
Notes on inflation* 

Double-digit inflation In consumer prices on a 
year-to-year basis -I.e. increases In the annual average 
level of consumer prices of more than 10 per cent from 
one year to the next - has been a disturbing, unhealthy 
and unpleasant feature of the South African economy 
uninterruptedly from 1974 to 1989. During this sixteen­
year period South African consumer prices increased 
at an average annual rate of nearly 13,6 per cent; as a 
result, the average Item on the average household's 
shopping list was some 7,7 times more expensive (in 
money terms) In 1989 than In 1973. One hundred rand 
of the average household's family Income In 1989 
bought as much - or as little - as did R13,02 in 1973. 

For reasons referred to below, prolonged Inflation -
at any level, but certainly at double-digit levels -Is now 
generally accepted to militate against the most effective 
utilisation of the economy's productive resources, to 
hold back economic growth and development and 
therefore to reduce the nation's material well-being. 
Protracted inflation, moreover, also acts as a constant 
source of irritation, resentment, ill-feeling and social 
friction. 

Inflation has been recognised by the South African 
monetary and fiscal authorities as an evil on many 
occasions. Not surprisingly, therefore, the De Kock 
Commission in its Final Report (entitled The Monetary 
System and Monetary Policy in South Africa), which 
was submitted in May 1985, stated that "In the long 
term the primary objective of monetary policy should 
be the maintenance of reasonable stability of the 
domestic price level. "1 In accordance with this and 
related recommendations In the Commission's Report, 
Article 3 of the new South African Reserve Bank Act, 
1989 (Act No. 90 of 1989), which came Into effect on 
1 August 1989, stipulates that the pursuance of mon­
etary stability and balanced economic growth shall 
rank as the primary objectives of the Bank's actions in 
the Bank's exercise of Its powers and the performance 
of its duties. 

Shortly after promulgation of the new Reserve Bank 
Act, the present Govemor of the Reserve Bank, DrC.L. 
Stals, stated In his first Governor's Address to the 
Bank's shareholders on 29 August 1989 that the time 
was now "opportune" for the "serious launching" of an 
attack on inflation. This attack was to be made on a 
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wide front, but to be spearheaded by appropriately re­
strictive monetary and fiscal policies. Since August 
1989 the Reserve Bank's interest rate and associated 
policy actions have therefore been predicated, more 
strongly, explicitly and consistently than before, on the 
perceived need for counteracting the forces of Inflation 
in the South African economy. 

Against the background ofthis policy orientation, the 
following "notes" on inflation aim to marshall - in a fairly 
non-technical manner and for the purpose of reminding, 
Informing and explaining rather than of being polemical 
- some of the facts and features of Inflation as it has 
manifested Itself in South Africa in the post-war period. 
Introductory paragraphs start off by providing a defini­
tion of Inflation. Subsequent paragraphs briefly trace 
the extent and course of inflation In South Africa since 
1946 and note the relationship between Inflation In 
South Africa, inflation in the economies of South Africa's 
main International trading partners, and the effective 
exchange rate of the rand. 

Some evidence is presented suggesting that econ­
omiC growth does indeed respond unfavourably to 
protracted Inflation, and reasons are given why 
Inflation may be expected to lower the performance of 
the economy and to be detrimental to economic growth 
and development. It Is then argued that whatever the 
causes of Increases In the general price level, Inflation 
is "always and everywhere a monetary phenomenon": 
Inflation appropriately so called will not normally occur 
In the absence of "excessive" growth in the money 
supply, and observed inflation rates adhere closely 
over a period of years to rates of increase In the relative 
money supply. 

It is observed In the course of this exposition that 
although a curbing of growth of the money supply can­
not but be part of any comprehensive and successful 
anti-inflation strategy, a lowering of the rate of 
monetary expansion will rarely if ever be an entirely 
painless exercise. Monetary "targets" (or "guidelines") 
may be introduced In an endeavour to strengthen or 
facilitate flnancial discipline; structural features of the 
economic system - at least one of which seems to be 
unusually strong in the South African financial environ­
ment - may, however, make a targeting operation both 
more complex and more difficult than it would appear 
to be at first sight. 

Inflation defined 

Inflation is best described as a sustained rise in the 
general level of prices. The operative words In this 
definition are "sustained", "rise" and "general level": in­
flation refers to the process or processes of rising prices 
rather than to a state of "high" prices (which it would be 
hard to define meaningfully). Described in this manner, 
Inflation can be Identified only by observing, over some 
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fairly prolonged period, changes in some aggregate 
measure of prices, and not by observing changes in 
the price of a single specific commodity, good or ser­
vice, 

Various comments may be made concerning this 
definition, Firstly, rates of inflation may be measured 
with regard to a variety of sets of goods and/or 
services, Different sets of goods and services, their 
prices and changes In these prices, will be of concern 
to different groups of people or decision-makers In the 
economy, Measuring Inflation rates with regard to 
different sets of goods and services may also be help­
ful in analysing the causes and sources of inflation 
generally and in shedding light on the nature and dyna­
mics of the Inflation process, In South Africa, the more 
Important price indices that are used for measuring in­
flation include the indices for the prices of imported 
goods and domestically produced goods, the overall 
production price Index and the consumer price index, 

Secondly, inflation refers to the rate of Increase in 
the average (normally a weighted average) of the 
prices of the goods and services that are included In 
the price Index or price Indices concemed, Although 
inflation usually means that all or most of the prices 
included in a certain price Index are moving upwards 
simultaneously, this need not be the case, nor do all 
the prices covered by a certain price Index have to rise 

Graph 1: Changes In consumer prtcss 
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In anywhere near the same proportion or to anywhere 
near the same extent over any given period, As goods 
and services are becoming more expensive (in money 
terms) In general, some goods and services may still 
become either cheap or expensive relative to others, 
Inflation, therefore, normally still allows of relative price 
changes (which will usually be a "good thing"), and will 
most probably also produce some relative price changes 
of its own (which is rather less likely to be a "good thing") , 

Thirdly, inflation has been stated to be a sustained 
rise In the general price level , A purely temporary rise in 
the price level that soon reverses itself, or a once-and­
for-all rise in the price level over a relatively short 
period, will not nonmally be regarded as inflation, 

Finally, the definition provided above does not have 
anything to say about the cause or causes of Inflation, 
Being silent about the causes of inflation, the definition 
also contains no hints as to the manner in which Infla­
tion mayor should be combated or brought under con­
trol. More tendentious definitions may, however, be 
drawn up, Inflation may, for example, be defined -
usually by people belonging to some particular school 
of economic thought - as consisting of price rises that 
are due to wage Increases In excess of productivity 
increases, or of price increases that arise from 
preceding , unduly large, increases in an "exogenously 
determined" money supply, 
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The South African inflation record 

Graph 1 shows the record of inflation In the South 
African economy from 1946 (as the first full calendar 
year In the post-World War II period) , Inflation is 
represented here by the year -to-year percer1tage 
change In the annual average of the consumer price 
index, 

A number of observations may again be added. Rrst­
Iy, some increase In the annual average level of 
consumer prices was recorded in every single year of the 
post-war period. As displayed by Graph 2, during the 
forty-four years from 1946 to 1989 (both years inclusive), 
the average level of consumer prices rose more than 
twenty-fold, Increasing by 1 996 per cent. The average 
annual rate of increase In consumer prices during these 
forty-four years accordingly amounted to somewhat 
more than 7, 1 per cent. 

Inflation, however, clearly reached considerably higher 
levels from the mld-1970s onwards than in the first 
quarter century or so after the War. A dividing line may be 
drawn at the end of 1973, which marked the last calen­
dar year in which the year -to-year rise in consumer prices 
did not yet exceed 10 per cent. In fact, the years from 
1973 to approximately 1975, which bore the imprint of 
the first intemational oil crisis, tend to stand out as 
watershed years (and sometimes as "quantum jump" 
years) in analyses of various trends in the South African 
economy, as well as of trends in the world's major Indus­
trial economies Md In the intemational economy as a 
whole, 

In the single-digit inflation years from 1946 through 
1973, the annual average level of the South African 
consumer price Index rose by a factor of 2,7, or at an 
average annual rate of nearly 3,7 percent. This period, 
however, can itself be divided into three sub-periods, 
In the first of these sub-periods, from 1946 through 
1952, price changes were still influenced by post-war 
adjustments (including the devaluation of the South 
African pound In 1949), as well as by the economic re-

Graph 2: The consumer price Index 
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percussions of the Korean War (which lasted from 
June 1950 to July 1953, although active hostilities had 
generally ceased before the end of 1951), The average 
annual rate of consumer price increases during this 
seven-year period amounted to very nearly 5,0 per 
cent; the 5 per cent level of year-to-year Inflation was 
exceeded on three occasions during those years. 

A comparatively high degree of price stability prevailed 
during the remainder of the 1950s and during the 
1960s. From 1953 through 1968 the average annual 
rate of consumer price inflation amounted to a modest 
2,4 percent; at this rate, a doubling of the average level 
of consumer prices would require a period of more than 
29 years. In no year during the sixteen-year period con­
cerned did the year-to-year Inflation rate exceed 5 per 
cent (or even 4 per cent) , 

The "transition years" from 1969 to 1973 saw the 
run-up to double-digit Inflation, The average annual 
rate of Increase in the general level of consumer prices 
during those years accelerated to 6,0 per cent. In 1973 
the average level of consumer prices was some 34 per 
cent higher than in 1968, 

In the double-digit inflation years from 1974 
onwards, the average annual rate of consumer price 
increases amounted to the approximate 13,6 per cent 
already referred to in the Introductory remarks to these 
notes; inflation at this rate Implies a doubling of the 
general price level approximately every five years, five 
months and eight days (and, therefore, multiplication 
of the general price level by an astounding factor of 
nearly 7476 during one's Biblical lifespan of 70 years),2 
In 1989 the average level of consumer prices, apart from 
being more than 20 times higher than at the end of the 
War, was some 7,7 times higher than in 1973, 

Fluctuations of increasing amplitude were displayed 
by th,e year-to-year Inflation rate during the double-digit 
Inflation penod to date, Disturbingly, however, each of 
the successive upper and lower tuming-pOints in the 
year-to-year infiation rate - in 1975, 1981 and 1986 
and In 1978, 1984 and 1988 respectively - was con­
sistently at a higher level than the Immediately preceding 
one, 

Inflation, however - as was also noted above - does 
not mean that all prices encompassed by a certain price 
index have to rise in the same proportion over any par­
ticular period, By way of illustration of this statement, 
Graph 3 shows that the average inflation rate in the 
prices of "textiles" (as included in the consumer price 
Index) was quite considerably lower than inflation in the 
cost of "educational services" over any period (up to 
the present) that has its beginning In 1975, The per­
centage rise in the cost of educational services also 
easi ly outpaced the rise in the consumer price index in 
nearly all years from 1976 onwards, whereas the year­
to-year rate of increase in the prices of textiles has 

, This rises 10 multiplication by a factor of nearly 8493 If one happens 
10 live for 71 rather than 70 years, 
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GrIIph 3: Differences In price movements In components 
of conaumer price Index 
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Graph 4: Relative expensiveness of durable consumer 
goods 
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been lower than that In the general price Index in every 
year since 1978, (It may be observed, of course, that 
this disparity in price behaviour could exist only by 
virtue of the fact that textiles and educational services 
can by no stretch of the imagination be considered 
close substitutes for each other In the average family's 
household spending pattern,) 

An interesting and Important example of differential 
rates of price increases over prolonged periods is 
provided by the behaviour of the prices of durable 
consumer goods relative to the behaviour of the gen­
erallevel of consumer prices, Graph 4 shows the ratio 
of the price "deflator" for durable consumer goods 
relative to the "deflator" for consumer expenditure In 
general since 1975, 

Over the years, major advances in technology and 
aSSOCiated improvements In production methods and 
techniques have allowed savings to be made In the 
use of materials, labour and capital in production 
processes, Such savings were clearly of greater rela­
tive Importance In the manufacturing of consumer 
durables than In the production of seml- and non-dur­
able goods and in the provision of services; they 
accordingly held back the rate of price increases In 
consumer durables relative to the rate of price 
advances in consumer goods and services in general. 

In addition, rising real incomes in the post -war period 
meant a broadening and deepening of the market for 
consumer durables and probably allowed manufac­
turers of these goods more fully to exploit economies 
of scale in their production, Durable goods in South 
Africa, however, have a relatively high imported com­
ponent. This caused the prices of these goods to be 
affected disproportionately by the weakening of the 
exchange rate of the rand from 1981 onwards, As a 
result, the downward trend In the relative expensive­
ness of these goods, which had been In evidence from 
the mid-1950s up to the early 1980s, appears to have 
been reversed since approximately 1983, 

During most of the 1980s, the double-digit inflation 
rates in South Africa substantially exceeded the infla­
tion rates in the economies of South Africa's principal 
Intematlonal trading partner countries, Such inflation 
differentials must eventually affect the exchange rate 
of the rand vis-a-vis other currencies: as the quantity of 
(intemationally tradeable) goods and services that can 
be bought for one rand in South Africa diminishes rela­
tive to the quantities of such goods and services that 
can be bought for one dollar in the United States or for 
one Deutsche mark In Germany, people who have the 
option of buying in any of these countries will clearly 
become willing to pay - and will normally also have to 
pay - an increased number of rand for one American 
dollar or for one Deutsche mark, 

Conversely, however, an Increase - for whatever 
reason - in the number of rand that has to be paid for 
one dollar or for one Deutsche mark will obviously tend 
to raise the rand prices In South Africa of goods that 



have been Imported from the United States or Ger­
many - and all too often also the rand prices of these 
goods' South African-made equivalents or substitutes. 
In principle, of course, an accelerated rise in the rand 
prices of Imported goods and Import-competing goods 
may be counterbalanced by a slower rise In the rand 
prices of South African-made non-traded goods and 
services, thereby leaving the South African inflation 
rates (or at least some of these rates) unaffected. More 
usually, however, an accelerated rise In Import prices 
will tend to raise the tempo of observed increases In 
the comprehensive South African production and con­
sumer price indices, and therefore have an "inflation­
ary" effect. 

In broad terms and over adequately extensive pe­
riods, a doubling (say) of the ratio of a comprehensive 
Index of South African goods prices In rand to indices 
of comparable goods prices in dollars in the USA or in 
Deutsche mark In Germany, must also mean an ap­
proximate doubling of the rand "prices" of dollars and 
Deutsche mark - which means that it must imply a 
halving of the exchange value of the rand in terms of 
units of these other currencies or a 50 per cent depre­
ciation of the exchange rate of the rand vis-a-vis these 
other currencies. 

In practice, of course, the inflation differentials be­
tween South Africa and its various international trading 
partner countries have themselves differed - to more 

Graph 5: Relative Inflation and the exchange rate 
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or less Important degrees - from trading partner coun­
try to trading partner country; this has contributed to 
differences In the Increases In the rand prices of (units 
on the various foreign currencies concerned and In the 
corresponding declines of the exchange value of the 
rand in terms of these various currencies. 

It must also be noted that over shorter periods at 
least, the exchange value of the rand in terms of any 
other currency or in terms of all other currencies may 
be influenced powerfully by factors that have little to do 
with the relative purchaSing power of the rand and of 
these other currencies In their respective home coun­
tries. In addition, the consumer price index in South 
Africa and elsewhere covers many items (goods as well 
as services) that are not normally traded Internationally 
or cannot be traded Internationally. 

Graph 5 shows nevertheless how the rise in the ratio 
of the index of the rand prices of consumer goods and 
services In South Africa to the (weighted) average 
index of consumer prices (in dollars, Deutsche mark, 
yen, etc.) In trading partner countries, has been 
matched fairly closely by a broadly commensurate 
weakening of the average effective exchange rate of 
the rand (I.e. by a decline In the effective exchange 
value of the rand) since approximately 1983 In 
particular: the near-threefold increase in the ratio of the 
South African consumer price index to the weighted 
average index of consumer prices in trading partner 
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countries from 1970 to 1989 has been accompanied 
by a decrease in the average effective exchange value 
of the rand to some one-third of its value in 1970. 

Why inflation should be combated 

Few economists will dispute that, through stimulation 
of the economy by monetary and/or fiscal policy means, 
it is possible to reduce unemployment, foster increased 
degrees of capacity utilisation, raise the real gross 
domestic product and, therefore, bring about a higher 
observed rate of real economiC growth for some time 
at least - even if the authorities' stimulatory policies 
should be expected eventually also to produce an in­
creased rate of inflation. From this generally accepted 
view, conclusions have been drawn to the effect that 
some measure of inflation should be tolerated if a sa­
tisfactory real economic growth rate is to be attained; 
that some measure of inflation serves as evidence of 
the economy's resources being utilised, and Its poten­
tial for growth being exploited, to the full; and even that 
inflation itself is to be regarded as beneficial for or 
conducive to economic growth. 

At the same time, observations of historical Inverse 
relationships between inflation and unemployment 
(higher Inflation rates being accompanied by lower 
unemployment rates and vice versa, as embodied In 
the so-called Phillips curve) for some time suggested 
the possibility of a quasi-permanent unemploymenV 
inflation "trade-off"; societies would apparently have a 
choice of, on the one hand, "going for" lower 
unemployment and stepped-up economic activity, out­
put, saving and investment (and therefore also for 
accelerated economic growth) at the price of somewhat 
higher intiation, or, on the other hand, acquiescing in 
more modest levels of activity and economic growth 
while enjoying the benefits (such as they would stili be) 
of relative stability of the general price level. 

No particular thought was given, at first. to the sus­
tainability of any given rate of unemployment at its cor­
responding inflation rate. The empirical Phillips curves 
themselves, by merely setting out in schedule form the 
record of historically observed combinations of Infla­
tion rates and unemployment rates, afforded no in­
sight in the adjustment processes that had caused 
these combinations to come about. 

The original Phillips curves, moreover, provided no 
grounds for doubting the stability of the shapes and 
positions of these curves; neither did they give reason 
to suspect that any particular Inflation rate/unem­
ployment rate combination should possibly be regard­
ed as unique and as specific to the moment of its 
occurrence and, for that reason, could not, perhaps, 
either be reproduced or be maintained "indefinitely." 
High levels of employment, it seemed at the time, 
could be enjoyed "forever" at the price of only a little 
inflation; with memories of the Great Depression sti ll 
alive, this seemed a price well worth paying. 

36 

More recent views have not been able to sustain this 
early and somewhat innocent optimism. In one current 
approach (initially a more monetarist approach) to 
these matters, prolonged inflation at a more or less 
steady rate wili eventually become fully expected and 
anticipated. As the inflation becomes fully antiCipated, 
adjustments in decision-makers' behaviour will force 
unemployment back to its so-called "natural" level - as 
determined by certain basic characteristics of the 
labour force and by relevant features (essentially struc­
tural features) of the labour market and the general 
economy. Aggregate real output, saving, investment 
and the real economic growth rate, as weli as unem­
ployment, will then revert (at best) to the levels that 
prevailed In the pre-Inflationary period. Society will 
then sti ll be burdened with its inflation, but the unem­
ployment situation will be no better than it used to be. 

A permanently (or at least durably) higher level of real 
economic activity and growth would be attainable, ac­
cording to these views, only at the price of ever-accel­
erating inflation. Ever-accelerating inflation will, how­
ever - in this or any other theoretical approach - eventu­
ally result In the abandonment of the use of money for 
payment purposes and in a breakdown of the monetary 
system In general; this will inevitably be accompanied 
by a severe loss of real output and of economic well­
being. Permanently higher inflation at a possibly vari­
able but not consistently accelerating rate, on the 
other hand, would not only be of no help In durably 
raising the growth rate of the real economy. It would 
much more likely also exercise significant deleteriOUS 
effects on the efficiency of resource allocation and of 
the economy's production processes. Even if the long­
term rate of increase in real output eventually were 
much the same again as in the pre-Inflationary period, 
this loss of efficiency would cause the level of real out­
put to be significantly and permanently lower than it 
could have been. The level of real output might also for 
some time be lower than before the inflation experiment 
was embarked upon. 

Graph 6 shows that the relatively low inflation rates in 
South Africa in most of the 1950s and 1960s were ac­
companied by relatively high rates of growth In the real 
economy. It also shows that the high and generally 
rising double-digit inflation rates from 1974 onwards 
have been accompanied by a long-term downward 
trend in the year-to-year rates of real economic 
growth. Similar findings, on a cross-sectional basis, 
have been reported by Gylfason (and others) with re­
gard to a large number of "high-inflation and "Iow-intla­
tion" countries during the period 1980-1986 (or other 
selected periods).3 Gylfason's statistical tests "suggest" 
that output gtOwth was significantly lower on average 
in the high-Inflation economies than in the low-inflation 

3 Gylfason. T.: "Innation and Economic Decline: A Coincidence?". 
Skandlnavlska Enskllda Banken Quarterly Re\llew. 2/1989. 
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economies and that the low rate of economic growth 
achieved on average by the high-inflation economies 
almost certainly was "not coincidental", 

It should be noted, of course, that no "proof" exists 
that South Africa's real economic growth rate has 
been declining because South Africa's inflation rate 
has been rising, or that low-growth/high-inflation 
countries are low-growth countries by virtue of their 
being high-inflation countries, As has also been ob­
served by Gylfason, inflation may be high because real 
growth is low; various mechanisms can be thought of 
that would Impart an inflationary bias to a (newly) low­
growth economy, Altematlvely, both low growth and 
high inflation may be Joint and simultaneous results of 
some third factor or set of factors, In the South African 
case, moreover, the possibility is not to be ruled out 
that the retardation of real economic growth and the 
acceleration of Inflation since the mid-1970s have, In 
fact, been separate results of independently operating 
factors or sets of factors which, purely by coincidence, 
have happened to strike the economy at the same 
time, 

Both the South African and the intemational expe­
rience are nevertheless suggestive of the view that 
prolonged inflation at more than a certain (low) maxi­
mum rate almost certainly is "not good for" growth and 
very probably is "bad for" growth, In the South African 

Graph 6: Inflation and economic growth 
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case this would mean that the double-digit inflation 
rates experienced since the mid-1970s have been a 
factor in bringing about the weakening of the growth 
performance of the economy during that period as 
compared with the considerably more Impressive 
growth performances of the 1950s and 1960s, Various 
reasons may be advanced why Inflation impinges un­
favourably on the level of real output in the economy 
and lowers the economy's real growth rate: 

• Prolonged high Inflation may weaken business and 
consumer confidence by creating doubts about the 

authorities' competence in managing the economy or 
about the authorities' resolve in maintaining sound 
monetary and financial conditions, Once double-digit 
inflation is being tolerated, fears and expectations may 
be aroused concerning "inflation feeding on itself" or of 
a possible lack of reSistance among the authorities 
against ever-accelerating inflation , Against the poss­
ibility of ever-accelerating inflation has to be set the 
possibility of abrupt corrective action by the authorities 
for bringing the inflation under control. 

• Upward price revisions that are part of the inflation 
process rnay be mistaken for changes in relative 

prices owing to shifts in demand or supply conditions, 
which would nonmally have signalled a need for a reallo­
cation of productive resources among various produc-
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tion activities. Inflation therefore lessens the allocative 
powers of the market pricing mechanism, meaning 
that the pricing mechanism becomes less efficient and 
less effective In ensuring optimal use of all available 
means of production. Indexation of prices (including 
wages), on the other hand -I.e. the automatic or quasi­
automatic adjustment of prices in proportion to changes 
In a more comprehensive price index - may prevent 
changes In relative prices even where such changes are, 
in fact, pressingly called for. 

• Real resources are absorbed In the constant recal-
culation and revision of prices, the gathering of In­

formation on recent price changes, determining the 
significance of these price changes, and the public 
justification of unpopular price Increases. 

• Inflation discourages the use of non-interest -eam-
ing forms of money. More generally, it fosters an 

economising on "real" money balances (I.e. money bal­
ances measured in terms of their purchasing power). 
which serve both as a capital good to businesses and 
as a durable consumer good to consumers. This im­
plies a loss of business efficiency and of the "conve­
nience, liquidity and security" which real money bal­
ances confer on their holders. 

Some of these effects (notably the last -mentioned 
"real balance" effect, which has enjoyed significant at­
tention in the economic literature) would persist even 
when prolonged inflation at a steady rate has become 
fully expected and is being fully anticipated. As a 
practical matter, however, less than fully anticipated 
and to some extent unpredictable inflations have 
several further effects which account for most of the 
general public's resentment of inflation as well as for 
most of the unfavourable impact of Inflation on real 
economic activity, growth and prosperity: 

• Inflationary price Increases, made for reasons which 
the man in the street may have heard about but 

cannot be expected to appreciate fully, leave a sense 
of being exploited. They also create opportunities for 
unwarranted price increases that do amount to abuse 
and exploitation. In the resulting climate of mistrust 
and antagonism, the authorities may feel called upon 
to Introduce administrative arrangements, or create 
new bureaucratic bodies, for enhanced consumer 
"protection". (More generally, of course, a period of 
inflationary price rises may tempt the authorities into 
Imposing more or less comprehensive administrative 
price controls, which place Judgements as to the 
prices that articles should fetch In the market in the 
hands of govemment officials rather than leaving the 
relevant pricing decisions to the market pricing 
mechanism.) 

• More important, inflation is likely to result in an arbi-
trary and unfair redistribution of income and wealth. 

Such a redistribution will typically be mostly at the 
expense of persons or groups of persons (such as pen-
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sioners, unemployed workers, and people of limited 
means and financial sophistication) who are unable, or 
are no longer able, to "re-contract" with regard to the 
terms on which they sell their (labour) services or with 
regard to the returns earned on their real or financial 
asset holdings, and who often have no or only limited 
access to Inflation-resistant forms of wealth-owner­
ship. Given non-indexation (i.e. "non-inflation-proof­
ing") of most after-tax Incomes and the progressivity 
that is built into most Income tax systems, govemments 
- through the well-known processes of "bracket creep" 
or "fiscal drag" - commonly rank among the beneficia­
ries of Inflation-induced redistributions of income and 
wealth in all but relatively very severe inflations. This Is 
likely to give rise to an increase In the share of govern­
ment spending in aggregate real gross domestic ex­
penditure during inflationary periods. A presumption 
exists, however, that govemment spending in excess 
of certain relatively low maxima will be sub-optimal 
from the point of view of fostering real economiC growth 
and development. 

• Inflation, whether as a cause or as an effect, is 
frequently accompanied by sub-optimally low (and 

quite possibly negative) rea/ Interest rates. When allow­
ance Is also made for the impact of taxation on business 
costs and on money earnings (and of bracket creep on 
taxation), the effective real after-tax Interest cost of 
borrowed funds in Inflationary periods may be very low 
to borrowers, while the effective real after-tax Interest 
return on financial assets In such periods may be very 
low for savers. The various untoward results of these 
distortions may well include a decline in aggregate real 
domestic saving; they will almost certainly include a 
misdirection of a part of real Investment spending Into 
unduly and sub-optimally capital-Intensive production 
facili ties and processes. The demand for labour and 
the level of the average real wage or real labour re­
muneration will then be lower than they would, could 
and should have been: this is likely to find expression in 
increased unemployment and higher partial or dis­
guised unemployment. At the same time, unduly low 
real interest rates may give rise to excessively high 
gearing ratios and related unsound finanCing practices 
among business enterprises. Such practices may 
make these businesses more vulnerable to unfavour­
able tums in the monetary-financial climate. 

• Imperiectly foreseeable Inflation complicates wage 
and related negotiations and may force more fre­

quent renegotiations of wages and related labour 
rewards. This Increases the possibility of labour/man­
agement conflict, strikes, lock-outs and industrial 
unrest. 

• Inflation inv~es a search for inflation-resistant assets 
or Inflation "hedges" and for ways of avoiding or 

evading taxes which - partly because of fiscal drag -
may be felt to have become unduly and unfairly bur­
densome. For various reasons, non-entrepreneurial 



private-sector investors are likely to select tangible 
hedge assets (such as, for example, beach cottages, 
"second homes" and other forms of easily manageable 
fixed property) that are likely to lay claim to the 
economy's real savings for their construction but. as a 
part of the economy's real fixed capital stock, are likely 
to be severely sub-optimal from the point of view of 
more long-lasting employment creation and for econ­
omic growth.4 Inflation and currency depreciation may 
also encourage capital outflows from the country which 
may be felt by the authorities to call for the introduction 
or tightening of exchange controls. More directly, a 
not-insignificant portion of labour and other productive 
resources may become tied up In the quest for and ex­
ploitation of ways of avoiding the painful conse­
quences of inflation (as evidenced, for example, by a 
burgeoning of businesses specialising in tax and in­
vestment consultancy). It may also cause the financial 
system to become unduly and disproportionately 
"sophisticated" with regard to the variety of facilities, 
services and investment instruments it is able and 
willing to provide. 
• Inflation, by calling forth high nominal interest 

rates, also creates conditions in which monetary 
policy may readily become highly volatile. A nominal 
Bank rate of 22 per cent - in response to an (expected) 
inflation rate of, say, 18 per cent - can obviously be 
reduced, In principle, by anything up to Its full 22 per­
centage pOints; theoretically, therefore, it allows of a 
real Bank rate that could become negative up to the full 
extent of the Inflation rate, I.e, (In the example used) by 
up to 18 per cent. The very wide range of potential real 
Bank rate reductions in an inflationary environment 
may come to be accompanied by high instability of the 
actual real Bank rate In circumstances that appear to 
call for decisive countervailing action (as well as for 
frequent policy reversals) by the monetary authorities. 
The wide swings in (he level of real (short-term) interest 
rates may then, however, become an additional source 
of uncertainty to the business community that is dis­
couraging to enterprise and Initiative. 

Inflation as a "monetary" phenomenon 

The nature of Inflation as being "always and every­
where a monetary phenomenon" may be explained by 
reference to the well-known Equation of Exchange, 
which states (In the present context) that -

MV = Py. 

• The tendency to Invest In debt-financed fixed property during tn· 
flatlonary periods will. however. be counteracted to some extent by 

tna "frontleadlng" that Is present In the fixed mO<1thly Instalments pay­
able on a mortgage bond during Its lifetime In such periods. "Front­
loading" refers to the relatively heavy real burden of the fixed monthly 
Instalment In the early years of the mortgage bond; Included In these In 
stalments Is an unlntentk>nally large element of repayment of the 
principal debt On reaf terms) fn addition to Interest At the same lime. 
high nominal Interest rates In Inflationary periods may entail cash 
flow probklms for debtor groups such as home-ovvners 

In this equation y is the real gross domestic product 
during any given period of time. P Is the average money 
price level of the goods and services included in the 
real gross domestic product during the period con­
cerned. Py is, therefore, the gross domestic product at 
current prices, M is the (average) quantity of money, in 
terms of any of its various definitions, during the time 
period concerned. V is the "velocity of circulation" of 
the money supply, which may be thought of, in the pre­
sent context, as the average number of times each unit 
of money in the money supply has had to be used (i.e. 
"passed from hand to hand") in "paying for" the gross 
domestic product as it was either being generated or 
being bought (by households, business enterprises, 
the government, etc.) . 

The Equation of Exchange is not a theory or derived 
from any theory. Instead, it is an identity or tautology, 
the timeless and unassailable truth of which is based 
on the definition of "velocity". 5 It amounts to a state­
ment that the amount of money "paid for" the gross 
domestic product at current prices during any period 
(M.V) is equal to the money value of the gross domestic 
product at current prices (P.y) during that period.s 

From MV = Py, it follows that P = ~V . Stated in 

this manner, (he Equation of Exchange draws attention 

• Note that V IS calculated as the ratio between the gross domestic 
product at current prices In any perlod and the avorage quantity of 
money dunng that period. I.e. V - Py/M. The Equation of Exchange 
therefore states that M(Py/M) s Py. which can hardly be disputed. 

• While not amounting to any kind of theory In Itself. the Equation ot 
Exchange has historically served as the point of departure for the so­

called Quantity Theory of Money. whiCh is to be understood as the 
quantlty-of-money theory of the general prlco ~el. This theory sought 
to explain changes In the 9911eral plice level from changes In the quantity 
of mO<1ey In Its most elementary rorm It postulated strict proportlonailty 
between relative changes (percentage changes) In the money supply M 
and In the price level P: an x per cent Increase In the money supply would 
cause. and therefore be foilowed or accompanied by. an x per cent In­
crease in the general price level. This result could be obtained by 
assumtng that both y and V are constant over relevant periods and are. 
therefo,e. also Independent of M [rhe real gross domestic product y 
was assumed to be fixed and constant at the full-employment level of 
economic actIVity: velocity V was assumed to change only very slowly 
over prolonged periods. in response to slow changes In payment 
habits. payment mechanisms and payment facilities.) 
More generally. a quantity-or-money theory of the price tevel (which 
alloWS price level changes to be predicted from changes In the money 
supply, and from chenges In the money supply onlyl requires that two 
conditions be satisfied Firstly. changes In the money supply must be 
"exogenous" and must notthomselves depend 0<1 changes In V. Par y. 
Exogeneity of the money supply means that "causality". If It exists at all. 
will run from money supply changes to price ~el changes. or from the 
leN-hand side 01 the Equation of Exchange to the right -hand side. 
Secondly. V and y must be constant during the period to which the 
analysis applies: altematlvely. thay must respond O<1ly to changas in the 
money supply. and must do so In a predictable way. 
V obviously depends on people's desired money holdings reiative to the 
money value of the gross domestic product. Under fairly typeal 
"monetarist" assumptions, the demand fa, nom,nal 'noney balances 
would vary in strict proportionality to lil. prllce ~el. "Real" money 
balances being taken to be a luxury good. the demand for "real" money 
balances per caplfa would be an Increasing functk>n of real "permanent" 
Income per caplfa. "permanent" Income p.c. could be proxied by a 
Iweighted) average of past levels of measured r .. llncome p.c. 
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to the fact that, as long as y is constant, an increase in 
the price level P (which could be part of an Inflation) can 
arise only "in association with" (1) an increase in the 
money supply M, or (2) a rise in money's velocity of cir­
culation V, or (3) some combination of (1) and (2) . 

It is worth noting that, other things being equal, an x 
per cent rise In money's velocity of circulation V is as 
powerful in raising the price level P as is an x per cent 
rise In the money supply M itself. It may also be worth 
observing again that - whatever the direction of caus­
ation between MV and Py - as long as both V and yare 
constant, the price level P must necessarily rise pro­
portionately to an Increase in the money supply M and 
vice versa. A steady rise of 15 per cent p.a. in the 
money supply will then be accompanied - Inevitably 
and irresistibly - by a 15 per cent rise in the general 
price level year after dreary inflationary year. Finally, it 
may be noted that In the absence of an increase in the 
money supply (and assuming that the real gross dom­
estic product y Is at least not declining), a rise in the 
general price level is possible only to the extent that the 
velocity of circulation of money will rise, or will allow it­
sell to be increased, 

In actual fact, neither the real gross domestic pro­
duct y nor the velocity of circulation of the money sup­
ply V has. of course. been at all constant over the 
years. P has not. therefore. increased in simple propor­
tionality to M or even to MV; instead. it has moved up in 
accordance with MV relative to y, 

As regards the velocity of circulation, it has most 
definitely not been stable in either the short, the 
medium or the long run. Major forces have been at 
work at virtually all times and over short- and medium­
as well as long-term periods that have influenced 
people's decisions as to the amount of money they 
have wished to hold relative to the nominal or money 
amounts of their incomes and expenditures, 

Problems would still remain, however, In predicting how a change In 
MV, on accounl of a (duly exogenous) change In M, would "distribute 
itself" between changes In the real gross domestic product y (with Its 
possible feedback effects on permanenl Income or wealth and 
therefore on the velocity of circulation), on the one hand, and changes In 
the general price level P, on the other hand. This would depend fairly 
obviously on the elasticity of real output with regard to changes in real ex 
anle effective demand 0 .•. the planned or desired Increase In MV in real 
terms). This elasticity, In tum, would very largely be a matter 01 the 
prevailing degree of unemployment and of Idle resources In general: the 
higher the prevailing unemployment rate. Ihe more would a planned 
increase In MV in real terms call forth additional real output rather than 
Innatioo (or an acceleration of Inflation). 
The Information required here, however, could be exlracted, In 
principle, from historical "Phllllps-curve-type" dala. Such dala could 
show - again al leasl In principle - how given Increases In the money 
supply from Its presumed exogenous sources, and the associated 
Increases In ex 8nte effective demand, had been reflecled historically In 
declines In unemployment (and In aSSOCiated Increases In physical 
production and In real Income), on the one hand, and In aoceleratlons of 
the Inllatloo rale, on Ihe olher hand, In any Original resource-use 
situation. For some time, therefore, It was thought that "the" Phillips 
Curve provided the missing link In predicting price level changes from 
changes In the money supply. 
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Such forces have included, for example. a variety of 
ultra-short-term "random" factors , such as purely 
temporary and incidental money holdings related to 
new share issues on the stock exchange; the waxing 
and waning of "window-dressing" practices of private 
companies over month-ends, which is partly a sea­
sonal phenomenon; the cyclical forces of rising and 
declining interest rates and the narrowing or widening 
of banks' lending-rate/deposit- rate margins - pro­
voking "relntermediation" or "disintermediation"; 
changes In interest rate expectations; interest rate 
uncertainty as a source of "liquidity preference pro­
per" ; changes in the laws. rules and regulations con­
cerning depository institutions, affecting these institu­
tions' willingness and/or ability to pay interest on 
deposits. on certain kinds of deposits or on deposit 
substitutes (such as repurchase agreements); credit 
ceilings and statutory deposit Interest rate controls, 
also as a source of disintermediation; the drawn-out 
effects of prolonged negative real after-tax rates of 
return on depository investments; changes in banks' 
payment and credit facilities offered (e,g. credit cards), 
in the public's payment habits, and in the degree 01 
monetlsation of the overall economy; and rises and 
declines in the level of real income per person as a 
possible source of shifts in the demand for real money 
balances per capita. 

Graph 7 shows the Iluctuations In M3's velocity of 
circulation over the years since 1965. It also shows the 
slight long-term upward tendency in M3's velocity 01 
circulation (which mayor may not have been flattening 

Graph 7: Income velocity of M3 
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out in the 1980s), Finally, it displays the very limited 
extent - amounting to some 7 percent-to which M3's 
velocity has Increased on balance over a 25-year 
period, 

It is important to note, therefore, that however sig­
nificant the percentage changes in the velocity of cir­
culation over shorter and even over rather longer 
periods may have been, they have been of compara­
tively very minor importance relative to the very large 
percentage changes that have taken place in the 
money supply Itself over more extensive periods, This 
means that - although changes in both M/y and In V 
have played a part in "accounting for" changes In the 
general price level, in accordance with the formulation 

which states that P = ~V or P = ~.v - changes 

in nominal price level over Ihese more extensive periods 
have been associated overwhelmingly with the rise in 
the nominal amount of money per unit of physical pro­
duction (M/y), rather than with any (net) increase in 
money's velocity of circulation V. For example, during 
the period from the second quarter of 1965 to the first 
quarter of 1990 (for which a consistent statistical 
series of the M3 money supply is available), the gen­
eral price level as measured by the so-called gross 
domestic product "deflator" (P in MV = Py) rose nearly 
sixteen-fold, namely by 1 465 per cent. This was 
"accounted for" by an Increase of 2 920 per cent In 
M3, by an increase of 1 357 per cent In the quantity of 
M3 per unit of the real gross domestic product, and by 
a net Increase of only 7 per cent (or 7,4 per cent, to be 
exact) In the velocity of circulation of the M3 money 
supply, 

Graph 8 shows that the persistent and accelerating 
rise In the gross domestic product deflator from 1965 

Graph 8: The GOP deflator and the "relative money 
supply" 
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through 1989 adhered relatively closely to the rise in 
the ratio of M3 to the real gross domestic product, i.e, 
to the rise in the "relative money supply" M3/y, Grow­
Ing disparities between the trajectories of these two 
quantities could be observed, however, In the second 
half of 1979 and In early 1980, and again in most of 
1986 and in early 1987, when the levels of the deflator 
Increasingly rose above the levels "implied" (or at least 
"suggested") by the then prevailing levels of the con­
current relative money supply, M inspection of Graph 7 
duly shows that these two periods were periods of ris­
ing velocities of circulation, 

Consumer prices, to be sure, did not rise quite as 
strongly as the gross domestic product deflator over 
the past 25 years - partly because they were not 
affected in any direct manner by the rise in the (dollar 
price and the rand) price of gold, From the second 
quarter of 1965 to the first quarter of 1990 the con­
sumer price Index Increased somewhat more than 
twelve-fold, namely by 1 104 per cent. Graph 9 makes 
clear, however, that "even" the rise In the consumer 
price index adhered fairly closely to the rise in the 
relative money supply, 

As was noted earlier, however, the fact that inflation 
has remained closely linked to changes In the ratio of 
M3 to y cannot simply be taken to mean that inflation is 
caused by increases in M relative to y (although this is 
certainly a possibility and does, in fact, describe accu­
rately what has happened in a large number of econ­
omies over the centuries), Inescapable, however, is 
the fact that growth in the money supply is at least a 
necessary condition for inflation. As far as can readily 
be established, velocity changes by themselves do not 
appear ever to have either caused or permitted an in­
flation appropriately so called, Inflations, therefore, do 

Graph 9: The consumer price Index and the " relative 
money supply" 
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not seem ever to have occurred as yet In the absence 
of rates of increase In the money supply that have been 
(well) in excess of rates of growth of the real gross 
domestic product. Conversely, clearly excessive rates 
of Increase In the money supply (M > y) have rarely, if 
ever, failed to be either followed or accompanied by in­
flation. 

As long as inflation will not occur in the absence of 
excessive rates of Increase in the money supply, but 
will occur In the presence of excessive rates of 
increase In the money supply, it follows that the mon­
etary authorities will not be able to claim victory In their 
war against inflation as long as the growth rate of the 
money supply remains unduly high - regardless of the 
original or current causes of inflation and of whatever 
other steps may be taken by the authorities for bring­
ing the Inflation under control. At the same time, the 
observed rate of Increase In the money supply (to the 
extent that it is not called forth by Increases in liquidity 
preference proper and Is not accompanied by declines 
In the velocity of Circulation) remains Indicative of the 
inflationary pressures stili present in the economy. 

As regards the causes of Inflation, it has become 
commonplace to observe that these are likely to be 
complex. Once inflation is under way, it IncreaSingly 
involves the fears, hopes, expectations and desires of 
virtually all decision-makers. As these decision-makers 
seek to protect themselves against the we~are-eroding 
effects of inflation on their own income and wealth 
positions, their defensive actions themselves usually 
become part of the Inflation process. The effect of 
such actions then is another half-turn of the inflationary 
screw. 

It has been rightly pOinted out, however, that It Is the 
spending of money, not money itself, that is 
inflationary. (If newly created money is "hoarded", the 
effect on MV of the increase in the money supply M will 
be counterbalanced exactly by a corresponding de­
cline In money's velocity of circulation V.) More often 
than not, moreover, It Is also Increases In the spending 
of money that ailows organised labour successfully to 
demand Increases in the money rewards for labour 
services well in excess of Increases in labour's physical 
productivity - and to do so with impunity, I.e. without a 
loss of employment opportunities. 

The roots of every inflation (before inflation expec­
tations take over as an engine of inflation in their own 
right) therefore have to be looked for in factors - such 
as an autonomous Increase In debt-financed govern­
ment spending, too Iowa level of officially ordained 
nominal and real Interest rates, or various shocks origi­
nating in the foreign sector, goods or factor markets ­
that have caused the nominal monetary demand for 
goods and services at their prevailing prices to be 
larger than the supply of these goods and services 
forthcoming at these prices in any given period. 

Fortunately, however, measures that are aimed at 
curbing the spending of money on current output will 
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normally also discourage the borrowing of money, as 
well as the creation of new money by banks that are In 
the business of making loans for spending purposes. 
Conversely, measures that seek to restrain the cre­
ation of new money will usually also discourage the 
borrowing and spending of money. 

The bad news Is then, however, that money cannot 
usually be made scarcer without also making it more 
"expensive" for some time at least. If the monetary 
authorities take steps to reduce the money supply (or 
to reduce the actual rate of Increase in the money sup­
ply to below the expected rate of increase in the 
money supply), interest rates will rise. If the authori­
ties' actions do not result in higher interest rates. 
money and credit cannot effectively have become 
scarcer - which means that there will be no good rea­
son for inflation not to continue much as it did before. 
Conversely, if the authorities raise interest rates, these 
higher interest rates will not be sustained unless the 
money supply and the availability of credit are effec­
tively reduced . If money and credit have not been 
made effectively harder to obtain, they cannot effec­
tively have been made more expensive for any great 
length of time. 

When the preceding paragraphs are read in con­
junction with one another, it follows that, technically, 
stopping an inflation is no harder than adequately curb­
ing the rate of Increase in the money supply. There is 
no doubt that central banks are technically capable of 
doing so. As a practical matter, however, stopping an 
inflation Is as hard as the economic, social, political, 
charitable, humanitarian and occasionally strategical 
arguments against temporarily high interest rates and 
the accompanying temporary losses of output and 
employment can make it. Complex sets of economic, 
social and political conditions, arrangements and con­
siderations may cause the rate of monetary expansion 
to become too high in different countries in the first 
place; similar conditions and considerations may then 
lead the governments in these countries to acquiesce 
in Its being toc high. Careful thought has therefore to 
be given to the ramifications of curbing the monetary 
growth rate, to the potential victims and beneficiaries 
of such action, and to the prospects of keeping Inflation 
from returning at a later stage. 

Countries that have been notably successful in sub­
duing their inflations in the 19805, have rarely suc­
ceeded as yet In eliminating Inflation altogether. They 
also find that perpetual watchfulness Is required to 
prevent Inflation from flaring up again. The South 
African monetary authorities' current "high" Interest 
rate and relatEld pOlicies, and their endeavours hence­
forth to ensure appropriately positive real interest rates 
at all times, represent their best efforts - within the 
framework of a more comprehensive anti-inflation stra­
tegy - to neutralise Inflation and its painful consequences 
while also minimising the pain of doing so. 



A final note on monetary targeting 

The above notes have sought to deal with certain 
aspects of Inflation and of the role of money In Inflation, 
rather than with monetary target-setting as a tool of 
monetary policy. Monetary targeting Is a subject wor­
thy of a detailed exposition in its own right. However, in 
the light of the emphasis placed on monetary expan­
sion as a sine qua non of inflation, a few observations 
on monetary targeting with a view to curbing monetary 
expansion may be appropriate in the present context. 

A target with regard to growth In M3 was set In South 
Africa for the first time In respect of the calendar year 
1986. Monetary targeting was therefore slow in com­
ing to South Africa: by 1986, some disillusionment (or 
"realistic scepticism") with regard to targeting exer­
cises had already set In in several of the world's major 
economies (most of which, however, had already 
achieved signal success in bringing their inflation rates 
down from peak levels in the early 1980s). Elsewhere 
in the world, therefore, monetary targets were being 
downgraded or de-emphaSised (if not actually discon­
tinued altogether) by the time of their Introduction in 
South Africa. 

The late introduction of formal monetary target -set­
ting in South Africa was explained partly by the mon­
etary authorities' having awaited publication of the 
Final Report of the Commission of Inquiry Into the 
Monetary System and Monetary Policy in South Africa 
(the De Kock Commission). In the Commission's ap­
proach, the attainment of ("low-profile" and "flexible") 
targets for the rate of Increase In M3 (or some other 
monetary aggregate) was to be viewed as an "Inter­
mediate objective" of the strongly market-orientated 
monetary policies that were advocated by the Com­
mission. Little time was spent by the Commission In its 
Report In discussing the reasons for or the merits of 
the adoption of monetary targets. In subsequent 
elucidations, however, the Reserve Bank has mostly 
used arguments such as the following: 

• Limits to the growth In the money supply imply de 
facto limits to the inflation rate, at least over some­

what more extensive periods. Inflation rates will be 
reduced by bringing down the realised rates of in­
crease in the money supply (or, more correctly, by the 
kinds of actions that are needed for bringing down the 
rate of Increase In the money supply) . Whatever the 
causes of inflation, and however complex Inflation as a 
socio-polltico-economic phenomenon may be, infla­
tion cannot persist unless the money supply Is allowed 
to continue to rise at unduly high rates. 

• The existence of targets Is helpful in explaining the 
need for occasionally unpopular measures of a 

restrictive monetary policy. They may therefore serve 
to make such measures more generally acceptable. 

• The rate of increase in the money supply that is 
being aimed at or is considered desirable -In com-

parlson With recently observed or expected actual 
rates of monetary expansion - will be indicative of the 
ease or tightness of the authorities' future monetary 
policy stance. As such, it will provide guidance to 
business enterprises in planning their pricing policies 
and other aspects of their behaviour. It will also serve 
as a useful input in the formulation of wage and related 
demands, and In reaching agreement in wage nego­
tiations. More generally, if the target has any credibility 
at all, it will have a beneficial effect on inflation expec­
tations. 

• Monetary targets provide a norm by which the 
efficacy and adequacy of the authorities' current 

monetary policies can be judged . They also compel the 
authorities, on an "on-going" basis, to review, assess 
and possibly to reconsider the appropriateness of these 
policies and to justify their policy stance. 

With regard to the year 1990, the limits to growth In 
M3 as propounded by the Reserve Bank were de­
noted "guidelines" rather than "targets", so as to bring 
home their nature as an Indication of what should 
happen to growth In the money supply in the prevailing 
conditions, rather than as an authoritative forecast of, 
or as a binding commitment to, a certain rate of mon­
etary growth that stands to be realised at ali costs 
through the Bank's management of monetary con­
ditions. Fairly limited success had been attained by the 
Bank in reaching its targets in the preceding years 
1986-1989: although the target was hit squarely in 
1987, an "undershoot" had been registered in 1986; 
significant "overshoots" were subsequently recorded 
in both 1988 and 1989. 

Rather more success was attained In reaching the 
targets in all of these years when allowance is made for 
changes in M3's velocity of circulation, i.e. when the 
targets are taken to apply to the "effective" or "velocity­
adjusted" money supply (MV rather than "just M"). 
Such adjustments for velocity changes, however, 
have failed to impress a number of observers. They 
have also given rise to the misunderstanding that the 
Bank Is in effect targeting MV rather than M3; since MV 
equals Py (as noted earlier), this would amount to tar­
geting the money value of the gross domestic product 
at current prices. 

Certain arguments may, however, be advanced 
why velocity changes should be taken Into account in 
judging the success or failure of a targeting exercise 
and in determining the feedback effects that observed 
rates of money growth should be allowed to have on 
the authorities' policy actions: 

• Changes in M3's velocity of circulation In the South 
African economy have been Indicative, primarily, 

of major shifts in the "disintermediation" or "reinter­
mediation" of bank credit (I.e. In the substitution of 
direct lending between non-banking parties for credit 
previously or normally extended by banks, and vice 
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versa), and of decreases or Increases in deposit hold­
Ings by private-sector parties on account of changes 
in their "liquidity preference proper". Disintermediation 
and relntermedlation phenomena do not in themselves 
amount to a decrease or Increase in the overall exten­
sion of credit by both bank and non-bank lending par­
ties.7• At the same time, deposits held for satisfying a 
need for "liquidity preference proper" by their very 
nature are not being held for spending purposes. Such 
deposits, therefore, are not Inflationary In themselves, 
do not foreshadow or accompany an increase in 
spending, and are not indicative or representative of 
inflationary developments in the economy.B. 

• Failure to accommodate "liquidity preference pro-
per", or the taking of steps to counteract the effect 

of increased liquidity preference on the measured 
money supply, would, therefore, amount to subjecting 
the economy to unduly and unnecessarily restrictive 
policies. Such policies would then be needlessly con­
strictive or unduly damaging to economic activity in the 
prevailing situation. 

Changes in velocity, however, highlight one of at 
least two structural features that greatly complicate 
the task of successful targeting In South Africa within a 
one-year targeting period. Firstly, reintermediation 
phenomena - causing accelerated growth in the mea­
sured money supply and a corresponding decline in 
money's velOCity of circulation - tend to occur during 
periods of strong credit demand and rising interest 
rates; these are also periods which customarily show a 
narrowing of the banks' average lending rate/deposit 
rate differentials. "Perverse" accelerations of money 
growth rates in periods of high or rising Interest rates 
are not unknown in other Western economies with 
regard to growth rates of the more comprehensive 
monetary aggregates In particular. The general struc­
ture, household/company distribution, and high de­
gree of concentration of deposit holdings in South 
Africa do, however, seem to make the South African 

7 Note that relntermedlation and disintermediation are subStitution 
phenomena: "primary lender" A, when relntermedlatlng, In effect 

elects to extend credit to ~ultimate borrowe( 8 via a banking institution 
rather than dlrec!. The bank's lending to B takes theplBceot A's lending 
to B: there is no nal Increase In Ihe aggregate lending to ultimate 
borrowers In the economy. Also note that the r"lntermediation process, 
although resulting In an Increase in the measured money supply and In 
lotal bank credit , actually Is restrictive In Itself: It Is restrictive Inasmuch 
as the banks. experiencing an Increase In their total assets and In their 
liabilities to the publiC. will also experience a shortfall In their statutorily 
required minimum cash reserve hofdlngs. and may also come 10 
experlence a tightness In their liquid asset holdings where no such 
tightness existed before. 
• In a more extensive discussion Of these matters It should be pointed 

out that. In systems where the money supply Is essentially 
demand-determined. such dapeslt holdings should also not neces· 
sarily be regarded as harbouring an Inflation potential. (A subsequent 
decline In Ihe demand for such depeslts, on accounl Of a waning of 
"liquidity preference proper", will cause Such depeslls to be desfroyed­
rather than spenf - unless orher factors. which should then be en· 
couraging 10 spending, aro ot work at the same time.) 
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monetary system more strongly pre-disposed to this 
kind of "perversion" than is true of the monetary sys­
tems of these overseas economies. 

Secondly, in South Africa as elsewhere, substantial 
lags normally occur in the visible effects of monetary 
policy measures on real economic activity. The "real" 
economy may not react observably for some three to 
five quarters after the introduction of a policy change; 
the Inflation rates customarily respond even more tar­
dily. These lags are long In proportion to the targeting 
period of one calendar year. During the lags in their 
"real" effects, moreover, increases in interest rates as 
part of a tighter money policy may (through various 
channels, such as distress borrowing and the debiting 
of interest) actually cause bank credit and the money 
supply to expand more rapidly than before. Develop­
ments of this nature may make the authorities' actions 
- even when these are wholly appropriate and will 
eventually succeed In their purpose - look worse than 
merely ineffective for some time at least and may 
reflect unfavourably on the authorities' credibility. They 
also carry a risk of an eventual over-reaction ("overkill", 
"doing too little in time and too much too late") in the 
manner in which the authorities conduct their mon­
etary policies. 
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