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changes in exchange rate and exchange control policies are dis
cussed in detail, while in the final section the external financial 
relations and policies of the Bank are reviewed with particular 
attention paid to the management of the foreign debt, and the 
nature of gold sales policies which were pursued. 

Preface ........................................................................ xi 

PART 1 

OBJECT~,PROCEDURESANDINSTRUMENTS 

OF MONETARY POLICy............................................ 1 

CHAPTER 1 
Broad Nature and Rationale of Monetary Policy.................... 3 

Introduction. . . . . . . . . . . . . . . .. . . . . . . .. . . . . . . . . . . . . . . . . . . . .. . . . . . . . .. . . . . . . . . . . . . . 3 
Monetary Policy Framework ............................................... 4 
Limits on Discretionary Monetary Policies .............................. 8 
Market Oriented Approach of Monetary Policies... . . . . . . . . . . . . . . . . . . . 14 
Monetary Policy and Inflation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17 

CHAPTER 2 
Changes in Monetary Policy Procedures .............................. 21 

Introduction. . . . . . . . . . . . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22 
The Rationale for Monetary Targeting ................................... 23 
Difficulties in Applying Flexible Monetary Targeting ................. 26 
Effectiveness of Targeting Policy ......................................... 31 

v 



CHAPTER 3 
Phasing out of Liquid Assets System of Monetary Control ....... 39 

Historical Background. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 39 
Rationale and Weaknesses of Liquid Assets System................... 41 
Possible Modifications in Liquid Assets System ........................ 43 
Reductions in Statutory Liquid Asset Requirements .................... 44 
Introduction of Cash Reserve System..................................... 47 
Key Role of Interest Rates under Cash Reserve System .............. 47 
Choice of Cash Reserve System ........................................... 49 

CHAPTER 4 
Open Market Operations and Public Debt Management 
Policies under the Cash Reserve System .............................. 52 

Nature and Scale of Open Market Operations ........................... 52 
Nature of Public Debt Management Policies........................... 58 
New Methods of Issuing Government Securities ...................... 60 
Reserve Bank Trading Arrangements for Government Stocks ...... 63 

PART 2 

DISCOUNTING POLICIES OF RESERVE BANK .......... 67 

CHAPTER 5 
Bank Rate Policy...................................... .................... .. 68 

Historical Introduction. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 68 
Impact of Discount Houses on Discounting and Bank Rate 

Policy ....................................................................... 70 
End of Bank Rate Link...................................................... 71 
Reintroduction of Bank Rate ............................................... 74 
Other Bank Rate Issues ...................................................... 76 

CHAPTER 6 
Changed Dispensation for Discount Houses.......................... 83 

Introduction .................................................................... 84 
Erosion of Call Money Fund............................................... 86 
Case for Restoration of Traditional Role of Discount 

Houses ...................................................................... 88 
Re-Classification of Discount Houses as Banks ......................... 91 
Re-Classification as Security Dealers. New Dispensation ............ 92 
New Dispensation............................................................ 93 

vi 



CHAPTER 7 
The Role of the Corporation for Public Deposits in the 
South African Money Market............................ ... ............. 96 

Historical Background. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 96 
Nature of Business of Corporation for Public Deposits ............... 99 
Basic Recycling Role of Corporation for Public Deposits. . . . . . . . . . . 100 
Other Developments Affecting the Corporation for Public 

Deposits. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 102 

PART 3 

EXCHANGE RATE AND EXCHANGE CONTROL 
POLICIES .................................................................. 108 

CHAPTER 8 
Introduction of Floating Exchange Rate System for 

the Rand ................................................................... 109 

Developments in Foreign Exchange Market Prior to Float.......... 109 
Arguments in Favour of Floating Rand System........................ 110 
Institutional Changes Associated with Floating Rand. . . . . . . . . . . . . . . . . 114 

CHAPTER 9 
Workings of Floating Exchange Rate System for 
the Rand... ......... ................ ............... ...... .. .................. 119 

Instability in the Rand/Dollar Market. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 119 
Intervention Policies of Reserve Bank ................................... 120 
Reserve Bank Moves to Stabilize the Market.......................... 122 
Efficiency of Floating Rand System..................... ... ............ . 125 
Scale of Adjustment of Balance of Payments ........................... 130 
Factors Inhibiting Adjustment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 133 

CHAPTER 10 
Implications of Inverting the Quotation of the Rand 
Against the Dollar. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 138 

Rationale for New Quotation.......... ......... ........... ... ... ..... ..... 138 
Participation of Foreign Exchange Dealers ............................. 140 

vii 



CHAPTER 11 
Changes in Forward Exchange Arrangements...................... 142 
History of Forward Exchange in South Afri~ ......................... 142 
Drawbacks with Modified Forward Exchange Policies. . . . . . . . . . . . . . . 145 
Implications of Spot/Swap System. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 147 
Dual Forward Exchange Facilities...... . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 151 
Manipulation of Forward RandlDollar Rates. . . . . . . . . . . . . . . . . . . . . . . . . . . 154 
Impact of Debt Standstill on Development of Forward Market..... 155 
Forward Exchange Facilities Extended to Public Corporations. . . . . 160 
Preferential Forward Cover Rates. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 161 
New Policy of Withdrawal from Forward Market.................... 164 

CHAPTER 12 
Forward Exchange Options and Monetary Policies ............... 170 

Nature of Forward Cover Facilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 171 
Economic Implications of Short Term Forward Cover Options... . . 175 
Withdrawal from Forward Market, Exchange Controls and the 

Debt Standstill. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ... 179 

CHAPTER 13 
General Exchange Control Policy...................................... 184 

Historical Review. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 184 
Exchange Control Policy Towards Residents in the 1980s ..... ...... 189 
Rationale for Exchange Controls. . ... . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 190 
Domestic Consequences of Exchange Control. . . . . . . . . . . . . . . . . . . .. .. . . 191 
Exchange Control Policy After 1985 .................................... 194 

CHAPTER 14 
Exchange Control Policy in Respect of Non-Residents............ 197 

Historical Background. . . . . . . . . . . . . . . . .. . . . . . . . . .. . .. . . . .. . . . .. .. . .. . . . . . . .. 197 
Re-establishment of Unitary Exchange Rate System................. . 200 
Impact of Reintroduction of Financial Rand .. . . . . . . . . . . . . . . . . . . . . . . . . . . 202 
Control Over the Financial Rand System...... . . . . . . . . . . . . . . . . . . . . . . . . . 206 
Debt Standstill and the Future of the Financial Rand System ....... 209 

viii 



PART 4 

EXTERNAL FINANCIAL RELATIONS AND 
POLICIES .................................................................. 212 

CHAPTER 15 
Management of the Foreign Debt...... ...... ......... ...... ...... ..... 213 

The Debt Standstill and Related Arrangements........................ 213 
Nature and Causes of Foreign Debt Crisis............................. 215 
Policy Options for Managing the Debt Crisis in 1985 ................ 219 
Nature of the Transfer Problem.......................................... 220 
Balance of Payments Developments in the Late 1980s ............... 223 
Foreign Investor Perceptions of the South Africa Economy in 

the Late 1980s ....... . . . . . . . . . .. . . .. . .. . . .. . .. . . . . . . . . .. . .. . .. . . . . ... ... .. 224 
Possible Suspension of Foreign Debt Repayments.................... 226 
Trading in Secondary Debt Market..................................... 230 

Rescheduling of Foreign Debt within the Net.. . . . . .. . .. . .. . .. . . . . .. . . . 231 
Capital Sanctions, Balance of Payments Adjustment and 

Economic Growth ......................................................... 234 
Lessons for Other Countries. . . .... . .. . .. .. . ... . .. ... ...... ... .. . ... .. . .... 236 

CHAPTER 16 
Review of Gold Sales Policies .......................................... 241 

Introduction .................................................................. 241 
Centralisation of the Marketing of Gold.. . . . . . . . . . . . . . .. . . .. .. ..... ... . 242 
Marketing Policy of Reserve Bank ....................................... 243 
Participation in Gold Futures and Options Markets ................... 248 
The Case for Gold Bonds................................................. 251 

Promotion of Local Beneficiation of Gold... . . . ... ... .. . ... ... .. . .. . ... 253 

CHAPTER \7 
Concluding Remarks..................................................... 256 

Nature of Economic Circumstances Prevailing in 1980s ............. 257 
Role of Monetary Policy................................................... 259 

ix 





PREFACE 

This book was the brain child of Dr Chris Stals, the present Governor 

of the South African Reserve Bank, who suggested back in 1991 that it 
would be in the interest of the Bank as well as a wider audience if a 
record was published of the broad monetary policies pursued by the 
Reserve Bank in the 1980s under the auspices of the then Governor of 
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the Bank as from January 1981, and held this position until his untimely 
death in August 1989. The aim of this book therefore is to present a 
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PAR T 1 

OBJECTIVES, PROCEDURES AND 
INSTRUMENTS OF MONETARY POLICY 

Monetary policies can be defined as consisting of decisions by the 

monetary authorities for purposes of attaining certain specified ultimate 
objectives. The exact scope and nature of monetary policies are there
fore crucially influenced by the objectives laid down. The objectives of 
monetary policies in the De Kock era are explained and analyzed in 
Chapter 1 where it is emphasized that the monetary framework during 
the 1980s was characterized by a reliance upon discretionary demand 
management policies. The ultimate objectives included not only the 
pursuit of reasonable stability of the general price level in South Africa, 
but also a sound balance of payments position, as well as optimal and 
relatively stable real economic growth. Among these ultimate objectives 
some importance was accorded to relative stability of the general price 
level, but the Reserve Bank readily accepted that in the short term the 
priorities of policy may have to be switched in certain circumstances. 

In order to achieve the ultimate objectives of monetary policies the 
authorities need to adopt one or more intermediate objectives which are 
consistent with reaching the ultimate aims. During the course of the 
1980s, and more especially from 1985 onwards, the sole intermediate 
target of South African monetary policies became concentrated on setting 
specific flexible targets for the growth in the M3 measure of the money 
supply. The rationale behind such monetary targeting and its effective
ness is reviewed in Chapter 2. 

For purposes of attaining their money supply targets the monetary 
authorities in the 1980s focused attention upon the level of interest rates. 
They sought to influence rates in such a manner that the rate of 
expansion in bank credit was compatible with reaching the money supply 
targets. The authorities in other words managed the level of interest 
rates for monetary policy purposes. The general level of market interest 
rates became the operational variable for purposes of reaching the inter-
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mediate policy objective of specific targets for the rate of growth in the 
money supply. In order to bring about the requisite level of market 
interest rates the monetary authorities made use of various policy instru
ments at their disposal. Important mutations in the use of such policy in
struments occurred during the 1980s, and were reflected in what was 
referred to as a movement away from semi-market oriented instruments 
of monetary policy towards reliance upon fully market oriented instru
ments. This change over is covered in Chapter 3 which explains how the 
cash reserve system of monetary control emerged. 

In Chapter 4 the various market oriented instruments of monetary policy 
employed under this cash reserve system are identified and discussed. 
Such instruments include public debt management policies, open market 
operations, the buying and selling operations of the Reserve Bank in the 
foreign exchange markets, and the discounting policies of the Bank. In 
this chapter attention is geared towards two of these instruments, namely 
open market operations and public debt management policies. 
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CHAPTER 1 

BROAD NATURE AND RATIONALE OF 
MONETARY POLICY 

Introduction 

Monetary policy can be defined in different ways by different schools 
of monetary thought. One narrow definition favoured by some commen
tators simply refers to the measures applied by the monetary authorities 
to influence the money supply or the rate of increase in the money supp
ly. In contrast, the official interpretation of the term 'monetary policy' 
in South Africa during the De Kock era was a broad one. Monetary 
policy was viewed as encompassing all deliberate actions by the 
monetary authorities (i.e. the Reserve Bank and Treasury) to influence 
the money supply aggregates, the availability of credit, interest rates and 
exchange rates with a view to affecting monetary demand, income, 
output, prices and the balance of payments. In this sense it specifically 
included technical intervention by the Reserve Bank in the different 
financial markets, including the markets for Treasury bills, bankers' 
acceptances, government stock and foreign exchange. In other words, 
monetary policy included the buying and selling by the Bank of relevant 
financial claims in order to influence prices (interest and exchange rates) 
as well as quantities in these markets. From this it follows that in South 
Africa in the 1980s broad monetary policy included public debt manage
ment and exchange rate policy. 1 

Viewed in this context a decision by the monetary authorities to allow 
natural economic forces (such as fluctuations in the gold price or other 
exogenous balance of payments developments) to precipitate, say a 
depreciation in the exchange value of the rand or a rise in interest rates, 
was just as much an implementation of monetary policy as intervention 
in the relevant markets to counteract such developments. 

In framing monetary policies in the early 1980s the South African 
monetary authorities were operating in an environment which differed 
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in many fundamental respects from that which had prevailed during most 

of the period since the Second World War. The gold price was 
fluctuating sharply whereas formerly, until the introduction of the two
tier gold marketing system in 1968, the price had been fixed at $35 per 

fine ounce. Meanwhile, the major currencies at the beginning of the 
1980s were floating, the old Bretton Woods system of fixed but ad
justable rates having broken down in 1973. South Africa had accordingly 
ceased to peg the rand at a fixed rate against the American dollar in 

January 1979 in favour of its own particular system of managed floating 
for an independent rand. What is more, most financial markets in South 
Africa had developed rapidly, and had become much broader and more 
active and competitive than before. This greater sophistication of the 
financial system necessitated changes in domestic monetary policies. 

Monetary Policy Framework 

The framework for official monetary policy in South Africa during the 

De Kock era could best be described as a market oriented blend of con
servative Keynesian demand management and monetarism. The em
phasis, however, was placed on discretionary demand management, and 

the substantial shift towards monetarist type policies evident in western 
countries did not occur in South Africa. 

In many industrial countries the emphasis in monetary policy in the early 

1980s switched away from the earlier and popular Keynesian demand 
management approach to what became known as Reaganomics in the 
United States and Thatcherism in the United Kingdom. Under this new 

approach monetary policy was no longer perceived as a major instru

ment of economic policy to be employed largely for manipulating total 
expenditure or overall demand. The emphasis instead shifted to the 
creation of a stable financial situation in which production activities of 
the private sector could be carried out in a less volatile monetary 

environment. During the 1980s monetary policies in these countries paid 
more attention to the preservation of financial intermediation than to the 
shorter term problem of economic stabilisation. Inflation during the 
1970s had undermined the public's confidence in savings, and this in 
tum threatened the savings-investment flows so important to a growing 
economy. 
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Alongside this shift in monetary policy towards the attainment of lower 
inflation rates increased importance was attached to micro-economic 
supply side policies as a m~ of enhancing macro-economic perfor
mance. In.the United Kingdom, for example, these supply side policies 
took the form of promoting the operation of markets and increasing 
competition. They involved controlling government expenditure. pri
vatising state enterprises, cutting taxes, and introducing market processes 
into what were previously regarded as largely non-market activities. 
namely education, health and local government. Competition was 
intensified by deregulation and restructuring of monopolies. Labour and 
housing markets were liberalised, and more emphasis was placed on the 
individual at the expense of collective provision by the state. 

In the Keynesian approach monetary policy was seen as a useful instru
ment that could be employed to restrain overall demand in times of 
buoyant economic conditions, and stimulate it in times of recession. The 
central bank could, through changing the minimum cash, liquid asset 
and/or capital requirements for banks alter the scope of the banks to 
grant credit, which in turn affected the money supply side. The central 
bank could also affect overall demand and economic activity through its 
intervention or open market operations in the money, capital and foreign 
exchange markets which could lead to a change in interest rates. 

This approach lost some of its attractions because of a built-in tendency 
towards greater volatility in financial markets and higher rates of 
inflation in the 1970s. Following the collapse of the Bretton Woods 
system of fixed but adjustable exchange rates, it became more iniportant 
to opt for a domestic financial and economic order incorporating greater 
financial stability. Unstable conditions in the financial markets were 
reflected in wide fluctuations in exchange rates and a rising trend in 
world inflation that adversely affected the potential for economic growth 
in the longer term. Central banks were increasingly called upon to adopt 
a different approach in which greater emphasis was placed on the 
creation of a more stable financial environment that would be conducive 
to economic growth in the longer term. 

The adoption of such policies in many western countries was successful 
in the sense that rates of inflation fell markedly. Nevertheless, South 
Africa did not follow the new trends in monetary policy elsewhere. 
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South African monetary policies were Keynesian in orientation. In the 
De Kock era one long term objective of monetary policy was the main
tenance of reasonable stability of the domestic price level, and in order 
to achieve this goal an appropriately low and relatively stable rate of 
increase of the money supply was to be maintained. Other objectives 
such as balance of payments equilibrium, growth and employment, how
ever, also ranked as legitimate aims of monetary policy, and in the short 
run contra cyclical monetary policies could be employed in the interests 
of economic stabilisation. However, monetary policy alone should not 
be used to achieve these various aims. On the contrary, monetary policy 
was viewed as forming part of a more comprehensive economic policy 
strategy that included other types of economic policy such as fiscal 
policy, agricultural policy, industrial policy and labour policy? 

The Reserve Bank did not see any fundamental conflict or trade-offs 
between these various traditional goals of monetary policy in the long 
term. It did not believe, for example, that anything could be gained in 
the long run in terms of real growth or employment by accepting higher 
inflation rates. The opposite was more likely to be true in the sense that 
higher inflation in the long run would militate against growth and job 
creation.3 

On the other hand, the Bank believed that in the short term conflicts 
between the various objectives of monetary policy could arise. Trade
offs were therefore possible in the short term between, for example, 
growth and inflation, or between growth and balance of payments 
equilibrium. The Bank therefore believed that short term policy priorities 
may need to be switched in certain circumstances, depending particularly 
on the stage of the business cycle in which the domestic economy found 
itself, or on international economic developments such as sharp fluctu
ations in the gold price. It might, for example, be desirable in a cyclical 
downswing accompanied in the short term by a serious balance of pay
ments deficit to give a higher priority to adjusting the balance of 
payments than to promoting growth, even if this meant restraining 
demand at a time when the economy was already slowing down. It 
might also be suitable during a cyclical downswing to sacrifice price 
stability temporarily, and to give top priority to improving the balance 
of payments position with the assistance of currency depreciation, which 
would be somewhat inflationary but could support domestic economic 
activity. 
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To some extent the Reserve Bank's policy was shaped by a predilection 
to use interest rates as a short term instrument of monetary policy. This 
is illustrated in the accompanying graph which reveals the major interest 
rate cycles between 1983 and 1986. 

Short-term interest rate movements, 1983 -1986 
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Source: South African Reserve Bank Annual Economic Report 1986, p.27. 
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Indeed, from the start of the De Kock era there was a clear commitment 
to interest rate policy as an integral part of monetary policy. In other 
words, interest rates featured prominently in monetary policy. The 

monetary authorities fully recognized the interrelationship between the 

monetary aggregates and interest rates, and were fully aware of the folly 

of trying to determine these two sets of variables independently. This 
emphasis upon employing interest rates as a tool of demand management 
also meant that no stable pattern existed in respect of real interest rates. 

If the latter is measured by comparing the annual rise in consumer prices 
with the yields on long term government stocks, real interest rates were 
negative in 1981, 1982, 1986 and 1987. 

Discretionary monetary policies were favoured by the authorities in the 
1980s partly because of the excessive cyclical volatility which charac
terized capital expenditures in South Africa. These wide swings in 
capital expenditures were regarded by De Kock as one of the major 
structural defects of the economy. Back in 1975 De Kock had concluded 

that during cyclical upswings "businesses, financiers, investors and 
others in the private sector sometimes tend to act as if boom conditions 

have come to stay, and during cyclical downswings as if recessionary 

conditions have become more or less permanent"." This behavioral 

feature led De Kock to the view that the central bank had an obligation 
to combat this excessive cyclical volatility by means of adjustments in 
Bank rate, which entailed lowering the rate during economic downturns 

and raising the rate during upswings. 

These discretionary monetary policies were vividly illustrated by the 

response of the Reserve Bank to the share market collapse of October 
1987 when policies became more accommodative. Money market short

ages were reduced, and the appreciation of the rand against the dollar 
moderated in the interests of creating a monetary climate conducive to 
the restoration of more normal conditions on the Johannesburg Stock 
Exchange. 5 

Limits on Discretionary Policies 

There were, however, limits to the implementation of these discretionary 

monetary policies. Such policies can be conducted more effectively in 
an environment where a central bank enjoys full independence. This was 
not the case in 1988 for instance when the monetary authorities ex-
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perienced difficulties in pushing interest rates higher at a time when the 
balance of payments position and inflationary pressures were worsening. 
Indeed, this problem manifested itself on several occasions during the 
1970s and 1980s, and was associated with the difficulties faced by the 
authorities in conducting monetary policies when international financial 
shocks occurred. 

Monetary Policy and the Handling o/International Financial Shocks. 
One major limitation associated with the discretionary monetary policies 
operated during the 1970s and the 1980s concerned certain 'ratchet 
effects' in South African monetary developments that contributed to 
on-going excessive rises in the money supply and high inflation. These 
ratchet effects were identified by the De Kock Commission, and arose 
from a basic asymmetry in the behaviour of the money supply. Increases 
in the latter arising from cyclical and seasonal influences were prevented 
from being reversed during subsequent periods to the extent that might 
have been expected, and hence the term 'ratchet'. The result was an 
exaggerated upward trend in the money supply. 6 

This ratchet effect typically took the following form. When a balance of 
payments surplus emerged, this was often associated with an increase in 
the price of gold. At such times the Reserve Bank would build up its 
foreign reserves, and this would serve to boost the growth in the money 
supply. Later when the balance of payments turned into deficit this was 
often due to a fall in the gold price, and the net foreign reserves of the 
banking system would decline as the Reserve Bank supported the ex
change rate. The resulting contractionary effects on the money supply, 
however, tended to be offset by a substantial rise in the domestic credit 
extension of the banking system. This rise was usually made possible by 
an increase in Reserve Bank credit as the Bank found it necessary to ac
commodate money market shortages resulting from the decline in the 
foreign reserves. The generally inverse relationship between changes in 
the Reserve Bank's net gold and other foreign reserves and the domestic 
credit extended by the Bank is shown in the accompanying graph. 

This ratchet effect repeated itself on numerous occasions in the period 
reviewed by the De Kock Commission up to 1983, and the same pattern 
occurred again over the gold price cycles in the rest of the 1980s. 
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Net gold and other foreign rese"es of and domestic credit 
extended by the Rese"e Bank 

fIX)() R millions 

Domestic credit extention 
7000 Net gold and other foreign reserves 
6000 

sooo 

4000 

3000 

2000 

1000 

0 

-1000 
65 67 (I) 71 73 75 77 79 81 83 

Source: Final Report of the Commission of Inquiry into' the Monetary 
System and Monetary Policy in South Africa, p 161. 

During the 1970s this ratchet effect was supplemented by private bank 
credit expansion which automatically tended to increase during periods 
of falling foreign reserves. A fall in the latter contributed to a tightening 
in banking liquidity which in turn would mean that rates on liquid assets 
would lag behind those on other money market assets. This created an 
incentive for borrowers, wherever possible, to finance their requirements 

by the resort to the issue of liquid asset instruments, thereby causing the 
banks' liquid asset holdings to expand more rapidly. This in turn enabled 

the banks to increase their bank credit, thereby precipitating a boost to 
the money supply which was divorced from any actions taken by the 
Bank itself to extend its own credit. 
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In the 1980s this influence disappeared because liquid asset requirements 
were reduced by the authorities, and the rates on such investments 
became market related. Instead, the explanation for the inverse relation
ship between changes in the Reserve Bank's net gold and other foreign 
reserves and the domestic credit extended by the Bank in the 1980s 
resided mainly in the political priorities of government, and the con
sequent resistance to appropriate rises in interest rates. It did, however, 
mean that the flexibility enjoyed by the Reserve Bank in conducting its 
monetary policies was impaired somewhat during periods when material 
falls in the net foreign reserves occurred. 

What is more, the constraint exercised by the balance of payments took 
on greater significance after 1985 when the capital account turned into 
substantial deficit. Before 1985 it often happened that a deterioration in 
the position of the current account of the balance of ~ayments was at 
least partly covered by additional capital inflows. In the wake of finan
cial sanctions and the disinvestment campaign starting in 1985, however, 
South Africa had to manage its domestic economy in such a way that 
surpluses were retained on the current account at all times. This 
requirement placed a constraint on the growth potential of the South 
African economy, and the exercise of discretionary monetary policies. 

There were, moreover, other limits to the implementation of these 
discretionary monetary policies. The latter can be either rough or fine 
tuning policies. Fine tuning implies the attempt by the authorities to 
control closely the economy by responding to small divergencies in em
ployment or the rate of inflation from their desired values. This policy 
was not favoured by the Bank.7 Instead rough tuning policies were 
applied where the latter were varied, but only occasionally and in 
response to significant mutations in employment or the rate of inflation. 

This preference for rough discretionary monetary policies, however, was 
not the only factor which explains why South Africa did not follow the 
new trends in monetary policy in western countries. During the 1980s 
the South African economy was buffeted by a series of economic and 
political shocks. During the first few years of the decade the price of 
gold fell sharply from a peak of $850 per fine ounce in January 1980 to 
$296 per fine ounce in June 1982. A brief recovery then ensued in the 
second half of 1982 before a new decline set in. Moreover, serious 
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droughts plagued the country between 1983 and 1985. In the third 
quarter of 1985 the country faced a balance of payments crisis arising 
out of large capital outflows, and the country became a large capital ex
porting nation for the rest of the decade. This was accompanied by trade 
sanctions, boycotts and a disinvestment campaign. 

In the aftermath of the partial debt standstill introduced in September 
1985 monetary policies were orientated largely towards facilitating 
balance of payments adjustment in view of the newly acquired status of 
the economy as one in which large on-going capital outflows 
materialised. The need for current account surpluses was related to the 
size of these capital outflows, and both of these elements of the balance 
of payments became less cyclical than before. Whereas in earlier 
decades the South African business cycle was closely correlated, albeit 
on a lagged basis, with cyclical trends in the western economies, by the 
second half of the 1980s the business cycle plotted a more independent 
course. At the same time monetary policies were shaped by the desire 
to promote higher economic growth. At that time inflation was not per
ceived to be the major economic problem confronting the Republic even 
though it was falling in other countries. 

Monetary policy in effect was conducted in a crisis atmosphere for parts 
of the last decade amid persistent financial instability reflected in 
relatively high inflation, and sharp fluctuations in interest rates and the 
exchange rate at times. Monetary policy continued to serve as an 
instrument of demand management with limited opportunities for policy 
to be geared more towards the long term pursuit of greater financial 
stability. 

To some extent, moreover, rough discretionary monetary policies were 
forced upon the Bank at times by the problems· that were experienced in 
restraining total government spending, and adequately containing the 
budget deficits before borrowing. Between 1983 and 1985, in particular, 
the mix of fiscal and monetary policy was not ideal, and given these 
circumstances the main burden of stabilisation policy had to be borne by 
monetary policy. 8 Fiscal policy proved to be too expansionary during 
this period. The March 1983 budget, for example, provided for an 
increase in total expenditure of only 10,3 %, and for a deficit before 
borrowing of 2,4% of gross domestic product. In actual fact, however, 
government spending increased by about 16 %, and the deficit before 
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borrowing eventually amounted to 3,5 % of the gross domestic product. 
This had the effect of transforming a budget that was meant to be dis
inflationary into an expansionary one by contributing to an excessive 
generation of money incomes and private consumption spending, which 
in turn, along with a weak. gold price, helped to bring about a deficit on 
the current account of the balance of payments and a weak. rand. A new 
business cycle upswing began in April 1983, and by the second half of 
that year the Reserve Bank was progressively tightening monetary policy 
to prevent the economy from sliding into a vicious circle of inflation and 
currency depreciation. A less expansionary fiscal policy would have 
moderated the pressures on monetary policy in this respect. 

This discretionary approach to monetary policy also entailed risks. This 
was illustrated in 1981 at a time when the economy was experiencing 
high albeit declining, economic growth, high inflation and downward 
pressures on the foreign reserves. The Reserve Bank adopted a re
strictive stance throughout 1981, but it still erred, if anything, on the 
side of shielding the domestic economy too much against the adverse 
effects of external developments, in the form of a declining gold price 
and weak. international economic conditions, rather than on the side of 
'over-kill'. Although continuing to accord a high priority to the need to 
curb inflation, the Bank sought a compromise between this aim, and the 
objectives of maintaining a sound balance of payments and a high rate 

of economic growth. During 1981 as a whole the rand depreciated by 
about 22 % against the American dollar and about 14 % against a basket 
of foreign currencies. This decline gave some support to domestic eco
nomic activities by improving the competitiveness of South African in
dustry, but the Bank feared its monetary policies had in retrospect been 
too accommodative.' 

It similarly became clear in retrospect that the monetary authorities 
underestimated both the vigour and the duration of the economic 
upswing during 1988. The result was that the mix of monetary and fiscal 
policies on balance remained too acco~odative and expansionary 
during most of that year, even though the prime overdraft rate rose from 
12V2 % in January to 18 % in November 1988.10 

Discretionary monetary policies entail other risks as well. Capital invest
ments are subject to a considerable time lag due to a number of circum-
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stances such as the time required to plan and implement capital 
expenditure programmes. The existence of such lags complicates the 
effective use of the rate of interest as an instrument of anti-cyclical 
monetary policy. The monetary authorities can hardly anticipate the 
length of these lags both during the upswings and the downswings of the 
business cycle. The result is that monetary policy initiatives could prove 
to be pro-cyclical rather than anti-cyclical. Under such circumstances it 
might have been more prudent if the policy stance had remained neutral 
throughout the cycle. 

Some critics of monetary policies in the 1980s alleged that the Treasury 
and the Bank displayed an obsession with overheating in the economy 
and the associated balance of payments problems. They argued that the 
monetary authorities failed to identify the problem as a structural 
deficiency which required curbing the propensity to import coupled with 
a raising of the export capabilities of the economy. 11 

This view, however, confused short term monetary stabilisation policy 
with long term structural policy. Measures· to promote exports and 
import substitution were desirable, but they had to form part of a long 
term economic strategy. Such objectives could not be achieved in the 
short run. Meanwhile, the authorities had to respond to overheating 
pressures such as emerged in 1988, because the alternative would have 
be~n rising inflationary pressures and a possible balance of payments 
crisis. 12 

Monetary policies, moreover, could not be based on unduly optimistic 
assumptions regarding external developments. It has already been noted 
that the Reserve Bank on occasions faced difficulties in making appro
priate adjustments to its policies in the face of volatile changes in the 
gold price. Nevertheless, monetary policies throughout the 1980s tended 
to be conservative in the sense that they were not based on the assump
tion that a sharp rise in the price of gold would occur. Indeed, the 
Reserve Bank believed that the policies of monetary restraint pursued by 
the major industrial countries during this period implied the absence of 
inflationary forces that had previously precipitated the sharp rise in the 
price of the yellow metal in 1979 and 1980.13 After reaching a peak of 
$850 per fine ounce in January 1980 the gold price fell to a low of $284 
per fine ounce in March 1985, and even in 1989 the price averaged only 
$381 per fine ounce. This fall in the gold price during the 1980s affected 
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monetary policies in the sense that these had to be adapted to help bring 
about adjustment in the economy. 

Market Oriented Approach of Monetary Policies 

During the 1980s an increasing emphasis was placed by the authorities 
in general on free enterprise and market oriented economic policies as 
shown for instance by the moves towards deregulation and privatisation. 
Monetary policies were also market oriented in the sense that the 
existence of markets was recognized, and monetary policies where pos
sible operated through these markets rather than by way of quantitative 
bureaucratic control measures. However, this in no way implied the 
adoption of a laissez-faire approach of 'leaving it all to the workings of 
the free market'. The Reserve Bank did not advocate a purely free 
market approach in terms of which interest rates and monetary ag
gregates were determined solely by market forces without intervention 
by the central bank. The monetary authorities instead worked actively 
towards the attainment of certain ultimate and intermediate policy ends, 
including effective demand management with the assistance of money 
supply targets. Even so, the monetary authorities preferred market 
oriented instruments of monetary policy such as public debt manage
ment, open market operations and rediscount policy, rather than 
quantitative controls such as bank credit ceilings and deposit rate 
controls. 14 

This preference never implied an absolute commitment to the market 
orientation of policy at all times and under all circumstances without any 
exception. There were occasions when direct controls proved to be 
necessary, although this was the exception rather than the rule. One 
notable example was the partial standstill on foreign debt repayments as 
from 1985. Such direct controls were deemed to be necessary under the 
abnormal circumstances characterized by sanctions and huge capital 
outflows. 

In the application of their monetary policies the authorities often had 
valid reasons for intervening in the workings of the markets in order to 
bring about a different result than would have been produced by entirely 
self directed markets. However, they remained convinced that such 
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intervention would in most cases be more effective if it took place. by 
way of market oriented policies rather than bureaucratic. controls. 

Quantitative or direct methods of monetary policy, which attempted to 
suspend or bypass the operations of the financial markets, were avoided 
as far as possible. This applied in particular to credit ceilings, deposit 
rate controls, lending rate controls (excluding usury rate restrictions), 
direct controls over private sector capital issues and import deposit 
schemes. The view was taken that these controls not only obstruct the 
efficient operation of many financial markets, but inevitably also lead to 
large scale 'disintermediation', and other distortions in the flow of funds 
in the economy. They therefore frustrate the attempts of the monetary 
authorities to exercise adequate influence over monetary demand. 15 

The monetary authorities therefore came down on the side of mar~t 
oriented instruments of monetary policy. These could, however, be 
supplemented in exceptional circumstances by the use of the semi 
market-oriented technique of varying the banks' cash reserve require
ments. The latter were reduced during the 1980s, but had been original
ly introduced primarily for purposes of promoting adequate prudence in 
banking affairs. In other words, they were geared towards protecting the 
liquidity, solvency and safety of banks and other financial inter
mediaries, and were not regarded as a primary instrument of monetary 
policy. 

They could, however, be used as a supplementary instrument of a tem
porary nature in exceptional circumstances. Such circumstances might 
arise, for instance, if a sudden substantial increase in the price of gold 
yielded a balance of payments surplus that was so large that it could not 
be effectively counteracted by a combination of exchange rate appre
ciation, open market operations and other market oriented policy 
methods, and therefore threatened to precipitate an unduly sharp fall in 
interest rates along with rising inflationary pressures.I6 As an instrument 
of monetary policy, however, the minimum cash reserve balance re
quirement did diminish in importance owing to the fact that the South 
African monetary authorities placed a greater emphasis upon open 
market operations during the 1980s. 

Wage-Price Controls. In keeping with these market oriented policies the 
authorities did not look with favour on wage-price controls. It was 
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recognized that inflationary expectations and the tendency to link wage 
and salary increases to. rises in the consumer price index play a part in 
the inflationary process in South Africa. It was conceded that wage-price 
controls might reduce the time lags between the curbing of demand and 
a decline in the rate of inflation, and thereby reduce the economic cost 
of counteracting inflation. Nevertheless, it was felt that the practical pro
blems and fundamental disadvantages associated with direct price-wage 
controls would greatly exceed, any possible benefits they might have. I7 

It was argued that price-wage controls invariably result in a distortion 
of relative prices. Some prices become too high and others too low, and 
this distortion inevitably results in a maldistribution of scarce labour and 
other resources. There are, moreover, certain cost increases, such as an 
increase in world oil prices, over which the government cannot exercise 
control, and which must inevitably exert secondary upward effects on 
other costs and prices. If these prices are prevented from rising, the 
firms in question will suffer losses and in the end cease their operations. 
This will result not only in unemployment and recession, but also in 
scarcities of essential goods and services, which will, in tum, lead to 
grieves, black markets and eventually to even larger increases in prices. 

Price and wage controls were perceived as treating the symptoms of 
inflation, but not the real causes. Inflation which is suppressed by direct 
controls is still inflation, and if the real causes are not removed, the 
upward pressure on the price level will eventually prove impossible to 
contain. What is more, the authorities were fearful that if direct price 
and wage controls are resorted to, there is the danger that they may 
come to be regarded as a substitute for appropriate monetary and fiscal 
policies, leading to an undesirable easing of such policies.18 

Monetary Policy and Inflation 

In the previous sections of this chapter the main ultimate objectives of 
monetary policy were explained, which incorporated the curbing of 
inflation, the maintenance of balance of payments strength, and the 
pursuit of stable economic growth, and a high and stable level of em
ployment. From this it should not be concluded that the curbing of 
inflation was a secondary objective. The authorities, instead, believed 
that the best, if not .the only, way to achieve optimal growth in the 
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medium and long term was to give priority to reducing the rate of 
inflation. 

A high rate of inflation was an on-going phenomenon in the 1980s. In 
1986, for instance, the average annual rate of increase in the consumer 
price index amounted to no less than 18,6%. The presence of double 
digit inflation throughout the decade and the existence of negative real 
interest rates at certain times do not necessarily indicate that monetary 
policies were too lax in general. 

The Bank remained deeply concerned about inflation, and the unwilling
ness of the authorities to adopt stricter monetary policies can be partly 
ascribed to the peculiar conditions which existed for much of the period. 
In particular, the Reserve Bank consistently held the view that the sharp 
acceleration in inflation from an annualized rate of 12,8 % in the fourth 
quarter of 1984 to 26,0% in the first quarter of 1986 was caused by the 
marked depreciation of the exchange rate of the rand between 1983 and 
1986, and not excess aggregate demand. This .depreciation, in turn, was 
not the consequence of excess money creation and spending. Rather, it 
was mainly the product of politically induced capital outflows of an 
exceptional nature. During the period from 1985 to 1987 the Reserve 
Bank accordingly deemed it undesirable to attempt to reduce the rate of 
price increases by applying severely restrictive monetary policies. The 
authorities believed that once the economy had adjusted to these 
exceptional balance of payments conditions, there was scope in 1987 and 
1988 for the rate of inflation to start moderating as it did.19 

It is true that in the preceding period, namely 1983-84, South Africa did 
suffer from demand inflation. However, the progressive tightening of 
monetary policy during the course of 1984, culminating in a Bank rate 
of 21,75% in August 1984, succeeded in eliminating excess demand 
from the economy. 

The authorities were well aware of the serious costs which could be in
curred if inflation was not reduced. A chronic high rate of inflation 
fosters damaging distortions in the· economy by promoting an inefficient 
allocation of resources. In an environment of high inflation price 
changes no longer emit meaningful signals of basic economic trends and 
developments. Resources are therefore no longer allocated to different 
sectors in accordance with the real needs of the people of the country. 
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Economic decisions consequently become distorted. Further distortions 

appear as savings are discouraged in favour of consumption, with invest
ment funds tending to be channelled into inflation hedge instruments 

rather than new productive capacity. 

The authorities were also of the opinion that inflation fostered an 
arbitrary and inequitable redistribution of income and wealth. A high 
rate of inflation favours debtors at the expense of creditors, and places 

an undue burden on pensioners, savers, civil servants, teachers and other 
fixed income recipients who are not always in a position to have their 
incomes adjusted rapidly enough to compensate for inflation.20 

It regarded the redistribution effects on income and wealth arising out 
of inflation as far more important than the redistribution effects stem

ming from suitably tight monetary policies. Interest rate policy was 

alleged to have been used at times in an indiscriminate fashion such as 
in August 1984 when rates were pushed up to unprecedentedly high 
levels. Such high interest rates in particular allegedly discriminated in 
favour of large firms where interest costs can be a negligible factor, and 

against small firms which can face large interest commitments. Tight 

monetary policies also discriminate against the hundreds of thousands of 
home owners, farmers and others who suffer from rising interest rates. 21 

The Reserve Bank, however, conducted its monetary policies largely 

without specific regard to such sectoral consequences, and the associated 

redistribution effects. It did not believe that monetary policies should be 
conducted in a way that take account of the socio-political and redistri

bution effects of such policies. It perceived that fiscal policy was more 
appropriate for this purpose. 
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CHAPTER 2 

CHANGES IN MONETARY POLICY 
PROCEDURES 

In the previous chapter the ultimate objectives of monetary policy in the 
De Kock era were discussed. In this chapter attention is focused upon 
the intermediate objectives of monetary policy, and in particular the role 
of monetary targeting in the South African context. In order to achieve 
its ultimate objectives, and especially the moderation of inflationary 
pressures, the Reserve Bank sought to operate upon the money supply 
which thereby became the intermediate objective of monetary policy of 
the Bank. In other words, policy efforts were directed at realizing a des
ignated path for the growth in the money supply, although this only 
became an explicit policy in the later years of the De Kock era. 

For long periods most central banks performed their functions and 
strove to achieve their ultimate monetary policy objectives without set
ting, and certainly without publicly announcing, intermediate targets for 
such variables as the money supply, bank credit or interest rates. Under 
the gold standard system, for instance, and again under the Bretton 
Woods system of fixed but adjustable exchange rates, the main inter
mediate objective of central banks was the maintenance of exchange rate 
stability, at least for fairly lengthy periods in between any devaluations. 
After the breakdown of this system in 1973 an era of floating exchange 
rates was ushered in. Under this system there was no obligation on 
central-banks to maintain fixed exchange rates with other currencies. 
During the late 1970s and early 1980s it accordingly became fashionable 
for central banks to adopt new intermediate targets in the form of 
publicly announced targets for one or other money supply variable. 

South Africa followed the international trend in this respect, but only after 
a time lag. While the local transition to more market oriented monetary 
policies in the early 1980s was quite pronounced, the monetary authorities 
at that stage made no detailed public announcements concerning their 
intermediate targets such as the money supply, the cash base of the banking 
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system, domestic bank credit expansion or interest rates. During that time 
period they were content to describe their policies in broad tenns as 
involving the curbing of any excessive expansion in bank credit and money 
creation, while making known their willingness to accept realistic and 
flexible market related interest rates and exchange rates. 

It was only in his budget speech on 17 March 1986 that the then Minister 
of Finance, Mr Barend du Plessis, announced that the South African 
government had accepted the recommendations of the De Kock Commission 
that the Reserve Bank should set specific target rates for growth of one or 
more of the money supply aggregates.1 The Bank accordingly started to 
adopt a policy of targeting the money supply for the 1986 year, and annual 
targets for the growth in the M3 measure of the money supply have since 
become an annual exercise. In this chapter attention is focused upon this 
policy decision. The rationale for monetary targeting is explained along with 
the problems associated with the adoption of such a policy. 

Introduction 

In the first half of the 1980s it had not been feasible to implement any 
formal targeting of the money supply for a number of reasons. The 
switch to more market orientated policies, incorporating greater freedom 
for the movement of interest rates, had meant that the past behaviour of 
the monetary aggregates for targeting purposes had provided little guide 
to their likely behaviour in the future. 

Market orientated instruments of monetary policy, which were designed to 
influence the cash base of the banking system, had gradually replaced direct 
controls such as ceilings on the extension of bank credit. This mutation had 
induced substantial shifts in the provision of credit to and from the banking 
system at times, which are referred to as the 'reintermediation' and 'dis
intermediation' of credit. Such shifts had distorted the money supply figures, 
and again rendered monetary targeting inoperational. In addition, the use of 
such monetary goals had been made difficult by the divergent growth rates 

of the various measures of the money supply. 

Another fundamental problem was to determine whether rigid targets for the 
growth in the money supply should be adopted rather than low profile and 
flexible targets. In this respect rigid monetary targets were rejected. Instead, 
the authorities proposed low profile and flexible targets in which the money 
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supply aggregate to be used for targeting pmposes was a newly defined 
measure of M3. The target for 1986 was set in the form of a tolerance 
range for the rate of increase in M3 of between 16 and 20 % between the 
fourth quarter of 1985 and the fourth quarter of 1986. 

In setting and changing the targets laid down for M3, or letting them be 
breached, the monetary authorities were to exercise discretion based on 
their assessment of the general economic situation and prospects at the 
time. This assessment was to include the Reserve Bank's view on the 
appropriate level and structure of interest rates and exchange rates at 
that stage. In other words, the targets for M3 would act as guidelines, 
and not as automatic calls for action if movements outside them were 
recorded. 

The Rationale for Monetary Targeting 

Although South Africa's adoption of monetary targeting followed in the 
footsteps of the international trend, the orientation of monetary policy 
in certain countries had started to move away from controlling the 
money supply as the most important intermediate objective of monetary 
policy by the middle of the 1980s. For some the maintenance of 
relatively fixed exchange rates or the targeting of interest rates had be
come more important objectives than controlling the money supply. The 
majority of the countries of the European Economic Community, for in
stance, were committed to maintain their exchange rates within narrow 
bands against each other. These shifts away from targeting the money 
supply in most cases, however, occurred only after relative financial 
stability had first been attained. This was not the case in South Africa. 

Targeting of the exchange rate in South Africa in any case would have 
been unsuitable for two other reasons. Firstly, such targeting was ren
dered difficult if not impossible by the volatile nature of the country's 
principal exports, and the large outflows of foreign capital. At times 
during the late 1980s the country's net gold and other foreign reserves 
were negative. Secondly, South Africa's stringent exchange controls 
were incompatible with exchange rate targeting. Such targeting is more 
practical if the economy is highly integrated with international financial 
markets, such that fluctuations in interest rates precipitate large swings 
in foreign capital flows in and out of the country. Given South Africa's 
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insular position in this respect due mainly to exchange controls and 
financial sanctions and political isolation in the late 1980s, changes in 
interest rates did not lead to sufficiently large movements. in capital 
flows to make exchange rate targeting feasible. 

Any targeting of the money supply is based on the belief that the cure for 
inflation is a mopetary one. If the rate of growth of the money supply is 
controlled effectively over time, so will inflation. As a supplement to this, 
the setting of published targets for the growth in the money supply was 
supported on the grounds that it can spread public awareness of the link 
between the money supply and prices. Published targets may provide some 
guidance to the business community, consumers and labour interests con
cerning the probable monetary policy actions and future policy stance of the 
authorities. Advance notification of the intended stance of monetary policy 
could facilitate appropriate adjustments in wages and salary claims as well 
as spending plans of businesses. The introduction of targets can be useful 
in curbing the propensity of governments to spend public funds, because 
central banks can emphasize to politicians that public spending in excess of 
certain levels could entail exceeding the money supply targets if such 
spending was financed by resort to bank credit. 

In the South African context the high rates of growth in government 
spending in the first half of the 1980s had arguably hampered the pursuit 
of independent monetary policies because this spending had exerted 
upward pressure on interest rates. Given the presence of a regime of 
monetary targeting, the pressures faced by the government sector to 
limit the budget deficits could be greater. 

Flexible Versus Rigid Targets. It has already been pointed out that the 
targeting policy embarked upon in South Africa was applied with flexibility 
and with a low profile. This was in conflict with the monetarists' pre
scription of a rigid money supply target as the intermediate target of 
monetary policy. The theoretical justification for a rigid money supply rule 
is based on the argument that under such conditions unexpected actions by 
the monetary authorities, which would only add to uncertainties about future 
policies, are avoided, and an economy will stabilize at a full employment 
equilibrium.2 Discretion in monetary policy is an additional source of un
certainty to private sector businesses and households, and may therefore 
have an inhibiting effect on private sector activity. In contrast the flexible 
targeting policy of the Reserve Bank was based on the belief that conditionS 
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were not fulfilled in the South African context for the successful pursuit of 
rigid targeting of the monetary aggregates. The close integration of the 
South African economy with the outside world in particular could have 
complicated any attempts at rigid monetary targeting. 

Let us assume, for example, that reflationary policies were initiated in other 
industrial countries which led to higher economic growth and, after a time 
lag, rising inflationary pressures. This could be quickly reflected in increases 
in the rate of inflation in South Africa even though the rand would most 
probably appreciate because of an improvement in the balance of payments 
position. Assuming that the authorities were successful in keeping to the 
strict monetary targets they had specified, the nominal money supply would 
grow at the original planned rate, but the accelerating rate of inflation would 
reduce the growth of the real money supply. This in turn could exert a 
depressing influence on economic activity which would be intensified by any 
significant appreciation in the value of the rand against other currencies, 
circumstances which the authorities may be unhappy to see arise. 

Under different conditions South Africa's major trading partners could 
pursue more restrictive monetary policies, and initiate a period of slower 
economic growth along with a decline in the rate of inflation. This could 
well be accompanied by a fall in commodity prices, and especially in the 
prices of precious metals. This could cause the value of the rand to weaken 
in terms of other currencies. Despite the slower pace of world inflation the 
rate of increase in import prices could accelerate, and exacerbate inflationary 
pressures in South Africa. Assuming that the monetary targets were 
realized, the real growth in the money supply would decline, and this could 
impart a depressive influence on the economy which might again be 

unacceptable to the authorities. 

In short, myriad different sets of circumstances could prevail which arise out 
of exogenous external shocks inflicted on the South African economy. 
Irrespective of these particular circumstances, it can be concluded that a 
regime of successful rigid monetary targeting in South Africa could have 
been accompanied by possibly severe fluctuations in economic activity, even 
though it must be borne in mind that in the De Kock era rapid accelerations 
in the growth of M3 were instnunental in precipitating upward phases of the 
business cycle. Any appreciation in the value of the rand against other 
currencies could have been particularly unwelcome when the balance of 
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payments improved due to an acceleration in the growth of the world 
economy. Given the open nature of the economy the disruptions faced by 
exporting and importing sectors could have been drastic if movements in the 
exchange rate were to be dictated solely by strict monetary targets. Rigid 
monetary targeting is based on the premise that the monetary authorities are 
willing to accept movements in the exchange rate as well as interest rates. 
This assumption did not apply at the time that monetary targeting was 
introduced in South Africa in 1986. 

Even if one could assume that the Reserve Bank was willing in principle to 
adopt rigid targets for the monetary aggregates, it was questionable whether 
it would have been operationally feasible. The various measures of the 
money supply in South Africa can display large short tenn fluctuations, even 
after seasonal variations have been eliminated. This still applies after 
allowance is made for 'disintennediation' and 'reintennediation' of credit 
within the banking system. 

Difficulties in Applying Flexible Monetary Targeting 

In view of the previous comments it should not be concluded that the 
Reserve Bank expected to experience no hassles from the adoption of a 
flexible low profile regime of money supply targeting. The authorities were 
well aware that certain difficulties could be faced in successfully applying 
such a policy. 

For one thing it was appreciated that certain difficulties could still be faced 
at times in adhering to the monetary targets. It was recognized that external 
shocks could still prove to be difficult to accommodate. Substantial changes 
in the dollar price of gold, for instance, can exert powerful effects on the 
balance of payments, and could induce the authorities to intervene in the 
foreign exchange market, and thereby exert an influence on the cash base 
of the banking system. Under such circumstances even low profile monetary 
targets, which are flexible in nature, may not be adhered to. 

In principle, the monetary impact of intervention in the foreign exchange 
market could be sterilised. If the price of gold rises sharply, and the auth
orities intervene to buy dollars, the resulting increase in banking liquidity 
could be neutralised by undertaking compensatory open market operations. 
The scale of operations required in this respect, however, could be 
substantial and this could create difficulties. In view of the sharp rise in 
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interest payments on the national debt which has occurred in recent years, 

the Treasury might be reluctant to issue large amounts of new government 
stocks which would be sold in the market. In addition, the resulting 
accumulation of funds in the hands of the fiscal authorities may lead to 
pressures for higher govermnent spending. Such sales of government stocks, 
in any case, could raise interest rates, albeit from a low level, and further 
strengthen the balance of payments via capital inflows, and necessitate 
additional intelVention in the foreign exchange market by the ReselVe Bank 
which in tum boosts domestic liquidity yet again. 

Another difficulty with any monetary targeting concerns the lack of con

vincing evidence that the relationships between the money supply and 

total demand, and the money supply with inflation are in any way stable 
or predictable at least in the short run. There is, in other words, no 
guarantee that a low rate of growth in the money supply will guarantee 

low or zero inflation at all times, although the ReselVe Bank was con

vinced that their was such a relationship in the long term. There are 
similarly uncertainties concerning the unavoidable time lags that exist 
between changes in the money supply and the rate of inflation. 

Empirical analyses in some other countries suggest that this time lag can 

be as long as two years. Instability in the demand for money to hold 

likewise can render monetary targeting a difficult operational policy. 

Instability of Velocity of Circulation of Money. The stabilizing 
properties of monetary targeting are based on the view that the growth 

in the money supply determines the rise in prices. This is based on two 
notions. 

The first is the uncontroversial notion that M (money supply) multiplied 
by V (the speed at which it circulates or its velocity of circulation) is 
equal to the price level (P) times the amount of goods and selVices 
traded in the economy (T for transactions). This yields the equation 
MV = PT which is a simple identity rendered vali~ by definition, since 

PT is the total of money spending in the economy, while V is defined 
as the speed at which money circulates so that M multiplied by V also 

represents total money spending. 

The second is the controversial notion that the velocity of circulation of 
money remains stable over time, leading to a stable relationship between 
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the growth in national income and the growth in the money supply in an 
economy. It is then argued that if the velocity of circulation of money 
is, in fact, constant, an increase of 10% in the nominal money supply 
in anyone year will lead to an expansion in the nominal national income 

of 10% during that period. If, at the same time, the real economy is not 
growing, the 10% increase in the money supply, Ml, will cause the 

price level, P, to rise also by 10%. 

If such a stable relationship exists between these two variables then it is 
argued that targets for the growth in the money supply can be specified. 
This arises because it is known what expansion in the nominal national 
income will be generated by a given increase in the money supply. 

Experience in South Africa, however, has demonstrated that the 
velocities of circulation of the monetary aggregates can record substan
tial variability. After rising steadily between 1976 and early 1980, 

despite the presence of falling interest rates, the income velocity of cir

culation of money (M) subsequently fell despite a sharp rise in interest 
rates. From its peak. of 4,7 per year in the first quarter of 1980, velocity 
declined to 3,8 per year in the second quarter of 1981, and to 3,4 per 

year in the third quarter of 1983. 

This evidence of instability in the velocity measure in effect means that 
the demand for money to hold in South Africa can be volatile. All the 

factors which explain this phenomenon are not necessarily easy to 
identify. According to the De Kock Commission the large decline in 
velocity since early 1980 largely reflected 'reintermediation' of credit to 

the banking system.3 Credit previously furnished outside the banking 
system, which did not get recorded in the official money supply figures, 

reverted to the banks. This development stemmed from the abolition of 
deposit rate control and bank credit ceilings in 1980, the substantial 
lowering of the cash reserve and liquid asset requirements, and the 
change to more market related levels of interest rates on statutory liquid 

assets and on bank overdrafts. All of these developments improved the 
ability of banks to pay competitive deposit rates and offer more 

competitive credit. 

It can be argued that a more stable growth in the money supply, brought 
about through targeting, could produce less volatile movements in 
velocity. In the past there had been some evidence that medium term 
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cyclical variations in velocity were partly the counterpart of variations 
in the rate of growth of the monetary aggregates.4 Moreover, the switch 
to more market orientated monetary policies away from direct controls 
was largely completed by the time monetary targeting was introduced, 
and this in itself could have caused the velocity measure to become less 
erratic. Even so, the authorities were aware that the targeting of the 
money supply could still be complicated by somewhat unpredictable 
movements in the velocity measure. 

Choice of Monetary Aggregate to Target. Another problem with money 
supply targeting concerns the choice of monetary measure to use for 
targeting purposes. It is not easy to determine a permanently suitable 
measure of the money supply which can be employed in this respect. It 
can be questioned why the authorities should have focused attention upon 
targeting the money supply at all. After all monetary policy actions 
affect inflation through their effects upon aggregate monetary demand, 
i.e. the amount of total spending in the economy. Given these circum
stances the ideal could be to lay down targets for the growth in gross 
domestic expenditure at market prices or domestic product on a 
quarterly basis, and this option was considered by the Bank. From an 
operational point of view, however, this policy option is not available, 
since reliable data concerning the magnitude of aggregate spending or 
output become available with a time lag which is too long to facilitate 
timely effective countervailing action. Targeting the gross domestic 
product at current prices is also deficient in the sense that it could 
logically force the monetary authorities deliberately to foster inflation. 
This could materialise if a low rate of growth. in the real economy 
brought about by extraneous factors such as a drought reduced the rate 
of growth. of the gross domestic product at current prices below the tar
geted rate of growth and induced the authorities to relax their monetary 
policies.s If, alternatively, a target was set for growth. in real output, the 
economy would again be exposed to the risk of excessive stimulation at 
times which manifested itself in higher inflation. The Reserve Bank in
stead opted for the targeting of the M3 measure of the money supply. 

In choosing this money supply target the Reserve Bank eschewed three 
other well known financial targets which could have been employed. 
One is a target for the 'cash base' of the banks, i.e. the banks' notes and 
coin holdings and their reserve balances with the Reserve Bank. A 
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second target is the 'monetary base', i.e. the cash reserve balances of 
the banks plus all banknotes and coin in circulation, as held by the banks 
and the public. A third target could focus on total current domestic 
bank credit extension. 

The preference on the part of the Reserve Bank for a money supply ob
jective rather than targets for the cash base, monetary base or domestic 
credit extension stemmed largely from two considerations. Firstly, it had 
no grounds for believing that the association between anyone of these 
latter variables and gross domestic expenditure in South Africa was 
superior to that between the M3 measure of the money supply and such 
expenditure. Secondly, public understanding and willingness to cooperate 
would probably be fostered better by the adoption of a money supply 
target rather than by the use of more obscure and less well known 
aggregates such as cash base, monetary base or domestic credit 
extension. 

The International Monetary Fund often sets targets for domestic credit 
extension for member countries as part of the conditions they have to 
meet before they can draw on Fund resources. This is done in order to 
forestall circumstances in which a money supply target is adhered to, but 
is the net result of a significant rise in domestic bank credit, and a sharp 
decline in net foreign reserves stemming from official support of the 
country's currency in the foreign exchange market. Despite its merits 
the Reserve Bank believed that targets for domestic credit extension 
would on occasion tend to lead to deleterious pro-cyclical policies. 
During the early stages of a business cycle upswing monetary policies 
might be too expansionary, because bank credit can be rising only 
moderately while the net foreign reserves are increasing strongly against 
the background of current account surpluses, and intervention by the 
Bank in the foreign exchange market to restrain any appreciation in the 
rand. 

A new broadly defined measure of the money supply, M3, was selected 
by the Bank for targeting purposes. This measure comprised all 
banknotes and coin in circulation and demand deposits with banking 
institutions, plus other short, medium and long term deposits with such 
institutions, plus deposits and investments with building societies and the 
Post Office. Excluded from these deposits were foreign held deposits, 
government deposits and deposits which are made by monetary 
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institutions with one another. 

This newly defined M3 was selected for targeting purposes primarily 
because of its relatively stable relationship over time to macroeconomic 
variables such as the gross domestic product at current prices. In other 
words, this measure of the money supply had a relatively stable 'velocity 
of circulation'. In view of its comprehensive definition, M3 tended to be 
influenced relatively little by shifts in the preferences of depositors for 
various kinds of deposits; to the extent that all varieties of deposits with 
the major depository institutions are included in M3, such shifts will in
fluence the composition of M3 without affecting its size. Narrowly de
fined monetary aggregates tend to be sensitive to changes in nominal in
terest rates. In addition, M3 contained various components that are un
likely to be influenced materially by factors provoking 'disinterme
diation' and 'reintermediation' (i.e. shifts by holders of funds between 
deposit-holding with a monetary institution, and direct lending to some 
ultimate borrower). As a result M3 itself is less sensitive to 'disinter
mediation' and 'reintermediation' phenomena than are the more ~
rowly defined monetary aggregates." A broad monetary aggregate M3 
had the further advantage that it normally reflects closely changes in the 
financing of the budget deficits of the government, together with move
ments in credit to the private sector and in the country's balance of 
payments.' 

Even so, the authorities were aware that targeting of the broad money 
supply in some other countries had been fraught with difficulties and dis
appointing results. In the United Kingdom, for instance, broad money 
supply, the targeted variable, all too often grew faster than had been 
expected or intended in the first half of the 1980s. Targeted aggregates 
were periodically redefined, and target ranges revised upwards or even 
suspended for a period. 8 

Effectiveness of Targeting Policy 

In accordance with its views on the desirability of low profile targets, 
the Reserve Bank laid down published tolerance ranges for the rates of 
increase in M3 rather than single rates, and these tolerance ranges were 
set once a year for periods of twelve months at a time. Three month 
moving averages for M3 were used, and the procedures involved an
nouncing in February or March each year the target ranges for the 
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increases between the last quarter of the previous year and the fourth 
quarter of the current year. Provision was to be made for a revision of 
the prevailing targets between the normal reviewing dates if this was 
considered desirable for reasons already discussed. Meanwhile, the main 
instruments of monetary policy used to influence the growth in M3 were 
public debt management, open market operations, discount policy and 
Reserve Bank intervention in the foreign exchange market. 

The first exercise in monetary targeting formulated by the Bank set a 
lower limit of 16 % and an upper limit of 20 % for the rate of increase 
in the quarterly average of M3 from the fourth quarter of 1985 to the 
fourth quarter of 1986. Fixed at these levels, the target was meant to be 
high enough to accommodate a somewhat higher real growth rate in 
1986 than in 1985 (when it was -1 % as measured by the gross domestic 
product), but low enough to prevent a re-emergence of demand 
inflationary pressures. 

Despite a moderately easy stance of monetary policy reflected in cuts in 
Bank rate from 13 % at the end of 1985 to 9,5 % at the end of 1986, the 
broad money supply, M3, grew by only 10% between the fourth quarter 
of 1985 and the fourth quarter of 1986. This rate of increase therefore 
fell well below the growth rate of 16 % that had been set as the lower 
limit of the target range for the period. 

Increases in the velocity of circulation of M3, however, more than fully 
made up for the extent to which growth in M3 fell short of the target 
range. From the fourth quarter of 1985 to the fourth quarter of 1986 the 
income velocity of circulation of M3 (i. e. the ratio of the nominal value 
of gross domestic product in any particular quarter to the average value 
of M3 during that quarter) rose by 7,6%. The increase in the effective 
money supply (Le. in M3 multiplied by its velocity of circulation) in the 
first year of targeting therefore amounted to 18,4 %, which was well 
within the lower and upper limits of the target range of 16 to 20 %. The 
behaviour of the targeted variable M3 during the period from 1986 to 
1989 is shown in the accompanying table. 

These events during the first year of targeting served to emphasize that 
the Reserve Bank did not slavishly target the growth of M3, but instead 
at that stage took account of unexpected shifts in the velocity of circu
lation of M3. At that stage the effective increase in the supply of money, 
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Reserve Bank Targets and Actual Changes in Monetary Aggregates 

1986 1987 1988 1989 

Target Actual Target Actual Target Actual Target Actual 

Change in M3. 16 to 20 10,1 14 to 18 15,5 12 to 16 26,5 14 to 18 23,5 
(percentage) 

Change in velocity +7,6 +0,5 -7,3 -5,7 

Change in effective 
money supply 18,4 16,1 17,3 16,5 

Source: South African Reserve Bank Quarterly Bulletin (various issues) and Money Supply Targets published by the South 
African Reserve Bank (various issues). 



MV, was higher than the increase in the money supply, M3, and rough
ly equalled the target for the growth in the money supply. 

The Bank, however, did not seek to target the effective increase in the 
money supply MY which amounts to the nominal gross domestic product 
for reasons previously alluded to. The Reserve Bank, in pursuing its target
ing policy, always tried to set an inflation-reducing target for M3 on the 
basis of its best estimate of what MY =PT would probably do, and in 
particular on the basis of its best estimates of the probable behaviour of V. 

By pursuing a policy of truly aggressive monetary ease in 1986 the 
monetary authorities in all probability would have been able to force up 
the growth rate of M3 to its minimum target value of 16 %. However, 
the policy actions that would have been needed for such an outcome 
would most probably not have resulted in a smaller increase in the 
velocity of circulation of M3. The resultant increase in the effective 
money supply or MV might then have turned out to be excessively high, 
fostering even more inflation. 

Turning to the second year of targeting,a target range of 14 to 18 % for 
the rate of increase of M3 between the fourth quarter of 1986 and the 
fourth quarter of 1987 was chosen. This was considered high enough to 
accommodate a projected acceleration in the real economic growth rate 
during 1981, but low enough to ensure that new demand-inflationary 
pressures would not arise. The outcome was a rise of 15,5% in M3 for 

. the period, which fell close to the centre of the target range for 1987. 
The velocity of circulation of M3 showed little net change during the 
course of the 1987 targeting year. Little difference accordingly existed 
during this period between the growth n\te of M3 itself, and that of the 
velocity-adjusted M3 money supply, i.e. the effective money supply. 

A new target range for the growth in M3 for 1988 provided for an in
crease in the quarterly average of M3 from the fourth quarter of 1987 
to the fourth quarter of 1988 of 12 to 16%. In explaining the further 
reduction of two percentage poin(s in these target rates from their 1987 
counterparts, the Reserve Bank stated that this was meant to signal the 
determination of the monetary authorities to prevent excessive money 
creation from halting or reversing the pronounced downward tendency 
shown by the rate of inflation in the two previous years or so.' The 
twelve month rate of increase in consumer prices had slowed down from 
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a peak of 20,8 % in the twelve months to January 1986 to 14,8 % in the 
twelve months to December 1987. 

The actual growth revealed another divergence between the growth for 
M3 and the effective growth in the money supply for the 1988 targeting 
year. Growth in the quarterly average of M3 from the fourth quarter of 
1987 ·to the fourth quarter of 1988 amounted to 26,5%. It therefore 
exceeded substantially the upper boundary of the target range for 1988 
of 16 %. This was accounted for by a decline of 7,3 % in the inco~ 
velocity of circulation of M3, i.e. in the ratio between gross domestic 
product and M3. The result was that the effective broad money supply 
or MV (Le. M3 adjusted for changes in its velocity of circulation) 
increased by only 17,3 % over the period. By definition this increase of 
17,3 % was also the equivalent of the rate of increase of the nominal 
gross domestic product over this period. 

A new target for the growth rate in M3, the fourth of its kind since the 
adoption of monetary targeting in 1986, was announced by the Reserve 
Bank in March 1989. The new target provided for an increase in the 

quarterly average of M3 from the fourth quarter of 1988 to the fourth 
quarter of 1989 between 14 and 18%. 

In explaining the decision of the monetary authorities to raise the lower 

and upper bounds of the target range from 12 to 16% in 1988 to 14 to 
18 % in 1989, the Reserve Bank pointed out that this was based on the 
acceptance by the authorities of a broad economic projection for 1989 
that provided for a further increase in the real gross domestic product 
of roughly 2 %, and an average rate of increase in the consumer price 
index of about 15 %. Acceptance of a temporary quickening of inflation, 
however, did not imply a weakening of the resolve of the authorities to 
control the growth of the money supply for purposes of bringing down 
the inflation rate. Instead, it was believed that attainment of the new 
monetary target, in conjunction with realisation of the projected 
economic growth rate of 2 %, would minimize the expected acceleration 
of inflation before the latter started to decelerate once again. 

Actual gro~ in the quarterly average of M3 for the 1989 targeting 
year amounted to 23,5 %, which therefore exceeded the upper boundary 
of the 14 to 18 % target by a considerable margin. This again reflected 
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a decline in the velocity of circulation of M3 which meant that the gross 
domestic product at market prices rose at a lower rate than that of M3, 
in this case by roughly 16,5%. 

The record of the four year period between 1986 and 1989 emphasized 
that the simple principle of pursuing a fixed annual targeted growth rate 
in M3 would have proved destabilizing to the economy. The Reserve 
Bank needed to adopt a stabilizing monetary policy by taking account of 
changing asset prefe~nces that altered the velocity of circulation of 
money. The Reserve Bank tended to have a good understanding of the 
behaviour of velocity but faced difficulties in forecasting its behaviour. 
The experience of various industrial countries in the first half of the 
1980s revealed that a decline in interest rates normally resulted in, or 
was accompanied by, an increase in the demand to hold money at given 
levels of national income, and therefore was reflected in a decline in the 
velocity of circulation. Conversely, a rise in interest rates led to or was 
accompanied by an increase in the velocity of circulation. 

In South Africa the opposite occurred in the late 1980s. The increase in 
the velocity of circulation of M3 in 1986 occurred in an environment 
characterized by marked declines in interest rates. In contrast, in both 
1988 and 1989 a trend towards rising interest rates was accompanied by 
a decline in the velocity of circulation of M3. 

The South African experience in 1986 involving an increase in the velo
city of circulation of M3 can be partly explained by influences that re
duced the attractions of holding money or close money substitutes when 
compared with the benefits to be derived from alternative uses of the 
funds concerned. Disintermediation in the form of investing funds out
side the banking system was fostered by poor after-tax real rates of 
return on deposits with banks and building societies. This caused 
depositors with these institutions to look around for alternative invest
ment opportunities as presented, for example, by insurance companies 
as well as strongly rising share prices and unit trusts. 

It was also encouraged by increased margins between the banks' deposit 
rates and their average lending rates. For regulatory, institutional and 
practical reasons increased margins between the banks' deposit rates and 
their average lending rates tended to occur regularly during years of 
declines in the general level of interest rates as lending and borrowing 
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outside the banking system became more attractive, a feature which is 
shown in the accompanying graph. 

Velocity ofM3 and ratio of banks' interest received to 
interest paid 
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These wider margins consequently precipitated increases in the velocity 
of circulation in the South African monetary-financial system, and tend
ed to occur locally during periods of declines in the general level of in
terest rates such as in 1986. The converse of this is that reintermediation 

tends to materialise, resulting in a decline in the velocity of circulation, 
when interest rates are rising in South Africa. At such times the margins 
between the banks' deposit rates and their average lending rates nar

row.IO This materialised in 1988 and 1989, as shown in the graph and 
boosted the published figures for the money supply. 

By the end of the 1980s low profile targeting of the money supply had 

become the well established intermediate objective of monetary policies 
in South Africa. The deceleration in the growth of the effective money 

supply over the period from 1986 to 1989 had been modest, but at least 
the authorities had embarked on a determined policy of curbing the 
growth in the monetary aggregates, which would be conducive to effect

ing some decline in the rate of inflation. Such an eventuality was crucial 

if the country was to achieve greater macro financial stability. 
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CHAPTER 3 

PHASING OUT OF LIQUID ASSETS 
SYSTEM OF MONETARY CONTROL 

In order to achieve the intermediate and ultimate objectives of monetary 
policy it is necessary for a gentral bank to use various instruments of 
monetary policy. These instruments which are employed, however, can 
take differing forms, and during the first half of the 1980s the South 
African Reserve Bank moved away from the utilization of so-called 
semi-market oriented instruments of monetary policy towards reliance 
upon fully market oriented instruments of monetary policy. In this 
chapter the former system is explained in which the Reserve Bank relied 
mainly upon semi-market oriented instruments of policy. The 
deficiencies of this system are adumbrated, and in the process the 
reasons why the system was discarded in the early 1980s are identified. 
Thereafter the nature of the cash reserve system which replaced it is 
explained. 

Historical Background 

The armoury of monetary policy instruments at the disposal of the 
monetary authorities can include active use of variations in reserve asset 
requirements. South African commercial banks have been subject to 
some form of statutory minimum reserve asset requirements since the 
establishment of the Reserve Bank in 1921. The employment of variable 
reserve asset requirements, however, as an instrument of monetary 
policy took on special significance in the period from roughly 1965 to 
1980 when policy came to be characterized in part by reliance on 
semi-market oriented policy instruments in the form of variable liquid 
asset and cash reserve requirements. 

Apart from using direct controls on bank credit during that period, the 
authorities attempted to control the credit creating ability of banks, and 
hence the money supply, by operating on their liquidity base. This was 
achieved by changing the banks' actual total holdings of liquid assets 
and/or by varying the ratios of their required liquid assets. This 
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technique was used rather than the alternative one of operating on the 

banks' cash base (i.e. the banks' reserve balances with the Reserve 

Ballk) through such as open market operations, and/or by varying their 

required cash reserve ratios. Changes were occasionally made in the 

cash reserve requirements, but these usually represented adjustments of 
required liquid asset holdings in the form of higher or lower cash 

reserves, an~ therefore essentially still constituted a form of liquid asset 
control. 

The origins of this liquid assets system of monetary control can be 

attributed in part to the Banking Act of 1942 which laid down a 
minimum cash reserve requirement and minimum liquid asset require

ments for commercial banks, people's banks, loan banks and other 
'deposit receiving institutions' . Then in 1956 amendments to the Reserve 

Bank Act gave the Bank the power to impose supplementary reserve 

requirements on commercial banks as an instrument of credit control. 

This supplementary cash reserve requirement could, however, be met 

through increased holdings of specified non-cash statutory liquid assets. 

This was then followed by the Banks Act of 1965 which laid down a 

non-variable cash reserve requirement of 8 % of banks' short term 

liabilities to the public for banks whose short term liabilities to the 

public exceeded R500 000. In addition, the Act imposed a uniform set 
of basic liquid asset requirements on registered banks against their short 

term, medium term and long term liabilities to the public, and against 

the liabilities of banks under acceptances. The Act also allowed the 

liquid asset requirements against short term and medium term liabilities 
(but not the cash rese:r:ve requirement as a constituent of the liquid asset 

requirements) to be varied within relatively wide limits and in various 
ways. Finally, the Act made it possible for the liquid asset requirements 

to be applied differentially for different classes of banks. In 1972 
amendments to the Banks Act extended the basic cash reserve require

ment to all banks other than discount houses. Supplementary cash 
reserve requirements, moreover, could now be imposed as part of any 

supplementary liquid asset requirements against the banks' short and/or 

medium term liabilities. 
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Rationale and Weaknesses of Liquid Assets System 

The rationale behind variable liquid asset requirements as an instrument 
of monetary policy was straightforward. Firstly, the authorities were 
assumed to be able to exercise control over the amount of the required 
reserve assets at the disposal of the banking system, and hence the 
liquidity base by means of open market operations and in other ways. 
Secondly, the banks were required to hold a certain minimum amount 
of such assets calculated as a percentage of their various liabilities to the 
public. Since the holdings of reserve assets of banks could not therefore 
be less than a certain fraction of their liabilities, their liabilities could 
not be more than a certain multiple of their reserve assets. Given the 
public's preferences for various kinds of bank deposits, the reserve asset 
requirements set a potential maximum to the banks' total liabilities and 
assets. The actual amount of the banks' liabilities would, however, 
normally fall short of this maximum because the banks. would wish to 
maintain a safety net of excess reserve assets over and above the 
required minimum amount of such assets. Under this system, therefore, 
the exercise of adequate control over the growth in the money supply 
depended on successfully regulating the size of the banking system's 
reserve asset base, supplemented when necessary by raising the reserve 
asset requirement so as to lower the money and credit multipliers.! 

In practice, the use of variable liquid asset requirements did not succeed 
in keeping adequate control over the banks' holdings of liquid assets in 
general, and did not provide the desired degree of control over the credit 
creating ability of the banking system. This could be ascribed to a 
variety of causes. Fairly substantial lags were bound to occur between 
changes in the banks' excess liquidity positions, the banks' reporting of 
such changes, the identification of a problem by the monetary 
authorities, the formulation and announcement of a revision of the 
liquidity requirements, and the banks' eventual portfolio adjustments to 
the announced changes in the various liquidity ratios. New excess 
liquidity could have been generated by the time banks had complied with 
the revised liquidity requirements.2 Unlike open market operations, 
changes in the liquidity requirements could not be effected continuously 
on the basis of daily information regarding changes in the banks' excess 
liquidity positions. In short, greater use of open market operations would 
have furnished better control over the liquidity base. 
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Increases in the liquid asset requirements, moreover, were usually aimed 
only at eliminating part of the banks' excess liquid assets. No action 
tended to be taken as long as the banks' liabilities to the public kept ex
panding more or less in line with their aggregate liquid asset holdings 
on relatively low margins of excess liquidity. Increases in liquid asset 
requirements did not therefore normally impose upon the banking system 
a need for an actual contraction of total bank credit and the money 
supply.3 

What is more, an important feature of the liquid assets system was what 
was known as the 'ratchet phenomenon'. In terms of this phenomenon 
increases in the net foreign reserves were generally reflected in 
expansions of the liquid asset base, whereas declines in the reserves 
were typically not accompanied by corresponding declines in bank 
liquidity . Various factors ensured that the negative impact of balance of 
payments deficits on the banks' liquidity were partly or fully 
neutralised. 4 

Finally, another weakness of the liquid assets system was the 
contribution which it made to the deficiencies in South Africa's main 
short term financial markets, and the accompanying interest rate 
distortions and misallocation of resources. The liquid assets system 
exerted these negative influences mainly by creating a large captive 
market for Treasury bills, short term government stock and advances to 
or bills of the Land Bank, and by keeping the interest rates on these 
assets exceptionally low in relation to interest rates on assets such as 
negotiable certificates of deposit, bankers' acceptances, trade bills and 
promissory notes. These either did not qualify as statutory liquid assets 
or could be used only to a limited extent to satisfy the liquid asset 
requirements. In these circumstances the great majority of most statutory 
liquid assets became concentrated in the banking system, and non-bank 
investors showed little interest in investing in these assets. The markets 
for Treasury bills, short term government stock and Land Bank paper 
outside the banking sector accordingly became illiquid, and this in turn 
severely restricted the scope for open market operations as an instrument 
of monetary policy. 5 

As part of the attempts to counter excessive increases in the banks' 
liquid asset holdings, the liquid asset requirements against short term 
and medium term liabilities of the so-called 'large' banking institutions 
(defined as banks with total assets which exceeded R800 million) were 
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eventually raised from their standard levels of 30 % and 20 % 
respectively to as much as 58 % and 35 %. This in itself pointed to 
inherent flaws in the system of liquid assets control. One accusation 
levelled against the system was that it stifled competition between banks 
because a significant portion of their deposit liabilities had to be invested 
in roughly the same liquid assets yielding similar returns. At the same 
time the increasingly large proportion of total assets of banks that had 
to be held in relatively low yielding assets led to a widening of the gap 
between the lending and borrowing rates of the banks. The deposit rates 
offered by banks became increasingly unattractive and the com
petitiveness of banks as intermediaries in the financial markets was 
impaired. This in turn was a major explanation for the 'disinter
mediation' phenomena, and the increase in the velocity of circulation of 
the money supply, which occurred in particular in the late 1970s.6 

Possible Modifications in Liquid Assets System 

By the time that Dr Gerhard de Kock became Governor of the Reserve 
Bank dissatisfaction with the workings of the liquid assets system had 
become intense. Several modifications to the system would have been 
possible which would not have involved discarding the system 
altogether. 

One possibility would have been to narrow the definition of liquid assets 
such that all assets which directly or indirectly represented the granting 
of credit by banks to the private sector were excluded. This would have 
required that bills and debentures of the Land Bank, bankers' 
acceptances issued by banks, together with bank promissory notes and 
trade bills be declassified as liquid assets. Demand. deposits held by 
banks at the discount houses would also have been excluded, because 
these institutions utilize such deposits for the granting of credit to the 
private sector. 

Such a move would have caused such assets to be re-rated with the 
differential widening between rates on these assets, and those that 
remained classified as liquid assets. The declassification of bankers' 
acceptances would also have presumably meant that they would no 
longer have been re-discountable at the Reserve Bank. The impact of 
such changes on the structure of interest rates, however, would have 
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been small. Bankers' acceptances, bills and debentures of the Land Bank 
together with bank promissory rates and trade bills could be used for 
meeting the liquid asset requirements only to a limited extent. The 
market rates on these instruments already behaved as if these 
instruments had little or no statutory liquid asset status at all. There 
were also strict limits on the rediscountability of bankers' acceptances 
with the Reserve Bank. 

Another possible change would have been to specify that the securities 
which rank as liquid assets would remain classified as such only if the 
maturity of these securities was two years or less instead of three years 
or less. This would again have drained'liquidity from the banking 
system, but again to a limited extent. This would have been the case 
because under the liquid asset system of monetary control, both the 
private and the public sectors experienced strong incentives to meet their 
financing needs through the issue of statutorily liquid instruments, 
especially when the banks were short of liquid assets. 

Reductions in Statutory Liquid Asset Requirements 

Against this background the Reserve Bank scaled down the role of the 
liquid assets system as an instrument of monetary control as more 
emphasis was placed upon controlling the cash reserves of the banking 
system. This was effected by a series of measures extending over a 
number of years in the first half of the 1980s. 

Frequent changes (mostly upwards) in the liquid asset requirements had 
brought the minimum ratios in September 1980 to the abnormally high 
levels of 58%, 35% and 5% for 'large' banks, and to 50%, 30% and 
5 % for other banks against the banks' short term, medium term and 
long term liabilities to the public respectively. These proved to be the 
peak levels since in September 1982 the minimum liquidity ratios for 
'large' banks were reduced to 54 %, 34 % and 5 % of short term, medium 
term and long term liabilities, respectively, while those for other banks 
were kept unchanged. Several further reductions and other changes in 
the liquid asset requirements were effected after September 1982, and 
in the process the remaining discririrlnation between 'large' and 'small' 
banks in respect of their' liquid asset requirements was removed in July 
1983. In March 1984 the requirements against short term and medium 
term liabilities were lowered to 25 % and 18 %, respectively, and in 
March 1985 to 22 % and 16 % for all banking institutions. The De Kock 
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Commission subsequently recommended that these ratios be reduced to 
20 % and 15 %, and be maintained at 5 % for long term liabilities.7 This 
recommendation was implemented by the Financial Institutions 
Amendment Act, 1985, with effect from September of that year. 

On occasions the cuts in liquid asset requirements were influenced in" 
part by some tightening of local money market conditions. Nevertheless, 
these progressive reductions were not intended as a relaxation of 
monetary policies. They were instead to be viewed as the logical 
consequence of a transition from the liquid assets system of monetary 
control to a cash reserve system. 

Other changes recommended by the De Kock Commission were also 
incorporated in the 1985 legislation. The power of the Reserve Bank to 
impose supplementary liquid asset requirements was revoked, and no 
such requirements now apply to any of the contingent liabilities or 
commitments of banks. In addition, the definition of liquid assets in the 
Banks Act was narrowed so that it comprised only assets that could be 
regarded as highly liquid in the technical sense of the word. 

The Financial Institutions Amendment Act of 1985 also permitted the 
banks to include the monthly average of their daily holdings of 'vault 
cash' (i.e. their holdings of bank notes, coin and gold coin in vaults, 
tills and automated teller machines) in their holdings of cash reserves for 
meeting the cash reserve requirements. The cash reserve requirement 
against the banks' short term liabilities to the public was subsequently 
reduced from 8% to 5% with effect from 1 Apri11986. 

The effect of these cash reserve measures was slight in the context of 
overall monetary control, but they did also serve to diminish one of the 
forces making for the disintermediation of credit, since non-interest 
bearing cash reserve requirements constitute a 'tax' on the banking 
system. The creation of a fairer competitive environment for the entire 
financial system was also facilitated. Lower cash reserve ratios 
diminished the extent of the discrimination between financial institutions 
subject to the requirements and those which escaped such respon
sibilities. 

Payment of Interest on Reserve Balances. Some central banks do pay 
interest on reserve balances, and it can be argued that they are in a 
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position to afford to do this. In the United Kingdom, for instance, it has 
been claimed that a reserve ratio of 0,4 % would be sufficient to cover 
the costs of running the Bank of England.' In the South African context, 
moreover, the prudential need for cash reserves has arguably fallen in 
line with the development of more sophisticated financial markets, and 
the enhanced ability of banks to raise short term funds, as well as the 
new role of the Reserve Bank as a supervisor of the banking system. 

The De Kock Commission did recommend that the Reserve Bank be 
authorised to pay interest on reserve balances.9 This recommendation 
was accepted in the sense that the Reserve Bank Act was amended 
accordingly in 1984. The Bank, however, did not take advantage of this 
new flexibility to pay interest on cash balances during the De Kock 
period. Apart from considerations of profitability, the central bank did 
not regard itself as being in competition with the private banks for 
deposits, and this made it somewhat reluctant to pay interest on such 
funds, particularly if the interest rates had been market related. 
Moreover, the penalty incurred by banks in meeting the cash reserve 
requirements had diminished. The requirements were reduced as already 
indicated, while the concession that vault cash of banks could be 
included as part of their cash reserves for requirement purposes similarly 
worked in the same direction. 

Uniform Requirements for Banks and Building Societies. Quite apart 
from a progressive lowering of the cash and liquid asset requirements 
which materialised in the 1980s, these requirements were made the same 
for banks and building societies under amendments to banking and 
building society legislation enacted in 1988. Building societies had 
traditionally not been subject to cash reserve requirements against their 
liabilities to the public, and had been subject to substantially lower liquid 
asset requirements than banks, and not subject to supplementary liquid 
asset requirements. 

The 1988 move was prompted by the desire to pave the way for more 
equitable competition between banks and building societies. The Reserve 
Bank believed that the fading of institutional dividing lines in the finan
cial services sector, and in particular the growing competition between 
banks and building societies, underlined the need for a more 'level 
playing field' for these different financial institutions. It was felt that the 
previous special advantages enjoyed by building societies (including tax 
benefits) in the competition for funds tended to result in lower mortgage 
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rates, and a larger flow of funds into the kind of mortgage loans 
extended by building societies than would have existed under a uniform 
set of rules for banks and building societies. Following this change 
monetary policy measures applied to banks and building societies in a 
uniform manner. 

Introduction of Cash Reserve System 

It has already been explained that in accordance with its market related 
approach to monetary policy the Reserve Bank decided that in order to 
achieve its intermediate and ultimate objectives of monetary policy, it 
should use mainly market oriented instruments of monetary policy, i.e. 
instruments which operate through one or more of the financial markets. 
Such methods generally consisted of technical 'intervention' by the 
monetary authorities in the various financial markets involving the 
buying and selling of specific financial claims such as government stock, 
Treasury bills, bankers' acceptances and foreign exchange in order to 
influence prices and therefore interest rates and exchange rates. The 
relevant instruments used by the Bank could be grouped into four main 
categories, namely public debt management (in association with 
Treasury), open market operations, discount and general accommodation 
policy, and intervention in the spot and forward exchange markets. 

In line with this approach the Reserve Bank consequently phased out the 
use of the semi-market oriented instruments of monetary policy 
embodied in the liquid assets system of control. Unti11981 the monetary 
authorities attempted to control the banks' credit creating ability by 
influencing their actual holdings of liquid assets, and/or by varying the 
ratios of their required liquid assets, as explained earlier in this chapter. 
Thereafter, the alternative technique of influencing the banks' cash base, 
i.e. their balances with the Reserve Bank, was employed. This could, 
moreover, be supplemented in exceptional circumstances by varying the 
required cash reserve ratios of the banks. The authorities had concluded 
that a cash reserve regime would help to eliminate the weaknesses of the 
previous system of monetary control. 

Key Role of Interest Rates Under Cash Reserve System 

The authorities believed that this cash reserve system would be superior 
as regards gaining more effective control over the growth in the money 
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supply, and the level of interest rates accordingly became a crucial 
operational variable for the Reserve Bank. The effective application of 
this cash reserve system required that the banks should either be 
restricted in their ability to convert their (non-cash) liquid assets into 
cash balances with the Reserve Bank (either directly or via the discount 
houses), or should be able to do so only at interest rates which are 
appropriate for purposes of monetary policy. In either case this could at 
times mean that interest rates had to rise to relatively high levels. The 
Reserve Bank could not operate effectively on the banks' cash base, and 
therefore on their money creating ability, if the banks were able to offset 
any drain on their reserves by monetising their non-cash liquid assets on 
terms favourable enough to prevent interest rates from rising materially. 

Under the cash reserve system, which became fully operational in the 
early 1980s, the Reserve Bank used policy instruments such as open 
market operations to influence the total cash reserves of the banks and 
the associated money supply. The more immediate purpose of these 
operations, however, was not to exert some direct and predetermined 
effect on the amount of the banks' cash reserves. Instead, these 
operations were aimed at compelling banks (whether directly or via the 
discount houses) to make use of the Reserve Bank's accommodation 
facilities at the discount window at the interest rates which were charged 
by the Reserve Bank for such accommodation, and that were based on 
its Bank rate which was its basic rediscount rate for Treasury bills.10 

Although"interest rates were not used as intermediate targets, their role 
in monetary policy under the cash reserve system was of crucial 
importance. Under this system the Bank rate or, more generally, the 
interest cost of cash reserves at the discount window, constituted the 
prime element of monetary control. Once the banking system had to 
make use of discount window accommodation, a change in the Bank rate 
normally had a quick and roughly commensurate effect on other money 
market rates. Through its Bank rate policy the Reserve Bank was 
therefore able to exercise a major influence on the level of interest rates. 
This in tum formed a crucial element of its policy to control the rate of 
growth of bank credit, money supply and the required cash reserves of 
the banks.ll 

It would, however, be an oversimplification to conclude that the Reserve 
Bank determined the level and structure of interest rates at all times. 
Instead, the various interest rates were determined basically by supply 
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and demand in the relevant financial markets, with the Reserve Bank 
influencing these rates as an integral part of its monetary policy. In 
order to exercise this influence, however, it was necessary for the Bank 
to ensure that some minimum level of refinancing at the discount 
window was required by the banking system at all times. 

Under this cash reserve system the amount of the shortage, ie the 
amount of the accommodation provided by the Reserve Bank to the 
discount houses and the banks through the discount window was not of 
crucial importance. Refinancing at the discount window was only one of 
various ways in which assistance could be provided to the banking 
system. Cash reserves in the hands of the banks in aggregate could be 
created by an increase in any of the Reserve Bank's asset holdings, and 
not simply through accommodation. The amount of refinancing extended 
by the Reserve Bank might not therefore furnish any meaningful 
indication of the degree of stringency attaching to monetary policy. The 
key was not so much the amount of accommodation furnished, but the 
terms, ie the cost of such refinancing. 

Choice of Cash Reserve System 

The type of cash system which was introduced in South Africa in the 
early 1980s was known as a classical cash reserve system which was 
more akin to the British system than the alternative so-called 'American' 
system. Under this system the Reserve Bank influenced the cash 
reserves of the banks by operating on interest rates (the cost of cash 
reserves) rather than directly on the amount of cash reserves as 
previously explained. This was necessary because surplus cash reserves 
of the banks were deployed automatically as call money with the 
discount houses, and any additional cash balances which might be 
required were obtained through the withdrawal of call money from the 
houses. This was made possible by the virtually automatic access· which 
the discount houses had to Reserve Bank accommodation.12 

Under this system the banks were able to make good any shortfall in 
reserves by withdrawing call money from the discount houses, thereby, 
in effect, neutralising the actions of the Reserve Bank to reduce cash 
reserves. This meant that the Reserve Bank had to operate on the cost 
of the bank's reserves, i.e. on interest rates. In implementing a 
restrictive policy, for example, the Bank would raise its accommodation 
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rates, and thereby exert a strong impact on interest rates generally, and 
on the demand for credit. In this way it could influence the total 
liabilities of the banks to the public, and therefore their cash reserves.13 

Under this monetary regime the private banking sector enjoyed 
immediate full and unconditional access to cash reserves through the 
discount window, but at a rate set by the Bank. If the level of interest 
rates was too low the demand for money from the banks would be too 
large, and the Reserve Bank would be confronted with a growth in the 
money supply contrary to its preferences. In effect, under this classical 
cash reserve system the growth in the money supply was demand 
determined, with the Bank attempting to attain its monetary targets by 
manipulating interest rates and not cash reserves. 

Any closure of the discount window for accommodation, even on a tem
porary basis, would have been inconsistent with this classical cash 
reserve system. Even a temporary closure of these accommodation 
facilities was never contemplated by the authorities. Such a move could 
have caused interest rates to soar for limited periods, fostered the dis
intermediation of credit away from the banking system, and created 
major financial instability which could have impaired consumer and 
business confidence. It would also have become more difficult for the 
Reserve Bank to monitor daily movements in banking liquidity. 

The permanent closure of the discount window would have been consis
tent with some form of monetary base control, which would have in
volved controlling the growth in the money supply by targeting the 
growth in the amount of the banks' total cash holdings in strict 
accordance with some predetermined time path. Apart from fostering 
greater volatility in interest rates, it was questionable whether it would 
have been possible to avoid offering some kind of last resort credit faci
lities by reopening the discount window in some form. Such a mone
tarist type of monetary policy, focused on controlling the cash reserves 
of the banking system, was rejected by the Bank. This rejection of 
monetary base control was in line with the policies adopted by other 
central banks around the world. 
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CHAPTER 4 

OPEN MARKET OPERATIONS AND 
PUBLIC DEBT MANAGEMENT POLICIES 
UNDER THE CASH RESERVE SYSTEM 

The main instruments of monetary policy employed under the cash 
reserve system became the market oriented methods of public debt 
management, open market operations, rediscount policy and intervention 
by the Reserve Bank in the spot and forward foreign exchange markets. 
These instruments were utilized with a view to influencing interest rates 
which in turn were crucial in determining whether the intermediate and 
ultimate objectives of monetary policy were attained. If effective control 
was to be exercised over the monetary aggregates and total monetary 
demand, interest rates had to be free to reflect accurately the varying 
degrees of tightness in the financial markets resulting from the combined 
operation of natural economic forces and the actions of the Reserve 
Bank. In the previous chapter it was explained that the set of interest 
rates applicable to Reserve Bank accommodation became especially im
portant in the application of monetary policy. The. accommodation rates 
of the Bank, made effective by public debt management policy, exerted 
a strong influence on interest rates in general, and thereby affected the 
demand for credit and the money supply. In this chapter the role of open 
market operations and public debt management policies under the cash 
reserve system are adumbrated, while in subsequent chapters the whole 
range of accommodation policies of the Bank are explained. 

Nature and Scale of Open Market Operations 

Open market operations constituted a market oriented instrument of 
monetary policy which were employed much more extensively during 
the De Kock era. 

Such operations are generally viewed as incorporating sales or purchases 
of domestic financial assets by the central bank to attain premeditated 
effects on the cash or liquidity base of the banking system, interest rates, 
the availability of credit, and/or the money supply. The domestic finan
cial assets sold or purchased by the central bank in its open market 
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operations nonnally consist of domestic securities. The latter, in turn, 
are mostly if not exclusively securities of the central government. In 
exceptional cases central banks have also issued securities of their own 
for the purpose of open market operations.1 

Although it had long been recognized that open market operations could 
play an important role in monetary policy, the Reserve Bank, under Dr 
De Kock's leadership, believed that insufficient use had been made by 
the Bank of this policy instrument. In previous years such operations had 
been stifled by the relatively thin markets for Treasury bills, government 
stock, bankers' acceptances and other comparable financial assets. Until 
1961 they}lad also been hindered by legal restrictions on the holding of 
government securities by the Reserve Bank. 

Towards the end of the 1970s the central bank initiated a more active 
open market policy. However, many of these transactions were of the 
so-called 'back-door' nature in that they took the form. of the provision 
of investment outlets by the Reserve Bank to specific institutions on the 
initiative of the latter, usually at times of balance of payments 
surpluses.2 

In March 1980, however, the Reserve Bank indicated that it intended to 
place more emphasis on cash reserve requirements and open market 
operations as instruments of credit control, with a view to abolishing in 
due course the direct method of control of ceilings on the extension of 
credit by banks to the private sector. This intention was implement ed 
by the new Governor in 1981, and in subsequent years the scale of open 
market operations by the Bank grew considerably. These open market 
operations could at times be accommodating in the sense of meeting cash 
shortages in the banking system. Many such operations, however, were 
aimed at ironing out short term. variations in money market conditions, 
and at influencing the growth in the money supply. 

A stronger preference emerged for using open market transactions as a 
means of smoothing out seasonal fluctuations in money market con
ditions, instead of relying almost exclusively on rediscounting and over
night loans which are a form. of refinancing for this purpose. Open mar
ket operations are less visible and more flexible than accommodation 
facilities furnished by the Bank. When the amount of accommodation re
quired is very large, refinancing may have to be supplemented by the 
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extension of more expensive overnight loans, and this may exert inap
propriate effects on interest rate expectations. Conversely, periods of 
seasonal easing in banking liquidity, in the absence of appropriate open 
market operations, could lead to what may be perceived by the autho
rities to be undue falls in the amount of refinancing which is required. 

These operations were conducted in a variety of assets including Treas
ury bills, Land Bank bills, government stocks, Land Bank promissory 
notes, and bankers' acceptances. Variations in the amounts of Treasury 
bills offered at the weekly tenders by the Bank were often resorted to as 
a means of influencing money market conditions on a short term basis. 
Nevertheless, the bulk of open market operations consisted of trans
actions in government stock of all maturities, the market for such secu
rities being far larger than in the case of other securities such as Treas
ury bills. The details of these transactions are shown in the accompany
ing table. 

South African Reserve Bank Open Market Transactions in 
Government Stock (1981-1991) 

R millions 

Year to 31 March Purchases Sales Net sales 

1980/81 254 175 -79 

1981/82 475 1 148 673 

1982/83 55 2227 2 172 

1983/84 233 2 103 1 870 

1984/85 546 2845 2299 

1985/86 1 334 4018 2684 

1986/87 1 860 4682 2822 

1987/88 1 265 6293 5028 

1988/89 817 10885 10068 

1989/90 1 139 8436 7297 

1990/91 7 163 14063 6900 

Source: South African Reserve Bank 
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Open market operations were conducted in a wide spread of government 
stocks. At certain times there would be an emphasis upon short and me
dium dated stocks, while at other times open market operations were 
conducted mainly in long dated stocks. During periods of marked un
certainty and/or bearish conditions the demand in the market would tend 
to be concentrated on short to medium dated stocks. On the other hand, 
when bullish conditions prevailed in the government stock market, ope
rations by the Reserve Bank would be mostly in long term government 
stocks. Open market operations by the Bank were facilitated by gearing 
transactions to the state of the market. 

The Bank did not favour confining its open market operations to short 
term paper such as Treasury bills and short term government stock in 
accordance with the 'bills mainly' doctrine of open market operations. 
Apart from hampering the flexibility of the Reserve Bank in conducting 
such operations, such transactions by the Bank could lead to an undue 
build up in short term liquid assets held by the banking system. This in 
tum could have encouraged more expansionary lending operations by the 
banks since if necessary these assets could be discounted with the 
Reserve Bank, and hopefully on reasonable terms. 

This increased emphasis upon open market operations had been made 
possible by the prior decision in 1975 to amend the Exchequer and Audit 
Act to enable the Treasury to make 'tap' issues of government stock to 
the Reserve Bank, at the latter's request, for sale in the open market. 
The development of more active conditions in the market for govern
ment stock also aided this process. These stepped up operations by the 
Bank, moreover, were accompanied by a closer integration between 
sales of securities by the Bank out of its own portfolio with sales of 
government stock made available through tap issues, and government 
stock purchased on occasions from the Public Investment Commis
sioners. The Bank's presence in the open market accordingly developed 
in such a way that it represented a mixture of public debt management 
and conventional open market operations which served the purposes of 
helping to finance the budget deficits while facilitating control of the 
money supply. 

Because the monetary authorities were prepared to accept market related 
interest rates, open market operations proved to be a powerful 
instrument of monetary policy under the cash reserve regime in force 
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since the beginning of the 1980s. Open market sales of securities created 
an immediate shortage of cash reserves in the banking system that forced 
the banks or discount houses to have recourse to the refinancing 
facilities of the Reserve Bank; such sales of government securities then 
served to make the discount policy of the central bank effective.3 Under 
such circumstances the refinancing interest rates charged by the central 
bank for assistance became a crucial influence on the general level of 
interest rates, and the money supply. 

At times during the 1980s the scale of open market operations was 
boosted by the need to counteract the expansion in the money supply 
stemming from the Reserve Bank's function of providing forward 
exchange cover for the account of the Treasury to authorised foreign 
exchange dealers for periods up to twelve months. During the first half 
of 1988, for instance, the marked appreciation of the dollar against the 
rand resulted in substantial losses on the Bank's forward exchange 
account, and therefore an increase in the Bank's claims against the 
Treasury. In meeting part of its forward exchange commitments the 
Reserve Bank in effect bought dollars in exchange for rands at a high 
rate in the spot market and supplied these dollars to banks in exchange 
for rands at lower rates for which it had contracted to do so under the 
forward exchange contracts. This led to an increase in the money sup
ply, which served to augment the cash reserves of the banks. At such 
times the Bank accordingly came under pressures to obviate such an ex
pansion of banking liquidity by undertaking the appropriate open market 
operations. 

The abolition of prescribed investment regulations in March 1989 gave 
a further boost to open market operations. The compulsion on the part 
of financial institutions to buy government and semi-government fixed 
interest securities which were designated as prescribed investments had 
led to unattractive yields on such securities which had discouraged in
vestors from buying them .. Following the elimination of these regulations 
borrowers in the public sector were obliged to raise funds at market 
determined interest rates. It was therefore expected that activity in the 
market for government stocks would increase, which would facilitate 
open market operations conducted by the Reserve Bank. 

Reserve Bank's Own Security Issues. In another move to promote more 
active open market operations, the Reserve Bank in June and July 1980 
issued and sold roughly RIOO million of its own interest bearing 
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securities into the market. It had been empowered to do so in 1969 by 
an insertion in the South African Reserve Bank Act of a subsection 
which gave the Bank the right to 'issue its own interest-bearing 
securities for purposes of monetary policy and buy, sell, discount or re
discount, or grant loans or advances against such securities'. The Banks 
Act of 1965 was subsequently also amended in 1972 to include under the 
definition of liquid assets securities of the South African Reserve Bank 
with a maturity of not more than three years.4 

Apart from being issued at times of excess liquidity in the financial 
markets, the issue of Reserve Bank securities in the open market may 
be useful at times when the Treasury is needing to finance large budget 
deficits, and is reluctant to make available more paper to the Reserve 
Bank so that the latter can sell it in the open market to drain liquidity 
from the system. Reserve Bank securities, moreover, tend to be popular, 
and do not require special marketing efforts. 

Despite these considerations further issues of Reserve Bank securities in 
the open market were not resorted to in the 1980s. The Reserve Bank 
did not want to be seen in competition with the government since 
interest rates may be pushed up at the expense of the Treasury. What is 
more, the interest rates paid on such securities may be large relative to 
the overall profits of the Bank. However, in this latter respect it should 
be noted that the sales of securities would tighten liquidity in the banking 
system, thereby causing the banks to borrow more at the discount 
window. The Reserve Bank would earn interest on such borrowings by 
the banks. 

Repurchase Agreements. Under Dr De Kock's leadership open market 
operations were also extended to include new techniques in regard to 
open market buying activities. In this respect the Bank increasingly 
resorted to repurchase agreements since 1981 under which tenders were 
invited from the banks and the discount houses for sales of assets to the 
Bank on a temporary basis before being bought back. Such 'buy-backs' 
could supplement refinancing assistance at the discount window granted 
by the Reserve Bank during times of tight money market conditions, and 
could relieve occasional strains on the refinancing mechanism when the 
accommodation facilities of the Bank were in strong demand. These re
purchase agreements could be concluded variously in liquid bankers' 
acceptances and selected securities such as government securities and 
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public corporation or municipal stocks. The Bank also became willing 
on occasions to make outright purchases of assets that had been offered 
to it on an invited tender basis. 

Nature of Public Debt Management Policies 

Public debt management refers to changes in the size, the composition 
by type of security, the maturity structure, and the ownership of the debt 
of the public sector which is outstanding, and more particularly the out
standing debt of the central government. 5 Public debt management there
fore includes the important facet of new borrowing operations under
taken by the government sector, and in particular the way in which 
budget deficits are financed. 

In certain countries such as the United States of America public debt 
management policies are not integrated with monetary policies. 
Decisions regarding the size, composition and maturity structure of the 
public debt in such countries are made largely to serve the fiscal 
requirements of government. Under these circumstances the management 
of government debt basically constitutes part of the general environment 
in which the monetary policy of a central bank has to be formulated and 
executed. Monetary policy has to be adapted to take account of the pre
vailing public debt management policy. 

In contrast, under Dr De Kock's leadership the Reserve Bank believed 
that public debt management policies constituted an important aspect of 
monetary policy for reasons expounded by the De Kock Commission." 
It believed that monetary policy should be the responsibility of the 
monetary authorities, comprising the Reserve Bank and the Treasury, 
acting together in close coordination. In addition, it argued that the day 
to day management of the public debt exerted an important influence on 
the money supply, interest and exchange rates, and actual spending. 

If domestic banks, other than the Reserve Bank or the Corporation for 
Public Deposits, financed part of government spending by extending ad
ditional credit to the government sector, the money supply was increased 
via the expansion in the deposit liabilities of banks which was unleashed, 
unless other forms of bank credit were crowded out by the demands on 
the part of the government. This expansion in deposit liabilities, 
however, meant that the banks required additional reserve balances with 
the Reserve Bank in order to comply with the minimum cash reserve 
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requirements under the classical cash reserve system. Under this system 
additional cash reserves were obtained by the banks monetising part of 
their liquid assets, which would put upward pressure on interest rates. 
This arose because the banks would make good their cash shortfall in the 
first instance by withdrawing call money from the discount houses, or 
by monetising other liquid assets via the discount houses, thereby 
forcing the discount houses to make more use of Reserve Bank 
accommodation. It therefore became incumbent upon the Reserve Bank 
to extend such credit at interest rates which were consistent with the 
adherence to the prevailing money supply targets.' 

Meanwhile, if the credit was extended by the Reserve Bank or the 
Corporation for Public Deposits, which could for instance take the form 
of a drawing down by the government sector of its deposits with the 
Bank or the Corporation for Public Deposits, an even greater monetary 
stimulus was created. Other things remaining equal it not only added to 
the money supply directly, but also provided the banks with additional 
cash reserves which could put downward pressure on interest rates, and 
stimulate further credit creation provided the banks were not 'in the 
Bank' for at least the amount involved to start with. Such a fall in 
interest rates could have proved to be in conflict with the general aims 
of monetary policy, and required that the Reserve Bank counteracted the 
expansion in the money supply through its own rediscount rates along 
with open sales of government and/or other securities. There was, how
ever, the danger that such action could be limited by market imper
fections in the market -for government stocks, and by socio-political re
sistance to sudden rises in interest rates. 8 

Under the framework for monetary policy adopted in the 1980s the 
Reserve Bank therefore believed that the impact of public debt manage
ment on general financial conditions could be considerable. This em
phasized the desirability of avoiding the excessive use of central bank 
credit by the government sector, and this in turn high lighted the need 
for close cooperation between the Treasury and the Reserve Bank in the 
implementation of public debt management and monetary policies. 

Against this background it was important to monitor the size of the fiscal 
deficit before borrowing in order to ensure that such deficits could as far 
as possible be financed from the capital market without undue resort to 
bank credit. It also was important to monitor the extent to which deficits 
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were financed by the banking system under the cash reserve system as 
well as monitor closely the maturity structure of the public debt held by 
the banks. In this last respect excessive reliance by the government on 
short term borrowing would have resulted in banks holding relatively 
large amounts of short term government securities. The banks could then 
have adopted a more expansionary approach to lending on the assump
tion that, if necessary, they could discount their excess Treasury bills 
and short term government securities with the Reserve Bank on reasona
ble terms. 

In one respect use of public debt management as an instrument of 
monetary policy was severely constrained by capital sanctions in the 
second half of the decade. Foreign borrowings by the government for 
purposes of strengthening the gross foreign reserves and supporting the 
exchange rate, although never an ~portant feature of South African 
public debt management, became exceedingly difficult as a result of the 
growing inaccessibility of foreign capital markets. 

On the other hand, public debt management was more actively used for 
purposes of influencing the credit creating position of the banks, and 
hence the money supply and interest rates. Issues of government 
securities to finance budget deficits were dovetailed to a greater extent 
to be consistent with maintaining appropriate tightness in money market 
conditions. In addition, the Treasury became more willing at times to 
borrow in excess. of its own financing requirements for the express pur
pose of draining liquidity from the banking system. This created a new 
budgetary burden in the form of higher interest payments flowing from 
the larger public debt, but it was perceived that this burden was justified 
in the light of the greater monetary stability made possible by such 
actions. 

New Methods of Issuing Government Securities 

This increased emphasis upon public debt management as aD. instrument 
of monetary policy in tum encouraged the authorities to develop new 
issuing and marketing techniques for government securities. Since 1982 
new issues of government stock were for a while made by inviting 
tenders rather than by public issues inviting subscriptions for stock at a 
predetermined issue price. Following each tender the Treasury allotted 
the parcels of stock applied for at the various prices tendered, beginning 
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with the highest and proceeding downwards until the amount on offer 
was fully subscribed. Alter natively, the Treasury could allot a smaller 
amount of stock in the light of the total amount applied for, the prices 
tendered or any other considerations. 

These tenders were initially handled by the Treasury, but later on were 
conducted by the Reserve Bank on behalf of the government, and the 
Bank also conducted tenders for stocks from its own portfolios on 
occasions. In the past this method of issue had not been looked upon 
with favour by South African investors, because of the uncertainty faced 
by them in deciding upon the prices at which bids for stocks should be 
pitched. 

Even so, several advantages could be identified with this method of issue 
employed from 1982 onwards. Firstly, yields were detennined by com
petition between various investors rather than determined by the dictates 
of the Treasury. The tender system, therefore, mollified criticism of 
Treasury policy which used to arise when it progressively offered higher 
rates of interest on public issues during periods of rising interest rates. 
Under these circumstances the Treasury could be accused of letting 
down investors who subscribed to earlier issues, and found the capital 
value of their investments reduced. At the same time the issue of stocks 
on a tap basis by the Reserve Bank were assisted, because the tenders 
set a realistic starting price for subsequent dealings in the market. 

Secondly, investors could 'stagger' their applications. In other words, 
an investor who wanted a minimum of, say, R5 million of stocks could 
apply for that amount at a high price in an attempt to ensure that it was 
acquired. The investor could then apply for additional stocks at lower 
prices at which he was prepared to buy such stocks. 

Lastly, unlike tap issues, the resort to tender issues was consistent with 
the retention of the public sector loans programme. Under these arrange
ments all borrowing institutions in the public sector were required on a 
semi-annual basis to gain the permission of the Treasury for the month 
in which they intended to make issues of their own stocks. 

Despite these advantages several criticisms were voiced concerning this 
tender system. Some analysts suggested that the Treasury and the 
Reserve Bank would have been better served if weeldy tenders of 
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government stocks had been conducted by the Bank in a manner similar 
to that for Treasury bills. This would have provided cash continuously 
for the government, and allegedly would have created a more orderly 
bond market. 

The allotment of stocks under the tender system also elicited comment. 
In the wake of each tender the Treasury allotted the parcels of stocks 
applied for at the various prices tendered, beginning with the highest and 
proceeding downwards until the amount on offer was fully subscribed 
or subscribed to a smaller extent which the Treasury decided upon. 

An alternative procedure for allotting stocks at the tenders would have 
been to allocate all parcels applied for at a single price, a technique 
which the De Kock Commission thought to be worthy of consideration.' 
This single price would have been either the lowest price at which the 
amount of stocks on offer was fully taken up, or the lowest price 
accepted by the Treasury. Most of the successful tenderers would 
therefore have paid lower prices than they bid, and this could have 
created an incentive to tender at higher prices in the expectation that the 
striking price would be lower. This single price method could have 
produced a higher issue price for the government. 

A far more important criticism of the tender system concerned the 
danger that investors could attempt to manipulate prices downwards at 
tenders, and particularly during bear market conditions. The tender 
specified the amount of stocks for sale but not the yield, and some in
vestors could sell the relevant stocks before the tender opened., and then 
buy back the same stocks at the tender at a possibly lower price and 
higher yield. Such attempts to manipulate prices downwards were partly 
the product of the prescribed investment requirements which forced 
financial institutions to buy government stocks, and often led to negative 
real interest rates on such stocks. Manipulation of prices by financial 
institutions was partly a response to the relatively low yields on such 
securities. Another problem was that the major financial institutions 
might enter into collusion, and bid at relatively low prices under the 
tender system. This risk was especially pertinent since there are a 
coterie of large financial institutions which dominate the South African 
government stock market. 

Yet another problem with the tender system was the tendency for tender 
issues to place a floor under rates of interest in the secondary market in 
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the short' term. If rates showed signs of falling following a tender the 
Reserve Bank could be faced with significant selling orders from in
vestors who had bought stock at the tender. This would lead to a swift 
upward adjustment of rates by the Bank which on balance was always 
a net seller of stocks on behalf of the Treasury. 

Both the Reserve Bank and the Treasury accordingly became dis
enchanted with the tender system which was progressively phased out in 
the late 1980s, the emphasis instead being placed on tap issues of 
government stock. Indeed, from around 1982 onwards larger amounts 
of newly issued securities were regularly made available by the Treasury 
to the Reserve Bank 'on tap' for subsequent resale into the open 
securities markets. This allowed sales from such issues to be totally 
compatible with sales of securities out of the existing portfolio of the 
Bank which were conducted as part of open market operations. At first 
the Bank did not always sell immediately the tap stocks it acquired from 
the Treasury, but from 1983 onwards such stocks were only obtained 
from the fiscus for immediate sale in the markets. 

This was supplemented by greater variations in the amount of Treasury 
bills offered by the Treasury (through the Reserve Bank) at the weekly 
Treasury bill tender. The amount of bills on offer came to be adjusted 
both to take account of current or expected changes in money market 
conditions, and to dovetail with the financing needs of the Treasury. 
Tenders' also started to be invited in the first half of the 1980s for 
occasional issues of specially dated 'tax anticipation' Treasury bills that 
mature during anticipated periods of tightness in the money markets due 
to tax payments. These various issues of government debt instruments 
therefore came to be employed to regulate and smooth out the amount 
of 'refinancing' assistance that had to be furnished by the Reserve Bank 
to the discount houses and the banks. During the eighteen months to 
June 1984, for instance, government stock to the amount of about 
R2 700 million was issued on tap to the Bank. The Bank's net sales of 
government stock in the market during this period amounted to R2 600 
million. to 

Reserve Bank Trading Arrangements for Government Stocks 

The operations by the Reserve Bank in the government stock market not 
only reflect the needs of monetary policy and Treasury funding, but also 
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the desirability of mainbljning investor confidence in the market for 
government stock. Any well developed financial market needs well 
funded dealers who can quote two-way prices and are always able to 
deal. The trading activity of the Reserve Bank could contribute to the 
development of the market. In this regard it was often suggested during 
the 1980s that the authorities should recognize more explicitly their 
alleged obligations to assist in the development of the market for govern
ment stocks, and help to maintain healthy market conditions on an on
going basis, and boost market liquidity. 

Official Support fOT Markets. Some observers emphasized the 
desirability of the Bank maintaining a presence in the market by always 
quoting both bid and offer prices. By adjusting the level of, and par
ticularly the spread between, these prices the Bank could indicate its 
dealing interest without having to cease either buying or selling or both. 

Obligations of this nature have already been recognized in some quarters 
of the public sector. Parastatal borrowers such as Eskom and Transnet 
operate trading windows in their own stocks. In other words, they act 
as residual buyers and sellers of their own paper by quoting two-way 
prices. The marketability of stocks issued by these organisations has 
accordingly improved considerably, and the differential between the 
yields on these securities and those on government stocks has narrowed. 
In contrast, the Reserve Bank, which, as already mentioned, handles 
government stock issues on behalf of the Treasury, did not act as a 
buyer of last resort in the 1980s, even though it traded in government 
stocks. 

The importance of marketability of government stocks was increasing 
since the market did become dominated to a greater extent by traders. 
Stocks were no longer necessarily bought to be held. Instead, the 
jobbing of stocks was much more prevalent, a feature illustrated by the 
increasing popularity of gilt and semi-gilt options. From the viewpoint 
of the Reserve Bank a more visible presence in the market by means of 
quoting two-way prices could have facilitated open market operations 
since the latter should have become a less disruptive influence. If the· 
Reserve Bank was quoting two-way prices regularly in the market it 
should have diminished the danger of panic emerging, with an attendant 
curtailment of activity, which could arise from the sudden entry of the 
Bank into the market. 
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Nevertheless, any such role for the Reserve Bank in the market for 
government securities would have created numerous problems. The sub
stantial budget deficits incurred by the government during the 1980s 
meant that the Reserve Bank was a consistent net seller of government 
stocks. Under these conditions the ability of the Reserve Bank to quote 
two-way prices was impaired. This problem could have been alleviated 
if more funding could have been undertaken by the Treasury through the 
primary market, but it would not have been resolved. 

The Reserve Bank also argued that it had other problems to contend 
with. IT it quoted two-way prices the market could have viewed the 
prevailing levels as the official view of interest rates, and could thus 
trade within the limits outlined by the Bank. This daJ;1ger was 
particularly germane at the long end of the gilt market where the range 
of participants was almost entirely confined to a coterie of insurance 
companies and pension funds. At the short end of the market banks and 
discount houses were more active. Furthennore, if the Bank quoted 
two-way prices it could have been offered stocks in bear market 
conditions which it did not want. The Bank could well have been forced 
to raise its quoted rates, but this might have clashed with monetary 
policy objectives at that particular time. These particular difficulties 
could have been overcome if the Bank had disguised its policy of 
quoting two-way prices by using specific dealers in the market for this 
purpose, but this option was not employed during the 1980s. 

Authoriz.ed Market Makers. Attention also became focused on the 
possibilities of establishing appointed dealers known as authorized 
market makers, who would be selected by the Reserve Bank on the basis 
of their capital resources, personnel and expertise. If such a system of 
authorized market makers had been established potential market makers 
would have needed to submit an application to the Reserve Bank for 
such status. In return for this designation, which would have meant that 
the Reserve Bank would have conducted its market operations in govern
ment stocks using the services of the market makers, the latter would 
have been obligated to quote two-way prices on a continuous basis. Such 
a system could have been beneficial if at times the Reserve Bank did not 
wish to make known its presence in the market. Such market makers 
could also supply advise and infonnation on market conditions. 
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This proposal likewise found no favour with the Reserve Bank. A 
handful of dealers alone might have been able to demonstrate an ability 
to perform such a market making function. In addition, under a system 
of authorized market makers, it would have been desirable for the 
Reserve Bank to exercise some prudential supervision of its operations 
including the amount of capital which was committed. Thereafter, the 
risk exposure of each dealer would probably have needed to be moni
tored, with the Bank having to ascertain whether market makers were 
fulfilling their obligations to quote two-way prices on a continuous basis. 
Meanwhile, the designation of authorized market makers itself could 
have created disputes. Moreover, the authorized market makers would 
have faced increased risks in dealing in government stock, and this could 
have meant that the amounts they committed themselves to take from the 
Reserve· Bank could have fallen. The government could eventually 
therefore have found itself paying more for its stock issues. 
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PAR T 2 

DISCOUNTING POLICIES OF THE 
RESERVE BANK 

Following the discussion of open market operations and public debt 

management as instruments of monetary policy in the preceding chapter, 
attention in Part 2 is turned to an evaluation of the discount and general 
accommodation policy of the Reserve Bank in the 1980s. In this context 
discount and accommodation policy is defined as the Reserve Bank's 
policy in regard to its extension of financial assistance or refinancing to 
discount houses and banks at their insistence, either in the form of redis
counting of Treasury bills and other acceptable financial instruments, or 
in the form of collateral lending against the security of such instruments. 

The immediate purpose of the extension of such credit by the Reserve 
Bank usually is to meet the needs of the banking system for cash 
reserves, including the needs of the banks for cash reserves that stem 
from statutory mitiimum cash reserve requirements. From the 
perspective of monetary policy discount and general accommodation 
policy is important because it enables the central bank, if it chooses to 
exercise this power, to exert a dominating influence over the level of 
market interest rates at the short end of the market that are related to the 
rediscounting operations of the Reserve Bank, and thereby indirectly 
over the level of interest rates in general. 

In the following chapter a review is undertaken of discounting as applied 
through Bank rate policy. In the next chapter attention is focused on 
discounting policies which were implemented in the case of the discount 
houses, and thereafter the role of the Corporation for Public Deposits is 
explained. 
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CHAPTER 5 

BANK RATE POLICY 

Bank rate has traditionally been defined as the lowest rate at which a central 
bank, acting in tenns 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 refinancing 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 connotations. 
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 19808 under the leadership of De Kock 
is explained. During this period the pre-eminent status of Bank rate as a 
monetary instrument was restored. Finally, some other options for changes 
in Bank rate policy in the 19808 are discussed. 

Historical Introduction 

In tenns 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 con
strained 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 con
ditions in the country through the use of traditional central bank instrwnents 
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 by 
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encouraging more widespread use of trade bills and other money market 
instruments. These changes were sought despite the success the Bank 
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 commercial banks were not 
only jnduced to accept the local Bank rate in the discount of bills considered 
eligible for discount by the Reserve Bank, but 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 
performance 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 
rediscount 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 influerice 
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. The main objectives 
of the NFC involved the establishment of an active money market in the 
Union, and the utilization of idle capital in the national economic 
interest. It was designed mainly to overcome 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 had been 
fonned by the early 196Os, and these developments were to change 

69 



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 
element 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 rediscounting with the Bank, the banks adopted the 
practice of holding call money with the discount houses. This was an 
ideal liquid asset which absolved them from the necessity and ac
companying embarrassment of approaching the Reserve Bank during 
times of shortfalls in their cash reserve positions. 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 
advances or loans. This procedure was more convenient to the discount 
houses from an administrative viewpoint compared with using the re-
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discounting facilities of the Reserve Bank, especially since refinancing 
was frequently req¢red 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. 

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 
point for setting the rate of accommodation for the houses was 
terminated. 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. Rediscounting was to be 
for a minimum period of 7 and a maximum period of 14 days. No 
explicit allowance was made for the rediscounting of bankers' 
acceptances or other bills originating in the private sector, whether they 
ranked as statutory 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 
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the Reserve Bank wished to signal a major change in monetary policy, 
was then perceived to be insufficiently flexible to be an accurate 
reflection 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. From 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 Bank bills held by the discount houses, itiitiallyat 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 mechanically linking the refinancing rates of the 
Bank, notably its rediscount rates for Treasury bills and bankers' 
acceptances, 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 
counteracted 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 mtduly high market and refinancing interest rates 
arose because the market rates on rediscountable instruments would 
normally tend to drift towards approximate equality with the higher 
rediscount 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. Suc
cessive 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 
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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 par
ticipants 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 
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 4ratcheting effect' was the primary reason which induced the Bank 
in December 1983 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 rediscount rates for Treasury bills, Land Bank 
bills and bankers' acceptances. In addition, a fixed set of rates was 
determined 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 
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would adjust freely to the set of rates determined by the Reserve Bank 
under its discount policy, rather than the other way round. 

Reintroduction of Bank Rate 

Bank rate, however, remained unutilized until August 1985 when the 
Reserve Bank reintroduced this instrument in an attempt to give discount 
policy a more important and clearly defined role. Bank rate once again 
became the Bank's basic rate for rediscounting Treasury bills for the 
discount houses and later the banks, to be set and varied at its own 
discretion. The De Kock Commission had explained earlier that the 
authorities had concluded that the tradition of Bank rate was worth 
preserving, and the Bank saw little reason to avoid the use of the term 
simply because of fear of repoliticising it, and thereby placing 
constraints on the Reserve Bank's ability to vary its rediscount rates in 
accordance with the needs of monetary policy. 

Up to February 1989 the term Bank rate referred to the preferential rate 
at which the Reserve Bank rediscounted Treasury bills for discount 
houses alone. From February 1989 onwards Bank rate referred to the 
Reserve Bank's uniform rediscount rate for Treasury bills for both banks 
and discount houses. This move stemmed from the decision to eliminate 
the previous privileged position of the discount houses as regards the use 
of the Reserve Bank's refinancing facilities. 

Since 1985 Bank rate and the other associated refinancing rates had 
assumed increased significance as an element in the monetary policies 
of the authorities. From the mid 1960s to the early 1980s monetary 
policies in South Africa were essentially based on a system of control of 
liquid assets. Variations in the liquid asset requirements for the banks 
were the primary method used to influence the amount of credit 
extended by banks, and therefore the money supply. Since refinancing 
at the discount window essentially amounted to an exchange of one kind 
of liquid asset (eg Treasury bills) for another (cash balances), this did 
not normally add to (or detract from) the total liquid asset holdings of 
the private banking system. It did not therefore add to the banks' powers 
to extend credit and boost the money supply. 

Given these circumstances, the interest rates quoted by the Reserve Bank 
for refinancing purposes were of secondary importance. They were only 
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one element in the determination of the general level of market interest 
rates, and they were not the main element in constraining the rate of 
growth of the money supply. Control over the latter was exercised from 
the supply side via the availability of liquid assets, rather than from the 
side of the demand for money. "In these circumstances the authorities 
could accordingly afford to maintain the rediscount rates at somewhat 
arbitrary and often relatively low generally non-market related levels" .1 

In contrast, under the rediscounting procedures and policies adopted 
since the middle 1980s, in which control over the cash base of the 
banking system was of paramount importance, the level of Bank rate and 
other rediscount rates were the main determinant of the general level of 
short term interest rates in the markets. The latter in tum were the 
prime vehicle whereby the authorities influenced the demand for money 
and the supply of money. 

Indeed, under the present system of rediscounting, Bank rate is the 
single most important price in the financial system. When the banking 
sector is not making use of central bank assistance, Bank rate constitutes 
a ceiling to the Treasury· bill rate. If the latter were to move any higher 
discount houses and banks would buy Treasury bills and then sell them 
off to the Reserve Bank, thereby bringing the Treasury bill rate back 
down to the level of Bank rate. At times when the banking system is out 
of the Bank, Treasury bill rates can fall to well below the Bank rate. 
This should not normally occur, however, since the market will be 
aware of the possibility that the Reserve Bank, through open market 
sales of Treasury bills and other securities, could drain banking 
liquidity, and force the banking . system to utilize its rediscounting 
facilities. 

Conversely, when the market is 'in the Bank', Bank rate tends to act as 
a floor to the Treasury bill and other rates. If market rates for Treasury 
bills fall below the Bank rate, banks and discount houses will be tempted 
to sell bills in the market, and use the proceeds to redeem bills held with 
the Reserve Bank under rediscounting arrangements. Under these cir
cumstances variations in Bank rate cause interest rates in the economy 
at large to change, and the Reserve Bank, through this instrument, is 
able to exercise a powerful influence on aggregate demand in the 
economy. 
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Changes in Bank rate policy in the 1980s indeed were designed to place 
the authorities in a position in which they could lead, rather than follow, 
market interest rates. This was in accordance with a policy approach in 
which monetary control was exercised mainly through the authorities' 
control over the level of market interest rates. In practice, however, 
reductions in Bank rate on occasions followed declines in market interest 
rates that had taken place in anticipation of an expected downward 
revision of Bank rate.2 At times, moreover, even rises in Bank rate were 
totally discounted in advance by the markets. 

Other Bank Rate Policy . Issues 

Any evaluation of Bank rate policy in the 1980s would be incomplete 
without focusing attention upon certain other policy issues in this area. 
It has been seen that material changes in the central bank's role of 
'lender of last resort' had taken place over time. In this chapter an 
emphasis has been laid upon the various ways in which such assistance 
could be granted which involve decisions on the financial instruments 
that are to be rediscounted, bought or accepted as security by the Bank. 
Decisions also have to be made concerning the terms and conditions on 
which such assistance will be made available. 

Three issues in particular remained a focus of attention for the Reserve 
Bank as regards Bank rate policy in the late 1980s. Firstly, there was 
the question of whether refinancing at the discount window should be 
coDfined to the rediscounting at Bank rate of Treasury bills alone in the 
interests of creating a less complex and more efficient discount policy. 
Secondly, the issue arose whether refinancing assistance should comprise 
the discounting of assets together with lending assistance to banks and 
discount houses, or whether discounting should be discarded, and assis
tance confined to the provision of loans at rates of interest related to 
Bank rate. Thirdly, there was the debate over the future of the link 
between Bank rate and the prime overdraft rate of banks. 

Rediscounting of TretlSUlY Bills. The option of the Bank limiting its 
discount window refinancing to the rediscount of Treasury bills alone, 
while contiDlljng to engage in open market transactions in government 
stock, bankers' acceptances, Land Bank bills and other acceptable paper, 
was first discussed by the De Kock Commission in its final report.3 Such 
a procedure would have conferred the benefit of eliminating the 
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complexity that has characterized the Bank's refinancing procedures in 
the past, a complexity that has at times tended to weaken the impact of 
monetary policy by obscuring its nature and objectives. The Reserve 
Bank currently in 1989 had three discounting rates and four borrowing 
rates at which accommodation was granted to banks and discount 
houses. 

The De Kock Commission argued that a policy of rediscounting only 
Treasury bills and therefore quoting only one rediscount rate - Bank rate 
- would also be more compatible with the ideal of minimum official 
involvement in the structure of interest rates. The Reserve Bank would 
then be responsible for the general level of interest rates by setting only 
one key rate, leaving it to market forces to determine all' other interest 
rates and their relationships to one another. This would have produced 
a more natural and appropriate alignment of interest rates than is the 
case where the Reserve Bank quotes a variety of refinancing rates for a 
variety of financial instruments based on arbitrary formulas. 

A policy of rediscounting Treasury bills alone would obviate the 

problems associated with the rediscounting of bankers' acceptances. It 
is not an easy task for the Reserve Bank to monitor the quality of 
bankers' acceptances. It is virtually impossible to examine the under
lying transactions that are financed with liquid bankers' acceptances. In 
addition, there are times when the creation of liquid bankers' ac
ceptances by banks can circumvent the aims of monetary policy. Banks 
can create acceptance paper, when banking liquidity is tight, as a 
substitute for overdraft finance extended to clients. This paper can then 
be rediscounted with the Reserve Bank, which means that the banks then 
avoid seeking accommodation from the Bank by means of loan facilities 
which are more expensive. In this way banks can partly circumvent 
upward pressure on interest rates which may conflict with the aims of 
central bank monetary' policy. 

It was acknowledged by the De Kock Commission that a policy of re
discounting Treasury bills alone had considerable merit as a long term 
objective, but back in the mid 1980s it was considered to ,be in
appropriate. The Commission argued that such a policy would have to 
be preceded by Reserve Bank purchases of both bankers' acceptances 
and Land Bank bills on an invited tender basis.4 This would be 
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necessary in order to allow the Bank to vary its holdings of these market 
instruments to the desired extent to support the markets in such paper. 

A prerequisite, however, for any such rediscounting policy would have 

been an active market for Treasury bills. At the end of 1988 the amount 
of Treasury bills outstanding was in the region of R84 million. This was 

a derisory level. It would therefore have been incumbent upon the 
authorities to increase the size of the Treasury bill market, which would 

have had implications for public debt management policies. A larger 
proportion of deficit financing by the government would have to be met 
from Treasury bill issues. This would have raised the cost of such short 
term funding, other things remaining equal, while a concomitant 

reduction in long term government stock issues would have moderated 
pressures on rates at the long end of the market. What is more, any 
refusal to rediscount bankers' acceptances would have impaired the 
status of this instrument, and yet the authorities had taken several steps 

in past years to enhance ~e marketability of this asset. 

Discounting and/or Ovemight Loans. Traditionally, the accommodation 
policies of the Reserve Bank have given preference to the rediscounting 

of assets rather than simply furnishing accommodation in the form of 

overnight loans against the security of assets. This policy preference has 
been based on several considerations. When the Bank rediscounts assets 
banks and discount houses forfeit ownership, and will therefore try to 

buy back the assets as soon as possible. Thus, under such a system these 
institutions will seek funds in the market before requesting accom
modation from the Reserve Bank. In addition, the rediscounting of liquid 
bankers' acceptances provides an opportunity for the Bank to examine 

the quality of these assets. What is more, in the case of overnight loans 
the interest rate is not necessarily related to the type of asset pledged as 
security, whereas under a system of rediscounting the rate is related to 
the specific asset involved. The rediscounting of specific money market 

paper provides the central bank with the opportunity to influence specific 

interest rates. 

It can, however, be argued that the rate at which accommodation is fur
nished is the key factor, and not the nature of the assets which are redis
counted. From an administrative point of view it would be easier to 
grant loans rather than rediscount assets. What is more, as already men
tioned, the monitoring of the quality of bankers' acceptances is difficult. 
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Apart from these considerations, however, any accommodation system 
involving overnight loans alone would have raised the issue of whether. 
loans would be granted at Bank rate against the security of Treasury 
bills alone, or against Treasury bills and Land Bank bills as well. 
Alternatively, accommodation could have been more comprehensive 
including overnight loans against other assets besides Treasury bills 
and/or Land Bank bills, but at less favourable rates. 

Delinking Prime Rate from Bank 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 until February 1982. The margins between the clearing banks' 
so-called 'minimum' prime overdraft lending rates and Bank rate were 
mainmined at 1 Ih % and 2 % respectively until 1966, and were then set 
at 2 % and 2 Ih % from 1967 up to the middle of 1975. 

The rigidity of Bank rate.iil 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 %. To restore order in 
this situation, the Reserve Bank in July 1975 came to an agreement with 
the clearing banks under which the banks were to quote only a prime 
rate (from that time defined as the 'lowest rate at which a clearing bank 
would lend on overdraft'), which was to be determined by each bank 
individually at a level exceeding Bank rate by not less than 21h % and 
not more than 31h %. In early 1982, however, this understanding became 
redundant as a result of sustained upward pressure on short term interest 
rates. Banks became free to fix their prime overdraft rates in response 
to market forces, subject only to the influence of broad official monetary 
policy and the maximum rates of interest laid down under the Limitation 
and Disclosure of Finance Charges Act. 

The convention of linking the prime overdraft rate of the banks to the 
Bank rate, along with the relative rigidity of these rates, had created 
certain problems over the years. They had contributed to disinter
mediation of credit during periods when these rates were maintained at 
too high a level in relation to most other short term rates as during most 
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of 1979 and 1980. At such times borrowers naturally turned to cheaper 
non-intermediated forms of credit. At the same time the inability of 
banks to lend out sufficiently large amounts on overdraft reduced their 
profit prospects on funds taken in, and accordingly reduced their demand 
for deposits. Borrowers' shifts to non-intermediated credit markets 
served to keep up the interest rates in these markets relative to the rates 
the banks were willing to offer on deposits. This also reduced the supply 
of deposits to the banks. In other words, the prime rate Bank rate con
vention resulted at times in artificially large gaps between the lending 
and borrowing (or deposit) rates of the banks, and provided incentives 
for non-intermediated credit transactions. 5 

The De Kock Commission fully endorsed the step taken in February 
1982 of abolishing the semi-formal link between Bank rate and the prime 
rate of banks. It did not favour the reintroduction of any fixed link, 
arguing that such a link woUld not only tend to repoliticise Bank rate, 
but would contlict with the desired aim of allowing rates of interest in 
the market to be determined by market forces alone.' In practice, how
ever, the principle of keeping the prime overdraft rates of banks at a 
margin of roughly 3 % above Bank rate was informally retained. 

In line with the trend towards financialliberalisation, however, this issue 
continued to elicit interest. Supporters of greater freedom for financial 
markets argued that it was unsuitable that banks required the tacit 
agreement of the Reserve Bank in the form of a change in Bank rate 
before altering their own prime overdraft rates. 

On this basis the prime overdraft rate should fluctuate in line with 
market forces. If the Reserve Bank wishes to exercise some control over 
rates- it should make use of open market operations or its rediscount 
rates to obtain its desired results. It should not arguably continue to 
make use of the convention whereby prime rates are linked automatically 
to the Bank Rate. Prime rates should be allowed to fluctuate in line with 
market conditions like other financial instruments. Any movement in 
prime rates would then be attributable to the banks, which would 
allegedly de-politicize the issue of interest rates. 

In the past opposition to the abolition of the Bank Rate convention was 
partly based on the argument that such a de-politicisation' of interest 
rates would not occur. The argument was that if banks were free to alter 
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prime overdraft rates according to their own volition the politicians 
could step in and demand that interest rates be tightly controlled, along 
with physical curbs on the extension of bank credit. Certain pressure 
groups opposed to rises in interest rates in South Africa, such as 
farmers, possess political clout. What is more, banks are perceived in 
certain circles to be exploiting the public when they raise interest rates. 
Politicians are sensitive to such perceptions, and this could induce them 
to introduce interest rate and credit controls. 

During the course of the 1980s the futility of such controls became more 
widely appreciated, along with the competitive environment in which 
banks operate. At the same time numerous benefits could have accrued 
from abolishing the fixed margin between Bank Rate and prime rates. 
Financial markets could have become more efficient and the gyrations 
in interest rates less pronounced. In such a market orientated environ
ment sharp rises in the demand for bank credit could be curbed more 
quickly because prime overdraft rates could be increased more speedily. 
Banks are closer to the financial markets than the Reserve Bank, and can 
respond more quickly to financial pressures. Conversely, prime rates 
could have fallen more speedily when liquidity built up in the banking 
system. 

In other words, the market mechanism could set the price of money, 

namely interest rates. This principle is in line with the free market 
approach to monetary policy postulated by the De Kock Commission. 

The convention of linking prime overdraft rates to Bank Rate in any case 
sacrificed some of its importance in the 1980s since prime rate lost some 
of its significance. Substantial amounts of finance started to be furnished 
by banks to corporate customers via other instruments divorced from 
overdrafts, such as bankers' acceptance finance. Corporate clients of 
banks could at times obtain short term finance at rates of interest below 
the prime rate, while few individuals were classified as prime customers 

who were entitled to finance at prime rate. 

Undesirable practices such as round-tripping, involving bank clients 
borrowing from one bank and then reinvesting the money with another 
bank, would have been curbed if the link. between Bank Rate and prime 
overdraft rates were eliminated. Meanwhile, banks could have welcomed 
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such a move, which would have enhanced their flexibility while 
rendering the structure of South African interest rates more in line with 
those in industrial countries. 

On the other hand, there are difficulties associated with completely 
breaking the link between Bank rate and the prime overdraft rates of 
banks. The presence of constraints on interest rate competition in regard 
to prime rates can still be significant in the absence of a fonnal Bank 
rate/prime rate link. For instance, at times of growing liquidity and fal
ling market interest rates the banks will not necessarily try to pre-empt 
the Reserve Bank by cutting their prime rates. The banks may suspect 
that the central bank does not want to see prime rates fall since this 
could clash with broader monetary policies, and particularly the money 
supply guidelines set out by the Reserve Bank. The banks may fear that 
if they cut their prime rates the Reserve Bank may respond by tightening 
conditions in the money market, thereby pushing up short term interest 
rates, and inducing the banks to reverse their cuts in prime rates. 
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CHAPTER 6 

CHANGED DISPENSATION FOR 
DISCOUNT HOUSES 

The Final Report of the De Kock Commission, which was issued in 
1985, admitted that the functions of the discount houses in this country 
could be performed in other ways and/or by other kinds of financial 
intermediaries. Nevertheless, it concluded that the houses had earned a 
rightful place for themselves in the South African money market, and 
deserved further encouragement from the local monetary authorities. The 
Commission found no reasons for recommending that the prevailing 
system of discount houses be replaced bya totally different set of 
arrangements. 

It therefore recommended that the system of discount houses be retained, 
improved and extended. In line with this reasoning the Reserve Bank 
allowed the discount houses more flexibility in the composition of their 
asset structures starting in the early 1980s, while insisting on less 

onerous capital-to-deposit ratios for the houses. 

The Reserve Bank also viewed the discount houses as an ideal mecha
nism for promoting the development of secondary markets in money 
market assets. This was illustrated by the way in which the development 
of a secondary market in Land Bank bills was initiated. Before roughly 
the middle of 1983 no secondary market in Land Bank bills existed, and 
this severely restricted the demand for this paper. The absence of a 
secondary market largely reflected the fact that these bills could only be 
re-discounted at the Reserve Bank by discount houses and banks on 
penalty terms. This in particular considerably diminished the enthusiasm 
of the discount houses for holding such paper. During 1983 these 
re-discounting facilities were changed. The facilities offered to the 
commercial banks remained the. same, but more generous terms started 
to be offered by the Reserve Bank to the discount houses. The result 
was that an embryonic secondary market in Land Bank bills emerged via 
the discount houses. 
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Nevertheless, despite the support of the authorities the circumstances 
surrounding the houses were undergoing change during the 1980s. Both 
the role of discount houses in South Africa, and the environment in 
which they operate underwent a metamorphosis. The houses no longer 
remained the vital link in the daily balancing of the cash shortages and 
surpluses of the banking system. Accommodation provided by the Re
serve Bank to alleviate shortages in the banking sector by the second 
half of the 1980s was no longer largely exercised through the discount 
house mechanism. The latter likewise diversified their money market 
activities, and in the process the character of these institutions was 
transformed. 

Given these new circumstances the Reserve Bank in the late 1980s 
entered into discussions with the discount houses with the ultimate aim 
in mind of amending the Banks Act to take account of this changed 
position of the houses in the monetary system. The purpose of this 
Chapter is to review this issue. The changed position of discount houses 

in South Africa during the course of the 1980s is explained, while the 
options which were available for altering their legal status are adum
brated as well as the justification for any such moves. 

Introduction 

The implementation of effective monetary policies as well as the smooth 
functioning of the country's payments mechanism necessitates that an 
active market exists for short term funds of the banks. The continuous 
flow of funds between banks leaves individual banks, after the daily 
clearing of opposite flows, with a temporary excess or shortfall on their 
clearing accounts with the Reserve Bank. The banks therefore need a 
channel for making good the shortages of some from the surpluses of 
others. 

In the United States such a channel is provided by the market for federal 
funds, while in Briuiin as well as South Africa the revolving call funds 
placed 1?y banks with the discount houses have furnished a mechanism 
for balancing the daily cash positions of banks. Under. these 
arrangements banks in need of replenishing their cash reserves can 
withdraw call deposits made with the discount houses. The latter 
institutions are enabled to repay such call funds by offering short term 
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paper to the Reserve Bank or by borrowing directly from the central 
bank. This mechanism is supplemented by the market for interbank 
lending, and for balancing slightly longer cash positions by trading in 
short term financial assets. 

The smooth functioning of this particular cash balancing mechanism in 
South Africa depended upon the private banking sector as a whole 
holding relatively large free cash resources, and the banks holding a 
substantial portion of these cash resources on call with the discount 
houses. Such an outcome was encouraged by the special position created 
for the discount houses. The latter were able to rediscount eligible assets 
with ·the Reserve Bank at a lower rate of discount than that which was 
applicable to the commercial banks. They were not required to maintain 
reserve balances with the Bank, and could take deposits up to a multiple 
of fifty times their capital. The range of depositors with the houses was 
confined to banks, building societies, mining houses and certain entities 
in the public sector, thus ensuring that the houses complement the bank
ing system rather than compete with it. All these provisions were 
designed to encourage banks to keep spare cash resources with the 
houses. 

By the mid 1980s discount houses had been operating in South Africa for 
roughly 30 years, but this traditional cash balancing role of the houses 
was becoming redundant. The call deposits placed by the banks with the 
discount houses had fallen drastically over the years as shown in the 
accompanying table. 

Alongside this decline in the volume of call funds placed with the dis
c...'lunt houses the latter made less use of the re-discounting facilities of
fered by dJ.e Reserve Bank. The use of the discount window of the Bank 
by the houses for accommodation pmposes diminiShed, and stood in 
sharp contrast to the position in past times. In the F'mal Report of the De 
Kock Commission concern was expressed at the relatively large redis
counts and overnight loans extended by the Reserve Bank to the discount 
houses on occasions.2 By the mid 19808 the situation had cbauged. The 
discount houses made no re-course to loans from the Reserve Bank after 
August 1985, while bills of the houses which were discouDted by the 
Reserve Bank fen from R2 429 million at the end of 1984 to R243 mil
lion at the end of 1987. The counterpart to this was a marked increase 
in the short teml accommodation fomisbed by the Reserve BalIk directly 
to commercial baBU during the course of the 19808. 
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Call loans and other loans of banks held with 
discount houses 
R millions 

End of Commer- Merchant Other 
cial Banks Banks 

banks 

1979 597 116 91 
1980 460 154 134 
1981 489 126 136 
1982 130 126 212 
1983 225 74 217 
1984 268 90 339 
1985 519 65 71 
1986 151 39 50 
1987 75 63 33 

Percen-
Total tage of 

total 
liabilities 
of houses 

804 78,9 
748 68,6 
748 69,4 
468 39,6 
516 32,9 
697 44,9 
655 35,2 
240 11,1 
171 19,8 

Source: South. African Reserve Bank Quarterly Bulletin, September 1987 
and June 1988. 

Erosion of Call Money Fund 

Several factors can be put forward to explain this erosion of the call 
fund base of the discount houses. Firstly, it can be argued that under the 
evolving monetary system of the 1980s the investment portfolios of 
banks were bound to be re-appraised. Changes in the cost of cash 
reserves had become a more important tool of monetary policy and 
liquid asset requirements faced by banks had been scaled down. A de
cline in the availability of call funds held with the discount houses, 
which are classified as liquid assets, was therefore to be expected. Banks 
would likewise be less inclined to hold funds in the form of call money 
in view of their obligations to keep cash reserves at the Reserve Bank. 

Secondly, the call funds of the discount houses were diminished during 
the 1980s by a structural change which featured the houses losing some 
of their dominance in certain money market activities. In particular, 
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since 1983 the houses experienced a diminished role in the market for 
bankers' acceptances (BA's) due to the abandonment of quota arrange
ments by some banks with the houses. The quota system involved in
dividual banks who entered into agreements with the houses for specified 
periods under which they would guarantee to place predetermined 
amounts of call money with the discount houses, and in return the 
houses undertook to purchase agreed amounts of BA paper from the 
relevant banks. Although the absolute holdings of trade bills, promissory 
notes and acceptances of the houses had risen since 1983 they 
represented only 37% of their total assets at the end of 1987 compared 
with 42% at the end of 1982. 

A third explanation of this phenomenon stemmed from mutations in the 
portfolio preferences of financial institutions. Historically high interest 
rates which prevailed during the 1980s rendered banks highly conscious 
of the limited returns obtainable from holding call deposits with the dis
count houses. The adoption of more sophisticated money market opera
tions by banks was accompanied by a stronger propensity to shun 
placing funds on a voluntary basis with the houses. The overnight 
market for bank funds, under which banks lend out money to blue chip 
customers on an overnight basis, provided one substitute for call funds 
kept with the discount houses. 

Yet another influence was the growth of the interbank deposit market. 
The fonnation of large banking groups consisting of a commercial bank, 
and other banking subsidiaries of a specialized kind, had given rise to 
a situation in which inter-group lending, principally centred on com
mercial banks, had evolved. 

Given the situation which had prevailed for a number of years, the 
primary balancing of cash needs between the banks was effected to a 
greater extent through the interbank market. The secondary balancing of 
cash needs was increasingly effected with the ReselVe Bank through 
such as repurchase agreements, and the sale of eligible assets by banks 
to the discount houses for rediscounting with the Bank. 

Reserve Bank Role. The central bank, for its part, in the De Kock era 
took steps to narrow the swings in secondary cash balancing. This 
correspondingly reduced the need for banks to keep large call funds. 
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Bank notes held by the commercial banks in their own vaults came to be 
counted as part of their required cash reserves. This reduced the need 
for large and frequent note deposits and withdrawals by the banks with 
the Reserve Bank, and hence this dampened swings in the note issue. 
Previously, large amounts of bank notes were frequently transferred 
between the banks and the Reserve Bank, and this affected the liquidity 
position of banks as well as posing an administrative burden. 

At the same time the resort to more active open market operation in both 
the money and capital markets by the Reserve Bank served as a sub
stitute in part for accommodation at the discount window offered to the 
discount houses. The swings in banking liquidity have been moderated 
by such operations. Management of the foreign exchange market by the 
Reserve Bank, and in particular the adoption of a floating exchange rate 
system for the rand, similarly reduced the incidence of large liquidity 
movements which previously emanated from a less flexible exchange 
rate system. 

Case for Restoration of Traditional Role of Discount Houses 

The Reserve Bank recognized that several advantages could be attributed 
to the traditional system whereby discount houses absorbed the daily sur
plus cash of the banking system, and in times of liquidity shortages the 
houses made use of the rediscounting facilities of the Reserve Bank. 

Firstly, call funds kept with the discount houses provided an avenue for 
the latter to buy bills of exchange and bankers' acceptances, although the 
function is now less important since the banks themselves hold and trade 
in bill finance paper to a greater extent. Secondly, if banks kept very 
low levels of "free" cash reserves, short term fluctuations in the level 
of banking liquidity could be accompanied by greater volatility in short 
term interest rates. This could be harmful for business confidence and 
growth in the economy. 

Thirdly, from an administrative point of view it was easier for the 
Reserve Bank to provide assistance directly to the four discount houses 
in South Africa rather than around fifty banks. What is more, if a bank 
faces a liquidity squeeze and applies for accommodation from the 
monetary authorities, the latter will probably not know the reasons for 
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the request, although they may want to know. In the case of discount 
houses they knew that it was a reflection of liquidity shortages in the 
banking system. In view of these considerations there was a case for 
retaining the special status of the discount houses, and boosting the 
traditional role of the houses by encouraging the banks to keep more call 
funds with the houses. 

Several measures could have been implemented in this regard. In the 
United Kingdom banks in the 1980s were legally obliged to hold a 
certain proportion of their liabilities in tbe form of call deposits with the 
discount houses. The introduction of comparable requirements in South 
Africa would have improved the liquidity position of the houses. The 
ReselVe Bank, however, was not favourably disposed towards such a 
dispensation. It would have been unpopular with the banks. In the more 
deregulated financial environment which had evolved in South Africa the 
creation of a new captive market would have been perceived to be in
appropriate. It would in effect have amounted to subsidization of the 
houses by the banks. 

Restricting Access to the Discount Window. An alternative means of 
boosting the traditional role of the houses would have been to establish 
a dispensation under which the discount houses alone had access to the 
discount window of the ReselVe Bank. There were, unfortunately, a 
number of problems which rendered this policy option somewhat un
suitable. Firstly, the functions of the discount houses had changed. They 
had increasingly become security trading houses financing their in
ventories of securities from a wider range of financial institutions which 
now include such as insurance companies. Their financing operations 
came to include repurchase agreements with various investors. One con
sequence of this was that the houses started to raise funds to some extent 
in competition with banks, which meant they were no longer simply 
institutions which complement the banks. This in tum raised questions 
whether it was appropriate to retain the special status of the discount 
houses under the Banks Act. 

Secondly, there were doubts as to whether the houses wished to revert 
to their traditional role in money market and rediscounting activities. 
The houses welcomed large amounts of call funds from the banks when 
interest rates were falling, but they were much less enthusiastic when 
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rates was rising since they became exposed to losses on their paper 
holdings. The houses indeed had diversified their operations in order to 
lessen their vulnerability to volatile interest rates, and improve the 
quality of their earnings. 

Thirdly, the re-introduction of a single channel cash balancing mecha
nism in the local money market via the discount houses would have re
quired a complete tum-around in the discounting policy of the Reserve 
Bank. In January 1985 new arrangements made it possible for banking 
institutions to approach the Reserve Bank directly to take advantage of 
temporary Reserve Bank credit in the form of overnight loans. What is 
more, under these new arrangements it was intended that banks would 
be allowed to rediscount money market paper with the Bank at approxi
mately the same rates as those at which they had previously obtained 
accommodation from the Reserve Bank through the intermediation of the 
discount houses. This still meant in practice however that the houses 
could discount paper with the Reserve Bank at marginally better rates 
than banks. 

These new facilities were designed to strengthen the influence of the 
Bank over accommodation granted to the banking system. It became 
possible for the Bank to penalize institutions which, in its opinion, 
expanded their credit excessively, and thus needed abnormally large 
amounts of Reserve Bank credit, by applying higher rediscount and 
interest rates without compelling the Bank to raise all its rediscount 
rates. 3 

The Reserve Bank was reluctant to remove these facilities for extending 
direct assistance to banks, and such a move would have probably en
countered strong opposition from these institutions. The Reserve Bank 
had traditionally never tried to compel the banks to work through the 
discount houses even though in the past incentives had been given to the 
banks to do this in view of the favourable rediscounting facilities 
available to the houses. In Britain the Bank of England had long used 
the discount houses in London for balancing the money market. 
However, the Bank of England's exclusive relationship with the London 
discount houses for purposes of relieving or creating cash shortages in 
the banking system had a long historical foundation which was not 
present in the South African system. The first discount house in this 
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country was only formed in 1957. Given these circumstances the 

traditional role of the discount houses was increasingly questioned in the 

late 1980s. The future designation of the houses was in the melting pot. 

Re-Classification of Discount Houses as Banks 

One possibility was to overturn the special status of the discount houses, 
and instead. allow the houses to be classified as banks. Under such a dis
pensation the houses would be able to raise funds, both on deposit and 
by repurchase agreements, from the full range of financial institutions 
as well as the general public. As a quid pro quo this would have entailed 
removing the special preferential rediscounting facilities accorded to the 

houses with the Reserve Bank. The banks would then have been en
couraged to meet their temporary shortages of liquidity by tapping the 
facilities of the Reserve Bank to a greater extent. 

This is what had been transpiring for some time. It has already been 
pointed out that a dual accommodation system had come into operation 
in which accommodation which was extended to· banks by the Reserve 

Bank was more important than it had been in previous times. Moreover, 
much of the rediscounting undertaken by the discount houses with the 

Bank stemmed directly from the actions of banks in selling assets to 
them for this purpose. 

There were, nevertheless, drawbacks to any such re-classification of 
discount houses. It would have become incumbent upon the Reserve 

Bank to offer accommodation to a greater number of banks on a more 
frequent basis, thereby creating a more onerous administrative respon
sibility. Greater direct dealings between the Reserve Bank and other 

banks for accommodation purposes may also have led to accusations that 
mutations in interest rates were mutually negotiated. Such indictments 
were less likely if the dealings of the Bank were confined to the smaller 
and less conspicuous discount houses. 

In addition, it could be argued that the emphasis upon security dealings 

which came to pervade the operations of the discount houses militated 
against such institutions being classified as banks, and allowed to take 
deposits from all quarters. Activities in the securities dealing area are 
more risky than conventional banking business. It could therefore be 
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argued that it would have been inappropriate for the houses to take 

deposits from the general public. On this basis they could have been 
allowed to continue raising funds from a restricted range of financial 
institutions, albeit possibly somewhat wider in scope. 

On the other hand, the Reserve Bank believed that reclassifying the 
discount houses as banks would be appropriate in the sense of re

cognizing the diminished traditional role of the houses in attracting call 

funds from the banks, and their diminished use of the rediscounting 

facilities of the Reserve Bank. This was the direction in which the 
houses in any case were moving. 

Re-Classitication as Security Dealers 

The increasing emphasis by the discount houses on trading in financial 

securities was expected to be supplemented by trading in options and 

futures markets as these developed in South Africa. This again 

emphasized the differences between discount houses and banks, and 
offered another possible designation for the houses. This would have 

involved deleting the discount house provisions from the Banks Act, and 

re-classifying the houses as security dealers who would be allowed to 

take deposits from a wide range of sources, but not possibly as broad as 
that of banks. 

Under such a dispensation the houses could have retained a special 

relationship with the Reserve Bank. This could have been justified on 
the grounds of historical precedent, their emphasis upon securities 

trading, and their role as market makers in various financial instmments. 

The nature of this special relationship could have taken varying forms. 
One obvious possibility would have been to retain :re-discounting 
facilities for the houses with the Reserve Bank, but at the same rates as 
those which are applicable to banks. Alternatively, other forms of re
financing facilities could have been made available to the houses. 

A re-classification of the houses as security dealers, would have been 
helpful in promoting the further development of the houses where their 
proven strength lies, which was j.n the area of market makers in 
securities. It would have re-affil'llla} the distinction between present day 
discount houses and banks, aDd avoided the problems which would arise 



if no distinction were made. 

On the other hand such a dispensation might be deemed to be ano
malous. If the discount houses helped to make markets in both short 
telDl and long telDl securities while retaining re-discounting facilities, 
they could be directly affected simultaneously by open market operations 
conducted by the Reserve Bank, and the re-discounting of paper 
undertaken by the "houses with the Bank. It might be argued that the 
monetary policy objectives of the Bank would not be enhanced by such 
arrangements. 

New Dispensation 

After weighing up all the evidence the Reserve Bank made two im
portant moves. In February 1989 the privileged position of the discount 
houses as regards the use of the Reserve Bank's refinancing facilities 
was terminated.4 The main reason for this change, which meant that 
identical refinancing rates would henceforth be quoted to the banks and 
the discount houses, was that the houses had ceased to serve as the 
principal conduit for the provision of Reserve Bank accommodation to 
the banking system.5 For some time indeed the Reserve Bank's key 
rediscount rates had in tact been the rates that applied to banks and not 
the rates charged to discount houses.' 

The second move, which occurred after the death of Dr De Kock, 
involved furnishing the discount houses with the chance to re-register as 
banks or securities dealers, while allowing the houses to retain their 
traditional status for a limited period. Under the Deposit Taking 
Institutions Act of 1990 they were given no special functional definition 
other than being treated as deposit taking institutions. The houses were 
given until the beginning of 1992 to decide whether to become banks or 
securities dealers. All the houses in practice elected to become banks 
and retain some discount house privileges. Under the Deposit Taking 
Institutions Act deposits placed with them by banks and building 
societies will keep liquid asset status for two" years after implementation 
of the Act. If the curreilt requirements of the Banks Act are maintained 
the liquid asset requirements on their deposits would be reduced from 
87 Ih % to 20 % against short telDl liabilities, 15 % on medium telDl and 
5 % on long telDl liabilities. Where previously they had no cash reserve 



requirements, they will have to hold 5 % against short term liabilities and 
2 % against medium term liabilities, like the rest of the banking sector. 
The net effect will be higher funding costs. On the other hand, their new 
status as banks will clear the way for them to take deposits from the 
public. Relief comes also on the asset side. The previous legislative dis
pensation let the houses invest only 12,5 % of assets in non-liquid assets. 
Under the new Act there are no restrictions on the avenues of 
investment other than those imposed on deposit takers. 
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The Reserve Bank at this juncture also curbed the kind of 
refinancing assistance available to banks via the discount houses. 
For a number of years banks had been obtaining assistance from the 
Reserve Bank indirectly via the discount houses by other means than 
through the withdrawal of call loans from the houses. The banks 
could do this, for instance, by selling assets to the discount houses, 
which could then be presented by the houses to the Reserve Bank 
for rediscounting. Under an alternative facility the banks could re
quest the discount houses to rediscount Treasury bills, Land Bank 
bills or bankers acceptances with the Reserve Bank for the banks' 
accounts and at the banks' risk, or to obtain overnight loans from 
the Reserve Bank for the banks' account and at the banks' risk using 
securities that had been sold by the banks to the houses under 
repurchase agreements. 

From the end of January 1985 the kind of refinancing assistance 
available to the banks via the discount houses became more 
narrowly confined. Such assistance became obtainable only through 
outright sales by the banks to the houses of the paper that was to be 
rediscounted or was to serve as collateral for overnight loans. This 
move was undertaken because it was felt that the rediscounting 
facilities of the Reserve Bank were being taken advantage of to an 
undue extent .. The authorities believed that the favourable dispensa
tion accorded to the discount houses in respect of reffiscounting 



facilities was being undermined if the discount houses sold assets to 
the Bank which belonged to the banks or obtained overnight loans 
for the banks against the collateral of assets owned by the banks. 

4. After the change in rediscounting arrangements which were intro 
duced in January 1985 the Bank had continued to apply a 
preferential margin of Ih % in the case of discount houses who sold 
money market paper to it. 
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6. South African Reserve Bank, Quarterly Bulletin, March 1989, p. 47. 

95 



CHAPTER 7 

THE ROLE OF THE CORPORATION FOR 
PUBLIC DEPOSITS IN THE SOUTH 
AFRICAN MONEY MARKET 

In the previous two chapters the role of Reserve Bank. accommodation, 
which was extended to discount houses and banks, was explained. In 
reality, however, the scope of Reserve Bank. accommodation to the 
banking system was broader, since the Corporation for Public Deposits, 
which was owned by the Bank. and was formerly known as the National 
Finance Corporation, became an important vehicle at times for the 
provision of accommodation to the discount houses and banks. This was 
particularly the case following a restructuring of the organization in 
1984. 

An important change in the structure of the money and capital markets 
materialised in 1984 when the Corporation for Public Deposits (CPD) 
was established for the purpose of rationalising the investments of short 
term surplus funds belonging to the public sector, as well as to enable 
the monetary authorities to control the investment of these funds more 
efficiently. Thereafter, the role of the CPD in the money market was 
enhanced by certain developments associated with the partial standstill 
on foreign debt repayments. In the process certain mutations in the mode 
of operations of the CPD proved to be desirable. In this chapter a 
review of the historical background to the formation of the CPD is 
presented, and the heightened role of the Corporation in the money 
market during the years of Dr De Kock's leadership is explained. 

Historical Background 

The CPD was established with effect from the end of March 1984 as 
part of a decision to dissolve the National Finance Corporation (NFC), 
and to restructure the Public Debt Co~sioners (PDC). At that time 
the short term deposit operations of the PDC were transferred to the 
NFC, and the nomenclature of these entities was altered. The NFC was 
dissolved and replaced by the CPD, while the PDC was renamed the 
Public Investment Commissioners (PIC). 
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Traditional Role of PDC. The former PDC, now known as the PIC, is 
well known for its role as the investment avenue for the pension fund 
contributions of employees in the public sector. This function has led to 
the PIC accumulating substantial amounts of government stocks, and to 
a much lesser extent semi-government stocks. The pension and provident 
funds of the PIC, which are entirely invested in public sector securities, 
amounted to R17 753 million at the end of 1987 compared with R14 062 
million a year earlier, and R9 395 million at the end of 1984. In 
fulfilljng this pension fund role the PIC is a regular net buyer of tap 
stocks from the Treasury, and is an important regular source of 
financing of the budget deficits. 

The former PDC also fulfilled a banking role in the sense that it 
received a significant amount of short term deposits, which at times 
amounted to roughly Rl billion. These deposits came mainly from 
institutions such as the Railways, the Post Office and provincial 
admjnistrations. They also included smaller funds from roughly 150 
public sector bodies, which included such exotic entities as the Soil 
Distribution Committee of George, the Lucerne Board, the Pineapple 
Levy Fund, the Fishmeal Levy Fund, and the Abattoir Levy Fund, 
among others. 

This banking function of the PDC was not performed with distinction. 
The funds received were invested largely in long term government 
stocks, while the PDC committed itself to pay the depositors a rate of 
interest which was at times above the call rate of the NFC. In view of 
the inverted yield CUIVe structure which has often prevailed in South 
Africa, the end result was that the PDC often lost money in undertaking 
this investment function. 

In addition, the PDC on occasions could sell these long term government 
stocks at the same time that the Reserve Bank was trading in such 
securities. In other words, such sales by the PDC could conflict with the 
open market operations conducted by the Reserve Bank. Even more to 
the point, in taking short term deposits the PDC was competing with the 
NFC, i.e. two institutions in the public sector were competing for the 
same funds. In view of these problems the authorities decided to transfer 
all the short term funds held by the PDC to the NFC, while 
simultaneously the NFC was renamed the CPD. 

97 



Traditional Role of NFC. It was previously indicated that the former 
NFC was created in September 1949 to help promote the development 
of a money market in South Africa. In this respect it proved to be a 
success. The then existing commercial banks became more involved in 
money market activities, and could use the NFC as a temporary 
repository of any surplus funds they acquired. In 1957 the first discount 
house appeared, thereby fostering a more competitive money market. 
Competition between the NFC and the other money market institutions 
was, however, not on an entirely equal basis, since the call rate of the 
NFC was always slightly lower than that quoted by banks and discount 
houses. 

The role played by the NFC was crucial in the initial stages of the de
velopment of the South African money market. In later years, 
unfortunately, its operations tended to inhibit the further development of 
this market, and the effective application of monetary policy. 

The Commission of Inquiry into the Monetary System and Monetary 
Policy in South Africa (1985) made reference to these operations.! It 
emphasized, for instance, the way in which the market for Treasury bills 
was stifled, because the call rate of the NFC was linked to the Treasury 
bill tender rate. The margin between these two rates was usually too 
narrow for the Treasury bills to become an attractive asset in 
comparison with call deposits with the NFC. With the NFC on hand the 
Reserve Bank felt neither the need not the incentive to trade in Treasury 
bills or other money market paper as a means of easing or tightening the 
money market and influencing interest rates in a market related manner. 
Yet flexible and realistic interest rates are a prerequisite for good 
financial markets, and the effective application of monetary policy.2 This 
narrow gap between the call deposit rate of the NFC and the rate for 
Treasury bills also prevented the call rate of the discount houses 
reaching a market detennined level owing to the large proportion of 
Treasury bills in the portfolios of the houses. 

In an effort to rectify these deficiencies the NFC participated in the 
moves towards more market oriented policies by progressively widening 
the margin between its own call money rate and the Treasury bill tender 
rate from 25 basis points in July 1981 to 150 basis points in February 
1982. This change not only improved the profits of the Corporation and 
the discount houses, but also encouraged the development of a broader 
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and more active market in Treasury bills by making these bills more 
attractive in comparison with the call deposits of the NFC. A more 
active market in Treasury bills in tum facilitated open market operations 
by the Reserve Bank using such paper. At the same time the widening 

of the differential between the call rate of the NFC and the Treasury bill 
rate accorded the discount houses more scope for investing call money 
in Treasury bills on a more normal basis. 

These moves proved to be the prelude to further mutations. Shortly 
before the NFC was dissolved in March 1984 the Reserve Bank decided 
that the requirement for banking institutions to hold a compulsory 

deposit with the Corporation should be withdrawn. Along with the 
subsequent demise of the Corporation the facility of allowing banks to 

keep funds with the NFC on a voluntary basis was disbanded. The role 
of the NFC as a borrower of last resort for the banks was also scrapped. 
As a corollary of this the powers of the Reserve Bank in conducting 
open market operations for purposes of influencing the quantity and cost 
of money in the economy were enhanced. Whereas previously surplus 

liquidity in the banking system tended to be channelled into the NFC, 

the Reserve Bank subsequently tended to mop up such liquidity by 
selling assets into the markets. 

Nature of Business of CPD 

As the successor to the NFC the CPD was entitled to accept short term 
deposits from entities in the public sector, or funds from other 
institutions approved by the Minister of Finance. These deposits are 
repayable on demand and interest is paid on them. 

The PIC became an important depositor with the CPD. Side by side with 
this development, however, the provincial administrations, the South 

African Transport Services and the Department of Posts and Telecom
munications remained large sources of funds of the CPD. 

Another notable depositor was the Central Energy Fund which is 

administered by the Industrial Development Corporation. This Fund 
receives its income from levies which are imposed on fuel products sold 
in the country .- It uses these funds to finance and promote the 

exploration of coal deposits as well as the production and marketing of 
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liquid fuels from local energy sources. Most of the cash deposits of the 
Fund are placed with domestic financial institutions, but some funds are 
placed with the PIC and the CPO. 

The CPO, since its inception in 1984, was a wholly owned subsidiary 
of the South African Reserve Bank whereas the previous NFC was 
partly owned by other private sector interests as well. The affairs of the 
Corporation were managed and controlled by a board of directors. This 
board consisted of four persons appointed by the Minister of Finance, 
comprising two deputy governors of the Reserve Bank and two senior 
officials of the Oepartment of Finance. The administration and 
management of the Corporation were carried out by officials of the 
Reserve Bank. 

The interest rate payable on deposits by the CPO was initially 
determined by its board of directors at 0,75% below the weeldy tender 
rate on Treasury bills. On the other hand, the interest rate earned by the 
Corporation on special Treasury bills issued to it was 0,5 % below the 
weeldy tender rate on Treasury bills. 

The great bulk of the investments of the Corporation comprise public 
sector securities. Since a large portion of the Corporation's funds could 
be withdrawn at short notice, it was a prerequisite that investments were 
made mainly in short term assets. The investment policy of the CPO, 
therefore, incorporated investing in assets with a maturity of three years 
or less. 50 % of all funds were initially invested in assets with a maturity 
of one month or less, and 75% in assets with a maturity of three months 
or less. All surplus funds of the Corporation were invested daily with 
the Treasury in special Treasury bills. 

Basic Recycling Role of CPD 

When conditions in the money market tightened and the banks needed 
to boost their cash balances, the Reserve Bank could be forced to meet 
the shortfall. This was often met by means of the re-discounting 
facilities of the Reserve Bank which were extended to the discount 
houses and the banks. There could be occasions, however, when the 
Bank was reluctant to increase its re-discounting facilities since the 
amount already outstanding might be uncomfortably high. 
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In such circumstances it could decide to offer liquidity in other fonns. 
One such possible kind of action would be to buy securities in the 
secondary markets. This, however, might conflict with the Bank's open 
market operations, and might also be too 'permanent' a way of dealing 
with an essentially short term problem situation.3 An alte17Ultive form of 
countervailing action under such circumstances was to utilize funds held 
by the CPD, and this kind of action was undertaken frequently in the 
mid 1980s. 

The funds accumulated by the Corporation were mostly invested in short 
term financial instruments such as Treasury bills, short term government 
stocks, Land Bank bills, and call loans to the discount houses. Among 
these assets the special one-day Treasury bills made available to the 
Corporation by the Treasury could be especially important. 

Variations in the amount of its investment in special Treasury bills 
allowed the CPD, acting at the instigation of the Reserve Bank, to offset 
to a considerable extent the impact on the cash balances of banks of 
variations in the Treasury's balances with the Reserve Bank.4 If, for 
instance, government deposits at the Bank rose markedly due to tax 
inflows to the Treasury, the CPD could reduce its investments in one 
day Treasury bills, and use the funds to alleviate the shortages in the 
money market caused by the shift of funds, involving tax payments, 
from the private to the public sector. 

This alleviation could take the form of placing call loans with the 
discount houses. Certain informal maximum limits were customarily 
observed in respect of the amount of CPD funds placed with the 
discount houses. Within those limits, however, the amount of funds 
placed with the houses by the CPD could vary significantly. 

When relatively high levels of shortages in the money market prevailed 
the discount houses and banks were more likely to be forced to make 
use of the overnight loan facilities of the Reserve Bank in addition to 
rediscounting. Since overnight loans were a more expensive form of 
accommodation, this would exert upward pressure on the call rates of 
the discount houses," and indirectly push up other interest rates . in the 
money market. The ch;mne11ing of funds of the CPD into the markets 
as part of a package of open market operations to relieve the shortages 
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avoided this impact on interest rates. A large increase in rediscounting 
which was granted by the Reserve Bank might be interpreted by the 
market as evidence of a deliberately more restrictive policy stance on the 
part of the monetary authorities. This was avoided if CPO funds were 
channelled back into the market. In some cases these funds represented 
deposits made with the CPO by the Central Energy Fund. 

Other Developments Affecting the CPD 

Although the CPO was a relative newcomer its role in the domestic 
money market assumed an importance at times which could not have 
been foreseen when it was originally formed in 1984. A new important 
customer which placed deposits with the Corporation emerged in the 
form of the PIC. ~uring the year which ended in March 1986 the call 
deposits of the CPD increased by Rl 517 505 000 from R2 387 825 000 
at 31 March 1985 to R3 905 330000 a year later.5 After declining mar
ginally in the following year they rose by roughly 102% to 
R6 937 741 000 in the year to March 1988.' This increase mainly 
reflected increased deposits made by the PIC, which in turn were a by
product of the partial standstill on foreign debt repayments which was 
introduced by the authorities at the end of August 1985 in response to 
the build up of huge outflows of capital. 

At that time the total foreign debt of South Africa amounted to roughly 
$23,7 billion, and the standstill orders affected around $14 billion of this 
debt. In other words these latter foreign debts, many of which consist 
of liabilities to foreign banks, could not be repaid by the South African 
parties when they matured. Under the standstill arrangements any party 
with a maturing foreign debt commitment, which could not be repaid, 
arranged through its bank for the dollars to be transferred to the PIC. 
The latter paid an interest rate equivalent to the prevailing London inter
bank offered rate plus 7/8 % on such dollars to the foreign creditors. The 
PIC then swapped out those dollars with the Reserve Bank by means of 
a forward exchange transaction. In other words, it sold dollars spot for 
rand and bought dollars forward. The rands received by the PIC were 
then invested with the CPO. 

Some of the dollar loans repaid by clients when they matured were 
recycled by the banks in the form of new dollar loans to other cus
tomers. Such dollars were not, therefore, transferred to the PIC. Even 
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so, the amount of dollars which were recycled in this manner was 
limited, partly because the demand for bank credit in South Africa for 
most of 1986 and 1987 was slack. This in turn reflected the sluggish 
conditions which prevailed in the economy at large at that time. Given 
these circumstances more and more dollars were transferred to the PIC. 

Meanwhile, the repayment of dollar loans by bank clients and transfer 
of dollars to the PIC affected the liquidity position of the domestic 
banking system. Many foreign loans were discharged by clients by 
means of forward exchange contracts with the Reserve Bank. When the 
loans matured the dollars were bought by clients under the contracts in 
return for selling rands to the Bank. The dollars were then transferred 
to the PIC, but at the same time rands had been taken out of the 
domestic banking system. The dollars received by the PIC were then 
transferred to the Reserve Bank by means of swap transactions under 
which it received rand for the spot sale of the dollars, and bought back 
the dollars at some date in the future. Alternatively, dollar loans were 
repaid by buying the dollars in the spot exchange market for rands, and 
if the Reserve Bank lsupplied the dollars this agaiu tightened domestic 
liquidity other things remaining equal. 

The rands received by the PIC could then be transferred to the CPD 
which in tum could place these funds, if it deemed it to be desirable, 
with the private sector via say the discount houses. This relieved 
liquidity pressures in the banking system. Alternatively, if the funds 
received by the CPD from the PIC were placed in public sector 
securities such as Treasury bills, the deposits of the government at the 
Reserve Bank rose, domestic liquidity conditions would not ease, and 
the Treasury would be forced to pay interest on the bills it issued to the 
CPD. The amount of funds received by the CPD in this way was at 
times large, and it was therefore under pressure to recycle such funds 
back into the banking system. 

Recycling of CPD Funds. Faced with this abnormal situation, arising 
out of the partial debt standstill, a key issue was the method whereby the 
funds of the CPD would be recycled back into the markets. The 
procedure first adopted was to offer these funds to the discount houses 
alone at fixed rates below the ruling re-discount rates of the Reserve 
Bank in fixed ratios according to the capital reserves of the respective 
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houses. In effect, two forms of accommodation money became available 
for the discount houses, namely normal accommodation money obtained 
at the discount window of the Reserve Bank, and CPD money. 

Under these circumstances the discount houses preferred to obtain 
accommodation money, whenever possible, through the CPD rather than 
through the re-discount window. CPD funds helped to stabilize the 
amount of accommodation furnished through the re-discount window. 
This could be advantageous, as pointed out previously, if the authorities 
did not want interest rates to rise. Large increases in accommodation 
through the window could exert upward pressure on rates, as well as be 
interpreted as a sign that the Reserve Bank wanted to see interest rates 
rise. This might not be the case. 

On the other hand, the monetary authorities did not wish to see CPD 
funds regarded by the markets as a cheaper form of accommodation than 
re-discount money. It concluded that there should be one kind of 
re-discount money available at normal re-discount rates. It was 
preferable that CPD funds be treated as a substitute for normal open 
market operations. Since the offers of CPD funds were undertaken at the 
Bank's initiative, they were part of the Bank's open market operations 
rather than being related to the Bank's refinancing activities, which in
volved offering assistance at the initiative of banks or discount houses 
to meet cash deficiencies in the system.7 The monetary authorities, 
therefore, concluded that CPD funds should no longer be placed in the 
markets at fixed rates. From April 1987 onwards such funds started to 
be placed on a call basis by means of a tender system. 

Under these new arrangements the privilege of tendering for CPD funds 
was no longer confined to the discount houses; the banks were similarly 
allowed to tender. The discount houses might have preferred to retain 
their exclusive rights to tendering for CPD funds. A precedent in this 
respect was established by the previous arrangements. Under the new 
tendering system the amount of call funds held with the houses by the 
banks could have fallen. If this materialised the traditional role of the 
discount houses as absorbers of surplus liquidity in the banking system 
could have been undermined even further, and this could have induced 
them to concentrate on trading in money market assets to a greater 
extent. 
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On the other hand, an emphasis upon such trading by the discount 
houses was already well established. There were, moreover, strong 
grounds for arguing that since the funds collected by the CPD via the 
PIC involved some draining of liquidity from the banking system as a 
whole, these same funds should be offered to both the discount houses 
and the banks. Such a tender system was probably perceived as more 
equitable since both the houses and the banks were treated on an equal 
footing. The previous system employed by the CPD of offering such 
funds at fixed rates could also put a floor under short tenn interest rates. 
A tender system should have yielded more market related and flexible 
interest rates, and complemented the tender systems applicable to 
Treasury bills and Land Bank bills. 

It was necessary for the markets to adapt to the new tender system 
which was complemented at times by other fonns of recycling by the 
Reserve Bank such as repurchase agreements. Nevertheless, it does 
appear to have worked satisfactorily in a money market environment 
made more volatile by the funds which could shift into the hands of the 
CPD. 

The De Kock Commission expected that the deployment of the funds of 
the CPD would contribute significantly to the efficacy of the Reserve 
Bank's monetary policies.' This has not entirely been the case. This is 

because the recycling operations undertaken by the CPD probably helped 
to encourage banks at times to keep even smaller amounts of funds with 
the discount houses on a call basis. During 1986 and 1987 the banks 
became accustomed to various fonns of assistance that precluded use of 
the 'discount window' such as the recycling of funds back into the mar
ket by the CPD. An active market for short tenn funds of the banks 
could have been impaired, along with the smooth functioning of the cash 
balancing mechanism of the banking system. This raised the possibility 
of a more volatile interest rate environment in the future. 

The easy liquidity conditions of 1986 and 1987, however, did not last. 
During the course of 1988 the Reserve Bank took several steps to 
restrict its own credit extension to banks and discount houses with a 
view to curbing the excessive rate of increase of the money supply. 
During the first quarter of 1988 real gross domestic expenditure rose by 
more than 10% compared with the corresponding quarter in 1987. While 
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this upsurge in demand imparted further momentum to the upswing in 
the real economy, it showed signs of exerting undue pressure on both 
domestic resources and imports at a time when exports were declining. 
If this had not been adequately curbed the rise in spending might have 
led to new demand inflation, balance of payments difficulties and down
ward pressure on the exchange rate of the rand. 

As early as December 1987 the Reserve Bank indicated that it would not 
necessarily continue to relieve or prevent shortages in the money market 
by means of repurchase agreements or the provision of tender funds 
from the CPD to the same extent as before. Instead, the Bank made it 
clear that it would insist on a larger proportion of such accommodation 
being provided through its discount window. This policy was carried a 
step further at the beginning of May 1988 when the Bank announced that 
in future it would provide considerably less accommodation through 
repurchase agreements, CPD tender funds or other forms of open 
market operations. These methods of granting accommodation would 
only be used to smooth out unduly large month-end and other seasonal 
fluctuations in money market conditions.' 

The amounts of accommodation that were provided by the Reserve Bank 
to the money market at the Bank's discount window were greatly in
fluenced during 1988 and 1989 by the Bank's new policy approach of 
using open market operations only for smoothing out unduly severe 
month-end or other seasonal fluctuations in money market conditions. 
The role of the CPD in money market operations accordingly declined 
markedly, while the average daily amount of refinancing assistance at 
the discount window of the Bank rose from less than RO,4 billion in the 
first half of 1988 to Rl,8 billion in the first half of 1989.10 

Allocation of PIC Funds. The rand funds acquired by the PIC as a 
result of the transfer of dollars to the Commissioners under the debt 
standstill arrangements were used to finance government spending to 
some extent. Some of the funds transferred by the PIC to the CPD were 
invested by the latter in government securities such as Treasury bills. In 
the June 1987 budget, however, the Minister of Finance, Mr Barend du 
Plessis revealed that the pent-up funds inside the PIC which emanated 
from the debt standstill amounted at the time to roughly R2,5 billion. 
The Minister announced that provision was accordingly being made for 
part of the PIC funds to be used to finance government spending 
directly. For the fiscal year ending in March 1988 a sum of R1 200 
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million was allocated for this purpose. 

Such allocations of PIC funds should not have been a contentious issue 
since the eventual repayment of much of the foreign debt caught up in 
the standstill net was settled under the second interim debt arrangements 
agreed upon by South Africa and its foreign creditors in March 1987. 
Foreign banks, therefore, were not exposed to any risks stemming from 
the domestic use of funds held by the PIC. 
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PAR T 3 

EXCHANGE RATE AND EXCHANGE 
CONTROL POLICIES 

It has been emphasized in previous chapters that the Reserve Bank 
adopted a framework for monetary policy which was basically market 
oriented, and characterized by the pursuit of a number of ultimate ob
jectives with the primary objective relating to the pursuit of relative 
stability of the price level. In order to achieve its ultimate objectives the 
Bank adopted from 1985 onwards a policy of publicly announced targets 
for the rate of growth of the broad money supply M3. This was classi
fied as an intermediate objective of monetary policy. 

It has, furthermore, been explained that the Bank used essentially market 
oriented instruments of monetary policy under the cash reserve system. 
This included public debt management, open market operations, re
discount policy and intervention by the Reserve Bank in the spot and 
forward foreign exchange markets. 

In the following six chapters a review is undertaken of South African 
exchange rate policy in the 1980s, an area which can be viewed as the 
external flank of monetary policy. Intervention in the foreign exchange 
market by the Reserve Bank exerted a direct effect upon monetary con
ditions in the economy, while exchange rate developments exerted a 
powerful effect upon general monetary conditions, as well as on the 
broad economy and specific sectors of the economy. Developments in 
the local foreign exchange market, indeed, were of an unprecedented 
nature at times reflecting the political and economic turmoil which the 
country experienced during the decade. 
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CHAPTER 8 

INTRODUCTION OF FLOATING 
EXCHANGE RATE SYSTEM 
FOR THE RAND 

At the end of January 1979 the authorities started to modify exchange 
rate arrangements by adopting a more flexible pegging policy as regards 
adjustments in the spot randldollar market. More frequent changes were 
made in the rand/dollar rate, and at the same time foreign exchange 
dealers were allowed to set their own buying and selling rates in line 
with the dismantling of the previous fixed margins between these two 
rates which had prevailed. The ultimate objective behind these changes 
was the establishment of a floating exchange rate system for the rand in 
competitive spot and forward markets, which would be subject to 
intervention by the Reserve Bank through the buying and selling of 
dollars. After Dr De Kock became Governor indications soon emerged 
that the Bank was moving in this direction, and the rand eventually 
began to float in September 1983. In this chapter the steps leading to 
this outcome are recounted, together with the rationale behind this 
policy, and the institutional changes in the foreign exchange market 
which were necessary before the rand could be allowed to float. 

Developments in Foreign Exchange Market Prior to Float 

Reforms in the foreign exchange market proceeded apace from the time 
Dr De Kock became Governor at the beginning of 1981. In an attempt 
to improve trading techniques between itself and the local authorized 
dealers in foreign exchange, the Reserve Bank decided in June 1981 to 
restrict the display of its spot and forward quotations for rand/dollar 
deals to authorized foreign exchange dealers in South Africa alone. This 
was accomplished by eliminating the access of all other parties to the 
Reuter monitor page where the rates were displayed. This meant in 
particular that parties such as foreign banks as well as domestic firms no 
longer knew the quotations of the Reserve Bank when they approached 
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the local authorized dealers in foreign exchange with a view to dealing 
in foreign currencies. 

This move could be construed as a step towards a floating exchange rate 
system for the rand. By taking away the access of bank customers to 
Reuter's monitor page which displayed the rates of the Reserve Bank, 
a more uncertain environment confronted such customers when dealing 
in foreign exchange, which was in line with the conditions which would 
prevail if the rand floated. 

A similar conclusion could be reached from the decision in March 1983 
to increase the limit on total balances which South African authorised 
foreign exchange dealers were permitted to hold abroad from R300 
million to R600 million.1 This step represented a further relaxation of 
exchange control over residents, and was designed to promote the 
further development of South Africa's foreign exchange market in the 
direction of a floating exchange rate system. 

Other action taken by the Reserve Bank in the early 1980s similarly 
suggested that a floating exchange rate for the rand was in the offing. 
By early 1983 the rand/dollar pegging policy had become so flexible that 
as many as 30 changes in the rate might be made by the Bank during the 
course of a single day. This helped to pave the way for a subsequent 
floating of the rand by giving foreign exchange dealers some experience 
of more volatile conditions in the foreign exchange market. At the same 
time the Reserve Bank, by making more frequent changes in the spot 
rand/dollar rate, gained some insight into the administrative burden of 
a floating system, because such an active policy induced the banks to 
contact the Reserve Bank more frequently for purposes of quotes and 
dealing in doHars. This furnished a guide of the extent to which dealings 
between the Bank and foreign exchange dealers would transpire under 
a floating rand system. 

Alongside these developments the foreign exchange market was exhibit
ing signs of greater maturity and preparedness for a floating system by 
the beginning of 1983. In trading which took place between banks after 
the foreign exchange market had officially closed, the spot rand/dollar 
rate could not only fluctuate significantly, but could diverge markedly 
from the closing rate quoted by the Reserve Bank on the same day. 
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Arguments in Favour of Floating Rand System 

South Africa had traditionally supported in principle, as well as adhered 
to a fixed, albeit adjustable, exchange rate system. Nevertheless, the 
First Report of the De Kock Commission, which was issued early in 
1979, discussed the issue of a floating rand, and pointed out that it 
would not involve a radical departure from the exchange rate arrange
ments which had evolved in South Africa during the 1970s.2 

It argued that a floating rand would merely align South African ex
change rate arrangements with those· which prevailed for the major 
western currencies. The adoption of floating exchange rates for the 
major currencies in the early 1970s meant that the rand had to float 
against third currencies even if it remained fixed on an adjustable basis 
against the dollar. The introduction of a floating rand system would 
therefore be tantamount to taking exchange rate arrangements one step 
further by abandoning the tenuous institutional links of the rand to the 
dollar which existed by the late 1970s. The case for aligning currency 
arrangements in respect of the rand with those operating for the major 
western currencies would have been weaker if the system of floating 
exchange rates for the latter currencies appeared to be temporary. All 
the evidence, however, pointed to a perpetuation of floating arrange
ments for these currencies. Apart from this the De Kock Commission 
made reference to several alleged benefits which would flow from the 
adoption of a floating exchange rate system for the rand. 

Market Related Exchange Rates. One potential benefit would be more 
realistic exchange rates between the rand and other currencies. Under 
the more rigid pegging system in operation before January 1979, there 
were times when the rand appreciated in line with the dollar against 
other major currencies against a background of serious balance of pay
ments problems, and vice versa. This feature had become much less 
prominent by 1983 since the Reserve Bank was pursuing a much more 
flexible policy for the rand which was akin to a simulated floating rate 
system. Nevertheless, more market related exchange rates free of dis
tortions would have prevailed if the rand was allowed to float. 

Conservation of Foreign Reserves. Another factor encouraging a more 
flexible policy was the management of the foreign reserves which had 
been complicated by limited foreign currency holdings at times since the 
early 1970s. This in tum could make it more difficult for an orderly 
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gold sales policy to be pursued, because of increased pressures on 

occasions to sell gold to raise foreign currency. Under a floating rand 
system, in contrast, the currency could be allowed to take more of the 
pressures which arose when the foreign reserves were falling. Instead 
of selling the same amount of dollars in the market in order to support 
the rand, the authorities could let the currency take more of the strain 
by allowing it to decline against the dollar. Conversely, when the 
balance of payments position was strong, the Reserve Bank could allow 
the dollar to float up in value against the rand instead of simply buying 
dollars and. selling rands. 

The increased flexibility afforded the authorities on the currency front 
from such a policy was, however, limited. This policy had already been 
adopted to a considerable extent even before the rand began to float in 
September 1983. In line with the more flexible policy pursued since the 
pUblication of the First Report of the De Kock Commission, the rand 
was allowed to fall against the dollar by roughly 36 % from the begin
ning of 1981 to November 1982 in line with a fall in the net foreign 
reserves during that period. There was, moreover, a constraint on the 
pursuit of such a flexible exchange rate policy in the sense that a sharp 
decline in the value of the rand against foreign currencies fostered 
domestic inflationary pressures as a result of higher import prices. 

Curbing of Leads and Lags. During the 1970s and. early 1980s one 
pertinent influence on exchange rate policy had been the incidence of 
leads and. lags. This refers to the practice whereby importers and. ex
porters change the timing of their foreign exchange transactions because 
of anticipated changes in exchange rates. It similarly refers to the 
process of altering the timing of capital inflows and. outflows because of 
speculation surrounding the future level of exchange rates. 

This phenomenon could be particularly troublesome in the local foreign 
exchange market because of the open nature of the economy, the large 
scale involvement of foreign capital, and the vicissitudes of the gold 
price. When this was supplemented by a certain rigidity in the rand! 
dollar exchange rate, which did exist during the 1970s, the scope for 
speculation in favour of and against the rand became obvious. Such 
leads and lags influences in tum had repercussions on the foreign 
reserves and money supply. 
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The De Kock Commission argued that a floating of the rand would lead 
to a blunting of leads and lags.3 The greater volatility in the rand/dollar 
exchange rate would allegedly curb speculation, because speculators 
would be less confident of short term trends in the currency, especially 
if it had already moved in one direction for a while. 

The benefits to be derived in this direction, however, were likely to be 
limited. The record of floating rates in the case of the major currencies 
since 1973 had demonstrated the presence of huge swings associated 
with large scale switching of funds from one currency to another. In the 
absence of direct control over the randldollar spot rate by the Reserve 
Bank, it was even possible that substantial short term fluctuations in the 
gold price could encourage leads and lags operations, because of 
anticipations that the Bank may not intervene sufficiently to stabilize the 
exchange rate. 

Control Over the Money Supply. In February 1983 a unitary exchange 
rate system for the rand had been established, and the more substantial 
and volatile capital flows to be expected under this system likewise 
rendered the authorities more inclined to let the rand float in the 
interests of attaining better control over the growth in the money supply. 
The impact of the volatile gold price on the balance of payments position 
was to be expected to be more pronounced with a unitary exchange rand 
system since a strong rise in the gold price could easily be supplemented 
by capital inflows as foreign investors bought gold shares on the 
Johannesburg Stock Exchange. Such investors could similarly disinvest 
at times when the gold price was falling. Such reasoning in tum 
suggested that movements in the foreign reserves and the growth in the 
money supply could become more unstable. A floating rand could 
counteract such influences. By allowing the exchange rate to move to a 
greater extent, fluctuations in the foreign reserves would be lessened and 
the authorities would be afforded more control over the growth in the 
money supply. 

The De Kock Commission, in particular, attached importance to the con
sideration that under the previous pegging system domestic economic 
policy objectives such as the attainment of an adequate rate of economic 
growth and reasonably high levels of employment often had to be given 
a lower policy priority than the defence of the fixed rand-dollar 
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exchange rate. In such cases the South African monetary authorities 
might, for example, have had to maintain a higher level of interest rates 
and a lower rate of increase of the money supply than would have been 
desirable from a domestic point of view simply in order to reduce 
pressure on the gold and other foreign reserves. 4 

Institutional Changes Associated with Floating Rand 

Several institutional changes relating to the local foreign exchange mar
ket were necessary before a floating rand system could be introduced. 
Some alterations involved issues of substance, and helped to explain why 
the preparations for such a system extended over a number of years. 

Scrapping of Fixed Rates. Under a floating rand system the Reserve 
Bank would no longer quote fixed rates at which it would deal in the 
rand/dollar market. Rates in the spot market would be allowed to find 
their own level subject to intervention by the Reserve Bank at its own 
initiative. This would mean that the Bank would be operating in a more 
uncertain environment, and would need to acquire greater trading 
expertise than was necessary under the pegging system in operation 
before the float where the Bank directly controlled randldollar rates. No 
adoption of a floating system could be expected until the Reserve Bank 
was confident that it had the ability to intervene effectively in the foreign 
exchange market. 

The authorities were similarly reluctant to take the step of floating the 
rand before they were confident that foreign exchange dealers could 
cope with flexible exchange rate arrangements. A floating rand would 
entail higher dealing risks for dealers as well as the Reserve Bank. For 
instance, if a large exporter suddetily sold dollars through a few banks, 
other dealers, who were not aware of this selling, could find themselves 
buying these dollars in the interbank market, and then witness a sharp 
decline in the dollar as they attempted to off-load the currency. 

Handling of Dollars from Gold Sales. One important defect in the local 
foreign exchange market in the early 1980s was the inherent shortage of 
dollars, which maiIily arose from the fact that the Reserve Bank sold all 
of the country's production of gold in international markets.5 The Bank 
was therefore compelled to act as the residual source of dollars for the 
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foreign exchange market because· it received substantial amounts of 
dollars from these gold sales. 

Given these circumstances the Reserve Bank would have to be both a 
passive and active intervenor in the foreign exchange market if the rand 
was allowed to float, and would be the dominant force in the market. 
Foreign exchange dealers would have watched the Bank at all times, and 
a genuine float could not have emerged. In other words, a distorted 
market could have prevailed. 

In the interests of a more balanced and competitive market the Reserve 
Bank could have relinquished its position as the sole recipient of dollars 
from gold sales by allowing the Chamber of Mines to market gold pro
duction either in entirety or in part. There did not appear to have been 
any great enthusiasm. for this course of action on the part of the Bank or 
the Chamber, and consequently the problem was tackled by arranging 
for the Reserve Bank to transfer its dollar proceeds from gold sales to 
the seven mining houses, and allowing the latter to sell the proceeds 
through the domestic banking system. This move was undertaken simul
taneously with the adoption of a floating system in September 1983. 
These arrangements led to a more balanced market in foreign exchange, 
while enabling the authorities to retain the function of selling monetary 
gold. 

The fear did arise that if the mining houses sold dollars from gold 
bullion sales, they would be able to exert an undue influence on the 
market, especially if they formed a cartel type operation when disposing 
of the dollars. This was, however, unlikely to occur since the mining 
houses would no doubt have wished to conduct such dealings on an in
dependent basis. If the mining houses had acted in concert by selling 
together they could have swamped the market with dollars causing the 
spot rand rate to rise sharply against the dollar. If the banks anticipated 
such concerted sales they would protect themselves by lowering their 
quotes accordingly. The authorities could likewise moderate the in
fluence of the mining houses on the market by arranging that dollars are 
not handed over to them all on the same day. 

A"angements for Forward Exchange. One major institutional problem 
for the Reserve Bank which complicated the introduction of a floating 
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exchange rate system concerned forward exchange business. In par
ticular, the problem revolved around the buying and selling on a forward 
basis in the rand/dollar market. Prior to September 1983 there was no 
active interbank market in forward randldollar transactions unlike for 
spot transactions. Instead, forward randldollar requirements were largely 
catered for by means of an administered system which was operated by 
the Reserve Bank. In other words, forward exchange contracts were 
made available from the Reserve Bank, via the medium. of the foreign 
exchange dealers, which catered for the requirements of bank clients in 
respect of forward rand/dollar business. 

Under this system of outright transactions forward randldollar rates 
quoted by the Reserve Bank were based on swap rates which were 
applied to the spot rand/dollar rate quoted by the Bank at the same time. 
For instance, if the spot rate quoted by the Reserve Bank for buying 
spot dollars was 90 American cents to the rand, and the three months 
swap rate amounted to 2 American cents, then the three months buying 
rate of tb,e Bank would be 88 American cents to the rand. Similarly, if 
the spot selling rate of the Reserve Bank at the same time was 89,8 
American cents to the rand, then the three months selling rate would be 
87,8 cents to the rand. 

If a foreign exchange dealer did not enter into an outright transaction 
with the Reserve Bank to cover the forward randldollar requirements of 
a client and did not marry the transaction in the interbank market, the 
dealer had an exposed position. Such a dealing bank faced the risk that 
the spot randldollar rate would change, and that the swap rate would 
also move. Dealers would accordingly enter into many outright forward 
rand/dollar transactions with the Reserve Bank to cover the requirements 
of customers. 

Under a floating exchange rate system dealers would be even more 
exposed to fluctuations in the spot rand rate, and they would be even 
less inclined to keep open positions_ in respect of randldollar forward 
exchange business. The upshot would have been that outright 
transactions with the Reserve Bank would have been even more prolific. 
Under these circumstances it is very doubtful whether the Reserve Bank 
would have been able to cope with' the burden of administration 
associated with forward randldollar transactions. Different arrangements 
needed to be sought. 
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The final outcome was that in line with the introduction of a floating ex
change rate regime the authorities introduced a spot/swap system for 
forward exchange. Under these circumstances the Reserve Bank would 
no longer deal in outright transactions for forward rand! dollar trans
actions. Instead, it undertook to enter into simultaneous spot sales/ 
forward purchases, and spot purchases/forward sales. 

In effect, this meant that instead of banks taking out outright forward 
cover with the Reserve Bank, they covered oversold forward positions 
by buying in the spot market, and then covered their positions through 
swap arrangements with the Reserve Bank. In other words, if a bank 
sold dollars forward to clients it could buy spot dollars in the market, 
and then undertake swaps either in the market or with the Reserve Bank 
under which it sells spot dollars and buys dollar forward from the Bank 
to match the forward deals the bank had concluded with its clients. 
Conversely, if a bank bought dollars forward on a net basis from clients 
it could sell spot dollars in the market, and then buy spot dollars and sell 
forward either in the market or with the Reserve Bank. The rates at 
which the Reserve Bank concluded such swaps were determined in a 
similar manner to that in operation under the previous system. 

Under this system banks again faced two risks in conducting forward ex
change business for clients, namely a spot exchange rate risk and a swap 
rate risk. However, banks could now undertake separate transactions re
lating to the spot market and the swap market. Some banks may have 
wanted to cover the spot risks, while leaving uncovered their swap posi
tions. Other banks may have wanted to do the opposite. Banks had 
greater flexibility at their disposal, and the different swap positions of 
banks allowed a more active interbank market in swaps to develop. 
There was, therefore, less dependence on the Reserve Bank. In other 
words, the administrative burden of conducting forward exchange busi
ness was reduced from the viewpoint of the Reserve Bank. 
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CHAPTER 9 

WORKINGS OF FLOATING EXCHANGE 
RATE SYSTEM FOR THE RAND 

In this chapter attention is focused on the workings of the floating rand 
system after its introduction in September 1983. In particular the 
instability of the exchange rate during the period from late 1983 to 1987 
is explained along with the intervention policies pursued by the Reserve 
Bank to moderate this tendency. In addition, an examination is made of 
the manner in which balance of payments adjustment occurred, given the 
special circumstances which prevailed for much of the period from 1983 
to 1989. 

Instability in the Rand-Dollar Market 

Proponents of floating exchange rates had long argued that such 
exchange rates would be stable. A precise definition of stable underlying 
economic conditions has not been presented, but the impression has been 
created that exchange rates would move only to the extent necessary to 
offset differentials in rates of inflation, and to compensate for real 
structural economic chaD.ges in such as tastes and production techniques 
that usually occur gradually. In contrast, opponents of floating rates 
argued that such rates would be unstable, and would disrupt domestic 
and international economic relations. 

In the case of the major currencies, experience over more than a decade 
after March 1973 provided conclusive evidence that flexible exchange 
rates tended to be unstable in the sense of shifting up and down 
markedly on a daily, monthly and annual basis. Bilateral exchange rates 
changed by 10 to 20 % in the case of these currencies over a period of 
a few months, and in some instances these changes were largely 
reversed in subsequent periods. 

Yet within a few months of the rand float having taken effect daily per
centage movements in the rand-dollar market on occasions started to 
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dwarf what had happened in the major overseas markets. The percentage 
change in the average monthly rand/dollar exchange rate was only 
1,42% during the period from the beginning of 1979 to August 1983. At 
that juncture the rand started to float, and during the subsequent period 
from September 1983 to May 1986 the average monthly change in the 
rand-dollar rate was 4,89%. The largest fluctuation in the monthly 
average in the former period was 5,6% in July 1981 whereas in the 
latter period it reached 16,8 % in August 1985. Movements in excess of 
5 % occurred on certain days after September 1983, and both before and 
after the rand was allowed to float the spot rate differed appreciably for 
long periods of time from the rates indicated by purchasing power parity 
criteria. Materially greater stability in the foreign exchange market only 
started to return around the middle of 1989, partly in line with a 
strengthened foreign reserves position which facilitated greater 
intervention in the market by the Reserve Bank. 

Intervention Policies of Reserve Bank 

In view of the large swings which did take place in the local foreign 
exchange market, especially in the mid 1980s, the intervention policies 
of the Reserve Bank attracted attention from time to time. These 
interventions were partly based on the grounds that the size of the 
foreign exchange market was such that the exchange rate could be 
unduly disturbed by a single large transaction. Large inflows and 

outflows of short term speculative capital could allegedly have disruptive 
effects on a floating rand, which justified some presence in that market 
by the Reserve Bank.1 The latter was also aware of the close links 
between its foreign exchange market operations and its operations in the 
domestic money market. At times, therefore, the Bank's interventions 
in the foreign exchange market were solely designed to supplement its 
actions in the money market. The Bank intervened by either buying or 
selling dollars. However, since the rand had tended to weaken against 
the dollar after September 1983, the Bank was periodically induced to 
sell sizeable amounts of dollars at that juncture. 

There were occasions, moreover, when macroeconomic policies were 
affected by the weakness of the rand. During July and August 1984, for 
instance, the Reserve Bank not only intervened to support the rand. This 
was supplemented in early August 1984 by measures in the form of 
higher interest rates and tighter controls over hire purchase. At that 
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stage the fall in the rand had potentially adverse implications for 
domestic inflation which induced the authorities to take steps which were 
partly designed to stabilize the external value of the currency. The 
foreign exchange measures announced in February 1985, which included 
alterations in forward exchange arrangements, were similarly influenced 
by the desire to prevent the rand from falling further. 

Nevertheless, during much of the period of weakness in the rand the 
policy of the Reserve Bank was not one of seeking to support the rand 
at a target level. Intervention was designed to smooth out erratic 
movements, and avoid excessive short term declines in the value of the 
rand against the dollar. The Reserve Bank in effect asserted that it 
basically accepted the verdict of the foreign exchange market. 

Even so, while some commentators tended to be critical of any 
intervention by the Reserve Bank, others called on the Bank to intervene 
more heavily in order to defend the rand. This option, however, was 
precluded on numerous occasions by limited foreign exchange reserves. 
Under these circumstances greater intervention by the Bank would have 
necessitated supporting the rand in the spot market via intervention in 
the forward market by selling dollars on a spot basis, and then following 
this up by buying dollars spot and selling dollars forward under a swap 
transaction, or by outright forward sales of dollars. This was undertaken 
at times, but such tactics were strewn with pitfalls, since the forward 
commitments of the Reserve Bank to sell dollars increased. 

Intervention did not alter the fundamental trends in the rand-dollar 
exchange rate. The authorities were largely helpless given the forces at 
work in the mid 1980s, and the meagre foreign exchange reserves held 
by the Bank. Astute operations by the Reserve Bank, however, could 
have noteworthy effects on the rand in the ultra short term. If the Bank 
waited until the market appeared to be exceedingly long in dollars, and 
the dollar itself was overbought against other major currencies, sudden 
aggressive sales of dollars by the Bank could shake the market and 
precipitate some recovery in the rand. 

Intervention could also be useful on occasions when the market was 
unstable. At times the volatility of the rand-dollar rate was so great that 
the bulk of the foreign exchange dealers in effect pulled out of the 
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market. The result then was that the market became dominated by a few 
dealers, and the volatility in rates could intensify, because the remaining 
banks could be loath to hold positions. In such circumstances inter
vention by the Reserve Bank could help to stabilize the market to some 
extent, and encourage other banks to re-enter the market. 

Reserve Bank Moves to Stabilize the Market 

Various explanations were put forward to explain the greater volatility 
in rates under the floating rate system in the mid. 1980s. Some stressed 
the importance of anticipations and therefore the role of leads and lags. 
This influence, however, may well have been curbed to some extent 
under the floating rate conditions, compared with what would have 
occurred if the previous variable pegging exchange rate arrangements 
had remained in fo.rce. This conclusion stems from the added element 
of uncertainty which was injected into the market concerning movements 
in the rand. The added volatility instead should be ascribed to the effects 
of on-going heavy net capital outflows, the absence of any pegged rates 
which were defended by the Reserve Bank, together with structural in
fluences at work in the rand-dollar market. 

In an effort to reduce some of the volatility the Reserve Bank tightened 
certain exchange control regulations pertaining to the working of the 
foreign exchange market. In particular, forward exchange arrangements 
were modified along with the participation of foreign banks in the 
market. 

Forward Exchange Arrangements. In the mid 1980s the way in which 
forward exchange arrangements in South Africa allegedly promoted 
leads and lags influences and exchange rate volatility attracted interest. 
The alleged instability stemmed from the flexibility which was provided 
to importers and exporters in respect of establishing forward exchange 
contracts. At that stage forward exchange contracts could be cancelled 
and re-established in the case of importers and exporters without re
strictions, depending on traders' expectations of future movements in the 
exchange rate. 

Under this dispensation any anticipated rise in the spot value of the rand 
against the dollar could induce exporters to rush into the forward market 
to cover their future commitments. This increased the supply of dollars 
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in the spot market, and could push the dollar lower. Importers, under 
these circumstances, could decide to cancel contracts in the hope of 
being able to re-establish their positions at a higher and a more attractive 
rate. The cancellation of a forward contract by an importer, which is an 
undertaking to buy dollars at a fixed rand price at some date in the 
future, involved selling dollars forward, and this had the net effect of 
increasing the supply of spot dollars. This put additional downward 
pressure on the dollar. Alternatively, if the rand was expected to fall 
against the dollar exporters could decide to stay out of the forward 
market, and the reduced supply of dollars in spot market stemming from 
such action could push the rand lower, and this in turn could encourage 
more covering by importers in the forward market, which would further 
weaken the rand. What is more, exporters could cancel forward con
tracts which would involve buying dollars forward and in turn weaken 
the spot rand rate under the spot/swap system of forward exchange. 

Circumstances such as these therefore induced the authorities in 
December 1985 to impose restrictions on forward sales by exporters 
who were no longer allowed to cancel contracts and then re-establish 
them. In addition, all exporters who sold on credit were obliged to sell 
their foreign exchange receipts in the forward rand-dollar market within 
fourteen days of shipment of the goods. 

These new restrictions impaired the flexibility of exporters, were dis
criminatory in nature since importers did not face similar restrictions, 
and reduced the liquidity of the foreign exchange market. These 
measures, however, did at least eliminate one source of speculation 
against the rand. 

Role of Foreign Banks. Foreign banks became more important 
participants in the rand-dollar market following the floating of the 
currency, a move which was prompted by the more frequent movements 
in rates, and the associated opportunities for position taking in the 
market. In this way they improved the liquidity of the market. However, 
when the rand came under severe downward pressures these same banks 
became the subject of criticism for allegedly 'selling the rand short'. 

Local banks were not allowed to lend rand to a non-resident, including 
foreign banks, on an outright basis. Domestic banks, however, were 
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allowed to lend rands to their foreign counterparts on an overnight basis 
via the use of the forward swap market, and it is this avenue which 
foreign banks used to speculate in the rand-dollar market. 

Under this arrangement a foreign bank would sell rands which it did not 
possess for spot dollars with a local bank, with the intention of selling 
the dollars for rand in the spot market the next day at a profit which 
could be reaped if the dollar appreciated sufficiently. At the same time 
that it sold the rands to the local bank for spot dollars, the foreign bank 
would enter into a swap with the local institution under which it would 
sell rands forward for delivery the next day against dollars to be 
received at a specific swap rate. If the forward premiums on the dollar 
were sufficiently small, even a marginal decline in the value of the rand 
against the dollar in the spot market could yield handsome profits for 
foreign banks. 

Such small premiums existed at times during the rand float after 1983, 
and encouraged speculation against the rand by foreign banks. Let us 
suppose that the one day forward rate against the dollar differed by only 
two points from the spot rate. In other words, given say a spot rate of 
70 American cents to the rand, the one day forward rate would be 69,98 
cents to the rand, assuming the dollar was trading at a premium to the 
rand in the forward market. Under these circumstances a fall in the spot 
value of the rand of as little as three points to 69,97 cents to the rand 
would yield a profit for a foreign bank. 

The extent to which foreign banks took advantage of these one day swap 
facilities to speculate against the rand could never be quantified. They 
were, nevertheless, a bone of contention as far as local banks were con
cerned. This is because foreign banks could in effect take out unlimited 
short term positions by borrowing rands overnight and selling for 
dollars, and even rolling over their short rand positions. In contrast, 
local banks were severely constrained by Reserve Bank rulings which 
limited the open foreign currency positions of such banks to a maximum 
of 10% of their share capital. 

Eventually in December 1985 the authorities eliminated this facility open 
to foreign banks. The latter could consequently no longer speculate 
against the rand by borrowing rands on an overnight swap basis. This 
ban did impair to some extent the liquidity of the foreign exchange 
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market. It did, however, mean that greater control was exercised over 
the market by the monetary authorities. 

This move, however, did not solve the basic problem associated with the 
presence of overnight swap facilities for foreigners which related to the 
absence of a proper functioning forward exchange market in South 
Africa. All forward rand-dollar rates were and still are controlled by the 
Reserve Bank. Although these rates basically reflected interest rate dif
ferentials between South Africa and the United States, they were not 
particularly sensitive to short tenn market forces. In a developed 
forward market the one day swap rates would have reflected these forces 
strongly. When large scale speculation against the rand on the part of 
foreign banks emerged, the forward premiums on the dollar against the 
rand for short dates would have widened, thereby discouraging such 
activity. 

Under the controlled forward market arrangements which prevailed the 
opposite could even occur, since the Reserve Bank might occasionally 
lower the premiums it quoted on forward rand-dollar transactions in an 
effort to encourage short tenn capital inflows, and in particular foreign 
trade credits. This would strengthen the capital account of the balance 
of payments other things remaining equal. At the same time, however, 
it cheapened the cost of speculation in the case of foreign banks, and 
therefore encouraged the establishment of short rand positions at times 
when the rand was looking vulnerable. 

Efficiency of Floating Rand System 

The performance of the South African economy during the 1980s was 
uninspiring mainly due to adverse exogenous factors. Pedestrian rates of 
economic growth, high inflation, rising taxation and recurrent problems 
on the balance of payments characterized the scene. The trade weighted 
value of the rand experienced a dramatic decline. From the fourth 
quarter of 1983 until the end of the second quarter of 1987 the rand fell 
by 46,2 % against the dollar, and by 47 % on a trade weighted basis. 
Even when allowance is made for the higher rate of inflation prevailing 
in South Africa compared with the rates in major trading partner 
countries, the real exchange rate experienced a marked fall. From 
around the beginning of 1984 to the end of 1986 the rand was 
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consistently undervalued against the dollar on purchasing power parity 
grounds as measured by consumer prices. This undervaluation at times 
exceeded 33 %, although it had virtually disappeared by early in 1987. 

During this period the rate of inflation accelerated. Measured in terms 
of consumer prices the inflation rate rose steadily from 12,3 per cent in 
1983 to 18,6 per cent in 1986. The fall in the rand was a contributory 
cause in this respect since the rise in the price index of imported goods 
accelerated from 10 per cent in 1983 to 22,6 per cent in 1986. This state 
of affairs may be presented as an indictment of flexible exchange rate 
arrangements in South Africa at that time. The relatively open South 
African economy could have benefited from some stability in the ex
change rate since this could have induced smaller domestic price 
changes, facilitated domestic stabilization policies, and thereby mini
mized the danger of a 'vicious circle' developing in which exchange rate 
movements constituted an independent source of inflation. 

Such a conclusion, however, disregards two important features. Apart 
from the large differential in rates of inflation between South Africa and 
its major trading partners, it ignores the somewhat undiversified nature 
of South African exports. A well diversified economy has some in-built 
insulation against external shocks, but this was not the case in South 
Africa. The adverse conditions in the economy during the 1980s in 
general could not be attributed to the fall in the rand. On the contrary 
the latter fulfilled the essential function of furnishing some cushion for 
the economy which enabled it to adjust to important exogenous shocks 
such as falling commodity prices, weak conditions in the major indus
trial economies, droughts, as well as trade and capital sanctions.2 

The adverse pressures on the capital account alone were substantial at 
times. Identified capital outflows from South Africa totalled roughly 
R15,5 billion in 1985 and 1986 alone, despite the presence of stringent 
exchange controls. This absorbed roughly 17 per cent of South Africa's 
total export earnings during tbis period. The economy had to adjust to 
these developments, and the adopted policy was a depreciation of the 
rand. 

Another indictment levelled against both exchange rate and interest rate 
policies at that time was their alleged failure to stabilize the balance of 
payments position, which on current account had moved from large 
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deficits to surpluses.3 Such policies, however, could not be expected to 
achieve this. Given the dependence of the economy on volatile export 
items, and its semi-besieged condition in the wake of sanctions and other 
pressures, it was not realistic to argue that the balance of payments 
could be stabilized. Instead the authorities believed that the exchange 
rate mechanism helped to correct unsustainable external imbalances. A 
key issue was the kind of exchange rate system which was most suitable 
for this purpose. 

The floating rand system accommodated large sudden shifts in the over
all balance of payments position. Given the onset of factors such as the 
weakness in commodity prices, the amount of real absorption that could 
be permitted from any given level of output in the economy had to be 
reduced. Resources had to be allocated on a larger scale to the balance 
of payments sector, and the fall in the rand provided an incentive for 
such a shift. After rising by only 9,0 per cent and 6,5 per cent in 1981 
and 1982 respectively, the price index for merchandise exports advanced 
by 12,0 per cent, 14,7 per cent, 28,8 per cent and 14,4 per cent in 
1983, 1984, 1985 and 1986 respectively. 

It has been argued that such a strategy was uninviting partly because any 
depreciation of a currency results in a deterioration of the terms of trade 
of the country. 4 This feature, however, was not important in South 

Africa since virtually all foreign trade was denominated in terms of 
foreign currencies. The so-called J-curve effect should not have been a 

salient feature. 

It has also been argued that by applying an appropriate mix of fiscal and 
monetary policies, reinforced by appropriate control over government 
administered wage and price increases, aggregate domestic monetary 
demand could have been controlled so as to improve the balance of pay
ments position.s This argument, however, ignored the practical problems 
associated with such policies in the South African context, which 
seriously diluted their effectiveness. Fiscal policy was an insufficiently 
flexible policy instrument in South Africa. Social and defence spending, 
together with the influence of various pressure groups, created major 
difficulties in curbing government spending. Even medium term. targets 
for the share of such expenditure in the overall economy could be 
elusive. Fiscal policy is also inflexible because large tax changes are 
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difficult to implement, as witnessed by the responses to the Margo 
Report on Taxation in South Africa. In any case policies which place 
greater emphasis upon the mix of monetary and fiscal policies have 
lagged effects. They could not possibly cope with the sudden emergency 
which arose in respect of the balance of payments in the middle of 1985 
as huge repayments of foreign debts transpired, at least not without 
major deflationary consequences. 

If attempts had been made by the Reserve Bank in the years since 1983 
to keep the exchange rate relatively stable, severe deflationary measures 
would have been necessary with their potential adverse political, 
economic and social consequences. Economic growth averaged only 1 
per cent during the years from 1981 to 1986. Yet in the absence of a 
floating rand and attempts to stabilize the unit, adjustment to the balance 
of payments difficulties would have fallen almost exclusively on reduced 
output and higher unemployment. This policy was tried in 1931132, in 
the wake of the decision of Britain to abandon the gold standard, and it 
ended in failure in October 1932 when the South African currency was 
effectively devalued as the country similarly discarded its adherence to 
a gold standard system.6 Under the policy pursued in the mid 1980s the 
price paid for eschewing outright deflationary policies was a higher rate 
of inflation, but the weak rand served the function of allowing the 
balance of payments to adjust. 

Any attempts at keeping the rand higher in value would in any case have 
been rendered exceedingly difficult by the impact of adverse leads and 
lags movements. Against the background of the unstable political and 
economic conditions prevailing in the country, especially from 1985 
onwards, efforts to 'shore up' the currency would have furnished 
incentives for greater currency speculation against the rand as well as 
greater outflows of flight capital. 

From an internal perspective the conduct of economic policy placed an 
emphasis upon domestic growth and general economic stability. Such 
priorities were incompatible with a pegged exchange rate system. If the 
exchange rate was in some way fixed, large fluctuations in the balance 
of payments position would have been reflected in substantial shifts in 
domestic monetary conditions. This would have conflicted with the basic 
aim of achieving reasonably stable rates of growth in the money supply 
and total domestic expenditures. 7 
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Source of DisequUibrium. The desirability of balance of payments 
adjustment, rather than financing deficits, depends to some extent upon 
the nature of the deficits. If the deficits are expected to be temporary 
and self reversing in a reasonable period of time, financing is a suitable 
strategy provided it is available. If the imbalances are not transient in 
the sense that fundamental adverse forces are impinging upon the 
balance of payments, it is undesirable to try and finance the deficits by 
running down the foreign reserves and/or borrowing new foreign funds. 
It is similarly imprudent under these circumstances to attempt to sup
press the difficulties by resort to import restrictions. Unless the adjust
ment is allowed to proceed the difficulties will reappear, possibly in a 
more severe form, and necessitating even more stringent adjustment 
measures at a later date. 

Such circumstances faced South Africa in the second half of the 1980s. 
The exogenous adverse foreign influences in general were not transitory 
in nature. Although there was an improvement in the terms of trade 
between 1983 and 1985, this was small compared to the decline in the 
terms of trade in 1981 and 1982. What is more, economic growth in the 
western countries had been pedestrian since the end of the 1970s. In any 
case, the option of financing balance of payments deficits by means of 
foreign private or official borrowings had been precluded since roughly 
the middle of 1985 in the wake of the foreign debt standstill, which was 
precipitated by unprecedented events as foreign banks withdrew credit 
lines with their counterparts in South Africa. Relatively low foreign 
reserves only compounded the problems in this respect. Virtually 
throughout the period from the beginning of 1984 to the end of 1986 the 
net foreign reserves of the monetary banking sector were negative. At 
times during 1985 and 1986 the gross foreign reserves of the Reserve 
Bank were barely ~cient to pay for two months of merchandise 
imports. Such circumstances in turn would have meant that the 
manoeuvrability of the central bank in conducting orderly sales of gold 
would have been impaired even further if greater financing of the 
deficits had been attempted. 

Sectoral Impact. Another criticism which was again directed against the 
Reserve Bank and substantial depreciation of the rand concerned the 
negative effect of the weak rand on parts of domestic manufacturing 
industry in a situation where importers had borrowed extensively 
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overseas to take advantage of the large positive differential between 
domestic and overseas interest rates.8 Such sectors were squeezed, and 
it was argued that this retarded economic growth. Such an outcome, 
however, cannot be attributed to the exchange rate system. Such losses 
would have been avoided if foreign participants had taken out forward 
cover. 

Painful consequences for some sectors of the economy are the inevitable 

outcome of any depreciation in the exchange rate. Any large de

preciation has a redistributive effect on incomes. The fall in the currency 

was bound to squeeze specific sectors of the economy which were 

'import concentrated'. This was part of the adjustment process. These 

'lagging' sectors were counterbalanced by other sectors which gained 

such as mining. The Reserve Bank was aware that any large depre
ciation such as that of the rand created a conflict between the efficient 
allocation of resources, and trying to maintain the incomes of specific 
sectors of the economy which were adversely affected. 

Scale of Adjustment of Balance of Payments 

The swings in the balance of payments position under the floating rate 
system are shown in the accompanying table. 

The adoption of a managed floating rate mechanism was not accompanied 
by material changes in the size of deficits and surpluses on the current 
account when measured in relation to the size of the gross domestic product. 
Nevertheless, the swings in the current account position would have been 
greater since the early 1980s if less flexible exchange rate ammgements had 
been operated by the Reserve Bank, given the swings in the gold price and 
the huge outflows of capital. What is more, a dramatic improvement in the 
current account position materialised after 1981 despite the absence of any 
material external windfalls such as markedly higher gold prices. To some 
extent the current account was aided by relatively weak internal economic 
conditions. The mini boom in the economy from early in 1983 to the middle 
of 1984 led to a rise in the volume of imports of 21,7 per cent in 1984. 
Thereafter, they fell by 15,6 per cent and 5,1 per cent in 1985 and 1986 re
spectively. Nevertheless, the current account surpluses which were recorded 
in 1985 and 1986 were on a par with those which accrued during the boom 
of precious metals in 1979 and 1980 when measured in relation to the size 
of the gross domestic product. 
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Balance of payments trends 1979-86 

R millions 

Balance on Percentage of 

Year current gross 

account domestic 

product 

1979 +2880 6,2 

1980 +2818 4,5 

1981 -4089 5,8 

1982 -3 345 4,2 

1983 -78 ,0 

1984 -2220 2,1 

1985 +5925 5,0 

1986 +7241 5,1 

Identified 

capital 

account flows 

-2864 

-2284 

+3084 

+3256 

+1159 

+1 333 

-7 160 

-8421 

Source: South African Reserve Bank, Quarterly Bulletin, March 1987 

In reality the surpluses were higher due to the element of capital flight 
from South Africa in those years. Measures of capital flight are some
what imprecise, but one common method is known as the residual 
approach. 9 This involves calculating recorded net direct investment 
inflows plus the increase in the gross external debt, and subtracting 
recorded outflows through any current account deficits as well as any 
build up in foreign assets held by the banks and the central bank. On 
this basis calculations suggest that the flight of capital from South Africa 
was significant during the 1980s. Such calculations, moreover, take no 
account of the flight of capital which arose through transactions on a 
current account basis such as the over-invoicing fOT imports and under
invoicing for exports. This feature, taken in conjunction with the 
deterioration in the economic and political situation since 1984, pointed 
to potentially meaningful capital outflows in the guise of current account 
transactions. Such transactions depressed the recorded surpluses on 
current account since 1985 which nevertheless remained large. 

The flight of capital could conceivably have been tackled by less 
emphasis upon adjustment of the exchange rate, and more attention to 
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policies which encouraged residents and non-residents to hold rands. 
This would have entailed higher interest rates. Yet in view of the 
political motives behind much of the outflow of capital such policies 
could hardly have been successful in an environment which was in any 
case characterized by sluggish economic growth. 

Evidence of Shift in Resources. The overall decline in real fixed 
investment spending of 30 per cent from the end of 1981 to the end of 
1986 compressed merchandise imports. The sluggish state of the 
domestic economy on balance during this period could have intensified 
the efforts of businesses to find export markets. Nevertheless, several 
phenomena denote the influence of the flexible exchange rate of the rand 
in shifting resources into traded goods sectors. After being relatively 
stable for a number of years the value of manufactured exports rose by 
63 per cent and 21 per cent in 1985 and 1986 respectively. The 
buoyancy in company profits in 1986 and 1987 partly reflected advances 
in sales recorded by companies in traded goods sectors. Other evidence 
of a shift of resources into traded goods sectors was the expansion in 
fixed investment in the export orientated mining sectors since 1982, de
spite the general weakness of commodity prices, in contrast to the 
progressive fall in gross fixed investment spending. The real fixed 
capital stock of mining and quarrying rose from R12 649 million in 
1981 to R15 778 million in 1986, a rise of 24,7 per cent. 

After a progressive decline from 1980 through to 1983 the volume of 
merchandise exports rose by 10,2 per cent in 1984, 23,1 per cent in 
1985 and 6,0 per cent in 1986. These rises comfortably exceeded the 
average growth of industrial economies during this period of roughly 2,5 
per cent, and would appear to have been partly the product of price 
incentives furnished by the relatively low· value of the rand. The 
subsequent decline in real exports in 1987 should be viewed in the 
context of escalating trade sanctions, and a marked appreciation in the 
effective value of the rand during the second half of 1986. From the end 
of July to the end of December 1986 the effective value rose by 
approximately 16 per cent. 

A much more dismal performance of exports is recorded if one takes the 
entire period from the beginning of 1979 when more flexible exchange 
rate arrangements started to be adopted. Exports of goods and non-factor 
services in real terms were barely higher in 1986 compared with 1979. 
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Meanwhile, in the six year period to the end of 1986, the trade weighted 
value of the rand declined by 55,5 per cent. 

Such a demarcation of the data, however, is unsatisfactory. The intro
duction of the floating rand system only occurred in September 1983, 
and the rand had previously appreciated in 1979 and 1980 in the face of 
a higher gold price. A material fall in the external value of the rand only 
transpired after 1983. 

Factors Inhibiting Adjustment 

The improvement in the position on the current account under the 
floating rand system operated by the Reserve Bank was rendered more 
credit-worthy when allowances are made for certain negative forces at 
work. Trade and capital sanctions together with foreign disinvestment 
pressures intensified after 1983. Although these forces may well have 
prompted some import substitution because of fears concerning the 
reliability of supplies, certain export markets were closed. What is 
more, disinvestment pressures could well have discouraged foreign firms 

from shifting production facilities to South Africa to exploit the fall in 
the real exchange rate. The authorities similarly believed that adjustment 
was complicated by the lagged response of many exports in view of the 
importance of export supply elasticities. 

Elasticities of Supply of Exports. The great bulk of South African 
exports are mineral products, the prices of which are quoted in terms of 
foreign currencies, especially dollars. South African exporters in general 
have little or no influence over these prices. Depreciation of the rand 
fails to reduce these prices, and the export price elasticity of demand is 
therefore unimportant. Instead, depreciation of the rand raises the 
domestic currency price and the profitability of exporting~ In sum, the 
impact of depreciation on ~e supply of foreign exchange depends mainly 
on the elasticity of supply with respect to any increased profits in the 
mining export sector. 

There are grounds for arguing that such supply elasticity is likely to be 
much lower in the short run than in the long run. The consumption of 
mining products in the local economy relative to total mining production 
is small, unutilized capacity in mining in general is not large, and the 
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availability of investment funds for small mining operations is limited. 
In addition, in the case of gold mining the higher rand price encourages 
the mining of lower grade ores, a factor which partly explains the fall 
in production from 673 tons in 1984 to 605 tons in 1987. 

These considerations point to the considerable downward pressures on 
the rand which can develop if rapid payments adjustment is required as 
occurred in the 1980s, and also suggest that the benefits of currency 
depreciation on exports will be muted if any fall in the rand is quicldy 
reversed. The lengthy period during which the rand was under pressure 
from roughly the end of 1983 to the middle of 1986 can therefore partly 
explain why the current account remained in surplus for roughly three 
years since the end of 1984. 

Even so it was important to avoid steps which reduced the elasticity of 
supply of exports. In particular, it was desirable that the mining sector 
be allowed to reap higher profits stemming from currency depreciation. 
This was even more important when it is borne in mind that trade 
sanctions could have rendered the country more dependent upon mining 
exports which are in general fungible items. During the course of the 
1980s, however, fiscal trends did not complement and support exchange 
rate policy in this respect. 

The size of fiscal deficits does exert an impact on the current account 
position. The way in which the two are related can be explained in terms 
of the framework of the national income identity that links the current 
account of the balance of payments to the difference between total 
savings and investment. Other things remaining equal an increase in the 
fiscal deficit tends to raise domestic absorption, and thereby worsen the 
position on current account.10 From the start of the 1980s fiscal deficits 
in South Africa escalated both in absolute terms and as a percentage of 
the gross domestic product. In 1980 the deficit of Rl 235 million was 
equivalent to 2 per cent of the gross domestic product, while the com
parable figures for 1986 were R6 456 million and 4,6 per cent. 

A shift of resources into exporting was similarly not helped by the rise in 
income tax surcharges on gold mining companies in the budgets of 1984 and 
1985 as well as the introduction of a 15 per cent surcharge on the profits of 
non-gold mining companies in 1985. These moves, moreover, could have 
generated fears that further such imposts could be forthcoming. 
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It should also be borne in mind that producers ideally should expect any 
fall in the real exchange rate following currency depreciation to be 
sustained, unless underlying economic circumstances warrant a change. 
The high rate of inflation in South Africa, which was perceived in some 
quarters to be a product partly of rapid increases in government 
spending, could well have induced fears that the depreciation benefits 
would be speedily eroded by inflationary pressures. Again in this respect 
fiscal trends could have reduced the price elasticity of supply of exports, 
and curtailed the benefits stemming from the fall in the rand. 

Cost Pressures. The higher profits which accrue to exporting sectors in 
the wake of any fall in the external value of the rand can be frittered 
away by rising costs. These forces could be strengthened by the 
resistance to cuts in real wages on the part of black trade unions which 
were assuming increasing importance. In view of the high rate of 
inflation which prevailed it could be argued that the depreciating 
exchange rate of the 1980s could not provide an important incentive for 
producers in traded goods sectors to raise output. 

This argument, however, overlooks two considerations. Firstly, the 
impact of changes in the exchange rate depends on the size and speed of 
such mutations. Secondly, even if the short run currency benefits are 
quickly eroded, traded goods sectors could still benefit in the long term. 
If an overseas supplier lost its export market in South Africa due to the 
initial fall in the rand, a reversion of the real exchange rate would not 
necessarily mean that the company regained its previous market. Sig
nificant overhead costs incurred in re-establishing such a market 
presence could be a deterrent. A newly established South African 
exporter may similarly not abandon his market because of the overhead 
costs he has already incurred. Resources which are shifted into traded 
goods sectors can become a long term feature, because of the advantages 
which businesses derive from foreign trade which are strictly separate 
from considerations of profitability. These advantages may not be un
important given the presence of stringent exchange controls in South 
Africa. What is more, it may take a fall in the exchange rate to highlight 
export opportunities which already existed but which were previously 
ignored. 
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Thirdly, the intervention in the foreign exchange market by the Reserve 
Bank was largely sterilized for lengthy periods while the rand was under 
pressure. This served to curb the growth in the money supply, and cost 
pressures in the economy. During the period from the middle of 1984 
to April 1986 the fall in the foreign exchange reserves of the Bank by 

itself led to a contraction in the domestic monetary base. This result was 
not subverted by accommodation of the credit requirements of the 

banking system through the discount window or other credit operations 
of the Bank. The domestic assets of the Bank in the form of discounts, 
advances and investments actually declined during this period. 

Competitive Depreciation Pressures. Structural changes in the export 
sectors following currency depreciation of the rand are not only crucially 
affected by cost trends and the price elasticity of supply. The response 
is also affected by movements in commodity prices, and the reactions of 

competitors. The price elasticity of demand for many South African 
mineral exports is in theory infinite arising out of the fact that many 

products are sold abroad under circumstances where higher sales by the 
Republic will have little or no effect on foreign currency prices. 

However, if several countries with similar exports depreciate their cur
rencies simultaneously, prices will most probably be affected adversely. 

This is exactly what happened at times during the 1980s. Many de
veloping countries, burdened with problems of foreign debt servicing, 
allowed their currencies to fall sharply, and raised commodity exports. 

Mexico is just one typical example. In the three year period to the end 
of 1986 the Mexican peso declined by roughly 542 per cent against the 
American dollar. During the same period Mexico's rate of inflation as 

measured by consumer prices amounted to 386 per cent. Such currency 

practices inevitably added to the external problems faced by South 

Africa. 

Sharp falls in the value of a currency under floating rate conditions, 
moreover, were not confined to South Africa during the past decade. The 
Australian dollar, which was allowed to float from December 1983, also 
experienced considerable downward pressures. The currency declined by 
roughly 33 per cent in terms of the American dollar from the end of 
1983 to February 1987. All primary commodity producing nations were 
suffering from relatively low commodity prices. Such circumstances in

evitably intensified the competition faced by South African exporters, 
and added to the downward pressures on the exchange rate of the rand. 
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CHAPTER 10 

IMPLICATIONS OF INVERTING THE 
QUOTATION OF THE. RAND AGAINST THE 
DOLLAR 

South Africa declared a two day holiday from currency trading on 26 
February and 29 February 1988 to enable the foreign exchange market 
to digest alterations in the manner in which the rand/dollar exchange rate 
was quoted. The inversion in the quotation of the rand/dollar rate from 
the latter date represented an important mutation in the workings of the 
local foreign exchange market. 

Rationale for New Quotation 

The long standing system of quoting the rand in terms of the dollar had 
its origins with the decision to peg the rand to the dollar, albeit on a 
flexible basis, in October 1972. Prior to that date the rand had been 
linked to the pound sterling with the latter quoted in terms of the rand. 
From October 1972 the value of the rand in terms of the dollar fluc
tuated over time, but the local currency since that date had always been 
quoted in terms of the American unit. Back in October 1972 the rand 
was worth approximately $1,40, whereas by the end of February 1988 
it was valued at around 50 American cents. 

The alternative method of quotation, which was adopted from March 1 st 
1988, involved quoting the dollar in terms of the rand. In other words, 
given an exchange rate at that time of roughly 50,5 American cents to 
the rand, the alternative method of quotation yielded a rate of roughly 
1,97 rands = 1 dollar. The change involved a simple arithmetic cal
culation with the new foreign exchange rate merely the reciprocal of the 
previous rate as shown in the accompanying table 1. 

In view of the introduction of this new method of quotation for rand! 
dollar transactions the issue arose at the time whether a similar method 
of quotation should be extended and applied to other currencies like the 
German mark and Japanese yen such that they were similarly quoted in 
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terms of the rand rather than the other way round. This would after all 
have been more consistent, and in line with international practices. It 
would, however, have entailed greater confusion and disruption in the 
foreign exchange market at the time, where in any case further compli
cations had arisen due to the necessity of inverting the rand/dollar 
quotation in respect of the financial rand market. This move did affect 
some foreign banks and other institutions in particular in view of their 
extensive participation in this market. 

Rand! dollar quotations 

Up to 2S Febmary From 1 March 1988 
1988 

Selling Buying Buying Selling 

Spot rand/dollar rate. 0,5010 0,5017 1,9932 1,9960 
Forward points premium 
3 months 0,0018 0,0015 0,0059 0,0071 
Forward rand/dollar rate 0,4992 0,5002 1,9991 2,0031 

In the case of the major international currencies such as the dollar and 
mark, it is exceedingly doubtful whether any switch in the method of 
quotation would ever be possible in view of the huge trading volumes 
which transpire in these currencies. In contrast, the volume of trading 
in the local foreign exchange market in 1988 was not as high as it would 
otherwise have been, because of trade sanctions as well as the in
accessibility of large foreign trade credits and other loans. This rendered 
it easier to accomplish a switchover in the method of quotation. 

Benefits. This new method of quoting the dollar in terms of the rand 
was favourably received by the market. It brought the South African 
foreign exchange market more into line with the normal international 
convention of quoting the dollar in terms of other currencies, the one 
major exception being sterling which continues to be quoted the other 
way round in the major international markets. 

This change was viewed as an improvement from a presentational view-
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point. The general public might better understand local movements in 
rates with the dollar quoted in terms of the rand. If the rand were to 
weaken, for instance, this would be exhibited by a larger amount of rand 
which is required to buy one dollar, . and vice versa when the rand 
strengthens against the dollar. Public concern about short term 
aberrations in the rand/dollar exchange rate could likewise be more 
muted. 

Participation of Foreign Exchange Dealers 

The full effects of the new method of quotation for the rand upon the 
workings of the foreign exchange market took time to come through, but 
one interesting issue concerned the manner, if any, in which the new 
system would affect the level of participation of foreign exchange 
dealers in the rand/dollar market. The withdrawal of some foreign 
exchange dealers from the local market had been a noticeable feature in 
the mid 1980s, and hopes were expressed that the new method of 
quotation of the rand against the dollar would encourage more active 
participation. 

Under the new system a one point movement in the rand involved a 
smaller change in the rand exposure of a bank. In other words, if the 
rate moved from say R2,08oo to R2,0801 to the dollar this would re
present a smaller change than if the rand moved from 48,00 American 
cents to 47,99 American cents. Some commentators, therefore, argued 
that the new' method of quotation in effect created an improved risk/re
ward profile for banks in the local foreign exchange market. It was 
hoped that the reduced risks would encourage the smaller banks in parti
cular to participate in the market to a greater extent, and thereby im
prove its depth and stability. 

This outcome, however, did not materialise because the profitability of 
trading in the rand/dollar market suffered under the new dispensation. 
This arose because the percentage spread between the buying and selling 
rates quoted by the banks narrowed. The sam~ percentage spread in the 
rand/dollar rates under the new system would have involved a much 
larger spread in absolute terms, and one which does not prevail in 
international markets. The previous spread of 7 to 10 points between the 
spot buying and selling rates for dollars against the rand would have 
needed to increase to 30 to 40 points to maintain the same percentage 
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spread. In reality, the spread only increased to between 10 and 20 
points, thereby impairing the profitability of foreign exchange trading. 

It would have been feasible for the Reserve Bank to quote wider spreads 
between its spot buying and selling rates than those which prevailed in 
the market. However, the Bank was not such a dominant player in the 
spot market that it could dictate spreads. Competitive forces in the 
foreign exchange market would still have worked in the direction of 
narrower spreads between the dealing banks. If the spreads of the 
Reserve Bank had been out of line with those in the market, the Bank 
could have faced pressures to come into line. 
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CHAPTER 11 

CHANGES IN FORWARD EXCHANGE 
ARRANGEMENTS 

In the early 1980s no highly developed forward exchange market existed 
in South Africa, and consequently the private market provided limited 
facilities in respect of forward exchange. For a long time the Reserve 
Bank had furnished the bulk of forward exchange facilities on an ad
ministered basis. This system proved to be inefficient, and the Reserve 
Bank accordingly introduced alternative arrangements. In this chapter a 
brief review of forward exchange policy in South Africa is presented, 
and thereafter the changes in such policy are examined which took place 
during the 1980s. 

ffistory of Forward Exchange in South Africa 

Over an extended period of time the provision of forward exchange fa
cilities in South Africa was an unimportant issue. During the entire 
period from the end of the Second World War up until the early 1970s,
the system of fixed but adjustable exchange rates prevailed in respect of 
the major currencies, while the main export item, gold, was sold 
through the Reserve Bank at a fixed guaranteed price of $35 per fine 

ounce for most of this period. The concentration of foreign trade with 
Britain, and the even larger denomination of sterling in foreign trade in 
aggregate, meant that the need for forward exchange facilities in 
currencies other than sterling was limited. 

Under these circumstances the Reserve Bank quoted forward rand/ 
sterling rates on an administered basis. In other words, clients of banks 
would, through the auspices of these institutions, enter into forward 
exchange contracts with the Reserve Bank in respect of rand/sterling 
requirements. In the absence of extensive forward cover facilities on a 
private basis in the forward exchange market, there were good reasons 
for the authorities to furnish forward cover facilities. 
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This environment changed progressively during the 1970s. The system 
of fixed but adjustable exchange rates broke down, and by February 
1973 floating exchange rates had become the norm for the major 
currencies. In line with these developments South Africa began to 
modify its policies, and in October 1972 the authorities unlinked the 
rand from sterling, and instead forged a link with the dollar. Local 
exchange rate policy became more flexible, and in subsequent years 
frequent changes were made in the rand/dollar spot exchange rate. In 
addition, from March 1968 onwards, substantial fluctuations in the free 
market gold price materialised in the wake of the introduction of a 
two-tier gold pricing system. 

Basic Facilities. After October 1972 the Reserve Bank provided a form 

of administered forward cover which incorporated cover in dollars 
against the rand at a fixed cost of 1 % per annum for either purchase or 
sales contracts. In the case of non-US dollar currencies forward ex
change rates for the rand were derived from the relevant forward rates 
of these currencies against the American dollar. Any forward premium 
or discount on any of these currencies was then modified by the fixed 
cost of 1 % per annum if the purchaser or seller of one of these cur
rencies wished to extend the forward exchange cover down to the rand. 

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 authorized dealers in foreign 
exchange. As regards future merchandise export receipts, forward cover for 
a maximum period of six months was granted, although exporters could also 
apply for permission to extend contracts. Cover was also available to public 
corporations for future repayments of foreign capital and interest on foreign 
borrowings, and authorized 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. 

Impact of System on Reserve Bank. Under this system the major export 
item, gold, was sold by the Reserve Bank on a spot basis, and the latter 
was consistently a net seller of foreign exchange to the banks. This 
meant that the transactions undertaken by the Bank on a forward ex
change basis, where rand/dollar dealings were concerned, were most 
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unlikely to be in balance. This feature was rendered even more promi
nent by the large amount of non-gold mineral exports which were sold 
abroad on a spot basis, and which discouraged exporters of these items 
from using the forward market. In other words, the Reserve Bank was 
almost perennially selling more dollars forward to banks than it was 
buying dollars forward. In short, the Bank was nearly always faced with 
a short dollar position on forward exchange account. 

The cheapness and stability of the official charge of 1 % per annum 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 net forward commitments of the latter to 
sell dollars, meant that substantial losses were incurred in the wake of 
any large devaluation such as occurred in September 1975. 

The losses could have been reduced if the Bank had quoted forward 
rates for the dollar on a more flexible basis (at least for imports). The 
charge could have been adjusted, for instance, at times of greater 
exchange rate risk associated with greater demand to cover forward 
where importers were concerned. 

Such a policy, however, could have been disadvantageous in other 
respects. Raising the cost of forward cover could have deterred traders 
from using such facilities, with adverse repercussions on the future 
ability of the Bank to comfortably meet its foreign exchange commit
ments. This could have conflicted with the desire to retain flexibility in 
conducting orderly gold sales on the free market. If the use of forward 
facilities on a regular basis was to be encouraged it was desirable to 
make the cover charge as low as possible for both importers and 
exporters. 

Another constraint on raising the forward cover charge on imports was 
the danger that it could encourage traders to switch from foreign sources 
of short term finance to domestic 'sources. Such a development harms 
the balance of payments. Any step which encourages resort to forward 
cover tends to boost the use of foreign finance, and vice versa, other 
things remaining equal. Making such an upward adjustment could also 

have been interpreted as a sign of reluctance on the part of the Reserve 
Bank to continue selling large amounts of forward dollars. It might have 
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invited suspicions about a possible devaluation, and stimulated adverse 
leads and lags. 

A/tennath of the De Kock Commission Report. The large losses 
accumulated on forward exchange account from the mid 1970s onwards, 
together with the breakdown of the Bretton Woods system of fixed but 
adjustable exchange rates, compelled the authorities to start modifying 
forward exchange arrangements. In the wake of the Interim Report of 
the De Kock Commission which was released at the end of January 1979 
the Reserve Bank initiated a number of changes. The forward randJ 
dollar rates which it quoted became more flexible in the sense that 
forward contracts were made available on the basis of the Reserve 
Bank's own spot rates, but adjusted by a premium or a discount known 
as the swap rate which was determined by the Bank itself. This premium 
or discount was usually equal to the difference between dollar and rand 
interest rates. In addition, the quotations for forward randJdollar trans
actions became more comprehensive so that the forward exchange rate 
structure in South Africa conformed more closely with those in the main 
overseas markets. From November 1980 the Reserve Bank quoted a 
single three months rate and nine monthly rates up to one year. This was 
in contrast to the previous policy of quoting three forward randJdollar 
rates which covered periods up to 121 days, 122 to 243 days, and 244 
to 365 days. 

Drawbacks With Modified Forward Exchange Policies 

Despite these modifications forward exchange policies continued to 
suffer from various drawbacks in the early 1980s. The Reserve Bank 
continued to suffer losses on forward exchange account from time to 
time. In addition, an artificial separation persisted between the spot and 
forward markets. The unsatisfactory situation existed in which all 
purchases and sales of foreign exchange in terms of forward contracts 
had no direct influence on the determination of the spot randJdollar rate. 
This was the case even though such transactions influenced the foreign 
reserves of the country. This stemmed from the administered system of 
forward exchange under which banks had a facility with the Reserve 
Bank which enabled forward cover for rand/dollar transactions to be 
provided by the latter for overbought and oversold positions held by 
banks. The absence of any direct influence of forward deals on the spot 
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rand/dollar rate was particularly unfortunate since a large part of the 
foreign exchange transactions between the Reserve Bank and the market 
were cycled through the forward exchange market, and only a limited 
part through the spot exchange market. Out of total foreign exchange 
transactions amounting to R6,8 billion conducted between the Reserve 
Bank and other banking institutions during the first quarter of 1981, R4 
billion or 59 % represented the conclusion of forward contracts.1 The 
Reserve Bank did consider the impact of forward exchange deals when 
it displayed its rates for spot rand/dollar transactions, but even so trends 
in the spot market were not particularly sensitive to changes in 
conditions on forward exchange account. 

Outright Transactions and Floating Rand. Another difficulty in 
operating forward exchange policies at that time was the institutional 
problem of reconciling such policies with the introduction of a floating 
exchange rate system for the rand. There was no active interbank market 
in forward ~and/dollar transactions unlike for spot transactions. Instead, 
as already mentioned, rand/dollar requirements on a forward basis were 
largely catered for by means of an administered system operated by the 
Reserve Bank. 

It was pointed out in Chapter 8 that under this system of outright trans
actions forward rand/dollar rates quoted by the Reserve Bank were 
based on swap rates which were applied to the spot rand/dollar rate 
quoted by the Bank at the same time. For instance, if the spot rate 
quoted by the Reserve Bank for buying spot dollars was 90 American 
cents to the rand, and the three months swap rate amounted to 2 Ameri
can cents (Le. 200 points) then the three months buying rate of the Bank 
would be 88 cents to the rand. Similarly, if the ~;pot selling rate of the 
Reserve Bank at the same time was 89,8 American cents to the rand, 
then the three months selling rate would be 87,8 cents to the rand. 

If a foreign exchange dealer did not enter into an outright transaction 
with the Reserve Bank to cover the forward rand/dollar requirements of 
a client, and did not marry the transaction in the interbank market, the 
dealer had an exposed position. Such a dealing bank faced the risk that 
the spot rand/dollar rate would change, as well as the swap rate. To 
avoid this situation banks would enter into many outright forward 
rand/dollar transactions with the Reserve Bank to provide for the 
requirements of customers. 
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In theory these outright transactions could be avoided by banks covering 
exposed positions on forward rand/ dollar account by conducting a 
separate transaction in the spot market to cover the risk of the spot rate 
changing, and then covering the risk of a movement in the swap rate by 
undertaking a separate swap transaction, preferably in the interbank 
market, or with the Reserve Bank. In practice this latter avenue was 
basically precluded, because separate swap transactions with the Reserve 
Bank were rendered too costly for banks to undertake, because such 
transactions were based on different buying and selling rates for spot 
dollars, i.e. they incorporated a 20 point spread.2 The alternative avenue 
of undertaking the swap transactions in the interbank market was made 
difficult by the tendency for banks normally to prefer to conduct swaps 
in one direction only. 

Under any floating exchange rate system dealers would be even more 
exposed to fluctuations in the spot rand rate, and they would be even 
less inclined to keep open positions in respect of rand/dollar forward 
exchange business. The upshot would be that outright transactions with 
the Reserve Bank would be even more prolific. Under these circum
stances it would have been very· doubtful whether the Reserve Bank 
could have coped with the burden of administration associated with for
ward rand/dollar transactions under a floating rand system. The intro
duction of such a system early in September 1983 therefore was accom
panied by different arrangements in respect of forward exchange. 

Implications of Spot/Swap System 

Faced with these problems the authorities announced that in line with the 
introduction of a floating rand they would no longer deal in outright 
forwards for rand/dollar transactions. Instead they would operate a spot/ 
swap system under which they would undertake simultaneous spot sales/ 
forward purchases, and spot purchases/forward sales. This meant that 
instead of banks taking out straight forward cover with the Reserve 
Bank, they covered oversold forward positions by buying in the spot 
market, and then covered their positions through a swap arrangement in 
the market or with the Reserve Bank. 

In other words, if a bank sold dollars forward to clients it could buy 
spot dollars, and then undertake a swap in the market by selling spot 
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dollars and buying dollars forward to match the forward deals the bank 
had concluded with clients. Alternatively, the swap could be undertaken 
by selling the spot dollars to the Reserve Bank, and buying dollars for
ward from the Bank. Conversely, if a bank bought dollars forward on 
a net basis from clients it could sell spot dollars, and then buy spot 
dollars in the market and sell forward. Alternatively, the swap could be 
carried out by buying spot dollars from the Reserve Bank, and selling 
forward to the Bank. The rates at which the Reserve Bank concluded 
such swaps was determined in a similar manner to that previously in 
operation for randldollar transactions. 3 

Under this new system the value of the rand was determined to a greater 
extent by market forces. Forward randldollar transactions started to have 
an impact on the spot rate. Local foreign exchange arrangements were 
brought into greater conformity with international practice. The major 
difference was that the swap facilities offered by the Reserve Bank were 
a substitute for swap transactions which would be carried out in a proper 
forward exchange market. 

Swap Transactions With Floating Rand. The administrative burden 
incurred by the Reserve Bank in running its forward exchange book was 
potentially set to be reduced given that the rand was floating alongside 
this spot/swap system of forward exchange. Banks still faced two risks 
in conducting forward exchange business for clients, namely a spot ex
change rate risk and a swap rate risk. They were, however, better able 
to undertake separate transactions relating to the spot and swap markets. 
The scope of banks to conduct swaps in the interbank market improved 
somewhat because a floating rand created greater uncertainty about short 
term prospects for the currency. A more two-way market in forward 
exchange, therefore, developed. Some banks might cover the spot rate 
risk, while leaving uncovered their swap positions. Other banks might 
do the opposite. Banks enjoyed greater flexibility, and the different swap 
positions led to a more active interbank market in swaps. 

This was welcomed by the Reserve Bank which was keen to reduce its 
role in forward exchange, and its exposure to losses. The Bank was 
desirous that foreign exchange dealers try, as far as possible, to 
undertake swaps in the market. It also reserved the right to place a limit 
at any time on the amount of any single forward exchange transaction 
which it would be prepared to enter into at a given exchange rate, 
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although the Bank could enter into as many subsequent transactions as 
it deemed desirable. The Bank would also not enter into any transaction 
for an amount smaller than US $1 million at a time. 

In order to further limit its exposure the Bank reached quota agreements 
with the respective foreign exchange dealers. It allocated a quota to each 
dealer for the maximum net amount each bank could buy forward from 
or sell forward to the Reserve Bank by means of swaps. These quotas, 
moreover, were to be scaled down each September in such a way that 
by September 1986 the obligation of the Reserve Bank to supply forward 
cover to authorized exchange dealers would fall away altogether. The 
Reserve Bank indicated that thereafter it could still decide to intervene 
in the forward exchange market on its own initiative, but it would be 
under no obligation to do so. 

The ultimate objective behind these changes was the establishment of a 
flourishing interbank market in forward exchange as part of a sophisti
cated local forward exchange market. This in tum required that the 
inherent shortage of forward dollars should be progressively reduced. 

Two further measures which were adopted helped in this respect while 
creating a more active interbank market. Firstly, the introduction of a 
floating rand spot rate in September 1983 was accompanied by a 
decision to allow invisible items on the balance of payments to be 
covered in the forward market. This was designed to create a more 
active interbank market in forward exchange. Secondly, the mining 
houses at that juncture started to receive the dollars from gold bullion 
sales undertaken by the Reserve Bank, and were allowed to sell these 
dollars directly into the market. At times the houses did make forward 
sales of dollars since permission to use the forward market was granted 
to the houses in respect of dollars received from gold sales. In the light 
of these two measures the ability of banks to marry forWard transactions 
and conduct swaps in the market could be expected to be enhanced. 

Nevertheless, it should not be concluded that the previously unbalanced 
market in forward exchange was eliminated by the introduction of the 
spot/swap system, and the other attendant changes. This was unlikely 
given the structural features of South Africa's foreign trade. A large part 
of mineral exports were sold on a spot basis which limited the demand 
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for forward exchange facilities. Swaps undertaken by banks in the 
market, moreover, were not completely free of hassles. Banks could be 
expected to impose limits on the amount of commitments they entered 
into with other banks which arose out of swap transactions. For these 
reasons banks still needed to undertake swaps with the central bank. 

Swap Facilities of Reserve Bank. Faced with this situation the Reserve 
Bank modified its swap facilities in two respects at the time of the 
introduction of the spot/swap system. Firstly, the Bank decided to stop 
conducting swap transactions with authorized dealers based on its own 
separate spot buying price and selling price for rand/dollar transactions. 
In the major overseas foreign exchange markets swaps were normally 
undertaken on the basis of a single spot price, and so banks could carry 
out swaps without necessarily incurring a penalty. This dispensation was 
introduced by the Reserve Bank in regard to swaps which it entered into 
with local banks. 

The second modification to swap arrangements involved the introduction 
of a spread on the swap rates quoted by the Reserve Bank. Under the 
old system the Reserve Bank quoted its swap rates for different periods 
without any spread. This meant that since the Bank quoted its swap rates 
on the basis of a single spot price, the forward rate for both buying and 
selling dollars from the Bank for any specified period would have been 
the same. In other words, if the premium on the dollar (ie the swap rate) 
for say three months was 60 points, and the single spot price specified 
by the Reserve Bank was 90 American cents, then the three months 
buying and selling rates of the Bank would be 89,40 cents to the rand. 
Under these circumstances, if the Bank wished to alter its quoted 
forward rates it would have to change its spot prices and/or its swap 
rates. 

In order to enhance its flexibility on forward exchange account the 
Reserve Bank therefore introduced a spread on the swap rates which it 
quoted. For example, in the case of three months dollars it could buy 
forward at 55 points below its specified spot buying rate and sell 
forward at 65 points below its spot selling rate. These swap rates, as 
well as the spread, were changed frequently throughout each trading day 
to reflect the Bank's own forward exchange book, changes in interest 
rates, or its desire to manipulate short term capital inflows and outflows. 
Under these arrangements the Reserve Bank could change its swap rates 
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and/or the spread on these rates without having to alter the spot rate 
which it specified. 

Dual Forward Exchange Facilities 

Since the rand was allowed to float alongside the spot/swap system of 
forward exchange, the local interbank market in swap transactions ex
panded' and the forward market became more sophisticated with the 
Reserve Bank intent on progressively phasing out its role in the forward 
rand/dollar market. However, during the thirteen months to the end of 
January 1985 the value of the rand declined by roughly 47% against the 
dollar in the spot market, and this fall induced the authorities to intro
duce certain changes in the structure of the forward exchange market. 

When the spot/swap system was introduced the Reserve Bank, as 
already mentioned, agreed upon an arrangement whereby all the dollars 
acquired from its sale of gold bullion would be transferred to the mining 
houses who would then sell the dollars directly in the foreign exchange 
market. This move was partly motivated by the aim of increasing the 
potential supply of dollars in the forward market, and thereby reducing 
the imbalance which characterised it. 

These arrangements were altered at the end of January 1985 when the 
Reserve Bank started to pay the gold mines in dollars for only half of 
their output and the balance in rand. This move was a retrograde step 
in the sense that it adversely affected the imbalance in the forward 
market since the mining houses did not have the same scope as before 
to sell dollars from gold sales on a forward basis. This change in the 
arrangements was designed to enable the Bank to exercise greater 
influence over the rand/dollar market on a continuous basis at a time of 
abnormal conditions in the major overseas foreign exchange market in 
the fonn of an exceptionally strong dollar. Any benefits derived from 
this move, however, were slight since the total amount of dollars 
received from bullion sales remained the same. The move had relatively 
little effect on capital movements and the exchange rate. 4 

Alongside this development the spot/swap system of forward exchange 
was retained, but was supplemented by a new facility in January 1985 
which was provided for the banks under which they were allowed to buy 
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forward dollars from the Reserve Bank on an outright basis once again 
provided it supported a customer order. The forward rand/dollar rates 
quoted by the Reserve Bank for buying such dollars were made more 
favourable than the rates which applied if the banks bought forward 
dollars by means of swaps. This system, by encouraging banks to under
take transactions with the Bank for the purchase of forward dollars, 
relieved some of the downward pressures on the rand. This stemmed 
from the fact that outright forward transactions did not involve any pur
chase of dollars in the spot market unlike the case of forward purchases 
of dollars under the spot/swap system. 

This dual exchange rate system was partly justified on the grounds that 
leads and lags had depressed the rand unduly, and action was warranted 
to reverse this trend. The authorities justified intervention on the 
grounds that the market was ignoring the full extent of this influence. 5 

In this respect the move proved to be successful. In roughly three weeks 
beginning late in January 1985 the spot rate value of the rand rose by 
approximately 30% against the dollar. The elimination of downward 
pressures on the spot rate which emanated from outright forward 
purchases of dollars must have encouraged some exporters inter alia to 
repatriate their dollar proceeds, while some importers would have been 
tempted to cancel their forward contracts to buy dollars. 

Negative Features. The initial benefit, however, derived from the dmu 
forward exchange system in pushing up the value of the rand entailed 
numerous disadvantages. The system was out of line with international 
practice, and it was perceived as tantamount to manipulation of the 
exchange rate. It could be argued that the scope of the authorities to 
push up the spot value of the rand using the system was strictly curbed 
by the limits on open forward commitments which the Reserve Bank 
specified in its forward dealings with the banks. However, at the time 
that the dual system was introduced it was believed that most banks were 
below their limits, and in any case they could be circumvented to some 
extent by banks. 6 

These dual forward exchange arrangements similarly created market 
distortions by ensuring that two prices existed for the same purchase of 
forward dollars from the Reserve Bank. This in tum generated profitable 
arbitrage transactions conducted by foreign exchange dealers with the 
Bank.7 The differential in rates quoted by the central bank for buying 
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forward dollars on an outright basis and for undertaking swaps also 
meant that small banks could be discriminated against vis-a-vis large 
banks. The small banks faced the danger of losing part of their forward 
exchange business to the larger banks because of their much smaller 
quota limits on forward business with the Reserve Bank. 

The dual forward exchange arrangements also incurred the danger of ex
acerbating the volatility in the spot market for randldollar transactions. 
The message was conveyed that forward purchases of dollars need not 
weaken the spot value of the rand against the dollar, while forward sales 
would raise the value of the rand other things remaining equal since the 
forward sales were still conducted by means of spot/swap transactions. 
This must have encouraged importers inter alia to cancel their forward 
contracts which would involve selling forward the dollars they had 
previously bought on forward exchange account. However, in so far as 
such importers subsequently reinstated their forward cover positions 
after the spot value of the rand had risen sufficiently, they were able to 
buy on an outright basis from the central bank without weakening the 
spot rate. 

Unfortunately, any resultant increase in the net commitments of the 
Reserve Bank to sell dollars on forward exchange account were a poten
tial source of subsequent weakness in the rand. When these commit
ments matured the Bank could be forced to buy the necessary dollars in 
the spot market, or at least scale down its sale of spot dollars. 

The Reserve Bank concluded that the risks involved in building up such 
commitments were justified since by the time the forward contracts 
matured the balance of payments position could have improved, and/or 
the dollar could have started to weaken in the foreign exchange market. 
Nevertheless, this was a gamble, and any increased forward commit
ments were in conflict with the long standing aim of the central bank to 
reduce the imbalance on its forward exchange account. 

The authorities regarded the dual forward exchange system as a tem
porary arrangement when it was introduced. Nevertheless, the negative 
influences which emanated from it help to explain why the central bank 
within a few weeks withdrew the privilege whereby banks could buy 
dollars forward from it on an outright basis at favourable rates. In sub-
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sequent months the Bank still reserved the right to sell dollars forward 
to the banks on an outright basis at its own discretion, but without 
offering relatively favourable rates compared with those available under 
the swap mechanism. 

Manipulation of Forward RandIDolIar Rates 

Active intervention in the forward market through the medium of out
right forward sales of dollars was supplemented on occasions by the 
resort to manipulation of the forward premiums on the dollar against the 
rand by the Reserve Bank. This was again often motivated by the desire 
to support the spot value of the rand by stimulating short term capital in
flows, and in particular foreign trade credits. This form of indirect inter
vention in support of the rand, however, was never an important policy 
tool, and there were occasions when the opposite policy was pursued. 8 

When it was put into operation it did not necessarily incorporate narrow
ing the premiums of the dollar for all maturities up to twelve months. 

There were indeed powerful forces which inhibited the Reserve Bank 
from actively manipulating the forward rand/dollar rates in this manner. 
By boosting the domestic money supply such a policy could be in 
conflict with the general aims of monetary policy. What is more, it 
potentially increased the net commitments of the Reserve Bank to sell 
dollars forward, and thereby raised its exposure to potential losses on 
forward exchange account. Any narrowing of the forward premiums on 
the dollar against the rand, while aiding importers, harmed any ex
porters who made use of the forward rand/dollar market. Such a nar
rowing of the forward premiums also cheapened the cost of speculation 
undertaken by foreign banks, and could thereby encourage the accumu
lation of long dollar positions when the rand was weak. 

Indeed, there were times when distorted forward rates were not the 
product of specific intervention operations by the Reserve Bank, but 
arose out of special market circumstances. This was the case for 
instance during the third quarter of 1985. At that time the forward 
rand-dollar rates no longer reflected interest rate differentials, because 
one-sided pressures in the forward market led to a strong demand to sell 
dollars forward under swap transactions. This caused the premiums on 
the dollar against the rand to virtually disappear for a time. 
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Several factors contributed towards this development. For one thing the 

withdrawal of some credit lines to domestic banks by their foreign 
counterparts forced some importers to pay cash to their overseas sup

pliers. The demand for forward dollars on the part of importers corres
pondingly diminished. 

In addition, some banks had been raising foreign loans for clients, but 

had deliberately kept unmatched positions by borrowing short and 
lending the funds on a longer term basis. During the third quarter of 
1985 foreign banks began to call in the loans which they had extended 
to South African banks. The latter were, therefore, forced to repay these 

loans, and this continued to apply from September 1985 onwards for 
those loans outside the debt standstill net. This was effected by the banks 
undertaking swap transactions, mostly with the Reserve Bank, under 
which they bought spot dollars which enabled the foreign debts to be 
repaid, and they sold forward for say three months to match the maturity 
of the loans extended to domestic customers.9 

The repayment of these foreign loans by means of swap transactions 
with the Bank constituted an important means whereby the latter sup
ported the rand during the third quarter of 1985. In the absence of these 

facilities domestic banks would have been forced to repay such loans by 
buying dollars in the spot market thereby weakening the rand. However, 

in the process the Bank lost foreign reserves, and in order to moderate 
the scale of these transactions it lowered its swap rates, which meant 

that the premiums on the dollar against the rand in the forward market 
narrowed. At times indeed the premiums disappeared. 10 

Impact of Debt Standstill on Development of Forward 
Exchange Market 

It has already been explained that the Reserve Bank intended with
drawing all its forward exchange facilities to local banks by September 
1986, at which date it was envisaged that the banks would operate a 
forward market for rand/dollar transactions on an independent basis. The 
attainment of this objective, unfortunately, was placed in jeopardy fol

lowing the partial foreign debt standstill arrangements, and in particular 
by the external constraints in the form of large capital outflows, and re
stricted access to foreign credit facilities. For one thing a fully fledged 
private market for forward rand-dollar transactions required certain re-
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laxations in the exchange control regulations, but such concessions were 
rendered more difficult by the strained balance of payments position 
after the middle of 1985. 

The modifications in exchange controls which would have been neces
sary to set up a private forward rand/dollar market can be gleaned by 
reference to the major foreign exchange markets where developed 
forward markets exist. The forward sterling/dollar market can be used 
as an example to show how sophisticated forward markets operate. 
Apart from the presence of swap transactions between banks, a 
developed forward market for these two currencies is based on the 
access of both residents and non-residents to deposit markets in the 
relevant currencies. If a bank, for example, sold $1 million three months 
forward against the delivery of sterling in the sterling/dollar market, the 
position of the bank would be short $1 million, and long in sterling to 
the amount to be received in return for the dollars, assuming the original 
position of the bank to be square. 

In order to balance its position the bank could borrow sterling and sell 
for dollars in the spot foreign exchange market, which it would then in
vest in the eurodollar market until the time arrives when the bank must 
deliver dollars to the client in exchange for sterling. Assuming that the 
dollars were earning less than sterling in interest, the bank would 
compensate itself for the loss in interest resulting from holding dollars 
rather than pounds for the three months by arranging to provide less 
dollars to his customer when the forward contract matured. In this way 
forward rates for sterling-dollar transactions reflected differences in 
interest rates between the two countries. 

Foreign Asset and Liability Limits. If a proper forward rand-dollar 
market was to emerge in the wake of a phasing out of swap transactions 
between the Reserve Bank and the local banks, the latter needed to be 
able to take advantage of alternative swap facilities in the markets. 
Banks in particular required facilities so that they could cater for the 
forward exchange requirements of importers by borrowing rand, and 
selling the currency for dollars which could be invested in the eurodollar 
market to meet the demand for dollars on the part of their clients. This 
in turn would necessitate that the controls on foreign currency holdings 
of banks be liberalised. 

156 



In addition, banks would require facilities in order to meet the forward 
exchange requirements of exporters. This meant that they needed to be 
able to borrow dollars from foreign banks, and sell the dollars for rands 

which could be invested in the local money market to meet the demand 
for rands on the part of the exporters. When the forward contracts 
matured the rands would be transferred to the exporters, and the dollars 
obtained from the latter would be used to repay the foreign loans. The 
corollary of this was the need to relax the restrictions on the foreign 
liabilities of domestic banks. 

These particular fears concerning the development of the forward market 
were allayed to some extent by the conclusions of the Final Report of 

the De Kock Commission which recommended some liberalisationof the 

foreign assets and liabilities positions of banks. The Commission recom
mended that the limits on each bank's gross foreign assets and gross 
foreign liabilities should be replaced by a single and fairly liberal limit 
on its net foreign assets.ll Except in highly abnormal circumstances the 
Commission argued that the need for a gross limit on each bank's 
foreign liabilities would appear to fall away. If banks borrowed from 

abroad on a covered basis there was no exchange rate risk, while the 
extent to which they raised funds from overseas on an uncovered basis 

would be constrained by the prudential open limits of banks. 

Such a step would have helped in the development of a more active 

forward market in randldollar transactions. What is more, any relaxation 
of the foreign liabilities limits faced by banks might have helped the 
rand in the sense that it could have provided the banking sector with a 
stronger incentive to seek additional credit lines from abroad. Never

theless, against the background of the adverse pressures on the capital 
account and the more.rigid exchange controls imposed since September 
1985, the authorities were unwilling to make concessions in this area. 

Debt Standstill and Quota Arrangements. It has previously been 

explained that in order to progressively curtail its exposure on forward 
exchange account the Reserve Bank initiated a programme in September 

1983 which envisaged a withdrawal by the Bank from the forward 
market. Under this scheme the quotas of banks specifying the maximum 
net amount they could buy forward or sell forward to the Reserve Bank 
by means of swap transactions were to scaled down each September 
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such that by September 1986 the obligations of the Bank to supply 
forward cover to authorized exchange dealers fell away altogether. The 
Reserve Bank indicated that thereafter it could still decide to intervene 
in the forward exchange market on its own initiative, but it would be 
under no obligation to do so. 

The ultimate objective behind the phasing out of these quota arrange
ments was the establishment of an active interbank market in forward 
exchange among the banks as part of a sophisticated local foreign ex
change market. The planned withdrawal by the Bank of its remaining 
swap facilities was based on the assumption that the necessary swap 
transactions could be consummated in the interbank market and through 
deposit transactions. 

This assumption was dashed by the debt standstill and its aftermath. If 
the Reserve Bank had withdrawn its swap facilities after September 1985 
South African banks would have faced serious impediments in operating 
in overseas credit markets for purposes of conducting deposit trans
actions to cater for the forward cover requirements of their clients. This 
stemmed from the imposition of capital sanctions by the international 
banking community in respect of the raising of foreign short term 
credits. 

In the context of developing a private forward randldollar market which 
is operated by the banks without any intervention by the Reserve Bank, 
the absence of short term foreign credits would have created serious 
problems at times when the market was 'one-way' in the sense of 
anticipating that the rand would appreciate. Exporters would then have 
wanted to take out forward cover, while importers would have desisted 
from covering. The excess supply of forward dollars would need to have 
been catered for by banks undertaking deposit transactions under which 
they borrowed dollars from foreign banks, sold for rands and then 
invested in the local money market for the period of cover granted to 
clients. On maturing, the dollars received from clients would have been 
used to repay the foreign loans. After September 1985 this borrowing 
option was not available to any significant extent. 

Under these circumstances it was likely that the forward rand/dollar 
rates would have become distorted at times when the market was one
sided, and it was anticipated that the rand would strengthen. The 
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premiums on the dollar could have narrowed which would have harmed 
exporters who used the forward market, while imports could have been 
boosted by such a narrowing of the premiums. 

In principle these distorted forward rates could have been eliminated by 
interest arbitrage operations by foreign investors. Let us suppose that the 
one year premium on the dollar against the rand narrowed to say 2 % 
while one year interest rates in the United States were 10%, and the 
equivalent rates in South Africa were 16 %. Under these circumstances 
there would be an incentive for such investors to borrow dollars, sell for 
rands and invest in the rand money market for one year, while taking 
out one year forward cover to convert their rands back into dollars. 
These arbitrage operations should have continued until the forward 
premium on the dollar rose back to the level where it was in line with 
the interest rate differentials. 

In practice this was most unlikely to occur. Such arbitrage operations by 
foreign investors most probably would have been limited partly because 
of lack of interest in the rather small South African money and foreign 
exchange markets, and partly because of inhibitions stemming from local 
exchange control regulations. 

Restrictions on the availability of foreign credits, and the consequent 
emergence of forward rand/dollar rates which diverged from interest 
rate differentials, could also have generated large and unpredictable 
fluctuations in the forward rates. This in tum could have rendered it 
particularly risky for banks to participate actively in the forward market, 
and could therefore have discouraged them from operating with a high 
profile in this area. Any such outcome would have been unfortunate 
since for a time after 1984 only a handful of banks actively participated 
in the forward rand/dollar market. Numerous banks had scaled down 
their exposure in this market, because of losses which had been 
incurred, or because of fears of losses which might be bome if they 
remained active traders. 

In theory, the problem of restricted foreign credits could have been 
overcome by the Reserve Bank offering to lend dollars to the domestic 
banks so that the latter could have catered for the forward cover 
requirements of exporters at times when the market was one-sided. This, 
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however, presupposed that the Bank had the necessary dollar reserves. 
This was not the case since for example at the end of 1985 the net 
foreign reserves of the Bank amounted to only R803 million. Such 
limited foreign reserves would have rendered it extremely difficult to 
lend out dollars at all. 

Forward Exchange Facilities Extended to Public Corporations 

Although the onset of the partial debt standstill forced the Reserve Bank 
to abandon its plans to withdraw its swap lines with the banks, this did 
not entirely remove the scope for the Bank to reduce its exposure on 
forward exchange account. The forward cover facilities granted by the 
Bank to public corporations and government bodies had for some time 
been a focal point of attention, and these facilities were withdrawn at the 
beginning of 1987. 

Forward exchange cover was granted to public corporations and 
government bodies including municipalities for periods of longer than 
twelve months on the randldollar leg of their foreign loan transactions. 
The cost of forward cover charged by the Bank on these transactions 
was . relatively cheap at around 1 % per annum, and so long as such 
cover was furnished at subsidized rates the central bank remained 
exposed to potential losses on forward exchange account.· This in turn 
raised the issue of whether such facilities should continue to be made 
available to these public sector entities. 

In some quarters they were justified on the grounds that long term 

capital inflows were encouraged since the public corporations found it 

cheaper to borrow abroad, after taking into account the cost of obtaining 

forward cover from the Bank, rather than borrow in the domestic 

markets. The foreign reserves therefore benefited, while the upward 

pressures on domestic interest rates were moderated. It was also argued 

that public corporations could face difficulties in procuring forward 

cover on large loans if they were forced to use the forward randldollar 

market. 

These arrangements were, however, subject to criticisms. By providing 

cheap forw~d cover to these public sector bodies a subsidy was being 

extended to them which had its counterpart in forward cover losses 
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incurred by the Bank which ultimately had to be paid for by the 

community at large, i.e. the taxpayers. The allocation of resources was 

therefore distorted, because the prices of items such as electricity pro

vided by Eskom did not reflect the true costs incurred, while taxes were 

higher than would otherwise have been. the case. Other distortions also 

proliferated because both the exchange rate and domestic interest rates 

would have been different in the . absence of these forward cover 

facilities extended by the central bank. It was likewise argued that these 

cheap forward cover arrangements amounted to subsidization of invest

ment in capital intensive public corporations in an economy where 

capital was relatively scarce and labour relatively plentiful. 

Critics also asserted that in the absence of these facilities public sector 

entities would have become more professional in their management of 

funding their capital expenditures, and more particularly in connection 

with the bandling of their foreign exchange dealings. They would be 

pressurized to acquire skills in this area on a par with these which 

existed in the private sector. 

The critics also dismissed the claims to the effect that inadequate 

forward facilities for long dated maturities existed in the private sector. 

Apart from the occasional extremely large loans raised by public sector 

borrowers, they argued that the availability of cover facilities is not in 
question. Only the cost of such forward cover would be different. The 

Reserve Bank accepted the validity of these arguments, and accordingly 

withdrew the cover facilities for public sector bodies from the beginning 

of 1987. 

Preferential Forward Cover Rates 

South Africa ran a series of current account surpluses from 1985 .on
wards, but the overall balance of payments position remained wlnerable 
because of the position on the capital account. Despite the existence of 
tight exchange controls over capital movements and the special interim 
foreign debt arrangements with foreign creditors, large capital outflows 
accrued on an on-going basis. The magnitude of these outflows between 
1985 and 1988 is shown in the accompanying table. 
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The accelerated outflows in the first three quarters of 1988 comprised 
much more than planned repayments of foreign debts. A substantial part 
consisted of unfavourable leads and lags in foreign receipts and pay
ments, including a shift of trade financing from foreign to domestic 
sources. 

Total capital movements not related to reserves 

Amount Percentage of 
Year (R billions) gross domestic 

product 

1985 -8,3 6,7 
1986 -5,1 3,9 
1987 -2,8 1,7 
1988 6,2 3,1 

Source: South African Reserve Bank, Quarterly Bulletin, March 1992 

Part of this process involved a switch from foreign trade credits by 
South African parties to the use of dollars tied up in the standstill net 
with the Public Investment Commissioners (PIC). Foreign banks in 
effect had been encouraging South African borrowers to utilize dollars 
held with the PIC, rather than take up new foreign trade credits, by 
offering them rates on such funds which were lower than those which 
applied to new trade finance. 

Outflows on the capital account stemming from the repayment of foreign 
trade credits and the use of PIC funds as well as straight switching to 
domestic sources of finance were unfortunate features since such trade 
credits were virtually the only source of foreign capital available to 
South Africa at that time. 

In an effort to discourage such practices the Reserve Bank announced in 
December 1988 that it would henceforth be prepared to provide forward 
cover at preferential rates, through banks, for credit lines to finance 
imports. Such cover would, however, only be available against docu
mentary evidence of the use of foreign credit lines, and provided that the 
maturity date of such cover matched the maturity date of the relevant 
underlying foreign finance. In effect, differential forward rates were 
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applied to new foreign trade credits, and loans originating from dollars 
tied up within the stand;still net. Forward rates which were quoted by the 
Bank for new foreign trade credits would be subsidized in an effort to 
discourage any switching from foreign trade credits to the use of dollars 
within the standstill net or the use of domestic finance. 

Similarly, exporters were to be encouraged to use pre-export finance 
through the forward market at preferential rates offered by the Bank. In 
line with the case of imports such cover would only be provided against 
documentary evidence of the use of foreign credit lines, and provided 
that the maturity date of such cover matched the maturity date of the 
relevant underlying foreign finance. 

These measures were aimed at strengthening the short term capital ac
count as well as moderating any further upward pressure on domestic in
terest rates at a time when the monetary authorities had indicated that 
they were not in favour of any further rises at that juncture. The 
authorities were aware that not all South African importers always made 
use of foreign finance in the form of suppliers' credits, export agency 
finance or bank credits. In view of the ready availability of forward -
cover for U. S. dollar commitments, and even in respect of other curren
cies through second leg contracts, it was felt that importers should be 
encouraged as far as possible to make use of these facilities at a time 
when South Africa had little access to other forms of foreign finance. 
These new arrangements, however, did encompass certain drawbacks. 

Firstly, these preferential facilities might not be greeted with enthusiasm 
by some importers, because the fixed maturity dates reduced the options 
of customers. They were 'locked in' to their cover for the full period, 
and exposure management was therefore not possible. 

Secondly, the arrangements did become a 'bureaucratic headache', as 
importers applying for the preferential rates had to furnish documentary 
evidence that new trade credits were being used. This did not pose 
problems in respect of trade finance provided by banks, but in the case 

of suppliers' credits and straight inter-company finance banks were 
forced to call for documentation from their customers. Administrative 
problems for the banks were also created because they had to notify the 
exchange control authorities of the particulars of each such deal. 
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Thirdly, these special trade credit facilities were potentially open to 
abuse. A trader could arrange to repay an existing trade credit on the 
understanding that a new credit from the same bank would be made 
available shortly thereafter. In this way the trader would be able to take 
advantage of the cheaper forward rates obtainable from the Reserve 
Bank on new foreign trade credits even though no new capital inflow 
materialised. 

Fourthly, the new arrangements were expected to be temporary, and 
once they were eventually withdrawn this could be accompanied by a 
once-off outflow of short term capital. The new facilities in particular 
complicated the attempts by the Reserve Bank to gradually withdraw 
from the forward rand-dollar market. The preferential forward cover 
facilities required that banks enter into swap transactions with the 
Reserve Bank. This meant that the swap lines of the banks with the cen
tral bank would increase other things remaining equal. Yet these lines 
needed to be progressively phased out as part of new attempts by the 
Reserve Bank from late 1988 onwards to encourage the development of 
a more fully fledged private market in forward rand-dollar transactions. 
Moreover, by encouraging the greater use of new foreign trade finance 
the Bank was running the risk of exacerbating its losses on forward ex
change account. 

New Policy of Withdrawal From Forward Market 

Despite the new commitments of the Reserve Bank in furnishing these 
preferential forward cover commitments, the Bank announced in 
December 1988 that it would revert to a policy of gradual but orderly 
withdrawal from the forward market in foreign exchange. The moti
vation for this new policy stance was the same as that which motivated 
the first initiative in this respect back in September 1983, and again it 
was recognized that certain minimum reforms would be necessary over 
time to bring about a fully fledged private forward market in randldollar 
transactions. An immediate step in this direction was indeed effected 
with changes in the arrangements concerning the handling of gold bul
lion receipts. 

Channelling of Gold Bullion Receipts. In December 1988 the Reserve 
Bank announced that it would resume paying the gold mines in Ameri
can dollars for their production delivered to the Bank so that they could 
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sell these dollars in the domestic foreign exchange market within the 
time prescribed in the exchange control rulings which was seven days. 12 

The proceeds of the gold sales were to be credited to dollar denominated 
accounts of the mines to be created in the books of the Reserve Bank, 
and would be transferred to authorised dealers in foreign exchange on 
instructions from the mining houses. 

This step had numerous benefits. The sale of spot dollars from gold 
sales by the mines would create a more competitive and liquid market, 
particularly if the mining houses sold the dollars evenly throughout the 
market. Another benefit stemmed from the reduction in dollar sales 
undertaken by the Reserve Bank. Under previous arrangements there 
was a danger that any persistent sale of dollars into the market by the 
Bank could create an impression of fundamental weakness in the rand, 
and might at times exacerbate adverse leads and lags influences. Under 
the new dispensation, moreover, the imbalance in the forward market 
was reduced, because increased sales of dollars on a forward basis could 
be undertaken by the houses. 

Meanwhile, the vulnerability of the rand to speculation processes was 
expected to be no greater with dollar proceeds from sales of gold bullion 
channelled through the mining houses. The total amount of dollars 
coming into the foreign exchange market would be virtually the same, 
while the seven day rule pertaining to the repatriation of export proceeds 
would ensure that sales of dollars by the houses were on a regular basis. 

Despite this reform, the problems facing the Reserve Bank in developing 
a fully fledged private market in forward exchange were more daunting 
than they were in the first half of the decade· when a previous attempt 
to withdraw from the market had been embarked upon by the Bank. The 
absence of exchange controls would be important for the smooth func
tioning of such a market since under such circumstances the liquidity of 
the market would be improved. A smoothly functioning forward 
rand/dollar market was also rendered exceedingly difficult by the 
presence of the debt standstill as previously explained. In addition, the 

so-called swap lines of the banks with the Reserve Bank had increased 
over the course of the 1980s, partly due to debtors covering their 

foreign currency liabilities under the partial debt standstill arrangements, 
and partly due to the rise in the value of foreign trade of the Republic. 
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immediately sold to the Reserve Bank under the terms of the swap 
transaction at 37,33 cents to the rand, and the rand proceeds 
employed by the bank to repay the rand loan raised in the local 
money market. The whole operation would have cost the bank 
roughly 8,5%, made up from the 16% cost of domestic funds and 
the gain of 7,5 % from the premium on the dollar against the rand. 

10. In the case of the above example this would have been reflected in 
a three months forward randldollar rate which was the same as the 
spot rate of 38 cents to the rand. Under these circumstances the cost 
of the whole swap transaction for the bank would have risen to 16 % 
reflecting the cost of raising the domestic funds without any com
pensatory gain from the existence of premiums on the dollar. 

11. Commission of Inquiry Into the Monetary System and Monetary 
Policy in South Africa, Final Report, Government Printer, Pretoria, 
1985, p. 130. 
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12. It was previously noted that the Reserve Bank in January 1985 
started to pay the gold mines in dollars for only half of their output 
and the balance in rands. Later in December 1985 the Bank started 
to pay the mines only in rands as a response to further weakness of 
the rand in the local foreign exchange market at that time. 
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CHAPTER 12 

FORWARD EXCHANGE. OPTIONS 
AND MONETARY POLICIES 

The limitations of forward exchange arrangements in South Africa had 
been long standing. In order to improve matters, as was explained in the 
previous chapter, the De Kock Commission recommended that a fully 
fledged forward rand/dollar market be established in line with the with
drawal of the Reserve Bank from active trading in this area. 1 The per
sistent forward exchange losses incurred by the Reserve Bank over the 
years had rendered these losses a focal point of attention. Questions 
were raised as to how these losses could be eliminated. The purpose of 
this chapter is to discuss this issue by delineating the options which were 
open to the authorities to avoid losses on forward exchange account. In. 

particular ,attention is focused on the ways in which monetary policies 
could have been employed in an effort to reduce, if not eliminate, the 
drain on the forward exchange book of the Reserve Bank as an alter
native to straight withdrawal from the market on the part of the Bank. 

Developments in the South African foreign exchange arena in the 1980s 
suggested that domestic interest rates were not unduly high. Con
temporary forward exchange policies had resulted in the accumulation 
of substantial losses on forward exchange account, losses which were for 
the account of the Treasury. The elimination of these losses could have 
entailed the creation of a fully fledged private market in forward 
exchange operated by the banks, and one consequence of this would 
have been larger short term capital outflows and upward pressure on 
domestic interest rates. 

In the meantime any possible further losses could have been djmjnished 
if higher domestic interest rates prevailed since this would have been 
reflected in higher quotations for forward dollars against the rand which 
could have dampened the demand for forward dollars on the part of 
importers. In this way the exposure of the Bank would have been 
curtailed. What is more, tighter monetary policies, which led to a 
reduction in the domestic rate of inflation, would likewise have curtailed 
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the losses incurred by the Bank. on forward exchange account. It is these 
issues which are examined more fully in this chapter. 

Nature of Forward Cover Facilities 

The losses incurred by the Reserve Bank. on forward exchange account 
built up over the period since 1975 when a substantial devaluation of the 
rand first posed this problem for the monetary authorities. The losses 
recorded on the gold and foreign exchange contingency reserve account 
steadily increased since that time even though precise details were 
somewhat sparse. Nevertheless, if the item 'other assets' in the balance 
sheet of the Reserve Bank. accurately reflects the losses in this regard, 
they totalled roughly R17 billion at the end of September 1989. These 
losses were a worrying state of affairs both for the central bank. and the 
government, the anxiety of the latter arising from the fact that losses on 
foreign exchange transactions, which are incurred by the Reserve Bank., 
are for the account of the Treasury. Apart from the financing burden 
assumed by the latter, such losses may at times complicate the 
management of the public debt since the Treasury may elect to finance 
part of the losses through the issue of government stocks to the non-bank. 
private sector. 

At the same time these losses led to an involuntary expansion in the 
creation of central bank. credit, which served to potentially increase the 
money supply. The Reserve Bank. in effect regularly sold dollars to 
banks on a forward exchange basis at higher rand/dollar exchange rates 
than those at which it bought dollars in the spot market to meet maturing 
commitments on forward exchange account. In other words, losses were 
incurred when the rate of depreciation of the rand in the spot market 
exceeded the so-called forward premium on the dollar set by the Reserve 
Bank. when it entered into forward exchange commitments with the 
banks. Since ,the forward rand/dollar rates were established by current 
spot rates plus the forward premiums on the dollar against the rand, it 
follows that losses arose when, for instance, the spot rand/dollar rate in 
three months time was less than the forward rate specified in forward 
exchange contracts which were originally entered into by the Reserve 
Bank.. 2 
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The Reserve Bank furnished forward cover for rand/dollar transactions 
for banks in respect of foreign trade. Until the beginning of 1987 it 
provided similar facilities for public corporations and municipalities to 
cover their exposures on foreign loans. The losses originated from the 
unbalanced nature of the forward book of the Bank, and its perennial 
commitments to sell dollars forward which exceeded its commitments to 
buy dollars forward. This short position in dollars meant that when the 
rand fell markedly against the dollar, the Reserve Bank was especially 
liable to incur losses in meeting its net commitments to sell dollars 
forward. There was no obvious way in which the Bank could cover its 
exposed position. Limited holdings of foreign currencies, which totalled 
only R2 260 million at the end of April 1990, and the desire to avoid 
undue downward pressures on the rand, discouraged the Bank from 
closing out its exposed positions by buying spot exchange. 

The unbalanced nature of the forward book of the Reserve Bank in turn 
basically stemmed from the structure of South Africa's foreign trade. 
Roughly 55 % of the total exports of the Republic consist of mineral pro
ducts, many of which are sold on a spot basis with the foreign exchange 
proceeds largely channelled through the spot rand/dollar market. This 
included gold exports which accounted for roughly 28 % of total export 
proceeds in 1989. At the same time roughly 85% of merchandise im
ports consist of intermediate and capital goods. Many of these products 
are bought on a credit basis, and this means that extensive use is made 
of forward exchange facilities by importers in the form of forward pur
chases of dollars. 

In certain respects the imbalance in the forward market had been 
reduced over the years. In December 1988 the Reserve Bank resumed 
the practice of paying the gold mines in American dollars for their gold 
production which was sold to the Bank.3 It announced that it would 
allow the gold mines to sell forward, within specified limits, their dollar 
proceeds emanating from future gold production. What is more, the 
dependence of the country upon gold export earnings, which accrue on 
a spot basis, declined in relative importance. In 1980 such exports 
constituted 44,5% of total export receipts, whereas the comparable 
figure, as already indicated, was 28% in 1989. Another factor which 
curbed the imbalance in the forward market was the decision to alter the 
exchange control rulings in December 1985. Exporters selling on credit 
were compelled henceforth to sell their foreign currency proceeds in the 
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forward randldollar market within seven days of shipping the goods. It 
was no longer permissible for such exporters to cancel forward sales 
contracts and re-instate them at a later date. 

This restriction, however, impaired the liquidity of the forward market, 
and it could be regarded as economically inappropriate that exporters 
who sell on credit possessed no flexibility in the management of their 
foreign exchange exposure in view of the vital importance of expanding 
exports. In any case, despite the forces which had reduced the imbalance 
in the forward market, the net short dollar position of the Reserve Bank 
increased following the introduction of the debt standstill in 1985, and 
the postponement of the Bank's plan to phase out forward cover facilities 
for banks." 

Given this unbalanced nature of the forward book of the Reserve Bank 
monetary policies played a key role in perpetuating losses on forward 
exchange account. In the short run the monetisation of forward cover 
losses could only be neutralized by a corresponding reduction in the 
growth of credit brought about by higher interest rates and/or a 
tightening of fiscal policy such that the budget deficit was reduced. Such 
policy responses were not always the norm.. Tighter monetary policies 
would lead to a reduction in the rate of inflation, and any such reduction 
which brought domestic inflation down to levels which were in line with 
those of South Africa's main trading partner countries could diminish 

considerably the inherent weakness of the rand in foreign exchange 
markets. Greater stability in the external value of the rand would in 
itself have materially reduced the exposure of the Reserve Bank to 
forward exchange losses. This was, however, a long term. solution to the 
problem of such losses in South Africa. In view of the large discrepancy 
in inflation rates between South Africa and its major trading partner 
countries, any reduction in the domestic rate of inflation to such levels 
could have taken years to achieve unless a draconian monetary squeeze 
was introduced. 

Interest Rates and the Forward Book. Judged from a short term. 
monetary perspective it could be claimed that the unbalanced book partly 
reflected the presence of forward rand/dollar rates which were too cheap 
on the forward dollar buying side. If the forward rates had been more 
expensive as regards the buying of dollars, importers would have been 
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more inclined to eschew forward cover, and leave their commitments 
open on the grounds that the expected depreciation of the rand over any 
specific time period would be less than the premium charged for buying 
forward dollars. Under such circumstances the premium enjoyed by 
exporters from selling dollars forward would have exceeded the expected 
depreciation of the rand, and thereby stimulated forward sales of dollars. 
This action, combined with lower forward purchases by importers, 
would have curbed the imbalance on forward exchange account. What 
is more, leads and lags operations against the rand in general could have 
been moderated under these conditions. 

Such a reduction in the imbalance could be further strengthened if the 
policy of the Bank in providing forward cover at preferential rates 
through the banks on new foreign trade credit lines used to finance 
imports as well as credits in the form of pre-export finance was dis
continued. This move was instituted in December 1988, and illustrated 
the preference of the authorities at the time to increase their exposure on 
forward exchange account rather than raise domestic interest rates. The 
authorities indicated that this was a temporary measure designed to boost 
the short term capital account of the balance of payments which was 
suffering from the switching of trade credits from foreign to domestic 
sources. In 1989 alone the total outflow on the short term capital 
account not related to reserves amounted to R5. 494 million. 

Substantial use has been made of these facilities; in the fourth quarter 
of 1989 alone sales of such cover averaged about Rl,7 billion per 
month.5 Even so, this measure may not have been wholly effective in 
view of the reduced lines of trade finance made available by foreign 
banks since the debt standstill was imposed in September 1985. These 
facilities also increased the size of the forward exchange book of the 
Reserve Bank and its exposure to losses; an alternative would have been 
higher local interest rates. 

The Reserve Bank quoted its forward rand/dollar rates on the basis of 
interest rate differentials between South Africa and the United States. 
More expensive forward rates for .the purchase of dollars would 
therefore have necessitated a higher level of domestic interest rates. In 
short, a tightening of monetary policies would at least have diminished 
the imbalance on the forward exchange account of the Reserve Bank, 
and reduced if not eliminated its losses. 
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In theory, nominal interest rates in different countries should reflect 
comparative Iqovements in price levels, higher inflation in one country 
being reflected in higher nominal rates of interest, and vice versa. 
Furthermore, according to the purchasing power parity theory, a country 
with higher inflation will experience a rate of depreciation of its 
currency which is equivalent to the inflation differential with its trading 
partner countries. On this basis if interest rates in different countries are 
allowed to find their own level, which is reflected in an approximate 
equality of real interest rates, forward exchange rates between different 
currencies will reflect interest rate differentials. In the South African 
context such circumstances would dampen the demand for forward cover 
by importers since the forward dollar premiums would reflect the ex
pected depreciation of the rand, and in general curb speculation against 
the currency. This in turn would enable the Reserve Bank to reduce its 
exposure, and therefore curtail its losses on forward exchange account. 

In practice, however, interest rate differentials were not determined by 
relative inflation rates alone in different countries, while the validity of 
the purchasing power parity theory in the short run is open to doubt, 

especially in the South African situation where short term movements in 
the exchange rate could be materially influenced by commodity price 
movements, and fluctuations in flows on the short term capital account 
of the balance of payments. Nevertheless, at some indeterminate level 
of domestic interest rates, the supply of and demand for forward 
exchange in the rand/dollar market could have been brought into 
balance, and the losses of the Reserve Bank on this account could have 
been largely eliminated. 

Economic Implications of Short Tenn Options 

It has already been stressed that the problem of forward exchange losses 
would have been diminished materially if the rate of inflation in South 
Africa had been reduced to the level of that of its main trading partners. 
This consideration alone could provide added incentives for the 
authorities to persist with relatively tight monetary policies in the years 
ahead. From a short term perspective it has likewise been emphasized 
that forward exchange losses could have been materially reduced, if not 
eliminated, by raising domestic interest rates to levels consistent with a 
balanced forward book for the Reserve Bank, a policy which could 
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simultaneously have served to reduce the rate of inflation over time. The 
other short term option for the Bank., apart from retaining existing 
policies, would have been to effect a complete withdrawal from the 
forward market. In this section both of these short term options for 
change are discussed in more detail. 

Both options would have led to better control over the growth in the 
money supply, and an improved budgetary position of the government 
since losses incurred on forward exchange account would have been at 
least reduced to a substantial extent. This would have improved the 
flexibility of the authorities in their conduct of exchange rate manage
ment. It would, for instance, have removed one of the obstacles to the 
dissolution of the financial rand system. Any such move in the late 
1980s would have led to a fall in the new unitary commercial rand rate, 
and losses on forward exchange account would have been incurred. The 
macroeconomic implications of the two options, however, would have 
differed in important respects. 

Any policy of pushing up domestic interest rates for purposes of 
reducing, if not eliminating, forward exchange losses could have created 
an unstable monetary environment. IT the Reserve Bank. had not 
disengaged from the forward market and monetary policies were geared 
to keeping the forward book of the Bank. in balance, domestic interest 
rates on occasions could have become exceedingly volatile. Swings in 
sentiment towards the rand, reflected in large fluctuations in leads and 
lags, could have been counteracted fully at times only by abrupt changes 
in forward rates brought about by equally sudden mutations in domestic 
interest rates. In other circumstances such movements in domestic rates 
may have exacerbated rather than diminished leads and lags influences. 
Sudden sharp rises in domestic interest rates, and corresponding muta
tions in forward rates, could have induced traders to borrow abroad on 
an uncovered basis, which may in tum have precipitated a rush to cover 
or repay such loans if the outlook for the rand suddenly deteriorated. 

An even more important negative consequence would have related to the 
control of the authorities over the monetary aggregates. The targeting of 
interest rates in this manner would have forced the monetary authorities 
to abandon their low profile policy of targeting the growth in the money 
supply. The latter could then have grown at a rate which could have 
been deemed to be inappropriate vis-a-vis domestic price and income 
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trends. Domestic monetary policies would also have become hostage to 
interest rate trends in the major industrial countries. It could have been 
more suitable for the Reserve Bank to simply withdraw from the market, 
especially since the Bank bas already embarked on such a policy on a 
gradual basis. 

On the other hand, if the Bank had suddenly withdrew from the market 
instead of pursuing a policy of gradually withdrawing, domestic interest 
rates would still have risen. Such withdrawal would have required that 
the swap lines of the Reserve Bank to local banks be eliminated. This 
in turn would have meant that banks would need to be able to take 
advantage of alternative swap facilities in the markets. Banks in 
particular would have required facilities so that they could cater for the 
forward exchange requirements of importers by borrowing rands, and 
selling the currency for dollars which would then be invested in the 
euro-dol1ar market to meet the demand for dollars on the part of their 
clients. 

Such manoeuvres would have served to boost domestic interest rates and 
weaken the spot randldollar rate, even though such a rise in local 
interest rates should have induced some switching of trade financing 
from domestic sources to foreign centres. What is more, if the Bank 
disengaged from the forward market the resultant decline in the spot 
rate, while strengthening the current account of the balance of payments , 
would have added to inflationary pressures, which in tum could have led 
to expectations of a further fall in the rand, and this could have induced 
it to tighten monetary policies. In other words, the withdrawal of the 
Bank from the market could have been accompanied by a further rise in 
domestic interest rates ill line With stricter monetary policies. 

In contrast, if the Bank had not formally disengaged from the forward 
market, but simply 'raised domestic interest rates to a level where the 
forward book of the Bank became balanced, the spot rand exchange rate 
might initially have declined as traders repay expensive covered foreign 
trade facilities. In time, however, it should have appreciated since the 
higher interest rates should have dampened the demand for imports in 
line with a lower level of economic activity. The relative merits of either 
withdrawing from the market or raising domestic interest rates would 
therefore have depended partly upon the economic circumstances 
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prevailing at the time, and in particular whether the authorities wished 
to dampen economic activity by allowing the spot rate to rise along with 
domestic interest rates, or were prepared to allow the exchange rate to 
weaken alongside a rise in the level of interest rates. 

Apart from its implications for the course of inflation, any sudden with
drawal by the Bank from the forward market could have exerted macro
economic benefits. The low exchange rate and higher domestic interest 
rates would have served to squeeze real personal disposable incomes 
which in turn would have restrained the growth in real domestic 
expenditures which were already under pressure as a result of the need 
to finance on-going capital outflows. Such circumstances, together with 
the opportunities created by a lower rand, could have served to create 
a stronger exporting culture among businesses outside the mining sector. 
If the external stimulus more than compensated for the contraction in 
domestic orientated sectors, overall economic growth would have been 
boosted. 

In contrast, raising the cost of foreign trade finance by means of higher 
domestic interest rates would have reduced economic growth, other 
things remaining equal, albeit accompanied by a lower rate of inflation 
which could have enhanced longer term prospects for growth in the 
economy. The export sector would also have suffered from any 
appreciation of the spot rand rate, although this disability would at least 
have been tempered by higher premiums prevailing on dollars sold in the 
forward market. 

The rationale behind the Bank's policy of only gradually withdrawing 
from the forward market was originally expounded by the De Kock 
Commission which argued that an immediate withdrawal of the Bank 
would be too drastic and disruptive. 6 A particularly important con
sideration was that any abrupt withdrawal would lead to a possible sharp 
fall in the external value of the rand, which would among other things 
complicate progress towards a lower rate of inflation. Even under the 
arrangements prevailing in the late 1980s, however, the losses incurred 
by the Bank had inflationary implications, and this particular impetus to 
inflation would have been removed once the Bank had withdrawn from 
the forward market. In order to minimize the short term inflationary im
plications of any sudden withdrawal such a move could have been most 
suitable during the late stages of a business cycle downturn or the early 
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stages of an upswing. At such times the balance of payments position on 
current account tended to strengthen, and the rand could be reasonably 
strong. Given such circumstances, the rand would not necessarily have 
been particularly vulnerable if the Bank suddenly withdrew from the 
market. 

Withdrawal from Forward Market, Exchange Controls and 
the Debt Standstill 

Complete withdrawal by the Bank from the forward market was, how
ever, a knotty issue. Even if one disregards the implications for the spot 
and forward values of the rand, any disengagement was complicated by 
the presence of exchange controls and the partial standstill on foreign 
debt repayments. 

Exchange Controls. The presence of stringent exchange controls was 
not conducive to the smooth functioning of forward exchange markets. 
In the absence of exchange controls counter-parties for forward deals 
could have been found much more easily, and the markets would have 
been much more liquid. Even in the early 1980s the relaxation, let alone 
the elimination, of exchange controls was pursued somewhat gingerly by 
the authorities. Progress in this direction was further hindered in the late 
1980s by the trade and capital sanctions confronting the country. 

The controls which specified that forward deals must be backed by fixed 
and ascertainable foreign exchange commitments were especially 
inhibiting features. The liquidity of the market would have been 
improved if a resident or non-resident was allowed to take out 
rand/dollar cover on any expected accrual or commitment. In the 1980s, 
for instance, forward cover could only be taken out once a dividend had 
been declared by a company. If it were permissible to take out forward 
cover before the dividend had been announced greater use of the 
forward market should have ensued, since participants would have been 
better able to avail themselves of expected trends in the exchange rate. 

Such concessions would have encouraged speculation in the forward 
market, and would have brought into question the relevance of all the 
remaining restrictions on forward rand/dollar dealings. Such conces
sions, moreover, might not have reduced the imbalances which could 
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characterize the forward market as a result of one-way expectations. 
They would, nevertheless, have enhanced the liquidity of the market. 
The absence of sUch liquidity hindered any moves by the Bank to 
withdraw from the market. The formal participation of the Australian 
Reserve Bank in the forward exchange market, which was not dissimilar 
from that of the South African Reserve Bank, only ceased in December 
1983 when most exchange control regulations were abolished in that 
country. 

Impact of Debt Standstill. In addition, a smoothly functioning forward 
randldollar market implied that South African banks faced no serious 
impediments in operating in overseas markets for purposes of conducting 
deposit transactions, as an alternative to swap transactions with the 
Reserve Bank, to cater for the forward cover requirements of their 
clients. Under the circumstances existing in the second half of the last 
decade this assumption was unrealistic. The imposition of capital 
sanctions by the international banking community meant that South 
African banks were largely barred from raising short term credit. 

In the previous chapter it was mentioned that in the context of creating 
a private forward rand/dollar market which would be operated by the 
banks following the withdrawal of the Reserve Bank, these circum
stances would have created serious problems when the market was 
'one-way' in the sense that participants anticipated that the rand would 
appreciate. Exporters would then have wanted to take out forward cover, 
while importers would have desisted from covering. The excess supply 
of forward dollars would need to have been catered for by banks 
undertaking deposit transactions under which they borrow dollars from 
foreign banks, sell for rands and then invest in the local market for the 
period of cover granted to their clients. On maturity the dollars received 
from clients would have been used to repay the foreign loans. This 
borrowing option was not available to any significant extent. 

Against this background it was likely that the forward rand/ dollar rates 
would have become distorted when the TTIflrket was one-sided amid ex
pectations that the rand would strengthen. The premiums on the dollar 
could have narrowed which would have harmed exporters who use the 
forward market, while imports could have been boosted by such narrow
ing of the premiums. Non-residents could also have been encouraged to 
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place deposits in South Africa on a covered basis to take advantage of 
low premiums. 

In principle such distorted forward rates could have been eliminated by 
interest arbitrage operations by foreign investors. Let us suppose that the 
premium on the dollar against the rand narrowed to say 2 % while one 
year interest rates in the United States were 10%, and the equivalent 
rates in South Africa were 16 %. Under these circumstances there would 
have been a strong incentive for such investors to borrow dollars, sell 
for rands and invest for one year, while taking out one year forward 
cover to convert their rands back into dollars. These arbitrage operations 
should have continued until the forward premium on the dollar rose back 
to the level where it was in line with the interest rate differentials. 

In practice this was unlikely to occur as explained in the previous 
chapter. Such arbitrage operations by foreign investors were limited 
partly by the lack of interest in the rather small South African money 
and foreign exchange markets, and partly by inhibitions stemming from 
local exchange control regulations. 

Distortions which emanated from restrictions on the availability of 
foreign credits would have been supplemented by the influence of 
relatively small money and capital markets in South Africa. Banks would 
have found it difficult to undertake deposit transactions to cover the 
forward cover needs of large importers due to the difficulties in 
borrowing substantial amounts of rands which it would then convert into 
dollars. 

It was pointed out in the previous chapter that the consequent emergence 
of forward rand/dollar rates which diverged from interest rate 
differentials could have led to large and unpredictable fluctuations in the 
forward rates. This in turn could have rendered it particularly risky for 
banks to participate actively in the forward market, and could have 
therefore discouraged them from operating with a high profile in this 
area. Such an outcome would have been unfortunate since there were 
already only a handful of banks which actively participated in the 
forward rand/dollar market at most times. Volatile forward rates would 
have exerted a similar influence on domestic interest rates which could 
have been subject to upward pressures at times when the premium on 
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the dollar against the rand widened. Such volatility in interest rates could 
on occasions have induced the central bank to expand its money market 
accommodation. 

Such circumstances suggest that the Reserve Bank would have inter
vened in the forward market to moderate the swings in forward rates, 
and in the process complete withdrawal from the market would have 
been thwarted. The managed float of the rand in the spot market would 
have to be complemented by a managed float in the forward market. 
With complete withdrawal from the forward market extremely difficult 
under the circumstances, the only practical policy open to the authorities 
was the chosen policy of gradually withdrawing from the forward 
market, since the option of allowing monetary policies geared towards 
raising the cost of forward cover to a level where a balanced forward 
market emerges was similarly strewn with pitfalls. 
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CHAPTER 13 

GENERAL EXCHANGE CONTROL POLICY 

Many countries employ exchange controls as a policy instrument to cope 
with varying types of balance of payments problems. In many cases ex

change controls are introduced in order to protect and reallocate the 
supply of scarce foreign exchange in a country. 

By the beginning of the 1980s the experiences of South Africa with 
exchange control had spanned a period of more than 40 years, but it was 
only since 1961 that the country had applied stringent 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. In the early 1980s this 
control extended over the Rand Monetary Area which incorporates South 

Africa, South West Africa/Namibia, Transkei, Venda, Bophuthatswana 

and Ciskei. Lesotho and Swaziland did not fall within the sphere of the 
regulations, but had exchange controls not dissimilar to those in force 
in the RepUblic. Botswana since 1976 had operated its own system of 
exchange controls. 

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 1980s in the context of adjustment required in the balance of 
payments position. In the process the changing stance of the monetary 

authorities in regard to the application of exchange control is explained. 
This trend towards liberalisation in the first half of the decade was 
abruptly reversed in 1985 and thereafter by the strains on the balance of 

payments. 

mstorical 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 
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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 ex
change 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, and 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 
foreign exchange, control capital movements and monitor foreign 
exchange transactions for strategic reasons. The restrictions, however, 
were only applicable on transactions 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 
responsible for 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 
external position could be ascribed to import controls imposed in 1941, 
high gold prices, substantial increases in the volume and prices of 
merchandise exports, and limitations on imports due to restricted 
shipping facilities and other War factors. 

By the end of the Second World War South Africa found itself in a pro
pitious economic position. Steady economic growth had materialised 
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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 pre
viously 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 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 
payments on current account recorded 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 
for 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 re
strictions 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 to residents. These measures, how
ever, 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 
much more severe controls. 
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Exchange Controls from 1960 Onwards. 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. 

Faced with this situation the authorities decided in May and June 1961 
to implement comprehensive new control measures, which were de
signed 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 
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fixed but adjustable exchange rates countries were only permitted to 
devalue in the case of fundamental external disequilibrium. The 
politically 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 authorities imposed exchange control. 

Economic policies throughout the 1960s and most of the 1970s were 
partly characterized by direct control measures rather than market orien
tated demand management policies. Minor relaxations in exchange 
controls were introduced in 1962 and again in 1969. In June 1969 the 
exchange control authorities announced that applications could be made 
by recognized South African financial institutions, other than banks, who 
regularly drew investment funds from the public to make portfolio in
vestments in foreign securities. Shortly afterwards, however, this con
cession was withdrawn in line with a sharp drop in the gold and foreign 
exchange reserves. Subsequently, in 1976 the controls were again 
tightened following further political unrest which precipitated new capital 
outflows. 

In the late 1970s the emphasis in economic policy began to shift away 
from direct controls towards more market orientated policies, one of the 
catalysts for this being the First Interim Report of the De Kock Com
mission on Exchange Rates which was published in January 1979.1 

Thereafter, a series of concessions were announced. Firstly, the limits 
on the transfer of funds overseas for certain current account trans
actions, including tourist, maintenance and study allowances, were 
raised in March 1980 and again in February 1981. Secondly, various 
procedures were simplified to reduce unnecessary delays in handling 
exchange control applications. Thirdly, the amounts which foreign 
controlled South African companies might borrow in the domestic finan
cial markets were increased appreciably. What is more, by 1981 ways 
and means of further relaxing and simplifying exchange control were 
constantly being examined.2 Lastly, the securities rand system which had 
replaced the blocked rand system in February 1976 was restructured, 
and called the financial rand system in JanllaTY 1979. 

This culminated in the abolition of exchange controls over non-residents 
in February 1983. The unitary exchange rate system, however, came to 
an abrupt end in August 1985 against a background of large outflows of 
short term foreign capital, and a sharp fall in the rand. At the same time 
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South Africa declared a partial moratorium on its foreign debts which 
totalled roughly $23,8 billion at the time. Thereafter, the exchange con
trols were progressively tightened, on both residents and non-residents, 
although limits for foreign exchange allowances for various travel 
related purposes were raised in 1987 to take account of the effective 
depreciation of the rand, and the effect of inflation in foreign countries 
since the previous review. 

Exchange Control Policy Towards Residents in the 1980s 

Although exchange controls on non-residents were subject to flux, 
exchange .controls on residents remained in force throughout the 1980s. 
These controls were intended to restrict foreign investments by South 
African residents. Apart from placing a prohibition on foreign invest
ments by South African residents, irrespective of whether they took the 
form of private individuals, companies or other forms of organizations, 
the controls prescribed procedures that had to be followed in making 
payments abroad for imports, freight services, interest commitments on 
foreign loans, dividend transfers, etc. These transfers were unrestricted 
provided the necessary supporting documentation was submitted to an 
authorised dealer in foreign exchange. 

In the case of certain other transfers, such as foreign travel expenses, 
limits were set within which authorised dealers could effect transfers 
without reference to the exchange control authorities. As regards South 
African resident companies involved in the production of goods and 
services and wishing to extend their activities abroad applications could 
be made to the exchange control authorities for permission to invest 
abroad, but the dispensation differed before September 1985 from that 
which subsequently prevailed. 

Before September 1985 so-called direct investments (as opposed to 
portfolio investments) by such organizations would normally be allowed 
to take place through the commercial rand market provided the invest
ments fu1fi11ed certain criteria of the exchange control authorities. In 
particular the authorities would be interested in the potential of the new 
investments to promote new exports from South Africa, or the scope of 
the investments to protect an essential source of supply for South Africa, 
or the potential of the investments from a profitability viewpoint. 
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Foreign investments would also receive more favourable treatment by 
the exchange control authorities if the funds required could be raised 
abroad by means of loans which could be serviced out of the foreign 
earnings of the new project. 

After September 1985 applications could still be made to the authorities 
for investments abroad, but if permission was granted it would in
variably entail making use of the financial rand mechanism which was 
reintroduced at that time. This constituted a severe penalty at most times 
in view of the substantial discount which prevailed on the financial rand 
vis-a-vis the commercial rand rate. The criteria laid down by the 
exchange control authorities for foreign investments could have been 
made more liberal, but this would have exerted a negative impact upon 
the financial rand discount other things remaining equal. This was an 
outcome which the authorities wished to avoid. 

Throughout the 1980s approval would normally not be granted by the 
exchange control authorities to South African resident companies or 
organizations or private individuals to hold any balances on investment 
accounts in foreign financial institutions, or to make portfolio equity 
investments abroad. Such investments were not permitted using either 
the commercial rand or financial rand markets. Apart from the sudden 
changes in 1985, moreover, the whole range of exchange control 
measures remained fairly constant, since it was not the policy of the 
Reserve Bank to employ exchange control to counteract short term 
cyclical movements in the foreign reserves. 

Rationale for Exchange Controls 

The resort to exchange controls is a widespread practice, especially 
among developing countries. Roughly half of all member countries of 
the I.M.F. utilized exchange controls in 1978, and by 1985 the figure 
had risen to nearly 70 %. The purpose behind such controls can vary 
from country to country, but in the great majority of cases they are 
designed to support weak positions on the balance of payments. 

Support for exchange controls in South Africa in the 1980s was based on 
the argument that they served to insulate the economy from domestic 
political shocks which otherwise would be reflected from time to time in 
substantial capital outflows. The authorities in particular argued that 
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capital flight, in their absence, would on occasions result in a significant 
depletion of the foreign reserves, and a marked depreciation of the rand. 
Such developments would have exacerbated inflation, disturbed the 
growth pattern of the economy, undermined confidence in the economy, 
and possibly thereby promoted even more capital outflows. Supporters 
of exchange controls, including the Reserve Bank, argued that they were 
less disruptive to the economy compared with the alternative of allowing 
the rand to depreciate. 

On the other hand, opponents argued that a depreciation of the rand 
could have assisted the economy in adjusting to the shocks which 
initially stimulated flights of capital. Exports would have been en
couraged and imports discouraged, developments which could have 
promoted growth in the economy. The exchange controls allegedly 
created distortions, which might not promote economic stability, in the 
form of an overvalued currency, and a level of interest rates which was 
lower than would otherwise prevail, which encouraged capital outflows. 
Critics also argued that exchange controls simply addressed the symp
toms of the relevant problem rather than the problem itself, which 
resided mainly in a lack of confidence in the political and economic 
position of the country. They argued that the flight of capital from South 
Africa in the mid 1980s should not have been interpreted as evidence of 
deteriorating ethical standards, but rather the consequence of intensified 
uncertainties regarding the future of the country. 

Domestic Consequences of Exchange Control 

In the previous section the rationale for exchange controls was ex
plained. In this section some appraisal of the workings of this system is 
presented in the light of the events in the 1980s. Several important con
clusions can be reached. The exchange controls are not totally 
ineffectual by any means. Apart from blocking certain outflows 
altogether, the controls can curb the propensity of domestic parties to 
transfer funds abroad because they inflate the transaction costs of 
shifting such funds overseas. Nevertheless, the authorities did recognize 
that the exchange control system suffers from basic inherent weaknesses. 

'Fair Weather' Arrangements. The basic objective of the controls has 
been to insulate the economy from the alleged disruptive effects of large 
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capital outflows. In this respect the system proved to be· only partly 
effective in protecting the foreign reserves and the exchange rate. This 
was vividly illustrated at the time of the foreign debt crisis in 1985 and 
the events thereafter. The exchange controls proved to be yair weather' 
arrangements which worked satisfactorily in times of subdued pressure 
on the exchange rate, but which have failed to some extent when they 
have been put to the test, that is, when they were needed. 

There are numerous ways, both legal and ill~gal, in which such controls 
can be circumvented. They include under-invoicing of exports, overin
voicing of imports, false or excessive commissions, and transfer pricing. 
The curtailment of such practices is exceedingly difficult to achieve. 
Even draconian controls which involve monitoring all foreign trans
actions, which in any case is not practical, would not solve the problem. 
The administrative costs in operating exchange control were substantial 
as evidenced by the increasing size of the exchange control department 
at the Reserve Bank. Certain international firms, which specialize in 
monitoring foreign trade transactions for developing countries, could 
have been employed to undertake random checks, but such services 
would have been costly, and would have to be borne by one or other 
parties. The resort to such measures, moreover, would only have 
addressed symptoms and not the fundamental problem, and might have 
stimulated even more outflows because of fears that exchange controls 
would be tightened even further. 

The limitations of exchange controls were demonstrated by their inability 
to control short term capital movements in the form of leads and lags 
which could assume large proportions in the South African foreign ex
change market. Leads and lags arise in response to anticipated exchange 
rate movements, and are therefore a form of speculation. Exchange 
controls designed to quell such influences were extended over the years. 
Apart from the seven day surrender rule pertaining to the proceeds of 
exporters, the access of participants to the forward exchange market was 
restricted. Fixed and ascertainable foreign commitments or accruals 
were specified for such access, while time limits on forward cover for 
both exporters and importers were laid down. Despite this panoply of 
restrictions leads and lags continued to materially influence the foreign 
exchange market on a regular basis along with the short term capital 
account of the balance of payments. 
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At the same time the exchange controls in certain respects probably 
discouraged the inflow of foreign capital into the country. This arose 
partly because they fostered fears of further restrictions, partly because 
some investors were probably deterred by the hassles and complexities 
in making applications to the exchange control authorities, and partly 
because controls can create perceptions of a weak economy. 

Inefficient Rationing of Foreign Exchange. The second inherent 
weakness of exchange control is that it is an economically inefficient 
way of rationing the available foreign exchange among those who wish 
to purchase foreign currency, particularly when compared with the 
allocation which would take place in a free market milieu. Two 
decisions are required in allocating foreign exchange under exchange 
control conditions. It is necessary to determine those applications which 
will be accepted, and then to determine the magnitude of the allocations 
in those chosen directions. The exchange control authorities playa key 
role in these matters. 

The Final Report of the De Kock Commission issued in 1985 argued 
that such an administrative distribution of foreign exchange may accord 
less closely with the economic interests of the country than a distribution 
determined by market forces. It argued that 'this is especially the case 
when the pattern of distribution is not as such the object of specific 
deliberation by the top management of the monetary authorities, but 
partly the uncoordinated outcome of a large array of ad hoc admini
strative decisions taken at various levels of administration and seniority 
in the banking system, and swayed by arguments and pressures in which 
national economic priorities may be differently interpreted'. 3 

Potential For Abuse. The third inherent weakness of exchange control 
is the in-built incentives for violation which it contains. The greater the 
adherence by the majority, the more profitable violations can become for 
those willing to break the law. This was demonstrated by the workings 
of the financial rand system where a large discount prevailed on the 
financial rand compared with the commercial rand rate. illegal arbitrage 
between the two markets was rendered profitable, and those trading in 
this manner reap a scarcity rent (profit) which would only disappear, 
other things remaining equal, if sufficient illegal arbitrage transactions 
closed the gap between the two rates. 

193 



These inherent deficiencies of exchange control were widely recognized 
in the 1980s. There was, however, an additional fundamental considera
tion since a basic conflict could exist at times between exchange control 
and the effective application of monetary policy. The Final Report of the 
De Kock Commission concluded that 'the existence of exchange controls 
has at times contributed to inflation and general economic instability in 
South Africa, and constituted a major obstacle to the monetary 
authorities in their attempts to achieve and maintain sound monetary 
conditions'. Past experience has shown that the application of strict 
exchange control often prevents the most desirable combination of 
money supply growth, interest rates and spot and forward exchange rates 
from being attained'.4 This was particularly evident in 1979 and 1980 
when large surpluses on the current account could have been more 
effectively neutralized by capital outflow in the absence of exchange 
controls. 

Exchange Control Policy After 1985 

Such a conflict between exchange control and monetary policy, 
however, did not exist after 1985. The monetary authorities took the 
view at that time that, despite its inherent weaknesses, exchange controls 
remained essential as a supplement to monetary and fiscal policies 
against the background of a weak capital account of the balance of 
payments. They argued that exchange control could never be a substitute 
for appropriate monetary and fiscal policies. In particular, it could never 
eliminate the need for realistic interest and exchange rates, but it could 
be used as a supplementary measure. 5 

In the second half of the 1980s South Africa was undergoing structural 
economic adjustment necessitated by its newly acquired position of being 
a capital exporting country. An even more severe adjustment would no 
doubt have been required if exchange controls had been abolished. It 
also had political implications since the abolition of exchange controls 
would probably have entailed a lower exchange rate, higher domestic 
interest rates, a higher inflation rate, albeit possibly of a temporary 
nature, and a possible squeeze on real disposable personal incomes, 
associated with a redistribution of incomes. Its compatibility with the 
foreign debt standstill arrangements would also have been a knotty issue. 
It would have been extremely difficult if not impossible to eradicate 
exchange controls while the standstill remained in force. Higher inflation 
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rates stemming from such action would likewise have complicated the 
conduct of monetary policies. 

It coUld also be argued that the tax system needed to be amended to im
prove the workings of the money and capital markets before exchange 
controls could be removed. In this respect the liability of non-residents 
to income tax on financial rand balances, as well as the presence of a 
15% withholding tax on dividends paid to non-residents were im
pediments to the dismantling of exchange controls. 

Despite the drawbacks the authorities therefore concluded that exchange 
controls over both residents and non-residents remained an essential 
policy tool. As long as this remained the case the controls must be made 
as effective as possible. To this end the Reserve Bank took a series of 
steps in 1988 and 1989 to increase the effectiveness of the application 
of exchange control, including an expansion of the inspection section of 
the exchange control department of the Reserve Bank. 

The authorities believed that the future of exchange control would at 
least partly be influenced by political developments. De Kock argued 
that South Africa's economic future was inextricably entwined with its 
political future. He asserted that continued political and constitutional 
reform and the maintenance of law and order were pre-conditions for the 
attainment of such economic ideals as optimal real growth, low single

digit inflation, balance of payments equilibrium, a strong currency and, 
in general, economic prosperity, and a rise in the standard of living. 6 De 
Kock believed that exchange controls could in all probability be relaxed 
or removed once political reforms were accompanied by a material 
improvement in the capital account of the balance of payments. 
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CHAPTER 14 

EXCHANGE CONTROL POLICY IN 
RESPECT OF NON-RESIDENTS 

As part of the trend towards a liberalisation of exchange control the 
authorities abolished the financial rand system is February 1983 thereby 
reinstating a unitary exchange rate system for the rand. The subsequent 
imposition by South Africa of a partial standstill on foreign debt repay
ments at the beginning of September 1985 was accompanied by the re
introduction of a two-tier exchange rate system in the form of the com
mercial rand and financial rand markets. In this chapter some historical 
perspective on exchange control policy towards non-residents is pre
sented along with the background to the decision to abolish such controls 
in February 1983. The rationale behind the subsequent move to re
instate exchange controls on non-residents is explained, and the work
ings of the financial rand market since September 1985 are analyzed. 

Historical Background 

It was explained in the previous chapter that the current exchange con
trol regulations in force in South Africa originated back in 1961 when 
strict controls were introduced following the Sharpeville incident, which 
had occurred in March 1960. This led to a considerable outflow of 
capital funds, and a serious decline in the gold and foreign exchange 
reserves. 

The most important measure taken at that time involved restrictions on 
the repatriation of funds previously invested in South Africa by foreign
ers. The latter then found that, although they could still sell South 
African securities on the Johannesburg Stock Exchange, the proceeds 
from such sales were blocked within South Africa, being deposited in 
blocked accounts in the name of foreigners at commercial banks. The 
funds so deposited were called blocked rand. 
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In order to allow foreigners a measure of freedom to repatriate these 
blocked rand balances, the latter could be used to buy quoted shares on 
the Johannesburg Stock Exchange and transferred abroad to be sold, 
say, in London. Blocked rand could also be utilized to purchase quoted 
government, municipal and public utility stocks with a maturity of five 
years or more and, when these matured, the owner was allowed to remit 
the proceeds from the country on condition that the investment had been 
held by the non-resident continuously for five years. Foreigners were 
likewise allowed to subscribe with blocked rands to buy special govern
ment non-resident bonds with maturities of five years, where 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 not freely transferable from one non-resident 
account to another. There was, however, no restriction on using blocked 
rand in one account for the purchase of local quoted 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, called a 'gilt wash', was employed by 
the unofficial market dealers in blocked rand, who operate in London, 
and quoted the rand at a price against other currencies. 

Since its inception the rate of exchange for blocked rand consistently 
stood at a discount to the official exchange rate except for very brief 
periods when the discount disappeared. Overseas investors in 
repatriating funds from South Africa through the share market were 
consistently obliged to accept a loss equivalent to the differential 
between the official rand exchange rate and the rate for blocked rand. 

The reasons for this persistent blocked rand discount were that in times 
of relative lack of foreign demand for South African shares matched by 
a tendency for local buying this tended to push up prices on the 
Johannesburg Stock Exchange to a premium compared with the prices 
for the same shares in London, and thereby create a blocked rand 
discount. Under those circumstances there was no direct counteraction 
to this tendency since London investors were pre-empted from taking 
advantage of the premium on Johannesburg prices as any proceeds so 
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realized were blocked, and could only be repatriated via the share 
market at a discount. Conversely, it was most unusual for the blocked 
rand rate to reach a premium since it was then cheaper for foreign 
investors to remit funds directly to the Republic at the ruling official 
exchange rate to buy shares. 

The maintenance of a blocked rand discount was also aided by the fact 
that non-resident companies who wished to repatriate funds abroad 
following, for instance, the sale of assets in the Republic, but were 
refused exchange control permission to use the official foreign exchange 
market facilities, were forced to channel such funds through the blocked 
rand market by buying quoted securities locally and selling overseas. 
Such transactions tended to widen the discount. 

Securities Rand Market. In February 1976 new exchange control 
regulations came into force which modified the previous arrangements 
governing dealings in blocked rand. A distinction was drawn between 
blocked rand and securities rand. The latter expression denoted the local 
sale and proceeds of South African quoted securities and other invest
ments in South Africa owned by non-residents. All non-resident accounts 
falling under this category were designated securities rand accounts. On 
the other hand, emigrants' funds which had been blocked in South 
Africa under the previous blocked rand mechanism were to be still 
designated as blocked rands. Alongside this change it was indicated that 
transfers of securities rand could take place directly from one securities 
rand account to another. This meant that the 'gilt wash' procedure was 
no longer necessary for this purpose. 

In the wake of the Interim Report of the De Kock Commission the 
securities rand market was renamed the financial rand market in January 
1979. For the first time non-resident investors were allowed to apply to 
the exchange control authorities for permission to use financial rand for 
purposes of acquiririg equity capital in a company in South Africa which 
was not listed on the Johannesburg Stock Exchange. During the period 
from the end of January 1979 to July 1981 the Reserve Bank approved 
applications to use financial rands for investment in forms other than 
quoted securities to an amount of more than Rl 000 million.! At the 
same time emigrants were permitted to transfer limited amounts of their 
funds abroad through the financial rand market. In these ways the scope 

199 



of the market was expanded. This system was abolished in February 
1983 when a unitary exchange rate system for the rand was established. 

Re-establishment of Unitary Exchange Rate System 

With effect from 7 February 1983 exchange control over non-residents 
was abolished. This implied the disappearance of the dual exchange rate 
system as it had existed in one form or another since exchange control 
over non-residents was first introduced in South Africa back in 1961. 
Under the new arrangements the local proceeds of sales of quoted and 
unquoted South African securities held by non-residents were no longer 
designated as financial rand. Instead, they became freely transferable 
from South Africa through normal banking channels at the ruling unitary 
rate of exchange for the rand. Exchange control over residents was 
retained, but as part of the governments' declared policy of gradually 
relaxing and simplifying exchange control over residents, certain con
cessions were granted in respect of foreign travel and study allowances, 
emigration facilities and the transfer of legacies. 

These new arrangements had been foreshadowed by the Interim Report 
of the De Kock Commission which recommended the eventual emer
gence of a unitary exchange rate system.2 By early 1983 the balance of 
payments and domestic financial situation had rendered such a move 
desirable from the viewpoint of economic stabilization policy. The 
positions on both the current and capital accounts of the balance of 
payments improved dramatically during the second half of 1982 and it 
was reflected in an exchange rate appreciation of the rand and rising net 
foreign reserves. Between the beginning of July 1982 and the beginning 
of February 1983 the rand appreciated by nearly 10% in terms of a 
weighted basket of currencies, while the net foreign reserves increased 
by more than R2,5 billion, excluding valuation adjustments, and by 
about R3, 6 billion if valuation adjustments are included. One con
sequence of these developments was a renewed acceleration of the 
annualised and seasonally adjusted rate of increase of the broad money 
supply (M2) from 4,2% in the second quarter of 1982 to 13,7% in the 
third quarter and 14 % in the fourth quarter, giving a rate of increase for 
1982 as a whole of 17,4%. 

All these developments were associated with a sharp rise in the price of 
gold from roughly $296 per fine ounce in the middle of June 1982 to 
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around $510 per fine ounce at the time that the exchange controls on 
non-residents were lifted. This had helped to set the stage for a renewed 
upswing in the economy, but on the negative side new inflationary 
pressures threatened to be unleashed, even though the rate of inflation, 
as measured by consumer prices, decelerated from 14,6% in the twelve 
months to June 1981 to 13,9% in the year to December 1982. The 
decision to abolish the financial rand mechanism was therefore partly 
prompted by the desire of the monetary authorities not to lose control 
over the growth of the monetary aggregates in an environment where the 
rate of inflation in South Africa was already more than double that of its 
main tradIDg partners. 

The abolition of the financial rand system was also facilitated at the time 
by trends in international financial markets. South Africa, like many 
other countries at that stage, enjoyed greater access to international 
sources of short term credit. Substantial amounts of short term finance 
were available in the form of eurocurrency finance which could be used 
by countries to help finance temporary balance of payments deficits. In 
addition, IMF facilities had been substantially increased over the years, 
while the use of gold swap facilities furnished South Africa with an 

additional source of short term finance. What is more, domestic 
monetary policies had become more flexible in the sense of being geared 
to a greater extent to external developments. Such fundamental changes 
in the balance of payments environment suggested that the abolition of 
the financial rand system would prove to be a permanent and non
reversible decision. 3 

At the same time a fundamental aim behind the move was to 
demonstrate not only South Africa's desire, but also its ability, to 
provide an equitable and profitable investment climate for foreign 
capital. By abolishing exchange control over non-residents any deterrents 
to foreign investment from this source were designed to be removed. 4 

This move was effected at a time when the discount on the financial 
rand vis-a-vis the commercial rand was approximately 18%. The merg
ing of the two exchange rates therefore presented a windfall gain to non
resident holders of South African quoted and unquoted securities, and 
was bound to generate certain capital outflows under the new dispen
sation. Net sales of quoted securities on the Johannesburg Stock 
Exchange by non-residents during the whole of 1983 amounted to 
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Rl 158 million but these sales helped to drain liquidity out of the 
domestic economy, and thereby restrained the rise in the money supply 
at a time when the current account of the balance of payments only 
turned into deficit during the second half of 1983. These sales, more
over, could not be attributed solely to the abolition of exchange control 
on non-residents. The weak price of gold, for instance, during this 
period was one contributory factor. 

Even so, fears expressed in some quarters that the commercial rand rate 
would fall materially following the termination of the two-tier exchange 
rate system proved to be unfounded. After declining by about 4,7% in 
the first couple of days following the introduction of the unitary system, 
the effective exchange rate of the rand recovered almost immediately to 
its former level, and remained stable thereafter despite a sharp fall in the 
dollar price of gold in the second half of February 1983 from roughly 
$512 per fine ounce to $397 per fine ounce. In the longer term, how
ever, the vulnerability of the rand to capital account developments sur
faced, and more particularly this materialised in the middle of 1985 
when the country faced a foreign debt crisis. 

Impact of Re-introduction of Financial Rand 

The re-introduction of the two-tier exchange rate system in September 
1985 was supported on the grounds that it ensured that any outflows of 
capital, which emanate from transactions on the Johannesburg Stock 
Exchange or from disinvestment pressures, would not exert any down
ward pressure on the commercial rand's exchange rate. The system was 
designed to 'lock in' the present pool of overseas investment in this 
country by ensuring that any sales of quoted securities by non-residents 
or disinvestment moves had to be counterbalanced by purchases of 
financial rands by other non-residents. It was likewise argued that 
retention of a unitary exchange rate system would have undermined the 
foreign debt standstill arrangements by encouraging foreign investors to 
convert debt within the net into equity capital, and then repatriate funds 
abroad through the commercial rand market. In addition, the re
introduction of the financial rand system was supported on the grounds 
that foreign lenders of loans to South Africa on the one hand, and equity 
and bond investors in South Africa should be treated in a roughly equal 
manner. 
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On the other hand, at the time of the debt standstill the pressures on the 
rand exchange rate did not emanate from net sales of securities by 
foreigners on the Johannesburg Stock Exchange. Indeed, in the weeks 
prior to the closure of the markets at the end of August 1985 small net 
inflows had been recorded. The pressures instead sprang over
whelmingly from foreign debt repayments which are channelled through 
the commercial rand market. 

The financial rand mechanism acts as a cushion against sudden pre
dilections on the part of foreign investors to move money out of quoted 
South African securities, and thereby provides some protection for the 
commercial rand rate. The system in operation since 1985 would appear 
to have kept the commercial rand rate at a higher level than would 
otherwise have been the case. This has at least furnished one macro
economic benefit in the sense that imported inflationary pressures would 
have been worse, given the presence of a unitary exchange rate system. 

Even so, the benefits which were enjoyed since the re-introduction of the 
financial rand system as regards limiting outflows could be exaggerated. 
In the period since September 1985 foreign investors have been net 
sellers of South African securities on the Johannesburg Stock Exchange 
for lengthy periods, but such sales have been modest when compared 
with other outflows on the capital account which represented commercial 
rand transactions. Net sales of securities by foreigners reached a peak 
in 1986 when they amounted to Rl 352 million. By 1988 they had 
become a positive item of R67 million. In 1986 net outflows of capital 
through the commercial rand market totalled around R8 300 million. 

Influence on Capital Inflows. Apart from these considerations the re
introduction of the financial rand system raised fears that further 
exchange controls on non-residents would be introduced. Fears were 
harboured, for instance, that dividend and interest payments to foreign 
investors, which were routed through the commercial rand market, could 
be changed. Capital inflows through the commercial rand market have 
most probably been discouraged while some capital outflows have pro
bably been induced by these fears. 

The financial rand mechanism may also have adversely affected the 
short term capital account of the balance of payments at times. The 
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existence of a discount on the financial rand could have imparted a 
negative influence on leads and lags in the commercial rand market since 
some participants might view the relatively low level of the financial 
rand rate as a harbinger of the future commercial rand rate. At the very 
least it was exceedingly difficult to visualize the financial rand mecha
nism operating in a manner which was conducive to the encouragement 
of positive leads and lags. This stemmed from the nature of the financial 
rand system which ensured that the financial rand rate could never 
record a premium above the commercial rand rate. 

It was often argued that the discount on the financial rand attracted new 
foreign investment in South Africa. Strictly speaking this is not possible. 
The financial rand market operates completely free of Reserve Bank 
intervention, and any investments in South Africa by foreigners using 
that market counterbalance disinvestments of one kind or another by 
other investors. No new net investments take place. Moreover, the 
discount on the financial rand could exert a less powerful influence than 
is commonly supposed. Investors could be deterred by fears of further 
exchange control measures, and the financial rand system is complex 
which means that many foreign investors do not fully understand its 
workings. The financial rand rate, moreover, can be volatile, and a 
large discount may cause foreigners to conclude that the risks of 
investing in the Republic are higher than they would otherwise perceive 
them to be. 

These considerations were especially pertinent in regard to South 
African gold shares. No exchange controls exist in Australia, Canada 
and the United States. Foreign investors who buy gold shares in these 
countries, therefore, face no currency hassles unlike in the case of 
investment in South Africa. This served to undermine somewhat the 
attractions of South African gold shares to foreigners vis-a-vis these 
alternative investment outlets, and the position was compounded by the 
policies of foreign market makers in South African gold shares. Faced 
with dwindling interest in these shares, and the need to take positions in 
the volatile financial rand, dealers such as those in London quote wider 
spreads on such shares. This protected to some extent the position of 
these market makers, but it further diminished the attractions of South 
African shares to foreign investors, and inhibited trade on the J ohannes
burg Stock Exchange. 

204 



The negative connotations attached to South African exchange controls 
on non-residents assumed added importance when it is noted that the 
progressive trend throughout western industrialized countries has been 
towards the elimination of exchange controls. European countries such 

as Sweden and Austria, have eliminated exchange controls in recent 
years while all countries comprising the European Economic Community 
plan to eliminate all capital restrictions by 1992. As a result of this 
financialliberalisation which is sweeping the western world it could be 
argued that South Africa was becoming a less attractive outlet for 
foreign investment as long as the two-tier exchange rate arrangements 
remained in force. 

At the same time, apart from creating distortions in the foreign exchange 
market, the financial rand mechanism has entailed certain other hassles . 
. A large discount on the financial rand may be politically embarrassing 
while the indictment was put forward that the system encouraged 
foreigners to 'buy up the farm' at knock down prices. Such criticism 
concerning the purchase of South African properties and farms by 
foreigners using the financial rand mechanism was instrumental in in
ducing the authorities to modify this dispensation. Under the change in
troduced in 1986 such purchases of local properties by foreigners had 
to be paid for in financial rands and commercial rands on an equal basis, 
and not simply in financial rands. Later in August 1989 a new ruling 
was pronounced to the effect that foreigners could no longer buy agri
cultural or residential property using the financial rand mechanism. 
Henceforth, such properties had to be financed via the commercial rand 
market. 

These drawbacks with the system were recognized by the authorities, 
and partly explained why the financial rand mechanism was perceived 
to be a temporary measure while abnormal external pressures were ex
perienced by the Republic. While the mechanism existed pressures on 
the capital account, which otherwise would have been reflected in 
further downward pressures on the commercial rand rate, were avoided. 
This conferred macroeconomic benefits in the sense, for instance, of 
preventing the emergence of even stronger inflationary pressures, while 
facilitating management of the foreign reserves. The level of domestic 
interest rates could also have been higher under a unitary system, al
though it is open to question whether this would on balance have been 

lOS 



of economic benefit to the country. In addition, the financial rand system 
was regarded as a valuable adjunct to the debt standstill arrangements. 

Control Over the Financial Rand System 

The workings of the two-tier exchange rate system following its 
re-introduction in September 1985, proved to be less successful on 
balance compared with the similar exchange rate arrangements which 
were in force between 1961 and 1983. This different experience could 
be ascribed partly to the size of the discount on the financial rand 
vis-a-vis the commercial rand which emerged. Comparatively large and 
volatile discounts prevailed on the financial rand as shown in the accom
panying graph. 

Any two-tier exchange rate system can only work smoothly if the gap 
between the two rates is relatively narrow. As a result of a discount on 
the fiilancial rand, which exceeded 50 % at times during the past few 
years, the system faced strains. Economic agents were furnished with a 
powerful incentive to engage in illegal transactions when the profit 
returns were of the order of 100% or more. Such operations were also 
facilitated by the more liberal access to the market made possible to 
non-residents under the resurrected system. For most of the period 
between 1961 and 1983 access to the market was more limited. 

illegal transactions including arbitrage between the commercial and 
financial rand markets comprised two basic forms. Such transactions 
could take the form of investment in South Africa through the financial 
rand market with the inflow of funds subsequently channelled out of the 
country through the commercial rand market. Alternatively, money was 
first sent out of the country through the commercial rand market os
tensibly to pay for instance for imports, and the funds were then in
vested in an overseas company which reinvested the money in South 
Africa via the financial rand market. 

Numerous cases emerged since 1985 involving contravention of the 
exchange control regulations in respect of alleged illegal arbitrage 
between the commercial rand and financial rand markets. At the same 
time the authorities tightened the exchange controls in certain areas to 
eliminate certain perceived abuses. 
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One such practice involved bond washing or interest stripping in the 
local securities market. This involved the use of financial rand by non
residents to acquire securities, mainly interest bearing securities, cum
interest against the sale of the same securities ex -interest, thereby re-
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ceiving the interest so purchased in commercial rand. By this practice 
financial rand was converted into commercial rand to the detriment of 
the country's foreign exchange reserves. The regulation involved was 
therefore altered so as to provide that any interest purchased in this way 
was not eligible for transfer abroad through the commercial rand 
market, but must be credited to a financial rand account in the name of 
the non-resident concerned. Only interest actually earned could be re
garded as remittable through normal banking channels. 

Several other steps to tighten the control regulations were introduced, 
while attention was also focused on possible ways of administering the 
existing controls more effectively. The commercial banks for instance 
might have been able to exercise better control over foreign exchange 
transactions in this area. Closer monitoring of the release of financial 
rand balances to non-residents for the purchase of non-quoted equity 
investments by South African banks might have helped in this respect, 
although this would have increased the administrative burden carried by 
these institutions. As a result of the large discounts on the financial 
rand, however, such steps could not be expected to eradicate the 
problem. Adequate control over the system was rendered all the more 
difficult by the fact that the market for financial rand is mainly located 
in overseas centres, and is virtually entirely non-resident in character. 
The abuses of the system however did not reach levels such that the 
discount on the financial rand was eliminated. 

Non-Intervention in Financial Rand Market. In assessing the workings 
of the system it should also be noted that following the re-introduction 
of the financial rand system, the Reserve Bank studiously avoided inter
ventionin the financial rand market. The financial rand rate was allowed 
to find its own level without any intervention in the market by the 
Reserve Bank. 

Intervention in the financial rand market would have conferred several 
benefits. It would for a start have furnished the Reserve Bank with an 
additional instrument of monetary policy. Such intervention to buy and 
sell financial rands would have affected domestic liquidity, and the level 
of interest rates. The financial rand market could also be exceedingly 
volatile at times as previously noted. Movements of 10% or so in the 
rate on a single day could be recorded. Such volatility may well have 
reduced the interest of some foreigners in South African shares when 
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combined with the other complications facing investors using the 
financial rand mechanism. Any intervention in this market by the 
Reserve Bank, which contributed to greater stability in the financial rand 
rate, could therefore have boosted the interest of non-residents in South 
African quoted bonds and equities. 

There were on the other hand sound reasons why the Reserve Bank 
confined its foreign exchange intervention to the commercial rand 
market. The ~tter market was much bigger with movements in the 
commercial rand rate exerting a much more powerful influence on 
macroeconomic conditions in South Africa. Intervention in the financial 
rand market was partly also inhibited by the low level of the foreign 
reserves. This would have restricted the scope for intervention which 
would most probably have involved on balance the net sale of dollars 
designed to improve the financial rand rate over time. The net gold and 
other foreign reserves of the monetary banking sector amounted to a 
negative Rl 056 million at the end of the first quarter of 1989, and by 
the end of the third quarter of that year had improved to a still derisory 
level of R162 million. Foreign creditors could have been unhappy to see 
the low foreign reserves of the country depleted further as a result of 
such intervention. Foreign debt repayments outside the standstill net 
could therefore have mo~ under such circumstances. What is more, 
intervention in the relatively small financial rand market could not be 
kept secret, and could have been judged to be attempted manipulation of 
the rate. 

The authorities, nevertheless, were instrumental in helping to change the 
location of the market from overseas centres, especially London, to 
Johannesburg. In 1988 the exchange control authorities allowed local 
banks for the first time to take out outright positions in financial rand on 
an intra day basis, while being permitted to keep small overnight 
balances. This move improved the competitive position of local banks 
in the financial rand market, and helped to shift the market more 
towards Johannesburg. 

Debt Standstill and the Future of the Financial Rand System 

The partial debt standstill of August 1985 represented a watershed in 
South Africa's affairs in the international financial arena. Three interim 
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debt arrangements had been negotiated with foreign creditors by October 

1989 as part of the on-going management of the country's foreign debt. 
At the same time a 'menu' of new debt options for creditors and debtors 

in Third World countries emerged in the second half of the 1980s. A 

number of these financing options became known as debt-equity swaps 
and conversions, and South Africa introduced its own facilities in this 
regard as a means of reducing its burden of foreign debt. 

In January 1988 the exchange control authorities introduced arrange
ments whereby provision was made for lenders trapped with loans inside 
the st~ndstill net to convert their short term claims at their option into 

financial rand for either investment in South African equities, or for 

liquidation through the financial rand market. Under these arrangements 
foreign creditor banks can sell their standstill dollars for rands in the 
commercial rand market. Their rand receipts are then credited to a 

financial rand account, and the creditor banks can then sell the financial 
rand for dollars in the financial rand market, or convert the financial 

rand into equities. Such debt-equity swaps amounted to $700 million at 

the end of 1990. 

Given these circumstances any future thoughts of merging the financial 

and commercial rand exchange rates will have to take into account the 
possible effects of any reduction in the discount on the financial rand on 

the amount of remaining loans within the standstill net. Creditors with 

foreign debt caught inside the standstill net in general have been re

luctant at times to take their money out though the financial rand system 
(or through the sale of these loans in the secondary debt market). Their 

reluctance has in part stemmed from the penalty of a wide discount on 

the financial rand. Any meaningful narrowing of the discount meant that 
the penalty is reduced. This in turn will strengthen the incentive to take 
loans out of the standstill net, and this could cause the discount to widen 
again in line with pressures from sales of financial rands. 

The future prospects for any removal of the two-tier exchange rate 
system will therefore be partly influenced by the behaviour of foreign 

creditors holding standstill dollars. If foreign investor confidence in 

South Africa improves the discount on the financial rand could con
ceivably be erased entirely. Under these circumstances the foreign debt 
standstill would in fact become defunct. The only foreign creditors who 
would still remain within the Third Interim Debt Arrangements would 
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be those who were prepared to accept and maintain their existing ex
posures in South Africa on a voluntary basis. All other creditors could 
over time sell their standstill dollars in the commercial rand market, and 
have the proceeds designated as financial rand for repatriation out of the 
country through the financial rand market with no penalty attached. 

This close interrelationship between the exchange controls on non-resi
dents and the debt standstill in turn strongly suggests that the financial 
rand system and the standstill arrangements are likely to be eliminated 
at roughly the same time. If this procedure was not adopted, and one of 
the two mechanisms alone was scrapped, indictments could be levelled 
to the effect that foreign loan lenders and equity and bond investors in 
South Africa were not being treated equally. What is more, if conditions 
are propitious for the lifting of the standstill debt mechanism, the same 
will most probably apply to the financial rand mechanism as well, and 
vice versa. If the attitudes of foreign bankers are conducive to the lifting 
of the Third Interim Debt Arrangements, this suggest that conversion of 
foreign debts into financial rand would be small, while the interest of 
foreign investors in South African quoted securities and unlisted equity 
investments could be positive. 
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PAR T 4 

EXTERNAL FINANCIAL RELATIONS 
AND POLICIES 

South Africa's financial relations with the outside world assume critical 

importance in view of the open nature of the economy, and its tra
ditional high dependence upon foreign trade and foreign capital inflows 
as engines of economic growth. Two facets of these relations are 
covered in the next two chapters relating to management of the country's 
foreign, debt and the gold sales policies of the Reserve Bank.. 

The Reserve Bank's responsibilities on the external monetary front be
came extended during the second half of the 1980s following the onset 
of a foreign debt crisis in 1985. The management of the foreign debt of 
the Republic became a preoccupation of the Bank.' s monetary policies in 
the years after 1985, affecting both interest rate and exchange rate 
policies. These matters are covered in the following chapter. 

Thereafter, a review is undertaken of the gold sales policies of the Reserve 
Bank in the 1980s. Receipts from gold sales amounted to almost 45% of 
total export receipts in 1980, thereby emphasizing the influence of gold 
exports on general economic and monetary conditions in the country. 

Moreover, in line with changing conditions in the international gold markets 
the gold sales policies of the Reserve Bank were modified during the course 
of the 1980s. These matters are discussed in Chapter 15. 
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CHAPTER 15 

THE MANAGEMENT OF THE 
FOREIGN DEBT 

In August 1985 the South African economy experienced a traumatic 
shock when pressures emanating from outflows of capital forced the 
authorities to impose a partial standstill on repayments of foreign debts. 
South Africa's financial relations with the rest of the world were 
severely affected for the rest of the decade. The balance of payments 
constraint facing South Africa in the second half of the 1980s, arising 
out of these capital sanctions, was acute. It involved a transfer problem 
which necessitated a fundamental adjustment of the economy. The latter 
became a hostage to developments on the capital account where outflows 
mainly reflected negative attitudes on the part of foreign creditors. 

In this Chapter the nature and causes of the foreign debt crisis in 1985 
are explained. In addition, the nature of this transfer problem is 
explained along with the debt strategy pursued by the authorities, while 
the development of South Africa's relations with its foreign creditors is 
outlined. The success of the authorities in handling the foreign debt 
burden is also assessed in the sense of analysing whether effective 
balance of payments adjustment was recorded alongside adequate 
economic growth. 

The Debt Standstill and Related Arrangements 

A standstill on most foreign debt repayments, initially meant to expire 
at the end of 1985, became effective from 2 September 1985. Out of a 
total foreign debt at that time of $23,7 billion roughly $13,6 billion was 
affected by the new restrictions on capital repayments. The standstill 
arrangements specifically excluded repayments on several categories of 
foreign debt. These comprised outstanding loan amounts due by local 
importers to foreign suppliers; bonds issued on foreign stock exchanges 
and privately placed public sector notes; debts to the International 
Monetary Fund (IMF); debts guaranteed by foreign governments or their 
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export credit agencies; debt commitments of the South African Reserve 
Bank; and new loans granted after 2 September 1985 which did not 
replace existing loans. When these various exemptions were taken into 
account, the temporary postponement of repayments applied to 57,5 % 
of all foreign debt outstanding at the end of August 1985. 

The basic standstill arrangements were supplemented by various other 
measures. Arrangements were made for amounts of maturing 'affected 
debt' repaid by a South African debtor and not re-advanced to another 
borrower by a South African bank acting as intermediary, to be 
deposited in foreign currency with the Reserve Bank by the foreign 
exchange dealer involved. From 1 January 1986 such deposits had to be 
made with the Public Investment Commissioners. Simultaneously, with 
the imposition of the standstill, exchange controls on capital transfers by 
non-residents were re-introduced in the form of the financial rand. 

On 10 December 1985 the standstill arrangements were extended for a 
further three months to the end of March 1986, and a 'broad consensus' 
of agreement between South Africa and its principal foreign creditor 
banks was announced on 20 February 1986. In terms of this First 
Interim Debt Agreement South Africa, on its part, stated its prepared
ness to lift the repayments restrictions on 5 per cent of the 'affected 
debt' that had already matured or would mature by the end of June 
1987. 5 per cent of all such debt that had already matured or would 
mature on or before 15 April 1986 would be repaid in a single amount 
on that day. The repayments of 5 per cent of debt maturing between 15 
April 1986 and 30 June 1987 was then to be effected on the original 
maturity dates of the debts concerned. In addition, the Agreement 
provided an exit option that allowed creditor banks to convert affected 
debt into three year loans outside the standstill net. 

Further arrangements for the repayment of debt to foreign creditors 
were negotiated with foreign creditor banks in February 1987. The so
called Second Interim Arrangements that became effective in July 1987 
closely resembled the 'consensus of agreement' of February 1986, but 
were different from the first arrangements in certain respects. 1 

Each of these arrangements took account of the environment surrounding 
the foreign debt position of South Africa at the time. They were made 
possible by the desire of South Africa to maintain good relations with its 
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foreign creditors, and to restore as far as possible normal relationships 
between creditors and debtors in its international financial relations. 
These arrangements were also motivated by the desire of the South 
African authorities to adhere to the principle of fair and equal treatment 
of all the country's creditors. 

These interim arrangements were also important in the sense that South 
Africa could not be accused of unilaterally applying a standstill on the 
repayment of its foreign debts. Instead, the authorities applied re
strictions in terms of multilateral accords. The danger was therefore 
considerably reduced that non-resident creditors would attempt to attach 
assets belonging to South African residents such as the proceeds of 
exports or gold bullion destined for foreign markets. Foreign banks were 
also more willing to continue handling South Africa's international 
money transactions in the international clearing systems of Zurich, 
London, New York and Frankfurt. These interim arrangements also im
proved the prospects of obtaining new foreign credit facilities. 

Nature and Causes of Foreign Debt Crisis 

At the time of the introduction of the debt standstill there was consider
able misunderstanding inside South Africa about the nature and causes 
of the country's foreign debt problem. The withdrawals of capital start
ing in July 1985 were the product of deteriorating overseas perceptions 
of socio-political developments in South Africa, and were not caused by 
overborrowing. The repayment of trade credits could have been partly 
inspired by developments in the domestic economy, and in particular the 
trend towards lower inventories and imports. The growing share of 
government spending in the economy and increasing levels of taxation 
in the first half of the 1980s moreover did not enhance the credit status 
of the country. Even so, purely economic considerations were of minor 
importance in explaining the crisis. The South African case was totally 
different from that of debt ridden countries in Latin America, Africa and 
Eastern Europe as shown in the accompanying table. 

The table reveals that South Africa's foreign debt profile was highly 
favourable compared with other countries facing foreign debt problems. 
The South African debt crisis was in effect a liquidity problem caused 
by the sudden withdrawal of short term bank credits during the third 
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South Africa: Comparison of external debt and debt service with other developing countries 

1980 1981 1982 1983 1984 1985 1986 

Extern~.l debt as percentage of exports of goods 
and services 

I 

South Africa 5,7 87,8 111,2 125,7 170,7 148,9 108,4 

Developing countries with recent debt servicing 
problems 151,2 185,8 241,5 254,3 247,2 263,9 302,1 

Interest payments as percentage of exports of 
goods and services 

South Africa 3,3 4,7 6,2 6,8 9,9 10,7 9,-

Developing countries with recent debt servicing 
problems 15,9 22,7 30,8 30,0 28,8 26,8 27,-

External debt as percentage of GDP 

South Africa 20,3 25,5 30,4 32,5 45,7 50,0 35,-
Developing countries with recent debt servicing 
problems 

33,6 38,5 45,5 50,0 51,1 52,2 34,8 

Source: World Economic Outlook, Apri11987, International Monetary Fund, Washington, DC. 
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quarter of 1985. In particular, following the deterioration in socio
political conditions that led to the declaration of a state of emergency on 
20 July 1985, certain American banks decided to withdraw credits pre
viously extended to South African banks and other private enterprises. 
Early in August 1985 the Chase Manhattan bank demanded a repayment 
of all of its claims on South African banks within 90 days involving 
roughly $270 million. This precipitated a confidence crisis and a flight 
of capital that exerted downward pressure on the exchange rate of the 
rand. This sequence of events in tum induced the authorities to declare 
a partial debt standstill. 

Influence of Financial Rand System. Some rather wild accusations 
were put forward concerning the causes of this crisis. One line of 
thought in particular ascribed the debt problems to the abolition of the 
financial rand system in February 1983. The authorities allegedly made 
a mistake by abolishing exchange controls over non-residents and there
by returning to a unitary exchange rate system. This was asserted to 
have induced a harmful outflow of capital as foreigners disinvested by 
selling their South African shares to local residents. It was further 
alleged that, in order to protect the foreign exchange reserves, the 
Reserve Bank then encouraged the banks to borrow excessive amounts 
abroad by quoting favourable forward exchange rates to these institu
tions. In other words, quoted forward rates made it cheaper to borrow 
overseas than in South Africa, even after adding the cost of forward 
cover to foreign interest rates. Supporters of this thesis argued that this 
policy led to 'overborrowing' which in tum precipitated the debt crisis 
in 1985.2 

This line of reasoning was totally erroneous. In 1983 there was a net 
capital outflow of Rl,3 billion in the foDD. of net sales by non-residents 
of South African shares to residents. However, in 1984 and the first 
quarter of 1985 there was a net inflow of capital through the Stock 
Exchange of Rl,3 billion. Thus, over the whole period of 27 months 
from the beginning of 1983 until March 1985 there was no net outflow 
through the stock exchange. Moreover, the initial outflow emanating 
from share transactions during 1983 occurred mainly at a time when the 
current account of the balance of payments was in surplus, whereas the 
subsequent inflow came at a time when this helped to finance a current 
account deficit. For more than two years the abolition of the financial 
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,rand therefore exerted a stabilizing effect on the money supply and the 
economy, and did not place any undue pressure on the overall balance 
of payments or the gold and foreign exchange reserves. 3 

The allegation that the Reserve Bank encouraged the banks to borrow 
off-shore by manipulating its forward exchange rates was also without 
foundation. From 1983 through to 1985 the Reserve Bank's approach to 
foreign borrowing by banks was basically one of neutrality provided that 
the banks complied with the various requirements of the Banks Act and 
exchange control. In accordance with this approach the Bank based its 
forward rates on the interest rate differentials between South Africa and 
other countries. This had the effect of roughly equating the average cost 
of domestic borrowing to the average overall cost of foreign finance 
after including the cost of forward cover. 

The only exceptions to this rule were made on occasions when South 
African banks were repaying foreign credits on a significant scale. On 
such occasions the Reserve Bank could adjust its forward rates tem
porarily in an effort to furnish the banks with some marginal incentive 
to roll over a part of their maturing foreign credits. However, there 
were no occasions, while the unitary exchange rate system was in force, 
when the Bank manipulated its forward rates in order to encourage 
banks to increase their foreign debts. 4 

On the contrary, from the second quarter of 1983 onwards the Bank 
applied an increasingly restrictive domestic monetary policy involving 
higher rates of interest with a view, among other things, of reducing the 
short term foreign debt of the country. The result was that well before 
the debt crisis erupted in August 1985 the foreign debt of South Africa 
had started to falI.s 

The achilles heel which precipitated the debt crisis was the outstanding 
short term foreign debt, i. e. debt with an unexpired maturity of less than 
one year, which amounted to $13,4 billion out of a total of $23,7 billion 
in August 1985. It is debatable whether this short term debt position was 
particularly high when judged by normal standards, but a crisis was 
rendered inevitable when foreign creditors suddenly withdrew short term 
bank credits for essentially non-economic reasons. Under such 
conditions any meaningful amount of short term foreign debt would have 
proved to be a heavy burden. 
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The crisis was exacerbated at the time by unsound funding practices on 
the part of some South African banks. Certain banks in conducting their 
foreign operations had engaged in 'maturity mismatching', i.e. in 
borrowing short and lending long, and in the related practice of main
taining excessive uncovered foreign exchange positions. When these 
banks were suddenly denied adequate access to foreign credits, cracks 
in the wall were exposed which complicated the handling of the overall 
foreign debt situation. (; 

Policy Options for Managing the Debt Crisis in 1985 

In the dramatically changed circumstances that prevailed in the wake of 
the crisis in August 1985 and resulted in the institution of the partial 
debt standstill, the authorities had three broad economic policy options 
to choose between. The first option was classical deflation through a 
tightening of monetary and fiscal policies with a view to supporting the 
rand, and moderating inflationary pressures. This option was rejected by 
the authorities on the grounds that in the prevailing abnormal circum
stances the advantages of an early reduction in the rate of inflation, and 
an appreciation of the rand would have been outweighed by the disad
vantages of a prolonged recession and increased unemployment. It was 
felt that the restrictive monetary and fiscal policies of 1983-84 had been 
successful in eliminating excess demand pressures. In the process a 
deficit on the current account of the balance of payments had been 
turned into a large surplus. It was concluded that if monetary policies 
had been tightened further at that stage, this would have made little 
contribution to removing the underlying causes of the existing 
difficulties, which were of a political rather than an economic nature. 7 

The second option was that of reflation accompanied by direct controls 
over imports, wages and prices. This option would have entailed the 
stimulation of the economy by means of expansionary monetary and 
fiscal policies, and would have been supplemented by the use of import 
quotas to cope with the resultant rise in imports, and direct price and 
wage controls to suppress upward pressures on the rate of inflation. 

The authorities had no hesitation in rejecting this policy option. Given 
the existence of surplus capacity and unemployment, it was accepted that 
in the short tenn lower interest rates and increased government spending 
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would have resulted in increases in production and employment, without 
being accompanied by significant new upward pressure on wages, 
salaries, prices and imports. The authorities, however, were convinced 
that these advantages would be short-lived. The point would soon have 
been reached where total spending would once again have become 
excessive,and exerted strong upward pressure on wages, prices, imports 
and interest rates. Under these circumstances the surplus on the current 
account of the balance of payments would have fallen, the rand would 
have weakened further, and the rate of inflation would have accelerated. 

Meanwhile, import quotas would have furnished no solution to the 
balance of payments problems partly because more than 80 % of the 
country's imports consisted of capital and intermediate goods. Any 
attempt to restrict luxury imports would have saved little foreign 
exchange. Import controls would also have contravened the GATT 
undertakings of South Africa, and encouraged retaliation against the 
country's exports. In addition, they would have fostered new inflationary 
pressures by restricting the supply of goods which in turn would have 
stimulated imports. 8 

The third option was that of promoting economic recovery by monetary 
and fiscal means, while maintaining financial discipline. This was the 
option which was chosen. It entailed encouraging investment and 
consumer spending with a view to utilising the existing surplus capacity 
in the economy and boosting the economic growth rate. This option 
provided for projected increases in the money supply that were adequate 
to permit the desired increase in spending and production, but not so 
large as to contribute to additional inflationary pressures.' Bank rate 
which had started to be lowered from a level of 21,75% in May 1985 
accordingly dropped to a level of 14% in November 1986, and receded 
further during the course of 1987. Balance of payments pressures, 
however, exercised a powerful restraint on policies while this strategy 
was pursued. 

Nature of the Transfer Problem 

The foreign pressures on the South African economy in the form of 
capital and trade sanctions as well as foreign disinvestment pressures 
became an on-going phenomenon between 1985 and 1990. The economy 
then suffered from a structural weakness. In the wake of any meaningful 
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revival in the economy there was a great danger that the volume of 
imports would surge, while the growth in exports could be anaemic or 
totally absent. This in turn meant that the current account of the balance 
of payments could deteriorate substantially and quickly, and brought into 
question the ability of the country to carry on repaying foreign debt. 

In view of the unwillingness of foreign banks to extend new loans South 
Africa had to run balance of payments surpluses on current account in 
order to repay foreign debts. Historically, the volume of foreign 
investment tended to adjust to the balance of payments position on 
current account rather than the other. way round, the former being the 
sensitive and the latter the insensitive factor. In the second half of the 
1980s this position had become reversed. 

The repayment of foreign debts through the mechanism of surpluses on 
the current account of the balance of payments meant that South Africa 
faced a transfer problem. This was not a unique situation. It had, for 
instance, historical parallels with the position of Germany in the inter
war period. In 1918, at the end of World War 1, the Versailles Treaty 
imposed onerous obligations on Germany in the form of reparation pay
ments, which vastly exceeded the country's holding of foreign reserves. 
In order to earn sufficient foreign exchange to meet these reparation 
payments, Germany adopted the appropriate exchange rate and demand 
management policies to record foreign trade surpluses. In effect, it made 
reparation payments in the form of the export of goods and services. 

South Africa was in a similar position with the difference that instead of 
reparation payments, the country faced debt repayments. The economy 
experienced large on-going capital outflows after 1984. The consequent 
need to shift more resources into export and import competing sectors 
so as to generate current account surpluses was achieved largely through 
a decline in the real external value of the rand together with cautious 
demand. management policies. 

Such policies alone, however, could not guarantee adequate long term 
growth in the economy. This adjustment process would have been 
strengthened if reliance on exchange rate changes had been 
supplemented by other incentives to encourage resources to flow into 
exporting and import substitution activities. The burden. of capital 
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outflows would have been lower in these circumstances. Import 
surcharges were employed to support import competing sectors, but the 
exporting sector could conceivably have been strengthened if increases 
in government spending had been curtailed more effectively, and taxes 
on the mining industry reduced so as to boost savings and investment in 
this sector. The mining industry is predominantly export orientated, and 
increased investment in this sector could therefore have strengthened the 
export base. Needless to say, the rigidities of fiscal policy precluded 
such a strategy. 

Trade sanctions also complicated the adjustment process. These 
sanctions impeded the growth in exports. At the same time the con
siderable downward pressures on the rand improved the competitive 
position of South African exporters. This increased the pressures on 
trading rivals such as Australia and Canada, which added to their in
centives for supporting trade sanctions against the RepUblic. 

In addition, it can be presumed that South Africa suffered a secondary 
burden in adjusting to the capital outflows in the sense that its terms of 
trade may have been adversely affected. The terms of trade including 
gold did improve marginally after 1985, but they might have recorded 
a stronger rise, but for the need to generate export surpluses. South 
African producers may have boosted exports at some cost in terms of 
prices received. 

In certain quarters the presence of a balance of payments constraint was 
questioned on the grounds that pressures on the external accounts could 
be resolved by allowing the exchange rate to decline to whatever level 
was consistent with equilibrium in the foreign exchange market. Such a 
resolution of the constraint however would not have eliminated the need 
to record current account surpluses as long as outflows of capital per
sisted. Such an exchange rate policy, moreover, could have exerted con
siderable upward pressure on the domestic price level. The containment 
of such pressures could have necessitated higher interest rates than 
would have been required if more conventional monetary and fiscal 
policies were employed to deal with the balance of payments constraint. 
At the same time any marked fall in the exchange rate, while squeezing 
real per capita incomes due to higher inflation, may only have been 
followed with a time lag by a material shift of resources into the balance 
of payments sector. Thus, if the balance of payments constraint had been 
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resolved by a significant downward adjustment in the exchange rate, the 

short term effects on the economy could have been highly 
contractionary, a feature which would only have worsened the political 
situation. 

Balance of Payments Developments in the Late 1980s 

The balance of payments position exerted a dominant influence on 
general economic policies during the second half of the 1980s. Surpluses 

on the current account of the balance of payments amounting to R5 087 
million, R4 114 million and R5 995 million respectively were recorded 

in 1985, 1986 and 1987. These surpluses financed huge capital outflows 

mainly in the form of foreign debt repayments, and as soon as the sur

pluses on the current account began to diminish in 1988, this 
immediately triggered policy responses from the authorities. The govern

ment in August 1988 imposed surcharges on certain imports as well as 
tightened credit conditions with the aim in mind of cutting imports, and 

curbing the growth in domestic spending. Meanwhile, the Reserve Bank 
implemented tighter monetary policies since the start of 1988, pushing 

up Bank Rate up to 16% at the beginning of 1989 compared with 9~ % 

at the start of 1988. 

These various steps led to a moderation in the growth of the economy, 

with a new business cycle downswing developing during the first half of 

1989. At the same time the balance of payments position on current 

account began to improve. After falling to R2 728 million in 1988 the 
surplus rose to R3 108 million in 1989 despite the negative impact of a 
decline in the price of gold which averaged $381,5 an ounce in that year 
compared with $437,1 an ounce in 1988. 

Nevertheless, this course of events emphasized the way in which the 

economy was a hostage to developments on the balance of payments 
front on both current and capital accounts. Quite apart from closely 

monitoring the current account position, the authorities were acutely 
conscious of the potential instability on the capital account. 

Further massive disruptions such as occurred in 1985 were no longer 

possible, given the presence of the debt standstill arrangements. Never
theless, the capital account remained sensitive to political and economic 
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developments inside and outside South Africa. Any deterioration in 
foreign investor confidence would have been quicldy reflected in larger 
capital outflows, and vice versa if foreign confidence improved. The 
attitudes of foreign investors towards the Republic in general remained 
negative despite some improvement in perceptions, and a stronger 
sovereign risk. profile of the country, and in formulating domestic eco
nomic policies the perceptions and reactions of foreign creditors could 
not be ignored. 

Foreign Investor Perceptions of the South Mrican 
Economy in the Late 1980s 

While the drive for sanctions retained some momentum, the stresses and 
strains faced by South Africa in its foreign political relations did subside 
somewhat after June 1986 helped by the efforts to resolve the conflicts 
in Angola and Namibia as well as efforts in general to promote peace in 
the Southern African region as a whole. Nevertheless, political pressures 
continued to be exerted on foreign banks and other enterprises to curtail 
their business with the Republic. Sanctions were still being promoted by 
influential groups in different countries including local authorities, 
churches, universities and trade unions. In some cases governments were 
adopting a similar posture. Even in Europe banks doing business with 
South Africa became subjected to increased pressures in the form of 
anti-South African deInonstrations and threats to withdraw deposits. 

Despite these pressures the perceptions of the South African situation 
among sections of the international banking community did improve in 
the two years after the middle of 1986.10 One contributing factor was the 
successful maintenance of law and order, particularly after the security 
measures introduced in May 1986. Many foreign banks and investors 
became convinced that the local authorities remained in control of the 
situation. The efforts to promote regional peace in Southern Africa were 
similarly well received. 

Debt Fatigue. Another factor contributing towards improved foreign 
perceptions was the realization that South Africa was not experiencing 
'debt fatigue' in the manner which was afflicting many developing 
countries. The economy had adapted to changed circumstances, as 
reflected in the large surpluses on the current account of the balance of 
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payments which had been recorded. These surpluses are shown in the 
accompanying table. 

When these surpluses were expressed as a percentage of the gross 
domestic product they were still impressive. These surpluses provided 
the means for foreign debt repayments which amounted to roughly $6 
billion in the four years to the end of 1988 when the foreign debt of the 
country stood at around $21 billion. Such repayments furnished further 
evidence of the lack of debt fatigue. 

Balance of Payments Developments 

Year Balance on current Percentage of gross 
account domestic pro dud at 

R millions market prices 

1984 -2220 2,1 
1985 +5925 4,9 
1986 +7196 5,1 

1987 +6152 3,7 
1988 +2939 1,5 

Source: South African Reserve Bank, Quarterly Bulletin, March 1989 

This had been accompanied by sound and improving debt ratios for the 
country. For instance, the country's ratio of foreign interest payments 
to exports of goods and services declined to 7,1 % in 1987 compared 
with 10,7% in 1985 when the average for Western Hemisphere 
developing countries amounted to 30,2 %. Even if debt repayments and 
foreign interest payments were combined, the outflow measured as a 
percentage of total exports of goods and services was approximately 
19% in 1987. This compares favourably with similar net debt servicing 
obligations of developing countries. In 1987, for instance, Venezuela 
earmarked 46,5% of its export earnings for such debt servicing. 

Even so, caution was appropriate. Despite the improvement in its 
foreign risk position the country continued to suffer from on-going 
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capital outflows. The country was being forced to conduct economic 
policies without any external back stop. It was bereft of new IMP and 
World Bank loans for political reasons. Certain other forms of foreign 
capital were also not available. Any bond issues by South African 
entities on overseas capital markets were unlikely to be successful, and 
even syndicated foreign bank credits would have been difficult to obtain 
at acceptable interest rates. 

Meanwhile, foreign pressures to further isolate the Republic from inter
national financial markets continued unabated. Foreign Affairs ministers 
of eight Commonwealth nations (Canada, Australia, India, Tanzania, 
Zimbabwe, Zambia, Nigeria and Guyana) at a meeting in Toronto in 
August 1988 indicated that they would ask financial institutions in their 
own countries not to offer new trade financing facilities to South Africa. 

Future Access to Foreign Capital. By the end of 1988 it was clear that 
further substantial improvements in the sovereign risk profile of the 
country could be difficult to attain, while South Africa's relative 
economic and financial isolation from the rest of the world might not be 
reversed quickly. It came increasingly to be accepted that any 
improvement in this direction would necessitate steps which contribute 
towards meaningful progress along the road to peaceful and evolutionary 
political reform. Even under these circumstances however the impact 
might have been modest. Capital outflows in the form of debt 
repayments should have diminished, but new inflows could have been 
limited. As a result of on-going budget deficits a material portion of the 
world's available savings were being channelled into the United States. 
Even if the political problems of the Republic were miraculously solved, 
it could still have been vitally important to render the economy a more 
attractive magnet for foreign capital through steps such as tax reform, 
privatisation, relaxation or elimination of exchange controls, and the 
creation of a more stable monetary environment. 

Possible Suspension of Foreign Debt Repayments 

In view of the possibility that South Africa's relations with foreign banks 
could have remained strained for some time in the sense that capital 
outflows through debt repayments remained the order of the day, the 
question arose whether those relations could come under further pressure 
as a, result of unilateral action by South Africa designed to curtail those 
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outflows. It is often argued that debtor nations have little reason to con
tinue honouring their external obligations if they perceive that there is 
only a remote chance of receiving benefits in the form of renewed 
capital inflows. In South Africa's case circumstances could have been 
made even more difficult by an escalation of sanctions. It was not 
therefore altogether surprising that speculation arose concerning the 
possibilities of the Republic suspending all repayments of foreign debts 
to banks and other creditors. In June 1986 the then South African 
Ambassador in London, Dr Dennis Worrall, stated that South Africa 
might consider reneging on its foreign debts if crippling sanctions were 
applied by Western nations. 

Countries such as Brazil and Ecuador had resorted to temporary morato
riums on both debt repayments and interest obligations during the late 
1980s. They had set some form of precedent, although in South Africa's 
case payments of interest on its foreign debts posed no problems as 
previously explained. 

Even so, a more limited moratorium covering debt repayment would 
have been a most imprudent move. For a start it would almost certainly 
have led to some reduction in the country's access to foreign trade 
finance. This was the experience of Brazil when that country declared 
a moratorium in early 1987, and there are no reasons for supposing that 
South Africa would have fared differently. In addition, a suspension of 
foreign debt repayments would have run the risk of intensifying the trade 
sanctions campaign against the Republic. 

Creditors could have attempted to freeze foreign assets of such institu
tions as the Reserve Bank and government bodies, while the scope of the 
monetary authorities to sell gold through normal banking channels could 
have been impaired. Foreign banks could also have insisted that gold 
swaps be unwound when they matured. In view of the limited foreign 
exchange holdings of the Reserve Bank, which totalled only Rl 850 
million at the end of 1988, this would have forced South Africa to sell 
additional amounts of gold in the free market. This would have 
weakened the gold price other things remaining equal. 

In the wake of any complete moratorium on debt repayments the inter
national financial isolation of South Africa might have lasted for 
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decades. Back in the 1930s many Latin American countries suspended 
interest payments on bond issues. It was only in the 1970s that they 
regained access to international capital markets, and this access was once 
again seriously impaired during the course of the 1980s. 

The South African authorities strenuously sought to avoid any such 
isolation. In managing the foreign debt the South African policy was to 
protect the country's credibility and creditworthiness with the inter

national financial community as far as was practically possible. The 
approach of the monetary authorities from the outset was aimed at re
taining good relationships with its foreign creditors. 11 South Africa there
fore restricted the redemptions on. only $13,6 billion out of a total 
foreign debt of $23,7 billion. Loans outstanding to the I.M. F. were 
excluded from the standstill arrangements in order to ensure that South 
Africa's membership of the I.M.F. was not placed in jeopardy, and 
loans outstanding to foreign governments were similarly excluded to 
avoid rescheduling problems with the Paris Club of official creditors. 

Whatever part of the total debt that could be left free was not attached. 
It also entered into negotiations with its foreign creditors with a view to 
finding mutually acceptable arrangements for an orderly reduction in the 
affected foreign debt. In addition, it continued to meet all interest 
commitments on the foreign debt, and agreed to make periodic 
repayments on the loans subject to the standstill net. It also provided for 
periodic reviews of the standstill arrangements. Moreover, it extended 
opportunities for the conversion of short term debt trapped inside the net 
into long term loans outside the net, with a firm commitment to meet 
maturing loans outside the net on the maturity dates, and also for the 
conversion of standstill loans into equity investments via the financial 
rand mechanism. 

On the other hand, the monetary authorities were not prepared to enter 
into commitments which could not conceivably be met in time to come. 
They believed that it would not be in the interests of South Africa or its 
creditors if the country was forced once again to reschedule its foreign 
debts. 

This overall policy stance waS based on the assumption that South Africa 
would at some future date benefit from this approach in the sense that 
it would be accepted back into the international financial community, 
and would again have normal access to the money and capital markets 
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of the world. In other words, austerity measures and sacrifices borne by 
South Africans would eventually be rewarded by their foreign creditors. 

Impact on Financial Rand Market. Any deterioration in South Africa's 
balance of payments position, let alone any halt to repayments of foreign 
debt, would have exerted downward pressure on the prices of South 
African debt in the secondary market. Any reneging on foreign debt 
obligations would have widened the discount in the secondary market, 
other things remaining equal. Assuming that the discount was initially 
in line with that prevailing in the financial rand market, the rise in the 
discount would have exerted the same pressure on the discount in the 
financial rand market, i.e. the financial rand rate would have fallen. 

This outcome would have been a by-product of the arrangements 
governing transactions in financial rand. Under facilities introduced early 
in 1988 non-residents were allowed to convert outstanding foreign loans, 
subject to the debt-standstill arrangements, into financial rand claims 
provided this was acceptable to both debtors and creditors. This could 
be accomplished by converting loans directly in financial rand claims or 
into equity instruments. This .meantthat when the discount on South 
African debt in the secondary market was materially higher than the 
discount on the financial rand rate, foreign investors could buy such debt 
in the secondary market, convert it into financial rand, and then sell the 
latter for dollars. A tidy profit could be reaped in this way. 

Any consequent fall in the financial rand rate, and a higher discount 
compared with the commercial rand rate, could have then created further 
problems in regard to the administration of the financial rand system. 
This would have stemmed from the opportunities which would have 
been created for arbitrage, albeit illegal, between the two markets. 
Attempts could have been made to profit from large differences between 
the financial rand rate and the commercial rand rate. The end result of 
this would have been downward pressure on the commercial rand rate. 
In sum, quite apart from its other implications, any suspension of debt 
repayments could have complicated management of the foreign exchange 

market. 

229 



Trading in Secondary Debt Market 

South Africa's strict adherence to the terms of its various debt re
scheduling agreements with creditors was accompanied by a reluctance 
to take advantage of some of the opportunities for debt reconstruction, 
a posture which was in marked contrast to that of some developing 
countries. Various new debt option facilities emerged in the late 1980s 
in the Third World debt arena, one of which concerned the discounting 
of developing country debt in the secondary debt market. 

A secondary market in Third World debt grew rapidly in the second half 
of the 1980s as creditor banks started to sell some of their sovereign 
debts at a discount in this market. In many cases the buyers of these 
debts were also banks, and a significant reshuffling of developing 
country debt among creditors banks was achieved in this manner. At the 
same time some debtor countries established parastatal entities which 
became involved in buying back their own debts in the market. In other 
words, debtors took advantage of discounted values of their loans which 
existed in the secondary market to reduce their debt burdens. 

However, not all debtor countries were willing to buy back some of 
their own debts, even assuming they had sufficient foreign exchange 
reserves for this purpose. Ons such country was South Africa. Any par
ticipation in the secondary debt market by South Africa would have 
resulted in a fall in its foreign debt commitments. The South African 
authorities, however, desisted from undertaking such action. For one 
thing it was claimed that the country could service and repay its foreign 
debts in full. It was also argued that its foreign debt problem was 
political in nature rather than economic. The country was simply not 
over-borrowed. 

Apart from this, a more rapid fall in South Africa's foreign debt, 
brought about by the repurchase of loans, could have increased the 
danger of the imposition of more trade sanctions. The levels of the 
foreign debt in the late 1980s did furnish the country with some leverage 
over western governments. Besides, South Africa was being increasingly 
isolated by foreign powers who reaped opprobrium on its domestic 
policies. This provided incentives for rebuilding its gold reserves rather 
than using foreign currency to buy back debts. 
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In addition, certain foreign creditors might have reacted negatively to 
any re-purchasing of debts. Creditors with loans outside the debt stand
still net might have been displeased to see foreign currency reserves 
used for this purpose, and under such circumstances loan repayments 
outside the net might have accelerated. 

Some countries also made available so-called debt-equity swap facilities. 
These swaps allow non-resident investors to purchase part of a country's 
foreign debt from creditor banks at a substantial discount, redeem the 
loans with the central bank of the debtor country at some modest dis
count to their face value in local currency, and then invest the money in 
equity assets in the country. Such facilities again allow debtor countries 
to reduce the stock or the rate of growth of external debt. Debt-equity 
swap facilities, however, were not made available for coping with the 
foreign debt problems of South Africa partly because non-residents were 
already buyers of South African domestic fixed interest securities, which 
could be purchased at extremely attractive yields via the financial rand 
mechanism. Nevertheless, as previously mentioned, provision was made 
in early 1988 for foreign creditors to convert loans subject to the 
standstill net into financial rands for repatriation abroad, or for 
conversion into South African equities. 

Rescheduling of Foreign Debt within the Net 

Under a March 1987 debt accord South Africa reached an agreement 
with foreign creditor banks under which about $13 billion of short term 
foreign debt was rescheduled out of a total foreign debt at the time of 
roughly $23 billion. Under this accord South Africa pledged to repay 
some $300 million a year of short term debt in the three years to the 
middle of 1990. The amount of foreign debt inside the standstill net did 
accordingly continue to fall reaching approximately $9 bullion at the end 
of 1988 and $7,3 billion at the end of 1989 compared with roughly $14 
billion prevailing at the time of the introduction of the partial debt stand
still in September 1985. This reduction was the product of conversions 
into long term loans outside the net, repayments in terms of the standstill 
agreement, and debt-to-equity conversions as well as conversions into 
financial rands. 
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The revised facilities for converting debt within the net into long term 
loans outside the net, known as the exit option, proved to be particularly 
attractive to creditor banks. $3,9 billion was converted into such loans 
between July 1987 and the end of May 1989.12 The exit option raised the 
status of the debt converted in the sense that it acquired a higher priority 
in repayment compared With debt within the standstill net, while 
enabling the creditor banks to obtain higher interest rates on such loans. 
In addition, it relieved pressures on banks stemming from anti-apartheid 
groups because institutions which converted their affected loans into exit 
loans took no further part in the rescheduling negotiations. Similarly, by 
removing loans from the standstill net the exit loans decreased the 
economic and political pressures emanating from the standstill faced by 
the South African authorities. These conversions at the same time contri
buted towards a rise in the unaffected debt, despite ongoing repayments, 
from $10,1 billion at the end of August 1985 to $12,1 billionat the end 
of 1988, and $13,3 billion at the end of 1989. 

South Africa held talks with major creditor banks about a new 
agreement when the second debt rescheduling accord approached expiry 
in the middle of 1990. The Republic was clearly keen to reschedule its 
debts with a view to minimizing further capital outflows from loans 
maturing within the standstill net. Even so the scope for manoeuvrability 
in this regard was limited. Any re-negotiation which incorporated a 
longer period for repayments and smaller annual repayments would not 
have relieved the country's capital account problems to any significant 
extent since only about $150 million was being repaid every six months. 
There was, however, the possibility of extending the standstill net to 
include loans previously left outside the 'affected' debt. 

Enlarging the Standstill Net. Any tightening of the debt arrangements 
by enlarging the range of the country's foreign debt which was subject 
to the standstill net would have been fraught with difficulties, and could 
not have been recommended. Official export credits were outside the 
net. Any classification of these loans as being subject to the standstill 
arrangements would have placed further strains on political relations 
with other countries because the latter would have become embroiled in 
rescheduling negotiations. Such a move would have inevitably impaired 
the access of the Republic to new official export credits. 
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To bring bearer bonds within the standstill net would have created 
especially serious problems. These bonds were listed on various foreign 
share markets, and were mostly held by thousands of individual foreign 
investors. Most of the bonds had been issued by local parastatal bodies. 
To include them in the net would have meant that some of the holders 
of the bonds would probably have taken legal action in overseas courts 
against South Africa, and sought to attach foreign assets held by South 
Africa such as aircraft and cargo. Their inclusion within the net would 
also have led to accusations that 'widows and orphans' holding the bonds 
were being penalized. 

At the end of 1989 therefore onerous repayment obligations appeared to 
be in store in the early 1990s especially since bearer bonds outside the 
standstill net to the value of approximately $1 billion were due to mature 
in both 1990 and 1991. There were, however, some mitigating factors. 
The floating exchange rate furnished some automatic mechanism for 
speedy adaptation to balance of payments developments. A larger sur
plus on the current account than the R3 108 million recorded in 1988 
seemed attainable in 1990 at a stage when the prospects for growth in 
the leading industrial countries still looked sound. What is more, the oil 
stockpile could have been drawn upon if necessary to relieve pressures 
on the merchandise import accounts. 

Nevertheless, the prospective future large debt repayments did place 
certain constraints on monetary policy. In the absence of large com
modity price windfalls restrictive policies were required, and the growth 
in the money supply needed to be monitored closely. In addition, it was 
imperative to protect the capital account in the sense of keeping domestic 
interest rates in line with foreign rates. In this way greater use could be 
made of limited sources of foreign capital. International monetary de
velopments looked set to continue exerting a powerful influence on the 
course of domestic interest rates. Such an environment could have en
tailed a relatively slow growth in real domestic expenditures. In order 
to encourage economic growth while strengthening the current account 
of the balance of payments, it was not surprising therefore to see more 
attention being paid to the possibilities of expanding exports and foster
ing import substitution activities. The respective merits of inward adjust
ment through the compression of imports along with inward indus-
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trialisation, and outward adjustment through the export route were 
beginning to be debated more widely. 

It was likewise perceived that if the debt repayment trends continued; 
South Africa would eventually become a net foreign creditor nation, a 
truly anomalous position for a developing country. Such an outcome 
would in certain respects have aligned the interests of the country more 
closely with those of major industrial creditor countries rather than 

developing countries. The question also arose whether South Africa 
could continue to experience growth orientated adjustment in the sense 
of continuing to export capital and recording a modicum of economic 
growth, while tight monetary policies were adopted. 

Capital Sanctions, Balance of Payments Adjustment 
and Economic Growth 

There has been a widely held view that effective growth oriented adjust
ment cannot be achieved by countries with serious balance of payments 
problems. Because of social, political and economic constraints some 
observers add that the conditions laid down by the International 
Monetary Fund and the World Bank for financial assistance to 
debt-ridden countries are too harsh. Such reasoning has spawned a new 
approach to the debt problems of developing countries incorporating 
schemes to reduce their foreign debts. 

In the South African context such conclusions regarding the lack of 
scope for smooth external adjustment were open to question. In a 1989 
pUblication the thesis was put forward by the Governor of the South 
African Reserve Bank that balance of payments adjustment and debt 
reduction had proved to be compatible with the attainment of economic 
growth in South Africa. 13 

Dr De Kock emphasized the credible performance of the local economy 
under the difficult prevailing circumstances. Large surpluses equal to be
tween 1,5 % and 4,9 % of gross domestic product were recorded on the 
current account of the balance of payments for four consecutive years 
from 1985 to 1988. During the four years to the end of 1988 South 
African banks, other private enterprises and public entities made net 
repayments of foreign debts of roughly $6 billion (about R13 billion). 
This was equivalent to about 6 ~ % of exports of goods and services 
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during this period. Alongside this development South Africa's ratio of 
foreign interest payments to exports of goods and services, which had 
amounted to only 10,7% in 1985, compared with an average of 30,2% 

for Western Hemisphere developing countries, declined to a mere 6,5 % 
in 1988. When the debt standstill was imposed at the beginning of 
September 1985 South Africa's total foreign debt amounted to $23,7 
billion. By the end of 1988 this debt had fallen to $21,2 billion valued 
at the exchange rates for the dollar prevailing at that time. 

De Kock pointed out that this process of balance of payments adjustment 
and debt repayment was not without costs. The real gross domestic 

product declined by about 1 % in 1985 and increased by only 112 % in 
1986. Unemployment increased in those two years. The annualized quar
terly rate of inflation increased from 12,8 % in the fourth quarter of 
1984 to 24,9% in the first quarter of 1988. It then declined to 13,6% in 
the fourth quarter of 1988. In 1985 and 1986 real gross national product 
per head of the population declined by an average of about 2-112 % per 
year, real personal disposable (after tax) income per head by an average 
of 5th % per year, and real private consumption per head by an average 

of nearly 4 % per year. 

These depressing developments were partly the product of the process 
of balance of payments adjustment. In line with the reallocation of eco

nomic resources into the balance of payments sector, domestic economic 

confidence began to improve slowly, and a cyclical upswing in the 
economy emerged during the second half of 1986. From the fourth 
quarter of 1987 this upswing gained further momentum, and the eco

nomy advanced by around 3 % in 1988 following a growth of 2 % in 
1987 as measured by the real gross domestic product. Further growth 

of roughly 2 % proved attainable in 1989 as well. 

According to-Dr De Kock the key to this successful balance of payments 
adjustment and debt servicing performance lay basically with the use of 

market oriented policies by the authorities incorporating realistic and 
flexible interest and exchange rates. Direct controls were employed in 

the fonD. of the reintroduction of a two tier exchange rate system and the 
partial debt standstill. Apart from these measures, however, direct con

trols such as quantitative import quotas (with some exceptions), credit 
ceilings and price and wage controls were not employed. 
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There are some analysts who believe that the adjustment process in 
South Africa since the mid 1980s cannot be ascribed solely to the in
fluence of realistic market related interest rates and exchange rates. 
They argue that the depressed state of the economy in 1985 and 1986 in 
particular induced some manufacturers to boost their exports as a 
replacement for reduced sales in the domestic markets. Similarly, the 
new pattern of import replacement related investment was induced at 
least in part by actual or threatened sanctions. Some other commen
tators, while affirming the importance of flexible monetary and fiscal 
policies, assert that. the policy mix was sub optimal in the sense that 
there was too much emphasis upon exchange rate depreciation, and in
sufficient reliance on monetary and fiscal policies.14 It remains in 
question, moreover, whether debt burdened developing countries in 
general would find it feasible or desirable to seek growth oriented 
balance of payments adjustment in the manner prescribed for South 
Africa. 

Lessons for Other Countries 

It would be rash to conclude from the experiences of South Africa alone 
that voluntary debt reduction schemes for developing countries are 
seriously flawed. South Africa's relative success in effecting adjustments 
in the second half of the 1980s could be ascribed in part to special cir
cumstances. For one thing it had no choice. This country was forced to 
conduct economic policies without any external back stop, unlike 
developing countries. It was bereft of new IMF and World Bank loans 
for political reasons. Certain other forms of foreign capital were also not 

available for the same reasons. Any bond issues by South African 
entities on overseas capital markets were unlikely to be successful, and 
even syndicated foreign bank credits would have been difficult to obtain 
at acceptable interest rates. 

The adjustment of the South African economy entailed during 1985 and 
1986, in particular, a decline in real personal disposable incomes and 
some re-distribution of incomes. This painful adjustment would have 
been far more difficult to bring about if the white electorate had not 
been so preoccupied by the perceived threats to their well being and 
security posed by domestic unrest, and the clamour for sanctions among 
anti-apartheid groups in general. In many other countries resistance to 
such economic deprivation would most probably have been far greater. 
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Differences in foreign debt burdens are also important. In coping with 

debt problems the extent and content of the necessary economic adjust
ments differs between countries accprding to the ratio of foreign debt 

outstanding to the gross domestic product (the DEBT/GDP ratio). 

The level of the DEBT/GDP ratio determines the ratio of foreign debt 
interest payments to gross domestic product. Since foreign debt interest 
payments are made from domestic savings, very high interest payments 

will necessarily cause a decline in the investment ratio of a country by 
reducing the savings available for investment. In other words, the higher 
the DEBT/GDP ratio the more it functions as a restrictive factor in the 
economic growth process of an indebted country. At the same time it be
comes more difficult and more time consuming for the debt problems of 

a country to be solved the higher the level of this ratio. The generation 

of current account surpluses or the reduction of debt ratios to more 
acceptable levels becomes more difficult the higher the DEBT /GDP ratio 

of a country. 

The adjustment achieved by South Africa in the second half of the 1980s 

was facilitated by the relatively low levels of its foreign debts and 

foreign interest payments relative to the gross domestic product com

pared with developing countries. The necessary economic adjustment 
was not as great as would have been the case if the DEBT/ GDP ratio 

had been much higher. 

The relative size of public sectors in debt burdened countries likewise 
influences the ease with which economic adjustments can be made. If 
indebted countries are to attain an improvement in their current account 
positions while maintaining adequate growth rates in their economies, 

more resources need to be shifted into their tradeable goods (balance of 
payments) sectors. The greater the role of the public sector in an econo

my the more difficult it can be to reallocate resources, partly because of 
political considerations, and partly because investment is not so sensitive 
to changes in relative prices of factors of production, and products in a 

public sector dominated economy. 

Even in South Africa economic adjustment was arguably hindered by the 
expansion of public sector spending. In 1980 government consumption 

expenditure comprised 14,9% of total gross domestic expenditure. By 

237 



1988 the figure had reached 19,4 %. It can be argued that greater 
constraints on government spending would have benefited the corporate 
sector, because correspondingly lower taxes could have boosted fixed 
investment spending thereby boosting export and import replacement 
capacities. 

In many developing countries the obstacles to economic reform and ad

justment posed by public sector activities are much greater. In Mexico, 

for example, nationalization of Mexican industry gathered momentum 
over a 50 year period, culminating in September 1982, when the govern

ment took over the entire banking system. It has been estimated that by 
the mid 1980s the Mexican government operated three quarters of 

Mexico's economy owning hundreds of different enterprises. In some 
developing countries matters are further complicated by the presence of 
hyperinflation which discourages investment, and leads to a 

misallocation of resources. 

Despite the advantages which South Africa enjoyed, the improvement in 

the foreign debt situation of the country by 1989 was particularly im

pressive when measured against the performance of most other debt 
ridden countries. Apart from the falling level of foreign debt, the ratio 

of foreign debt to gross domestic product fell from 42,9% in 1985 to 

23,2 % in 1989. By contrast this ratio stood at 32 % in the developing 
countries as against 36% in 1985. Meanwhile, the foreign debt to export 

ratio had improved from 128% in 1985 to 79% in 1989, as opposed to 

developing countries' ratios of 151 % and 128% in 1985 and 1989 

respectively. By the end of 1989 foreign debt repayments had rendered 

the country capable of absorbing large new foreign borrowings once 

normal financial relations with the international community were re

established. 

This improved external position, nevertheless, was blighted by the weak 

foreign reserves position. The net gold and other foreign reserves of the 

monetary banking sector amounted to a negative R1 056 million at the 

end of the first quarter of 1989, and by the end of the third quarter had 
improved to a still paltry level of R162 million. The weak external 

position at that stage did nothing to enhance the foreign credit status of 

the Republic, and provided no firm base for a recovery in the economy. 
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CHAPTER 16 

REVIEW OF GOLD SALES POLICIES 

The gold sales policies of South Africa continued to be a focal point of 
interest during the period of Dr De Kock's leadership of the Reserve 
Bank, partly because of the dominant position of the Republic as a gold 
producer. Although sales policies remained basically conservative they 
were adapted to changing circumstances during the 1980s. Inparticu1ar, 
the growth of gold futures and options markets created new opportunities 
for the marketing of South African gold production. In this chapter the 
country's gold sales policies are analyzed in the light of contemporary 
developments in the international gold markets during the last decade, 
and the main changes in marketing arrangements are delineated. 

Introduction 

In tenns of the exchange control regulations in South Africa all gold 
produced in the country must be sold to the South African Treasury 
within 30 days of production. This is a long standing requirement, and 
the Treasury has appointed the South African Reserve Bank as its agent 
for this purpose. The Bank, therefore, bought the gold from the local 
producers and, with the approval of the Treasury, determined the gold 
marketing policy for South Africa. 

As part of this arrangement the Reserve Bank sold gold in bullion fonn, 
produced by the Rand Refinery at Genniston in standard bars weighing 
approximately 400 fine ounces each, and being of a purity of not less 
than 9950 parts in 10000, or 0,995 fineness. The Rand Refinery also 
produced in an electrolytic plant so-called 'four-Dines-fine' gold, that is 
bars with a purity of 9999 parts in 10000. These bars were likewise 
sold by the Reserve Bank at a negotiated price which must include a pre
mium to cover the additional cost incurred by the industry in producing 
such upgraded gold. 
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Centralisation of the Marketing of Gold 

The control exercised by the Treasury over the marketing of South 
African gold bullion in the 1980s was partly the product of historical cir
cumstances. Under the Bretton Woods system of fixed but adjustable 
exchange rates set up in 1946 gold still served as the common denomi
nator to the world's monetary system, and the price of gold was fixed 
in terms of all currencies. Central banks became intimately involved in 
gold trading under that system. It was the central banks of the eight 
members of the Gold Pool that ensured through their own interventions 
that the price of gold remained stable in the free market at around $35 
per fine ounce from October 1961 until March 1968. At the same time 
the central banks were major holders of gold which constituted part of 
their international reserves. 

Some of these features had disappeared by the 1980s. Gold no longer 
served as a common denominator for currencies, and the price of gold 
was no longer fixed, the Gold Pool arrangements having disappeared 
more than two decades ago in 1968. Nevertheless, the central banks of 
the member countries of the I. M. F. still held more than 1 000 million 
fine ounces of gold as part of their official reserves, and international in
stitutions such as the ,I.M.F. and the Bank for International Settlements 
continued to hold part of their reserves in gold. Most central banks, and 
therefore most governments, continued to have a special interest in gold 
which made it different from other metals and minerals. In the case of 
South Africa it was particularly important that the marketing of gold be 
undertaken in an orderly and coordinated manner. The dependence of 
the country on gold decreased markedly during the 1980s. The propor
tion of total export receipts emanating from gold declined from 44,5 % 
in 1980 to 28,2 % in 1989, while production during this period fell from 
675 tons to 608 tons. This latter production figure, however, still re
presented approximately 39% production in the non-communist world. 

Nevertheless, the control exercised by the Treasury and the Reserve 
Bank over the marketing of South African gold in the 1980s might be 
considered somewhat incongruous in view of the tentative governmental 
initiatives towards the privatisationof state industries. The obvious alter
native to these arrangements would have been to allow the gold pro
ducers to market their own output under the auspices of the Chamber of 
Mines. 

242 



Under this system gold producers should have been equally able to dis
pose of the gold in an orderly manner. The producers of the metal could 
have had a stronger incentive to market and promote gold efficiently, 
aided by the experience already gained by the Chamber of Mines in 
marketing Krugerrands both locally and abroad. Such arrangements 
would certainly have helped to improve the workings of the local foreign 
exchange market. The sale of dollars from gold sales by the mining 
houses would at times have helped to create a more liquid and com
petitive spot and forward rand-dollar market. 

This outcome, however, was realized in December 1988 when a new 
system came into operation under which the Reserve Bank handed over 
its dollar receipts from gold bullion sales to the mining houses. There 
was, more-over, no obvious pressure for any change in the gold market
ing arrangements. The selling of gold was already partly undertaken by 
the Chamber of Mines. The Chamber was allowed to sell small pieces 
of gold in shapes and forms approved by the Department of Finance, 
and with an overall mass of one kilogram or less, together with the 
Krugerrand. No formal restrictions have ever been applied to the sales 
operations of the Chamber of Mines, but there has been an 
understanding with the Treasury that sales by the Chamber would not 
exceed one third of the annual gold production of the country. Even so, 
this has given the Chamber considerable leeway, which has also been 
responsible for promotion work on gold which has been done mainly in 
conjunction with overseas organizations such as the World Gold 
Council. 

Marketing Policy of Reserve Bank 

In a speech delivered in September 1986 Dr C.L. Stals, who was then 
attached to the Department of Finance, stated that gold sales undertaken 
by the Reserve Bank were predicated on three basic principles.1 Firstly, 
the mines were paid the full market price for all the gold produced by 
them, and sold to the Reserve Bank. They were paid the average of the 
previous two gold fixings in London for gold which was delivered to the 
Bank. The gold was either sold by the Bank or added to its reserves 
with the aim of selling at a profit over time. The Reserve Bank never 
accepted discounts on the market price, and this meant that other central 
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banks could not buy gold from the Bank at a discount. Nor did it agree 
to any automatic bidding price formula. 

The second basic principle outlined by Dr Stals was that the Bank 
always sold gold only for cash or spot settlement.2 The value date was 
fixed at the time of negotiating each transaction, and the gold was 
delivered on the value date after confirmation had been received from 
the foreign correspondent bank of the Reserve Bank that payment had 
been made. Gold was sold to derive foreign exchange, and there tended 
to be a close correlation between the physical volume of gold sales, and 
movements in the foreign exchange reserveS of the Reserve Bank. When 
the foreign reserves were faI1ing the Bank tended to sell all of the new 
gold production of the country, possibly supplemented by small sales of 
gold out of its reserves and/or gold swaps. In contrast, when the foreign 
reserves were rising some gold production might be withheld from the 
market and added to the foreign reserves, while previous gold swap 
transactions could be unwound and the gold added to the foreign 
reserves. This policy was implemented for instance during the period 
from June 1986 to October 1987. During this period the total foreign 
reserves of the Reserve Bank rose from R3 582 million to R7022 
million, while the physical gold holdings increased from 3,8 million 

ounces to 6,2 million ounces. 

The Bank did not follow any rigid gold sales policy. Medium term sales 
policies were crucially influenced by the country's overall balance of 
payments position, while day-to-day sales were influenced by move
ments in the dollar price of gold. Nevertheless, the Bank had always 
maintained a high proportion of its foreign reserves in the form of gold. 
At times this percentage exceeded 95 %. This preference for relatively 
high gold reserves was, indeed, strengthened for a time after 1985 by 
the sanctions campaign against South Africa which raised the possibiUty 
that South African assets held in certain banks abroad could have been 
frozen by foreign parties. Threats of this nature in particular came from 
the United States, and there were rumours that certain commercial banks 
tried to attach South African assets at the time of the debt crisis in 
September 1985. This only added to the reluctance of the Reserve Bank 
to be exposed on the foreign currency front, and instead keep high gold 
reserves as far as possible in its own vaults in Pretoria. 
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In the early 1980s in contrast forces were at work which encouraged the 
Bank to keep a larger proportion of its foreign reserves in foreign ex
change. During that period greater volatility in short term capital flows 
together with relatively large fluctuations in the gold price prompted the 
Bank at times to aim for higher foreign exchange liquidity .In the second 
half of 1982, for instance, when the gold price was moving up and the 
rand appreciated, the net inflow of short term foreign funds to the South 
African private non-banking sector amounted to a substantial Rl ~ 
billion. In the following six months, however, when the gold price 
declined from over $500 an ounce to around $400 an ounce, there was 
a net outflow of about Rl% billion in the form of short term foreign 
funds from this sector. 3 Such volatility in short term foreign funds 
encouraged the Reserve Bank to make increased use of its own foreign 
credit lines as well as keep a lower percentage of its reserves in gold. 
Likewise, in the late 1980s the Bank preferred to lower the gold com
ponent of the reserves in view of the foreign exchange constraint arising 
out of foreign debt repayments, and jaundiced expectations on the part 
of the Reserve Bank regarding gold price developments. 4 

The third important principle adumbrated by Dr Stals was that the Bank 
only sold gold directly to principals, and not through any agencies, inter
mediaries or brokers with the exception of the London bullion market 
where gold was offered at the daily fixings through the bullion dealers 
by South Africa.5 In all other cases gold was sold on a principal
to-principal basis, and only by means of direct negotiations by tele
phone, telex or letter. The Bank never entered into long term contracts 
or committed itself to sell gold in any predetermined quantities to any 
specific buyers or groups of buyers. 

The Bank had a list of approved buyers representing recognized and es
tablished dealers in centres all around the world and regular users of 
gold. This involved the sale of South Africa's gold through three dif
ferent markets. Firstly, some gold was sold through the London market 
where the members of the market acted as agents for South Africa in 
selling gold at the daily fixings. Secondly, South Africa sold gold to 
members of the Swiss gold pool. Thirdly, the Reserve Bank received 
and considered offers from a number of other approved buyers. Gold 
sold through the London market was normally delivered at the Bank of 
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England, and most of the other transactions took place loco the Rand 
Refinery at Germiston. 

Unlike the Soviet Union the Reserve Bank would not sell gold through 
agents on a consignment basis during the 1980s. Consignment deals 
involve selling gold to agents on a direct consignment basis rather than 
a spot basis. Under these arrangements agents would take delivery of 
South African gold, hold the metal in their stocks, and then credit the 
Reserve Bank with proceeds obtained from subsequent sales on the free 
market. 

Consignment deals can be supported on the grounds that buyers of gold 
can emerge who otherwise might not purchase gold. Such deals would 
also reduce the dependence of the Reserve Bank on its traditional outlets 
for gold sales. This might be perfectly in order under bull market con
ditions, but in a bear market buyers of gold on a consignment basis 
could be much less visible, and the Reserve Bank could become more 
dependent upon the established gold dealers. If regular dealings with 
these parties had been disrupted, the latter might have been less inclined 
to take South African gold on a competitive basis. 

Role of Gold Swaps. Another notable feature of gold sales policies in 
the 1980s was the increased use of gold swaps. The Reserve Bank at 
times needed a facility to use part of its gold reserves to raise foreign 
exchange without selling more gold in the market. A gold collateral loan 
could serve this purpose, but the presence of so-called 'negative pledge' 
clauses in existing government and other public sector loans of South 
Africa tuled out this possibility. The more suitable alternative was the 
resort to gold swap transactions. These involve a spot sale combined 
with a simultaneous agreement to repurchase gold at an agreed price at 
a specific future date. On occasions the gold was sold on maturity rather 
than bought back, depending on the state of the gold market at the time 
and the foreign reserves position of the Bank. Traditionally, gold swaps 
involved utilizing existing gold reserves, but during the 1980s swaps 
were increasingly resorted to in circumstances where the Bank wished 
to reduce sales in the spot market while simultaneously seeking to boost 
foreign exchange liquidity. 

Even so, swaps were undertaken with a restricted number of foreign 
banks who were gold dealers, and who could normally be relied upon 
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to cooperate with the Republic if the Reserve Bank wished to roll over 
gold swaps. This policy ensured that the Reserve Bank faced no 
problems with gold swaps at the time of the debt crisis in the middle of 
1985. 

Gold swaps served the purpose of furnishing the Reserve Bank with 
additional foreign exchange reserves, which could be substantial, in a 
manner which did not increase the liquidity base of the domestic banking 
system, and therefore did not conflict with any tight monetary policies 
which the Bank might be pursuing. Such swaps could often be 
undertaken when the balance of payments was in deficit, and such swaps 
would not hinder the balance of payments adjustment. Proceeds from 
gold swaps could also be employed to execute a more effective 
intervention policy in the foreign exchange market if this was deemed 
to be desirable. In addition, gold swaps were used at times to reduce the 
level of the foreign debt. In July 1982, for instance, the Bank entered 
into gold swap agreements with foreign financial institutions with the 
proceeds applied in part to make early repayments by the Bank of 
outstanding foreign loans. 6 

Gold swaps at times could form an integral part of broad monetary 

policies. Back in 1981, for instance, gold swaps were raised side by side 

with a decision to make less use of the technique of quoting large dis

counts on forward dollars with a view to neutralising the differential 
between South African and overseas interest rates, and thereby en
couraging the use of overseas trade credits by South African banks and 

their clients; 7 This technique could be a useful instrument of short term 
reserve management, but had the disadvantage that it could weaken the 
restrictive impact of domestic monetary policy. Gold swaps have similar 
effects to manipulation of forward rates in the sense that they bolster the 

foreign reserves position, but do not boost domestic liquidity. 

During the last decade South Africa also became more active in the gold 
market in the sense that it began to buy as well as sell gold in the spot 

market. The Republic had traditionally pursued a policy of only selling 
gold in the spot market, but by the mid 1980s the central bank on 
occasions had started to undertake some spot purchases when it was 
deemed that this could be of some benefit in smoothing out temporary 

lapses in demand, or counteracting disruptive influences in the market. 
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Participation in Gold Futures and Options Markets 

During the last two decades or so a revolution has occurred in respect 
of the international financial markets with the emergence of active 
futures markets in not only commodities, but also currency and other 
financial instruments. The volume of trade which is recorded in many 
futures markets dwarfs that which materialises in the corresponding spot 
markets. The futures markets in gold now dwarf in size the physical 
markets for the yellow metal, and the disparity is probably widening. 
They have moreover been supplemented by options markets which 
provide facilities for the optional buying and selling of gold at certain 
dates in the future at specified prices in return for option down 
payments. 

The emergence of active futures markets has created the scope for both 
producers and users of commodities to gain protection against price 
fluctuations which could otherwise have serious effects upon their re
spective businesses. This protection is obtained by hedging the price 
risks by either buying or selling futures contracts for specific dates in 
the future. Such hedging by producers and users of commodities 
necessarily requires active markets, and the latter have come to fruition 
as a result of the large participation in futures· markets by speculators 
who trade in futures contracts purely for profit. Without the large scale 
presence of such speculators futures markets would not develop. This 
explains why the London gold futures market, which opened in 1981, 
was closed down in 1984. 

Futures markets were first developed for agricultural and industrial 
commodities. The presence of a fixed price of gold precluded the 
development of gold futures markets for many decades. The first futures 
market for gold only opened in Winnipeg in Canada in 1972, but after 
the legalisation of gold ownership in the United States at the end of 1974 
futures markets in gold began to emerge in that country. The Comex 
market in New York has since become by far the most important gold 
futures market in the world. 

Individual gold producers in South Africa are allowed to enter into 
futures, bilateral forward or options transactions for hedging purposes 
without directly involving the Reserve Bank in the transactions. Under 
these transactions no physical delivery of gold takes place by these 
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producers, and positions are closed out before maturity date. Over the 
last decade many of the marginal gold producers in South Africa availed 
themselves of the facilities offered by the markets in this respect. The 
key question which arose in the 1980s concerned the role, if any, which 
the Reserve Bank should play in these futures and options markets. 

Role of Reserve Bank. Various arguments were presented in favour of 
the Reserve Bank establishing a presence in these markets. By main
taining such a presence, both as a buyer and a seller, and taking 
advantage of fluctuations in the price of gold, the Bank could in effect 
earn additional foreign exchange income from gold. A drop in the gold 
price is potentially profitable for the Bank just like a corresponding rise 
if it adopts a suitably flexible marketing strategy by correctly exploiting 
price swings in the futures and options markets. Fee (premium) incomes 
in any case are generated if the Bank issues (writes) option contracts. In 
view of the dominant position of South Africa as a gold producer the 
opportunity existed for the Reserve Bank to become a regular participant 
in the gold options and futures markets. As a large gold producer South 
Africa was in a position to deliver gold in the options and futures 
markets more easily than other participants who did not produce the 
metal. This would only add to the flexibility of the Reserve Bank if it 
operated in these markets. 

The perception that the futures and options markets are gambling casinos 
in which no respectable government or central bank· can afford to be 
seen operating is completely erroneous. During the past decade many 
central banks learned how to generate an income from their gold 
reserves. They were not averse to selling gold options against part of 
their gold reserves, and this could be supplemented by the buying of call 
options at times when they anticipated that the price of gold would rise. 
Such central banks similarly started to buy and sell contracts in the gold 
futures markets. In so far as central banks preferred to do this 
anonymously, this had less to do with propriety or perceptions of pro
priety, and more to do with market tactics, and a desire to mjnjmize 
emulation on the part of other .central banks. This consideration was 
especially important in the case of South Africa in view of its strained 
political relations with the outside world during the past decade. 
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Threat of Gold Dumping. A presence in the gold futures and options 
market also became worthwhile for the Reserve Bank in view of the 
sanctions campaign which was being waged against the country. One 
possible sanction which was mooted at times during the 1980s was a 
coordinated sale of gold by central banks in order to bring down the 
price of gold, and thereby seriously erode the ability of South Africa to 
earn foreign exchange from its gold production. 

If a gold dumping exercise were ever to be employed by the central 
banks against South Africa, its effectiveness could be crucially in
fluenced by the nature of the gold sales policies of the country. If it 
were only a seller of gold in the physical markets and never a buyer, 
any resultant sharp drop in the dollar price of gold could markedly 
reduce foreign exchange earnings from gold sales. 

On the other hand, if the policy was flexible in the sense that the 
Reserve Bank operated in both the physical, and futures and options 
markets, gold dumping by other central banks could be an extremely 
dubious ploy. Under such circumstances the South African authorities 
could sell gold options, possibly covering several months future 
production, rather than sell gold bullion on an on-going basis in the 
falling physical markets. In addition, the authorities could trade in gold 
in the futures markets to take advantage of volatility in market 
conditions, and even buy back at lower prices some of the gold which 
had been sold forward. By such means the Republic could protect itself 
to a degree from the machinations of other central banks. 

In view of these various considerations the ReselVe Bank. in the late 
1980s began to establish a presence in the gold options market by under
taking trades in limited amounts in South Africa's natural direction, i.e. 
selling the right to buy gold from the Bank. (call options), and buying the 
right to sell gold (put options).8 It also began to undertake limited for
ward sales of gold for its own account. Its operations in the gold futures 
markets, however, were very limited and conducted through third 
parties, partly because of political pressures in the United States which 
precluded a visible presence in the American gold futures markets. 

The authorities were aware of the depressing effects which forward sales 
of gold in particular could exert on the spot price of gold. Their 
reluctance to undertake such sales, however, was diminished during the 

250 



course of the 1980s by the growth in the size of the international gold 
markets, and the relative decline in the importance of South Africa as 
a gold producer. They concluded that limited resort to forward selling 
would not disrupt the international markets. 

The Case for Gold Bonds 

Operations in the futures and options markets were not the only new 
options available to South Africa in the marketing of its gold output 
during the 1980s. Some gold analysts argued in the late 1980s that the 
Republic should resort to the issue of gold backed bonds in dealing with 
its foreign debt problems, and this option was given consideration by the 
authorities. 

The issue of gold bonds would have entailed a shift in gold sales policies 
on the part of the Republic with the intention of boosting foreign 
exchange earnings as well as counteracting the harmful impact of the 
capital sanctions which confronted the country. South Africa's gold 
holdings had fallen drastically from more than 12 million ounces at the 
end of 1980 to roughly 5,4 million ounces in the middle of 1988. Apart 
from this fall virtually the entire gold production was sold over this 
period. 

Policy Prescription. In order to stem this outflow of gold some overseas 
analysts argued that South Africa should have marketed gold bonds to 
replace partially or wholly the sale of gold overseas. The gold bonds 
would have been backed by new gold production which would have been 
retained as part of the foreign reserves of the Reserve Banlc 

In principle South African gold bonds could have been issued by the 
Reserve Bank, guaranteed by the government, and be denominated in 
terms of fine ounces of gold or Krugerrands with the maturity dates as 
long as thirty years or more. In addition, the interest rate could have 
been set at say 3 % per annum payable in either gold or Krugerrands. 
What is more, the bonds could have been either in bearer or registered 
form at the option of the buyer. A paymaster, in the form of a foreign 
bank, could have been appointed so that the interest and principal would 
be payable abroad, while a secondary market in such gold bonds could 
have been established. 
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Proponents of this scheme asserted that South Africa was one of a 
handful of countries in the world which was reducing its foreign debt 
liabilities. Against this background they believed that the offer of gold 
bonds by the Republic would enable the country to tap international 
capital once more on more favourable terms than many other countries. 
Despite the political inhibitions they alleged that such bonds would have 
been especially attractive to investors who had incurred large losses on 
developing country loans in the 1980s. 

The sale of gold bonds by South Africa, moreover, could have been 
copied by others such as the American Treasury in the same way that 
the success of the Krugerrand encouraged other countries to emulate this 
success by issuing their own gold coins. One of the great merits of the 
Krugerrand programme was that it eventually led to other governments 
competing with the Republic in marketing their own gold coins, despite 
their earlier convictions that such coins would undermine the stability 
and credibility of their own national currencies. In a like manner, if 
South Africa were to offer gold bonds to international investors, the 
example could have been contagious inveigling others to compete. 

The gold bonds, moreover, would have been backed by gold which 
would have come from current production, while the interest payments 
in gold would further stem. the outflow of gold onto the international 
markets. The price of gold should therefore have benefited. It could be 
argued that the reduced supply of gold from South Africa on the markets 
would have been small since the bonds would have to be redeemed in 
gold. In this respect, though, the bonds would have been issued for long 
periods and some could be rolled over on maturity. In addition, the gold 
which was retained out of current production could have been counted 
as part of the foreign reserves, thereby strengthening the credit status of 
the country. 

Despite their obvious attractions the issue of gold linked bonds by South 
Africa was rendered difficult by political constraints. In the midst of the 
increasing political and economic isolation of the Republic many foreign 
banks would probably have been most reluctant to be seen handling any 
such bonds. The alternative of 'borrowing' South African gold to back 
gold bonds issued in the names of foreign banks would have been 
similarly difficult. This is because the money raised from such banks 
would have been lent to South Africa, and this would have shown up in 
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the accounts of the banks. In addition, the attractions of issuing such 
bonds were diminished in the 1980s by the poor performance of the gold 
price. 

Promotion of Local Beneficiation of Gold 

The escalation of trade sanctions against South Africa in the 1980s spur
red new interest in the subject of the beneficiation of metals and 
minerals which are·mined in this country. The added value derived from 
such beneficiation could have boosted total export earnings while 
creating new employment opportunities. In addition, the production of 
more highly refined and specialist products based on metals and minerals 
could have rendered South Africa's exports more attractive in world 
markets. Beneficiation, moreover, would have created less bulky pro
ducts which was an important aid in evading sanctions. 

South Africa in the mid 1980s produced around half of the gold output 
in the non-communist world, and yet virtually all the gold produced by 
the Republic was. sold in bullion form, especially since the overseas 
markets for Krugerrands had . largely closed as a result of sanctions 
pressures. The added value component from South African gold sales 
was therefore negligible. On the other hand,the value of gold in the 
form of jewellery, as well as alloys, sheets, etc, was considerably 

higher. In some cases the mark-up could be as high as 1 000 % • 

There were grounds for arguing that South Africa could under the right 
circumstances become a manufacturer of gold jewellery of note· in the 
world. The country had the raw materials in abundance, while its gold 
production was based on advanced mining technology and extraction 
which reflected sophisticated metallurgical skills. These successes sug
gested that the necessary technological skills could be developed to 
promote activities related to the manufacture of jewellery. 
Apart from boosting export receipts and rendering the country less 

vulnerable to the impact of trade sanctions, the local beneficiation of 
South African gold could have aided the gold mines. The pay limit for 
the grade of ore mined in South Africa depends upon the relationship 
between prices and costs. The pay limit would fall, for instance, if the 
price of gold rose and costs remained unchanged. If the gold mines were 
to establish their own gold jewellery plants, the pay limit for the mining 
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of gold could be decreased even if gold prices and costs remained 
constant. This in turn would stimulate investment in gold mining and 
boost production. This could arise because if gold mines were to set up 
jewellery manufacturing facilities, the high profit mark-up onjewellery 
sales could render it profitable to mine gold which was otherwise 
uneconomic. 

Despite the potential for beneficiating gold in South Africa various 
obstacles existed which explained the absence of a thriving domestic 
gold jewellery industry. Apart from the intense competition existing in 
foreign markets and the need for a skilled labour force, the South 
African jewellery industry faced a heavy burden of taxation. A jeweller 
had to pay up front for unwrought gold and uncut diamonds, and there 
was an ad valorem tax on domestic made jewellery of 35%. 

In June 1988 therefore, a comprehensive reform package was introduced 
by the authorities to encourage the development of the jewellery manu
facturing industry in South Africa. These measures included a reduction 
in the ad valorem duty on jewellery from 35 % to 20 % , and the 
introduction of a gold deposit scheme. In terms of this scheme the 
Reserve Bank would place gold on deposit with approved banking insti
tutions to enable them to provide loans in physical gold to jewellery 
manufacturers at relatively low interest rates. This move by the Reserve 
Bank to lend out gold would enable jewellers to maintlin gold inven
tories at reduced costs, whilst providing the Bank with an opportunity 
to reap an income return on a small part of its gold holdings. 

This move, however, did not presage the entry of the Bank into the 
business of international gold lending. Although the Bank kept gold on 
deposit with numerous private banks at times for short periods, it was 
unwilling to enter into the practice of lending gold to bullion dealers and 
banking institutions for specific time periods in return for interest 
payments. The Bank believed that the rates of interest paid on gold lent 
out in the international markets did not furnish adequate compensation 
for the risks involved, and also believed that such gold lending would 
exert a bearish influence on international gold prices. 
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CHAPTER 17 

CONCLUDING REMARKS 

At the time when Dr De Kock assumed the role of Governor of the 
Bank. at the beginning of 1981 the monetary authorities were gearing 
their policies towards the twin objectives of facilitating continued adjust
ment of the balance of payments to the fall in .the price of gold which 
was materialising at that stage, as well as allowing the economy to 
consolidate following the boom of 1980 when the real gross domestic 
product advanced by approximately 8 %. Such a policy stance was 
deemed to be essential if the rate of inflation was to be lowered, the 
currency stabilized, and the ground prepared for a subsequent new 
upswing in the economy. Expectations at that stage were high that 
judicious use of monetary policies could contribute in time to a new 
cyclical upswing in the economy, and a high average annual rate of 
economic growth in the 1980s.1 

These expectations were subsequently dashed. By the mid 1980s South 
Africa was struggling in a hostile world with intertwined political and 
economic problems, and the decade as a whole was to prove to be 
characterized by weak. economic conditions. Indeed since the early 1970s 
the South African economy had been adversely affected by a succession 
of unfavourable economic and socio-political developments, which were 
reflected in a slower economic growth rate, higher inflation, and a 
decline in real living standards on a per capita basis over time. This 
process was temporarily interrupted by the sharp rise in the price of 
gold between 1978 and 1980 which was accompanied by record 
agricultural crops. However, from 1981 onwards the underlying 
unfavourable trends in the South African economy re-asserted 
themselves. In addition, since late 1984 and especially since July 1985 
unfavourable socio-political developments substantially aggravated this 
process. 

Whereas between 1946 and 1974 the average growth rate of the real 
gross domestic product was 4,9% per annum, between 1974 and 1985 
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it fell to 1,9%. During this latter period the growth rate was adversely 
affected by a decline in the ratio of exports to gross domestic product as 
well as a weakening in the terms of trade (apart form the 'gold bonanza' 
years of 1978 to 1980). In the mid 1980s this fundamental weakness in 
the growth pattern of the South African economy was made worse by 
pressures on the capital account of the balance of payments. 

This series of economic and socio-political shock waves made drastic 
and painful adjustments in the South African economy unavoidable, and 
created enormous challenges for economic policy including monetary 
policy. In general, market oriented monetary policy played a valuable 
role in promoting the needed adjustments of the economy. Despite the 
difficulties which were posed, the Reserve Bank's policies 'proved to be 
compatible with maintaining a modicum of internal and external 
stability. 

Nature of Economic Circumstances Prevailing in 19808 

The deteriorating perfonnance of the South African economy during the 
past decade was reflected in a growth rate of the economy which 
averaged' only 1,2 % per annum as measured by the real gross domestic 

product. The weakness of the economy was even more critical when 
viewed in terms of per capita income levels with the real gross domestic 
product per capita in 1990 roughly 13% below the level of 1980. 

This weak. growth impetus of the South African economy could be 
ascribed to three main developments associated with savings and invest
ment trends out of the control of monetary policy. Firstly, there was a 
sharp rise in the ratio of private and government consumption 
expenditures to the gross domestic product over the past decade from 
around 64% in 1980 to 75% in 1989. This increased importance of 
consumption spending vis-a-vis total expenditures in the economy was 
achieved at the expense of declining investment expenditures. Total 
gross domestic fixed investment in real terms declined in every year 
from the end of 1981 to the end of 1987 amounting to a substantial 
32 %. Total real fixed investment expenditures in 1990 were only 76 % 
of the level nine years earlier. Net fixed investment, which excludes 
provisions for depreciation, showed an even more dramatic drop from 
around 18% of gross domestic product in 1980/81 to around 5% over 
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the three years to 1990. As a result of this plunging investment rate the 
total level of the real fixed capital stock only increased by some 30 % 
over the past decade. 

A major contributory factor to this poor investment record was the 
decline in the savings rate. During the 1980s the economy did not 
experience any commodity price windfalls, and gross domestic savings 
remained fairly stable fluctuating between 22 % and 28 % of the gross 
domestic product. However, trends in net savings, i.e. gross savings 
minus depreciation allowances, was more informative since, in the 
absence of inflows of foreign capital and the reality of relatively low 
foreign reserves, they constituted the only source of financing for 
enlarging the production capacity of the economy. In the face of the 
growing importance of depreciation provisions as a proportion of gross 
domestic savings, net savings declined averaging only 9,2% of the gross 
domestic product in the 1980s compared with 13,7% in the 1970s. 

A second major factor contributing to the low economic growth was the 
export of capital in the past decade. Over the six years to the end of 
1990 alone the total net capital outflows from South Africa amounted to 
R29,3 billion. The repayment of this foreign capital necessitated running 
current account surpluses on the balance of payments which entailed 
restricting imports which in turn curbed the scope for economic growth. 
At the same time the repayment of this foreign capital absorbed a large 
share of the limited domestic savings in the economy, and thereby 
curtailed the resources available for domestic investment. 

Thirdly, the general environment in which business was conducted de
teriorated during the 1980s. Entrepreneurial activity is normally stimu
lated by a stable economic and political environment as well as active 
measures to encourage business initiatives such as tax incentives, 
industrial strategies, etc. In the environment prevailing in the 1980s 
incentives which encouraged risk taking activities in the private sector 
were limited. 

The level of state intervention in the economy increased. Exchequer 
issues as a percentage of gross domestic product rose form 22,6 % in 
1981 to 30,8% in 1989. Entrepreneurial activity, work effort and 
savings were accordingly discouraged by the growing burden of tax 
faced by individuals. Direct taxes as a percentage of total personal 

258 



incomes from all sources increased from 6,6% in 1980 to 12,8% in 
1990. 

Moreover, the incentive for investment of risk capital was under pres
sure from a number of other sources. Sanctions, violence in black 
townships, inflation, labour unrest, consumer boycotts, slow economic 
growth and the general uncertainty concerning future political develop
ments all combined to create a more inimical environment for business 
investment. In short, the risk profile facing entrepreneurs contemplating 
new investments increased. At the same time the return on risk capital 
declined. Operating surpluses as a percentage of gross domestic product 
at market prices fell from 26,1 % in 1980 to 14,4% in 1989. This 
squeeze on profits materialised despite a substantial depreciation in the 
external value of the rand between 1983 and 1986, a development which 
could have been expected to boost the share of profits in the national 
income. 

Role of Monetary Policy 

Faced with such a generally adverse climate it was patent that monetary 
policy could not contribute towards optimal economic growth in South 
Africa. Policy became preoccupied for much of the time with achieving 
the necessary adjustment in the economy, and particularly on the balance 
of payments front. The large depreciation in the external value of the 
rand formed an essential part of this adjustment, a policy which simul
taneously furnished some support for economic growth through the in
centives created for an expansion of exports and compression of im
ports. The adoption of more market oriented monetary policies was 
crucial in facilitating the required adjustments. 

Benefits of Market Oriented Monetary Policies. Likewise, the switch 
to a market oriented approach to monetary policy allowed the financial 
markets to develop further in response to the requirements of the 
economy. -Market oriented policies encouraged savings to move into 
sectors where the highest returns could be obtained. Greater freedom for 
the financial markets allowed savers and investors to read the signals of 
supply and demand and choose investments that maximized returns. At 
the same time the better developed markets allowed market oriented 
monetary policies to be implemented more effectively. This was illus-
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trated by the freeing of the Treasury bill tender in 1981 from inter
vention by the Reserve Bank and the National Finance Corporation, and 
the reduction of the banks' liquid asset requirements in the first half of 
the 1980s. These reforms resulted in more. widespread holdings of sta
tutory liquid assets outside the banking system and certain money market 
institutions, which increased the scope for open market operations in 
these instruments. These better functioning financial markets made it 
easier for them to be a conduit for monetary policy signals to affect the 
economy. 

The reforms instituted by Dr De Kock in decontrolling the financial 
markets were a great success. These reforms paralleled and, in some 
cases, were ahead of the worldwide movement towards liberalisation, 
and the achievements in this direction materialised despite the presence 
of a frequently adverse foreign environment characterized by external 
financial pressures. 

The successfulliberalisation of the financial markets was vividly illus
trated by the evolutionary changes in the roles of banks and building 
societies. During the 1980sthe functions and operations of buirding 
societies changed, and the activities of these institutions came to 
resemble those of banks to a greater extent. These trends were 
recognized and, encouraged by the monetary authorities as part of the 
efforts to create a more equal playing field between these institutions. 
Building societies were required to comply with the same cash and liquid 
asset requirements as banks, and restrictions on the non-traditional 
business of the societies were relaxed. New legislation conferred on 
building societies the scope for conversion into public companies, which 
subsequently led to several such conversions and the absorption of others 
by banks. 

Even so, the application of market oriented monetary policies was partly 
diluted. The foreign debt standstill and the re-introduction of the 
financial rand system were criticized at the time in certain quarters on 
the grounds that they were inconsistent with the market oriented 
approach to monetary policy which was being pursued by the Reserve 
Bank. However, while a case can be made out against the reinstatement 
of the two tier exchange rate arrangements, the authorities had no choice 
but to introduce a debt standstill. The on-going repayment of foreign 
loans would otherwise have driven down the value of the rand to even 
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lower levels, and would have been even more incompatible with 
purchasing power parity criteria, while imparting much greater dis
ruptions to the macro-economy. Both the standstill and the financial rand 
measures were in any case intended to be limited and temporary. 
Moreover, it was argued that a market oriented approach to the balance 
of payments difficulties in 1985 could not have been expected to produce 
optimal results bearing in mind that foreign investors in particular were 
not basing their actions on normal risk-return considerations, but were 
influenced by political pressures and swayed by one-sided reporting on 
the South African situation. 2 

Monetary Policy and Inflation. The preoccupation with balance of pay
ments adjustment, particularly in the mid 1980s, meant that the problem 
of inflation did not receive the attention it otherwise warranted. A 
certain ambivalence existed concerning the desirability of mounting a 
sustained anti-inflation programme. The rate of inflation as measured by 
the consumer price index averaged roughly 14,6% during the decade. 
Monetary policy was focused on demand management and balance of 
payments adjustment, with limited opportunities for policy to be geared 
more towards generating greater financial stability. 

There are, nevertheless, grounds for arguing that the relatively high rate 
of inflation adversely affected the South African economy in several 
ways. Firstly, it led to a redistribution of income and wealth in a man
ner which created inequities and economic discontent. For instance, it 
favoured debtors at the expense of creditors, while producing relative 
shifts of income between different categories of wage and salary earners. 

Secondly, it can be argued that in certain respects the high inflation rate 
acted as a constraint on economic growth. For one thing, it had un
favourable effects upon the incentives to save with personal savings 
becoming derisory during the 1980s. Personal savings constituted 10,8 % 
of personal disposable incomes in 1980, while the comparable figure for 
1990 was 1,3%. The high increases in prices over the past decade, 
moreover, created distortions in the allocation of resources. Incentives 
were created for capital to be diverted into inflation hedge assets rather 
than new productive investments. 

Despite the severe difficulties experienced by the Reserve Bank. in 
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moderating inflationary pressures, it was still the case that the monetary 
authorities were technically in a position to control the growth of the 
monetary aggregates so as to materially reduce inflation. It was some
times questioned whether the Reserve Bank could adequately control the 
money supply. This view implied that the growth in the money supply 
was largely endogenous in the sense of being determined by the financial 
system in a way that could not be materially influenced by the monetary 
authorities. If the economy required more money, so it was argued, the 
financial system would provide it with little or no change in interest 
rates. According to this viewpoint the demand liabilities of banks were 
not under the control of the Reserve Bank. 

It is true that the elasticity of supply of cash in the system was increased 
by the existence of the discount window of the Reserve Bank. Never
theless, so long as the Reserve BaDk was willing to raise its discounting 
rates to the necessary extent and employ appropriate open market 
operations and public debt management policies, it was in a position to 
adequately control the growth in the money supply. The Bank from a 
technical point of view could have exerted firmer control over the 
money supply if it had adopted a stricter accommodation policy, and had 
employed the other instruments of monetary policy to furnish support for 
such a policy stance. 

The weaknesses of monetary policies were especially transparent at 
times when the foreign reserves were being depleted, and the rate of 
growth of the monetary aggregates ideally needed to be reduced through 
a tightening of monetary policies. At such times domestic credit was 
allowed to rise too rapidly, a state of affairs which could be attributed 
mainly to the political priorities of government, and the consequent re
sistance to appropriate rises in interest rates. 

Monetary Policy and the Balance of Payments. The balance of pay
ments sector had always exercised a constraint on monetary policies, but 
this took on even greater significance after 1984 when the capital 
account turned into substantial deficit. In view of the unwillingness of 
foreign banks to extend new loans South Africa was forced to run 
balance of payments surpluses on current account in order to repay 
foreign debts. Monetary policies were geared towards generating such 
surpluses, and in the process altered the course of the business cycle 
which became less affected by trends in the international economy. 
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Exchange rate policy, in particular, played a key role in ensuring that 
current account surpluses were recorded. The adoption of a floating 
exchange rate system for the rand facilitated the shift of resources into 
export and import competing sectors at that time. If attempts had been 
made to keep the exchange rate relatively stable, severe deflationary 
measures would have been necessary with their potential adverse poli
tical, economic and social consequences. Such an exchange rate policy 
would also have encouraged large scale speculation against the rand on 
fears that the currency would have been devalued, which could only 
have complicated even further the management of the foreign reserves. 
The South African economy performed well in the second half of the 
1980s in the sense of achieving growth oriented balance of payments 
adjustment while servicing and repaying foreign debt. 

Dr Gerhard de Kock, the Governor, however, consistently asserted that 
South Africa's economic future was inextricably linked with its political 
future. Continued political and constitutional reform, and the mainte
nance of law and order were regarded as preconditions for the attain
ment of such economic ideals as optimal real economic growth and low 
single-digit inflation. It was ironic that reform moves on the political 
front were to start shortly after his unfortunate death in August 1989. 
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