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Monetary Policy in South Africa 
the Reserve Bank View in November 19811 

by Dr . Gerhard de Kock , Governor of th e South African Reserve Bank 

South Africa Out of Step with the World Economy : 
A Serious Transitional Prob lem 

I f ever there was a time when South Africa needed to 
rely on close co-ordination between the Treasury and 
the Reserve Bank in framing and applying fiscal and 
monetary policy. it is now. It is cammon knowledge 
that South Africa has a strong economy and that the 
pol icy of fiscal discipline applied during the past five 
years has yielded handsome dividends. On balance, 
the structural changes in the world economy of the 
past decade, including the enormous increases in the 
Prices 'of oiL gold and various other cammedi ties, 
have also favoured South Africa. Looking ahead, 
there is general agreement among the experts that the 
long· term growth prospects in South Africa are ex­
cellent. And yet, as 1981 draws to a close, we find 
ourselves with a serious transitional economic pro· 
blem on our hands - a problem which requires co­
ordinated fiscal and monetary remedial action. 

The problem stems basically from the fact thai 
we are al present ou t of step with OLlr maln trading 
partners in a number of ways. Firstly, for more than 
two years now our rate of real economic growth has 
been much higher than theirs. Secondly, our rate of 
inflation has been in excess of theirs. Thirdly, 
and parndoxically , our interest rates have been much 
lower than theirs in real terms. And fourthly, while 
all of this would normally imply a gradual deprecia­
tion of the rand against the US poliar and the other 
currencies in question, and therefore a premium on 
forward US doliars. the Reserve Bank's "adminis­
tered" rate for forward dollars has for some time now 
been quoted at either a considerable discount or an 
unrealisticallY low premium, With a view, of course, 
to reducing or neutrallsing the differential between 
domestic and foreign interest rates_ 

Since it was clear to the authorities from the 
beginning that this was not a situation which could be 
maintained indefinitely, monetary policy during the 
past year has been directed at bringing the South 
African financial situation more into line with over­
seas developments and real ities. And, as I shall 
attempt to show, much progress has already been 
made in this direction. But our attempts to get back 
into step have been temporarily frustrated by a series 
of unexpected overseas economic developments over 
which we obviously had no control. These include 
the sharper than expected decline in the dollar price 
of gold, the marked deterioration during recent 
months in the world economic situation and pros­
pects, and the maintenance of tigh t money poli cies 
and high real rates of intelest in the main industnal 
countries for longer than had generally been anticipa­
ted, 
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The Economy in 1981 : " Too Warm " rather than " Too 
Cold" 

In the meantime, "biIck at the ranch", the South 
African economy paid little heed to these external 
developments and continued to press on regardless on 
virtually all fronts. Earlier predictions that the 
economy would move into a sharp downturn in 
the first half of 1981 have been proven wrong. Total 
monetary demand continued to expand rapidly 
throughout the first ten months of 1981 and to exert 
undue pressure on available resources. This conti ­
nued state of demand inflation not only exerted 
upward pressure on prices and cos ts but also contri ­
buted to the emergence of a reasonably large def ici t 
on the balance of payments on current account. 

Ever since January this year, economists have 
been straining their eyes scanning all ·available lime 
sefles and other economic information in search of an 
upper turning poin t in the South African business 
cycle. Because virtually all the slack in the economy 
had been taken up by the end of 1980. it was. of 
course. inevitable that the rate of growth of real gross 
domestic product in 1981 would decline below the 
abnormally high rate of 8 per cent ach ieved in 1980 
- it now looks as if it will amount to abou t 4% or 5 
per cent for 1981 as a whole. But since th is mode· 
ration of the real growth rate was largely the resutt of 
physical constraInts, it did not by itself signify an 
immediate recesslonary downturn in towl monetary 
demand. In fact, the economy remained extremely 
buoyant and a number of economic indicators. 
including sales of motor vehides, retail sales, manu­
facturing output. employment. imports and the 
demand for credit, which were supposed 10 level off 
or decline during the cou rse of 1981, have continued 
to rise strongly, showing in some cases at most a 
moderation of their rates of increase. Certainly, 1981 
will go down in South African economic history as a 
year of rapid growth. prosperity and rising standards 
of living. and as a period in which the economy 
was still "too warm" rather than "too cold". 

For much of this, of course. we should be thank­
fuL The trouble. as I have indicated, is that we were 
marching out of step with our main trading panners. 
While we were experiencing rapid growth and demand 
inflation, they were all struggling with "stagflation" 
and applying tight monetary policies inevitably 
involving high real rates of interest. 

Pressure on the Balance of Payments and the Price 
l evel 

The buoyancy of ttle Sou til African economy in 
1981. at a time when economic conditions in the 
maior industrial countries were deteriorating rapidly, 
has understandably aggravated the cyclical balance of 



payments deficit which South Africa would in any 
event have tended to experience near the upper 
turning pOint 01 its domestic business cycle. The 
sharper than expected decline in the gold price has, of 
course, also taken Its loll. I f the present expectation 
that the current deficit for 1981 will exceed A4 
billion is fulfilled, there will have been a "swing" of 
nearly R7 billion In the current account between 
1980 and 1981. namely from the surplus of abOut 
A2,8 billion in 1980 to a deficit of over R4 billion in 
1981. In the third quarter of 1981 the current 
deficit was actually running at a seasona!!y adjusted 
annual rate of nearly R5.9 bil l ion, which was equiva­
lent to about 8 per cent of gross domestiC product. 

Since the net inflow of cilpital (excluding changes 
in liabilities related to reserves) amounted to only 
about R360 million during the first nine months of 
1981, thiS naturally placed considerable pressure on 
the exchange rate and the gOld and other foreign 
reserves. To deal with thiS situation, the Reserve 
Bank and the other banks together availed themselves 
of shorl-term foreign credits to an amount of R2,1 
billion during this period, and it was largely as a result 
of thiS Increase in "liab il ities reiD ted to reserves", 
that the net gold and other foreign reserves declined 
by about R2,4 billion during the first three quaners 
of 1981. Despite the intervention in the foreign 
exchange market In support of the rand which this. 
implies, the commercial rand has since January 
depreciated against the US dollar by 23 per cent and 
against a weighted basket of foreign currencies by 
about 14 per cent. 

As far as our domestic inflation is concerned, the 
facts are well known, After reaching an annual rate 
of 22 per cent in the fourth Quarter at 1980, the 
seasonally adjusted increase in consumer prices 
declined to an annual rate of 10,4 per cent in the 
second quarter of 1981, before rIsing again to 17,7 
per cent during the third Quarter. Between septem­
ber 1980 and September 1981 the seasonally adjusted 
consumer price index rose by 15.5 per cent. 

There will be those who would agree with this 
broad analysis of how South Africa is marching out 
of step with its trading partners and why this is 
creating short- term problems for the monetary 
auttlorlties, but who see the whole situation as self­
correcting and who are therefore less concerned 
about it than the monetary authorities. Now that the 
economy has entered a downward phase of the 
business cycle, they believe that imports will decline 
sharply and that the balance of payments deficit 
on current account will shrink considerably. 

Up to a point there is mf:lrit In this assessment. It 
does appear as if the economy has now moved into a 
downward phase of the cycle, and there IS certainly 
every reason to expect that the volume of Imports 
will level off and then actually decline during the 
Course 011982 This is indeed the normal pattern. It 
is how the "balance of payments adjustment process" 
is supposed to work . For this to happen, however, 
monetary and fiscal policies will have to be appited in 

a manner which WIll assist and not hinder the balance 
of payments adjustment process. Thl~ is an absolute 
prerequisite. The need to curb inflation also implies 
that the depreciation of the rand in terms of other 
currencies cal1not be viewed with equanimity. We do 
therefore have a problem on our hands which requires 
reme.dial monetary and fiscal treatment. 

Monetary Developments 

One does not have to be a devout monetarist 10 
accept that the monetary developments in South 
Africa dUfing the past three years have had much to 
do with the development of the problem I have just 
outlined. Quite clearly, the inordinate rise in total 
monetary demand during 1980 and the first four 
months of 1981 was fuelled by an excessive rate of 
increase in the broadly defined money supply (M2). 
This monetary aggregate accelerated from an annual 
rate of 17 percent in the first quaner of 1980 1041 
per cent in the third quarter, 25 per cent in the 
fourth Quarter and 46 per cent in the first Quarter of 
1981, before declining to 26 per cent in the second 
Quarter and 10 per cent in the third Quarter. 

To say that this excessive increase in M2 was 
mainly "caused" by an undue rise in bank credit to 
the private sector, does not go to the (oot of the 
problem. The fundamental cause of the monetDry 
expansion was th~ simultaneous existence dunng 
1979 and 1980 of a record surplus on the current 
account of the balance of payments and the conti­
nued application, despite a number of relaxations, of 
extensive exchange control. This brought about not 
only an accumulation of money in the hands of 
the private sector but also a substantial increase in the 
liquidity base of the banks, which naturally enabled 
them to create vast amounts of additional money by 
expanding their credit to the private sector. 

These same circumstances also resulted in interest 
rates declining sharply during 1979 and remaining at 
abnormally low levels during the first three quarters 
of 1980. The structure of Interest rates also became 
distorted as the accumulation of liquidity, together 
with the existence of ceilings on bank credit to the 
private sector, helped to reduce interest rates on call 
money, Treasury bills, bank acceptances, trade bills 
and promissory notes to levels which were out of line 
With the then existing Bank rate of 7 per cent and the 
prime overdraft rate of 9% per cent. Throughout the 
first three quarters of 1980, for example, the Treasu­
ry bill rate remained in the vicinity of 4% per cent 
and acceptance credits could be arranged freely al an 
ali-inclUSive COSI of between 6 and 7% per cent. 

The mont::tary events III South AfrIca during 
1979-80 serve as a good practical illustration of the 
Ineffectiveness of non-markel·oriented or "direct" 
melllods of monetary policy sucll as bank credit 
ceIlings, exchange controls and "administered" 
interest rates, in an economy With reasonably de­
veloped financial markets. Thus, In the prevailing 
conditions the natural working of market forces 
Quite logically brought about large scale "disinter-
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mediation" or borrowing and lending "outside Ihe 
banking system". Including "off-balance sheet lend· 
ing". i.e. credit Intermediated by banks off the 
balance shee!. This phenomenon look several differ­
ent forms. One was simply increased inter-company 
borrowing and lending. Another was the selling by 
banks of assets under repurchase agreements to 
the private non·banklng sector. A third form was a 
sharp increase in the utilisation of acceptance facili­
ties and the rediscoun ting of such acceptances ou tside 
the banking system by companies seeking to invest 
their liqUid funds. A fourth form of diSintermediation 
which was widely used. was the discounting of bank 
endorsed trade bills with large depOSitors. rather than 
by banks for thelf own accounts. The low interest 
rales on these acceptances and bills relative to prime 
overdraft rates naturally encouraged their use. while 
the credit ceilings prevented the banks from greatly 
increaSing their own holdings of money market paper. 

The result of thiS extensive disintermediation was 
a marked increase during 1979 and the early part of 
t980 in the velocity of circulation of money IV). 
This was an abnormal development. Since velOCity 
normally Increases during periods of t ightening finan· 
cial conditions and rising interest rates. The disturb· 
ing implication of this was that MV was. in fact. 
rising even more rapidly than the money supply (M) 
during that period. Looking back now. it is dear that 
this all added up to an over·e=-;pansionary monetary 
environment. To make matters worse, there was a 
sharp, although temporary, increase in bank credit 
to the government sector in the second Quarter of 
1980. and then a sudden large increase in the net 
foreign reserves during the third quarter. These de· 
velopments were doubly inflationary, since they not 
only increased the money supply directly but also 
added to the liQUidity base of the banking system. 

The underlying situation only began 10 change 
fundamentally after the abolition of bank credit 
ceilings in September 1980 and the commencement 
In October of the downward trend in the net gold and 
other foreign reserves. AI though hath the money 
supply and total monetary demand still continued to 
rise at an excessive rate until April 1981, conditions 
in most domestic financial markets began to tighten 
and both short and long-term Interest rates began 
their upward movement from the end of September 
1980. These tendencies gained considerable mo· 
mentum during the first ten months of 1981. 

The Reserve Bank 's Restrict ive Pol icy Stance of 1981 

The transformation of the monetary and interest rate 
situation since September 1980 was partly attribut· 
able to natural economic forces and partly to the 
restrictive policy stance adopted by the Reserve 
Bank. In South Africa. as in most developed econo· 
mies, cenlral banking today consists largely of opera· 
tions by the Reserve Bank in the financial markets -
operations designed to accept, counteract or reinforce 
the effects of natural economic forces. A decision to 
accept or reinfo rce developments in the financial 

markets is just as much a policy decision as a decision 
to counteract these developments. What happened 
early in 1981. was that the Reserve Bank took the 
major policy decision to permit natural economic 
forces. inCluding the decline in the value of South 
Africa's gold output and otller exports. to bring 
about a tightening in the financial markets and 
a marked rise. in interest rates. If the Bank had 
wanted to adopt a more expansionary policy stance, 
it would have prevented or counteracted thls tight­
ening in the markets and the consequent rise in 
interest rates by open-market purchases of securities, 
by rediscounting paper for banking institutions on 
favourable terms. by extending cheap credit directly 
to the Land Bank, by taking up more Treasury bills at 
the weekly tender at low rates of interest. and by 
various other means. Such a more e=-;pansionary 
policy WOUld. no doubt. have been popular. but was 
rejected out of hand by the Reserve Bank in fa­
vour of the conservative approach ' have outlined. 

As. an integral part of this policy. the Reserve 
Bank gave the upward movement of interest rates its 
official endorsement by raising the Bank rate in four 
stages from 7 per cent in the beginning of 1981 to its 
present level of t2% per cent. Given the e=-;isting 
"link" between Bank rate and the clearing banks' 
prime overdraft rate, this permitted the latter rate to 
rise from 9'12 to 16 per cent. The Reserve Bank also 
made increased use of open-market sales of securities. 
In addition, the Treasury made successful new issues 
of government stock in May and October, which the 
Reserve Bank supplemented extensively with sales of 
stock issued to it on tap by the Treasury. 

Not surprisingly. one of the fjrst effects of the 
Reserve Bank's restrictive policy was the replacement 
of "disintermediation" by the opposite movement of 
"re·intermediation". including a return to "on­
balance sheet lending". Thus. although the utilisation 
of accep tance facilities remained large because the 
rates on acceptances were at that stage stili low 
relative to overdraft rates, an increasing proportion of 
acceptances outstanding were taken up by the banks 
themselves. This is illustrated by the fact that the 
banks' holdings of acceptances as a percentage of 
total utilised acceptance facilities. which had declined 
from 68 per cent at the end of 1975 to below 6 per 
cent in May 1980, subsequently increased again to 
47 per cent at the end of June 1981. 

Another form of fe-intermediation was the 
SUbstitution of bank credit for the discounting of 
bank endorsed trade bi l ls outside the banking system. 
In addition. the banks also curtailed their practice of 
selling assets under repurchase agreements to the 
private non-banking sector. At the same time, the 
bank overdraft. which had nearly gone out of faShion 
earlier in 1980. came back into its own. particularly 
after the cost of acceptance and bill financing in­
creased to levels in excess of the prime overdraft rate. 

This re-intermediation process naturally resulted 
in a particularly sharp increase in bank credit to the 
private sector. and therefore in the money supply, 



during the first four months of 1981. Since this 
increase was, however, accompanied by a marked 
decline in the ve/ocil'( of circulation of money, it 
greatly exaggerated monetary expansion at the time, 

Interest Rates and Monetary Policy 

A basic feature of monetary policy during the past 
year, and certainly one that has attracted consider­
able publiC II'1t~rest, has been the sharp increase in 
both short and fang-term interest rates. By and large, 
the necessity for these increases has been well accep· 
ted by businessmen, financial commentators and the 
general public, and we in the Reserve Bank appreciate 
their suppOrt. However, here and there one stitl 
encounters some misunderstanding about the role of 
interest rates in recent South African monetary 
POlicy, and I would therefore like to address myself 
to this issue today. 

In the past, monetary policy in South Africa has 
at times been characterised by the absence 01 a 
clearly defined approach to either monetar! aggre· 
gates or interest rates and therefore also to the 
relationship between them. Until recently, no use 
was made of elther published or unpublished targets 
for M 1, M2, cash base or any other monetary aggre­
gate, except in one Instance where this was a precon· 
ditlon for a drawing on the International Monetary 
Fund. Nor were any specific targets set for interest 
rates. Indeed, for long periods, interest rates did not 
feature prominently III n;'onetary policy at all. There 
was Ihe occasional change rn Bank rate, and at times 
penalty rates -.vere charged lor accommodation 10 
discount houses and other banking ins l ifimons. 
But there was rarely a clear commitment to any kind 
of Interest rate policy as an integral pan of monetary 
policy_ Crrllcs accordingly from lime to time picked 
up the point that the monetary authorities appeared 
to be taking action In the Interest rata field which 
conflicted With their obJecttves in the money supply 
field, and vice versa. There were, for example, 
periods when the authorities used depOSit rale control 
to keep deposit rates belOW market levels, partly to 
assist the building SOCieties, at a time when It was 
official policy 10 reduce monetary expansion Natu­
rally. this kind of conflict between the obJecTlvec; nl 
money supply and ,nterest rate polley often created a 
strong IncentIVe lor diSintermediatIOn or other 
Increases In velocity -based credit 

The precise approach 10 be adopted in future 
towards the monetary aggregates and Interest rates is 
at present the subject of JOvestigallon by The Com· 
mission of InqUiry Into the Monetary System and 
Monetary POlicy In South Ahica. There are those­
the monetarrsts - who lavour the application of a 
"money rule", I.e. the selltng of publicly announced 
targets lor one or mo(e of the monetary aggregates, 
leaVing interest rates free to fluctuate and 10 find 
their own marKet-de termined levels Others believe 
it to be more appropftate to operate, In the li rst 
instance, on Interest rates, but then With full accep-

fance of the Implications 01 such actions for Ihe 
money supply Since the Monetary CommiSSion 
IS at present rOOking closely at all these alternatives, I 
shall not take the matter any further today, except to 
express the absolute conViction that the successlul 
application of monetary policy III South Alrtca 
requires full recognition 01 the Interrelationship 
between the monetary aggregates and Interest rates, 
and of the folly of IrYlng to determine these two sets 
of variables rndependently . 

It IS probably an Inadequate aPpreciation of thrs 
basic poim which has given rrse to some mrsunder 
standing about the role of Inlerest rates in South 
Afrrca during the paSt year. There are apparently still 
some commentalors who see little connection be· 
tween money supply and interest rates, and who 
believe thai restrrctlve monetary policy consists 
matnly of arbitrar ily raising Bank. rate, pnme over' 
dratt rales, the Yields on government stock:~ building 
society morlgaye rales and vanous other Interest 
rates, on the theory Ihat thiS, by itself, Will discour 
age Investment and consumption and encourage 
saving, and In this way bung about a lower rate of 
inllauon and a stronger balance of payments - a 
theory which many of them find difficult to accept. 

ThiS, of course, IS not an accurate descrrption of 
the way restrictive monetary POliCY is meant to work 
The reality IS thai, 10 any Situation 01 demand Inlla· 
lion, a poliCY 01 curbrng money supply expansion Will 
almost tnevitably. pafllcularly If It is successful. result 
In a tightening of Ilnancial markets and a rise In 
Interest rates in the short term. In a developed 
Iree entelprise economy like that of South Africa, the 
one IS not pOSSible without the other Indeed, In the 
situation 01 the past year, the only eOective way of 
preventing Interest rates from riSing wou ld have been 
fat" Ihe Reserve Bank to have arranged the creation of 
even more credit and money - something which 
WOUld, of course, have deleated the whole object of 
the eKerclse. 

Another misunderstanding IS the notion that 
interest rales In South Africa are now "high", Some 
ImpOltanl bUSinessmen and other comrnentalors have 
even descnbed the present level 01 Interest rates in 
South Africa as "traumatic" ThiS IS Simply not true. 
CCII<:llnty, our interest lales have (Isen sharply during 
the past year. But Ihis Increase occurred from a level 
in 1979 and most of 1980 which was artificially and 
abnormally, and I would add dangerously, low At 
their pr~nt levels, South African interest rates are 
"high" neither III relation to the domestic rate of 
inflation nor to reat Interest rates abroad. One does 
not need a calculator to appreciate that with our 
present rale 01 inllallon of around 15 per cent, most 
Interesl rates," South Afnca are relatively low, If not 
negative, when measured In real terms. And to 
measure lhe burden 01 any intelest rate, one must 
took at the real rate. 

Our present Bank fate of 12Y2 per cent. for 
example, may be a record for South Africa in nomi· 
nal terms, bul Bank rate has on numerous past 



occasions been much higher in real terms, In 1968, 
for example, It was about 4 per cent In leal terms, 
compared with the present minus 2¥.! pel cent. In the 
same year, to take a further example, the real buil­
ding societY mortgage rate was about 6 per cent, as 
against the present negative rate . 

In addition, QUite apart from whether our Interest 
rates are "high" or "low", the fact remainS that they 
are slill lower, even in nominal ter ms, than those of 
some of our m31n tradmQ partner'S. Because of its 
effects on foreign trade financing and the Inflow 
o f foreign car:lItal generally, this In Itself creates 
problems for a country that is developing rapidly and 
running a large current account defrClt which has to 
be financed one way or another . 

These general comments should not be interpre' 
ted as an Indicatmn thaI lhe monetary authorities at 
this pOlnl In time expect or favour any significant 
further Increase In the general level of interest rates 
If I knew what Sou th African Interest rates were 
going to do In the coming weeks and months, I would 
not refer to the matter ina publiC speech _ The truth 
IS that nobody knows for cer tain whether South 
African Interest rates are going to rise Of fall in the 
pellod ahead. In recent weeks, Interest rates in the 
United States and sevcraJ other industrial countn8S 
have declined Quite sharply and appear to be on a 
downward path for the lime being. In the domestic 
financial markets the demand lor funds may be 
tapering off to some extent, thereby also easing the 
pressure on interest rates, These and many other 
developments and considerations will influence the 
future behaviour of interest rates in South Africa, 
which makes it difficult to predict. 

All that I am prepared to say today is that the 
importance for South Africa of maintaining realistic 
market·related interest rates cannot be stressed 
enough. Neither the presenl defiCit on our balance of 
payments on current account nor the ° deficit before 
borrowing" in the Budget is unduly large in relation 
to gross domestic product. In themselves they need 
not cause us any concern, particularly since they can 
confidently be expected to decline again in due 
course. But they are nevertheless deficits, and 
deficits have to be financed. Appropriate financing 
of these two deficits shOUld be attainable without too 
much difficulty in the period ahead. But then our 
interest rales must at all times be kept at realistic 
levels. 

Need for a Continued Tight Money J>olicy 

As I have Indicated earlier, the effons of the mone­
tary authodties to reduce the rate of increase of the 
money supply have met with a measure of success in 
retent months. The extent of the decline in the rate 
of increase of the broad money supply (M2) becomes 
clear If one compares the seasonally adjusted annual 
rate of increase of 53 per cent during the first four 
months of 1981 with that of only about 9 per cent 
during 1he subsequent five months. This is most 

gratifying, For the time being, at course, we are still 
suffering from the delayed inflationary effects of the 
earlier excessive monetary expansion. But given the 
normal time lags involved, we should begin to feel the 
favourable disinflationary effects of the lower rate of 
increase of the money supply in due course. 

As yet, however, there can be no Question of 
relaxing the present tight money policy, The econo· 
my may have entered a downward phase of business 
cycle, but for the tillle being It is still SUfftHing from 
ex~ demand. Moreover, given the adverse external 
developments to which I have referred and the extent 
to which INe are still out of step with our main 
trading partners, we have no option but to continue 
with measLires designed to cool down the etonomy 
and to permit the balance of payments adjustment 
process to work, 

Although the Reserve Bank has adopted a restric­
tive stance throughout 1981 , it has, if anything, erred 
on the side of sh ielding the domestic economy too 
much against the adverse effects of external develop· 
ments, rather than on the side of "over-kill". Al­
though continuing to accord a high priority to the 
need to curb inflation, the Bank has, in fact, sought a 
compromise between this aim and the objectives of 
maintaining a sound balance of payments and a high 
rate of economic growth. It was in pursuance of such 
a compromise that the Bank permitted the rand to 
depreciate against the US dollar and most other major 
currencies. Although this obviously made it more 
difficult for the authorities to cu rb inflation, it served 
to cushion the '3dverse effects on the mining industry 
and other exporters of the sharp decline in the dollar 
price of gold and in the foreign currency proceeds of 
our exports in general. Allowing for the so-called 
"J-curve effect", this depreciation of the rand should 
in due course also help to strengthen the balance of 
payments. 

Furthermore, when in early August this year the 
gold price fell below $400 per ounce and additional 
pressure was exerted on the Reserve Bank's foreigl) 
reserves at a time when South African interest rates 
were still considerably below those in the Uni ted 
States, the Bank resorted to the artificial device of 
quoting much larger discounts on forward dollars 
with the specific aim of neutra!ising the interest rate 
differential and thereby encouraging South African 
banlc:s and some of their clients to make relatively 
more use of foreign financing. 

This step immediately achieved its objectives. 
Covered against exchange losses and protected against 
the high overseas interest rates by the Reserve Bank's 
generosity, the banks and some of theIr clients 
switched to overseas financlng on QUite a meanIngful 
scale, This had the desi red effect of easIng the 
pressure on the Official foreign reserves, Unfortunate­
ly, it also eased the domestic financial sltuation, 
reversed the upward tendency in certain short-term 
interest rates, and thereby weakened the restrictive 
impact of the Bank's domestic monetary policy , 

In OPting for the use of artificial forward dollar 



discounts rather than permitting a further rise in 
domestic il'lterest rates at that stage, the Bank was 
therefore again shielding the domestic economy from 
the cold winds of overseas recession and, in effect, 
facilitating the postponement of essential adjustments 
in the domestic economic situation and the balance 
of payments. In recent week;s, hOlNever, following 
the decline in American interest rates and the nego· 
tiation of substantial new gold swaps designed to give 
the Bank more latitude in managing its foreign 
reserves, the discounts on forward dollars have been 
phased out completely and replaced by premiums. 

In the meantime, the Reserve Bank has also been 
active in arranging the extension of record amounts 
of bank advances to the Land Bank, at relatively low 
rates of interest, to finance the record maize and 
other crops through the agricultural co'operatives. 
The anomaly that these advances to the Land Bank 
rank as full "liquid assets" in terms of the Banks Act 
greatly eases the liquidity position of the banks and 
therefore undermines the effectiveness of the Reserve 
Bank's monetary policy. In addi tion , whenever called 
upon to do so, the Bank has been taking up Treasury 
bills at the ......eeldy tender and ex tending credit to 
official ex tra·budgetary funds. Throughout 1981 the 
Bank. has also gone OUt of Its way to perform its 
function as "Iender of last resort " by granting ac· 
commodation to discount houses and other banking 
Institutions at t imes of seasonal or other exceptional 
financial tightening. There can be no doubt therefore 
that the monetary authorities have leaned over 
back.wards to protect the domestic economy and to 
ease the process of adjustment. I believe that in 
doing so we have erred on the si de of leniency. 
Others will say we have done well in ensuring a "soft 
landing". But enough is enough. To proceed further 
along th is road would run the risk of exacerbating 
inflat ion. weakening the balance of payments and 
jeopardising South Africa's economic stability. 

The time has come to take a firm stand in defence 
of the internal and external value of the Sou th 
African rand and to carry the pol icy of consolidation 
and adjustment to its logical conclusion . This means 
maintaining tig,t control over government spending, 
banking liquidity and the money supply. It also 
means permitting financial markets to t igh ten further 
if necessary and accepting both realistic in terest rates 
and premiums on forward dollars. More fundamen· 
tally, it means facing up to economic realities, living 
within our means and making the adjustments essen· 
tial to the preservation of one of South Africa's 
greatest assets - its strong and fundamentally sound 
economy. 
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