979, and the pending halt to auction sales by the 
I. M. F. in May 1980, although at that stage it was uncertain what policy 
would be adopted with regard to the remaining holdings of the Fund of 
3 200 tollS. Under the goldmarketing arrangements with the gold mines, 
moreover, in force since April 1978, the mines did not lose financially 
from any Reserve Bank policy to absorb current output into its reserves. 

Even so, by October 1980 the Bank had reverted to a policy of selling 
broadly its current production on the market, although it did temporarily 
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withhold metal over short periods. The long period during which the 
Bank's foreign reserves had been rising, which started at the beginning 
of 1978, when the reserves stood at around R625 million, ended in 
September 1980 when they peaked at R6 484 million. Thereafter, a 
sharp decline set in alongside a fall in the gold price which finally 
reached a cyclical bottom at around $296 an ounce in June 1982. 
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CHAPTER 21 

THE REVALUATION OF SOUTH AFRICA'S 
GOLD RESERVES 

Motivation For Revaluation 

One issue which occupied the minds of the authorities for a number of 
years concerned the question of scrapping the official gold price, and in 
effect revaluing the gold reserves. Under the Bretton Woods system of 
fixed but adjustable exchange rates set up in 1946 South Africa, like all 
other member countries, had to establish a fixed parity price of gold in 
terms of its own currency. In addition, legal provision was made in 
South Africa for a statutory price at which the Reserve Bank had to 
value its gold holdings. This latter price was based on the parity price, 
but set at a slightly lower level to provide for the costs incurred by the 
Bank in realising gold on overseas markets. 

The statutory price was determined by Section 8 of the Currency and 
Exchanges Act, No 9 of 1933 and, in the event of devaluations or re-
valuations of the currency, this price was usually changed by means of 
proclamations under Section 9 of the same Act. This statutory price was 
R24,8 until November 1971, R28,30 per fine ounce until October 1972, 
and R29,55 per ounce thereafter. This price was based on a parity price 
of R29,75 per fine ounce. When the rand was devalued in September 
197 5, the parity and statutory prices were not adjusted in accordance 
with the previous practice, since the I.M. F. par value system had by that 
time already fallen into disuse. 

The scrapping of the parity and statutory prices for gold and a 
revaluation of the gold reserves, which was finally carried out in April 
1978, initially began to gain credence following the breakdown of the 
1968 gold sales agreement in November 1973 which pointed to the ulti-
mate establishment of an official floating monetary price of gold. This 
prospect was further strengthened by the removal of institutional support 
for the official gold price following the abandonment by South Africa of 
the 1969 gold sales pact with the I.M.F. in December 1973. Further im-
petus for such a move came with the proposal to scrap the official gold 
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price at the 1975 annual meeting of the I.M.F., and this was confirmed 
when new Fund articles came into operation in April 1978. This meant 
that member currencies of the Fund no longer had a gold parity, and the 
existing South African statutory price of R29,55 therefore no longer had 
any international legal basis. This price in any case had become totally 
unrealistic in relation to the free market price which was about five 
times as high. 

By early April 1978 countries such as France, Italy and Australia had 
already revalued their gold reserves on a market related basis, albeit 
using different methods, and South Africa accordingly joined this group. 
It was decided that the new statutory or valuation price for the Reserve 
Bank's gold holdings would normally be fixed at the end of every calen-
dar month at a level equal to the average of the last ten London fixing 
prices during that month, less 10 % . 

This was just one of several different valuation methods which could 
have been employed, but the one chosen by the Reserve Bank reflected 
its large involvement in gold dealings. The valuation procedure which 
was chosen had the advantage that the valuation price would tend to fol-
low the movements of the market price reasonably closely. The 10% de-
duction constituted conservative bookkeeping designed to minimize the 
chances of the statutory price exceeding the market price by any signifi-
cant amount for any length of time.1 In practice this meant that the gold 
holdings of the Reserve Bank remained undervalued under the new 
arrangements, but to a much smaller extent than previously. 

Sterilisation of Gold Revaluation Profit 

Under the new valuation procedure the Reserve Bank realized an imme-
diate revaluation profit amounting to roughly Rl 690 million, and under 
section 8 bis of the Currency and Exchanges Act of 1933 any such profit 
accrued to the government. This section of the Act was repealed at the 
time of the announcement of the revaluation of the gold reserves, but the 
same principle was carried over in terms of new legislation which led 
to the establishment and management by the Reserve Bank of a new 
Gold Price Adjustment Account. The revaluation profit was transferred 
to this Account which represented a credit for the government. 

At the same time under section 8 ter and 8 quater of the Currency and 
Exchanges Act any profits or losses made by the Reserve Bank on its 
foreign currency holdings, forward exchange contracts and foreign cur-
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rency borrowings were also for the account of the government. These 
sections were also repealed, and again in terms of new legislation the 
Reserve Bank was required to establish and manage, in addition to the 
new Gold Price Adjustment Account, a Foreign Exchange Adjustment 
Account and a Forward Exchange Contracts Adjustment Account. Under 
the new legislation it was also specified that any credit or debit balance 
on these three new accounts should at the close of each financial year of 
the Reserve Bank, or at such other times as the Bank and Treasury may 
determine, be transferred to a new Gold and Foreign Exchange 
Contingency Reserve Account to be established and managed by the 
Bank on behalf of the Treasury. 2 

It was further provided that any credit balance on this new Contingency 
Reserve Account would accrue to the government as a profit, and would 
be carried forward in this Account until such time as the Treasury and 
the Bank deemed it desirable to credit such profit or any part of it to the 
State Revenue Account. Similarly, any debit balance on this Account 
would be a loss for the government, and would be carried forward until 
the Treasury and the Bank deemed it desirable to settle the outstanding 
balance. 

At the time of the revaluation of the gold reserves the total amount owed 
by the government to the Reserve Bank in respect of losses on foreign 
exchange holdings, gold transactions and forward exchange contracts 
amounted to Rl 134 million. These losses were transferred to the new 
Contingency Reserve Account, along with the profits accruing from the 
gold revaluation. These profits in effect covered the losses on the other 
three accounts, and enabled the gold revaluation profits to be sterilised 
rather than used to finance government spending or engineer tax cuts 
which could have exerted negative effects on the balance of payments 
and the rate of inflation.3 

Changes in Gold Marketing Arrangements 

Alongside the revaluation of the gold reserves the Reserve Bank ter-
minated its gold marketing arrangements under which it bought gold 
from the mines at the old official gold parity price, and subsequently 
paid them a premium on gold sold by it on their behalf in the private 
markets. Under the new arrangements th~ Bank bought gold outright 
from the mines at current market prices according to an agreed formula, 
which made provision for the deduction of a sma1I realisation charge by 
the Bank to cover freight, insurance and related costs. 4 
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The immediate payment of the market price of gold to the gold 
producers improved the cash flow position of the industry, with 
particularly beneficial effects on the marginal mines. At the same time 
it carried implications for the domestic money market. The payment of 
premiums under the previous arrangements had helped at times to 
smooth out periodic month-end fluctuations in the money market, 
brought about in particular by variations in the amount of notes in circu-
lation, but at other times the premiums caused distortions. In general, 
therefore, the more even flow of gold mining receipts under the new 
arrangements promised to promote a better balanced money market. 

The abolition of the official price of gold also led to the tennination of 
the Mozambique Convention, in terms of which gold was sold at the old 
parity price to the Mozambique authorities, via the Reserve Bank, from 
current gold output to cover the deferred pay of mineworkers from 
Mozambique. In future the mines would receive the market price for all 
the gold sold by them to the Reserve Bank, thereby benefiting both the 
gold mining industry and the balance of payments. S 

With gold valued at a market related price the foreign reserves position 
of the Reserve Bank improved. The benefits in this regard, however, 
were limited since already the Bank was able to mobilise its gold 
reserves at market related values under gold swap arrangements. Never-
theless, the strengthened reserve position could have boosted the 
country's foreign credit status. 
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