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The breckdown of the system of fixed exchange rates, which
occurred in the western world in the early 1970s, has exerted marked
effects upon the exchange rate policies adopted by South Africa.

In porticular, it has resulted in the local monetary outhorities
proctising o more active policy concerning the exchange rate value
of the rand,  The purpose of this thesis is to describe and anulyze
the exchange rate pelicies of the Renublic during the period from
1971 to 1977, und to offer recommendations for change.

The research procedure followed involved extensive gathering
of informatinn from published literature, together with confidential
informotion disclosed to the writer by the Deputy Governor of the
Reserve Bank.

The thesis is divided into four sections. Section A reviews
the troditionel exchange ratw policy adopted by the Sowth African
outhorities, ond their lohg-stending support for fixed but adjustable
exchange rotes in the international monetary system. Section B
incorporates an historical review and anclysis of changes in the
axchange rate for the rand which have materialised since 1971.
Section C focuses attention upon the attitudes of the local wuthorities
over the issue of reform of the exchange rote regime in the international
monetary system in the past few years. Section D is devoted to an
analysis of specific policy issues which have arisen in the conduct
of exchange rote policy in South Africa, and highlights areas where
improvements could be made, All Four chopters in this Section were
submitted as evidence to the current Commission of Inquiry into the
Monetary System and Monetary Policy in South Africa.

One important conclusion of the study is that the more flexible
exchange rate pelicy adopted in South Africe hos had very limited '
success in affecting positively the current account of the balance
of payments. Conversely exchonge rate policy appears to have been

more syccessful in improving the pesition on the copital account.
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Another conclusion concerns deficiencies which exist in the provision

of foreign exchonge focilities, and perticularly in regard to forward

"

In some ts South African policy is characterized

by exchungs rates ond focilities which bear little relation to market
conditions. It is recommended that o more competitive morket in
foreign exchange should be established in both spot and forward

transactions.
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CHAPTER ONE - EXCHANGE RATE POLICY ISSUES UNDER BRETTON WOODS

In the postewor period until 1971 the internoiicnal monetory
system of the non-communist world was based on fixed but adjustable
exchange rates, with currency values expressed in terms of gold, ox
in terms of the gold content of the U.5, dollar which existed in
1944,  This so-called Bretton Woods system, however, come under
increosing stroin ond ~riticism during the 1960s, porticularly as
regords the sxchangs rote adjustment process, ond the provision of
internctional liquidity, This introductory chapter reviews the
stondpaoint of the South African cuthorities to thu issvas which orose
during this period concerning this exchange rate adjustment mechanism.
1.1 Noture of the Adjustment Mechanism

South Africe strongly supported the Bretton Woods system of
fixed but adjustable exchange rates and rejected freely fluctuating
exchange rotes, substonticlly wider margins, oand automatic crawling
peg urrangsments.l

In the opinion of most observers o Fatol weckness:vhich developed
under the Bretton Woods system was that too much emphasis wes placed
upor *fixed' exchunge rates and too little on 'edjusteble' rates.
Consequently there evolved overvalued currencies subject to periedic
pressures, without any action being taken to chonge the ra%e. In
the lete 1960s this deficiency became glaring and even the introduction
of Special Drawing Rights was partly prompted by the desire to
provide extra internctional liquidity to forestall devoluation.

This provided one veason why the Republic wos cool towards this
reserve asset.

Those opposed to change in exchange rate rules pointed out
that countries had the right to propose parity chonges in cases of
fundaomental disequilibrium. Thus, even though the Reserve Bank
agreed thot some countries had clung to unrealistic exchonge rotes,
the question hod to be asked whether they would be more willing o
do so under a different exchonge rote system. One outcome may

have been a similar situation vhers inadequate exchange rote




adjustment matericlised, while at the other extreme there might
have been o strong temptation to resort to parity changes when
other actions would have been appropriate. This danger of
exchange rate permissiveness worried the Bank us one of the
implications of o move towards greater rate flexibility, or freely
flocting exchange totes.3

The South African monetary authorities therefore took the
view that whut was needed was not o change in the zules, but a
better use of the Bretton Woods system:

1 cartuin’ly do not advocate frequent or fri\‘/oloﬁs'rescrt

to devaluation, but we must be carxeful not to go to the

other extreme. There is ¢ tendenay sometimes to regard

the preservation of an existing exchange rate as an end

in itself, or at least as o symbol of nationol prestige,

but in conditions of fundamental disequilibrium it ‘may

actuolly be harmful to the international financial system

to prolong the agony by clingingto an unrealistic exchange

rote. 4
1.1.1 Role of the I.M.F.

There were suggestions put foxward during the latter days of
the Bretton Woods system thot the I,M.F, should, in cases where N
fundamentel disequilibrium oppecre. to exist, be given greater power
to influence national authorities to chunge their rates. If such
greater powers hud been given to the I.M.F. this might have benefited
South Africa since both sterling and the French franec may have been
devalued earlier in the 1960s.  This would have put increased
pressure on the U.S. dollar, und, os o result, an increase in the
official gold price may have come earlier thon it did, payments
imbalances may not have developed to the same extent and the Bretton
Woods arrangements might have survived. From the viewpoint of those
supporting amore flexible exchange rate system such an outzome would
have been regarded as unfavourable. )

Although the authorities recognized this possibility they were
oppased to granting greater powers to the Fund, because they Feored
that, given the political influence of the U.S.A. in the Fund, such

powers could have been used to pressurise suxplus countries to

e




revalve rather than deficit countries to devalue becouse of U.5.
promptings in the Fund.5 As will be explained laoter, such an
outcome would have been unwelcome to the local authorities. In
addition, such o proposel ruises the guastion of formulating
meaningful criterio to be employed by the I.M.F. in regard io
members' exchange rotes. The I.M.F. olso hod the power to publish
reports that, aport from exerting moxrol suosion, might compel a
country to initiate action by evoking 'speculators® to act. This
pwer has never been used presumably because countries would oppose it.
1.1.2 Problems of More Frequent Adjustments

These considerotions emphasize one of two major difficulties
in bringing dhout a better adjustment mechanism, which the Bank
dasirad, under Bretton Woods type arrangements, This concerns the
fact that no one clear cut definition of fundomentol disequilibrium
in the payments position of a country is available. The usual
criteria of undervaluation or overveluation are significont payments
surpluses or deficits, but these are ambiguous guides subject to
syclical and random forces. Furthermore even structural changes
in the balance of payments of u country can be reversed or offset
by other countervailing forces. Supplementary guides such as price
indices cun be used but ere not particulazly helpful.  Relative
prices of consumer goods provide un imperfect reflection of the
competitiveness of the industries of countries in foreign trade.
Even special indices, such -~ wholesale prices of domestic products,
Lobour costs per unit of output, or unit cost of export articles
may give imperfect indicators of relative competitiveness.

Secondly, there is the argument thot encouraging mere positive
attitudes towords exchunge rate odjusiment, and in paviicvlar
devoluotion, must be constroined. This is because otherwise
people will anticipate currency adjustments, significant exchange
rate flexibility will develop, the 'money illusion® will be shattered
and ir;flution accelerate markedly.7 This dunger wes also perceived

by the South Africen avthorities.




However, it is axgued thot if pority changes are limited to
infrequent and large ones the scope for better decision-making will
remoin very limited, principally because of political difficulties
in making parity changes in such circumstances. Also, restricting
rate changes could provide problems associcted with Jhe need to
shift substantiol domestic economic resources into the balonce of
payments sector if an adjustment is made.

1,1.3 Symmetri-al Adjustment Mechanism

A widesp. 1 desire existed for more prompt adjustment of
exchange rates b. .ountries which appeored to fuce o fundamental
disequilibrium in ¢rsir bulence of payments. Thers was, however
no unanimity on how this less inflexible adjustment process should
be brought ebout. In particulor there wos the gquestion whether
less infrequent devaluations sheuld have materiulised, or whether
there should havs heen o more symmetrical adjusiment mechanism in
which both reveluctions ond devaluvotions were reverted fo more readily.

Since South Africs wos hot enthusigstic about o more symmetrical

cdjustment mechanism this issue warrants anaolysis.

According to Hazred there was no mechanism fer prompt adjustment
under Bretton Woods since unemployment wos considered intolergble
and no other prompt adjustment process wes vsed, partly reflecting
the lack of any systemolic basis for determining the responsibility
for initiating ndjustment ection between surplus and deficit
countries.9 Flanders similarly orgued that the system hod q buili-
in bias towords disequilibriuvm due to differences in the willingness
of countries to tolerate inflotion in exchange for full or nearly
Full employment.lo The inflation prone countries tended to incur
deficits and avoided adjusiment so long as their reserves were above
minimum acceptable levels.  Less inflation-prone countries which |
enjoyed payments surpluses preferred to accumulate reserves rather
than to adjust. There wos, therefore, o deflation-devoluation
bias in the system. It was argued that this asymmetrieal mechanism

should be modified in order to encourage or pressurise surplus




countries to revalue moxe readily so thot the principgl *burden®
of adjustment did not fall on Jeficit countries.'t

There were a number of crguments to support this cose.

Firstly, the more equally *costs’ of cooperation axe distributed
among countries, which would be an implicotion of mere equal payments
adjustment between deficit and surplus countries, the greater the
chance that the sysiem con be naintoined intact.lz Rowever, the
South AFricon authorities feared that increosed cooperation may be
a myth, since deficit countries may escape adjustment if increased
emphasis was placed on revaluations by surplus countries. However,
even if thisy occurred it would not necessorily be in the interest
of deficit countries. For instance, if there is full employment
in both deficit ond surplus countries, reveluations could worsen

the inflotionary situgtion prevailing in deficit countries, and by
raising costs prevent their deficits from being eliminated.

Secondly, it covld be globally inconvenient for all countries
in disequilibriin to take aotion on the exchange rote front. Thus
if o surplus wes concentroted and its counterpart was widely
diffused, so thut there were relatively fow countries in payments
equilibrium, the need for explicit action would be minimised if
the rate changes were limited to the surplus countrias.la However,
such © situabion did not prevent most of the western countries
devaluing ogoinst the U.S. dollar in 1949,

Thirdly, if revoluations by surplus countries are not encourcged,
the latter will continuve %o enjoy poyments surpluses which are ligble
to grow, especially if they reflect relatively low inflation rates
unaccompanied by sufficiently expensionary internal policies. The
Lurger these surpluses amount to the more difficult revaluetiens
can become, because of the political influence of export cnd import
sompeting indusitries that grow as a result of the undervaluation of
such t:urren::ies.l4 This implies the need for quicker und smallex
exchunge rate adjustments, the wain donger here being that incentives

would be given to speculative shori-term cepital flows
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Fourthly, thexe is a vogue notion thot the odjustment following
a change in exchange rotes is more difficult for deficit thun for
surplus countries, and therefore the latter should have been more
prepared to revalue when uppropriute.l5 This assertion is difficult
to understond.’

At this point it is worth elexifying the concept of adjustment
costs.  Cohen points out that the odjustment process involves a
reallocation of economic resources in both surplus and defieit
countries, irrespective of which parity chonges the exchonge rute.l6
However, clthough the process of adjustment is wlways shared, the
costs iy deficit and = >lus countries are not. In this respect, i
Cohen makes a distinctios between *transitienal' costs and *continuing’
costs of adjustment, The continuing cost means that for the deficit

country its imports would noxmally be expected to descrease relative

to its exports, this cost olways being borne by the deficit country

and incurred ofter the process of odjustment is concluded. Thus 4
the deficit country will receive o smaller proportion of the combined
output of its own plus that of partners previously in surplus

However, the trensition itself frop puyments imbalance to equilibrium

with external balance must also hove o cost, sepurate from the
continuing cost. This Cohen calls the Ttronsitional® cost of
payments adjustment ond refers to the cost of change to the new
international equilibrium. It con be identified as the recl nationsl
income foregone during and on account of the odjustment process, and
can be detected by observing the extent to which deficit and surplus
countries experience unemployment or inflution while restoring
payments balance.

Obviously, o significant part of the transitional adjustment
cost may be borxne by one country even though the adjustment process,
is shared, It is this cost which represents the real problem of
internctional distribution of the burden of payments adjustment.
According to supporters of more symmetricel exchange rate adjestment
o greater share of this burden should have been accepted by surplus

suntries,




The Republic tends to have o high transitional adjustment
vulnerability owing to the substanticl fluctuations in its bolance
of payments, If in deficit, it hos to adopt contractionary economic
pelicies, and vice ‘erse for surpluses. From this viewpoint it
might be concluded that the Republic would not have found unsatisfuctéry
o more symmetrical exchuonge rate mechanisw among the mojor currencies.

In reality, however, the monetery authorities strongly favoured
placing the emphasis of the burden of adjustment vpon deficit rather
than surplus countries. They believed that devaluations should be
more zommon than revaluations, since countries pursuing excessively
cautious policies leading to undervalved currencies, were likely to
be rare. They thought that pressurizing a country to revelue was
unjust given the political, sconomic and socinl difficulties of such
a move. Worse still, pressures to revalue would provide disincentives
t¢ pursue onti-inflationary policies, since any country doing this
would not only risk domestic political unpopularity, but alsoc risk
facing demonds to revalue from other countries

On the other hond.the difficulties, political and otherwise, of
revaluing also apply to deficit countries if they devalue their
currencies,  Also, disincentives to pursue anti-inflationory policies
could be minimized if the fear of inflation among electorates was
sufficiently strong; this, however, seems generally doubtful.

The attitude of South Africu was also influenced by the fact
that revaluations mean redueing intexnal official gold prices in
revaluing countries, thus reflecting adversely upon the monetary
cttroctions of gold, The Bank recognized thot pressures on suxplus
countries to revalue were partly motivated by the objective of
providing the U.S.A. with @ meahs to resist dollar devaluation in
terms of gold.  This was one cspect of the asymmetricol adjustment
mechanism that the Bank opposed, nemely the ability of the U.S. to

run poyments deficits indefinitely, unlike other countries in deficit.'®

Given the strong interest of South Africo, as o gold producing

country, in global price stability, putting the emphasis for currency




changes upon deficit countries could have had desiruble effects on
this front owing %o the possible balance of payments discipline.
On the other hand, pressure on surplus countries meant either thet
revaluations took place, which would be inflationary for South Africa
given an unchanged rand parity, or inflation could be encouraged )
‘through more exponsionary economic policies pursved in surplus
countries. At the some time, a devaluation bigsed system could
increase global inflatien if costwprice spirals followed devaluations
Lut patentially compensated by rising gold prices in terms of rand
if not in dollars.

The difficulties in inducing surplus countries to revelue
should ulso not be dismissed.  Apart from political obstocles such
countries may view their surpluses as temporary, and if rising foreign
reserves ure regarded as desirable to keep in line with rising volumes
of International trade, reaping suvrpluses tan be regorded os more
akin to an equilibrium position thon o constant level of reserves
reaped by o country.

At the some time the Bank was not against revaluations per se.
It would possibly have revalved its own currency in the event of an
increase in the officiecl gold price. The Bank moy nui have increased
the interncl gold price to the same extent as tha dollor prige
increase in an effort to counteract the influtionary effects of
such o rise.  Also, the guthorities might under certuin circumstances,
have revalued the rand unilaterally by o small amount, despite their '
support for an official gold price increase. However, this was

considered wnlikely, given the fixed $35 pex ounce gold price and

the creeping inflution.zo

1.1.4 Exchange Rate Adjustm%nt ond International biguidity

Sume supporters of a symmetrical exchange rate mechanism argued
that revaluations should balance devaluations, any imbalance reflecting
either on excess or a shortege of international resexves. Thus, a
bias towards develuations, such as occurred under Bretton Woods

implied g shortage of international liquidi’cy.21




Aligned with this was the school of thought which, us port of
the objective of making the burden of adjustment shuored moxe equally,

advocated an expansion of internatisnol liquidity through a new

reserve asset.zz The reasoning was that the more easily deficit

countries could supplement their reserves, the less ottractive would )
be accumulation of reserves by surplus countries. Also, the larger
the world's resetves the birger will be the ressrves of surplus
countries, and this would help emphasize the econamic disadvantuges
of their persistent accumulation. For Scitovsky the inflationary
dongers of such ¢ policy were unimportant, because he believed thot
such a development would indyce further adjustment by suzplus countries.
This may, however, have overestimated the will of governments to curb
inflgtion. By relaxing external constraints on economic policies
emphasis would hove shified oh to dowestic constraints, vhich the
Bonk believed to be relatively wedk.2o

Nevertheless, the cuthorities believed the problems of wxchange
rate adjustment ond internationol liquidity were interxelated.
One school of thought regarded this interrelationship as unimportant.25

Both Salant?® and Gilbert,? on the othex hand, argued that
the problem of adjusiment and the adequacy of growth in world ressrves
were not easy to distinguish since they were sccomponied by the same
symptom: persistent deficits in the balance of poyments of countries
which ran international reserve currency functions. Such deficits
did not necessarily mean that these countries had not pursved proper
odjustment policies; instead they could refiect inadequate growthp
of world reserves. They strassed that o substential portion of the
officiol settlements poyments' deficits of the U.S.A. in the 1960s -
reflected the absolute decline, and greviows inadeguete growth, of
monetary gold stocks, This induced, on the part of the Europeans
o demand orientated accumulation of U.S. dollurs, leading to payments
imbolonces and failure to adjust exchange rates. Increased central
bank dollar holdings wese, therefore, a substitute for uncbieinable

new gold supplies.
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This viewpoint wus unocceptable to those who believed that
the U.S. deficit was supply determined, that is largely due to
internal economic policies. However, the South Africen wouthorities
believed this demand orientoted thesis of the U.S. deficits had some
validity. 2% Also, it believed the most suitsble response would have’

been an increase in_the nfficial gold price rgther than reliance on
S.D.R. issves.

As o method of improving odjustment a gold price increcse had

mush to recommend it.  For ome thing, it could be that some European
countries, experiencing payments surpluses would have revalued against
the U.S. dellar. Alse, insofar as gold reserve increases would

have been prized more highly than dollar increamses or S.D.R. issues,
surplus countries moy have been keener to adjust.  Finally, on
official increase in the price of gold could huve improved confidence
in the internatirnil monetary system, and reduced the need to counteract
instability on foreign exchange markets.  One regson why adjustment
of exchonge rates was delayed in the 19603 was the fear that they
would intensify the movement into gold.  (On the other hand, @ gold
price increase might have enhanced expectations of further increasss,
and exacerbated nervousness in the exchonge markets.)

The authorities regretted that such « solutien wes partly
debarred by the politicol obsession of the U.S.A. with the mointenonce
of a $35 an ounce gold ;;rice.zg However, if the ohove analysis is
correct one can conclude that o revaluation of gold, resulting in a
renewed inflow of it into the monetery system, would have had the by~
product of encouraging surplus and deficit countries to participote
nore equally in the adjustment proiess.oC  Such a result could have
been out of line with the preference of the Bank for o devaluation~
biased system in an inflationary world.

1.1.5 Scarce Currency Clause

A more symmetrical adjustment mechanism could have been achieved
if the Fund had not neglected the 'scarce cuxrency provisions® of -
its Articles. Birnbaum orgued that the ‘scarce currency provisions'

were intended to impase ¢ sharing of responsibility fox balance of




11

poyments odjustment on the creditor countries, und its non utilization
allowed payments surpluses to remuin and so produce resexve shortages
for othex cuuntries.al '

The attitude of the authorities wes that the provisions had
been constituted in an environment where stability of prices was
largely assumed. In the post-war period this cssumption was
inoperotive. However, the Bunk would not have opposed its activation
oh principle, but rather would have judged each case on its merits.sz
This reflected in port the view that in a non-inflotionery world o
devaluation biased exchange rate system would have lurgely disappeared.
Put differently, the *scarce currency clause' stemmed from the fear
that otherwise all the burden would fall upon deficit stotes, who
would deflute their economies. This fear has been unfounded.
Deficit countries instead resorted to devaluations or controls
1.1.6 Dollar Link to Gold

The. uthorities olso regarded the maointenonce of gold-dollar
convertibility at o fixed pric as the foundation For the Bretton

Woods_system; any change in this role of gold would most likely be
accompenied by the adoption of greater flexibility of exchange rates
including floating rates.

This need not necessorily have ociurred. For instance, there
would have been no contravention of the I.M.F, articles if the U.S.
had decided to sell oxr purchase gold only ot its own discretion
while retoining fixed exchange rates by maintaining exchange
transactions against other currencies within plus or minus one per
cent of their gold parities by intervention in foreign exchangs markets.

1.1.7 Internationcl Nature of Exchange Rates

One of the clleged advantages of Bretton Woods was its
recognition of the need for exchonge rate policies to be mutually
acceptable.*  Since on exchange rate vitally affects other countries
it cannot be claimed that the rate of each country is its own business
entively. Thus, in the Bretton Woods charter the exchange rate

acquired a dual character, being both a market and o negotiated price.
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In other words, if exchange rates are to fluctuote ta clear the
markets, it is equally necessary to adopt procedures for internationul
consultation about rate policies

Advocates of flooting rates may urgue that if stable ecoromic
conditions prevail greater exchange rote stobility will result, thus ~
largely eliminating the need for rules governing flouwting. This
may, however, beg the question if floating rates tend to be associated

with instobility in the world economy, and in exchange markets.

The authorities recognized this interd. dency of currenties,
believing it would be necessory under floating rates for egreement
on nultilotersl rules to regulate official interventions. However,
they thought that reaching agreement could prove extremely difficult,
resulting in prnbable wrangling between countries concerning chazges
of exchange rote manipuletion by monetary authorities
1.2 Exchange Rate Flexibility gnd Inflation

The South African authorities orgued that flooting rates imposad
less discipline on domestic authorities to curb inflation. The
argument is that flocting, and especially freely floating rates
enable automatic equilibrium in the bulance of puyments to be attained
so that a couniry could permit domestic inflution fo continue more
rapidly than abroad.3 By contrast, wnder fixed rates the loss
of reserves,and the political and economic embarrassment involved
in devaluing imposed o strohger discipline upon authorities to restrain
inflaticn.37 The authorities believed that in the par value system

the exchange rate should be 1noked vpon largely os o fixed point of

zeference in order to provide discipline for the maintepance of sound

domestic economic policies.
A fear of the Republic has been that by imparting stronger

global inflationary pressures, flocting rotes would foster greater
inflotion locally in view of the open noture of the economy. This
fear is not unfounded since there wos o strong positive correlation
between the imported wholescle price index on the one hand, and the
local wholesale price index and retail price index on the other hand
for the period 1962-78.%
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Proponents of flexible rates argue that fixed but adjustoble
zates provide a weoker discipline, because countries can devalue
when foced with o *fundamental disequilibrium', thus providing an
escape rouvte.

1.2.1 Influence of Reserve Losses

An important issve is whether reserve losses und the possible
need to devalue constitute stranger pressures to opnrose inflation
than the actual or threatened depreciation of a floating rate.
According to Fellner veriotions of exchange rates will exert more
pressuce oni monetary outhorities "becouse prompt eachange rate
movements cre wornings to the public while reserve movements are not’.39

However, the loss of exchange reserves may not prompt action
so much as the loss of gold reserves. Only the persistent loss of
gold by the U.S. seemed to prompt the latter to try ond correct its
payments defieit., It can be argued that the Bretton Woods system
was originally designed to operate predominantly on « gold ond
I.M.F, credit base with reserve currencies playing a much more limited
role than materialised. In such circumstances, with the uhsence of
huge dellar balonces, the incentive to toke corrective medsures would
have been stronger due to tne potentinl loss of gold, particularly
if central bankers® attachment to the metal was as strong as often
suggested. On this bosis the advocacy by the Republic of the
maintenance of gold convertibility of currencies may have been valid
concerning its disciplinary role.
1.2.2 Discipline of Floating Rates

Other orguments have been presented Lo refute the indictment
that with greater exchange rote flexibility the weckening of discipline
would exacerbate inflation.

Firstly, it is alleged thot under flexible rates volatile
copital wovements con put greater external pressure on the authoritias,
ot least in cases where there are doubts about the technical ability
or politicul will of the country to reduce pressures of excess demund.4°

Under the pur value system o current account deficit, due to excess
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demand pressures, could be offset by cepitel inflows or restrictions
on outflows thus reducing external pressures on such a country to
rectify the deficit.

Under a system of grecter exchange rate flexibility the
possibility of larger exchange rote movements would prevail. Formward
exchange discount rates could be wider thon under the fixed rate
system, since larger interest rote differentiols could be required
to induce capitel inflows, which means the latter would not be
attrocted so eosily.

On the other hand for o country focing excessive domestic
demand pressures, the expectations in exchonge markets could be that
the balance of payments will be reversed if corrective measures ave
taken, and thus will induce speculative capital inflows on this
basie.”r  Furthermore, tountries might wse their greater Freedom
to induce capitol inflows; thus, o country incurring excessive
domestic expenditures might permit some currency depreciation so
that the resulting speculotive inflows redvced the need fur more
unpopular oction. VWhat is more, under floating rates, a particuler
exchange rate level might be sustained, at least for a while,
through official or semi-official borrowings abread.

Sevondly, it has been argued that when the balence of payments
is kept continuously in equilibrium o country with a floating rate
has to swellow the inflotion it generates and canaot unloed paxt of
the burden on o‘ther&42 In other words, inflation can be confined
to domestic prices, since the exchange rates of countries inflating
will decline in foreign exchange markets, Howevexr, even under
freely floating 1ates this is not necessorily true; for instonce,
if two countriss are inflating ot the same rate the exchange rate
relationship betwsen the two could remain unchonged, so allowing
inflation to be transmitted. Also, the process con be stifled by
capital inflows preventing the currencies of inflatirg countries
falling.

Thirdly, politicel pressures could create resistance against

undue exchange rate depreciation, because of the unpopularity of
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intensifying inflution.44 Thers are, however, caoses presented

to support the ussertion that flooting vates can stifle action

to combat inflation. This has buen argued with referemce to the
U.K. since the pound floated in June 1972, the flout allegedly being
politically preferable enabling pressures to be 'taken on the rate',
and cxises postponed‘45 Empirical evidence on this issuve is not,
however, conclusive.  Sohmen quotes the examples of Canada and
Lebanon, where flooting rotes during the postewar -ro did not prevent
the pursuit of conservative monetary policies‘dé

Nevertheless, even some supporters of flooting rates recognize
the dongers of intensified inflution.  Thus Grubel cleimed that
eriticism of such a system reflected *a rather cynicul view of
democratic processes, namely the ideo thot central bankers or other
economic technicians know better what rate of inflation is in the
long xon intezest of o nation than does the publiec. Price stability
is not q constitutiongl right., Politicians and the goversment
executive should be sensitive to the public’s desired relative
quantities of infletion and unemployment, If the public wants to
trade some unamployment for o somewhot higher rate of inflation,
and makes this preference known by electing candidates who stand
for such a policy, it ought to be cble to do so without being
encumbered by monetary, or any other anchors, thrown out by
consarvutive elements in society’.

This statement illustrates two aspects of this controversy.
Firstly, theve ore diffsrences of opinion us to what priority should
be given fo price stability vis-a-vis high employment; for South
Africa concern over inflation has traditionally been strong partly
reflecting the influence of the gold mining industry.  Secondly,
views differ on how must trust con or should be pluced in domestic
pelitical institutions, The dunger of reduced central bank lever;ge
upon politicians vwas ons reason why the outhorities favoured

retention of fixed but ndjustoble exchange rqtes.48
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1.2.3 Pgssible Transmission of Inflotion Under Floo%ing Rates

Tha question needs to be considered how, under floating rates,
inflation may be promoted. The allegotion is that there is a danger
of o continvous fall in the exchange rate producing a deterioration
in the terms of trade of o countxy which in turn promotes @ permnnent.
increase in the rate of inflation as workers ond solaxy eaxhers
resist falling Living standards’  The higher wages lead to higher
prices and smoller exporis cousing a further depreciation of the
currency. 1f speculators anticipate domestic inflotion and mave
funds into stronger ones such action will further weaken the currency,
cause more rapid depreciation and domestic inflation, and thus justify
the speculation itself.

It is also argved that floating currencies involve an
asymmetrical effect on inflation, When o currency upnreciates
not oll import costs will fall, and those thaot'do will not
tecesserily be fronslaied into price cuts. Wage rotes are
sticky downwards, and part of the appreciation benefit will be
absorbed in higher real wages. Alternatively, instead of cutting
their prices when their import costs fall, wany domestic producers
may roise their profit moxgins.50

In opposition it could be claimed that for some mojor industricl
countries (but certainly not South Africa), imports do not loom large
in the cost of living, sc¢ thot wage increases just sufficient to
offset higher costs of imported goods will never fully nullify the
benefits of depreciotion. Johnson also orgues that 'it is erveonsous
to assume thot increases in the cost of living inevitably produce
fully compensatory wage incraoses'.51 This claim however, is open
to considerable doubt as regurds some western countries given the
powsr ¥ certain trade unions. Also, the thesis of a depreciating
currency leading to cost push inflation, and thus further depxecint;on
cahnot apply to all countries operating floating rotes, since it is

impossible for all currencies to be depreciating ugeinst one another,
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1.2.4 Inflationary Bios of Bratton Weods System
The prop ty of greater F rate flexibility hove besn

on much firmer ground in pointing out the inflationcry bias of the
Bretion Woods system as it evolved in the 1960s.  This allegation
is presented by Krieger os follows:
Looking ot monetary developments across the foreign exchaanges
in the post half-dozen years, one con argue that the common
influtionary experiences of the industrial nations arase
previously out of the excess creation of internationsl money
~ mainly dollaxr reserves - that worked through the fixed
exchunge rate system to generate over-expansion of national
money supplies in olmost every industricl country. Thus the
Bretton Woods system had o built in inflationary bias that
eventvally paved the way for its destruction. 52
In order to restore monetary uutonomy in countries, advoeaies
of floating rutes oxgued that monetary wuthozities should stop
intervening in forsign exchange markets, thereby ceasing to creste
supplies of domestic monies from thut source. This argument,
however, con be interpreted not so much as criticism of fixed but
adjustable rates, but as criticiem of the way Bretton Woods evolved.
The fact that the U.5.A. to some degree controlled the world supoly
of money through its external deficits, ond thus fostered global
infletion grose out of the non-functioning of on essential ingredient
of the system us initially set up. This was dollar eonvertibility
into gold and the corrective mechanism of U.S. payments deficits
leading to intexnal monetary controction in the U.S.  The lack of
dollar convertibility on o proper scale removed an essential discipline
of the system, without which the leiter faced eventual ccllapse,
unless Foreigh countries had been prepared indefinitely to accept
dollur accrvals.  The advocacy by South Africa of gold convertibility
of the dollar was partly based on this perceived inflgtionary bias
which otherwise prevailed.  Simultaneously, its support for an
increase ik par volues in texms of gald was partly based en the view
thot otherwise the system was not sustoinable.  Also, flooting rotes

do not eliminate the influationary forces described since it will
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incarporate *dirty' flooting, ond the chsence of formolized reserve
agset settlement arrongements.

1.3 Exchonge Rate System Implications for Foreign Trade ond
Investment

The argument here is that floating rotes potentinlly disrupt
foreign trade ond investment, Since these allegations stem from
the expected instability and uncertainty surrounding rates, it is
worthwhile to consider briefly the extent to which exchange rates
would tend to fluctuate.

1.3.1 Extent of Rate S+ibility

The authorities o.ticipated that floating rotes wauld involve
gregter fluctuations in rates compared with the Bretton Woods system.
It would promote inflation which must be reflected in currency
fluctugtions, as would the obsence of parities since monetary
avthorities would not intervene to the same extent to smooth out
shart term fluctuations.

This conclusion is generally accepted, but differences of
opinion arose os to the extent of this greater inctability of rotes,
and the influence of speculation in exchange markets under such g
regine.  (This latter controversy will not be considered here.)

Some supporters of flexible rates argue that exchunge rote variations
needed to achieve externcl balance moy be modest since odjustment is
not postponed und therefore wide diserepancies, which under Bretton
Woods could eventually enteil mujor rate changes, would be avoided.54
It should be noted, however, that supporters of floating rates

orgue thut the degree of instubility in such exchange rates is
determined by the degree of instability in sconomic conditions in
different countries. d

Nevertheless, it cannot be concluded that in o stable economic
world exchange rate stqbility‘wculd roughly approximate that in o
fixed butadjustable peg system. Einzig stressed that with free
floating o degree of currency instability must be expected, even

if economic conditions are stuble, hecause of leads and lags

" capital movements, specvlation, orbitrage, ond government foreign

s
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receipts and puymenta.aé Einzig alse feured that interventions
designed to smooth owt these influences on rates would he de-stabilizing
since the authorities’ knowledge about duy to day influences in

markets is Limited.

1.3.2 Inflyences on Investment

In this area it is argued that with floating rates foreign long
term investment will be curtoiled, because either borrower. or lenders
will refuse to conclude long ierm contracts. The lender might insist
vpan repayment and servicing in his own currency, but this would shift
to the barrower the risks of exshange rate changes.

For short term capital flows the dunger is considered less xeal.
Opportunities exist for obtaining forward cover, although such
facilities are limited. In the cose of the Republic rond/dellar
cover is absent for private non-trade capital. Since short term
capital flows are often de~stabilizing, any tendency for flexible
rates to diminish this item is not serious.

For South Africa the implications of flexibility for long term
investment might be particulorly harmful, given its dependence on
foreign funds.  The following toble indicatss tha* normally gross
domestic investmen+ in the Republic exceeds gross domestic savings
TABLE 1 ~ FINANCING OF GROSS DOMESTIC INVESTMENT (Rm)

1962 1963 1964 1965 1966 1967 1968 1969 1970 1971 1972
Gross Domestic 1456 1570 1705 1902 2095 2541 2466 2770 2790 3184 3869

Sovings

Net Foreign
Capital Inflows =120 -66 ~-33 255 141 162 456 180 541 764 411

Zhenge in Gold &
Foreign Exchunge

Reserves* -188 -87 89 41 -140 19 -534 65 286 239 -~404
Gross Domestic N
Investment 1148 1422 1761 2198 2096 2722 2388 3015 3617 4187 3876

oRVesement . 2280 S8 RL08 L1700 2N70 Llde 4999 VUMY S0is 418/ 9870

* Notu: increcse-, decreaset

Souxce: Reserve Bank Quartexly Bulletin, verious issues

1 g e g =
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Fears regarding the investment implicutions of flexible
exchange rates influenced policy during the post-war era. In
porticular thexe was © desire to maintain o gtgble exchange yate
with sterling fer much of this period in view of the truditional
close links with London as a source of investment funds.>C

Proponents of flexible rutes hove several counter arguments.
They allege that pegged rates ossure borrowers and lenders of only
temporary rigidity of exchange rotes. With the possibility of
periodic odjustments of rates under this system, couversion risks
exist over the long run; therefore for long term investments the
risk may not be wmuch differeni under one system compared with the
other.sg Such risks wers minimi.~d in the case of the Republic
by the currency being kept stable vis-o-vis sterling.

It is olso argued by some odvocates of rate Flexibility that
the hedge in long term capitel movements between countiies comes
from the fact thot such investments are made in real terms. 0
Thus, if prices in a country rise suy tenfold over a peried reletive
to onother currency it is likely that the dr clina in the exchange rate
of such u currency will roughly be compensated by the rise in the
nominal volue of the investment in such o country. This argument
way be volid vhere direct equity invesiments are concerned, porticularly
sivee cash outlays may be small relative to the uverage rate of retuvrn
that can he obiained.él However, the risks atteching te certain
portfolio investments {e.g. government securities) and other short
term cnpital investments vnder floating rates accompanied by high
inflation may be considerable.

Thizdly, it is alleged thot the risk of exchange controls is
grecter under the Bretton Woods type system since edjustments to
defioits can take the form of controls rather than exchange rate
changes, this threat deterring long term investment as much os
variations or potentisl voriations of flexible rutes.éz Others
elaim that zivks of exchange and trade control- are greater under

floating rates, particularly if wide rate fluctuations materialise.®
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Concerning this issve, it is interesting thaet the cuthorities im

1941 considered introducing multiple exchange rates to deal with

the outfluw of copital, but the I.M.F. recommended exchange cantrols.54

Fourthly Caves points out, in defence of flexible rates, thaot
the alternative to exchange rote changes is domestic adjustment of
prices or income, or both as o response to disturbunces.és This
increoses the solvency risk of long term investments. However,

Coves belisves thet investors may ottuch greater importance to
convexsion risks than to solvency risks, although there is no g priori
reason for them to do this.

In the local political setting the opposite may well be the
case.  The outflow of copitel in the early 1960s was primarily
based on solvency risks, ond with greater exchange rute flexibility,
the solvency factor may well be more important in influencing inflows.
Thus, significant copitel began flowing into South Africa after the
middle 1960s when greater confidence in the political situation
returned (see Table 1).

Lastly, it is argved tiat over or undervalued exchange rates
under the odjustable peg system distort investment patterns, with
an over-valued currency reducing capital inflows, and vice versuﬁé
However, this can olso result under floating rotes, because of
officiol manipulotion of rates, even if not to the same extent.

1.3.3 Influence on Foreign Trade of Exchange Rate System

The local authorities feared that greater rate flexibility may
deter foreign trade, hecause more volatile rates create risks of lower
profits as o result of changes in pricss received or paid for foreign
currency.

Theoretically, risks under floating rates can be hedged in
forward exchange markets, and if these cre limited, they con be
increased through official action, thus ensuring more competitive :
conditions;67 This normally requires a country reloxing exchange
control regulgtions, which it maoy be reluctunt to do.  In the case

of the Republic the creation of a competitive market would involve

——
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radisel changes in institutiongl arrangemwents, the desirobility of
whish is discussed in o later chapter.

Under flogting rutes the demand for forward exchange focilities
should increase. However, doubts have persisted whethar the
supply would correspondingly rise. Foreign exchange markets tend
to be short term orieniated, since medium and long term currency
trevds are not amenable to statistical probubility calculations
belonging to the cotegory of pure uncertainty rathexr than risk.
On this basis forward markets will mainly provide shart term facilities,
and increased demand, under fleating, for long term forwazd contracts
will not be fully acconmodoted.’

According to Einzig the velume of obtainable fucilities.would
decline because ©f the increased desire on the paxt of hanks, who
ave authorized foreign exchange declers, to play safe by reducing
their limits for the amounts up to which they are prepared to accept
each other's names for forward exchange focilities.yl In other
words, reduced forward facilities under floaiing rates would nrise
out of the practice of banks limiting their forward exchange
commitments in relotion to most other banks. The latter argued
that the implicotions of this would be o reduction in international
trade.

As regurds locul foreign trade this dori.- does not orise

since the Bank provides guaranteed forward u.vxr in dollars ot o

fixed cost for commercicl bank elients. This means that the
govexnment aond ultimately tuxpayers assume exchange risks instead
of exchange market dealers. Howeve-, where the major overseas
foreign exchange markeis are concerned, Einzig®s warning has been
proved correct. Since the breakdawn of the Bretion Woods system,
banks have reduced the scole of their commitments and foreign
exchange dealings have become thinner.

1t hes also been claimed that during periods of one-sided

" pressure on a floating currency, the extent to which it'is

possible to 'marry' customers huying and selling orders will diminish

at o time when the demand for forward exchange fosilities is very
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strong, and when the limits of banks upplied to other banks have
been zeached. 2 (One-sided pressure can, however, emerge under
fixed rotes providing similar problems of 'murrying' trunsactions.)

Again this problem does not apply to South Africe, but it
can epply in developed foreign exchange markets. However,
countervailing forces can cperate. Official suppert of the weck
forward currency may be provided; this can discourage copital outflows
from the wezek currency by making ovtward interest orbitroge
unprofitable‘73 This policy may, however, only be sensible when
the run oh o currency is expected to reverse itself fairly quickly.
An alternotive is to raise interest rates to support the currency,
which has internal as well as external implications.
1.3.4 Floating Rute System and Scuth African Foreign Trade

The Republic lacks u developed exchange market, and this means
that rates for non-dollar currencies are volaotile, being dependent
upon the dollar if ihe latter is floating ond the rand lirked to it.
Even 30, mejor problems should not arise in transacting foreign trade.

Firstly, under o flexible rate regime the Bank can provide
forward cover ot a fixed low zate for either the dollar or sterling,
whichever was linked to the rand, thus providing an element of rate
stability in controst to developed forword markets where forward
rates fluctuate,

Secondly, experience since collopse of the por value system
in 1972 ond 1973 suggests thot invoicing of foreign trude gravitates
towards the currency to which the rond is pegged. Between fifty
and sixty per cent of foreign trade, excluding gold, may be inveiced
in dollars at the present time. Before 1972 a higher proportion
was invoiced in sterling when the rand was linked o it, The ease
of changing currency invoicing, however, depends on the extent to
which the currency the rond is linked o fulfils g vehicle currency
role in internctional trade.

Thirdly, there should be no problem for tradefs ‘to obtuin

forward cover in non-doller or non-sterling currencies, whichever
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was linked to the rand.  The Benk might olse furnish cover at low
rotes for more than one currency. This could invelve taxpayers in
contributions to offset losses incurred by the Bank.  Some central
banks urgue thot extensive forword cover, under flouoting rotes
should be officially provided ot favourable rates even if losses
result, suspecting that otherwise interbank morket xotes could
involve 'exploitation® of traders. The Bunk, however, has not
subscribed to this view indicating such focilities would not be
provided‘75 1t is ovgued thot those directly benefitting from
trade should bear the cost of insuring in the forward market, and
not expect taxpoyers to finence losses incurred by central banks.
However, to the extent that foreign trade provides economic externalities
{e.g. greater competition and variety of goods, ete.), subsidized
forvard rates may be udvocuted.77 An dlternative could mean providing
Fforward cover in one or more currencies on a flexible baosis, increasing
the rate when demaond is high and vice verse.  The Bank, however,
has felt thot this might reflect adversely on the official rote and
encourage adverse leads and logs if the charge is incrensed.78

Fourthly, irrespective of whether the spread between forward
buying and selling rotes widens under floating rates, forward cover
is either o benefit or drawbuck to exporters und importers depending
on whether a discount or premium on forwurd rates exists, and the
extent of the dif%erential. This point is stressed by Machlup who
argues that o floating rate system cccomponied by significant spot
rate fluctuetions, and high forwerd discount ond premium rates can
boost foreign frude.79

The extent to which this would be relevant for South Africa
would depend on the olertness of exporters and importers to changing
spot and forward rates, and how quickly they could adapt their
oerations in the face of fluctumtions in the profitobility of
foreign trade. Where local exports gre concerned, short run supply
elasticities in many sectors are likely to be smoll beceuse of the

preponderance of agriculturol ond mineral exports. In 1976 roughly
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fifty-one per cent of merchandise exports consisted of nen-gold
minerals. The mining industry may prefer fixed rates because,
in view of its huge copital isvesimenis and price quotutions fox
its products in foreign currencies, they may facilitote forward
planning.  The willingness of marginal export and import firms
to operate wnder highly volatile rate conditions is also questionable
forward cover only cbviating risks on specific transactions, but
not on foreign trade cctivities in genexal.®

Since there is a lag between the drawing up of a contract,
and the time it is ready to be signed, under floating, forward rates
may cheange from those expected ot the time the contract was drown up,
thus inhibiting t&ude.sl Locally, this risk is normally minimal
in the case of rand/doller transections, because of the fixed,
although adjustable xate preveiling. In doilax/third currency
transactions rates change constantly, and the problem does exist,
being purticulerly relevant for morginelly profiteble trade.
Increased rote flexibility, both spot ond forward, elso increases
the risk thot o trader's competitors may get a better rote thus
incredsing business risks.82
1.4 Exchgnge Rate Flexibility ond Role of Gold

Under floating rates the need for official reserves for
intervention in foreign exchange markets would be absent provided
netional authorities allowed exchange rotes to be determined freely.
Under o completely free regime of floating currencies the perennial
need to provide for some growth in international reserves to
parallel growth in world trode also disuppeors. Even if floating
rates are accompanied by periodic interventions the need for foreign
reserves including gold, is still allegedly reduced, although not
olimincted, ¥

Thus, for South Africa greater flexibility of exchange rates
has corried threats that central banks would sell at least port
of their redundont gold on the free market, causing the price to

fall since there would no longer be a fixed monetary gold price
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supported by monetary authcrities.s4 In addition, it was svggested
thot the reduced, if not eliminated, monetory role of gold would
have o demonstration effect, and wecken faith ia holding gold in the
private sector.

It might be concluded that these dangers purtly exploin why
South Africa has supported fixed but adjustmble exchange rates and
currency convertibility into gold. The cdvantoges of o broed gold
market for sules purposes preferably requires monstary as well as
nan-~monetary outlets
1.4.1 Influence of Flogting Rotes on Gold Price

In reality, these viewpoints regarding the implications of
Flexible rates were not accepted by the authorities. Instead they
anticipated that gutting the link between gold ond the dollar would

lead ta o higher free morket price porily beceuse the fixed price

of $35 an ounce had become unrealistic because of psrsistent inflation,
This cenclusion is, however, critically dependent on the assumption
that central bank gold stocks remain largely or entirely in officiel

hands.  The authorities believed that central bonk sales on the

market would probgbly be insignificont for g humber of reusuns.8
Firstly, evenis in the 1930s, the early 1970s, and the

expexience of mony South American countries show that a movement
towards flexible rates tends to arise when countries face serious
finoncial and economic problems. Irrespective of whether there is
any fupctional relationship between these problems and flexible
ates, it must be doubted whether central banks will be keen to sell
gold under such conditions. The metal has been traditionally viewed
as a strategic independent notional asset as well as o store of value,

Secondly, the authorities believed that under such an exchange
rote regime inflation would be promoted for reasons explained
previovsly. In addition, the authorities feared thot 'cumpetitivé
devaluations' might materialise, and so provide an environment which
could lead to higher gold prices

Thirdly, the authorities did not completely discount the
possibility thot u breakdown of the Bretton Woods system would




27

leod to the emergence of a gold bloc, i.e. o group of countries
who tied their currencies to gold while flouting egoinst nen-bloc
currencies.

There ore other reasons which suggest that a functional
relationship moy exist between flocting rotes and rises in free
market gold prices. For one thing, increased currency instobility
could encourage gold buying by privete investors. In oddition
increased rate flexibility and ettempls to reduce the monetary role
of gold moke partly redundont regulations maintaining official
restrictions on private ownership of gold since these were introduced
partly to encourage the chonnelling of gold into central benk reserves.

In addition, if free market prices ore buosted this alters the
economic case for central banks holding gold. Under fixed exchange
rates the acquisition of reserves, unless acquired through SDRs,
involves a cost if they are ecrned through o balance of payments
surplus.  This means ¢ loss of real resources implying divexting
part of the nationul product to foreign use, and not toking foreign
products, and/or through receiviag foreign capital ond keeping it
as o reserve qsset.87 If central barks no longer were to hold
reserves vnder floating rotes the finonciol gain would comprise
the differerice between the rate of return to be obtoined from their
alternotive use, ond the return presently obtained by holding them
as reserves, plus or minus copital gains or losses rescliing from
changes in the value of the latter. Thus, any substantial increase
in the valuve of gold holdings of centrol banks whder flooting
exchunge xotes incxeases the economic benefits of owning gold.

This portly explains why in the early 1970s, when the free
warket price rose to nearly $200 in 1974, most central banks hav:
shown no desire to sell gold, It olso partly explains why the
gold sales pelicy of the Republic incorporutes centributing towerds

a stoble market with an upward price trend.
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1.4.2 Exchonge Rote System and Reserve Reauirements
Finally, in duscussing the price and role of gold under floating

rates the size of officicl foreign resexve requizsments must be
analyzed closely.  Centrol bonks tend to view their exchenge rates
as a spesial price, whose influence permeates the entire economy,
and therefore should not be left completely to market forces.  Also,
exchange rate movements by affecting inflation, distribution of
netional income, etc. have political implicetions, so pressurizing
officiol intervention fo manipulate rutes‘ss Moreover, in o flagting
system, most countries would, us is the proctice today, continue to
peg their currencies in one way or another. For many less developed
countries this is preferred beccuse of operutional simplicity. ?
Many olso do not possess developed markets which would enable their
currencies to be floated. Maintaining relative stability in the
value of its foreign reserves may also induce a country to peg its
currency.90

Thus, the need for foreign reserves, and therefore gold, is
present in such o system. The conventional view is that the need
will bs less, but it has been claimed that because of gredter
exchange rate oscillations, and the official desire to sven out such
fluctuations, larger foreign reserves will be required.gl In similer
vein Einzig ergued thot world liquidity needs would be aggravated

by switching of officiol currency reserves as rates fluctucted.gz

-
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CHAPTER TWO — TRADITIONAL EXCHANGE RATE POLICY IN SOUTH AFRICA

Although aspects of this policy have been referred to in the
previous chapter adeguate onalysis mokes it necessary o devote more
attention te it. During the past-wor period until December 1971,
South Africa altered its exchange ratz only once.  This was in
September 1949 when the thirly per cent stexling devaluation was
followed by o similar devaluation of the South African pound, the
move being influenced by memories of the adverse repercussions
stemming from the failure to follow sterling immediately im 1931.
During this period, therefore, the couniry cdopted g largely possive
exchange rate policy, the idea of unilaterully changing the rate
virtually never being considered ¢ realistic policy optian.l

2.1  Foctors Encouraging u Passive Exchange Rate Policy

A number of factors help to explain tha nature of this
exchange rate policy in the post-war era.
2.1.1 Nature of Foreign Exchenge Market

Throughout the period since 1945 a foreign exchange market
whexe rotes are determined by forces of demond ond supply hus not
existed in the Republic, and cannot do so under current and past
institutional gorrongements. Thus, a floating exchange rate or
o fixed but adjustable rate subject to allowed variations either
side of a pority has not been feasible.

There are two main reasons why a developed exchange market
is wbsent in South Africa. Firstly, the rand is not on internationally
tradéd currency, and thus there is no significant market im rands
abroad.  Almost all foreign business is invoiced in foreign currencies
usually sterling or dollurs. Local expovters mostly receive payment
in foreign currency which they exchunge’far rands ot the bonks, while
importers pay in foreign eurrency bought from the banks. There is
therefore limited ssope for any foreign bank to buy or sell rand.

Secondly, the Reserve Bank receives all the foreign exchange

from the suls of gold bullion, by far the largest export item; inm
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other words u laxge proportion of the foreign currency coming inte
South Africa accrues to one bank. In 1970 gold receipts constituted
roughly thirty per cent of total exports. Hence the market is
distorted. The Bunk is o large net buyer of rond for foreign
currency, while the other banks are all net sellers, except in
speciol circumstonces when the country is rumning o substantioal
poyments surplus.

The authorities, therefore, have been fc-ced to peg the rond
to an international currency at o fixed but adjustable rate, which
during this period was sterling. This aruse out of the strong
trade ties with the United Kingdom, dependence on United Kingdom
copital inflows, and the role of sterling as a reserve currency
for countries associated with the sterling area.

Thus, before August 1971, when gold convertibility of the
dollaoxr was suspended, the exckange rate between the rand and other
currencies was determined duoily on the basis of the closing raotes
between sterling and othe foreign currencies in the London market
on the previous day. The rote of exchange between the rond ond
the pound was fixed, and the Bank provided quotations fixed deily
for major currencies such as United Stotes dollaxs, Swiss francs
and French francs. ‘
2.1.2 Import Contxol Policy

In contrast to the pussive exchange rate policy and contributing
towards it, import controls hcve been used extensively in the post~
wor period, Reliance on this policy had its origin partly in the
response to a serious bulance of payments crisis in 1948, and partly
because South Africe had to o large extent bean restricted in its
tariff policy on entering the G.A.T.T. negotiutions in 1947. In
an ottempt to reverse the declining forelgn reserves, the outhorities
in November 1948 introduced such contruls, and subsequently on
occasion similar action was token to meet payments problems

The major reasons for recourse to import controls rother thon

exchange rate odjustmerts to deal with payments problems have been
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thraefuld.4 Firstly, the cutborities recognized that such comtrols
were politically sasier to introduce thun either restrictive economic
policies or devaluation. Secondly, they provided protection for
import substitute sectors, and hopefully industrialization would
be promoted. Thirdly, it was thought thot the effects on the
balance of payments were quicker and more predictable then changes
in exchenge rates.

As regords the speed of effect, import controls, unlike
devoluction, can discrimincte between different foreign sources.
This is relevant where import reductions from one foreign source
reduces the demond for exports less than if imports ore cut from
other sources.6 In this respect locul import restrictions may
have been important ir differentioting between the sterling area
and the dollor area.

Import contrels may have temporary contractionary effects
For instance, they may lead tu o temporary rise in savings due to
the delay in re-urranging poiterns of expenditure or to postponsment
of expenditures in anticipation of restrictions being removed.
Experience, however, contradicts this in the local context since

they encouraged 'hect import buying because of fears of
new import restricks: sulorly when imports were rising
sirongly, ond thus teade. occasion to aggravate fluctuations in them.
Concerning the greater predictability of the effects of
gontrols vis-o-vis currency cdjustments, this is portly bound up
with elasticities of demand for exports and imperts, In some
countries the use of import controls has been supported by the
arguments of *elosticity pessimists'.8 If the demand for exports
has o price elasticity below unity, the case for a floating exchange
rate or a currency devaluation to cure u defieit is poor. In other
words, it is argued that if a fall in the exchange rate, while
elimingting the deficit is accompanied by @ fall in foreign exchange
earnings, then it is better to meintain the existing exchange rote

and reduce imports by other means such as Impert controls
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Assuming the latter can exeri the same or greater influenne on
imports than o currency odjrstment, this has merit, since although
fhere is on economic cost in diverting resources into otherwise
uneconomic channels through impoert contrals, a reduction in foreign
receipts is ovoided, Although not elusticity pessimisis, at leost
as regards the longer term, the authorities hove adopted o coutious
attitude towards this question in the cuse of Souvth Africa.lo

It is generally uccepted that industrialization has been
helped by this import control policy, although other methods might
have been preferable. Over time the cuthorities, for a number
of reasons, have become sceptical of the wisdom of this policy,
feeling it was o mistoke not to hove placed more emphasis on methods
such as exchange rate changes to deal with payments problems.l2

Firstly, it is a negative policy providing no encouragement
to exporters, and could portly explain why much of South Africon
industry is lacking in expurt orientaiion.  Secondly, controls were
sometiies imposed when imports had alrewdy started to fall. Thirdly,
as previously noted, such controls ernouraged 'heat the ban' import
moves, thus tending to be less quick working than originally
onticipated. Fourthly, copital ond intermediate preducts were
largely omitted, and thus the scope for controls was limited to
consumer goods.

In qddition, although ot first utilized in order to deal with
payments problems, they tended to become more and more u method of
protecting import substitute sectors, so conforming to what often
happens with this type of instrument. Aport from economic
inefficiencies promoted through non~reliance on market forces, this
entails well-known ndministretive deficiencies
2.1.3 Compgtobility With Internationally Accepted Behaviour

During the postewar eru South Africa hod no vish to disregord
the spirit or the rules of the Bretton Woods system. Throughout,

a cautious policy was practised as shown, for instance, in 1961

when exchange controls were introduced following recommendations
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by the I.M.F., instead of introducing a multiple exchunge rate
system which wos considexed.M This adhersnce to I.M.F. roles
may have partly reflected the importonce of the country as o
seller of gold to central banks, end in 1970 and 1971 to the Fund
itself. The Republic, during this perioed, also tended to regard
a more flexible exchange rote system as involving a 'luxch into
the dark’,

2.2 The Influence on Policy of Elasticities of Demand ond Supply

Critical to the success of any exchange rate change are the
mognitudes of the elastinities. IF the elusticities of demand
for imports ond expa.ls are teoo low a devaluation con worsen the
payments imbalence.  For devaluation to reduce or eliminate o
deficit, it must reduce domestic currency expenditures oh imports
relative to domestic currency receipts for exporis assuming the
absence of capital flows. According %o Marshall-Lexner theory,
if this is %o occur, it is necessary that the sum of the elasticities
of demand for imports and exports be greater than one, assuming
puxfect competition ot home and obroad, with infinitely elastic
supplies, so that the prices of oli goods traded remoin the seame
in their country of orlgin.ls Thus, exporters it the devaluing
country are assumed to 'pass on® the increased worth of foreign
currency in o reduction in their foreign currency price, which is
ossumed to fall to the full extent o: the devaluation.  Equally,
import prices are assumed to rise in texms of domesiic cvrrency to
the full extent of devaluation,

The attitude of South Africa towards this factor partly explains
why the authorities favoured o stuble exchange rate for the rand.

The view was that exchange rate policy could not rely heavily on
this foctor partly because of the difficulties in obteining accurate

measures of such elustit:ities.l6 However, they tentatively accepted
that the elosticity of demand for exports and imports of the country
is sufficiently high, ot least in the mediim to longer term, to

genercte an improvement in the payments position in the event of




o devaluvation, but have not considered such elasiicities to be as
high as those of Western countries, ™

Given significont uncertainty about short run elosticities,
this foctor would rule out enthusiasm for floating the rend,
becavse in this context it is shori rus slasticities thet wre of
crucial importance.

2.2.1 Factors Affecting Dewund Elgsticities

The view of the Bank has partly been based on the fact that
about eighty per cent of imports are intermediate and copital goods
for which local substitution possibilities ore limited, and olso
that o large proportion of exports consist of mineral and egricultural
goods where demand elasticities are 1ow.18 Also, to helieve in
the 'elasticity pessimism’ could imply resorting te a rond reveluation
to rectify a payments deficit, which was not considered seriously.l9
In addition, the income elasticily of demand for imports is high.20
Also, reliance on the price mechanism to boost exports may have
been discouraged by the small export manufacturing sector, which
in 1970 contributed roughly seventeen per cent of totol export receipts
For countries with ¢ large foreign sector, demand elasticities for
imports and exports are likely to be relatively small vis-o-vis
economies with smoll sectors where more significant substitution
possibilities for imports and exports may exist.21 Non-price
factors such os quality and delivery dotes must alsc be noted as
competitive weopons.

2.2.2 Influences of Supply Elgsticities

Too much emphasis upon the assumption thak demond elasticities
are large enough i: also constrained by the need to toke account
of the slasticities of supply of exports of the Republic. The
previous theory is based vpon the assumption of iniinite elasticities
of supply of exports anl imports. However, assuming elasticity
of demand for experts is greater thah unity, the supply of foreign
exchange from exports will be more elastic the highex the elasticity

of supply of exports. Conseyucntly, to assume infinite elasticities
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of supply of exports overstutes the curative effect of devaluation
where demand elasticities are elostic.
Where exports are concerned the supply of primery and

agricultural produnts have u low elasticity of supply in the short

run.  Also, the proportion of total output of the principol exports

such as gold and diamonds which are sold overseas is very laxge;
hence, the possibilities of diversion from the domestic markets to
exports are very small.  Also, South Africa with its dual economy
and restrictions on the mobility of lobour together with structurel
unemployment and under-employment, foces o somewhat rigid ecconomic
environment not particularly conducive to the success of exchange
rate changes.

2.3  Xniernal Policy Instruments - Influence On Policy

As already indicated the local enonomy is charesterized by
a cyclical frend in the current nccount of the balance of payments.
This is indicated in dicgram 1 where ilhe relationship between the
business cycle, illustrated by u diffusion index, and the current
occount is presented. Whet the diffusion index is chove the line
0-0 this indicates an upward phase of the business cyecle, and vice
versa. Also, evidence shows o high correlation beiween movements
in the foreign reserves and the growth rote of the woney supply
(see Figure 2). Under the fixed exchange rate system South Africa
found that it hod limited avtonomy over its domestic moncy supply.
Thus, the lotter oppeared to be largely determined by external
foctors reflected in the balance of payments. At the same time
the ability and willingnsss of the authorities to neutralize
partially or wholly inflows and eutflows of money through the
external poyments channel was restricted. Henee, rates of change
in economic activity appeared largely determined by externel forces,

2.3.1 Influsoce of External Developments

A numbexr of reasons can be put forword to explein why the
avthorities have been largely preparsd to let monetary policy be
influsnced by externcl factors, o sifuotion which stands out in

controst to that in some otiier countries in the post-war era.
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Firstly, the ecanomy is highly "open' with araund twenty-five
per ceni hutional income accounted for by exports of goods ard
secvices in 1970,  Although o relatively small economy South Africa
wns the sixteenth largest trading member of the L.M.F. in 1974.
Also, the couniry is heavily dependent on foreign capital inflows.

Secondly, the authoritie: have taken the view that given
that the balance of payments is correlated with ths busiress cycle,
maintanance of o stoble rand exchunge rate wos feasible., This was
the case provided there was willingness to make edjustments in
policy designed to reinforce the stimulatory effects of peyments
surpluses during the slowdown phase of the business cycle, and
contractionary effects of payments deficits during the expansionary
ghase of the cycle.2> Hence, by letting the growth rate fall as
a payments deficit develops, the decline in the former quickly
affected the economy as well os the bolance of payments. For
instance, in 1960-61 the Bunk arrenged a stand-by credit facility
with the I.M.F. and also arranged for the compiscial borks to get

foreign deposits to boost the foreign reserves. ric.sver, lie

shock to the economy provided by Sharpeville was so great, along
the fall in the reserves, that the growth rote declined rapidly,
and a balance of peyments surplus developed; there was, therefore,
no need to draw on the I.M.F. stand-by credit.24

This speed of adjustwent of the economy to external imbalances
partly explains the traditional preference of the authorities for
fixed but odjustoble exchonge rutes, ond the corresponding lesser
ottractions of such o system for relatively closed economies relying
on income adjustments to externol imbelances. In the latter case,
under fixed exchange rates, sizeable fluctuations in income may be
necessary to correct smoll imbolances in the foreign payments
position. It has thus been argued that small exchange rote Chuﬂg;s
can efficiently control the balance of trade of a country provided
that the size of the foreign trade sector is smoll relative to gross
nationol product, eond conversely u fleating rate is likely'ﬁo

be an inefficient device when dependence on foreign trade is high




Thirdly, the policy of allowing external developments to
influence substnntiully internal wonetery conditians purtly stemmed
from a desire to see the bolance of payments ect os o discipline
on_interncl Eulicies.26 Given the "open' economy the external
sector is o particulerly sensitive irdicetor of over or under-
expenditure, and thus the desirebility of restrictive or
expunsionary economic measures.

Fourthly, the authorities traditionally have not indulged
in significant open market operations to countevoct the influence
of balance of payments surpluses or deficits on the money supply.
This has portly reflected institutional limitations such as the
desire to mointain o certoin structure of interest rotes, and partly
operational problems such os the ihinness of the market for government
ond semi-government stock. In particuler significant problems hove
been foced on occasions when aitempting %o sterilize to some degree
payments surpluses such as in 1968 ond worly 1969.  In such
circunstances the inflationary implicotions of ropidly rising foreign
reserves has sometimes led to the Bank selling foreign sxchonge to
the commercial banks for investment abroad under forward cover,

i.e. with a commitment to repurchese at o specified future date

at on assured rate of exchange. Measures of this nature, however

have had only limited influence reflecting the difficulties experienced
in the guest to stexilize payments surpluses without aliering the
exchange rute.2

Fifihly, the policy of the Bank concerning its holdings of
foreign reserves has influenced monetary policy; Alongside the
desire to maintain a stoble rand exchange rate, officiel gold ond
foreign exchange reserves huve not usuvally been kept at high levels
as explained shortly. Thys, the ability of the authorities to
vtilize foreign reserves, and partinlly neutralize the effects of
the latter on the money supply, as an ulternative to quick adjustment
to o payments deficit, has heen limited. Often, with the xeserves

falling, the wuthorities have, unless previously the reserves had
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reached very high levels, not been keen to allow them to run down
for long. Hence, to restrict reserve losses tight monetaxry
policies have often been fovoured, Likewise, once the reserves
siart to rise the outhorities have been happy to see this continve
as it usually corresponds with the slowdown phose of the business
cycle, and the build up in reserves is desircble, ot least up te
a certain point, for laying the foundations for new economic
expansion which should subsequently be accompanied by rising imports.

A higher level of foreign reserves would have enabled the
Bank to be mere flexible on the monetary front, but two factors
have militated ogaoinst this. To start with, keeping the reserves
at lower levels than would otherwise have been the case, has been
Ffacilitated since, as a substantial gold-producing country, the
Bank was in o unique position of being assured of « supply of gold
from the mines every week at a fixed guaranteed price under the
Bretton Woods orrangements. This enobled it to keep o lower level
of foreign currencies. Also, although the outhorities would have
liked to see the reserves built up more significantly this would
have involved costs in the form of economic growth sacrificed, which
was wonsidered undesiruble.zs

These factors, therefore, help explain the relatively possive
monetory policy, ond highlight the officiol policy of relying
apart from the use of import control measures, on uggregate
expenditure variations in the pursuvit of internal ond external
balance. The question therefore crises as to what degree of
success could be expected in achieving such balance when the
emphasis was put upon attempis to change overall expenditures.29

2.3.2 Policy Targets ond Instruments

In this context it is interesting to relate monetory and
exchange rate policies of the Republic npplied during the Bretton
Woods era to the theory of economic policy put forward by Tinbergen
in which there are 'target variables' that policy seeks to

influence, such as unemployment ond inflation, and 'instrument
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varigbles® that the authorities con directly manipulate to influence
the 'torget vuriables'.30 If exchange rate changes ure ruled out
s 6 reguler instrument, then fiscal and monetaxy policy might

well be the only tools aveiloble to meet objectives. But if
monetary policy is lorgely unavailable because it tends to he
determined externally, then fiscal policy alone will be unable to
resolve the potential conflict between a balance of payments

deficit thot requires domestic contraction, and @ concurrent
recession that requires fiscal expunsion. What is more, occoxding
to the monetarists such as Friedman, there are no instrument
variables available in these circumstonces since fiscal policy can
have no lesting influence on economic octivity unless it is validated
by the sppropriate monetary policy. Also, there av» institulienal
and political obstacles to the use of fiscal policy that con limit
its vse, and which have been present in South Africe.

Locally, economic policy has been complicated further singe
iwo external policy taxgets hnve been supplemented by two internal
ones.  On the internol front the targets of relative price stebility
(particulazly important for a large gold-producing countzy), ang
a satisfactory growth rate preveiled.  Simultaneously, on the
external front there were taxgets of a steble exchunge rote, and
the preservation of o certein structure for the gold and foreign
exchonge resstves.

Regarding this latter factor Figure 3 suggests that the Bank
has had a target structure as measured by the ratio of foreign
reserves to onnual imports. Disregerding the reserves held in 1946
and 1947, which were a product of the previeus war, the average for the
whole period to 1971 of the percentoge of annval merchandise imports
covered by gold nd foreign exchange reserves was thirty per cent. i
Also, the stondard deviotion of this ratio was 9,7 indieccting
significant veriotion in this ratio.

QOn the three occasions during this period when this figure

fell below twenty per cent, the autharities took oction to reverse
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tie situation. Thus, in 1958, o tightening in credit and exchange
controls took place, in 1961 stringent exchonge controls wers
introduced, ond in 1971 import controls were tightened and the

rand devalued.  The outhorities appeared to regard a roughly
twenty per cent figure For imports covered by foreign reserves as
a minimum point below which any further detericration could not be
allowed to proceed. At the other extreme an acceptable ratio has
appeured to be ground fifty-five per cent: thus, in 1969, when
this figure was recched, exchange controls were relaxed on capitol
outflows.

This policy would appear to have been based on the fact that,
given the relatively lurge external sector, significant changes in
the foreign reserves had o morked effect on monetery and economic
conditions. Also, fluctuotions in the reserves influence the
confidence factor in the business community.

2.3.3 Absence of Conflict Sitvation

This combination of policy targets and limited policy
instruments reveals the danger of conflict situations arising between
internal and external torgets. Acr. wding to the Timbergen principle,
only by a fortunate coincidence will all policy objectives be
ettained if the number of instruments is luss thon the number of goals
Duxing the post-wor period, however, the Republic has been spared
the problem of a conflict situation, thus enabling, at least vntil
1971, exchange rate changes to remain largely dormont.  Severel
reasons can be presented to explain this.

Firstly, often inflationary problems and excessive demand
pressures tended to become more acute during the exponsionary phases
of the business cycle when payments deficits were incurred. In
these circumstances, contractionary economic policies tended to
reduce pressures on economic resources, and improve the foreign
reserves position.

Secondly, the ottainment of satisfactory regl growth did not

result in obove averaoge inflotion vis-a-vis the rest of the world.
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Between 1960 aad 1970 the aversge percentage change in G.N.P,
deflators for industricl counisies wos 3,4, and for *moxe developing
primery producing countries' 4,8.33 For the same p~risd the cveroge
annual chenge in consumer prices in South Africe wos 2,64 per Luut.s
In this respect, it might be argued thet concern for relative price
stability, especiclly critical for the gold mining industry in the
days of the fixed monetary price, facilitated growth in the economy.

Thirdly, no major structurcl changes were e .evienced hy the
main export industries. If such changes hod occurred the maintenance
of a fixed exchange rote could have involved either sexious infletion
or stagnation of the economy im line with external payments deficits
For instance, no mejor change in the dollar price of gold occurred
during this period.

Fouxrthly, balance of payments fluctuctions of the’ country have
largely reflzcted business cycle trends, and thus not noxmally
required axchange rate changes.  Also, wovements in the capitai
account have often complemerted gurrent account changes. It has
been alleged thot developed western countries will not accept, as
a normel state of affuirs, an overall payments balance due to the
simvlteneous occurrence of on inflow of capital end a deficit on
current uccount‘35 This is not true in the case of the Republic.
Between 1946 ond 1970 current surpluses were achieved in only six
years,  South Africa has also, on occasion, raised interest rates
at a time of payments deficits and excess pressures on domestic
resources os part of a contrxectionary policy.  Simultaneously, it
has boosted capital inflows which helped finance current account
deficits during the intexim period.>

Lastly, the country in the past has been prepored on u number
of occasions to impose stricter import controls at times of

temporary difficulties.
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Tingome wnd Price Elasticities in Yorld Trode® Review of
Economics and Statistics May 1969, pp.11i-23.
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import price elasticities of South Africe have been reached
by D.J.J. Bothu and P.D.F. Strydom ‘Recent Policy Issuves in
The South African Economy® Three Banks Review, December 1975,
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R.I. McKinnon, 'Optimum Woxld Monetary Arrangements and the
Dyal Currency System’, Banca Nazionsle Del Lovare Quarterly
Review, Vol.47, December 1963, pp.82-3.

AM.K.M. Spanduu, 'Income Policy ond Distributive Justice',
Ingugural Lecture, Wits University Press, 1974, p.4.

It must be noted that thé foreign reserves are not perfectly
correlated with the business cycle.

Information received from the Bank.

R.I. McKinnen, op.cit., pp.382-3.

Information received from the Bank.

For a review of sterilization problems under fixed exchunge
rates see R,I. McKinnon and W.E. Oates, ‘The Implications of
International Economic Integrotion For Monetary, Fiscal and

Exchonge Rote Policy’, Princeton Studies in Internationel .
Eingnce, No.l6, Morch 1964, pp.19-21.
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For an gnalysis of policy options for a country relying
solely upon expenditure veriation policies see R.A. Mundell,
‘The Appropriate Use of Monetary and Fiscal Policy for
Internal and External Stobility' I.M.F, Staff Papers, Vol.l19,,
March 1962, pp.70-79,

Mundell shows that two expenditure policies, such as fiscal
and monetary policy, can suffice to maintain both internal
and external balance, provided only that they do not have
identicel effects. For any given expenditure xeduction one
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nust improve the balance of payments more than the uibex.
He eonsiders the particular case where, for a given
expenditure reduction, monetary and fiscal policy have on
identical effect upon the balance of trade, but in addition
e rise in the interesl rote promotos o copital inflow ond
thus boosts the copitel cccount. Hence, monetary policy
hus a greoter effect un the exterrnal sitvation than fisecol
policy. On this basis, given o situation in a country of
externul deficit and internal bolance, o rise in the
interest rate combined with u reduction in the budget
surplus is required, so that total expenditure remains the
sone ied by an imp t in the capital account.

I. Tinbergen, On The Theory of Economic Policy, Amsterdom,
North Holland Co. 1957,

J.A. Lombard (ed.) Economic Policy in South Africa,
Citadel Press, pp.5-9.

Gerhaxd de Kock, op.cit., p.6.

I.M.F. Annuol Report,Washington 1974, p.5.

Figure derived from Reserve Bank Quarterly Bulletins

A, Lamfalussy, 'Limitations of Monetary and Fiscal Policy®

in Maintaining ond Restoring Balence in Intexnational
Payments, Princeton Univ. Press, 1966, pp.157-8.

In the foce of curren® account deficits, which suggest a
currency is overvalued, the ability to ottract capital
inflows by raising interest rotes is much reduced.
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CHAPTER JLREE ~ REVIEW OF EXCHANGE RATE POLICY (AUGUST 1971 -
DECEMBER 1973)

This chapter is primarily o historical review and an economic
anclysis is presented in loter chopters.

On Asgust 15th 1971 the U.S. announced that it was no longer
prepared to convert official dollars into gold or other reserve
assets.  In response, most major industrial countries floated their
currencies.

From 1967 onwards Soutt .\frica had been affected by developments
in the exchange markets. However, the par value of the rand was
not oltered, because the payments position, at least until the end
of 1970, was sound, the economy was expanding satisfactorily, and
skilled labour ond copital were scarce. By the stort of 1971 the
weighted average value of the rond in terms of other currencies was
chout five per cent higher thon its level before vhe 1967 sterling
devaluation.

3.1  Temporary Link with the Dollar

The events of August 1971 forced the authorities to oct, becouse
it was clear that the exchonge rate between the U.5. doller and
sterling would not remcin intact. It wos expected that in the new
floating regime the dollor would deureciate. Consequently, in en
official statement issued on August 23rd it was announced that the
rand exchange raote ageinst the dollar would be retuined at the existing
par value, und would thus deprecicte with the dellor against other
major currencies.

3.1.1 Fasteos Influencing the Move

This decision wos token against the bockground of @ large fall
in the foreign reserves of the Buhk from around Rl,175m ot the end
of April 1969 to oround RBOOm in the middle of Avgust 1971, and o
slowdown in the business cycle which had started in December 1970.

On the negative side it had inflotionary implications, but the major

significance of the step was that exchonge rate policy was influenced
oot only by the state of the current account.
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Thus, it partly reflected the implications for the guld mining
industry ond gold soules of staying linked to sterling, and appreciating
ogainst the dollar and other currencies. In the lotter circumstances,
the benefits of rising gold premium receipts on the market would have
been reduced.  Also, although the free market price rose during the
first seven months of 1971 frow around 38 to $42 an ounce, despite
the fact that South Africa marketed its full production through this
chaennel, the Bunk remoined uncertain about prospects for the price
of gold.  The developments on August 15th 1971 were followed by a
declaration that the U,5. was working towards gold demonetization.”

The ability of the country to sell its full gold production would
have been complicated if o significant price wedkness had developed,
its sales policy being influenced by the desire to see o steady rise
in the market price. By linking with the dollar and allowing the
rand to depreciate, this helped the gold market psychologicelly by
suggesting that the balance of payments could improve and so reduce
the need to sell.

3.2 Problem of Realignment of Exchange hutes

The Republic supported the European stand for @ number of
reasons. Firstly, on official increwse in the price of gold had
been sought for years. Even a modest increuse of oround eight to
ten per cent would destroy the idea of an immutcble £35 price, and
could make it politicolly easier in future for o major official gold
price incresse to materialise, and dollar convertibility to be
restored. The Bank, however, recognized the hostility of the U.S.
to such a mova.4 Thus, for those opposing restoration of gold
convertibility and the Bretton Woods system any price increase was
undasirable, Even o small gold revoluotion, relative to the
dollor, might clso threaten the two-tier gold pricing system, because
confideﬁca in the dollay could be shoken and so encourage a move X
into gold, and g rise in the free market price.

Secondly, South Africa occepted the European thesis that gold,

together with SDRs and Fund reserve positions, should retain their
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velue in terms of the rovalued curremcies..  This partly reflested
‘the desire not to ** sedit the SDR as a reserve usset, while many
central banks did = h yriting down the domestic currency valve
of their foreign o , vecause capitul losses might have raised
legal ond political difficulties. For South Africa, with its large
gold reserves, volved ot R341m ot the end of August 1971, a
devaluation of the dollar in terms of gold meant an increased dollar
purchasing power of such reserves with on unchanged vulue in terms of
other currencies.  Alternatively, if the gold parity of the doller
remained unchanged ond other currencies were revalued, the dollar
purchosing power of its gold holdings would have remuined unchanged,
but would have fellen in terms of cther currencies. The importance
of the purchasing power benefits of ¢ dollar devuluation were,
however, reduced, given the suspension of officiul dollar convertibility
into gold,

The argument in fovour of retaining the value of SDRs was
criticized in some quarters. This was based on the grounds that
the difference in the value of the asset as between the alternatives
of devaluing the dollar in terms of gold or relying exclusively upon
revaluation of other currencies was not significant, since the maximum
change in the gold price suggested was around eight pex cent.8
Nevertheless, ot such an infant stoge cereful nurturing of the SDR
may have been desireble. From the viewpoint of the Republic,
however, such nurturing, to the extent that it consolidated the
position of the $DR enhanced the donger of it supplanting, and not
merely, supplementing, gold in the system.

Thirdly, South Africa regarded a seluvtion invalving only
revaluations by countries with strong poyments pusitions was equivalent
to one in which *pnly the innocent are punished!, thus reducing
monetary discipline and encouraging more expansive future policies By
countries running payments Surpluses.9 Also, it could be argued
that avoiding @ develuotion egoinst gold could hove damaged the long

term role of the dollar as o xeserve asset mave than if a devaluation
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took place. It covld have sncouraged even more ‘berign neglect®
policies in the U.S, and further worsened inflation. The fact
that, if the South African argument was correct, prives of other
countries would hove increased more markedly as well would not
necessarily have invalidated this conclusion.  This is because
relative price stability of o reserve asset is important.

Fourthly, o modest increuse in the official price would boost
the propartion of world monetary reserves held in gold. This
would have reversed, ot leust temporerily, the declining trend of
this rotio (ot the end of 1960 gold constituted sixty~three per cent
of total reserves, but by the end of 1970 it was only forty per
cent). Agoin this was unimportunt while the doller remoined
officially inconvertible into gold

Lastly, South Africs favoured a dollar develuation hecause it
could help speed up the process of reaching o collective agreement
on a new set rf exchange rntes.lo

Thexre were three reusons why a speedy solution wos desired.
Firstly, the linking of the rand to the dollar in Avgust 1971 3
complicated economic munagement since it led to serious adverse leads ;
and lags movements in foreign tronsactions. The decision to link

with the dollar encouraged speculation cgainst the rand since it

int coted thot the wuthorities were prepared to accept n devalugtion,

At the some time, to have stayed linked to sterling ! appreciate
against the dolior, given the prolonged decline ir ign reserves,
and the overall opprsciction of the rand which hed 1 since

1987, suggests that egqual or worse speculation would hove moterieclised,
The Bank likewise believed that deflaticnary measures would have been
inappropriote in view of the slowdown in the economy.

Secondly, the authorities feared that if the wrangle pexsisted
warld trade would suffer und protectionism emerge, which would be
particularly bad for smaller countries heavily dependent on foreign
trade.ll Similar fears were expressed in other quarters about

increasing trode restrictions arising out of any festering of the
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dispute.l2 The U.S. decision to impose a temporary ten per cent
surchorge on manufactured imports was regarded as o bad precedent.
It involved violations of G.A.T-T., as well us complicating the
negotiation of new exchange rotes by distorting the floating of che
major currencies.

These two fuctors, together with the lock of guarantees thot
an agreed currency reclignment would be reached in the short tewm,
prompted the authorities to tighten impert controls in November 1971
in an effort to improve the balance of payments.

Thirdly, the authorities wanted & quick return to fixed exchange
rutes since this would portially reinstate the Bretton Woods system,
whereas any prolonged wrangle might lead o the acceptance of
flouting us o mechonism worthy of retention.13
3.3 The Rond Devaluagtion of D I 1973,

A mojor effort wos made to reinstate the par value system under
the Smithsonian Agreement of December 18th 1971, In terms of this
the U.8, dollor was devalved by 7,89 per sw t, ond the currencies of
othex countries including Belgium, West Germeny, Jopon, and the
Netherlands were revalued to varying extents.  South Africe effected
the first reodjustment to the par value of the rand since 1949,
devaluing the surrensy by 12,28 per cent, and the official gold price
was simulinneously incressed to R28,5 from R25 per ounce.

3.3.1 Motivotion

The rotionale behind the devoluction was provided in o stobement
issued by the Minister of Finance.’?  The government hud particulurly
borne in mind the substontiol balance of payments deficits which
had reigred since 1969, and the emergence of unused copacity in
cortain industries sssociuvied with the slowdown in the business cycle.
The uncertainty prevoiling ufter August 1971 hod also produced
adverse leads and lags wmovements.

The Minister listed the expected advantages as follows, In due
course, the holunce of payments should improve on both current end

capitol aocounts by eliminating leuds ond lugs, stimulating exports
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curbing imports and encouraging capital inflows.  Secondly, it
would promote economic growth, and stimulate gold mining.  Thixdly,
export industries such as agriculture and mining, vhose export
prices are determined in foreign cuxrencies, would benefit because
of the higher price in terms of rands. Fourthly, locel industries
would be better ploced o compete with forsign suppliers both ot home
and abroad.  Finally, investment in industry would be encouraged,
leading to the creation of new employment.

Followiry the link to the dollar in August 1971 many people
expected the rand to be devolued by 7,89 per cent in order to maintain
the existing rand/dollar exchange rate. The Bank believed that o
typical 'conflict® situation had arisen where devaluation was the
oppropriote policy measure to deal with o fundomental disequilibrium
in the balance of puyments.v Conversely, in view of the dowiturn
in the economy, ond the danger of increasing non-white vnemployment,
further restrictive policies vere regarded as inappropriata.’>
The decision to devalue by more than the dollar was undertoken
becouse serious problems on copitol occount occurred in the last few
months of 1971, ond the exira devaluation was expected to ensure
that the new sate would be viable.'® The authorities cleimed that
the main objectives of the devaluation were gn_ improvement iv the
gapital occount and stohilisation of the economy; an improvement
in the current account of the balance of payments was not a major
consideration.

3.8.2 Criticisms

Noevertheless, to devalus at oll was not welcomed in all
quarters, since doubts were expressed obout the frequired® price
elasticity of demand for the imports end erports of the Republic
being fulfilled.l7 In contrast, the cuthorities tend to be coutious
“elasticity optomists® in the medium to longer term.l8 ’

Coscerning the build up in leads and logs it wos argued that
to link with the dollar in August 1971 invited such o development

which might have been avoided if the link with sterling hed been




62

retained, ond meosures institvted to instil confidence in the
preservation of the prrity of the rqnd.l9 In view of the econumic
slowdown, however, and the serious balance of payments deterioration
from o surplus of R106m, in the first quarter of 1969 to a deficit
of R156m, in the fourth quorter of 1971, it is debotuble whether
this would have proved successful, The growth in the volume of
imports had storted to decline during 1971, while the growth in
exports had begun rising, o situation alleged to be inpropitious for
a devuluation.20 Yet merchandise exports only rose by six per cent
that year after falling in the previous twe years, recovering only
to the level of 1968.

The claim thot economic growth would be stimulated was disputed
on the grounds that a sound economy does not need a devaluation to
foster growth.,  Consequently, the unsound local economy, reflecting
low labour productivity, would only derive short term benefits from
devaluation, unless the lobour preblem was tackled effectively.Zl
Spare labour resources wers limited, since unemploymeni ameng Whites
Coloureds ond Asians only increased from 7 541 in December 1970 to
9 120 a year later.

These c¢riticisms highlight the crucial issue of whether a
fundamental poyments disequilibrium existed as claimed by the Bank.
In retrospect, this did not appear teo exist. Not only did the gold
price rise strongly following the devaluation, but the world economy
picked up with beneficicl effects upon merchandise exports, which
rose by forty-two per cent in 1972. A new upswing in growth was
likely to follow such developments even in the absence of devaluation.
Nevertheless, at the time the authorities had to do semething, if
only because the foreign resexves had reached very low levels toking
the reserves/imports ratio as a yardstick. (This is illustroted
in Figure 3, chapter 2).

The authorities admit thot in view of the subsequent gold price
rise and the acceleration in world econemic activity in 1972, a more

modexate develuation would have been appropriate. However, since
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they were unaware of these coming zvents, they decided to act
decisively and play safe.

The greatest dangerwas the inflotionory repercussions threatened
at o time when the inflotion rate was oiready high, with the December
1971 consumer price index seven par cent higher than in Decembex 1970."
This danger was exacerbated by the fourteen per cent rise in the
seasonally adjusted wmoney supply which eventucted in 1972 compared
with a seven per cent rise in 1971, The four per cent price benefit
conferred on the gold wines through the devaluation was eroded,
consumer prices rising by 7,3 per cent in the yeor ending December 1972.

An additionel factor, however, influenced the devaluation
decision. A%t the time uncertainty reigned concerning the short term
sustainability of the gold price, which exceeded §42 an ounce ot the
end of 1971,  The authorities had no definite view on future price

trends, but the strengthening of the price was an object of gold

sales policy. They hoped this would put pressure on the intermational
community to further adjust the official price, while boosting foreign
earnings. This ohjective, it wos anticipated, would be helped by the
strengthening of the baolance of payments following devaluation; in
other words, the latier would enhonce flexibility in conducting
orderly gold sales.23
3.4 Developments Following Devoluation

During the first walf of 1972 the balance of payments improved
considerably. Develuotion helped to induce o favourable turnareund
in leuds and lags, and encourage a net inflow of private sector
capitel.  During the lest quarter of 1971 on outflow of R3m of
the latter type copitol occurred, whereas in the first and second
quarters of 1972 the respective inflows were R98m. ond R17lm.
These inflows, however, were alse promoted by other factors such as
the vising price of gold. ’
3.4.1 Improvement in Current Account

There was o dromatic improvement in the current aeccount, a
deficit of R188m in the fourth guarter of 1971 being tummed into a
suzplus of R9Om in the third quarter of 1972, It ig often argued
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that, normully, following o devaluation the current ccoount in the
short term should be expected to deteriorate. Given o low short
term elosticity of demand for the exports of u country, plus initial
bottlenecks in svpply, develuation con couse o short term reduetion
in foreign currency earnings greater than the reduction in foreign
currency expenditures on imports.24 The fact thot the opposite
happered in the case of the Republic in 1972 can be ascrihed to

numerous factors. rost foreign trode is ironsacted in foreign
currencies so th~  the initial effect of develuation on foreign
curfency receipts s+ -id be minimol.,  Gold receipis were rising
J beccuse of the strenyeh of the hullion market and reached R317m.
in the thizd quarter of 1972 compared with R251m. in the last
i quarter of 1971.  Agriculturcl exports also expanded following
? wood local crop yields. Most remarkable was the fall in the
o value of imports compared with 1971.  This implied o sizeahle
drop in volume, since imported wholesule prices rose by 14,6 per
cent in the year ending December 1972 (see Figure 4). This full
portly reflected the tightening of import controls in November
1971, which began to be reloxed from July 1972 onwards, end the
economic slowdown. Much more uncertain was the contribution of
devalugtion itself, concerning which scepticism wos expressed.25
Any positive influence must have been very limited in view of the
i time span, but the authorities believad that during the second
half of 1972 devaluation hoosted exports and discouraged imports
in volume terms. The anolysis later on, however, casts douwbts
on this conclusien,
8,5 Link With Stexling Maintained Temporarily

Following the floating of sterling on June 23rd it was expected
that the currency would depreciate in the markets,  South Africa
had to decide whether to maintein o fixed rate with the pound, and
thus deprecicte, ox whether to maintain its exchonge rates with nen
sterling currencies, and uppreciate agoinst sterling. On Juné SOth.it
was decided thot for the time being, the link with sterling would be kept.
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In June 1972 only South Africe, among countries of any
significance, chose to link with sterling. At the same time os the
pound floated similnr exchange conirol regulations were placed by
the U.K. vpon ;verseas sterling area countries including South Afxica
as upor hon-sterling avea countriss. For proctical purposes the

. sterling area as o formal group ended in June 1972,

3.5.1 Motivation

The reusons for this decision by the cuthorities were given “as
fallows.27 Firstly, the improvement in the foreign reserves hod not
attained a sotisfactory level. Obviously, in this respect the
authorities wanted to see the irves rise further since the ecenomy
had still not emborked on expansi=w which would cause imports to ;isei
Secondly, exports s;hould be promoted particularly in view of the
j entry of the U.K. into the E.E.C. Tl"nixdly, 4 stohle reletionship
M between thé rand and the pound hed volué for business orgunisetions,

as Britain was still the lorgest single trading partrer.  This, i

{ however, should not be regarded os a particularly important consideration,

since the problem can, end has been reduced by changes in troding
i:rqctines regarding the use of dollars insteod of sterling os the
unit of account in foreign contracts.  Fourthly, if the link with
sterling hod not been mointuined, the danger arose that leads and

. lags -could build up ugain udvarsély affecting the foreian reservas.
Fina.l’ly, it wes important that nothing shauld be done which could
hinder an upswing in the ecenomy.

‘Since the outhoxities, however, expected sterling to depreciate
only moderately ond Fluctuste within relatively narrow limits it can.
be questioned whether the implications for economic growth of
alternatively linking with the dollar would hove beer significant. v
Nevertheless, the psychologicul impact on the business community ot
a time of still slack economic activity, and the danger of adverse
leads and logs developiné would have potenticlly complicated economic
management.  The authorities were not satizfiéd with the devaluation
result by June 1972, and thought o rond oppreciation could not be
risked so quickly after the December 1971 dsvaluution.z8 The short
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tern noture of the move was indicated by the stotement of intent
in August 1972 to re-establish on effective por value as scon as
possible.”

As o result of the move the gold mining industry obtained o
marginel windfell. Agoin this was threatened with partial exosion
becouse of the boost to inflation provided so scon after the
previous devaluation, On the other hand since the authorities
expected sterling to fall only moderately this disodvantege was
potentiolly not significant.

‘he move complemented the official desire to maintoin flexibility
an the gold saules front. This fociliteted the maintenance of prices
cbove $60 an ounce prevailing by June 1972, which ideally required
continuation of o surplus on the balance of payments. Any sudden
deterioration in the balance of puymsﬁts caused, for instance, by
odverse leads end lags ~ould have regquired greater sales of gold on
the market if only becouse of tha stipuletions of the I.M.F, gold
sales ogreement. I1f the latter had tronspired this would have
weakened the gold price, particularly since May 1972 the priece rise
had largely been caused by Bank retentions together with specilative
buying of gold.  Any such fall would have left the Buank open to
aceusations of disrupting the morket first by withhalding gold, and
then quickly revertiny to fuller sales ogain.

The pressures oh the gold soles front to stay with sterling
would nrt have been so strong, therefore, if the cuthorities had not
started withholding gold from the market in Moy 1972,  Although
they were confident enough about balance of payments prospects to
moderate gold sales at that time they did not feel sufficiently
confident about the payments position to unlink from stexling in June.
The quthorities were still uncertain ubaut the prospects for the
gold price although admitting in retrospect that in view of the
subsaquent price behaviour, the decision to link with sterling in
June 1972 was unnecessary.

By the middle of 1972 the widening gop between the officicl

price of $38 an ounce ond the free market price wos making countries
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reluctant to utilizs net only their gold, but alse their SDRs and
Fund positions, which were all denominated in texms of gold. Also,
it wos pleocing strains on the two-tier system under which cenirel
banks were not supposed to sell gold on the private morket. Uruguay,
for instance, was reportsd gs having sold $40m. at the official price
from its resecves on *“he market in 1972.31 In these circumstances,
South Africa wus hoping thot the widening premium would force o
solution favoureble to gold.
3.6  South Africa Links h_the Dollar

Flouoting with sterling lasted until October 25th 1972 when o

link to the doller was effected. A new effective par volue wos
established, which omounted to o devaluation of the rand in terms of
gold of 4,2 per cent. As exchange rates for the rond ogainst other
currencies flooting ageinst sterling depreciated by about eight per
cent from the end of June to October 25th 1972, the decision
represented on oppreciation of roughly four per cent in the rand
exchange rote against these currencies. In trade weighted terms
it meant an apprecietion of roughly three per cenl:.33 '
3.6.1 Motivation

Between December 1971 and October 1972 the externcl value of
the rond depreciated by roughly fifteen per cent. This vas viewed
as having contributed not only to the improved payments position on
both current ard capital account, but ulso as helping to reverse the
slowdown in the economy, elbeit at the price of fostering inflution.34
By late 1972, however, it was thought the depreciction should be
reversed somewhot partly os an anti-inflationery move., In contrast
by remaoining tied to sterling its weakuness threutened to boost
inflqtion-as Muintaining the status guo, moreover, would have
encoyraged leads and lags in favour of the rond, and so increased
internal ligquidity.

The inflationory dangers of remaining anchored to sterling were
not ineviteble in the fact of further sterling weakness since they
could have been counteracted by upward adjustments in the par value

of the rond. The authorities, however, were not prepared to odopt
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an even more flexible ottitude towards exchange rote management

The claim that the depreciation of the rand since December 1971 had
started positively to offect the current account of the balance of
payments was suspect given the short time lag, and the fact thot . N
the depreciation hud only occurred prugressively over time.

Moreover, with the decision to rxevelue, the pasitive influence of
the previcus depreciation was bound to be rxeduced. This, however
ogain reflected the policy of using the exchange rate for brouader
purposes than merely trying to influence the current account.
Previously, the growth objective had inflvenced exchange rate policy,
but for the next eighteen months rr so economic stability became o
more important considexation.

There were, in addition, other significent implications.
Firstly, by estoblishing a new por value for the rond, it was
intended to reaffirm the commitment of the country to fixed but
adjustable exchange rotes. Secondly, linking with the doller
reflected the foct that staying with sterling in June 1972 had
created a bad impression among certain uverseds banking circles,
puzzlement prevailing over the rand remoining linked to o weak
t:urrem:y.s6 In this respect, however, the cheices facing the
authorities were limited either to sterling or to the dolloex, both
of which were weak currencies. Thirdly, imposition of the
investment dollar premium to South African portfolio investments
in June 1972 by the U.K. implied o weukening of the traditional
investment links with the lattfer.

The decision to unlink came at a time when the U.K. made ¢ new
provisional agresment concerning arrungements to guarantee officiol
working balances held by ot least sixteen countries. 8 South Africa
was not included in these orrangements, which was a reflection of the
dwindling ties with stexling.s?  This weant that holdings of sterling
by the Bank wexe exposed o the danger of depreciation insofar as the
weakness of sterling persisted, and could have provided a motive

for switching to the dollor. In reality this played no part ie
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the decision since holdings of sterling cunsisted largely of working

balances only. Most of the reserves were held in dollars becouse

of the weakness of the pound and the importance of dollar trunsuctians.40

3.6.2 Criticisms

In some quarters this extra devaluation was considered
unnecessary and o dollor parity of around #1,30 would have been
preferred, rather than 31,28 chosen by the authorities, so thot the
weighted average value of the rand in terms of all foreign currencies
would have remained unchanged visw-cg-vis the position on June 22nd.41
Others would have preferred to return to the pre-flost official rate
of $1,33, so incorporating ¢ morginal overall appreciation of the
rand relative to the position on June 22nd.

These policy suggestions were influenced by psrceived anti-
inflaotionary benefirs. This is doubtful. Since the rand hod been
flouting down for four months, price adjustments reflecting this
would alrecdy have been fili.ring through to the domestic ecenomy.
In view of the 'rotchet effect® in foreign trade any subsequent
cppreciation of the rand would have been unlikely to reverse the
price trend stemming from the previous devaluation. In any case
such o policy would have been risky from the viewpoint of adversely
affecting the capitol account of the balance of payments.

3.7 South Africo Revalues
On February 12th 1973 the U.S. dollar was devalued anothex

ten per cent ogainst gold.  Simultaneously, stexling floeted down
by roughly six per cent, while the Joponese yen began to float, and
appreciated in the markets.  South Africa decided to meintain the
par value of the i1end, end as a result of this and othex currency
changes its trode weighted valve rose by approximately six per cent
Given the importance of securing a significant improvement in
the bolance of payments since the middie of 1971, and avoiding ony
marked deterioration sa early after an economic upturn, vhich began
in October 1972, the authorities may have devalved the rand against

gold so as to roughly leave unchanged its trode weighted volue against
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other currencies., On the other hund, when in October 1972 the rand
wos davaluved officially by 4,2 per cent, this meant on effective
revaluation of roughly three per cent based on morket rates ruling

at the time. Leaving unchanged the gold parity of the rand was
therefore o continuation of the trend which sterted in October 1972
and was aimed ot exerting an onti-inflotionary influence. Wholesalse
prices of imported items rose by on overage of twelve per cent in 1972
compared with 4,6 per cent in 1971, while the consumer price index in
December 1972 was 7,3 pexr cent higher than o year ago.  Simuliwneously,
the recovery of the economy end the bulance of paymerts was felt to be
sufficient to withstond o small reveluation.

Nevertheless, the decision involved g risk since, with the
increuse in economic growth, o deterioretion in the external position
in any cuse %as to be expected ot the latest by early 1974.

Meanwhile the position of sterling looked precarious, and o further
decline would have been haxmful for exporting sectors such gs the
fruit industxy in view of the U.K. entry into the E.E.C. Moreover,
because of the limited rand reval -ation, the anti~inflationory
repercussions would be minimal.

Subsequent events, however, vindicated the decision. In
particular, the renewed upswing in the gold price to above $80 an
ourice more thon wiped out the ten per cent cut in rand receipts
implied by revoluing agoinst the dallar.

3.8 Repercussions of Dollar Floak

Within roughly twe weeks of the dellar develuation, further
massive speculation aguinst the currency materialised. The outcome
was that the E.E.C. countries, with the exception of the U.K.,
Irelond and Itely, decided to floot jointly dsgainst the U.5. dollor.
Britain, Italy, Japan, Switzerlond orid Cunado all decided to fleat
independently wgoinst all other currencies. The par volue system
was once egain put into suspension, this time indefinitely.

3.8.1 Reqction of the Republic °
In the widst of these events, the Republic decided to adhere

to its fixed por value in terms of gold and to stoy linked to the
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dollar at $1,42. In o stgtement the Minister of Finance argued

that neither u revaluation or devaluation was justified, but pointed
out thot should the E.E.C. currencies appreciate ageinst the U,S.
dollar by more than was expected, South Africa would have to reassess
its position.?? :

At the time there was talk about the possibility of South Africa
abandoning the link with the dollar, and linking to o European
cursency. Thus, the Minister said that *should the new E.E.C,
monetary arrangements become more permanently entrenched and be
extended to cll members, it may be desirable at some later stage ta
associate the rand more closely with the E.E.C. bloc'.® Later the
Minister claimed that the authorities would have considered this if
there hod been a Eurvpeun cuzrzency to peg to which wos o gold-based
cuz‘rem:y."r

The problem was thot the rand could anly be linked to either
the dollar or sterling. The D-mark, which might have been regarded
as switable for linking to was not practicable.  The Bank could not
buy or sell D-morks in large quantities since o sophisticated capital
market in Frankfurt does mot exist, and the Gexman outhorities have
not been keen to see their currency widely used as a reserve currency.
Al o, the amount of foreign trade denominated in D-marks is very
limited.

What is more, linking fo the D-mork in Maxch 1973 would have
sreated problems since by linking to a strong curremey - far stxonger
than the rand - this would have required frequent pexr value
adjustments by the Bank. This would have fuelled speculation against
the rand, especially since by the second half of 1973 the foreign
reserves were folling steadily.

Following the collapss of the Bretton Woods system in March
1973 the Ropublic faced adjustment cosis in odapting itself to the |
chonged system.  For traders the inereased fluctuativns in exchange
rotes and their effect on prices had to be contended with.  For the

Bank there were the increased complications in holding foreign
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exchange under floating conditions. Sterling and especially dollars
continved to be the dominunt holdings and other foreign exchange such
as D-marks have been kept small for working baolance purposes only.
Most exchange holdings of the Bunk ore short term deposits of less
thar one year, but with the advent of floating rates gains and losses
have bsen incurred. However, the Bank has not reserted to investing
fareign exchange in the Eurodellar market, influenced by the I.M.F,*'s
disapproval of such practices.

3.9  Revaluation of the Rond in June 1973

In the face of currency uncertainties,a depreciating dollar
and o soaring yold price the authorities revalued the rand by five
per cent against the dollar on June 5th 1973,  The motuivation for
the adjustment wos provided in an official statement:-

Should South Africam continve to maintain its existing
buying end selling rates for the U.S. dollar, this
will mean on average effective depreciation of the rond
of between two and three per cent since the middle of
March.

Such a depreciction of the rand in present doy sircumstances
is not considered desiruble. The balunce of payments of
the country is still very fevourable, and the gold and
foreign assets held by the Bank increased from the 1éth
March by approximately o further R100m. and have now
reached the satisfactory level of about R1,200m.  The total
officiel reserves approximcte today R1,350m. which
represents a record level. In this respect it is of
porticular significonce that the price of gold on the
private market has risen from gbout $82 per fine ounce
towards the middle of March 1973 to chout FL20 per fine
ounca ot present, that is about forty-six per cent.

From the point of view of the bulence of payments, «

depreciation of the rand is neicher hecessary nor welcome.

From the point of view of containing infletion such o

depreciotion would alse have an undesirable effect. 46

The Jure revaluation thus carried further the revaluation cycle.
Befoxe October 1972 exchange rate policy had been geared to improving
the balence of payments and promoting growth.  Thereafter it was

switched to rand apprecigtion to try to moderate inflationary pressures.
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3.:9.1 Method of Reveluing
One interesting aspect was the method used in revaluing the
rand.  While the rand parity of the dollar was changed from g1,42
to 41,49 to the rand, the gold pority was kept unchanged ot R29,75
pexr ounce. This reflected the fact that ot o time when the free
market price wos roughly three times the official gold price gold
purities had lost their significance; in other words, South Africa was
displaying that the officicl gold price was meaningless. It did not
signify any altexation in the preference of the country for o fixed
exchange rote bosed on gold par values.  Simultaneously, the move
made it merginolly eosier for the Bunk to retoin gold production
rother than sell it all when the murket price was substontially
higher than the official price, This arose hecause the mines would
get the same price for gold sold to the Reserve Bank, i.e. R29,75 per
aunce, instead of a price five per cent lower if the par velue of
the rand in terms of gold had been correspondingly cut.
Subsequent events again showed the risky environment in which
South Africu conducted its exchange rate management, In the lotter
half of 1973 the dollar appreciated markedly in the face of the oil
crisis which prompted the authorities in refrospect to regret
having revalued by as much as five per cent in June 1973.47

8.10 The 0il Crisis and Repercusions on the Rand

The dollor began recovering in August 1973, but in the wake
of the oil crisis in October 1973 the dollar rose markedly, stexling
weakenad shazply, and the gold price remained relotively stable at
slightly belaw $100 per ounce, having fallen from £127 in June 1973.
By December 1973 this combination of circumstances,superimposed on
the declining gold and foreign exchange reserves which began in
August 1973, hud precipitated a substantial build up in leads and
lﬁgs amid rumours of on impending devaluation. This sitvation was
further complicated by o deterioration of the copital account in the
second half of 1973 bectuse of repayments of forsign loans by the

central government and the privute sector, the increased foreign
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exchangs risks associcted with foreign borrowings in o world of
floating rotes, and the switching of the Financing of foreign trade
from overseas ta domestic scurces owing to the lower level of local
interest rotes.

The behaviour of the capitol gecount at thot stage of the
South Africen business cycle was unusual ond disappointing; during
the second half of 1973 there way a net outflow on capital acccount
of R226m.
3.10.1 Role of Monetary and Exchange Rate Policy

The role of monetary nolicy in this situotion contrasted with
exchonge rote policy.  Since October 1972, the revoluvation of the
rand process hod been designed to modercte exponsion in the economy.
Conversely, where monetary policy was concerned while the authorities
kept locol interest rutes higher thon oversess rates in general
during 1972, thus stimuleting copital inflows ond strengthening the
balance of payments, in 1973 the opposite moterivlised. An
expansionary monetary policy was amplayed s shown by the folling
trend in interest rutes as shown in Figure 5, along with fiscol
expansion in the March budget. The question arises whether
inconsistent pulicy objectives were being pursved, since some of the
benefits of revaluation were counteracted by this monetary exponsion,
1t can be urgued that benafits on the inflation front brought cbovt
by revaluation vere being ercded by monetavry trends

Expansionary monetary policies, partisularly in 1973, allegedly
thuarted somewhat the aims of devuluotion.48 By 1573, however, the
duthorities wexre nho lunger interested in obiaaning devaluotion
benefits, which meant that the poyments position wos likely to
deteriorate. As Figure 5 shows, the intexest rute differsmtiol
between domestic and overseas rates no longer remained tenchble undeg
the pressure of falling forsign reserves. This, fogether with the
high inflation, which reached tem per cent in December 1973, and the
strong economic growth prompted o tightening of monetary policy in
Jahvary 1974, bank xate rising from 5,3 per cent to 6,5 per cent.
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Together with the renewed upswing in the gold price to above
£100 an ounce, this eradicoted leads ond luags as devaluation feors
receded. Given the excess demund pressures reflected in growing
tightness in lobour and copitcl markets und an emerging current
account deficit, devaluation could have been very inflationary.
However, if the bullion price had mot risen shorply in 1974, the
chances of resisting o downwurd rand adjustment would have been
debatable, given leads and lags superimposed on the declining
external reserves, which started in August 1978.  Late 1973 was the
first time since the second half of 1971 thot serious udvarse speculution
occurred.  On both occosions the remedy'wus elimination of exchange
rate fears. In the faoce of o weak sconamy ond low reserves a
devaluation was resorted ko in 1971, whils on the later occasion,

with o strong suonomy and higher foreign zeserves, this was shunned.
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CHAPTER FOUR - MANAGED FLOATING OF THE RAND

Despite the support of the country for fixed but adjustuble
exchange rates, o radicel change took place on Jine 24th 1974 when
a policy of independent managed floating was introduced.

4.1 Notivation for Introduction of Flogting

This policy of managed floating was introduced against o
background of furasmental changes in the balance of payments structure
of economies in the non-communist world following the oil erisis.
This, together with serious world inflation, wes inducing cons’derchle
fluctuations in exchonge rates. Porticularly, since the lotter
part of 1973, wide changes in the weighted average value of the rand
moterinlised as the dollar rose sirongly, and then fell sharply.

Thus, between June 5th 1973 und Jonuary 25th 1974, the rand apprecioted
on averoge in terms of other currencies by 8,4 per cent during a
period when the gold and foreign exchange reserves of the Bank
declined by more than R400m.  Then, between the latter dote and

March 29th 1974, when the reserves rose by around R150m, the rand
suffered an effective depreciation of roughly 5,4 per cent.

Singe these changes bore virtually wo relutionship to the
external position it was felt thut in future, considering the expected
currency instobility, a policy involving making smaller but more
frequent odjustments to the rand/dollar rote would be preferable.

It would mean thot the value of the rand in texms of other currencies
covld be kept more in line with the payments position, and domestic
economic conditions

This was the main reason for introducing the new policy, but
there were o number of subsidiary factors. Firstly, it certain
quarters it was argued that a more flexible exchange xate policy
would help to de-puliticize exchange rate changes by muking the lotfer
possible without the cumbersome udministrative procedure previously
employed which involved Cabinet upproval.2 In reality, in this
raspect, the move was designed to bluff people into thinking that,

by making more frequent rate changes, the currency was independent

e
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of the doller. Many pecple, it is claimed, do nat understand why
the rond is tied to the dollar, ond interpret it as signifying

lock of ind d in the h rote field.

Secondly, the move wos aimed ot deterring leads and lags
building vp on exchange rote change expectotions. Previously,
this hod complicated economic policy by affecting economic conditions
transmitted through foreign reserve chonges. To alleviste this it
was giticipated that the new policy would oitempt to baffle people
about rate changes.” ' However, although insignificant rate adjustnents
could surprise the morket, it was difficult to see how changes
influenced by fundamertal economic forces could do likewise.

Thirxdly, the Bank expected, at the time the float was introduced,
that the dollar would rise, since the U.S. econouy wos less badly
affected by oil price increases compared with other mojor western
economies. If the rand haod stayed tied to the dollor under the
previous arrengements, it could have apprecioted edding unwelcome
pressures on the external front.4

During the year ending June 1975 the balance of payments was
charocterized by o current account deficit of R1 J07m, couvate-Salanced
by o lorge net capital inflow so that the foreign reserves were
little changed. From this angle exterhal pressures were not
excessive, but any significant uppreciation would have been unwelcome.
On the other hand, since the uppexr turning pciat of the business
cycle only occvrred in the third quarter of .%74, appreciation of
the rand would not have been unsuitcble internally, ot least during
the second half of 1974

Fourthly, o more flexible policy, by taking fuller account
of the externol position and hopefully deterring adverse leads and
lags, would provide greuter gold sales flexibility. For instance,
when the policy wos introduced the market price was weakening,
having fallen to roughly $150 an cunce from 180 in Apxil 1974,

The desirability of avoiding unwilling selling of gold was therefore

present.
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Arguobly the change also reflected the low level of the gold
and foreign exchange resexves. The minimum occeptuble reserves/
imports rotio during the postwar period had appeared to be around
twenty per cent, but fifteen per cent was approached ot times
during 1974 if the gold stocks were valued at the official price
of $42 an ounce. The Bank, however, denied that this influenced
the introduction of managed floating of the rand.’

In addition, the move could have indicated o reduced emphasis
on import controls as « balance af payments instrument, but this

was anticipated for regsons divorced from exchange rote policy.

4.2 Principles of Operction of Managed Float
The question of how the policy would be operated was exploined

as follows:-

It is envisaged thot the rote will anly be adjusted when
necessary in the light of foreign or domestic developments
and not necessarily every day, every week or ot regular
intervals of any kind.  Under the new palicy, the monetary
authorities will not necessarily peg the rand to any
weighted average of all other currencies. In other words
there will be no firm commitment, even in the short term

to avoid any effective uppreciation or deprecigtion of the
rond in terms of all other currencies.  Under South
African conditions any such commitment might expose the
Bonk to undue exchange speculation by dealers in foreign
exchange and create other practicel difficulties. Moze
importont it cannot be assumed g priori that in a world of
floating currencies a constont avercge external value of the
rand will be in the economic interests of the country.

Nevertheless, in odjusting the rond-dollur rete from time

to time the monetary authorities will be guided to some
extent by movements in the effective exchunge rate of the
rand.  Other factors to be taken into account are changes

in the exchange rotes of individuol currencies of special
importance to the Rand Monetary Areq, the Rank's own

foreign exchange dealings, actual ond prospective balunce

of payments tendencies and the domestic financial and .
econamic situation. 7

4.2.1 Rate Changes Effected
In bringing the policy into operation in June 1974, the Bank
appreciated the rand agoinst the doller by ,67 per cent based on
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o new middle rate of $1,50 to the rand, with the spread between huying
and selling xotes remaining at 0,5 per cent.

Tt wos widely cssumed thot movements in the rand would be made
to keep its averoge volue more stable than previously, when it wos
suecessively drogged up and down along with the dollar. However,

during the second half of 1974 this did not moterialize (ses Figure 6).

The expectation of more frequent and smaller exchange rate
odjustments wos quickly fulfilled. In mid-August o two per cent
devaluation of the rand against the dollar was announced, bringing
the middle rote to 1,47, in response to the strengthening of the
U.S. currency. On August 19th, prowpted by further strength in the
dollar the central rate was lowered another 1,4 per cent to $1,48
bringing the overoll develuction ogainst the doller in the first
three weeks of August to 3,4 per cent. On September 5th 1974 o
further devaluation of 2,1 per cent was effected in the face of the
strength of the dollar. Quickly it became cleer therefore that
wdjustments would be mode whenever deemed desircble.

Within o few doys on September 10th a 0,7 per cent revaluation
was onnounced with a middle rate of ¥1,43, whichwas interpreted in some
quarters os o surprise move, in view of the strength of the doller
designed to confuse speculutors.8 Subsequently, five further uvpword
adjustments were mode against the dollor storting in November 1974
the last being a ,68 per cent revaluation on Februery 25th 1975.

ALL were mode in the face of the wedakness of the dollor, and had

the effect of keeping more stable than previously the effective

velue of the rand (see Figure 6). Thess latier changes were designed
to avoid speculation in favour of the rand building up sipnificontly,
but their sizes were limited ensuring that they had no meoningful
anti-inflationary impact. The authorities were probably restrained
by the low foreign reserves and, beginning around August 1974, a new
dewnward phase of the husiness cycle.

Bepinning in March 1975 the dollor began to recover, and on
April 4th the rand was devolued by 1,4 per cent.  Thexeafter, the
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rote remained unchanged until June Z7th when the policy was officiclly
abandoned.

In all, eleven odjustments were made, seven vpwards ond four
down, with the middle rate for the dollar ranging from §1,42 to
#1,50, os shown in the table: -

TABLE 2 - RAND CHANGES AGAINST THE DOLLAR (June 1974 - April 1975)

June 21st 1974 Revalued by ,67% to $1,50 Equals RL.
Avgust l4th 1974 Devalued by 2,0 % to $1,47 Equa s RI.
August 19th 1974  Devalved by 1,4 % e 1,45 Equals RL.
September 5th 1974 Devalued by 2,1.% to $1,42 Equals Rl..
September 10th 1974 Revalved by 0,7 % to $1,43 Equals Rl.
November 1lth 1974 Revalued by 0,7 % to $1,44 Equals RIL.
November 18th 1974 Revalved by 0,7 % to 1,45 Equals RL.
January 24th 1975 Revalued by 1,4 % to g1,47 Equals RL.
February 21lst 1975 Revelued by 0,68% to $1,48 Equals RL.
February 25th 1975  Revalved by 0,68% to £1,49 Equals RL.
fpril 4th 1975 Devalued by 1,4 % to $1,47 Equals RL.

Figure & shaws that movements in the rate against the dollar
constituted three cycles. Firstly, a cycle of depreciation cgainst
the dollur as the lotter strengthered, then one of appreciation as the
U.S. unit declined, and finally another depreciation cycle in the face
of the strength of the dollar. At the some time, clthough the trade
weighted volue of the rand fell morginally during the float, from
late 1974 onwaxds it waos not ollowed to deviate much.,  Thus, ance
the effective rote changed by more than o percentage point or two,

an adjustment tended to be made to bring it back into line.

~ 4.3 Appraisal of Policy

This policy had o number of negative results., Firstly, its
hondling soon allowed market operators to perceive the criteria bein‘g
used to determine the timing, direction and extent of rand adjustments
against the dollar.  With the passage of time, the predictability

of changes hecome more obvious, and speculation more serious.

o~
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Destabilizing leads and Lags, which it was hoped would be discouraged,
siere encouraged. This stemmed from the increasing predictebility of
the policy which simulianeously promoted exchange rate consciousness
umong the business community. Far from reducing public interest

in rate changes os they becume more frequent aworeness of possible
adjustments increased.

To what extent foreign exchange declers were responsible for
such speculation is impossible to gauge. Banks are required to
provide monthly statements on their investments in f-reign currencies
and if necessory the outhorities could osk for weekly returns,
although as far os con be ascertoined this did not occur.  Obviously,
dealers would have adjusted their short term positions, and particulaxly
the larger banks, given the volume of their foreign exchange business
It is highly unl)ikely that bonks encouraged clients to speculate,
but they are responsible for protecting the interests of their clients
and they would edvise them, for instance, whether to tuke forward
cover depending upon prevailing conditions.

Secondly, leads and lags complicated mancgement of the foreign
resexrves. In theary, this increased exchange rate flexibility
shovld have reduced the need for such reserves. In practice, the
opposite occurred as speculation surrounding the rand intensified
foreign exchange traffic in o certain direction und then was unwinded;
the resulting pressures had to be boxna by the gold and foreign
exchange reserves.

Thirdly, the policy which finally materialised of mn5n£~%ning
the trade weighted value of the rand relatively constant was
inconsistent with the philosophy behind exchange rate policy since
1971.9 This incorporated allowing the trude weighted valve to be
correlated with the gross gold and foreign exchange reserves and ihq
business cycle in on effort to influence intexnal economic conditiens
Under the managed float, policy became dominated by the need to tzy
and countexact leads and legs, und avoid disruptions on the copital

account.
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Between June 1974 ond June 1975 the foreign resexves of the
Bank remained stoble between R700m. end R800m.  Nevertheless, under
the float the ability to conduct an effective macroeconomic
policy vic the exchange rate was undermined. If o sizeable
adjustment in the value of the rond had become desiroble, achieving
it by ¢ series of smoll changes would have stimvlated speculation,
and possibly inhibited changing the rate at all.  Alternatively,
in such circumstances, the monaged float could have been abandoned,
ot least, temporarily.

The question arises why the Bonk allowed itself to be 'cornered'
as a result of its predictable exchange .ate chunges, given that
when the float wos introduced the Bank recognized the dangers of
pursuing such o policy.lo As noted above, the mojor reason stemmed
from the belief that it had to be enacted to prevent build ups in
leods and logs: in other vords the lakter problem would otherwise
have been worse.

Ancther reasen moy have been that the Bank felt committed to
effect changes it the rond rate because otherwise the impression
may have guined ground that the policy was lapsing. Thus, if only
to aveid inaction, when the dollar moved meaningfully in one direction,
the authorities felt obliged to respond. In oddition, keeping the
weighted volue of the rand relatively unchanged, which became
discernible towards the end of 1974, occurred at a time when the
foreign resexves were stable around R700-R750m.

It would be unwise to assume that o cause and effect
relationship existed here. Looking at the net Foreign reserve
position, instead of the published foreign reserves of the Bank, a
different picture emerges {see Table 3). The net foreign reserves
incorporate both the holding of the Bank plus those of private
sector banking institutions, ond are derived by subtracting shoxt
term foreign licbilities of the monetory banking sector from total
Foreign reserve holdings of the sectoxr. As Tnhle 3 shows thers
was a seriovs deterioration in the net foreign reserves since
around the middle of 1973.
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TABLE 3 ~ DISTINCTION BETWE™N OFFICIAL GROSS AND NET FOREIGN RESERVES (Rm}

(1) (2) (3)
Short Term Foreign Totel Official Total Net
Liobilities of the Gold and Foreign Foreign
Monetory Banking Exchange Reserves

l&; Sector* Reserves (2-1)
i Lst Quarter 1970 170 1044 874
: 2nd Quarter 1970 194 1033 839
: 3rd Quarter 1970 190 906 718
! 4th Quarter 1970 188 807 619
1st Quartes 1971 202 742 540
2nd Guarter 1971 211 691 480
2vd Quorter 1971 194 603 409
Ath Quarter 1971 283 651 368
i Lst Quarter 1972 291 707 416
2rd Quorter 1972 241 863 622
: 3xd Quarter 1972 229 1 003 74
- 4th Quarter 1972 256 1088 832
lst Quarter 1973 240 1241 1 001
2nd Quorter 1973 235 134 1 106
3rd Quorter 1973 273 1245 972
4th Quarter 1973 247 976 729
lst Quartex 1974 292 1 068 774
2nd Quorter 1974 299 929 430
3rd Quarter 1974 341 872 531
A 4th Quarter 1974 asé 909 523
lst Quarter 1975 370 904 534
20d Quarter 1975 446 927 281
3rd Quorter L975 900 1070 170
4th Quarter 1975 1039 1100 61
1st Quarter 1976 1 352 1346 -6

*Includes Reserve Bank + private sector banking institutions.

Source: Adapted from Reserve Bank Quarterly Bulletin figures.

_ _ “ B -
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4.4 Fectors Complicating Opergtion of Policy

pwo diEficultles in particular complicated matters.
4.4.1 Forward Bxchange Policy
Difficultie wencountered were compounded by changes in forward
exchange cover grrnted,  In August 1974 the Bonk increased the cost
of forward dollar cover for imports from ene pér cent o iwo per cent,
the cost of dollux cover for exports remaining at one per cent per
annum.  Simultoneously, the Bank laid down that troders must toke out
forward cover within seven doys of the controct being signed. This wes
an awkward megsure which discoursged impuxt ws from utilizing cover
facilities and which together with the cost inwresse acted os q
disincentive for importers to Finance their imporis overseas.  Also,
in Augyst 1974 dollar import cover for more than six months was
increused from one per cent to six per cent per annum since such
fucilities were in sirong demand owing to horbour congestion in 1974
and eorly 1975.ll Thereafter, the cost of forward cover for dollor
controcts of six months or less was increcsed to three per cent per
annum in September 1774

Late in 1974 and early 1975 these measures, plus the weakness
of the dollar and the strength of the gold price (lote 1974), meant
that mony imporfers decided it was cheoper to caxry the excharge
risks themselves and less use was made of forward facilities. This
was the opposite of what the authorities wanted, namely to ehcourage
traders vegularly to take out forward cover, and so reduce currency
speculotion.  Not surprisingly, these meusures reacted advsrsely
on the Bank from March 1975 onwards. With the dollor stxengthening
and sterling weokening, the rond looked suspect ond this encouraged
importers to cover their commitments by borrowing from commercicl
banks, which resulted in pressure on the foreign reserves.

Against this background, early in 1975, the rote was out back ©
t6 one per cent with the aim of encouraging importers to finance
abroad, and enter into forward contructs which estoblish specifie
payments periods, ond thus xeduce leads and lags due to speculution

by Importers.
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Official policy during this perioed involved twe unfertunate
wspects, Managed floating encouroged leads and lags influences
Fostering the more extensive vse of forward facilities would have
eased this problem, but the measures adoj.ted onlv complicated
matters in this respect.

4.4.2 Problem of Leads and Lags

The mancged floating was superimposed on on environment
conducive to leads and logs.  The locul economy with its apen
nature, o tendency for current account deficits to be motched by
capital inflows, and o fluctuating gald price provides conditions
which con lead to sexrious adverse leads and lags movements which
can significantly offect the foreign reserves. Given shis situotion,
maintaining o sliphtly undervalued exchange rate could have mitigated
this problem, as = 11 as complementing economic growth objectives.
Howevesr, duriny periods of dollar strength and/or sterling weakness
this would have been difficult to enginser.  Also, economic
conditions would not ~"ruys be conducive to maintaining o marginally
undervalued rate, wh. . in ony cose could not stimulote the economy
much,

Unfortunately, monetory policies exacerboted this capital
account problem. During the 1974-75 y-or ending in June thexe was
an increose of R885m. in the net claims of the banking sector on the
government, of which moxe than R600m. on o seasonally adjusied basis
wos recorded during the tirst half of 1975. This uggravated leads
ond lags in three ways. It .ontributed directly to an increase in
the money und near money supply.  Secondly, it provided bunking
institutions with excess liguid assets, thereby making it easier to
expand domestic credit to the pyivote sectur in substitution of
foreign trode credits, Thizdily, it assisted in depressing intevest
rates to levels in some cases lower than comparable rates aversecs. 2

Yet, ot the same time, one objective of monetary policy was to
keop rates up in an effort to siimulate copitel inflows ond overcome

the leads ond logs problem.13 In other words, the Latter problem
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was encouraging restrictive policies ot @ time when the eeonomy

wos slowing down. Moreover, speculation aogeinst the rand preduced
more volatile liquidity conditions in the economy, os well as
necessitohin: the Fank to udjusi its foreign exchange investments
with © 5.7 1 emphasis upon liquid assets yielding lower intesest
rate LilurkE.

Yereaver, on the gold front problems emerged.  As previously
susgnsted the monaged flogt might have besn expected to improve the
floxibility of the authorities in conducting gold sales operctions.
In proctice, beneficinl effects in this regord were not apparent.
For instance, any sirengthening of the dollur encouraged the build-
up of leads and logs ond caused the foreign reserves to suffer
(ulthough mitigated by short texm foreign loans by the Bank). This
increased the pressures to sell gold on the market ot o time when
the price moy olready have weakened due %o the strengthening of the
U.S. unit. There are in fact grounds for suspecting that this
soquence of events may have contributed to the weakness of the gold
i sexly in April 1975,  What is more, during May end June 1975,
the

.gth of the dollar, particularly vis-a-vis sterling,
advers:ly affected leads and lags, and increased pressures for gold
sales at o time when the free morket price was wesk parily becouse
of o second gold ouction by the U.S. and when the need to ssil
bullion waz enlianced by the fall in demand fox Krugett—c:un\:ls.l4

Abarid

4.5  Regsors for ing Policy

Simulteneously with the 4,7 ror cent downward odjustment of
the rand agalne the dollar on June 27th 1975 it was annownced that
the matgged f.ont had been cbondoned.  Strietly speaking, the polic,
was only adhored to until the odjustment on April 4th 1975, after
which the rend rate was held constant until the more significant
adiugtment in June

Thera were twe mojor raasons why the policy was abondoned.
Vhe first reason wos the hope that through reducing speculative
pressures monagement of the foreign reserves ond gold sales flexibility

would be improved. Secondly, it wos felt thot capitol inflows were
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deterred, since exchange rate consciousness among the business community
increased which discouraged privzée borrowings oversesas on fears of
exchange rote changes.

Overcll movemerts in foreign capital inflows do not indicate
euch deterrents, since the capital account charged from an adverse
balance of RI50m. in 1973/74 to a suzplus of Rl 499m. in 1974/75.

The source of the lecds ond lags problem, however, can be gleaned
from the private short term capital flows, including errors and
unrecorded transactions, In the third quarter of 1974 this item
recorded a surplus of R33m, followed by net inflows of R342m. and
R20Lm. in the following two gquarters. By contrast, during the second
quarter of 1975 expectations of rand odjus ~ents led to an ovtflew

of Réém. In cther words, leads and lugs seemingly only became o
major problem during this lotter period os importers speeded up
payments, exporters delayed repatricting foreign receipts, and other
private inflows were discouragad,

Towards the middle of 1974 the exchange control outhorities
announced that they would consider favourably private sector
applications to borrow cbroad for a period of not less than six months,
provided the funds financed expansion of production capacity., In
August 1974 it was annouvnced that exemption from non-resident tax
on interest would be considered in the case of foreign loans for
deserving projects, Such incentives were of little benefit ot
times during the float because of the lack of forward cover on rand/
doller loans, unless the lotter financed treie deals. In comtrast,
this deficiency did not apply to thes public sector

4.6 Lessons to be Leaxned

From the viewpoini of the Republic, experience showed that
where frequent small vute chonges were mode this would only increase
spenulation if they became predicteble.  Paradoxically, linking
the rand to g weak currency {i.e. sterling) would in some respects

have been more condycive to success of the float. The progressive

depreciation of sterling since March 1975 would have necessitated

-~
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smull upward rond odjusiments, which would have deterred udverse
leods ond lugs since exporters would hove spesded up transfers of
money to South Africa, ond importers would have delayed moking
payments.  The mointenance of g slightly undervalued rand would
have been possible, thereby potentially providing greater external
stobility. On the other hand, the politicel discdvantages of
linking to the pound in the sense of the Republic linking its foriunes :
to thot of o country facing serious economic and political difficulties
as well as the exclusion of any meoningful stebility in the rate
for the rand ogainst the dollar ond the currencies linked to it,
weighed aguinst such a policy.l Also, inducing faveurcble leads
and legs con crecte internal monetory stability problems.
4.6,1 More Frequent Adjustments

The question arises whether other modifications in the float
covld have made it more svccessful. In ihis connection it is werth
considering the idsa that changes in the rond rate agoinst the
dallar should have mode the floot more okin to o modified crawling
peg operction.16

Given smaller and more frequent rand adjustments on soy o
weekly basis or even @ deily basis, this could have meant that eazh
rate change was economically insignificent; in addition they could
have become less predictable since, on occosions, adjustments could
have been made For the sake of moking a change even when no economic
factors required this, or effected so as to be the reverse of marzket

expectations.

The purpose would have been to tackle wore effectively leuds
and lags. However, whether success could have been achieved is
opeh to question for a number of reasons. Firstly, economic

circumstonces could arise which rnquire o significent change in the

exchange rate of the rund und encouroge leuds and lags unless the
authorities oct quickly to adjust the rate. Secondly, o pattern
may have emerged which shoved thot the average value of the rand was

being kept roughly constant or correlated with the gold and foreign
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exchange reserves. 1in such circumstonces, peopln toking a views

on the dollar and/or the foreign reserves position, would not have
been deterred from acting because each chunge in the rote was
insignificant ond unpredictable. The incentive may have been
encouraged by the likelihood that specuvlation, if sufficiently strong, -
would have induced an appropriate adjustment of the rate. In
particular, given the position ofter March 1975 regarding the dollar
and sterling, such o system might hove aggrovated leads and legs.
Making smoller and sometimes unpredictable rate changes weuld not

have discouraged traders from taking action in view of the established
trends of these currencies.

Moreover, irrespective of its influence in deterring leeds and
logs, such o system would have meont thet stobility in the exchange
rote of the rand against the dollar bloc currercies would disappear.
Makifg adjustments in the rand/doller rate on a deily or weekly basis
would have arguably constituted o more "market orientated' exchange
rate policy. The validity of this is dubious given the institutional
arrangements governing South African exchange rates. Hovements in
the rand/dollar rate would still have been dependent upos arbitvary
albeit more frequent, chenges in the ‘peg', while changes in the
rand/non—dollar rates would still hove been dependent on the rand/
dollar rote together with the operation of murket forces influencing
the flouting dollur wguinst other currencies.

It would, however, be unwise to conclude thet such g prlicy
would always be unsvitoble. The volue of undertaking frequent
adjustments of the rand/dollar rate may he greater where periodic
devaluations or revaivations were persistently being nullified by
strength or weakness of the dollor. In other words, suppose
the seculor trend For the rand was dowhwards, und periodic
-devuluations ogginst the dollar wateriolised say every three
or six months. If ths dollar simultoneously coatinued to
strengthen,the benefits of the periodic cuts in the value of
the rand against non-dollar currencies {assumed to be floatihg)

would be quickly eroded. This would only be corrected
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when the next devaluoation occurred to be follawed by a repeat of
the cycle. In such circumstonces, exporters may be better scrved
by more frequent but smuller rate changes.

4.6.2 Linking to o Currency Basket

The previous observations suggest the inadviscbility of linking.
the rond to o basket of currencies or the SDR wnit which is based on
o bosket of sixteen major currenzies. Foxr South Africa to link the
par velue of the rond fo the SDR at o specified rate, and then olter
the rate of the rond on a daily or weekly basis in accordance with
changes in the value of the dollar in terms of the SDR unii, would
involve gutomoticity which could ot times encourgge leads and lags.
On the other hund, this problem could be mitigated to the extent
thet traders expected anly graduel movements in the value of the rond
against the dollar.

In addition, this procedure would conflict with the desire to
see the overall value of the rond rise or fall ot certain times,
although it would mean thot the rond would not automatically floot
up or down with the dullqr‘l7 Also, by expressing the por value
of the rand in terms of the SDR, it could be interpreted as acceptance
of the SPR as numeraire of the internctional monetary system. The
preference of the Republic is for o system with par values expressed
in texms of gold.

4.6.3 Rand Floot Simulgtion

Another version of the managed float could have been a simuloted
rend flost under which the rate would have been manipuloted to txy
and reflect developments if the rand wus flowting.

Technically, it would have been feasible to simvlate a xand
float only against the pegging currency (the dollar). To simulate
other rotes would lead to inconsistent cross exchange rates for the
rond, and exchange arhitrage would develop ot the expense of the Bu;k,
the rates for these currencies quoted by the lutier differing from
those in the market. The simulation could have been based on weekly

movements in the net foreign reserves of the banking sector, although
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it would hove been an imperfect simulation since the foreign reserves

reflect not only dollar but also other currenay transections.

The economic desirebility of such arrangemenis for the rand are
cantentious, but could have appealed to those favouring o Flooting

rote system.18 However, it would have offered no solution to

speculotion, since traders, by menitoring the resexves, would ot
¥ times have been giver a clear indication of potential rand/dollor
trends. To olleviate this problem the authorities could have
manipulated the foreign reserves, thus discarding o genvine simulated
float.

More likely, any simulation would have reflected brooder
economic and political foctors, and not just foreign resexve

movements in orxder to make it less prone to speculation. The system,

i however, would still have been distinct from the managed float.
Rates could hove been adjusted in anticipation of dollaxr rate changes

and not because of actual movements, while being more frequent ond

surprising, possibly causing some spaculators 17 lose money, and
stay out of the market. Also, thers would have been no adherence

to o specific average external value for the rand.
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Both systems incorporate the principle of small but frequent
changes in parities, but their mechanical aperations differ
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in two respects. Firstly, no ogreed leid down udjustment
zules wpplied to the monaged float.  For example, there
were no limitations on the size of carity chunges, whereas
undex the crawling peg chonges in parities ave subject to
'gliding speed limits'.  Secondly, vnder the local paiicy
there wos no band on either side of the rond/dollar parity
whereas, undex the crawling peg, obligations are retained
on monetary authorities to keep market exchange rotes
within o noxrow margin of the parity rates

) Both oim te deter speculative movements, s well os
depoliticize exchange rate changes. Also, both are designed
to provide monetary und fiscel palicies with greater
independence from foreign monetary conditions. In other
words, they incorporate moxe emphusis upon exchange rate
adjustment for correcting externol imbalances compared with~™
the Bretton Woods system.

However, under the managed float changes in parity were on |
occasions undertcoken to keep the weighted average value of
the rond unchanged, whereos under the crawling peg changes
would involve small devaluctions or revaluations in
circumstonces where othervwise payments imbalances wuy develop
furthex.  The manoged float wos designed to cope with an
environment incerparating both elements of fixed ond floating
exchange rates. In contrast, the crawling peg operates
where the basic featores of the fixed exchange rate system
are retained.

17.  Assuming the par value of the rond in terms of the SDR
remuined vnchanged.

18, The economic implications of flowting the rand ave discussed
in the intreductory chupters, as well as in Chapter 13.
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CHAPTER FIVE - EXCHANGE RATE POLICY, JUNE 1975 - SEPTEMBER 1975

Here o historical review of policy is undertcken, vhich covers
the period from June to September 1975. A more extensive sconomic
analysis is provided in the following two chapters.

5.1 Devalugtion of Rend in June 1975

In June 1975 the co;ntry obondoned the monaged float policy,
and declared thot in future the exchange rate pority with the dollar
would be kept constant for longer periods, ond only adjusted if
considered essential in the event ot ony bousic change in domestic
or international circum,_cnces.l In other woxds, the policy in
operation since the end of 1971 until June 1974 was reinstated.
5.1.1 Motivation .

The 4,7 per cent devaluation agoinst the dollar in June 1975
immediately restored the rand/dollar rate to that which existed
before the Smithsonion Agreement in December 1971, and the size
of the adjustment indicated that the authorities were keen to see
the new rate muintuined at least for a few months, barring emy
dramatic developments on the gold fromt or on the foreign exchange
markets.  Judging by the stotement issved by the M.nister of
Finance, the authorities onticipated that the rand would appreciate
somevhat in value in the shori term.z In other words, the rand
was deliberately undervalued in the shori term because of expectations
that this cdvantage would be eroded, which was subsequently proved
correct, Ln the meontime the move, it was hoped, would ensure that
unfavourable leads and lags, which had built up prior to the
cbondonment of the managed floating, would be reversed. Together
with the hoped for improvement in copital inflows, this would have
benefited the foreign reserves ond internol liquidity. This rate
odjustment, although it improved marginally the competitive pasitioﬁ
of locel industry vis-o-vis foreign competition, was dominated by
the objsctive of improving the capital account of the balunce of

puyients.
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The move fitted in wilh the policy pursued since 1972 which
ingorporoted the linking of the averoge external volue of the rond
with movements in the gold and foreign exchange reserves. Since
then there hod been o positive but legged correlution between
movements in the foreign reserves and the weighted overage volue
of the rand. During 975 the reserves showed signs of possibly
bettoming owt, but no signs of increasing significantly wmidst o
business cycle slowdown, and in such circumstances the authorities
were probably keen to ovoid ony significant rand appreciation.

This latter factor partly exploins the difficulties experienced
immediotely after June 1975 in txying to effect a smooth transition
from managed flosting to o system of less frequent but larger
exchange rute adjustments. Given the continued strengthening of
the dollar in July many people, noting the basic policy pursued
since the breckdown of the Bretton Woods system explained above,
suspected that the new policy involved a downgrading of the previous
mantaged floot, ond that therefore o further downward adjustment of
the rond vis-e-vis the dollor was to be expected.  The resulting
re-appecrance of leods ond logs wos only overcome by raising
interest rates, as well os relaxing exchange control regulations
This had o vseful ‘demonsﬁrutiun effect' in showing thot a rise of
a percentage point or two in the weighted averege value of the rond
was not sufficient by itself to induce a rond adjusiment.

5.2  September 1975 Devaluation

On September 2lst the rand was devalued by 17,9 pex cent
against the dollar. In view of the stxength of the latter, the
sharp fall in the gold price, and the donger of o serious re-emergence
of adverse leads ond lags developing at the time, o downward
adiustment wos highly likely if not inevitable. Whot wos somewhat
surprising was the size of the downward move for which a number of ~

“actors could be oscribed as being ible.

5.2.1 Motivation
The size of the devaluation roughly restored the pesition of

the gold mines o that which existed prinr to the gold price decline
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ot the beginning of September when the price wous abave F160 an vunce,
and thus relieved, in the short term, the problems faced by maxginal
mines, What is more, the current account deficit had remained
sizeable even though the slowdown phase of the business cycle had
been in progress since roughly mid 1974. Naturally, an improvement
in the external position was anticipated hy the move, which olongside
the deterring of adverse leads ond lags should have strengthened the
position of the avthorities in conducting gold sales at o time when
the bullion markets had been disrupted by the proposed I.M.F. gold
sales.

Associated with the latter factor was the probable desire to
engineer « marginally undervalued rand.  This had in particuler
useful effects in discouraging speculation ogainst the rand and
stimulating copitol inflows. In fact, the desire to reverse outflows
of funds and thus improve the capital account, ond especially to
reduce leads and lags problems, was o mojor motivation behind the
devaluntion move. According to the devaluation statement issved
by the Minister of Finance, the Auvgust 1975 measures had already
yielded positive results reloting %o lecds end lags influences, end
therefore puzzlement existed as to why concern over leads and lags
should have played a role in the devaluation decision.6 The great
danhger wos, however, that in the absence of o decisive devaluation
leads ond lags influences wovld have built up agein oh a scale which
the Bank could not have coped with, while simultoneously droiniug
liquidity out of the economy.

Apar* from the need to discourage leads and legs the encouragement
of capitel inflows wos important. This orose out of the need to
finance substuntial capitol prejects under way suc’s as Susol 2, and
it was argued that the type of foreign capital evailable at that
time wos particvlarly influenced by balarce of payments trends.
Foreign funds allegedly wers not being provided on o significont
scale in the form of risk copital, but instead moinly by woy of
banking funds such as euredellar finance where security of investment

channels wos of mojor importance In controst, other porties
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cloimed thut foreign investment is primorily a function of interest
rate differenticls or yield prospects, and is not encouraged by
currency devaluation.8 In recent years, however, the Republic has
became increasingly dependent upon eurodsllar and euraband finance
where loons are denominated in foreign currencies.9 The balance

of payments position of a country plays g key role in determining

the degree of accessibility of such funds.,  Also, there is o trend
in the Republic for the demand for eurocurrency finonce to dry up

in the private sector at times of fears of a possible rend dewvalustion
due to the lack of forwerd cover facilities.

What is certoin is that the more pessimistic outlook for o
world coonomic recovery in the short term influenced the authorities
in declding on @ big adjustment in the interests of internal gro«th
stimulotion. 0 The wythorities believed u typical ‘conflict’
situation had arisen in mare pronounced form than in 1971 when the
previous sizeable devaluation moterialised.

Simultoneovsly, the move was designed to boost the tox revenue
of the government, help reduce its reliance on bank credit to
finance government expenditures, and gid monetory and budgetery
stabiliity.

In oddition, it would appeor as though the size of the devaluwtion
wes influencad by the view of the avthorities thut the dollar could
strengthen ond sterling weaken. In this xespect it seemed thot in
August 1975, ab least, not much oppreciotion of the dallar wos
expectsd.lz A chonge of mind would oppear to have materiolised
singe leter the Minister of Finance claimed that the devaluation ook
account of the possibility of @ strengthening of the dollar.™
5.2.2 An_Alternative Sirategy

In same quarters this substantial devaluetion was criticised
on the grounds that such o currency adjustment showld be carried ouvt
only in cireumstonces-where the economy has undergons fundamentol
change whica requires structural medification, ond thut the authorities
were using the exchange rate os on instrument of economic policy to

an undue extent.14
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A key issue in this argument relotes to the fall in the gold
price. If this decline was regarded us only temporary, the case
for resisting such a devaluotion was persuasive, and vice versa if
the fall was regarded os more than o short term phencmenon., In
the devaluation stotement issued by the Minister of Finance he
stated ithat 'in the short term the value of our net gold output is
unlikely to come up to eorlier expectations'. However, luter the
Minister said

the hearish reaction to the L.M.F. Agreement has been lurgely
due to an incdequate apprecigtion of the irve meaning and
significaonce which has given gold a more importent and
meaningful monetary role than it has held for some time. 15

The latter stotement might be interpruted as indicoting that in
officiel circles some recovery in the gold price was expected before
long. Even if this interpretution was correct, however, one still
has to consider, in viewing the merits or otherwise of devaluing,
the magnituds of the short term difficulties if no devaluation had
ocevered.  For instance, it was alleged that ot $140 on ounce (pre~
devaluation), roughly twenty-seven per cent of milled tonnage in the
gold mining industry would have been uneconomic involving o Lebour
force of oround 200 000, and creating o strong burden on the state
assistance schame for morginal mines. Loter, moreover, it became
clear that the cuthorities hod onticipoted that the prospects for
the gold price at the time of devaluation were rather poar.17

It hos bees cloimed that except for the cumulative effects

during ond ofter o great war, structural changes by themselves are

not of major significance as causes of balance of payments difficulties. S

Since the exports of South Africay are concentrated with heavy reliance
on gold the economy can be regarded os particularly vulnerchle to
structuxal foctors which affect the balance of payments since the
gold price con now fluctvate morkedly, Certainly, vulnerability

of the economy to structural change smanating in the gold sector was
less marked in the Cretton Woods era when there was o guaranteed

fixed price of gold.
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That the economy, at the time of devaluation, hud vndergone
a fundamental change which invelved a loss of int rnotional
competitiveness might, moreover, be argued by reference to monetary
and fiscol developments during the 1973-75 period. During the
entire post-war périod the economy “ns been characterised by a strong,
although somewhat icuned, positive correlation between the rote of
growth of the money supply and foreign resexves on the one land;
and the business cycle on the other. Any sustained rise in the
foreign reserves has boosted the rate of increase in the wmeney supniy,
which in turn provided the base for on wpward phase of the businass
cycle. Conversely, any protracted fall in the foreign reserves
has been accompanied by o lower rate of increase in the maney supply,
and less vigorous expansion. of the economy. However, recently
this consistent pattern was broken.  After mid-1973, when the foreign
reserves began to foll, followed by the slowdown in the economy
initioted cround the middle of 1974, this was not accompanied by
retordation in the rate of inczatse of +ho monsy supply until 1975.17

This unosval phenomenon was responsible for the lack of any moderation

in the inflation rate of the Republic af o time whes Ionue s
pressures which emanated from rising import prices had storted io
fall sinve the beginning of 1975.  These developments therefore
roised the question whether some sizeable devaluation of the rand
was inevitable.

A number of foctors can explain this monetary phenomencn.
Firstly, the budgets in 1974 and 1975 were charocterised by big
increases in government expenditure. The latter budget, in particuler,
was based in part on whit in retrospect prz;ved unwarranted, namely
the maintenance of historically high free market gold prices,2
These fiscal developments forced the government to tuzn more to
bank credit to finohce its expenditure, as indicoted in the following
‘table:-
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JABLE 4 - BANK CREDIT EXTENDED TO GOVERMMENT
Net Increase in Bank Claims on Percentoge of G.D.P.
Government

1971 R318m. 2,3

1972 R 90m. 0,6 A

1973 RL20m, 0,6

1974 RA433m. 1,9

1975 k7970, 3,1

Source: Adapted from Resexve tunk Quarteriy Bulletins,

Secondly, the continued high rate of increase of the money

supply may have reflected chonges in externcl conditions which
confronted the authorities foilowing the breakdown of the Bretton
Woods system. Local exchange rate policy had come to i ke

the use of the xate os on instrument of economic policy, whereas

Lefore it was o reference point to which internal sconmomic policies

hod to be disciplined. Official policy may therefore have incorporated
a willingness to pursve expansionary policies on the basis that any
resulting inflotionury pressvres ond poyments dirficulties could
partially be "token on the exchonge rate’.

However, if the economic structural change argument wos regarded
as untenable, and the currency adjustment inadvisuble, what alternative
strategy could have been pursued? The most likely measures would
have been a tightening of import cortrols and additional restrictive
monetary policies. This policy option will now be discussed.

5.2.3 Import Lentrols

Additiongl import contrals should have improved the balance of
payments ond would hove been more easily reversible at a future stage
than devalugtion. This is because the outhorities in the short term
would have been reluctant to revelue the rand unless there hed been,
for instance, o considercble rise in the gold price. Such a move
would have cast doubts on the propriety of devaluation, possibly
invited suspicions that o manoged rand floot was going to be re-
introduced, and intensified exchange rate consciousness omeng the )

business community.

[




107

On the other hond, apurt from the economic discdvantages of
import controls, it is unclear whether they would have produced
significont shart term benefits, because the third round of import
permits had clready been granted. They might also have been
criticised overseas as unco-operative in view of the danger of
trode controls spreading.

5.2.4 Monetary Policy

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

It must, however, be remembered that the devaluation was
qceompanied by some tightening of liquid asset requirements, and
in the absence of any significant currency odjustment the severity
of deflationary measures reguired to constitute an effective policy
vould appesr to have been unacceptable to the nutharities.21
Particulurly in view of the failure of the gold price to recover
meaningfully, it must be guestioned whether such measures would
have been occepted as sufficient by the foreign exchange market
If not, serious pressures on the modest foreign reserves of the
Reserve Bank, which stood at R794m. at the end of August 1975,
would have built up.

Mention of the leads ord logs brings us back to the circumstesces
surrounding the September develuation. The excessive expenditure
of the government, financed to o lurge extent via bank credit,
meant that the commercial banks built up o considerchle excess of "

ligquid assets in the third gquartex of 1975 as shown in Figure 7,
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This figure also shows the marked decline in the net reserves of

the banking system in the months before September 1975.  Hence,

once the rand came under suspicion bank credit wos availuble for
importexs ta settle their foreign exchange commitments quickly

thus producing o xun on the rand. OUne lesson of the 1975 devaluation
was ~lear.  Gontrol over the exchange rate can be seriously vndermined
in_circumstances where excessive government e;genditure coyses o

build up of liquid asset holdings among bonks, the rend is undex

susp cion, ond many traders have exposed foreign currency licbilities.
5.2.5 Implications of Devaluotion

A mojor objective of the devuluation was to contribute towards

budgetary, financisl and economic stability in the economy.zz In
the next chapter this cbjective is criticolly onclyzed. Compared
with the clternative strategies available, incrsased economic growth
in the short team would hopefully materiulise. However, in the
Longot texm the growth implications may not hove been so favourchle,
This substanticl devaluation was executed when the anflution xate as
measured by the consumer price index, was already thirteen por cent.
The move therefore considerably complicoted efforts to cllcvicte the
problem.

The decision to devalue in September 1975 hos ulso been crificised
on the grounds that an improvement in the turrent nccount could net
be expected since price elusticities of demand for the imports ond
exports of the Republic are not sufficiently lurge‘zs Whether
occurote estimates of these porameters car be ascertsined is open
to question. Nevertheless, the repercussions of the devaluation
were disappointing, A current gccount deficit of Ri 8l3m. in 1975
was followed by o deficit of R1 630m. in 1976 but it would still be
injudicicus to conclude that this reflected failure of the devulustion
itself. '

A number of factors were detrimental to the success of the
devaluation move.  Firstly, the trade weighted value of the rand
apprecioted by 5,1 per cent betwsen the end of September 1975 und the
and of Hay 1976.24
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Secondly, periodic scores about the danger of another devaluation
of the rand and/or import controls, which reflected the poyments
positions ond the strength of the dollar, played o pnrt.25 Thirdly,
during all four quarters of 1976 seasonally adjusted inventory
holdings, valued on an annuol basis, declined ond so helped on the
import Front.26 Nevertheless, the deteriorating politicel situstion
in the months following the devaluation must hove encouraged the
stockpiling of imported items. Similar considerations encourgged g
Flight of capital from the country, one method involving the over-
invoicing of imports, which allegedly, teuched serious proportions.
Fourthly, the terms of trade of the country in 1975/76 moved udversely.28
Lastly, lerge copital projects, with o substantial import content,

were initiated such as Sasol 2.
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CHAPTER SIX - EXCHANGE RATE POLICY AND INTERNAL ECONOMIC STABILITY

.t analyzing the exchonge rote policy of the Republic it is
impor+ant to recognize thot capitel account factors, together with
the ubjective of maintaining internal budgetory and economic stobility,
have influenced policy to o greater extent then factors related to
the current vccount of the bolance of payments.l The purpose of
this chapter is to analyze hov the pursuit of esoncmic stability
has influenced exchange rate policy. The follewing chapter reviews
the relationship between the copital occount and exchange rate policy.

6.1  Influence of Budgetary Position on Policy

In recent years devalvations occasionally have been influenced
by their fiscal implications. A devaluation results in higher
costs for imported military equipment and other imports end in
repaying foreign official loans, as well as an increased governmen{
licbility for losses sustained by the Reserve Bank on forward
exchange contracts. Nevertheless at the same time toxation receipts
can be boosted significantly by a currency adjustment.

In this respect u particularly important aspect is the

relationship b.tween devoluation, tax _receipts from_gold miping and

government revenues. Given a fluctuating gold price the maintenance
‘0. reasonchle stability of gold mining output in value terms con be
important not only for balance of payment but also for
budgetary reasons. In 1976 @ $10 per ounce all in the geld price
entailed o drop of roughly R190m. per annum in foreigh exchange
receipts, and a fall in tax receipts of around R1l3m, on an annual
basis.?  The sizs of the 'shoreholding' of the govexnment in the
gold mining indus' - is further illustrated by the average marginal
tox rate of aroun  tventy per cent which prevails.  Furthermore,
state reliance on gold mining recaipts has increesed in recent

yeaors as shown in the followiny table:-
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ABLE 5 - NET GOLD OQUTPUT. AND GOVERNMENT RECEIPTS FROM GOLD MINING

Net Gold Estimated Tox ,and  Estimated Tox ond Lease
Outpuggtkgl Lease Payments (Rm) Poyments as Percentage
of Estimated Stote Revenue

1972 1161 130 ’ 4,30
1973 1765 154 5,05
1974 2 58¢ 294 8,13
1975 2 540 780 15,09
1976 2 376 837 14,16

1. This refers to the year ending 31st Morch

Sources: South African Reserve Bank Quarterly Billetin, various
Issues and Estimgtes of Revenve, Government Printer, ;
Pretoriq, various issues. H
Agoinst this background substanticl changes in the price of the
metal in both directions have vccasionally beon compensated for by ¥
changes in the exchonge rate of the rand agoinet the dollaxr. This
was illustroted by the devaluation in September 1975, which wes
preceded by a fall of xoughly £30 an ounce in the gold price in less
than o month, !
fFaced with such a situetion on elternctive strategy would have
been to increase taxation and/or resort to bank credit, assuming
that state expenditures remoined unchanged.  Relying upon bank

credit focilities, ir circumstances such os existed in 1975, could

not be recommended.  Other things remaining equal, it would have
boosted the money supply, and thereby worsened the outlook for I
inflaticn.3 In oddition, it would have exacerbated prohlems not !
only on the current uccount of the balance of payments, but also on
capital account hecause of,. inter lia, the encouragement it would b
have given to adverse leads and lags influences. X !
Resort to increused toxation of the magnitude requived i

September 1975 (more than R300m. on an annuel basis) would similarly
have been far from emsy. Apart from the danger that intolerable

balance of payments pressures would remain, raising such amounts
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vy indirect taxation could be inflationory, rven though a shoxp foll
in the ¢2ld price would reduce the money supply. It was only in
the March 1973 budget thot flexibility in using direct tax measures
was improved,

During the period since September 1975 another budgetary factor
has exercised ¢ strong influence on exchange rate policy. This
concerns the Laplicotions of any devalvation upon the liability of
the government for forward exchange losses incurzed by the Reserve
Bank. This subject is covered in detail in chaptex 11, dealing with
+he forword sxchange policy of the Republic.  As o result of the
losses incurre¢ on forward exchange account the incentive to devalue
in the fuce of o significert fall in the gold price has been reduced.
6.2 Exchange Rate Cycle of the Rand

The gremter flexibility exercised hy the Republic in its
exchonge rete policy is illustrated by tracing movements in the
weighted overage value of the rand since the end of 1971.  From this
date onwards this has fluctuoted considerchly reflecting clierations
made by the Bank in the exchange rate for the rand against tie
irtervention currency, and changes in the value of currencies floating
ogainst the intervention currency and thersfore the rand.  In July
1972, for instance, the weighted average valve of the rond was
roughly six per cent down compared with the end of 1971, whereas by
Jawazy 1974 it had gpprecicted to a level in excess of fourteen per
cent above that ot the end of 1971,

In oddition, the weighted average valuve, during the post 1971
paried, has disployed o strong positive correlation with movements
in the gold and forcign exchange reserves of the Bank, olthough
subject to o lag us shown in Figure 8.  Since around the thixd
quarter of 1972 {about nine months ofier the gold and foreign exchange
reserves started tu rise) until Jenuary 1974, the weighted average °
value of the rand moved upwards.  Thereafter, the rand deprecicted
in line with the fall in the foreign resarves, the latter having
peaked out in July 1973.5
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The relationship between the South African business cycle and
the bualonce of poyments follews the puttern of a paymeits surplus
developing during the business cycle downturn and the initial stoges
of the business cycle upturn, while in the later stages of the
upswing end the initial stages of the slowdown o payments deficit

back

tends to prevail. Given this d the guthorities have
deliberately monipulated the exchonge rate to contribute towards

gxternal, ond more particulerly, finternal stability. Durina the
business cycle upswing, ond also even after the foreign reserves

have storted to fall, the rond hus been appreciated in an effort
to restroin the growth in the economy. Conversely, during the
downswing ond the initial stages of the upswing it has been
depreciated to try and stimulate the economy.
6.2.1 Factors Encouraging Policy

A number of factars can be put forward os having encouraged

this policy. Firstly, since the breckdown of the Bretton Woods

. system the Republic has focused attention un the effective exchange

rate of the rond against other currencies.
Secondly, in conditions where it is ne longer feasible to maintein
o fixed rate ngouinst the intervention currency the attractions of
using the exchange rate as an instrument of economic policy is
increased, This is especially so when other countries ore doing
likewise, and when exchenge rate chonges in the rond ore wnlikely
to invite retaliction due to the insignificonce of the rond in the
global currency context.

Thirdly, eyclicol potterns in the world economy have changed.
The letter is mow harmonized cyclically to o greatsr extent than
before. Both the 1971.72 gnd 1976-77 glokal recoveries imvolved
the major economies moving together with o moderate time lag.
This meant that any country which hoped to expand primarily through
zelying vpan other buoyant economies has found it difficult during
recessionary periods such as in-1975.  The tendency for global
recovery to be drawn out hos increased the temptation to depreciate

the rand during such periods.
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This rand eycle policy can be intespreted us reflecting a
changed official ~iew shovt the importonce of wajor economic policy
ohjectives. . viculor, it reflected increased emphasis upon
economic growti .5 on price stability. This changed oxder
of priorities r .bably partly stemmed from the accelerating trend
of inzation in the vestern world, which induced o less cavtiovs !
locel inflation poliey,  Another factor, probably of greoter
importance, was the shorp increase in the price of gold in the early
1970s.  This meant that the gold mining industry was not so adversely
affected during this period by cost increases. Further support »
for this latter contention is provided by the reduced emphesis upon
exchange rote changes for the rand since the end of 1975. During
1976 and 1977, at o time when the gold price fell sharply to 103

an ounce in August 1976 before starting o recovexy, the parity of
the rand remained unchanged. On the other hand, during the lotter
period, the rand cycle still persisted, since the weightad average
value of the rand declined as the foreign reserves remained under
pressure and the slowdown in the economy continued (see Figure 8).

6.3  Influence of Policy on Economic Growth

In this section on assessment is made of the influence of this
exchonge rate policy on econemic growth.  As clready indicated,
when the business cycle has turned downwards, then aofter o lag, the
rand has been depreciated in an effor’ ta improve the bulamce of
payments, and stimulate growth. Any depreciation, by boosting
axport receipts and particulerly those of gold mining companies, is
likely to strengthen the fiscal position, and therefore the scope
for fiscol expansion. This can be unimportant, however, especially
in the early stuges of the depreciotion cyesle of the rand, becouse
balance of poyments difficulties tend to be a major constraint on
expansionary fiscal policies. After the devaluation in September
1975, for instance, an improved fiscal positioﬁ was followed by mors
conservative fiscal policies in ‘the March 1976 budget beceuse of

inflation and bolunce of poyments problems
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If growth is to be stimuloted a more important factor is the
influence of exchunge rate depreciation on the rotes of growth of
exports ond imports. In this respect a number of factors suggest
that the influence has been very limited.

6.3.1 Reversibility of Policy
One aspect of the rund cycle policy has been its shori term

reversible noture. For instonce, the rand wos depreciated at the
end of 1971 ond during o substantial part of 1972, but a rever-al

policy, which involved appreciation, was initiated as soon as October

1972.  In such circumstances, it is difficult o beiieve that such
a policy could have had a material influence on the growth of export
and import volumes, and thus economic activity. Moreover, if it

is continued in the future its effectiveness could be further reduced.
Over time resovurces may not be so easily transferable in response to
a cut in the effective value of the rand because of fears that
subsegiently the rate will be changed in the opposite direction.
Moreover, by depreciuting the rand and then subsequently letting

it oppreciote sconomic resources are encouraged to move into the
balance of payments sector and then to move out, which involves o
waste in wtilization of economic resources.  This_argument casts
doubts over the influence of depreciotion of the_zand in_improving
the external position irvespeciive of the size of the slosticities
of demand for exports and imports

6.3.2 Export Orientation

In ossessing exchange rate pelicy the export

consciousness in the Sovth Africon monvfucturing industry should
be noted. Locul industrialists, allegedly, suffer from an
inferiority complex in exporting, and ore oblivious to many
opporturities which exist. Local monufacturers need to be
educated about export opportinities, since many do not understond

the export incentives ovailable, and lack knowledge about

with expanding exports, particularly of minernls, bas similarly

been questioned.
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< Given these daficiencies which relate to manufosturing industry

this must blunt the effectiveness of any devaluation. Low export
1 consciousness in this sector ulso suggests that such a move may only
induce o response among certain producers after a considerable time

lug vhen they finally reclize the opportunities available.

g Howevex, such an owareness is unlikely to matericlise since policy
{ has been characterized by short term reversibility,

: Also, the view has been expressed that manufactured exports

l ore a convenient stop gap for South African companies between local
- business peaks. In other words, exporting is something to indulge

in when local demand falls, and should be dropped when local demand
incrsases to the point where to meet it they must enlurge their
plants or work extra shifts. If this is valid this would reduce
the attractions of depreciating the rand during the course of the
business cycle slowdown. However, Table 6, which shows the trend
in manufactured exports, does not support this hypothesis. Although
it only covers the main cotegories of manofuctured exports it shows
that the most substantial growth occurred in the boom years of 1973
and 1974.  In contrast, in 1975 the growth rate fell sharply despite
the slowdown in the local economy.
6.3.3 Statisticael Evidence

The effectiveness of recent exchange rate policy in improving
the current account con also be tested by statisticol means. On
the basis of data provided in the Reservs Bonk Quarterly Bulletins
the size of imbalances on the current accaunt in relation to gross
domestic product, expressed in percentoge form, have increased in
recent years., Whereas the figure was 3,2 per cent for the 1965-71
period;, it increased to four per cent in the 1972-76 peried

Another indicator, the share of South African merchandise
exports in world exports, similarly suggests that there has been

ho irprovement in recent years as shown in Table 7.
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TABLE 7 - TRENDS IN SQUTH AFRICAN AND WORLD EXPORTS

MWorld South Africon Merchandise South Africon Exports
Exports (U,$.8n) Exports (U.5.3n As Percentnge of
World Exports
1968 212 900 2 28). 1,06
1969 245 500 3 134 1,28
1970 282 100 297 1,03
1971 316 600 3 502 L1
1972 376 600 4114 1,09
1973 524 700 6 210 1,18
1974 727 900 8 520 1,10
1975 795 200 8 851 1,1
1976 903 500 7 939 0,87

Source: Adapted from figures provided by International Financial
Statistics, I.M.F., Washington,

This stoghotion in the shrre of South African merchandise
exports occurred despite the boom in commodity prices in the 1972-74
period, and despite the faster growth in exports relotive to imports
which occurred during the 1972-76 period as indicated in the following
table.

TABLE 8 ~ ANNUAL PERCENTAGE GROWTH RATE IN MERCHANDISE EXPORTS AND

IMPORTS
1961-71 1961-74 1972-76
Imports 11,58 15,16 22,4
Exports 5,28 8,52 26,3 .

Source: Adapted from Reserve Bank Quarterly Bulletins
AL the same time the 'full employment® balance of payments
position improved considerably during the last cyclicel upswing

compared with the previous one in 1970.
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TABLE 2 - 'FULL EMPLOYMENT' BALANCE OF PAYMENTS POSITION

4th Quarter Jrd Quorter
1974

1. Unemployment Index Cyclical Low Point 37,8 ' 84,2
X 2. Seasonally Adjusted Current Account at
3 Anhual Rate -RL 196m. ~RL 342m.
’ 3. Seasonally Adjusted Gross Domestic
i Product ot Annual Rate. R12 800m. R22 800m.
H 4, Fuyll Employment Balance of Payments
; Position (2/3) 9,3% 5,9%

) Source: Reserve Bank Quarterly Bulletins

Again, however, no positive conclusions can be reached concerning
the influence of exchange rote policy because of the substantial rise

in commodity prices, ond porticulerly that of the gold price. In

if
% 1970 gold receipts consgtituted 29,57 per cont of total export receipts
: whereas in 1974 they represented 37,37 per cent.

The ineffectivensss of exchunge rote palicy in this regard is
also suggested by analyzing the price compestitiveness of South African
exports relative to exports of industricl countries. This is done
in the following table, which has been constructed from figures for
export prices provided in the International Fimancial Statistics®
publication of the I.M.F.

TABLE 10 - SQUTH AFRICAN EXPORT PRICES IN DOLLARS RELATIVE TO
EXPORT _PRICES OF INDUSTRIAL COUNTRIES }
1972 4773 1974 1975 1976
3 1st Quarter 100 14,2 127,5 121,3 103,86
2nd Quarter 100 113,9 12,4 17,0 110,8
3rd Quarter 96,9 112,8 115,7 109,2 13,8
4th Quarter 108,8 123,83  113,3 99,1 112,0

During the first three quarters of 1972 the rand wes depreciated
in an effort to stimulate the economy and yet the Table shows that
the price index of South African exports vis-awvis those of industrial
countries, expressed in dollars, only improved by roughly three per
sent, Likewise, following the devoluation of the rend in September
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1975, although price competitiveness immedictely improved as shown
in the Table, the position deteriozated duxing 1976.

A not too dissimiler picture emerges if one surveys price
trends for domestic goods vis-a-vis imported goods during the same
period, as shown in the following tuble.

TABLE 11 ~ INDEX OF SOUTH AFRICAN DOMESTIC WHOLESALE PRICES

COMPARED WITH WHOLESALE PRICES IMPORTED GOODS (R)
End of 1971 = 100

72 1973 1974 1975 © 1976
1st Quarter L2 92 965 981 95,9
20d Quarter 95,0 98,5 100,1 97,5 96,4
3rd Quarter 95,7 97,6 98,8 97,5 99,6
4th Quarter 95,6 98,0 98,8 97,1  100,1

Source: Adapted from South African Reserve Bank Quarterly Bulletins

The Table indicates that although there was on improvement in
the competitiveness of domesticully produced goods as ogoinst imported
goods in the first three guarters of 1972, the same pattern did not
emerge aftex the September 1975 devaluation. During 1976 there was
a deterioration in the competitive position of domestic industries.
6.3.4 Importence of the Price Foctox

The previous anolysis provides no evidence that recent exchange
rate policy has stimulated economic growth, und similar conclusions
have been reached in other quaxtars.ll In purticular, the issve hos
to be faced whether price is an important varioble in determining the
growth of exports and imports of the Republic.

There is o school of thought which believes thet factors such
as delivery dotes, credit texms, relicbility, suitability, ofter-
sales service, etc., are far more impoxtant Factors.l This may be
more relevant in the case of o predominantly manufacturing exporting
country, However, in Lhs South Africun context the influence of ’
price competitiveness on exports is blunted by political opposition

in the outside world to trade with the Republic.
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Statistical evidence, moreover, cdsts doubts on the importance
of price. This is illustraoted in the following Teoble which shows
the percentage change in exports and imports, and the differential in
inflation rates between the Republic on the one hand and its main

trading partners on the other.

TABLE 12 ~ PERCENTAGE CHANGES IN INFLATION RATES AND CURRENCY
CHANGES VIS-A-VIS THE RAND (1970-1974)

Apprecigtiont/ Change in Consumer Export ZImport

Deprecietion~ Prices Growth Growth
of the Rand
UK. +5,39 48,5 77,7 46,7
U.5.A, -3,8 27,0 121,4 91,7
Japan 14,4 52,5 37,2 272,0
Gexmany -46,43 27,1 208,9 147,3
Italy + 6,9 46,3 10,4 955
France ~20,0 36,3 133,1 123,56
South Africa 37,6
Sources: Adaepted from I.M.F. Reports and Reserve Bank Quorterly
Bulletins

The Table indicates the lack of any clear-cut relationship between
the foreign trade of the Republic with its muin trading partners
and corresponding currency nnd inflotion movements. During the
period 1970-74 exports to the U.S. rose foster then imports from
thot country despite an appreciation of the rend vis-o-vis the
dollar, and despite the lower rate of inflation in the U.S. compared
with the inflation rate in the Republic. On the other hand,
Jopanese exports to South Africa during this period expanded at
double the rate for imports from this country despite a fourteen
per cent rand depreciation against the yen and the highex inflation
rate in Jopan.  Moreover, there has been no direct relationship
betwesn rand depreciotion/appreciation against any one currency und
coxzesponding infletion trends. For instance, during the peried

1970474 the rand oppreciated against the dollor despite the higher

-
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inflotion rote in the Republic. Where France is concerned o hefty
iwenty per cent rand depreciction took place even though there was
no inflaotion rote differential.
6.3.5 Price Elosticities
The effectiveness of devaluation is cxucially dependent on the
mognitude of price elesticities of demand.  In the introductory
chapters it was explained that the Bank traditionally has taken the
view that the demond elasticities for the exports and imports of the
Republic are above unity. In recent years research into this subject
has yielded different conclusions. No consensus exists on the
magnitude of these elasticities in the case of the Rapubl:lc:.l‘3
Trying to obtain re”  le estimates of demond elosticities is
exceedingly difficvlt. Trwirg to identify the influence of the
price factor while all othex thinge remain equal is the busic
problem.l4 In assessing the influence of demand elasticities in the
case of the Republic in recent years a number of factors should be noted.
Firstly, elasticity mugnitudes, whatever their size, have had
very limited scope for exercising an influence, This is because of
the short term reversibility of policy, and bescuse on occasions
subsequent exchange rate movements hove portially eroded the benefits
of a parity change.
Secondly, duxing the 197175 pericd the structure of the import
merchandise accounts was modified os shown in the following Teble:~

TABLE 13 - STRUCTURE OF MERCHANDISE IMPORTS (1971-5)
(Percentage of total merchandise imports, FOB Prices)

1971 1972 1973 1974 1975

1. Foodatuffs, Animal Products 4,0 3,9 45 4,0 3,7
2. Textile ond Textile Articles,
Footwear etc. 9,3 93 97 8,5 54
3. Chemicals, Plastics, Rubber .
Products ete. 9,8 10,4 11,2 12,7 9,7
4. Minerals, Base Metals 15,4 13,5 8,0 10,6 9,6
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TABLE 13 (contd.)
2971 1972 1973 1974 1975
5. Machinery, Mechanical Appliances

Electricel Equipment 26,7 27,1 27,6 23,1 27,3
6. Aircraft Vehicles Articles .

Transport Equipment 19,7 20,2 17,0 13,8 16,2
7. 0il ond Related Products 6,7 - - 151
8, Wood, Paper and Puperboard 2,9 4,1 4,8 47 32

. Sources: Adapted from Monthly Abstract of Trode Stutistics, and

South African Resexve Bank Quarterly Bulletins, and
officicl stotements regarding oil imports.

The repercussions of the oil crisis have modified the structure
of the import bill.  The relative importance of oil imports moxe than
doubled beiween 1972 and 1975.  Simultaneously, the capitel goods
items (five ond six in the Table) declined in importance. Since the
lotter are those items whose price elasticity is likely to be
porticularly low, the structure of the import bill hes changed

making it, in theory, mare ponsive to h rate chang:

Moreover, the Table shows thot o significont portion of the import
bill relotes to intexmidiate products vhere demand elasticities may
be higher than in the case of capitul goods

Thirdly, events in the 1970s have raised fthe question whethex

exchonge rate depreciotion is futile under certain conditions
izrespective of the impoxt elasticities of demend. This arises

because of the tendency for importers to speculate on the possibilaty

of import controls heing tightened during periods when the business

cycle is in o downward phose and the foreign reserves are folling.

In other words, inventory holdings have shown a tendency to continue

increasing side by side with a fall in the foreign reserves even

ufter o prolonged slowdown in the business cycle, and vice versa.
This trend is illustroted in Figure 9 showing the relationship

@efween changes in inventory holdings, and the foreign reserves

Thus, when the labter reached a low point in December 1971 this

morked the turning point for inventory holdings, while when the
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reserves peaked out in 1973 this heralded an upward change in
inventory holdings.

During both business cycle downswings in the 1970s (1971 and -
1976) impart controls have been finally introduced portly reflecting
this speculative influence. Thus, one unfortunate aspect of the
import deposit scheme introduced in July 1976 is the potential
trouble stored up for the fuiure by Furnishing an incentive for the
operation of this speculative force.

This institutional factor has implicetions for exchange rate
policy. The 1971 devalvatior, which was enacted shortly after
import controls had been introduced,. was followed by a positive
short term trend in merchendise imports. The Scptember 1975
devaluation, on the other hand, which did not follow import contrels
subsequently hed to be reinforced by such a step in July 1976, 1In
other words, can depreciation alone be effective in circumstnces
vhere import speculative stockpiling is operative? The eradication

of this latter influence would meon that the 'tzue' import
elasticities would emerge, which could be higher than is generclly
assumed.  This institutional factor olso cests doubts on the
feasibility of moking empirical studies o ascertain import price
elasticities in the case of the Republic,

6.4 Implications of the Policy of Revaluation .

Up to new we have considered whether depreciction of the rund
hos eided internal growth and the current account of the balance of
payments.  However, u revalustion cycle hes olse been employed.
Thus when the business cycle upswing became established appreciation
of -the rand materialised starting in October 1972, ond this process
continued even after the foreign ressrves hud storted to fall. This
policy predominantly reflected the feeling thot the depreciation
had gone too far, and thot revaluation could have useful anti-
inflotionary repexcussions as well as moderate demand pressures in
the economy. The appreciution cycle lasted roughly sixteen months
ending in Jonvary 1974,  The effectiveness of this policy was

limited for two reasons
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Firstly, it was undermined because the process was revexsed
early in 1974 even though the economy in that yeor achieved u real
growth rate of more than seven per cent, and the business cycle
upswing did not peak out until the third quorter of 1974. It can
be argued that the application of the exchunge rate as a macro-
economic instrument would not have suggested resort to depreciation
so eorly given the interncl economic conditions prevailing, end its
inflationary implications. Between the end of January 1974 ond
the end of April 1974, despite the soaring gold price, the trade
weigntad valve of the rend was allowed to fall by roughly 8,5 per
cent. Ine reversal of the revaluation cycle was allowed to develop
because of the sharp decline‘in the foreign reserves which occurred
after July 1973, The latter is normal at such o stage of the
business cycle in South Africa. This therefore illustrated the
limitations of using the = thange rate to curb oggregute demond
pressures in the dorss.ic economy in on environment where the rand
is linked to a floating currency.

Secondly, the efficacy of the appreciation policy wos reduced
because an expansionary monetary policy was pursved, with its
inflotionary implications. In the absence of this expansionary
factor the results on the inflation front of the appreciation would
have been strengthened. On the other hond, enthusiasm for
apprecioting the rand could have been reduced since excest demand
pressures would have been less pressing.

6.4.1 Flow of Funds Analysis end Exchange Rate Policy

The svitobility of using the exchange rate as an instrument of‘
policy in Scuth Africo can be approached by an analysis of fund
flows Letween the various sectors of the economy. This traces the
flow of funds through the system and shows the finonciol balances
of the various sectors and whether an overall financial surplus
prevails or not. In this analysis the economy is divided into three
sectars, namely the public, private and overseas sectors; the
private sector in turn can be subdivided between the corporete

sectar and ind.‘widucls.16
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The technique uses the concept of 'financiol surpluses®
ond *finencial deficits' of the different sectors. The total net
savings of o sector is considered to finance its own capital
formotion and stock-building; any surplus saving remoining is the
finoncial surplus of the sector, while any negative saving is its
financiol deficit. I ome sector has a fingncial deficit it must
be financed from the surpluses of other sectors. Given the existence
of only three sectors in an economy (public, private and overseas),
any net flow of funds out of it (i.e. ony resulting current account
balance of payments deficit) must equal any fineneial suzpluses of
persons plus companies minus eny deficit in the public sector. Thus
any domestic finuncigl surplus should reflect itself in o bolance of
poyments current cccount surplus ond vice versa for an overcll
financiol deficit,

Table 14 shows the application of this analysis to the South
African economy, from which the following conclusions can be drawn.
Firstly, in the Republic during the past 15 years or so current
account balance of payments surpluses have consistently sccrued
when the public and privaete sectors combined have been in surplus,
ond vice versa. Secondly, as a general rule, rising public sector
deficits tend to become manifest when the bulance of payments on
gurrent gecount has turned into o deficit, while reductions in public

sector deficits have often been gssociated with improvements on the

curzent gccount of the bolance of payments.  The contrary trends
in the early 1960s, howeyver, should be noted which may have reflected

the special economic conditions prevailing in the wake of Sharpeville.
The normol relationship explained obove consistently occurred
from 1949 to 1975, which is of speciql interest in anclyzing exchange
rote policy. The economic recovery during 1978 and 1974 was
accompanied by expansionary budgetary policies. In both the 1974
and 1978 fiscal years government expenditures increased by moze than
twenty per cent. However, from October 1972 to Junuary 1974 the

exchange rate was deliberately oppreciated in an effort to modercte
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expansionary forces in the econowy.  Subsequently, with the foreign
reserves hoving been falling since Avgust 1973, exchange rate depreciction
was carried out, but simultaneously expansionary budgetary policies
continued, Moreover, os the balance of payments turned into deficit
‘tax revenues suffered, porticulorly in 1975, os @ resuli of the fall ’
in the gold price, and the deterioration in export markeis. In the

face of the absence of any cuthack in state spending in the short

term this caused the money supply to increase further as the resort

*o bank credit infensified. This in turn exacerbated the external
poyments problem.

Consequently, since around the middle of 1973 budgetaxy policy
was inconsistent with the tighter monetary policy in the form of
rising interest rotes and exchange rate policy. The latter invelved
txying to modercte ecenomic expension by appreciation, end subsequently
resorting to depreciction as the payments situation deteriorated.

The relotionship expluined between the bulance of payments
on current account and the public sector deficit indicates thut an
alternative sirategy should have bsen pursued. The excess demand
pressures in the economy and payments deficits, which developed after
the middle of 1973, could have been tuckled more effectively by
conservative budgetary policies and more restrictive monetary
policies, rather than placing emphesis initially upon exchange rate
eppreciation, and then depreciction in view of the limited influence
of such manipulations upon the current account.

The inconsistency of budgetary and exchange rate policies may
be explained by officicl reasoning that the odverss impuct on the
bulance of payments of such expansion could be, if necessary,
counteracted by allowing the exchange rate to fall. If this is
the case, its limitutions have been exposed. The inflotionary
implications of such a policy are clear sut, while the 1976 budget
had to be very restrictive compared with the three previous budgets.

6.4,2 Bapk Credit and Foreign Reserves Position

The limitetions in using the exchange rate in this respect is
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also suggested by considering the Impoct of bank credit expansion
on the foreign reserves position. The expansionary budgetory
policies contributed towords the sharp rise in the money supply in
the 1973-75 ero.  This had important implications for the current
account because of the relationship between domestic cxedit expansion'
and the external position. Monetarists orgue that with o Fixed
exchange rate the key monetary variable is the rate of domestic
credit expansion, ond its major role the determinewtion of the balance
of puyments position, ond the split of the incremse in the money
supply between domestic and overseas money.17

Although the rand has not remained fixed there is evidence
that these money agyregetes have influenced markedly the bolunce of
payments position since 1972. Figure 10 shows a marked, although
somevhat lagged, negative correlation between bank credit expansion
ahd the balance of payments position, The initial success of the
December 1971 devaluation was ossocioted with a decline in bank
credit expansion during ports of 1972,  Conversely, a large
expansion preceded the September 1975 devaluaiion, and the subsequent
Ffoilure of the external positien to improve was ossocigted with a
further large increase in bunk credit. Tie major factor which
explains this relationship is suggested in Figure 11, which shows
the strong positive correlation between bank credif expansion and
merchandise imports. Thus, the extent of increases in credit
facilities granted by bonks during exponsionary phuses have been
important in determining the extent of the deterioration of the
payments position in the post-1971 era.
6.5  Exchange Rate Policy and Inflation

In the previous sections the influence of exchange rate policy
on internul budgetary and economic stability was enalyzed. One
aspect, however, still needs to be considered more thoroughly, and ’
this concerns the impact of exchange rote policy on local inflationary
tronds.

During the 1970s the inflotion rgte in South Africa has
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sceelerated markedly.  MWhereas in the 1960-1970 era the average
onnual rise in the consumer price index was 2,65 per cent, in the
197075 period it rose to 8,1 per cent.  The question arises as to
whot extett this acceleration in local inflation could be ascribed
to the exchange rate policy pursued.

Risiag import prices can exert upword pressure on the domestic
price level in o numbar of Qoys. They have a strong direct effect
because roughly thirty per cent of the gross domestic expenditures
at market prices is accounted for by imports of goods and services
On this basis o ten per cent rise in overage import prices could be
expected to boost the inflation rate in the Republic by roughly
three per cant.l8 Seconﬂly, rising import prices indirectly
raise local prices by contributing towards an inflationury environment
in which it beczomes easier for local producers to raise prices.

It olso may encourage wage and salaiy earners to demond compensation
for increuses in the cost of living. Thirdly, accelerating

inflation wbroad may divert produwts from Local markets to export
markets to toke advantage of higher profits obtainable as a resuvit

of rising prices. Fourthly, a mojor category of imports is machinexy
and trensport equipment. Rising import prices of such items can
permeate the entire economy vic the increased cost of investment
goods.

Evidence suggests that the deteriorating trends in local
inflation in the 1970s can be partly ascribed to the rising prices
of imported goods and services. Over the 1964-73 period thexe was
a strong positive correlution between the imported wholesale price
index on the one hand, and the local wholescle price index (:2 = ,78),
and the consumey price index (r2 = ,83).

6.5.1 Influence of Devaluation on Prices

However, in assessing the influence of exchange rate policy
on local inflotion trends it is necessary te distinguish between
inflation trends in other countries on the one hand, ond the prices

of imported items into South Africa. A marked difference may exist
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between the two because of the effects of exchange rate changes on
import prices.

The direct effects of devaluation on price trends con be gauged
by reference to Table 15. This shows that export prices of the
moih trading partners of the Republic in terms of their own currencies
(representing nearly seventy-five per cent of total Souch African
merchandise imports) rose on overage by sixty~three per cent between
the end of 1971 and 1975,

TABLE 15 - PERCENTAGE CHANGES IN EXPORT PRICES OF SOUTH AFRICA's
HMAIN TRADING PARTHERS

Percentac . of South Africa's Percentage Chanma in
Merchondise Imports 1972-75 Export Prices 1972-75

UK. 19,5 89
U5 A 17,0 7
W. Germany 17,9 28
Japan 1,2 50
France 4,0 48
Italy . 3,8 94

Average = 63

Source: Compiled from dota given by I.M.F. Financial
Stotistics ond South Afrinan Monthly Abstract of
Trade Stotistics, various issues
During the some period local wholesale prices of imported items
rose by roughly seveniy-six per cent. The differential is
attributable to the depreciation of the rand vis-a-vis other
currencies during the peried. On an onnual bosis the differentiol
amounts to slightly over three per cent. Thus, in regard to the
direct effects of imported inflation the mojor culprit was the shaxp
rises in prices in overseos countries.
This, however, excludes the indirect effect of devaluation on
the price level, The cost-push effects of the devaluation policy
have been stressed, and as o result it has been cloimed thet the

benefits of develuation in recent years have been significantly

-~ . -
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reduced.lg Similer wilogotions have been made copcerning the cost-
push effects of devaluation in other cuvnt:ies.zo

Identifying the magnitude of these cost-push effects on the
price level in Sovth Africu is complicated by the imported inflation
elements induced through the commodity price boom and the vil crasis
in the first half of the 1970s.  The prssence of such influences,
nevertheless, means that the effectiveness ¢f devoluation us o means
of stabilizing the economy is impaired. This is because rot wnly
is inflotion boosted, but olso heccuse switches in expenditures from
imports to damesticully produced goods are reduced, ond the expansion
in exports blunted. In the extreme case of o one for one effect
of devalu~*3inn ypon the price level bemefits on the competitive front
would be nil.

6.5.2 Reyaluation and Inflation

The revaluotion pelicy carried out between October 1972 and
Janvaxy 1974 was designed net only to check excess demand pressures,
but to exert un unti-inflationary influence. The attempt to slow
down expansion of the economy, itself anti-inflationary, wos therefore
qccompanied by revaluation directly designed to influence imported
inflation, It wos recommended that this policy should have been
pursued more vig rously. 2>  In this section therefors the
appropriateness of this revalvetion policy is analyzed in the context
of the circumstonces as existed at the time.

If the demand for imports and exporis of a country is elastic
y currency revelugtion can be sensible when a persistent balance
of payments surplus ond excess demand pressures preveil in an economy.
A currenay revalugtion would exert an anti-inflationary influence.
This is bucouse export incomes would be deflated, along with the
expansionory effects of poyments surpluses on the money supply. In
addition, relief would be provided on the imported prices fromt, '
At the same time competitive prossures in the economy should increase
as the volume of imports increases and certain exports are diverted
on to domestic markets, It ma, slso how. favourchle long term

effects on inflation. A high proportion of imports inte South
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Africa consist of intermediate and capital goods. - Therefore, eny
foll in prices could stimulate capital iavestment, ond provide «
poost to productive capacity, which could mitigate future demand
pull influtionary pressures.

However, persistent payments surpluses ond pressures of excess
demand hove not churaovterized the South Africun economy in recent
years. As the economic recovery gained momentum the balunce of
payments on current account terned into deficit in the third quorter
of 1973. Moreover, any rond revaluation, if it is to produce an
improvement in inflation, must lead fo an increased volume of imports.
In 1973 ond 1974, and normelly when the local sconomy is shjoying
strong growth, two constraints limit the scope for increased imports,
and therefore the benefits of any revaluation.

6.5.3 Constroining Factors

Firstly, a major physicol consiroint on increased imports in
1973 and 1974 stemmed from the congestion in the harbouzrs.  Any
disinflationary benefits resulting from q more substantial zevaluwation
could have been cradicated by increased port surchorges levied us o
result of greater congestion following increased imports.

Secondly, revaluation was undertaken in 1973 when the foreign
reserves sturted to fall. By oround the middle of 1974 the latter
had fallen to low levels, since on the busis of the foreigh reserves-
imporis raotio they hud dropped below the twenty per cent merk. This
obsto._. to the revaluation policy would have been less important
if the dispute which surrounded the monetury role of gold had been
settlod in favour of a realistic revaluation, and arrangemunpts which
enabled monetary authorities to decl in gold among themselves at
market reloted prices.

T9e copacity of the Republic to absorb further increases in
imports would also be improved if, following @ revaluction, the terms
of trode improved as export prices in locol currency terms foll less
than import prices. In these circumstances it would be possible
to abtain an increased volume of imports for ony given volume of

exports. As Figure 12 shows the terms of trade duu improve in 1973
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Africu consist of intermediate and copitel goods.  Therefore, any

11 in prices could stimulate capitel investment, ond provide a
boost to productive capacity, which could mitigate future demand
pull inflationary pressures

However, persistent payments surpluses and pressures of excess
demaind have not choracterized the South Africon 2conomy in recent
years. As the economic recovery gained momentum the balance of
payments on current azenunt turned into deficit in the third quarter
of 1973. Moreover, any rand revaluation, if it is to produce an
improvement in inflation, must lead to an increased volume of imports.
In 1973 ond 1974, and normally when the local economy is enjoying
strong growth, two constraints Limit the scope for increased imports
and therefore the benefits of any revaluation.

6.5.3 Constraining Factors

Firstly, e mojor physical constraint on increased imports in
1973 and 1974 stemmed rom the congestion in the harbours. Any
disinflationary benefits resulting from o more substantiol revaluation
could have been eradicated by increased port surcharges levied as a
result of grecter congestion following increased imports.

Secondly, revaluation wos undertoken in 1973 when the foreign
reserves started te fall, By around the middie of 1974 the latter
had follen to low levels, since on the basis of the foreign reserves-
imports rotio they hod dropped below the twenty per sent mark. This
obstacle to the revaluation policy would have been less importont
if the dispute which surrounded the monetary role of gold had been
settled in favour of @ realistic revaluation, and arrangements which
encbled monetary authorities to deal in gold amung themselves at
market related prices.

The capacity of the Republic to obsorb further increwses in
imports would also he improved if, following a reveluaticn, the terms
of irade improved as export prices in local currency terms foll less
than import prices. In these circumstances it would be possible
to obtoin an increased volume of imports for any given volume of

exports. As Figure 12 shows the terms of trade did improve in 1973
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principally becouse of the increase in the gold price. However,

if the Republic revalues by o meoningful murgin, o reduction in the
rote of growth of exports in rond terms and an incregse in the

rate of growth of impoxts is to be expected, but one cannot presume
that this will be accompanied by o favourchle movement in the terms
of trade. In this connection it should be remembersd thot most
external “ronsections of the Republic ore denominated in foreign

currencins.

6.5.4 Pricing Policies of Suppliers

The merits of o rond revaluotion as en onti-inflationary
weapoh are alse offected by the pricing policies of foreign suppliers.
In theory it can be argued that if imported goods nre produced undex
conditions of constont costs, i.e. pexfectly elostic supplies, the
effect of suy a ten per cent revaluation would be to lower import
prices in terms of runds by a like amount. If, on the other hand,
the supply curve for imported items is perfectly inelastic, a ten
per cent rund revalugtion would cavse the price of imports in terms
of rand to vemoin unchanged.  For supply conditions in between
perfect elosticity and perfect inelasticity, the domestic price of
imports in the revelving countiry should ultimately fall by less than
ten per cent depending on demand and supply elasticities.

These considerations suggest that economic conditions in other
countries, by affecting the foreign elusticity ~! <.pply of imports
into the Republic, should influence the extent o Mich revalugtion
is reflected in lower rand import prices. However, given the
importance of oligopolistic market structures which preveil, foreign
suppliers in genercl may not adopt Flex. »le pricing policies.

Where o single competitor reises prices wnilaterclly other
Firms (unless possive price Followers) may be keen to obtain highes
market shores by keeping their prices unchanged, while conversely, '
when o firm unilaterclly cuts its prices, other firms may follow

for feor of losing sales. Consequently, price changes, either up

or down, may have deleterious repercussions for the fizm thet
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implements them. Thus, is the context of revalvation, it may be
that the main respanse of foreign suppliers is to raise their own
prices proportionally thereby providing mo price reductions in
terms of rands, while boosting their profit margins. This conclusion
seemod to be reached by the Bank for International Settlements:

Exchange rote changes have contributed to rising world

prices. Given on oligopolistic industricl complex and

downward inflexibility of prices, the downward adjustment

to internal prices (including imports) resulting from

currency appreciations seems to be weaker than the upward

adjustments following currency depreciutions. 24

What is more, assuming that foreign suppliers did cut prices
in terms of rand following o reveluution, this still does not necessarily -
mean that the consumer price level in South Africa would be favourably
affected, Reductions in the rote of growth of import prices could
be lorgely nullified if importers and distributors responded by not
passing on the price cuts, ond instead boosted their own profit
margins.  In porticular this phenomenon might apply where the South
African subsidiary firms of foreign controlled supplier firms is
concezned.  Here, the foreign suppliers could sell to their
subsidiaries in the Republic at o fixed price in terms of their own
currency, while the latter sell ot an unchanged price in rand terms.
Thus, the subsidiaries could soak up the effects of exchange rate
voriations in their own profit margins, which could therefore he
boosted following a rand revaluation.

The wbove arguments particularly apply to cuses where exchange
rate changes are limited in omount and possibly can be reversed,

which was the cuse during the period when revaluations took place.

In conclusion it should be noted that the efficacy of currency
appreciotion as an anti-inflotionory weepon is not borne out in any ]
statistical correlation between the weighted average vclue of the - i
rand md the rate of increase of imported wholesale prices in South
Afriew over the past few years as shown in Figure 4,  This does not
provide any conclusive evidence, but the anolysis of this section
indicotes thet the benefits cn the inflation front from the revaluution
policy in 1973 are dubious.25
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R=Md-0D
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CHAPTER SEVEN - CAPITAL ACCOUNT AND EXCHANGE RATE POLICY

In the previous chapter it was stated that factors ussociated
with the copital occount of the balance of payments, togetﬁer with
the objectives of maintaining budgetary ond economic stability, have
influenced exchonge rate policy to a greater extent than factors
associated with the current account. The previous chapter analyzed
the way in which budgetary and economic stability considerutions
influenced exchonge rate policy. In this chapter the relationship
between the capitol account ond exchange rate policy is analyzed.

In recent yeors there have been two major issves which concern
the relationship between the capitel account and exchange rate policy.
One concerns the problem of leads and lags, and the way this hos
affected exchange rate policy, The other issve relates to the need
to protect the short term position on the capital account of the
bulunce of payments, and the implications of this for exchange rate
policy.

7.1 Influence of Leads and lLags on Exct Rate Polic

During the past six years or so leads and lags influenced the
extent of both the December 1971 and September 1975 devaluctions
the float with sterling in June 1972, and the linking to the dollar
in October 1972, The revolvation in June 1973, the develuation in
June 1975, as well as the decision to introduce & system of managed
floating in June 1974 ond aboanden it in 1975 were oll similarly
influenced by this factor.

The balance of payments of a country can be structured into
three majox compohents, . namely the current account, long texm capitol
aceount, and short term capital wccount. OF these three the latter
is the most subject to changes partly becouse of leads and lags. In
recent years the short term capital account in South Africa has
shown greater voletility; for instonce whereas in the 1968-71
period the ratio of the short term copital inflows not related to
reserves to changes in the net foreign reserves was ,6L. in the

1972-76 period it was 1,6.l Also, during recent years there has been




149

no evidence that mitigetions in these inflows have been possible
becavse of on inverse correlution between privete and central
government and banking sector inflows as shown in the foilnwing
tuble:-

JABLE 16 - QUARTERLY MOVEMENTS IN SHORT TERM CAPITAL

i 1972 1973 1974 1975
-t — - ot
! P 2 3 I 2 35
K © ] ] ] o 5 ] o
> ] > - - R
Do @ i o= B
Y o 4 & : ey noow
a o a O o S a o

st Quarter 27 19 19 -86 72 45 Fs -6
2nd Quarter 37 -48 -44 52 75 -18 144 137
3rd Quorter ~52 -20 17 4 34 0 -3 242
4th Quarter -93 54 ~73  -22 262 21 214 -189
N 10fficigl® refers to the Central Government and Banking Sectars.

Source: Reserve Bank Quarterly Bulletins.

Identifying the influence of leads and lags on the capital account

. : 2
can portly be glsaned from the item 'errors and unrecorded transactions'.

TABLE 17 - ERRORS AND UNRECORDED TRANSACTIONS (Rm).

1971 1972 1973 1974 1975 1976 1977

1lst Quarter 34 -3 -91 -234 159 -2 ~271

- 2nd Quorter 9 ~23 -41 ~158 17 ~104 ~239
3rd Quarter 49 5 -42 0 28 -115 »123
4th Quorter 17 ~33 88 87 -9 28

Source: Reserve Bank Quarterly Bulletins

Although not totally accurate the table does give some indication of

the increasing problem of leads and lags.
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7.1.1 Yulnerghility %o Leods and logs

For g number of reasons South Africa is particularly vulnerable
to this influence. Firstly, the structure of the balance o7 paymenis
normally incorporates o current usccount deficit counterbalanced by net
capital inflows which reflects the developing nature of the sconomy.
Consequently, the foreign reserves con be markedly .educed by
retordation of capital inflows because of devaluation fears, ox
conversely boosted by greater inflows on expectations of o revuluation.

Secondly, the economy is open partly becuwuse o significant
segment of it remains foreign ::Cantrolled.3 In these circumstances,
although strict exchange contrels have been opercted since 1960,
scope for large changes in copitol flows through leads and legs
exists via such channels us dividend remittonces, timing of new
investments, repayments of loans from parent companies averseas,
ond by switches in !“-rowing as between domestic and foreign capitel
markets,  In additic., there is the potenticl impact of leads and
lors due to the dependence of the country on foreign trade.

Thirdly, the principul export, gold, cen fiuctuate markedly
in price, thus invitin, sulation in respect of the rand.
Simylicneously, in recent years the official gold stock, a major
element of the foreign reserves, has been difficult to mobilize to
cope with foreign reserve siroins. This arose because onl, limited
amounts could be sold on the market, while the lingering dispute
over the monetary role of gold meant that its use in centrel banking
channels was precluded, at least until the middle of 1° 4,  More
recently however, this problem hos eused because of the use of gold
sweps.

Fourthly, in recent years o sizeoble number of traders have
not taken out forward cover on export receipts or import paymsnts
despite wide flyctuations in currency rates, while exchange rote
consciovsness among the business community has become morxe marked:
in the face of greater rote flexibility. Fifthly, at times

expunsionary monetary policies such as in 1974 and 1975 provided
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local hanks with odditional liquidity wnich could be used by
importers in particular to exaserbote lewds and lags prablems.;
Lostly, the politicol sensitivity of the Southern African

w ~rovoke speculation ageinst the rand.

conti

. ihe other hand, severcl fuctors ulleviote the problem of
leads and laogs in the cose of the Republic.  Nor-resident
portfolio investment transactions are channelled through the
seturities ran¢ morket. This eliminates pressures on the foreign
resezrves which emonote from fluctuating investment and politicel
sentiments lowards South Africa on the part of non-resident stock
exchange investors.  Stringent exchange controls alsc reduce the
problem, In particulor, svch controls provide the Reserve Bark
with the oppertunity to engage in their own leads and lags opsrations.
At o time of adverse pressures on the foreign reserves the Bank can,
if necessary, deluy dealing with exchange control opplications for

permission to transfer capitael gbrood, while speeding wp the

sia.638ing of applications to bring foreign capital into the country.

742 Diszuptive Potentiol of Leads and Lags

The potential diszuption that these can entail in the
admiristration of the foreign reserves is suggested by the statisticol
indiegtors helow which relate average quorterly imports und exports
to the avexcos monthly foreign exchange holdings of the Bank. Using
such indi. itors the higher the ratio the greater vulnerchility of
the Bonk Lo the sudden speeding up of import payments, or the

withholding »* foreign exchange receipts.

(- {2) @) -
Quuerterly Quarterly Averoge Monthly Ratio Ratic
v rage Average Reserve Bunk Foreign  of of
Ecports  Imports  Exchange Holdings 1A 23
(Rkm) (Rm)} {Rm}
1972 549 704 307 1,8 2,3
1973 436 8§74 481 . 1,3 1,8
1974 804 1 430 241 3,3 6,0
1975 204 3 670 255 3,8 6,8

Source: Adapted from the Resexve Bank Quarterly Bulletins.
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This table, while indicating the increasing vulnerability of
the Reserve Bank to leads and lags in 1974 and 1974, provides an
imperfect view of the problem which adverse speculation can entoil.
It only highlights the potential for leads ond logs which stem from
foreign trade and ignores cepital account influences. A change in
the average leads and lags by o single week is equal to a change of
nearly two per cent in the amount of foreign trude.6 Thus, since
the annual total foreign trade of the Republic, execluding geld, in
1975 wos R14 266m. o lengthening of leads and lags by one week on
the trede front would have tended to reduce the foreign reserves by
roughly R285m. other things remaining eoval.

7.1.3 Response of Bank

The ettitude of the suthorities to this problem has been
influenced by past expariences in 1931-1932 when the South African
pound was initially not floa. ' with sterling thereby causing majox
copital outflows, and move recently by the troubles in 1971, when
the rand was temporarily linked to the doller. Against this
background, when o business cycle slowdown is estoblished ond the
foreign reserves are under pressure, the temptation to develue to
overcome capital acccvnt problems has been strong; hence, for
instance, the moves in December 1971 ond September 1975.

This strotegy to cope with leads ond logs pressures has been
influenced by other factors too. The authorities have believed

that the glternative of deflation con be risky because, when the

reserves are law, its ability teo ride out speculation is restricted.
Deflationary measures tuke effect after o time lag, but in the
meantime the reserves may come under Further pressure, particularly
because of lends and lags emanating from parties not conviaced of
*he viability of the official strategy.

In these circumstances the problem could be mitigated if
sufficiently tough deflationary policies were adopted, but the

authorities have been reluctant to deflate tao much, because of its

potentiol impact upon growth and non-white employment.
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Two other fuctors have strengthened the preference for
devalugtion.  Firstly, since the bensficinl resylts of deflation
toke fime to moterialise, onmy furthexr fall in the foreign reserves
may necessitate increassd gold seles.  This could depress the
market price and cause speculation against the rond to intensify,
as well gs conflict with the officicl objective of ordexly
marketing in the inierests of a stuble gold market. This factor
orguably has become less relevant following the start of L.M.F.
gold sales, since control over the market by the Republic has
been reduced. Secondly, successful deflation is mowe difficult
to achieve now that the Bretton Woods system has disintegroted.
During the period when measures are taking effect the dollar, to
which the rand is linked, may appreciote in foreign exchange
markets, thus roising the value of the rand. Meanvhile, irrespective
of the course of the dollar, several minor currencies are depreciating
steadily such as the Israeli pound and South Americaon currencies.7

Tt should olse be noted "ot devaluation, through its effects
on leads and lags, may induce a welcome boost to internal liquidity.
The relotionship between the business cycle and the money supply in
South Africa shows that the lotter accelerates before the economy
exponds,  Consequently, without the switt reversal in leads and lags
vhich followed the December 1971 devaluation, the upturn in the
economy could have been deluyed beyond October 1972,

7.1.4 Limitotions of Strotegy

Nevertheless it is easy to see the inflotionory bias of current
exchange rate errangements orising out of this leads and lags factor.
It might be argued that in assossing the viability of deflation,
rather then devaluation, the authorities should be able to gauge
the future course of the doliuc, However, in the short texm, this
is not the case. Various technigues to piodict exchange rates axe
employed, nons of which is infallible with different schools of
thought existing in regard to the best forecasting methods

Moreover, in yesorting to devaluation to overcoaec problems

on the short term capitel cccount greater difficwlties moy be created
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on the long term capital account. Privete long term investment
moy be deterred if foreign investors become concernsd about the
extent of exciiange rate flexibility practised, olthough the dangers
of deflationexy poelicies exercising u similar influence has to be
recegnized.

Whot is more, exchonge rate policy cannot be exclusively
determined by speculative factors which offect the rand, and thus
other measures hove been used gs supplements. The muintenmnce of
interest rates ot higher levels than relevant overseas rates has
partly been designed to discourage adverse speculotion. Early in
1974 bank credit ceilings were re-introduced so os to curb the
availability of banks to finance speculation. In February 1976
exchange controls were tightened such that oll South African residents
receiving foreign exchange abroad had to sell it within seven days
to an authorised foreign exchange dealer in South Africo,  Before,
foreign exchange had to be transferved to the country within thirty
days. This new rule could be circumvented by exporters with the
connivonce of their foreign customers, but unless the rond was
expected to depreciote in the very short term the incentive to breck
the regulation should be sbssnt.9 Subsequently, in March 1976 end
April 1977, gold swop arrangements with overseps porties were cencluded,
which strengthened the foreign exchonge camponent of the resexves.
In aggregate these latter measurcs have been useful in reducing the
mognitude of leads ond lags.

7.1.5 Resort to I.M.F.

The measures olrecdy taken ore such thot any further radical
moves would involve extending conirols to curreni occount traensaztions
which is contrary to 1.M.F. zules, and wovld in*srfere with the
operations of traders.

One question concexns the possibility of tha Bank resorting
to the I.M.F. for credit facilities to try and overcome adverse leads
and logs influences. Drawing rights in the Fund con be utilized to

deal with current account tronsactions ond for capital transactions

connected with the expansion of exports avising out of irade, bunking
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and other business, or for amortization in modercte amounts.  Such
foeilities are uvnaveiloble to meet lurge sustoined capitol outflows;
instead these are expected to be suppressed.  Since subston.ial
leads and logs pressures arise from current tronsuctions, the Bank
has been able, if it wished, to utilise its I.M.F. gold and credit .
trancies.  In general however, this has been resisted for a number

of reasons.

Firstly, leads and lags have not cccurred independanily of
other pressures on the balance of payments. If, on occasion,
speculation alone had caused payments problems, resort to short term
borrowings would have heen moze svitoble.’® Even, in thess
circumstances the size of the guotu of the country in the [und is
small relative to the swings in reserves which can emanate from
leads und lags. The gold tranche of the Republic in 1975, for
instance, wos only R80m.  Secondly, the Bonk hos hod inhibitions
about using the I.M.F. facilities, because it caon imcur publicity
and stimvlate speculation on devaluation fears.'® For instance,
in the first half of 1975, the avthorities wished to avoid adverse
publicity when leads and lags problems persisted, und preferred to
borrow from commerciul banks obroad. In other words, while it was
bugy reristing devaluation the Bank preferred to aveid resort to
the I.M.F.

By September 1975, however, devclugtion had become inevitable,,
according to the Bank, and the inhibitions concerning drawing upon
Fund resecurces disuppeured.12 On the other hand, if resort to the
I.M.F. had been interpreted as requiring stricter monetury policies
devaluotion fears moy have recuded in the first eight months of
1975.13 Since the oil crisis in 1973 the number of countries
which have utilized I,M.F, focilities has not been us grest as might

have been expected. Instend, major recourse to the eurocurrency
morkets hus materialized either directly, ox ifdirectly through
encouraging nationalized industries to borrow there.l This trend
may hove partly reflected the smoller degree of conditicnality vis-

a-vis Fund finance in the credit tranches. It is possible that
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this foctor encouraged the Republic to resort to the private capital

markets before September 1975,

7.1.6 Implications of Differences in Leeds ond Legs Environment
Speculative probleis are not unique to o local situation which

comprises payments difficulties, low reserves, and a depressed econiomy.

They ton materialize when the balance of puyments is in deficit, the

reserves, although high, are falling, ond the economy is boaming.

The difference is thut deterring leads and lags by deflation is much

more opbropriote under these latter conditions, This is beceuse of

its dis~-inflotionory implications, ond becouse the authorities can
vesist speculation against the rond more easily when the reserves
are higher, Even the internal liguidity effect of such adverse
leads and lugs will probably not be unwelcome.

Under such circumstances this is whot the ocuthoxities have
tended to do as for instunce in January 1974,  The some move,
however, was carried out in August 1975 when the business cycle
slowdown had started, but this was made after a previecus rand
develuation, and when the effective exchange rate had only appreciated
slightly,

Although of lesser importance favourable leuds and lags
movements have been praminent in influencing policy on occasion.
For instance, the possibility of unwanted speculation in favour of .
‘the rand developing in Ociober 1972, in the woke of the wedkness of
sterling and the improving balonse of paymenis position, portly
prompted the unlinking from steriing. Similarly, the Jume 1973
revoluation was partly influenced by the dunger of speculation in the
midst of the soaring gold price, wnd the week doileri'®  On this
occasion liquidity inflows could have depressed interest rates at
a time when the economy was expanding strongly, infletion pressures
were mounting, ond foreigm interest rates rising. )
7.2 Implications of Need to Protect Shsrt Term Copitel Account

In recent years on active interest rute policy has been

proctised in oxder to influence in porticular the short term capital
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account of the balance of payments.  As will be explained, this
has, to some extent, been ¢ substitute for o more flexible exchange
rate policy.

7.2.1 Influence of Interest Rates

Locel short texm interest rotes traded below overseas short
term rates in the lotter part of 1972 and the first half of 1973.
From the start of 1974, however, locul rates have been consistently
higher than foreign rates. Figure 5 alsc indicates that when the
foreign reserves peoked out in the widdle of 1973 local three months
N.C.D. rotes were roughly at their moximum negative differentidl to
three months eurodollor rotes.  Subsequently, as the foreign
reserves fell the negative differenticl was turned into o poesitive
one. When the reserves rouched a low point temporarily in the
second half of 1974 this positive interest rate differential became
more significant.  Then, us the foreign resenves rose, this positive
differential rorrowed.

This reversal in interest :ote differentiols reflected g
oumber of factors. Firstly, it come to be used as a method of
counteracting adverse leods and lags.  Secondly, although the

economy was in a slowdown since around the middle of 1974, the

cyrrant account of the be” F payments remained in substantiol
def.ici‘b.lé Compenseto. - inflows were thersfore crucial.
Even when the current cccus ad into surplus in 1977 this remained

the case, since short term capital inflows had to provide u cushion
for the fall off in long term cavitol inflows associated with
peliticel uncertqinties.l7 Thirdly, despite the presence of forward
cover focilities in the case of trade finonce, traders have under the
influence «f floating rates for the major currencies, periodically
switched from foreign to domestic sources to finance imports.l8
This has adversely offected short term capital inflows, and one
method of discouraging this has been to raise short term domestic
intevest rates.

Since both short ond long term capital inflows are influenced

by this interest rote differenticl, the success of a rand devaluotion
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could be enhanced by monetury policiss designed to stimulate copital
inflows. Conversely, a revalwotion cauld be aided by o negative
interest rate differenticl. In 1972, therefors, monetary policy
conflicted with the aims of devaluation policy, becuuse locol interest
rotes were allowed to decline.l9 The economy in the first three
quarters of 1972, however, was sluck, and from October 1972 onwards
o rond oppresiation policy was pursved until eorly 1974,  In such
circumstances it is debatable whether tighter monetary policies
would hove been suitable, given the short term objective of exchange
rote policy, although the inflationary implications cabnot be denied.
Moreover, keeping interest rates higher in 1972 may have been self.
defeating, since it would have stimulated higher caopitel inflows.
7.2.2 Limitaticns of Policy

This interest rate policy has nevertheless hod two clear
disadvantages in recent yeors. Firstly, by keeping domestic short
term intersst rotes higher than overseos rotes this has encouraged
the roising of foreign capitol %o finance imports ahd exports. On
the import side this may have boosted imports as traders were
encauraged to buy abroud, rather than in South Africa, beceuse of
the cheaper foreign firance facilitiss.  Secondly, and much more
mportant, frow 1977 onwards this lebter policy hus been in conflict
with domestie economic objectives. As the current account moved
into o surplus and the domestic economic slowdown persisted, the
need crose to lower interest rales in order to stimulate the
econamy. However, this clashed with the need to keep short texm
interest rates high in order to bolster the capitel account, which
econtinved to ke weuk purtly because of political uncertointies
7.3 Possible Altexnatlve Polizies

Severul alternotive policies con be identifisd os possibly
providing a remedy tu this problem of intexncl and external conflict;
of poliry, or at lemst alleviating the problem.

7.8.1 Flogting of Rand
One olleged solution would hava been to float the rand on the
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grounds that this would hove made feesible on independent monetary
policy. This argument, however, overloeks the domestit repercussions
of o sinking rand on the inflation rate. Any acceleration of the
latter could have induced the government to initiate more restrictive
monetary policies. Moreover, to have floated the rand at o time of
balance of payments difficulties could have created suspicions that
the outhorities were prepared to allow a sizeacble fall in the veoluve
of the rond,  This could have led to speculation and on excessive
fall in the rote. In any cose this would not have been u proctical
policy option unless cer iinm institutional aspects of foreign
exchange arrangements had been changed.

7.3.2 Devaluation of Rand

The authorities could have devalued the rand, o wove which could
have yielded o number of benefits. It could have improved the
current account position further, ond enebled any continued capital
outflows to be finonced more easily. Moreover, although stotistical
analysis provides no evidence of any association between a fall in
the trade weighted volue of the rand and rising capitel inflows
zince the end of 1971, o devsluation could have boosted inflows in
three ways. Firstly, following o devolustion, forword cover on
imports should have become less essentigl, and so resuvlted in o lower
cost of foreign trade finonce. In this way capital inflows could
have been boosted while scope could have existed for a fall in shert
term domestic interest rotes. Secondly, a devaluation might have
encovraged long term investment inflows by foreign firms, who were
previously exporters to this country, and who decided to set wp local
operations in order to continve selling their products. This could
have materialized if o rand devaluation had rendered wnprofitable
exports by such firms to the Republic, However, apart from the
political factor, the relevance of this lotter influence is dubious
especially if the benefits of devaluation are quickly eroded, or
the currency is subssquently revolued. Thirdly, if devaluation had

boosted economic growth end this resulted in a higher retusn on

e DU

e i e
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copital invested in the Republic, capital inflows could have been
bocsted.zO Meanwhile, in another respect, the position on the
shert term capital account in 1976-77 strongly detérred any
devaluation move. The deterioration in the balance of payments
position after the middle of 1973 was accompanied by a substantial
build up in short term foreign debts of the Resexrve Bank {see
Figure 13) us well as those of the government. The latter was
partly indicoted by the declining percentage of marketable foreign
stock outstanding to total foreign debt of the government (see

Figore 14). These ligbilities were o deterrent to devaluation

because of increased servicing and repayment costs which would
have been incurred.

7.3.3 Modifications in Forward Cover Charge

In order to alleviate the problem on copitul account g cut
or mholition of the one per cent forward cover charge on imports
could have been undertaken.2>  Other things remuining equal, this
would have reduced the cost of foreign trade finance.”

A number of factors, however, rendered such a meve unlikely.
It would have increased the exposure of the Reserve Benk on forword
exchange account against o background of lorge losses, which have
been incurred in recent yeors. Secondly, any significant
deterioration in interest rote differentials, which favour using
domestic finance, could not be counterbalanced by tinkering with
the forward cover charge. It is inconceivable that the authorities
would provide forward dollars at o discount. Thirdly, alterations
have been rendered unlikely since the middle of 1977 because the
issve of forward cover nrovision is being investigated by the De Kock
Commission.
7.3.4 Tax Ghanges

Another option would have been to allow o fall in domestic
short term interest rates, and simultaneously protect the capital
account by the subsidizetion of interest rate costs on say short

term foreign trade fingnce. For instunce, tax relief of 150 per
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Monetary authorities moy be predisposed towords the latter
practice because it creates an appecrance of uctive menagement on
the exchange rate front, while simultaneously, adjustments in the
overall valve of the curzency vis-c-vie the basket become confused
in certoin quorters with daily changes :n the relative value of the
relevant currencies. Moreover, the authorities of the countzy,
clthough keen to mointein the effective value for its currency ovexr
certain periods, may be conscious that any pegging policy introduces
distortions in the sence that the poeg does not fully reflect exchange
rote movements which would occur if the currency was floating. At
certain times it may be keen to allow the latter®s valve io be more
market orientated.  Alternatively, o country effecting periocdic
devaluations may desire to prevent its currency f.om appreciating
in the intervals between such odjustments, which can happen if it
were linked to o notional currency. This considerction could be
relevant for u country experiencing o very high inflation rate (but
less so for the Republic) if it adopted an independent currency
basket link.
10.2.2 Basket

osure
If the lutter kind of basket is adopted, an important issue
is whether the contents should be disclosed.  Some count-ie: do
provide such informaticn, but there is a case for not doing <u.
Firstly, non-disclosure may fucilitate the de-politicization
of exchange rate policy, ~r the cuxrency composition or the weights
can be changed in secret. If such manipulation was suspected,
however, it may discourage foreign investment, as investors felt
Less able to predict the trend of the exchange rate.25  For the
Republic this would be an important consideration.  Although non-
disclosure avoids possible embarrassing investigations inte whethex
the basket is appropriate, it con also be criticized on grounds of
vnwarronted secrecy.
Secondly, to the extert that the predictability of rand

currency changes was reduced, this could modercte speculution




porticulorly if, ot the same time, ocutomaticity in exchange rate
policy is lessened by not udhering to a specific wverage value fox}
the rond in terms of the basket. Nevertheless, the cupacity of ;

market cperctors to discover the composition of the bask.! should

not be underestimated, ond thurefore it would be advisable thot
the basket contoin on unidentifiable varicbls.
10.2.3 Exchange Rete Uncerte! vty

from the viewpoint generating greoter certainty and
confidence in the exchange rate system, on SDR peg has been alleged
Lt is also claimed to be preferable for ensuring
Fox

" to be superior.
constoncy between the cross rates of pegging countries.
developing countries linking to different boskets, varying cross
rates would exist between their respective currencies. This would
be unimportant for South Africe since its trede with Third World
states is smoll owing to balance of paymenis structures and politicul
obstqcles.30 However, exports of manufactured goods to these
gountries might be restruined hy such axchange rate crrangements.
Around twenty per cent of merchondisw axpor®s of the country conuist
17 remainder is sold
Thu-,

of these products, while o substanticl port ot
ynder conditions allowing no centrol over prices obtained,
an SDR link might be preferable to the Republic, if adoption of this
peg spreads, in thc sense thet uncertainty faced in exporting would
be reduced compared with an alternative basket peg.

Since July 1974 the SDR has been definad independently of gold,
but the Republic supports in principle a restored par value system
r based on gold., Linking to this usset may therefore impair the
! credibility of this policy, even though por values could not be
i sxpressed in terms of o fluctuating gold price. Whether the greater
3 use of the unit os a reference point will promote its monetary role
is doubtful. For instance Saudi Arabio refused to participate in
SDR allocations in 1969, but pegged its currency to the letter in
March 1975 when it severed its link with the dollar.
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10.3  The Rand-Sterling Link

Virtuelly throughout the inter-war ond post-war periods the
Republic mainteined an unchanged rate egoinst sterling, and the
decision to link to the dollar only came in October 1972 at o time
when the Bretton Woods system wos crumbling.  Even subsequently,
the course of the rond/sterling exchange rate could be interpreted
as showing that the authc:ities had a target range for the rute.
Until late 1976 the rote fluctuated between an upper limit of around
1,85 rand to the pound sterling, ot which level the iand was
revalved in February and June 1973, and a lower limit of arcund 1,50
to the pound, which in September 1975 was accomponied by a devalugtion.

This pottern probably did not reflect any conscious ottempt
to manipulate the stexling rate, since changing the rand/doller rate
solely to influence the sterling rate could not normally he justified
given the extent of trade links with the U.K. and the sterling
denrminotion in foreign trode. Instead, the movement of the rand/
ste:ling rate from around the end of 1972 until lote 1976 partly
refiected the stobility of the sterling/dollor rote from Avgust 1973
to Harch 1975.%%

Unlinking from sterling in 1972 has been justified on both

political and economic grounds. Politically, there has been the
desire to avoid being tied %o a weck currency, probably because of

the bad impression it might create in overseas bonking circles, ond
domestically, becguse it could be presented as showing independence
of such o cuxrency in conducting exchange rate poliecy.  Although
the economic image of the country may hove been enhanced by o dollar
connection, it has not provided any yreater degree of independence,
nor gt times avoided an undesired weaokening of the rand. From
another viewpeint this connection may be less desirable for if
United Stutes political hostility towards the Republic mounts, it

probably can mere easily apply an economic boycott than Britain.
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10. 3.1 $terling Link ond Tronsmission of Inflation

On economic grounds the inflotion record of the country has
been better than that of Britain. Over the 1966-~76 period the
average ~nnucl rise in consumer prices wos 9,6 per cent in Britain
compored with 6,7 per cent in South Africa. More recently the
differenticl has widened. During 1972-76 the British wverage
annual inflation rate was 14,6 per cent, while the locdal rate was
10,6 per cent. If a sterling link means thot the Republic faces o
higher inflation rate thar would otherwise be the case, and this is
considered undesirable, such a pelicy entails *costs® which have to
be set aguinst possible benefits. However, a_number of factors

suggest that the inflationory dongers of o stexling link need not

be significant.

Firstly, the rand technically could be periodically revelued
agairst sterling to compensate for any inflationary differential.
One difficulty here is that in view of the danger of asymmetricol
price effects of exchange rate changes, ond in perticular the

possible 'ratchet' effect, the influence on the locnl price structure

of revaluing sgoinst sterling may be very limited, especially in the
case of small odjustments. Also, pressures to revalue would
probably differ depending on whether infletion rates in the two
countries were accelerating, declining or steble. If rates were
declining, and especially if the differenticl was narrowing the
incentive to keep the rond/sterling rute unchanged could be strongez,
and vice versa if inflation xates were accelerating.

Secondly, although the external value of the pound has fallen
markedly in recent years, its inteznal wedkness does not automaticnily
mean that it will be persistently wedk externally while flogting thus
weckening the rand if linked to it‘3 This is partly becquse the
British balance of payments structui is being modified by North Sea
oil production, ord ulso becouse the topitel account plays a major
role in influencing the sterling exchange rate. In the next few
years, oil output could exert upword pressure on the rate despite
high inflation, and its advexse implicaetions for menufacturing
industry.35
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Likewise, o lower inflation rote in South Africa does not,
except possibly in the long tsrm, mean that the vend must oppreciate
against the pound if pegged to it. This pegged rote, and thus the
overall value of the rand, would be determined by factors such as
interncl economic conditions, terms of trade movements, capitel
inflows, sterling rotes ogainst other currencies, as well as local
and overseas inflation trends

Thirdly, by linking %o sterling, monetury and fiscal policies
may be less exponsionary. If a greater depreciation of the external
value of the rand results, the incentive to pursue expansionary
policies may be blunted, especially at times of balance of payments
deficits, because of their inflationary implications, ond because
such o depreciation might foster fuster ecopomi: growth by stimulating
exports and discourdaging imports.

Supporting this viewpoint is the con-ideration that when a
country®s currency is pegged to that of o major notion, it expresses
on intention to align its policies largely with those of the partnex
country.?®  Thus a sterling link could affect copital inflows
hormfully as confidence in the quality of economic management in the
country withers, ond given the importance of foreign funds to the
Republic, u strong incentive to pursue more cautious monetary policies
could arise. In contrast, by pegging to the dollar, which has
experienced an inflation rate lower than the world average in recent
years, policy may become more stimulotory.

In retrospect, it was also apparent thot the fiscol policies
of the country in 1975-76 were based on the maintenance of
unsustainable gold prices, which led to increased reliance upon bank
credit. ¥ With o sterling link, excessive dependence on gold
would be even more risky, the metal being denominated in dollars,
thus possibly inducing a more conservative fiscal stand.

On the other hand, even if o peg to the British unit did
constroin domestic metions the influence could be morginal, because

of difficulties in pursuing divergent monetary policies due to the
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danger of destabilizing capitol inflows. Moreaver, these arguments
concentrate on the effect of aliernative currency pegs on the domestic
nolicies of a country, when the cousality may be the reverse. As
regards the influence of gold, from a payments stubility viewpoint

a dollar link is beneficial, given a fluctuating bullion price, the
dollar float, and the approximaete thirty per cent contribution of the
metal to total exports.

10.3.2 Sterling Link and Diversification of Foreign Trode

Agains t the buckground of the ielatively poor post-war economic
growth of the United Kingdom, and its entry into the Common Market in
1973, this past link to o floating pound may have been interpreied ns
negative in view of the desire of the Republic to diversify its
export trude.as

Whether severing the association has conicibuted in this
respect is difficult to say, but the share of Britein in the merchondise
axports of the Republic fell from around twenty~two per cemt in 1972
20 less than twenty per cent in 1975. The dollar link may have
encourcged traders to concentrate their efforts on the dollar ares
because exchunge risks are limited to the rand/dollar leg where
cheap forward cover is obtoinable, whereas British trade involves
two-ley transcctions, end o higher zisk. Such a trend, however,
may hove been curtailed os a result of greater dollar trade opportunities
being partially sacrificed for higher profit margins and prices. Also,
stexling transactions can still be atiractive for local importers when
the forvard dollar rate stands ot o sizecble discount. Morsover
low British economic growth implies smell growth of exports to Britain
from the Republic, but the marginal propensity to import is far
higher than that of the United Stutes.39
10.3,3 Influence on Foreign Portfolio Invesiment

From another angle it can be alleged that the desirability of
o sterling link was diminished following the imposition of the
investment dolloxr premium and surrender rule to South African shares
in June 1972, ond Morch 1974 respectively. This has been o

-y

o
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contributory couse of the reduction in the intoke of foreign partfelio
capital of the Republic in recent yeors, which is indicated in

Table 22.

TABLE 22 ~ NET INFLOW OF FOREIGN PORTFOLIO INVESTMENT {(Rm)

1968 1969 1970 1971 1972 1973 1974 1975 1976

113 16 4 83 12 -30 -26 ~36 ~87

Source: South Africon Reserve Bank, Quarterly Bulletin {various issues)

The importunce of foreign exchange considerations in influencing
gverseas portfolio investment hos been put forward in the case of
Jupan.40 However, whether a relatively stable rand/sterling rote
would have been important for’ South Africa in recent y-ors seems
doubtful.  Apart from the restrictions on portfolic anvestments in
local shares, the impact of political events is suggested by the fact
that direct British foreign investment remained strong until 1974, %

It would be wrong to conc. ‘de, however, that exchange rate
factors hove been playing no zole recently. As the previous table
shows, since 1973 a net outflow of portfolie investme .t has matericlized.
This partly reflects the suhstential securities rand discount whith
hus encourcged foreigners to invest in quoted securities +ig the
securities rond morket. As a result no new funds enter the couniry
while, when the investments are redeemed, the funds may, depending
on circumstances, be repotricted through normal bonking channels.

Exchange rate policy may be facilitating this future exchange
outflow, since the reduced enthusiasm for "lexibility, following the
abandoninient of managed floating in June 1975, may have made foredgm
investors less concerned about rand devaluation possibilities. A
sterling link could have reduced investors' willingness to invest
using securities rand unless the currency was revalued to counteract )
depreciction resulting from the pound peg.

10.3.4 Othex Implicobions of Sterling Link
In the light of past events the question arises whether :
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an associutian could hove provided other henefits. The periodic
candidature of the ran' for -evoluction, due to wedkness of the
British currency, could have been strengthened by speculotive cepital
inflows, This was the cose in October 1572 wi m. upart fxuw
unlinking from the pound, the rand was revalued by roughly four per
cent. In contrast, under the dollar peg the American unit
occasionally hos fizmed markedly, producing odverse capitel mavements,
ond providing partly the rationale for devalustion, allegedly to an
unjustified extent, such as in September 1975,

This danger would hove existed under o sterling link if
waakness of the pound had mcourcged the authorities to let the rond
float dovn. What seems more certain is that a sterling peg, by
providing at-times an undervalued rand, would have restrained adverse
leads and logs movements, This should have enabled the monaged
rand float te be conducted more siccessfully in 1974-75, may huve
lessered the resort to tighter exchange controls to dampen leads
and lags influences, and Focilitated orderly gold selos.’ Gn
the negative side, stimulation of speculation in favour of the rand
couvld have entailed internol liguidity problems

On tho forward exchange front the ease und costs of mccess
to forward markets can influence selection of a cirrency pep by o
count:y.45 Here the dollar hos the advantage over sterling since
it is the most widely used vehicle currency.

In another respect a sterling link moy have been preferable.
The one per cent per annum charge for ferward dollar facilities
enubles traders to cover exchange risks at rotes which do not

adequately reflect the risk faced by the Reserve Bunk,  This, together
with the normal net forword commitments of the latter to sell dollars
can invelve substantinl losses in the event of « rand devaluation.

If anchored to sterling, rand reveluations would hove been
desirable occasionally, thus encouraging exporters to sell sterling
foxward, and discouraging imperters from buying forward.  This

could have resulted in the Bunk facing net forward commitments to
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buy, ond thereby losses in the event of a revaluation. However
during the 1970-75 period the ratio of merchondise exports to imports
voried between 0,53 and 0,78, o considerable redvction in the
covering of imports and increase in export covering thus being
necessory for the above result to apaly. If it did not, revaluations
would not have entoiled losses.
10.4  The Rand Link to the Dollar

It may be orgued that support fox gold by the Republic und

its indictment of the internctional wonctary system as being foo
dollar orientated was mot inconsistent with its decision in 1972 to
peg to the American unit, Although it constituied adherence to @
dollar stendard this most proﬁubly did not reflect enthusiasm, but
restricted ability to manceuvre, in adapting to glabel manetary
developments over which the country was lergely on observer. In

ony cose o de focto dollor ston-ord had existed prior to Avgust 1971

dve to the unofficial virtual suspensior of dollar convertibility
into gold ofter March 1968, while the system has been diluted by
adoption of flooting exchange rotes by the major Western countries
Thus, the primary significance of the move may be confined to the
use of the dollar by the Resexve Bank as the intervention unit.

On the other hand, the roles of the latter as an intervention
currency and official reserve asset are interdependent. More
important, other countries have similarly severed theixr ties with
sterling and anchorsd their currencies to the dollar, the cumulative
result orguably being o strengthening of its near monopoly status
as on international osset. The pound traditionally hus been the
only major reserve cuxrency olternative to the dollor, but alongside
the decline of sterling us an Intervention currency the British
authorities have fuvoured reducing its officiel reserve gurrency
role. Thus, in Junuary 1977 they negotirced a $3 billion 'sofety
net' with mujor Western financial nations "« finance withdrawals

of official sterling bulances.
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10,4.% Effect of Dollor Link on Inflation

Empirical ovidence suggests there has been a stronger

correlation between South African ond British inflation than between
American and loc' ' price trends, which might have stemmed partly
from the rand-cterling tics.™ It is alleged that infletion in
countries which peg their monetary units te the dollar con be
profoundly, if not completely, influenced by price trends in the
United Siutes.47 On this basis loonl inflation should have heen
modified by the chonge in 1972.  There are, however, recsons for
doubting the validity of the ubove claim in the case of the Republic,
the dependence of the economy on America not being cruciol, while
the dollar peg is flexible. Recent trends in this regard are shown
in Toble 23.

TABLE 23 - AVERAGE ANNUAL PERCENTAGE CONSUMER PRICE RISES (197276

South Africa United Stotes United Kingdom
1972 7,0 3,2 7,1
1973 10,0 6,2 9,1
1974 11,6 11,1 16,0
1975 13,5 9.1 24,3
1976 11,1 5,8 16,6
Sources; I.M.F. Finonciol Stotistics and South Afrie- ve

Bank, Quarterly Bulletin {various issves).

The patterns are inconclusive, the time span being short, but
the ossociation with inflation in the United States lagged one year
has been strong, whereas oh a year by year basis the correlation
with British inflation has r- nuned prominent.

However, importont cf ves hove recently occurred in the
balance of poyments structure of the Republic which, if they persist,”
could influence loeal inflution trends. In partizular, since
roughly the end of 1975 a morked deterioration has mutwvialized in

the long term capital account position, and consequeativ dependence
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on short term capital inflows has ix:crensed.ﬁ Given the fixed
rond/dollar rate existing since September 1975 and the importance
of shoxt term dollar finance, this means thot monetary policies of
the Republic are becoming more dependent on short term interest
rate trends in the United Stotes, which could imply o closer
relotionship between price trends in the two countries.
10.4.2 Implications of Relative Dollar Stebility

The genersl superiority of the dollar in its link role is
portly bosed on the claim that among major currencies it is the
least likely to have its volue deliberately manipulated by the
American cuthorities because of their largely passive exchange rate
pnlicy.49 Traditionally, they have only intervened in :xchange
markets on requests from, and for the account of, other countries.
Also, o number of difficulties would arise if the United Stotes
were to intervene extensively becuyse ~f the dunger of inconsistent
dealings vis-o-vis other monetory agencies, and trading problems in
currencies with thin mquets.5l

Irrespective of which currency is used for intervention
purposes its fortunes bear no close relevance to those of the rand.
Nevertheless, the American passivity can be advantogeous if it is
associated with greater stobility of its currency. In this respect
the trude weighted value of sterling declined by 38,8 per cent
between the end of 1971 and 1976, whereas the United States unit
appreciated by 4,7 per csnt.5

A more active United Kingdom exchange rate policy should be
anticipated purtly because of the greater openness of the economy,
and the desire to avoid sudden massive withdrawals of short teiam
foreign copital which could depress the exchange rate unduly.  The
advexse implications which this con bestow locully were illustrated
in March 1976 when Bank of England intervention was interpreted
bearishly, contributing to the fall of the pound from 2,02 to
around $1,56 by October 1976.  This coused the rand to rise at a

time when the net forsign reserves were falling, and the economy
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expericneing a prolonged slowdewr which bod started oxvund the middle
of 1974.  Even so, a sterling peg would have been less appropriate,
since further depreciation of the rand, following the Septembex 1975
asvoluotion, would have matericlized

The reletive stobility of the dollar and the extent of foreign
noted in that upit have constituted jwportont
¢rgunents in fovour of the rand bsing linked to the dollax. However,

tronsactions denol

this stability can tv exaggerated, since in the past few yeors its
effective velue hus gone through o series of sizeable downswings
ond upswings. On occasion, moreover, South Africa could hove
benefited from u more uctive interveniion policy by the American
uuthorities.ﬁa Alsu, the next few years may witness o reversal in
the fortunes of the dollar and sterling.54

Another question is whether the greater past stability of the
dollar hes reduced foreigh reserve needs relative to o sterling link.
As previously noted there is evidence that requiremenis increosed in
the 1973-75 period. Tying the vand to the Pritish unit could have
reduced odverse speculative pressures, although its *demonstration
effect’ might hove retorded other capital inflows. A more importent
foctor is the nature «¥ the relationship between the equilibrium
rutes for the pegged currency agoinst the intervention unit.55
If the rund/dollar relationship is more positively correlated
changes in the value of the rand induced by flvctuctions in the value
of the dollar will tend to be less ingppropriste, and the need for
reserves smaller than with o link to the pound

Whether this is the cuse is difficult to suy, portly becouse
the relotionship is complicated by the business eycle log between

. B
ths two countries.

Also, the value of the dellar is markedly
affected by market actions of other countries, which indirectly
influences the value of the wund.  The fear has been expressed
that such intervention by central banks holding substantial doliar
raserves will distoxt its volue.57 The oppropiateness of dellar

movements, moreover, will in future be affected by American gold
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soles pslicy, I soles are undertaken primarily when it is desived
to manipulote the value of the dollax upwords, South Africo could
face the unfortunate combinotion of o Falling gold price and an
spprecioting rand.
10.5  Linking the Rand to a Strong Currency

A number of difficulties would arise if ties were estcblished
with a currency like the Gexmun maxk or Swiss franc, which in the
1971-76 period vpprecioted oversll by thirty-seven per cent and
Fifty-five per cant respectiselv,C Firstly, linking %o a strong
currency would be accompanied by cdverse speculstive flows, and
require periodic downward adjustments of the rond.  This leads and
lags problem could be exuverbuted becouse a link to the mark ox
fronc would not provide an associotion with a currency area of the
size of the dollar area, ond thus fluctuations in the external volue
of the rond would be greater.  Secondly, pegping to either of these
units would be difficult becouse the Reserve Bank could not deal in
them easily, while the respective monetary authorities have shown
no enthysiasm over the prospect of becoming reserve currency centres.
Thirdly, linking to any currency, other then the dellur or sterling,
would involve additional costs in condueting foreign transactions.
Currencies such os the mark and frunc are relutively thinly traded,
and thus an extra leg in transections would orise, which could raise
import costs and reduce export incomes morginally. 9

When the dollar started floating in 1973 thexe was speculation
thet the Republic might obandon it ond link to a European currency.
At the time the Minister of Finonce commented that 'shovid the new
E.E.C. monetary arrangements become more permanently entrsnched und
be extended to all members, it moy be desireble ot some loter stage
to associate the rand more closely with the E.E,C. bloc'.60 Loter
the Minister cleimed that the authorities would have considered this ’
if there had been o Evropeon currency to peg to which was a gold-

based tme.61
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The resort to fixed exchonge rates, and even « unified currency,
within the E.E.C. including Britain and new member countries, is o
long term possibility, and tying the rand to such a bloc would warrant
serious consideratiow. In 1976 the E.E.C. countries as ¢ whole
bought around 47,5 pex cent of the merchandise exports cf the Republic, |
and were the source of roughly forty-eight per cent of merchandise
imports. 2 However, the prospect of any country returning fo gold
appears unlikely, an essentiol pre~condition possibly being a bout
of hyper»inflution.63 The only Europecn states which could
conceivably link to the metol ore West Germany and Switzerlan:.

This is so in view of their strong currencies, puyments positions,
and large gold holdings.  As previously noted, o number of technical
end economic difficulties could militate cgainst linking to such
currencies, even if the monetary policies of the Republic were
geored to mointaining o fixed exchange rote.

In conclusion, it could be said that both advantages and
disadvantages would follow the tying of the rand te a currency basket.
However, at this stage, given the experimenial nature of such action
and the advisability of further study of it, there oppears to be no
pressing case for its adoption. There were strong grounds for
savering the sterling peg, but the superiority of the assoniation
with the dollar over sterling may not last. Even in the past few
years anchoring to the pound would probably have conferved some

benefits.
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CHAPTER ELEVEN ~ FORWARD EXCHANGE POLICY IN SQUTH AFRICA

The question of the provision of forword exchange facilities
in South Africa hos long been neglected, owing to o number of
circumstonces. For long pericds the system of fixed but udjustable
exchange rates preveiled, while the moin export item of the countxy,
gold, was sold through the Reserve Bank itself ot a fixed guaranteed
price of 35 per ounce. The concentration of foreign trode with
the U.K. ond the even larger denomination af sterling in foreigm
trade in aggregote meant that o forward market in currencies other
than in steriing wos of reletively little importance.  Also, until
1967 the demond for forward facilities ie sterling must have been
limited, since ds o nember of the ling Area South Africa had o
long record of an unchonged rand/stel.ng exchange rate, while in
the absence of a proper foreign exchange market the rand/sterling
rate wos not subject to fluctuations within exchange rate margins
which could have induced forward covering for foreign trade involving
relatively small profit morgins.

This environment has progressively changed. Currently,
international monetury arrangements comprise o hybrid system of
fixed but adjustoble exchange rotes ond flaating rates, with South
Africa adopting o much more flexible exchange rate policy than
during the Bretton Woods era.  Adverse leads and lags which have
confronted the nuthorities in recent yeors have involvod both
pressure on the spot ond the forward foreign exchunge rates,  Since
these piassures and the associcted problems on the capital ceccount
of the balance of paymenis have been sufficiently powerful ta
influence exchange rate poliecy, interest in and the importance of
forward exchonge dealings has correspondingly increased.  Apart
from these considerations the continued expansion of the Foreign
trade of the Republic uffects positively the volume of forward i

exchange business undertaken.
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11.1  Cgse for Provision of Reserve Bank Forword Cover Facilities

Given the cbsence of o fully developed local foreign exchange
market: and the associcoted obsence of forward cover facilities
available on o private basis in the market, there are strong arguments
in fovour of forward cover facilities by the avthorities. Such
justification is based on the orgument thot traders should be sofeguorded
as far os possible from the risks stemming from e;change rate
fluctuations, especially since most of the foreign traonsoctions of
the country are denominated in Foreign currencies.

In fact it has been argued that the cuthorities in countries
such as South Africo are under o strony moral obligation to provide
forward facilities, at least for current account tronsactions,
irrespective of the risk iﬂvolved.l This is olso of practicel interest
in that the export trade is encouraged as well os the importation of
essentiol capital goods. The latter can be costly, and long delays
in delivery frequent, in which circumstances the existence of forward
facilities can be of considerable benefit to importess. Likewire,
exporters may feel thaot, in the absence of such facilities, they are
at o competitive disadvantoge to exporters in other countries who
are obtoining forward cover to decl with their exchange risks.2 These
risks have to be fcced by someone, and it has been argued that in
this respect monetary authorities are better equipped to evaluate
and respond appropriately to currency trends than are businessmen,

However, the sexvices provided in the Republic are such that
the scope for currency flexibility enjoyed by the central bunk is
limited. Furthermore, if the arguments above are regarded as valid
this still leaves ununswered the vital question of the extent to
which these official facilities should be rendered.

I. hos been cloimed that the justificotion for official support
of forward rates can be that it reduces spot soles of foreign exchange
relative to forword sales, and thus can relieve short term pressure
on the forsign reserves position of o country.4 By centrest, in

the case of the Republic, the basic idea behind the provision of
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forward facilities py the Bank is that the evuluaticn of its future
foreign currency vequirements can thershy be facilitated. HMoxe
porticularly, becouse of its advance knowledge of pert of the morket's
purchases and sales of foreign currency, it is in o position te
improve the management of the gold und forelgn exchange resexves,

its currency working bolances and investment portfolio, and future
gold sales on the private market. In addition, by providing in
perticulor forward cover for imports, the Bank is better able to
gouge the trend regarding import finance practices, and whether
changes in monetary policy, cover facilities, ete., ave desirable.5

The gold function appears especially important. This stems
from the responsibility of the authorities for marketing the gold
output of the country which conetitutes around thirty-three psr cent
of total exports, ond roughly seventy-five per cent of prodvction in
the western world,  Other relevant considerations are the speculative
elements in the private murket, and the desirability of relotive
price stability os o means of potentially enhancing the monetary
role of the metol. Looking aheod, as the exports of the Republic
hopefully become more diversified, and Russian grld production rises,
the yellow metal may exert less influence on local forward exchonge
policy.

Tt is purtinent to enquire whether the basic objective behind
this policy should have been modified in recent years by the breakdown
of the par value exchange rate system. It can be argued thet with
the adoption of a more flexible regime the relative need for foreign
reserves hgs bsen reduced. If this is true for South Africa then,

by implication, it might be concluded thot the priority of onticipating
future foreign currency flows should hove been lessened somevhat.

There are grounds far suspecting that this conclusion may well
be unwarranted, On occasions in recent years sudden and powerful
adverse speculative pressures have aggravated the function of
management of the foreign reserves.  This latter tusk has been
further complicated by the floating of the major currencies, which
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has meant thot the value of foreign currency working balances is
more uncertein than in the Bretion Woods era.  Evidence of the
problems which heve emerged can be gleaned from the trend in the
external short texm licbilities of the monetary banking sector,
which have risen from R256m. ot the end of 1972 to RL 552m. ot the
end of September 1976.%

11.1.1 Disadvantages in Providing Firward Facilities

In particular here the donger mey arise that in view of the
position of the Reserve Bank as a net seller of foreign exchange to
the commercial banks under normal circumstonces, the authorities
may become reluctant to devalue. This is because losses on net
forward commitments to sell could axise in proportion 1o the size
of any devgluation, - Yet, although the Bank may be absolved from
indictment for the act of devaluing, ony losses incurred are the
direct result of the type of forward facilities it provides. Of
greater importance o benign attitude towards losses cannot be counted
upon in government circles,

It is possible, moreover, that profit/loss considerations
could affect exchange rate policy in other directions. For instance
maintaining the link with sterling, elthough adventageous from the
viewpoint of reducing adverss leads and lags, would have had
potentially odverse implications in respect of forwerd operations
By linking to the U.K. currency, which has been ond still is
fundamentally weak, periodic revaluations of the rand against sterling
would have been required, This would hove encouraged exporters to
sell sterling receipts forward, while discouraging importers from
buying forwerd. In turn this would possibly have resulted in the
Bank incurring net forward commitments to buy, ond thus facing losses
in the event of ¢ rond revalustion against swerling.

The potential losses incurred by the Bank in providing forward
focilities, which have to be finanged by the taxpayers, provide
support for the view that those who directly benefit from foreign

trade should bear the cost of insuring in the forword merket.  Thus,
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insofur as assistance “rom the authorities is necessary it should

be provided on commercial terms so that taxpayers do not have to
finonce any losses recorded by the Bank. However, if such cover is
granted on o subsidized basis it may encourage the business sector

to expect officiol concessiops in other fields. Yet, to the extent
thot foreign trade provides economic externalities (e.g. greater

local competition, o greater variety of goods, etc.) then an orgument
in, favour of subsidized forwerd rutes can be mode out.” Unfortunately,
this still does not clarify the issve of the scale of subsidization
which is warranted.

11.2  Curzent Forward Exchange Arrengements

Since the major export, gold, is sold by the Resexve Bank
and the lotter is consistently a net seller of foreign exchange to
the banks, Bank transactions on o forword basis orxe unlikely to be
in balance as suggested in the following table.

TABLE 24 - SOUTH AFRICAN EXPORTS AND IMPORTS Rm.

Year Net Gold Merchandise Merchandise Ratio of Merchandise

Quiput Exports Imports Exports to Imports
1870 837 1 441 2 584 .56
1971 922 1 556 2 937 /53
1972 1161 2 218 2 852 ,78
1973 1 770 2 510 3 545 ,71
1974 2 565 3 137 5 734 .55
1975 2 540 3 563 & 736 , 53

Source: Reserve Bunk Quarterly Bulletins

This feature is enhanced by the lack of o forword market where
u forword discount offered by a forward seller of dollars would imply
d guin to o forward buyer and vice versa.  Instead positive <harges -
are levied on both forword buyers and sellers of dollars. This
imbalance means that the central bank normolly has an exposed forword
position, sales commitmenis being larger than purchase commitments of

foreign exchange.
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The size of this imbalonce tends ta be increosed due to the
negotive correlation existing between the latter and the ratio of
werchandise exports to imports, Over the course of the business
cycle this can fluctuate markedly tending to rise during the later
stages of the downswing ond initial stages of an upswing thereby
reducing the imbalance on forward cover account. The reduction is
further enhanced by the fact that with the ratio rising associated
with on improved trade position the incentive of importers to toke
out cover and for exporters to desist from doing likewise is reduced.
Conversely, the ratic tends to fall during the latter stages of the
businsss cycle upswihg ond initial stages of the downswing, thus
increasing the imbolance, the latter further enhanced as confidence
in the rand's position tends to deteriorate,

At the same time, in ‘the agbsence of the forward cover
facilities of the Reserve Bunk, local commercial banks would not be
able to cover their own forward positions in externcl foereign
exchonge morkets.  This is beccuse the rand is not quoted on the
major external foreign exchange mar! ets.  Forword quotations between
the rand ond foreign currencies would require comparable investment
facilities in South Africa ond the moin overseas centres, ond
interest yields on compurcble investments, so that covered interest
arbitrage could exert its normel influence on foxward rates.  Such
conditions are precluded by the current exchange control regulations
aperated by the Republic.

11.2.1 Existing Focilities

Given the existing environment it is, therefore, necessary
for the Bank to provide o form of udministered forward cover which
presently takes the form of cover in dollars agsinst the rand at
a fixed cost of one per cent per asnum for either purchase ar sales
contracts.  For non~U.S. dollor currencies forwerd exchange rates
for the rand are derived from the relevant forward rotes of these
currencies ogoinst the U.S. dollax. Any forward premivm or discount
is then modified by the fixed cost of one per cent per annum if the
purchaser or seller wishes to extend the forward exchonge cover down

to the rand.
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The cost of Fforward cover in non-dollur currencies depends
therefore basically on the U.S.A balance of payments position, which

affects confidence in the dollar, end interest rate differentials

between New York and foreign financilal centres.  Consequently,

forward rates for the rand are different from whet they would be
if direct quotations were possible between the rond ond these other

non~doller currencies.  An actual forwurd premium for the rund

vgoinst a foreign currency might be repleced by o discount if a
direct forward rate were quoted.

Forword cover is provided by the Reserve Bank to local traders
for future merchandise import payments up to a itwelve month maximum
period, with the possibility of a longer period in the case of copital
goods, following special application ta the Bonk through outhorised
dedlers in foreign exchange. As regurds future merchandise export
receipts, forword cover for a moximum period of six menths is granted,
although exporters can else apply for permission to extend contracts.
Iin addition, cover is ovpiloble to public corporations for future
repayments of foreign capitel and interest an foreign borrowings.
Likewise, authorised dealers in foreign exchange can obtain cover
for the repayment of foreign leans ruised in their own nawes,
provided approval is given by the Bank, ALl such contructs are
optional ones, which is on odditionul advontage to traders.

11.3  Difficulties in Modifying Focilities
The cheapness and stability of the official chorge of one per

cent for forword dollor facilities enables traders to cover the
exchonge risk at rates which do not reflect the full magnitude of the

risk faced by the Bank. This, foget -ir with the normal net forwerd

commitments of the lotier to sell dollars may enmtail substonticl

losses in the wake of a rond devaluation such as that which oceurred

in September 1975.10
11.3.1 Flexible Forward Cover Rate
This risk could be reduced if the Bank quoted forward rotes

for the dollar ot o wore flexible cost figure, ot least for imports,

e




adjusting the charge, for instance, at times of greater exchange
rate risk sssociated with gregter demand to cover forward import
payments.

Such @ policy could however, have disadvantoges in other
respscts. Roising the cost of forward cover can deter ircders
from using such facilities, with adverse repercussions on the future
ability of the Bonk to meet its forward commitments, which may
conflict with the oim of flexibility in conducting oxderly gold
sales on the free morket., From the viewpoint of encournging traders
to use forward facilities regularly it is desirable to moke the cover
charge os low as possible for both importers and exporters.

The extent to which rises in the cost of forward cover for
imports would deter the taking out of cover is difficult to gouge
such decisians, seemingly, being influenced by a mciley of factors.
Einzig has cloimed that traders who are operating on small profit
mergins connot offord to run exchange rate risks and therefore must
cover.ll Mony South African importers are probably not faced with
such competitive conditions, given the strvcture of imports and the

well developed import distribution sector. Yet in those cases

whers they are, rises in the forward charge could make importing
unattractive. Nevertheless, in the case of the Republic the existing
rate is very cheap, especiclly since the cost of forward cover is tax
deductible, and with olmost all foreign trade denominated in foreign
currencies this, it can be argued, should provide an incentive to
cover even if the cost is roised on occasions.

Also, raising the charge for forwerd covering of imports con
enconrage troders to switch from overseas sources of finonce to
domestic sources if local banks are sufficiently liquid to provide
the finance.lz Such o development “arms the balance of payments
Any step which encourages the taking out of forword caver tends to
boost the use of overseas finance, and vice versa, other things
remaoining equal.  Making such on upward adjustment may, in addition,

be interpreted as o sign of reluctonce on the part of the Bank to

[
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continve selling lorge emounts of forward dollars. It may thus
invite suspicions about o possible devaluation ond stimslate adverse
leads and lags, ond/or lead to fears of tighter import controls, or
both.

On the other hand, the Australiun Reserve Bank, operating in
an environment of similar foreign exchange arrongements, quotes a
flexible forward rate in both U.S. dollors ond sterling, and rations
from time to time the amount of forward cover business it hondles on
o specific duy.13 In the case of the lottex, however, o more
bolanced forward exchange position normally prevails, and therefore
changes in the cover charge may not be so sasily inlerpreted as «
sign of future trends in the balance of poyments position of the
country,  In the case of South Africa, where a large unbalanced
position normally prevails, changes in the rote may be interpreted
more easily. Also, forward cover is not necessary on a sizeable
portion of Australion foreign trade since much of its business with
Asig and the Middle East is denominated in Australion dollars.™*

Even so, the question may still be posed whether relatively
small changes in the forward cover rate would necessarily invite
large scale currency speculation ogeinst the rand.  After all it
amounts to saying that speculation will be encouraged by increases
in the cost. At times the morket will have alreudy discounted some
form of action, in which case a change in the rate may not exacerbate
the problem. Moreaver, leads and logs operations con be curbed
partiolly by tighter exchange control regulations, which is what the
avthorities have done in recent yeors.'> Following the detexioration
of the polilical situation since 1975, over-inveoicing of imports has
been one method of exporting capitul. This speculation against
the rend has been cided by the low cover charge faced by importers.

Any tendency to chenge the cost of foxward cover for imports
would be stronger ot times of balance of payments deficits, when o
rise in the charge could be considered, than ot times of payments

surpluses, when a rate cut might be deemed suituble. The authorities
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con much more sasily cccommodate greaier selling and reduced buying
of forward dollars by traders than they can in the case of greater
buying and reduced seiling of foxrwerd dollors. In the laotter cuse
the shoxrt position in forward dollors may become embarrassing, prove
costly in the event of a devoluation, and possibly complicate
orderly gold sales.

Regarding exports, an inclination to raise the cost of forward
cover is probaobly eonstrained by its possible adverse effects on
export receipts. However, the degree of utilizotion of forward
fovilities by exporters is probably much less thon in the case of
importers, because the principel export, gold, is sold hy the Bank
itself, while the cover facilities offered exporters ore less generous
than for importers. In recent years this situation may well have
been entrenched by the fact that the rand on o trade weighted basis
has deprecicted by around one per cent per annum during the pexiod
1972-76.%6  This may, therefore, nullify somewhot the potential
drowbacks surrcunding on increase in forward cherges.

On the other hand, these considerctions might be construed
as suggesting thot exporters should be granted o rebate on forward
dealings, rather than incur a chorge.  This should, other things
remoining equal, encourage exporters to cover forward, repatriate
funds more quickly, and potentially boost export receipts. Assuming
spot exchange rates for the rund remuined unchonged it would
represent o partiol disguised devaluation, but without compensatory
wodificotions in cover charges for imports would adversely affect
the cash flow position on forward exchange account.

11.3.2 Forward Exchange Rationing

An olternative approach to the problem of the distorted
forward position faced by the Bark would be to directly reduce the
imbalance by administrative means. Over the period 1971-75 the
average ratic of mexrchandise exports to imports was ,62, thus
suggesting thot the objective of achieving approximate potential

halance in forword exchonge where merchandise irade tronsactions
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are concerned would require in the region of ¢ ome thizd reduction

on the impert side. This would not be ensily ochieved. Restricting
the normal cover o imported copitol goods would create an imbulance
in the opposite direction, since during the current decade capital
items have overanged round Forty-four per cent of merchandise impozts‘1
There would nlso be the problem of deciding whether it would be
appropricte to provide cover to all categeries of such goods. Refusing
40 grant cover Facilities on imported consumer goods would not entirely
solve the problem either, the latter constituting arcund twenty per
cent of merchandise imports.

The Philippino centrel bank, for example, rations forward

exchange to certain caiegories of imported items,lg Neverthelass,

it could be alleged that this kind of policy is inappropriate fox

an increasingly open economy like that of the Republic. Whereas in
1970 exports and imports of goods and services as a percen.uge of

gross domestic product were 22,5 per cent and 29,5 per cent respectively,
by 1975 the respective figures had raached 28,5 per cent ond 35,9 per
cent, It would, moreover, create business uncertainty as to whether
the categories of imports exempted from forward cover might change

and possibly invite speculation. Similorly, it could provoke
prolonged debate ond dispute regurding the merits of providing or
disellowing cover to different cutegories of goods. In sacters
vhere import cover is disocllowed, upward puice pressures could emerge,
depending an competitive conditions, us businesses try to rumpensate
for the increased risks foced on the exchange rote front by raising
prices.

11.3.3 Gold Sales Prosedure

In theory, the most efficient method of overcoming this
distorted position would be to leave the import side unchanged, but
arrange for | 2d sales to be conducted by the Chamber of Mines so thai
they sold the dollar receipts through the banking network. This is
based on the frct that during the 1970-75 period the average rotio

of merchandise exports plus net gold output to merchandise imports
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was unity. A pracedent in this direction hus been set by the Chamber
hondling Krugerrand sales which constituted 21,1 per cent and 13,2
per cent of total gold output in 1975 and 1976 respectively.

In proctice it is not at all certain that this would solve the
problem, since gold is sold on o 'spot® basis in the bullion markets,
and therefore the incentive to take out forward cover would normglly
be absent., Aport from this, by buying the local gold ocutput the
Reserve Bank is not only able to control the quontity of gold exported,
but thereby control the main source of foreigr exchange of the country.
Being allowed to hondle the gold scles might also be construed as
emphasizing the continued monetary role of gold.  Moreover, im recent
yenrs the avthorities have gained expertise in selling the metal in
the private market, and are in o positlon te derive information about
potentiol future market prospects through such channels as the I.M.F.
11.3.4 Implications of Forward Exchange Losses

It can be ollpged thot the losses incurred as a result of the
September 1975 devaluation have precluded -ubseguent flexibility in
the conduct of exchunge rate palicy. The prospect of further

substantial losses on forword cover account plus the heavy foreign
borrowings by the Bank and Government help explain the decision to
impose import restrictions rather than devalue in July 1976.l

It may be argued that in these circumstances, a policy
decision to devalue is not necessarily ruled out, but rather the
timing will be modified, Instead of such action materialising ot
a time of intense pressure on the rand, an cttempt will be made to
stave it off by other temporary measures until *he balance of
payments positiin improves, aad net forward sales commitments
decline as greater confidence is restored. The potential weakness
here is that thers can be no guarantee that temporary measures will
achieve the shozt run objectives, while the existing losses remuin
a foit accompli.

Under current forward exchange orrongements the losses problem

could become magnified, The imbalance bhetween net forward purchases
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and sales will tend to grow us foreign trade oxpunds. Moreover,
as noted previously, the external value of the rand has tended to
depreciate overoll in recent years. Although it can be argued thot
enthusiasm for flexibility in exchonge rate policy has been waning,
the consensvs view may well be that the rand will remain a
devaluation-prone currency because of political factors, and olse
the emphasis upon growth to absorb a population rising at 2,9 per
cent per annum.

The risks faced by the Bank are further enhanced by the fact
that the gold price is now subject to volatile movements unlike in

the Bretton Woods era. The price fall, which suddenly occurred
in September 1975, could occur :gain at some stuge, conceivably
forcing the outhorities to devalue despite its loss implicotions.
Meanwhile, in the acbsence of o major further deterioration in the
external position, the existing losses which have accrued ecould
encourage traders to stop taking out cover on the reasoning that o
devaluation in terms of the dollor would be senseless, These
considerations suggest the desirebility of tuking steps to ensure
more balanced forward exchonge business, and/or increasing the
cover charge.

Given the losses which have been recently incurred the lotter
methad would require o significant ircreass in the rate if the
forward account position wos to be metericlly improved. For
instance, toking trade transactions involving dollaxr cover and
assuming that tweniy-five per cent of merchandise exports in 1975
were coverad, o one per cent increase in the choarge would have yielded
roughly R8,9m. extra other things remaining equal.  Assuming Fifty
par cent of merchandise imports were covered in the same year, a
similar increuse in~the rate would have brought in approximotely
R33,7m. extra. Even though the assumptions mrde here cannot be
totally accurcte, the orders of magnitude involved are illustroted.
Nothing but o very substontial incresse in the cover charge will

provide adequate protsction against any future major devaluation.

hadid
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Yet such o ¢hange would have repercussions on the ettitudes of
traders towards taking out forwaxrd cover. On the othexr hond, the
implicotions for the genercl price levil should not be serious.
Given thot merchondise imports now constitute arvound twenty-five
per cent of gross domestic expenditure, each one per cent rise

in the forward cover rate should increase prices by o maximum of
roughly 0,25 per cent.

A more radicol spproach would be for the nuihorities to
disengage from forward exchange business, ond hive off ihe funztion
to the private market; in other words, promote the establishment
of a market mechopism for forward exchange such us prevails in
respect of currencies like the pound sterling, U.S. dellar emd Swiss
franc, etc. Forward rotes would move in uccordance with supply and
demand, and thus specintion based on actual or anticipated policy
changes by the suthorities would nhot be at the expense of the latter,
assuming official intervention was obsent, as can occux under the
present system.

This, however, is not o short term solution, as will be
explained in the next chupter. Unless substantial rote fluctuations
in the maorket were %o be tolerated, the Bank would be compelled to
intervene on forward account. Morsover, it is highly likely that
the outhorities would have %o continue providing forword facilities
for contracts in excess of onr yeur.20
11.4  Regent Policy Changes

In October 1972, when the link with sterling woas broken, the

Bank ceased to quote a forward rate in sterling, and switched to

quoting o forward rate for the dollar. At that stege the demand
for forward sterling must have been relatively low, given the weckness
of that currency., Thereofter, commencing in 1974, the Bunk made a
numbex of changes in its Forward exchonge policy.
11.4.) Increose in Forward Cover Charges

In August 1974 the cuthorities increased the cost of forward

cover for imperts in dellor contracts from one per cent to two per cent
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per onnum.  This move was prompted by the fact thot during the
previcus fiscal yeor the taxpayers had to finance losses on forward
exchange deals by the Bunk toiqlling R98m., and olso because it
might discourage imports murginally.21 At the same time, the cost
of cover in dollars on exports was muintained at one per cent per
ant.um,

Employment of the cover chorge as on instrument to deter imports
invelved o number of drawbacks. With the rond linked to the dollaz,
and the latter floating, the benefits of eny increose in the charge
for import cover could quickly be eradicoted. Meanvhile, in 1974,
the economy was experiencing o boom, the real gross domestic product
rising by 7,1 per cent, hordly an environment in which o marginal
increose in the cover charge could exert much, if any, effect on imports.

Concurrently, the Bank specified that troders must toke out
forwurd cover within seven days ¢ ¥ the contract being signed, This
megsure wos introduced in order to encourage traders to cover forward
on o more reguler basis. Previously, traders often did not take
out immediaie cover but then if, after soy three months, the rand
looked suspeck, they would, in a short space of time, rush to take
out cover, thus burdening the Bank with substanticl doller forward
commitments with roughly the same maturity. Such a rush probably
created administrotive problems us well.

The expectation thet this measure would lead to more regular
covering wos problematicul.  Apart from the cost having been incregsed,

e troders ot whom it was almed were those prepared to toke a view
on the prospects for the currency, and desist from covering at the
time that deals were consummated. Why should such people materially
alter their toctics in the face of a seven doys ruling? Natuzally
under the new orrangements, if their behovioural patterns remained
wichanged, they sacrificed the option of vovering at o later stage.
However, this doss not mean that all options ore closed, since, far
instance, they can pay prematurely either using their own cash

resources or bank finance, If the latter option is closed then
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Flexibility is reduced, but during the secand helf of 1974 ond all
of 1975 the avercge monthly excess of actugl over reguired liguid
assets of the commercial banks were 2,8 per cent and 4,2 per cent
respectively,

In addition this wes on awkword measure. It led to dissutisfuc{ion
on the port of imporiers who compleined of being pressurized into
taoking out forward cover immsdiately on ordering goods, even though
shipment might l'> months later. This was probably porticularly the
case in industries with o long lag between ordering and shipment In
othex words, clthough the feosibility of importers always being in o
position to effect cover within o week of a contract was probably not
in doubt, it certainly wos irziteting. It discouraged trodexs,
therefore, from toking advantage of forward cover facilities, while
the increase in the cost of the latter also acted as o disincentive
to importers to finance their imports through benk finance.  Such
troders insteod settled their import payment liabilities more quickly.
Others, while gontinuing to use bank Finance, were encouraged to
switch from overseas sources to domestic bank sources

At the time that the cost of forward cover for six months
or lass was increased from onc per cent to two per cent per annum
that of import cover for more thon six months, if granted, was raised
to six per cent per annum, .ince at thot time such facilities weze
in strong demund owing to harbour congestion. Herdly hod importers
recovered from this series of shacks when the cost of ferward cover
for dollar contracts relating to imports of six months or less was
increased to three per cent per annum in September 1974.

Later that year and eorly in 1975 the combinution of all these
measures plus the relative weckness of the dollar, and the strength
of the gold price (late 1974) meant that many importers decided it
was cheaner to carry the exchange risks themselves, and less use was
made of forward fesilities. This was the opposite of what the
authorities had desired to achieve, numely to encourege traders to

take out forard cover regularly, thereby reducing trader speculation
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on eurrency changes, and sao moderoting the influence of leads and lags.
This set of measures backfired on the guthorities from Morch 1975
onwards, when with the doliar then strengthening and sterling
weakening, the rand began to look somewhat vulneroble. This prompted
importers to rush to settle by borrowing from the commercial baonks
thereby putting extrg downward pressure on the gold ond foreige
exchange resexves.

It could in fact be argued that official policy at this juncture
involved two unfortunate aspects. The adoption of the managed Tleat
encouraged speculation ond leads und laogs. Encouraging the more
extensive use of forward faocilities would have eased this problem.

In reality, however, the measures adopted in tiic latter vespect only
complicated matters further.

The extent to which the forward cover charge rises alone
contributed towords this stote of affairs is difficult to assess,
since an important factor may have been currency und gold price
movements, However, once less forward covering had materialised,
the subssquent foreign exchange pressures should not have bern a
complete surprise, since the externol position was deteriorating.
Following @ current account surplus of R58m. in 1973 a deficif of
R948m. was incurred in 1974, and only substanticl copital inflows
were moderating the foll in the reserves. The underlying vulnercbility
of the rand, not helped by a twenty~three p.r :«nt expansion in the
money supply in 1974, became even more obvious following the currency
developments in March 1975,

11.4.2 Revexsal of Policy Decision

Against this bockground the Bank, early in April 1975, cut
the rate back to one per cent per annum with the aim of encovraging
importers to raise finahce abroad, ond enter into forward contracts
for spacific poymenis periods.  Such o trend, other things remuining~
equal, would reduce unfavoureble leads ond logs influences arising
ot of rand speculation on the port of importers, ond help the

bolunce of payments position.
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Subsequently, the difficulties foced hy traders in tuking out
Forword cover associcted with the seven days stipuletion, resulted
in August 1975 in the terminotion of this provision. Again the cim
was to entourage gregter use of the Bunk's forward cover fucilities.
11.4.3 Extension of Cover Period for Imports

Simultaneously, forward cover gronted by the Bank to importers
was extended from six to twelve months, while the charge remained at
one psr cent, The authorities olso announced that they were prepared
to consider granting forward cover on application for periods longer
than twelve months if requirad for the importation of capitel goods
with long delivery peviods and/or under extended credit arrangements.Zd

The extension of the period for normal import cover wus a
move which had been advocated for a long time, 4 It wous sncourcged
by o number of faciors. Under the previous arrangements where
forwur; cover for imports was limited to six months from date of
order, import finance was only ovailable for four months if there
was @ two month dolay befors shipment.2” A shipment might srrive,
say, eight months after ordering, but the importer hod to fulfil his
forward commitment to purchase dollars after only six months.

In these circumstances, the change to a moximum period of
twelve manths for covering of imports ollowed importers to obtuin
finance for longer periods. It therefore encouraged the greater
viilization of forward cover facilities and overseos finance, as
well as stimulating those importers who hod ohiained six months
import finance under the old arrangements, to extend the period
of credit where possible.  The result has been a moderotion of
pressures on the foreign reserves fram this source; in other words,
a bigger lag has been built into import payments, which is helpful
to the bulonce of poyments.

Secondly, given the complaints that the forward cover period
for imports was too short, the Bank received large numbers of
upplications for cover in excess of six months, which had to be

sexeened on an individual basis. Moking the modification,
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therefore, alsc reduced the administrotive burden on the authorities.

11.4.4 Question of Forward Cover for Exporters

For many years exporters, likewise, have pressed for an extension N
Y Y P g 1 P!

of the cover period beyond six months, o move which would facilitate
the offering of credit terms {or exports beyond 180 days.26 Where
raw material exporters are concerned the 180 day limit on foxward
cover is probably not particularly importent since much exporting

of such items is based on relatively short credit.27 As regards
manufactured exports the problem is probobly more relevant, heightened
by the development of serious balance of .poyments problems for most
non~oil exporting nations in recent years following the oil crisis.
Today a significant amount of exporting may be influenced materially
by the credit terms which can be offered. From the viewpoint of

the Bank, moreover, a longer cover period for exports would contribute
undex normal circumstonces towards a reduced net Forward commitment

to sell dollars.

The outhorities have, however, resisted this concession no

" doubt becavse they do not wont to see o bigger lag built into foreign

exchange receipts. If an exporter obteins six months' credit from
a local bank, then it takes six months befoe the foreign exchange
receipts arrive. An extension to twelve months follewing a similar
lengthening in forward cover facilities provided by the suthorities
means o similar delay before the foreign exchunge comes in if the
exporter is granted finance by o local bunk,za Under present
conditions, particularly, extending the cover period and thus the
lag in export receipts will be resisted dus to the deficit on the
current account of the balance of puyments.29 However, in more
propitious circumstances such a move will warrant consideration
21.4.6 The Bank’s Broad Objsctives

The above comments do indicate that by changing the period
in respect of forward cover fecilities the authorities have a weapon
at their Aisposul for influencing the short-term balance of payments

position. The willineness to use such a weapon is, however, likely
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fo be constrained by the objective of trying to avoid a situation
in which troders are discouraged from toking out cover, For this
reason there is likely to be considerable reluctance to shorten the
cover period for either imports or exporis.

This review of recr~t policy measures is an indication of the
authorities' desire to =ncourage the more regulor use of forward
gover fecilities, und there is evidence that this is moterialising
to some extent. Progress in this direction is, however, limited
by the nature of the forword cover in operstion. IF it is
suspected thot o rond devluation is imminent, importers tend %o take
advantage of the cheop cover focilities, while exporters tend to
refruin from selling foreign currency proceeds, and vice versa,

It is glso limited by the practice of flooting exchange rotes.

Traditionally, South African importers tended to finunce their
imports from overseas sources. The advent of floating raotes on o
large scale has, in the post couple of years or se, encouraged
importers to seek domestic finance whenever possible in order to
reduce the exchange rate risk faced. Particulerly ot times when
domestic liquidity hos improved, ond domestic interest rates have
fallen somewhat, some imporiters, toking odvantoge of increased
banking liquidity, have tended to finance imports locelly or ssttle
early, so putting pressure on the beolonce of pdyments.30

In other words, although it is ot times cheaper to finance
imports abroad and take out cover, some traders have resisted such
a financing avenve, This to scme extent undoubtedly reflects
inertic as well as lack of experience about forward exchange
foeilities. It probably ulso reflects relatively high profit
morgins associated with some closses of imported items, so that
relatively smgll differences in costs between overseas and domestic
sources of finance are inconsequentiol, In addition, some traders
may feel that they should uvse the available local hank credit
focilities lest they may in future lose them. Finally, irrespective

of costs, smoll traders cun find it difficult to obtoin finence
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wbroad, becouse overseas banks are not kzen to handle relatively
small amounts of business of which the relotive credit instruments
may not be easily marketable.

The official response has been to bring about higher short-
term interest rates in an effort to encouruge traders to finance
abrood, but seemingly with only limited success. It was purtly
against this background thot bmmk credit ceilings were re-imposed
in Jonvory 1976,  This measure ot least forced more importers to
obtain foreign finunce ond use forward cover focilities. This
trend was further strengthened by the decision in July 1976 to
introduce a temporary twenty per cent import deposit scheme on a
wide ronge of imported goods,a

The gquestion arises whether the authorities are placing too
much emphasis on trying to encourcge traders to cover as a matter
of policy ruther than o matter of opportunity. It is resulting
in facilities being furnished which do not fully reflect the inherent
risks involved. To the extent that it is svuccessful, it means thaot
the Bank patentially faces greater nei forward dollar soles
commitments which can inhibit flexibility in exchonge rate management.
1f the latter policy cims at meintaining a fixed exchange rate for
the rond cguinst the dollar then this problem discppears. However,
with the dollor flooting this is not a realistic strategy in the

long term. Moreover, insofar as such o policy is successful, it
becomes more hecessaxy to take account of the implications of changes
in the foreign irade performance. Finally, the degree of success
attainable through this policy is limited because some treders connot
resist toking o view on the currency.
11.6  Cuxrent Poligy Issues

There are o number of deficiencies in the existing forward
facilities., Technically, thexe would be no mejor problems in
providing cover for selsctive invisible exports and imports, such
o scheme possibly reflecting the incregsing net deficits on services

gecount which have moterialised over the years, In view, also,
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of the dependence of the country on imported capital goods the demand
for forwerd cover for sueh imports in excess of one year must be high.
This xequires speciol opplication to the Bank, but there is no
autometic approvel, although a syopathetic attitude prevails ond the
nominal ohe per tent per annum chorge fs still levied. Moresover,

if the imports ore denominated im anether currency, obtuining cover
for the second lep of the transaction could be vexy difficult
porticularly for as long as five years.

The high foreign exchange risk on foxward account %o which the
authorities are sxposed here is obvious, It could be lessened by
charging u sore flexible morket-reluted rate subject to regotiaotion,
clthough this way areate an vdditional exchenge contrel burden.

This very cheap rate levied on copital gouds importers may aiss

reflect the feeling thut it is eonducive to attructing foreign

copital inflows.

1L.5.1 Extension of Forward Cover by the Bank to Moxe Thon One Curvency

Trnditionally, forward cover by the authorities hins only been
provided for o single currency, but proposels for extending cheap
cover to other currencies have been put forward on a number of
occosions‘aa

It can be argued thot extensive forward cover under floating
exgkonge rates should be provided by central banks such as those in
South Africe where no developed market exists, even if lusses ave
incurred, in order to avoid possible exploitation aof froders as to the
forward rates quoted by commercial banks. This is based on the
assumption that forword rates display relatively larger premiums
and discounts under flouting conditions compured with the par value
system. Yet, even in the Bretton Woods era, large foxrwazd xute
differentiols emetgad.34 In any cose forwaxd cover is aither o
benefit or o drewback to exporters or importers depending on whather
the forward rote is ot ¢ premium or o discount.

Moreover, the spresd between forward buying ond seliing rotes
quoted by commercial banks can be misleading as an indicator of
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of the dependence of the country op imported capitcl goods the demand
for forward cover for such imports in excess of one year must be high.

This requires special application to the Bank, but there is no

automotic opproval, although a sympothetic attitude prevails end the
nominal one per cent per annum cherge is still levied, Moreover,

1 if the imports are denominated in another currency, obtaiming cover
foxr the second leg of the transaction could be very difficult,

B particvlarly for as long as five yeurs.

The high foreign exchange risk on foxward account to which the
authorities are exposed here is obvious. It could be lessened by
charging a more flexible market-reloted rote subject to negotiation,
slthough this may create an additional exchange control burden.

This very cheap rate levied on capital goods imparters may also
reflect the foeling that it is conducive to attrecting foreign
capitol inflows,

11.5.1 Extension of Forward Cover by the Bank to More Than One Currancy

Traditionolly, forward cover by the authorities has only been

provided for a single currency, but proposals for extending cheap
cover to other currencies have been pit forward on a number of
occusions.3

It can be argued that extensive forward cover uvnder floating
exchange rates should be provided by central benks such as those in
South Africa where no developed market exists, even if losses are
incurred, in order to avoid possible exploitation of traders as to the
forward rotes quoted by commercial hanks. This is based an the
assumption thot forwurd rates displey relutively larger premiums
and discounts under flowting conditions compared with the par value
system. Yet, even in the Bretton Woods ers, large forwerd rete
differenticls emerged.34 In any case forword cover is either
benefit or o drewback to exporters or imparters depending on whether
the forward rote is ot a premium or a discount.

Moreover, the spread between forward buying ond selling rates

quoted by commercial banks can be misleading as an indicator of
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exchgnge profits beiny reaped. Deals cannot always be *morried'

ut rates quoted, thus exposing bonks fo currency risks. Local banks
also suffer from the disadvantoge of gecgraphicel position, being
For owoy from major overseas centras which con leud to deuling
opportunitiss being missed, while bunks claim that an increasing
number of customers are sophisticated concerning currency matters.

In faveur of an ex.ension it may elso bz orgued that importers
buying from the foreign countries whose currercies are included in
the extended forwaord cover focilities may get more faovourable terms
if the contract is denominated in the exporter's currency, and the
importer tukes cover from the cuthorities. Where sterling is
woncerned, which is the most importunt currency ofter the dollar,
this is, of course, already the case. Similuar considerations apply
in regard to South African exports. In addition, it is worth
considering whether quoting a forward rote in moxe than one currency
would make it essier to effect forward cover in the additional
eurrency oricurrencies since, under present circumstances, obtaining
cover in non-dollor currencies involves two legs Jin the tramsection.
In ossessing the possibility of dealings problems arising the key
fagtor is the link of the rand to the U.S, dollar. The lotter is

the most important vehicle currency in foreign exchange markets

and thus local residents wishing to dewl in third currencies via the
dollar should face no problems. By contrast, if the rand was linked
to a less important trahsactions currency, forward dealings in third
currercies would involve difficuliies, Moreover, it is not always
appropriote for local traders to cover both legs of transactions
involving third currencies.

Opponents of such proposals con orgue thot the authorities
have no right to expose taxpayers' money to such exchange rate risks
when olrendy dollar cover, the most important currency, is provided
cheaply. Even if one assumes that forwurd rates for selected non-
dollar currencies were to incorporate a fixed charge (or rebate)

based on the flowbing spot rabes, containment of risk exposure
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would suggest thot differential rotes should apply depending on the
strength of the relavont currencies

In proctice, any possible justification for extending official
forward focilities would curzently probably apply to sterling alone.’
To extend official cover to currencies ather than sterling may
create technical problems. For instance, forward trading in
German marks may not be eosy for the authorities in view of the
limited money markei facilit’es in West Germany. Some countxies,
such as West Garmany ond Switzerland axe not enthusiostic ubout
corrying on increasingly important reserve currency role.36 In any
case, the trede of the Republic in currencies other than sterlinmg
and the dollar is smail.”

A precedent for extending forward focilities exists in the
provision of sterling cover to exporters of sugar and conned fruit
ot o three per cent charge on o monthly bosis.  Subsidized forward
sterling facilities way improve the export orientation, particularly
of the monufacturing sector, in view of the large discounts which
can prevail on Forward sterling-dollar rutes.38

On the other hand, recent exchange control regulations
introduced by the United Kingdom cuthorities will reduce the sterling
denominoted foreign trade of the Repuh,\ic.:‘l9 Apart from this the
major problem associcted with granting sterling cover ut a non-market
rate is the danger that, in view of the fundamentol weakness of the
cuzrancy, the outhorities would incur u long sterling position.

Even if, overall, the pound in future yeors mointains its weighied
valve ageinst other currencies, it may still weaken against the
dollor, to which the rand is tied.

Compounding this problem would be the danger that providing
sterling cover would encourage exchange arbitrage by local banks
Where forwurd rund-~dollar “ronsactions are concerned the only dealing‘
source at o one per cent per annum chaxge is the Reserve Bank.

There is no market abroud where such attractive rates are quoted,

If the outhorities were to give forward sterling-rand quotations

-



269

the situation would be different. Here, the Buank would have in
deal via the dollar, ond thus pay the market price on sterling-
dollor transections. If the authorities established market related
quetations For forword sterling they would have to toke the forwerd
sterling-dollux rate and then divide by the forward dollor-rand rate.
Local authorised dealers in foreign exchange would he able to
operate on the same basis. If the latter asked the Bonk to quote
farwvard pound rates, they could also ask correspondent European
banks to quote forward sterling-doller rates, und thereby deterine
forward sterling-rond rates using the same procedure os chove
Therefore, betause local barnks could obtain two such quotations

they would be tempted to engage in profitable arbitrage ot the expense

of the Bank, if the laiter quoted non-morket relutwl xotes For forward
sterling-rand even though strictly not permissible.

11.5.2 Provie'~+ of Forward Cover on Private Sector Borrowing Oversegs

Present.y, the public corporotions ore ullowed to take out
cover on +their overseds Joans and interest payment liﬂbilitieﬁ.4o If

forward cover were extended to private sector foreign borrowing in

addition to expe port finonce reguirements, the onen forward
b position of the Bank would increase. It is this prospect which
?‘ basically explains the reluctunce to provide such assistance, as well
o

as possibly the increased administretion involved.  uentrol banks
which do provide cover fatilities have traditionally been reluctant
to extend them to cover privete capital flows.

The extension of forward cover 4o the private sector would
. stinvlate such inflows, evpeciolly of dollar denomincted loans, as
much overseus borrowing is in the Eurodollar and Eurohond morkets.
It may olso contribute towords u smoother inflow over time of Foreign

private capital, becavse under curxent ts there is a tend

ot times of revaluation or Jevaluation rumours, for svih copital
inflows to be speeded up or held bock, respectively, because of lack
of forward cover facilities

There is, however, the widez question whether further

international indebtedness is desirable. Using various criteria




270

the country does not appear to be overborrowed os regords foreign
debt.4l It could cause the country to become even more dependent

on capital inflows to finance current account deficits, ond stimulate

wth.  In view of the volatility of thess inflows, due
P to pelitical influences, the dunger arises thut future
taagesent of the economy may be complicoted.

Given this and the increased exposure to which the authorities
would be committed, some limitation of forward cover facilitiss to
the private sector would probobly be desirable. A more morket
reloted charge wuvld also sesm likely.

One possibility would be to provide forword cover on private
sector foreign loans used for the purchase of locally produced
capital goods. In this way, import replacement in capitol goods
industries could be encouraged. The present sifuotion axguably is
anomalous since forward cover is ovailable on trade finamce for the
importution of copitnl goods, but not on foreign capital used for
the poguisition of locolly produced goods in this ares. Alse
wupporting such a concession is the argument thet the public sector
t.ps a substantiol segment of domestic capitel funds through the
v vescribed investment »squirements, thus forcing the privote sector
to look cbroad for funds

On the other hand, it is wncertain whether this would eancourage
much suiching of demund foxr capitul goods from foreign to domestic
sources hile atirovting the topping of foreign funds, especially
if the vhorge for rand-dollas cover waus market reluted.  Moreover,
the desir.sility of such a meve is debatoble given the large
waanplovaent problem, und the need to encourage labour intensive
prolaction methods

11.5.7 Cover for Public Corporations

The justification for restyicting cover facilities on foreign
loans to publle ¢ wrporatians is that since the lotter are subject io
price control: and officicl inducements on occasions to roise copital

oversaas, they are entitled to special consideration.®? This is
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especielly the case where substantial capital sums are concerned.

For instance, the Koeberg power staties project of Escom involved
foreign loons amounting %o around R800m. and the ability of Escom

to cover such sums i+ the foreign exchange markets is very doeubtful,
Also, much investment by these bodies hus been aimed ot stremgthening
the strategic position of the country in the face of hostile external
elements.  Allowing *he public corporations to operate purely on
commercial lines could meon that insofar as greater resort was mede
to the local cepital market they could exert a disruptive influence
in view of their size. Moreover, in view of the probable low
interest rote elasticity of supply of local funds no lorge scale
extra locel funding would seem feasible.

Nevertheless, concern has been expressed recently in some
overseas quorters that certain corporations hove been over-extending
themselves in foreign mark "o irrespective of political factors.
There is evidence to suggest that bodies like Iscor ond Escom agree
with this ossessment, both being keen to augment their reliance
upon internal cash flows.

The net domestic investment expenditures of public corporations
have risen sharply in the pust few years relative io those of the
private sector.®>  If the Bank had stopped granting cover or charged
a higher rote this expansion might have been curtaniled. This is
however, u dubious conclusicn since in view of the dominant market
position of these corporutions, there would have been scope for them
to raise prices to compensate for higher charges or the withdrawal
of such facilities.

11.5.4 Cost of Cover for Public Corpergtions

A controversicl issuve has been the policy of the Reserve Bank
to grant forwurd cover ot one per cent per annum to the public
corporations irrespective of the currency denomination of the loan,
This has been done in oxder to encourage these organizations to
raise foreign capital. It has, however, hod the predictable result

of inducing these corporstions to raise foreign loans in hard
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currencies where the interest rotes have been lower, Given the
sharp depreciation of the rand against currencies such as the German
mark and Swiss franc in recent years huge, but undisclosed, losses
have been incurred by the Reserve Bank in providing cheap caver.44

What has been cheap capital from the viewpoint of the public corporations
has been expensive capital from the viewpoini of the country gs uy yhole.

The vulnerable position of the Reserve Bank would be reduszed
if a differential chorge was imposed.  Alternatively, it could provide
the covexr on the rand-dollur ley, but leave the corporations to take
out cover on the second leg where this is applicable in the major
foreign exchange markets. Under such an arrangement the overall
cast of Forward cover for these organizotions would net necessorily
be more costly., If finance wus reised in o weck currency, which may
be sterling, the forward exchange rate of such a cyrvency would probably
stand at a discount cgoinst the doilar.  Thus, the higher interest
rate ottaching to such leans could be counter-bolanced by the savings
in taking out cover on the dollar-sterling leg,

The absence of this procedure may reflect several factors.
Obtaining forward caver for mon-dollar currencies in excess of a yeor
or two could be difficult. Moreover, the authorities may disapprove
of it becouse they fear it may be interpreted aos speculative behaviour
on the part of the public corporations.

On the other hend, it is difficult to see how the covering
of dollar-third currency licbilities on a private basis can be viewed
as specvlutive activity, Private fizms are allowed to cover such
liabilities in the foreign exchange markets. The granting by the
Bonk of cheap forward cover on hard currency loans con equally hé
alleged to be officigl speculation in view of the risk to which it

is exposed.
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It is interesting to consider the implications of a forward
market for the rand's raote ogainst the dollar. Given the
current Uncextain political environment in the Republic
together with the wide inflation rate differenticls, it would
oppear inevitable that the rand would trede ot a discount
ageinst the dolisr on o forward basis.
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time log of o few months,
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" Well over Fifiy per ceut of the Republic's foreign trade is
denominoted in these two currencies.

In November 1% 2 months forward sterling/dollar
rate was at o . more than fifteen per cent on an
annuol basis.

In November 1976 it was unnounced that U.K. banks will in
future be barred from lending sterling fo foreigncrs fo
finence third country trade. Prior to this the amount of
foreign trade by the Republic vtilizing sterling finance,
but not involving importing or exporting to the U.K. had
increased markedly arising out of the significant discount
on forvard sterling which preveiled.  This proctice will
new cease.

Not all such loans are covered, There appecrs, for instance,
to be nc cover granted on loans denominoted in Euzopeah units
of account, Hers, of gourse, the lenders have a choice of
wrrencies of which to demand repayment of prineipal.
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Toking the rotio of sapitel inflows te gross domestic product
ot morket prices it is true that in 1975 the figure wos higher
ot 6,5 per cent compared with 3,3 per cent in 1965.
Simvltaneously, however, toking the volue of foreign dividend
and interest poyments to gross domestic product ot morket
prices, the ratio was 2,7 per cent in 1974 compared with

2,6 per cent in 1945,  As regards the ratio of foreign dividend
and interest payments to expori receipts the figures were

8,8 per cent and 9,5 per cent xespectively.

Aggregote figures concerning the cerporations' foreign
borrowings on a gross or net basis have traditionally not been
reveoled., However, on analysis of the accounts of these bodies
suggests that in the laost couple of yeors or so gross copital
inflows may wsil have been well in excess of R500m. on an
annualized basis at times.

By 264 per cent in the 1972-75 period as compared with eighty-
eight per cent for the private sector.

Between the end of 1970 and the end of 1977 the Swiss franc

appreciated by 162,5 per cent against the xand, while the
Gexman murk rose by 111,6 per cent.
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CHAPTER TWELVE - THE CASE FOR A FORWARD EXCHANGE MARKET IN
SOUTH _AFRICA

Given the cbsence of a developed foreign exchange moxket in
South Africa, and the absence of forward cover Fucilities on o
privat~ morket basis, there have been strong arguments in favour
of such facilities being provided by the outhorities. In particulor,
it con be argued thot the latter should enchle traders to safeguard
themselves as far as possible from excharge rate fluctuantions,
especiclly since most of the Foreign transactions of the country
are denominated in foreign currencies.

In recent years, however, the local foreign exchange environment
has chonged in two imporfant respects. The Bretton Woods system of
fixed but adjustnble exchange rutes has collapsed compelling South
Africe to adopt o more flexible exchahge rate management policy.
Secondly, the Reserve Bunk has accumuloted huge losses on foxward
exchange account.l

The purpose of this chapter is to consider the institutional
requirements for a local interbank market in both spot and forward
transactions.  The feasibility and benefits of such a market are
exanined with speciul attention being poid to aspects of forward
exchange.

12.1 ZInstitutional Changes Required for an Interbank Market
Until now a fully developed interbonk morket for rand-dellar

transactions has not existed.? As a result, it is impossible to
let the rand float or be given an adjusteble pority subject to
permitted varigtions either side of it. This is because both
mechanisms involve, to differing degrees, cllowing murket forces to
determine the exchonge rote.

Even so, o limited local interbank morket olready exists for
spot dollars,since the banks prefer to deal among themselves, and
aprroach the Reserve Bank only when net dollur positions cannot be
covered in it.s Activity in this market varies, but it is focilitated

when the bolonce of payments improves, and the gap between merchondise
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imports and exporis narrows. For forwerd transactions « less
active dollar market exists, because of difficulties which can arise
if forward contracts need to be extended, ond problems in finding
counterparts fox varying muturitias.4

An impediment which can confront countries keen to develop o
proper interbank market is the lukewarm attitude or opposition of
authorised deolers.5 This may be relevant in the cose of the Republic
since the banks oct as agents of the Reserve Bank in dealings, and
foreign exchunge is previded at o fixed mork-up, the main requirement
involving adherence to exchenge control rulings, Deulers tend to be
passive, and normally do not compete aggressively for exchange
business. In controst, with o fully developed interbank market
banks would be competing on o price busis, and profits would depend
vitally on the actions of dealexs.

Resistonce among local banks to such changes in market
orxangements do not reflect simply this question of competition.
Better communicotions with the major foreign exchange markets would be
necessary in an extended interbank market, since up to the minute
exchange rates from oversens are presently nst aveilable to certain
dealers.  Smoll banks, moreover, may find it more difficult to
gauge morket trends because of their smaller foreign exchonge businuss
vis~a~vis lorger bonks.

Any opposition, however, could be lessened if exchange margins
adequately compensated for the risks involved, If the rand was
assigned o par value, and limited margins, the environment would,
arguably, not differ greatly from present axrangements, and even if
it was floated banks may still quote fixed daily rates for small
transactions.  The latter could also gain from relaxations in exchange
controls, the administration of which is a burden for banks. Meanwhile,
the profits of the banking sector should benefit from the expanding '
foreign exchange business it would handle.

Both spot and forwurd morkets could develop together with

transactions confined to rand-dollur deals, since murkets in other
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currencies would be unlikely to moterialise beccuse of insufficient
trading vclumes.7 Nevertheless, introducing such rand-dollar markets
would require wodifications in foreign exchangs procedures for cevtain
poyments items.

12.1.1 Gold Soles,

Apart from local banks handiing diomond and sugur export
receipts instead of the Reserve Bank, the establishment of private
rand-dollar markets would necessitute the Chamber of Mines selling
gold bullion in addition to Krugerrands, and chennelling the foreign
receipts through the banking ma\&work.8

By selling most of the gold output, the eserve Bank has been
able not only to control the volume exported, but also the main source
of foreign exchange of the country. In this woy the outhorities
influeace the money supply. In receni years this hos been important
because of the substantial discreponcy between the free market price
and the official price of gold. Now it is irrelevant since geld
is purchased from thes mines at o market reloted price.l Irrespective
of this, if the proportior of export receipis dezrived from gold falls
significantly helow the present level of oround thiriy-three per sent,
this official funciion will become lass important

The IM.F. traditionally encouruged gold producers to sell
the metal to monetory authorities ot the official price. By
handling sales of the Republic the Reserve Bank could accomplish
this, while promoting the monetary role of geld. The policy of
the Fund now is to reduce the role of the metal, one third of .
its stocks being scheduled for disposcl, partly on the market, by .
1980. It is doubtful, moreover, whether the Reserve Bank, in
conducting gold sales, is keen on tronscetions with monetary
authorities, but instead prefers buying to be channelled through
the private market.’!

From the viewpoint of marketing expertise, the Bunk has
aoquired new skills and experience, since the chunges in market

envizonment initiated by the two-tier pricing system in March 1968,%2




It has close contuct with the volatile bullion markets, and derives
informotion cbout prospects for the metal through channels like the
I.M.F. at o time when its internationel monetary xole is still in
dispute. Gold sales of the Republic alse have their secretive
aspecis.

On the other hand, the Chamber of Mines, through Intergoeld,
hos developed worketing expertise as well os an expanding organization
to promote Krugerrond sales, This brings it into contact with both
coin ond industrial buyers. I it hondled all sales it could exert
greater control over the sources of demand for gold, since it elreudy
undertokes odvertising campoigns with jewellexy manufucturers end
retailers. By contrast, the Reserve Bank sells only to the primary
markets in Zurich and London,  The Chamber, in addition, has its
contacts with the I.M.F. and « private orgonization mey well sell
its own product more efficiently than o government controlled inskitution.

The authorities may well be zeluctant to relinguish this
function of selling gold, but it has already partially .acterialised.
As much as one third of current production is scld in the form of
Krugerrands by the Chamber when demand warrents it. Insofar as
this market expunds coin production copocity could be enlarged
although lorger Krugerrand sales may increase volatility in the gold
markets by reducing output aveilable to meet the more stable industrial
demond for goln‘.l3 The authorities could still manage possible gold
sales to official agencies, while closs liaison between the Bank and
the Chamber would be necessary. Otherwise the selling policy of the
latter could be in conflict with the policy of the foxmer regurding
sales of its own stocks.

12.1.2 Foreign Loans of Public Corporations

Cursently, the public corporations sell their foreign loan
receipts, and repay them, through the Reserve Bank. The provision
of such facilities by the authorities may reflect portly the view
that they are in competition with the rest of the bonking sector in
providing foreign exchange, but whether o betiter rate is granted to

these organizations, than would be obtained from locel banks is unclear
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cent of the cost, instead of 100 pexr cent, could have been provided.
The cest to the Exchequer would at least partly have been offset

by the lower interest rates paid by the government on its new
borrowings. On the other hand, such a schems would have been
inequitable from o tax viewpaint, ond it cou.d have encoureged a

switch to imports from domestic sources.




164

References

1. *Short term capital inflows not related to foreign reserves?
weans loans roised which are not designed direct), to boost
the officiol foreign reserves.

For the same two respective periods the ratio of short texm
capital inflows to changes in money und near money has
remained at ,55.

2. This component comprises essentially the residucl in balence
of payments accounting. Apart from leads und lags,
circumventions of exchange controls show up in this account,
while it is also used to disguise the magnitudes of other
accounts. For instance, oil and arms imports are not fully
reflected in the merchandise import figures given in the
Reserve Bank Bulletin, and the discrepancy shows up in the
errors and unrecorded transactions figures.

v 3. At the end of 1973 foreign licbilities of South Africa,
including bath the public ond private sector, totalled
R10 380m. as regards both direct and indirect investments
See Supplemant o South African Reserve Bank Bulletin
March 1976.

4. The March 1976 gold swap enchled Suu'li Africa to raise between
R450m. and R5Q0m. in foreign cuzcemcy * using R142m. of gold
originally valued at R29,55 per ounce. ‘ine April 1977 swap,
by using R88m. of gold, probably raised between R300m. on’
R350m. in foreign exchangz.

5. The supply of money and near money rase by 22,3 per cent in
1974, and 17,4 psr cent in 1975,

é. P. Einzig, Foreign Exchonge Crises, Mucmillan, London, 197G,

p.71.
7. Information received from the Bank.
8. One school cluims that the best aveilable indicator of future

rates is the forward market. The argument is that short

term interest rate diffurentiols in different countries
continue to reflect expectotions of currency appreciations or
deprecictions.  Thus, the weaker a currency the higher short .
term interest rates will be in such o country, and vice versa.
If rates on six month deposits in London are ten per cent

while they are eight per cent in New York, then sterling is
expected to decline against the dollar at on annual rate of

two per cent in the ner* six months. Similarly, the forward
premium or discount on rrency will indicate the expected




165

: rate of oppreciation or depreciuvtion, since forward exchange

’ rotes normally reflect differences between eurocurrency

4 deposit rates for two countries. “se G. Dufey and L.H, Giddy,
"Forecasting Exchonge Retes in a Floating World, Euremonsy,
London, November 1975, pp.28-35.

On this basis the Bank could derive on estimate of future
movements of the weighted value of the rand for the next six
months hy noting the six moaths forword discounts oz premic
prevailing for :he dollur ogainst other relevent currencies.
These figures could be weighted accordingly to obtein an
estimate of the future value of the rond.

The forward rote hypothesis is unucceptable in other guarters.
) One view cleims thoi the most effiiient forecusting approack
a3 . B uses econometric models in which heavy emphasis is accorded
to the trade bolence of a countxry. On this besis the U.S.
trade balance is the key variable in assessing the outlook
for the rand. See J.F. Norris and M.K. Evans, 'Beating the

i Futures Market in Foreign Exchange Rates”, Euromongy, London,
‘ February 1976, pp.62-71.

Others argue that in +he long run the trend of inflation in a
country relative to that ir its mojor trading partners is the
predominant factor. In the short run, however, disturbances
: s such as the external poyments position and interest rate

i differentials ore important. See D. Kern, 'Inflation

3 Implications in Foreign Exchenge Rate Forecasting®, Euromoney,
Londan, April 1976, pp.62-9. Also, G.E.J. Demnis, ‘Price
ond Quentity Adjustments in Exchonge Rate Forecosting’,
Euromoney, London, August, 1976, pp.52-6. ’

2. Exporters could orrange for customers overseas to deposit
money in o bank egrlier than indicated by irade documents.

10. Information received from the Bank.
11, Ibid.
r 12, Ibid.

13, The collapse of the gold price in September 1975 would certainly
still have revived devaluvotion fears.

14, By the end of 1976 the combined exteraal debt of the nen-O0.P.E.C.
developing countries is estimated ot $180b. Of this around
#75b was owed to banks in the eurocurrency markets as well
as other privete banks.  These banks were estimoted to account
for some forty per cent of these countries’ outsianding debts
compared with less than ten per cent in 1970.  See Melvyn
Westloke, "Taking the Strain of the Third Worlds® Mounting
Debts', The Times, London, 18th March 1977, p.27.




15,

16.

17.

18.

19.

20.

21,

22,

166

Information received f-.om the Bank.

The defieit on current account was R998m. in 1974, R1 813m.
in 1975, end R1 7ilm. in 1976,

There wos an ovtflow of short term capital not related to
reserves of RL 086MM in 1977, while net long term capital
inflows fell from RO8OMM in 1976 to RZ1IMM in 1977

Information received from the Bank.
P.D.F. Strydom, *Infletion in South Africe: Institutionol

Aspecis'.  South Africon Journal of Economics, June 1976,
Vol.44, No.2, p.128.

For o theoretical discussion of the effects of o develuation
upon the copital eccount of the balance of payments in the
absence of speculation, see John Boreich, "Capital flows,
Devaluations,, and the Balonce of Payments®, Canadian Journaol
of Economics, Vol.5, 1972, pp.227-36.

Changes in the cover churge imposed on exporters have been
unnecessary, because the lower interest rutes ovexseas have
induced many exporters te use foreign trade finance, and so
obviate the need to tcke out forwurd cover since exports are
denominated in foreign currencies

Total short term foreigh trade finance arranged by South
African banks gbroad varies, but ot times it is probably
well in excess of Rl 000m.  Many foctors preclude any
fiassive switching of these foreign faocilities to local
sources, the most importont reloting to the limited scope
of the local bankers® ccceptance merket. Nevertheless,
any sudden switching to local sources to the extent of say
R100m., could significontly affect the foreign reserves
position.

%

P




187

CHAPTER EIGHT -~ INTERNATIONAL MONETARY REFORM AMD EXCHANGE RATE
FLEXIBILITY

Following the dollar devalugtion in 1971 efforts were mude to
work out details of ¢ reformed monetary system through multiloterel
consultotion and agresment. By 1974 this attempt had to be
abandoned in the wake of the oil crisis. The purpose of this
chapter is %o review the viewpoint of South Africe concerning this
exercise with special reference to the question of exchmnge rate
arrongemants.

Reform of the sysiem stemmed from the reluctance to solvage
the Bretton Woods arrangements, which the Republic favoured, but
which would have required o substantiol increase in the official
dollur price of gold.l This, the monetory authorities were nat
prepured to undertake. Morsover, it is not cleor whether this
would have provided more than a temporar, reprieve for the Bretton
Wocds system. The collapse of the Latter was regarded by some as
iﬂsvitable soonexr or loter owing to its lock of a clear assignment
of responsibility for initiating adjustment, and o crisis-proof
nethod of effecting adjustment.”

Two importunt issues of reform concerned the method of regulating
exchonge rotes and, secondly, the market intervention system, that
is, the maonner in which these regulations were to be brought into
effect by foreign exchange markei intervention by centrul banks.
8.1  Bgckground to the Problem

The first mojor reform come ai the end of the 1960s with the
creoticn of o new reserve osset. At thot time it was generally
accepted that international liquidity was not increasing fast enough
to keep obreast of the need for reserve expansion which resulied
from the growth of international trade. South Africa accepted this®
conclusion and recognized, like most others, thot the existing
reliance upon U.S. dollar deficits to provide global Liquidity
expansion was inherently unsound, since it fostered currency
instability, and maladjustments in the structure of the world

payments system.3

r
M
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The Republic advocated an increase in the official gold price,
but instead the monetary autherities created a new international
fiduciary reserve asset called the Special Drowing Right (SDR),
issued by the I.M.F. ond distributed omong countries on the basis of
Fund quotas.  South Africa did not believe that SDRs could be o
substitute for gold, and expressed doubts whether sufficient
international control over their issve would be fnrthcoming.4

In c Mition, the feeling grew during the 1960s that the Bretton
Woods arrangements might require modification in the exchange rate
field. The increasing importunce of cosi-push elements on top of
demand pull inflationary pressures created more marked differential
inflotion rates between countries, ond created structural peyments
problems difficult fo correct giver exchange rote policies stressing
their inflexibility. Although the rapid growkh in the intexnational
mobility of capital occu.ionaoily halped finance paywents imbelances
vsuelly it accentuated them, especially when parities were under
suspicion,

In 1962 the annuol report of the I.M.F, recognized thot if
exchonge rotes thot are no longer appropriate are nevertheless
maintained, they contribute to the persistence of balance of payhents
disequilibrie, the encouragement of speculation and crises in tée
foreign exchange morkets. ~ South Africa accepted this view as.
indicated by the Minister of Finance:-

What is needed is that better use be made of the Bretton
Woods system. This is the real lesson of recent events.
The latest annual report of the Fund is surely right when
it stotes that ‘support of the Bretton Woods system on the
part of member countries calls for them to pursue internal
policies to keep aggregute demand within the bounds of
available resources, inasmuch as infletionary pressures
have been the most frequent source of exchange rate
difficulties. It is elso importont that rountries in
future should not wait too long before adjusting their par
values to correct fundamentol disequilibrium in their
balunce of puyments as they have unfortunately often done
in the past,
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8.1.1 LM.F. Special Repoxc (1970)

In 1970 the I.M.F. issved o speciol report on 'The Role of
Exchange Rutes in the Adjustment of Internutional Poyments'. This
considered vorious methods of achieving o limited incregse in
exchange rate flexibility through modifications in institutional
arrangements or in policy attitudes consistent with th= underlying
philosophy of the Bretton Woods system. The report reiterated
I.M.F. support of the par value system, but acknowledged that, in
certain specific forms, greuter rate flexibility would be consistent
with the oriticles of ogreement of the Fund. At the some time
floating exchange rates as a permanent régime, substantielly widexr
margins oround parities and automatic crawling pegs were oll rejected.
Por values should be retained but should be changed more promptly
after the emergence of a fundomental disequilibrium.  The report
advocoted study of two possible innovetions. One wes o slight
widening in the morgins around parity to check shot term copital
flows, and help smooth the transition from one parity to onother.
The other was the authorizetion of strictly temporary periods of

floating, but only in exception ' circumstances and under safeguards
adequate to protect the interests of the internaticial community.

The attitude of the Republic was summed up by the Minister of
Finance when he said

I am in general ogreement with the brogd conclusivns of

the report, namely, the rejection of freely fluctuoting

exchange rates, substantiolly wider margins, and automatic

crowling pegs, ond the reaffirmation of the basie

principle of the Bretton Woods system.

At the time the report only soatisfied the firm believers in
the latter system, and soon after its proposuls were forced into the
buckground by events that, in the eyes of many, revealed the necessity
for more fundemental changes. :

8.2  Realignment of Exchunge Rates (Pecember 1971)

A mejor currency realignment was reached in the Snithsoniaon

Agreement of December 1971, which invelved o devaluation by the U.S.
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ond reveluation by others. Two interesting steps were token in
conjunction with th: realianment.
8.2.1 Comtral Rotes

Firstly the I1.M.F. decided that for ith: iue being, . untries
could declare 'central rates' rather than parities for their respective’
currencies. One difference between par values and central rotes
is that the latter can be expressed in terms of gold, S.D.Rs, or
other currencies, while par values can be expressed only in terms of
gold (or dollars of the weight ond fineness existing on July lst 1944).
This development was probably regerded in some circles us o step
towards a declining numé gire role for gold. A more important
difference is thet changes in centrol rotes do not require prior
approval by the I.M.F., though it must be notified and can challenge
them,

Immediately after the realignment thirty countries declured
cenizal rotes us distinct from thirty-one, including South Africe,
thot declared or reaffirmed par velues.  The mojority of the
industrialized countries opted for the former, ond although members
of the E.E.C. were expected to return to par valves, they have
retained central rates. This shews the inaccuracy of the claim
that the distinction between *centrol rates' and 'par values® had
no practical difference, and that it wos made by the I.M.F. only
for legul réasons to enable countries to repeg to the dollar at new
‘central rotes’ before the dollar price of gold was changed by the
U.s. Congress.s

It has bheen argued that the institution of central rates was
not the answer to the problem of prompt parity changes. Owing to
the exemption from prior approvel by the Fund, the system could leed
to disorderly exchange zate changes more easily than the par value
system, despite the right of the LM.F. to challenge central rates.”
Also, there may be no reason why prompt parity changes should be
lass practicel than changes in central rates ¢'nce the Fund was

perfectly able to give timely prior approval to requests for changes
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3 in por vulues.lo On the other hand, the reluctance to change

centrol rates muy hove been lessened since they were not expressed

in terms of gold.

The local authorities regretted this move away from o formal
par valve system, but regarded it as partly the result of o
compromise. The U.S.A, strongly resisted a return te o par value

system unlike the I.M.F. and mony other countries. Resort to

v central rates was, therefere, a face-saving device to breck the
: deadlock. ™
8.2.2 Widening of Currency Mazrgins

The second interesting step was to permit o widening of the
morgins ot fluetuation around parities or centrol rates from plus
or minus one per cent 1o plus or minus 2,25 per cent in relation
to the respective intervention currency used. Thus, as wagainst

an intervention currency two non-intervention currencies pegging to

it could experience a maximum swing of nine per cent os ogainst

four per cent previously. Subsequently, the new margins lost some

of their significonce because of the narrower currency fluctuations
agreed upen by members of the European joint floot and the floating
of certain major currencies.

South Africa opposed substantially wider morgins on the grounds
recorded in the 1970 report by the Executive Directors of the I.M.F.
However, as regards the guestion of slightly wider morgins cround
porities the ottitude of the Republic was expressed as follows:w

We are prepared to support a slight widening if this will

help in any way to reach agreement on the more basic issues
& although it will be evident thot I do not believe this will,

in itself, contribute much to the solution of our problems. 12

The autharities regarded this move also as_ o political
compromise necessary to facilitote agreement on realignment of rotes
between those who wanted lorger margins wcd those who wanted smaller
morgins, The avthorities were not enthu. "3 ‘ic chout it partly
becquse it could have creuted problems if the rand was linked to u
mejor currency which could fluctuate more widsly agoinst other

3

currencies. What is more, traditionally the authorities had not
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usad the margins permitted under the Bretton Woods system, ond the
vider margins ware not regorded os big enough to have o meaningful
influence upon current agccount balance of poyments trends.

This w. -aing of the currency margins could have .invelved
technical prablems if the gold convertibility of the dollar had
been restored and the official fixed gold price retained, The
dollar could then depreciate and eppreciute in terms of other
currencies by as much as 4,5 per cent, bui in terms of gold by only
one pex cent if the troditional margin befween buying and selling
rates had been retained.  Thus, central banks might have preferred
gold to'a greater extent than the dollar os the more stable reserve
asset.  Alternatively, in the case of on expected doliur depreciation
within the margins, they might have switched into gold and, in the
cuse of o dollar appreciation, into dollars.

Ohe motivation behind the decision to widen the margins
concerned the argument thot the moderate increase ih scope for
exchange rotes to chonge in the face of morke® pressures would

slightly reduce the prospective profitebility of spsculation on

possible parity changes. By widening the margins, and thus marginally

reducing pressures for parity changes the move could have discouraged
capitaul flows based on speeuluticn.l This was based on the argument
that &f pority changes ore more frequent, even if of «-+'1 amount,
speculatars are more likely to move fumds.

On the other hand, the move waos interpreted as deleterious to
the proper functioning of o par value system by those who believed
in moxe frequent but smaller pority changes. The latter believed
thot such a system would deter speculation compared with that which
prevailed under the Bret - Woods exchange rate wun:l'mﬂismfl5 The
local monetary authoritic . in contzast, placed emphosis upon
prompter, rather thon more freguent, exchange rate changes.
Moreover,” the experience of South Africa since 1977 hos provided
some justification for the argument supporting widi~ margins rather

than more frequent parity changes. Lecally, more -lixible exchange
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rate policies hove been associated with nerioedic bouts of foreign
exchonge speculation.
8.3  Symmetricel Exchinge Rate System

A reform considered in the 1972 report of the I.M.F. concexned
shifting from on intervention system in which most currencies were
pegged to the U.S.A. dollar to one where intervention was made more
symmetrical.  The Bank was not so interested in this as many other
countries because it does not intervene within set margins in the
local foreign exchange market. Nevertheless, in principle the Bank
favoured getting away from o dollar standard system such os evelved
after August _197'.\..l6

This could be achieved by two different exchangs rate
mechonisms: on SDR intervention or o multi-currency interventica
system.
8.3.1 SDR Intervention System

Under this wrrangement each mohetary outhority would support the
par value of its currency by buying ond selling it on the foreign
axchange morkets ugainst SDRs,  In other words, the eurvency of
each country would have o par value expressed in SDRs.  This would
require allowing privaote financial institutions to hold SDR balances
since monetary authorities, when intervening in the marke.s, would
have to deal with privete parties. It would be left to private
arbitrage operations by such institutions to guarantee thot currency
rates within the margins set by the official buying and selling
prices for SDRs were mointained. Profits to be made by exchange
arbitrege might be sufficient to induce private institutions to
vse SDRs even if no interest was paid on private holdings.l7

Such o system would resemble the gold points mechanism of the
gold stenderd. Under that system gold was used when pecple, having
payments to make abroad, bought it from the central bank when the
morket rate For the domestic currency threctened to excend the gold
export peint, and vice versa. Under the SDR intervention system
the gold points would be repluced by SDR points ot which the
outhorities would buy ond sell their own currency against SDRs.

e oy
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Such a system has been recommended us enobling the role of
vessrve currencies to be elimingted, and their replacement by an
SUR bosed reserve sysiem.1 One of the alleged implications is
that it would reduce the flexibiluty of natienol monetory avthorities
in ragard to their monetary and fiscal pcliciss.lg These cohclusions,‘
however, presuppose U.S. willingness to relinquish its reserve
currency role ond ttsept o reserve asset settlement system. The
local guthorities did not believe this was the cese.  The major
inducement to the U.S. to agree to an SDR system would have been
its greater freedum to clter the exchange rote valve of “the dellers If
the latter were no lunger on international numéraire or o reserve
asset other couniries might be less likely to follow a devaluation
of the dollor in terms of SDRs with devaluction of their own currencies.
Also, the U.5. would no longer be responsible for initioting a
change in the official price of gold.zo It is however, dovbiful
whether such benefits outwoigh ithe losses involved in relinquishing
its resorve currency role such us the ability t- use the dollar
internotionally to finance U.5. copitol outflows, and to run poyments
deficits wher convenient.

Avong other imnlications, by extending SDR holdings from o
claim held by eentrol banks to one held in the private sector this
would tend to integrute national money market conditions in different
countries, since private funds cauld be moved into SORs os o hedge
against a weck currency. This could lead to switching problems
which could be destubilizing for weaker currencies.Zl Simultansously,
‘this new money instrument may ultimately lead %o o world currency,

Dyring the reform negotigtions in 1972 and 1973 support. built
up among a few European central hankers and many developing countries
ta favour of this system. It was fovourably received by some
central bank technicians because of its resemblance to the gold
standard, It gttracted the less developed countries hecause they
could participate, if they wished, on an equsl foaoting with the main
industrial countries, unlike with the alternctive system of multi~

Turrency intervention.zs




175

8.3,2 Yiewpoint of the Republic

Pespite the fact thot it incorporoted o por valve system,
the quthorities were not enthusiastic. It displaced gold as
numéraire, and would have ploced the SDR ut the centre of the system,
and by conceivably dismantling multiple reserve asset arrangements, N
jeopardize the monetary role of gold. Since the autherities
regarded the SDR as unsuitable for purposes of serving as more than
o supplement to existing reserve assets, the system would have
placed too mech reliance on the unit. Moreover, the cuthoritiss
regarded the SDR os o cumbersc..: instrument to use in foreign
exchange morkets. 4 This problem may have been made more monageable
by allowing commercial banks to arbitrage $DRs without their being
allowed to hold them. If a group of central banks agreed to buy
and sell SDRs ot par plus/minus 2,25 per cent, any devigtion gyreater
than 4,6 per cent from parity between the market exchange rutes of
the participating central banks would create opportunities for
profitable arbitrage by buying SDRs From one monetary authority and
selling to the other’25
B.3.3 Multi-Currency Intervention System

Under this system, instead of employing the dollar for
intervention, central banks would eff .ot the latter by o mechanism
using the major currencies.

This could function alongside a reserve osset settlement
system and o par volue regime. Each porticipating central bonk
would establish o dealing price agoinst other currencies. This
would be the price at which it would supply its own currency agoinst
foreign currencies when it was pressed against its upper limit of
the margins in the exchange market, and/or the price at which it
would supply foreign currencies when its own currency was pressed
against its lower limits of the worgins. Centrol bonks covld ogree’
either to intervene at the lower limit, or at the upper limit, or
they could intervene in hoth directions, and harmonize their dealing

prices through operctional coordinotion. Thi. is practised
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currently by certain European central banks which intervene in the
currencies of one another. A centroal bank could obtain currencies it
nseded, if intervening on the selling side, from the issuving central
bank, and if intervening on the buying side by selling its own
currency. Credits or debits built up with foreign central banks
could be settled in reserve assets at soy monthly intervaels

This allegedly would elimincte some of the asymmetries which
the single currency intervention aorrangements involve for the U.S.
bacause of the role of the dollar as the principal intervention
cuz:ancy.zé It would ollow the U.S.A. the same margin for fluctvotions
of its currency in terms of others os was available between currencies
of third countries under the por value system, rather thon one holf
of that margin, as prevoiled while the margins were fixed in terms
of dollars.

It would become easier for the U.5.A. to change its parity,
since it would be reflected in U.5. dealing rates for oll currencies
{and in rutes set by other countries for the U.S5. dollar). Previously,
a U.S. parity change had to be reflected operctionally by changes
in the dollar dealing rates af other couniries.  The volidity of
+his, however, is open to question since even under u multi-currency
system changes in deoling rates between countries still regquire
mutual acquiescence. Particulerly if countries made frequent parity
aujustments the position of the U.S.A. may not hange materielly.

In oddition, it has been cloimed that unilateral action by the U.S.A,
to floot its currency would be possible, rather than being dependent
as in the past on other countries deciding to floot their currencies
This would arise because u withdrawal by the U.S. from the system
would gllow other countries to suspend their intervention in doliars
while mainteining interventiohs and parity relationships vis-a-vis
other curzencies.

It covld provide on incentive t¢ avoid cccumulating foreign
exchange reserves by dispensing with the need for working bolances,

This, however, is not guarohieed since in the absence of o strict
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reserve asset settlement system it could lead to the cdoption of

melti-currency reser This would be potentially inflaticnary
since diversificatioc. “gs would lecd to international
liquidity growtﬁ.zy aadition, such a system is not essentinl

to reduce or -liminate official foreign exchange holdings. This
could be achieved by stipuloting tight control over dollar working
balances held by countries other than the U.S.A. It could bhe
arranged that currencies needed for exchange market operctions be
supplied by the issuing centrul bank, and cancelled by periodic
sottlement in reserve ussats.zs

It has been suggested that something akin to a multi-currency
intervention system may be nseded if the spreod of controls over
private cupital movements renched u stage where they interfered
with private orbitroge in foreign exchange markets. In this event
consistent cross rates would have to be maintained by centrol banks
themselves.29

On the other hand, it has been stressed that the multi-currency
interveniion system is subject to technical discdvuntuges.go It
involves much more intervention in the exchange morkets than wos
required under the Bretton Woods system. Under the latter, assuming
*n?® currencies were traded on the exchange markets, only n-l
relationships among central banks overall wos required, since
intexvention was largely confined to, the use of the doller.
Intervention could proceed without much, if.ony, consultation.
A multi-currency system is more complicated and costly to operate,
It would require specific rules to prevent inconsistent intervention
betwsen currency murgins.

At the same time, such o system need not necessarily be
associated with @ par volue regime, sines it has been suggested
that under floating rates such intervention might operate. Under
such orrongements monetary outhorities which engage in multiple
currency intervention could use the weighted average volue of their

rates, rother than the dollar exchange rote, to guide intervention
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to influence the valve of their currencies. However, the darger of
inconsistent intervention arises if one country buys or sells the
currency of another country when the latter is trying to stobilize
its effective exchange rute volue. Vorious procedures have been
suggested to try and overcome this problem.32 Others regard multi-
currency intervention os improctical under managed floating, because
avoiding conflicts demonds rules goverhing which currency should he
used in intervention, This would require o criterien as to whether
u currency was weak or stromg which, it is alleged, is impossible.
8.3.4 Viewpoint of the Republic

The authorities occepted in principle o multi-currency system,
since it could incorporate o paxr value regime with gold gs the

puméraire. However, although regarded as less impractical than

the alternotive SDR system, enthusicsm for it was modified by the
practicel difficulties mentioned previously, and doubts that u return
to o reserve osset settlemeni system could ke effected, which ideclly
should eventuate.

Any multi-currency intexvention system could not be universally

cpplied.  World trade is dominated by invoicing in a small number
of currencies, whils some countries might raefuse to intervene in
certain other currencies or might deny them the swop facilities

necessory tao ehable them to intervene effectively in their own

exchange markets.  This might be particularly rel¢vant for less

developed countries.

Under the SDR system any country cauld part: it so
desired. Under the mylti-currency system the Repu. 2uld not be

a member, since it has no properly developed forsign k morket.

Even if it hed, problems would arise if countries like Japan and

Australia were members. IF the Bank intended intervening in these
currencies but first wished fo check with the relevant authorities

to ensure that they hod no contrary intentions the authorities would

need to introduce night shifts in oxder to telephone. Moreover,

since the rand market would be thin this would pose extra interventian B

responsibilities.
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Given the absence of a proper market and the simplicity ond
low cost of intervening by using the dollow, the Bonk, s & non-

member, could pursue its pormal intervention policy. In order to

gain a close informal essociation with o multi-currency group the
authorities could deal in o number of multi-aurrency units.

However, its rates would have to be consistent with the rund/dollar
zrate in order to aveid private arbitrage operations. It would also
involve competing with commercicl banks for foreign exchange husiness

and thereby hinder the development of an exchonge morket, which is

B sssential if the rond was ever to join a multi-currency group.

Moreover, not being o member of such a group could appear

particularly disadventageous for the Republic if the group did not

practise strict reserve asset seitlement procedures. This would

mean that deficit members of the group could enjoy credit facilities,

: denied to non-members, us their currencies are accumuloted by surplus
members of it.

8.4 Delibergtions of the Committee of Twent,

In July 1972 the Governors of the I.M.F. appointed a Committee
H at miristerial level which contained one member and two associates
for each of the twenty constituvencies that choose an Executive
Director of the Fund, and assigned this Committee of Twenty to wdvise
ond report on all aspects of reform of the international monetary
system.  South Africa was represented on this Commitiee by the
beputy Governor of the Reserve Bank.

As regords the adjustment process, the moin innavations of the
Outline of Reform published by the Commitise were as Follows.
Surveillance of the adjustment process, at least for bolunces of
international importance, should be carried ovt ot special meetings
in the Fund. In that process, considerakle importance would be

attached to gutomatic reserve indicators. They would play o role

in triggering consultations obout o country’s imbalance. They could
operate presumptively, or even automatically, in triggeving financial

pressures on surplus countries in +he form of negative interest rates
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on their excess currency balances. The type of indicator favoured
for these purposes appeured to relate to the resexve levels of
countries.
8.4.1 QObjective Iadicators ~ South African Viewpoint

These were viewed by their advocates principally as a means
of introducing an element of exchonge roie flexibility into the per
value system without ottempting to undermine it.  Supporters of
such indicators wonted prompter o more frequent exchange raote
adjustments, motiveted in purt by the desire to avoid currency
crises and speculative capital flows. The Committee never formalized
entirely its thinking on this issue. For instonce, there was never
complete clarity whether mandatory or automutic edjustment measures
were expected, as contrasted with presumptive rules that merely
request o country to consult with the I.M.F. on possible policy
adjustments. Nevertheless, the political feasibility of both
approaches was in question, and particularly so where avtomotic rules
were concexned.

Regarding the use of a reserve indicator structure which might
be employed presumptivelyto activate pressures on u country, the
viewpeint of South Africo wos expressed os fullows:-

Aport from the greot procticel difficuliy of reaching
agreement on such o structure, I doubt whether, in the
light of the experience of the past few years, it would
really serve o useful purpose. A reserve indicutor,
after all, is not necessarily o good index of the basic
balance of payments or a relishle signal fox action on
exchange rotes or other measures

I also have serious doubts about the desirability and
usefulness of pressures it general. Even over the pust
few years, can we really believe that pressures would,
for exomple, have induced surplus countries to appreciate
their currencies to o greater degree than has actuolly
tuken place? I am quite certain that nressures of o
type which would produce an open confrontation between
the Fund and the country concerned would not help to
uwchieve the results we desive. The whole experience
of the Fund over the years has been that o grect deal
can be achieved by consultation and suasion, 36
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The outhorities ware fearful that such o system would be
exploited by the U.S. through I.M.F. channels to pressurize surplus
countries into revalving fheir currencies. 7 This palicy it
disapproved of as explained elsewhere. In addition the cutherities
believed that the employment of statistical indicators and Fexmal
international assessments would be likely to intensify the speculative
capital flow prablem.as Insofar as this mutericlised the maintenance
of a par value system of any kind would be seriously threatened, and
most probubly prove impossible to function.  This conclusion may
be volid even if efforts were made to mitigate the influence of
increused predictability of parity changes on speculetive copital
flows. This could be attempted by greater controls on such flows,
wider exchange rate margins, and/ar encouraging adjustments by
countries by alternative meuns besidas par value chunges.39

The idea of employing the foreign reserves of o country os an
objective indicator generated serious reservations on the part of the
cn.vthmr.iti.es.A'0 Apart From the comments exploined obove, the
authoxr'ties believed it would invite misrepresentation of reserve
figures by central banks, The leotter could folsify their reserve
holdings, und engage in secret reserve swop agreements with other
banks, prectices which could sericusly undeymine such a system.

Even if detection feors or reluctunce to erode the authority of the
I.M.F. acted as a deterrent, countries could lengthen the moturity
of foreign deposits beyond one year, the latter not being counted
as part of the ressrves of a country by the I.M.F.

Morenver, the problem of defining what o maximum and minimum
level of reserves should be is dounting, A system thut pinned
countries down o aveiding murked changes in their reserves would
limit the use of the latter for stabilizing such variables us
output and exchunge ratss, Moreover, as regards the mitimum level ’
of the reserves of o country, once defined the danger would arise
that the level necessary to muintein confidence in the markets would
rise thus requiring quicker adjustment measures and reducing furthex

PR N L
the role of reserves us a stabilizing influence.
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Introducing on element of outometicity into the odjustment

process through objective indicotors was regarded by the nuthorities

us under-rating the complexities of economic life, 2 It adhered to
the view that in seeking to achieve simultoneously economic ohjectives
1 of differing degrees of compatibility, countries must have flexibility "
b to apply that combinotion of policles which is best calouloted to
¢ overcome their specific problems, ond takes uccount of the range of
instruments ot their disposal. A mechanistic formule, even if
i operationally feasible or politically acceptable, which the Bonk
doubted, would inhibit such responge flexibility.

Summazy,

This chupter has aitempted to throw light on the policy
atiitudes of the avthorities during the years of deliberations on
M exchunge rate reform in the 1970s.  International efforts ot

restoring o par value system, however, ended following the cil crisis,

i It then became cleor thet floating rates would become more widespreod,

o and would persist indefinitely.
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CHAPTER NIME - PROSPECTS FOR A RETURN TO FIXED BUT ADJUSTABLE
EXCHANGE RATES

Reform of the international monetory sysiem proceeded o stage
further in Jomaica (Janvary 1976) where orrangements agreed upon by
the I.M.F, Interim Committee represented far-reaching changes. In
particuler, the floating of currencies was legalized. As a result,
the new Article IV of the I.M.F. stotutes represents a marked
departure from the Bretton Woods principle of fixed but adjustable
exchange ratec,

In other words, the international community hes been sufficiently

satisfied with contemp y in ional Y d to
turn its back on Bretion Woods.  The purpose of this chapter is to
assess the rectitude of this, ond the prospects of o return to fixed
but adjustable exchange rates, which the Republic in principle
favours. To begin with a brief review of the recent exchange rate
regime is therefore necessary.
9.1 Record of Floating Pates

The extension of floating rates since 1972 has occurred during
o period characterized by turbulent economic and political conditions.
Any appraiscl of this mechanism is constrained purtly by the short
time spon, ond partly becavse, during this period many currencies
particularly those of developing countries, have been tied to o major
currency such as the U.S. dollar or the SDR.

Flexible rates have eliminated the kind of exchange rate crisis
which plagued the Brettoﬁ Woods system in its dying years.2
Changing the exchange xate no longer requires o formal initiative
with its implications for national prestige as it did under the par
value system. Even so, floating retes have not eliminated foreign
exchange crises. Developments have shown that the assumption that .
the floating system would prevent extensive foreign exchunge losses
by central banks is o fellacy. In March 1976 ulone the Bank of
Englond lost more than one billion dollars unsuscessfully trying

to shore up the pound, while ir the same month the Bank of Fronce
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lost over three billion dollers in its unsuccessful attempt to
prevent the franc leaving the joint Evropean floot arrangements

Simultoneously, currency erises have allegedly been defused
because countries can more easily follow independent monetary
policies than before.4 This is debatable. U.§. interest raies
still appear to exert a major influence on interest tote policies
of other countries, o conclusion supported by statistical evidence.5
Also, despite the increased scope which exists for allowing inflows
ond outflows of funds to influence the exchange rate of o country
rather than the domestic money supply, countries have displayed
concern over the movements of their exchange rates. This casts
doubts over the discretion available in operating independent
monetary policies. Moreover, to the extent that greater orientation
towards domestic policy objectives does oocur this could raise
inflotionary expectations and unrest in foreign exchange morkets.
2.1.2 Competitive Devaluations

This concerns the danger that excessive depreciation of a major
currency can induce o similar weckening of other currencies. Many
commentators have detected little or no evidence of such proctices,
in contrast to what happened during the period of flouting in the
19305.6 Yet in other quorters it hos been cluimed that signs of
such practices have emergsd where the major currencies ore concerned.7

Certainly, there has heen evidence of countries, including
South Africe, deliberately using the exchonge rate as an instrument
of economic expansion, Since 1972 the effective exchange rate of
the rand has been correlated with the gold and fureign exchange
reserves and the business cycle.8 By contrast, the par value system
osimed to prevent depreciations or oppreciations for purpeses of
cyclical economic management. Puar velue chonges were prohibited
where these were not needed for poyments equilibrium over o couniry';
business eycle.

Two other conclusions can be made. Firstly, any prolonged

recession in the world economy will increase the dunger of competitive
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devaluation practices emerging, particulerly if agzeed rules for
currency intervention ure absent. It has, however, heen argued
thot during o global recession any attempt by the rest of the world
to export its unemployment by buying dollars and thus causing the
lotter to oppreciate, would, ossuming high copitel mobility, induce
capital outflows from the U.S. and expectations of a weakening in
the rate for the dollar.” Any xsbound in the latter would, however,
only oceur if other countries were unwilling to go on buying dollars
in the foreign exchange markets

Secondly, aggressive depreciation policies require governments
to be sufficiently insensitive to their infletionary implications.
So far, evidence suggests that govexnments can be conscious of the
adverse domestic implications of such action. U
9.1.2 Effects on Foreign Txade

In the opinion of some writers, foreign trade ond investment
do not appear to have been affected much, if at oll, by the floating
rote system. The business community hus edjusted without noticeable
disconfort, and spot tnd Forvard markets have adopted Favourably,
It has been claimed that the statistical evidence relating trade
to output suggests that, if anything, the former has grown relotive
to the Lotter.'2  World trade in recl tesms imcreased by thirtesn
per cent in 1973 compared with an averege annual growth of 8,5 per
cent in 1960-70, The growth rote fell to five per cent in 1974,
but world output, which grew by five per cent ot an annual rate in
the 1960-70 period and by 6,4 per cent in 1973, increased hy only
one per cent in 1974.13 In other guorters the slowdown in the
growth of world trade in 1974 ond its fall in 1975 were regarded
suspiciously as evidence of the harmful effects of floating rates
vpon woxld trode, notwithstanding the severe recession which
naterialised. 14

Reaching o conclusion on this issve is difficult in view of
the many foctors which influence foreign trade ot different points

in time. The floating rate ers has been cocompanied initially
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by a woxld boom and high inflation, and later the oil crisis ond
recession.

Nevertheless, the floating of currencies would appear to have
complicated foreign trade business us well as increased the risk.
The volatility of floatihg rates connot be eradicoted in the forward
market, since forward rates con be just as volatile as spot rates
the benefit of forward cover being to provide certainty about cosh
Flows only for @ particular transaction.™  Fluctuations in spot
and foxwerd rates have been substantial compared with the Bretton
Woods era.  In forward markets there has been increased demand
for cover facilities, but the volume obtaincble has declited, while
the margin betweeir, buying und selling prices of banks has widened.
{This opplies to spot rutes as well.) This hos been attributed to
the increased desire of banks to play safe by reducing limits for
the amounts up to which they ore prepared to accept the names of
each other for forwerd exchange, os well us the desire to reduce
their unmotched positions.

The reduction in foreign exchange facilities which has eccurred
in the post Bretton Woods era should not be cttributed solely to
flocting rates. It has been suggesied thot the decline of the
dollar in 1973 tock both banks and companies by surprise, and induced
them to curteil their unmatched pasitions.l Also, the cellopse
of the Herstott bank in 1974 made the bigger banks reluctont to deal
with sucller banks, thus reducing exchange facilities available.’”
Moreover, any increussed spreads between bid and ask prices in
Foreign exchange markets might discourage foreign trade. One study
shows that in May 1975 the spread for three major currencies, in
terms of dollars, was four te eight times what it was in 1970,

Even so, the spread did not exceed one sixth of one per cent of the
cost of foreign exchange in May 1975.1%  mnother study, which raes
only through mid-1974, shows similar results for the spread on
forward us well as spot trqnsactions.19 The added cost of trade

from this source appeared very small.
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It hos been objected that the exchange ratas of major
currenciss vis-u-vis the dollor have fluctuated excessively and not
reflected underlying economic conditions, As a result it has heen
impossible to conduct interngtionml trade bosed on comparative
costs, and a flow of international capitel based on comparative
profit and interest rate lovels.2 The implication of this viewpoink
is the desirability of internctional co-operation to smooth exchange
rate movemenis.

Others question the possibility of employing criteria to test
the proposition that exchaonge morkets over—reuct‘zl Moreover, if
trade weighted indices, rather than movements of individual xates
vis-a-vis the dollar, are used exchange rate fluctuations are less
marked.

9.1.3 Bulonce of Poyments Adjustment and Interngtionel Liguidity

Floating rates have not eradicated payments disequilibria.

Floating has not been *clean®, since monetory authorities have, on
occasions, intervened heavily in exchange markets.

In these circumstonces, it is not clear whether the need for
foreign ressrves in general has fallen, Certainly statistical
analysis using the criterion of 'reserve use' provides no evidence
of this.Z  To the extent that such needs have not fallen, to
ottribute it to floating rates alone reguires that all other things
have remained egual. In fact, changes in glebal economic conditions
in recent years moy have been more important than the change im
exchange rate arrongements in effecting the demand for international
reserves.

Some have wrgued that floating rates, for from reducing
pay-ients disequilibrium, have perpetuated imbulances. The cuses
of the U.K. and Italy are quoted whore due to the perverse short
term effects of depreciation, and the ensuing rise in the cost
structure aggravated by trode union pressure on wages, floating
has made matters worse, and has been accompanied by resort to import

controls of various kinds. These examples suggest that insofar
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as the payments itroubles of « country reflect underlying disequillibrium
within the economy or structurol divergencies vis-o-vis the ovtside
world, exchenge rote manipulation is no answer. Conversely, a
cauntry such as West Germany has seemingly goined on the payments
front from appreciations of the mark, aided additionally by speculutive
capital inflows on anticipation thot the low inflation rate in the
country will lead to further apprecietion of the mark.

Possibly, most important of oll, the question arises whether
floating rotes have left unresolved the problem of the rapid growth
of world liquidity fuelled by rises in official foreign exchenge
reserves, primorily dollars, and the gruwth of the Eurocurrency
morkets. In 1968 the gross size of the lotter stood at around
#25 billion, while today it is voughly #500 billion.>?  Since the
beginning of 1970, as Table 19 illustrates, official world liquidity
has tisen by more than 200 per cent. This development precipitated
the collapse of fixed exchange rotes us countries tried to contain
the flood of dollars into strong currencies.
TABLE 19 - OFCICIAL INTERNATIONAL RESERVES (1970-76)%gm.

(Figures refer to the end of the first quarter
of each year)

Totol  Foreign Exchange

970 81 250 31 700
1971 99 400 49 430
1972 137 895 82 835
1973 179 069 117 847
1974 187 939 126 690
1975 229 823 162 058
1976 234 206 165 302

*i,e. Gold{$42 per ounce}, SDRs,Fund Reserve Positions
ond Foreign Exchange.

Souzrce: I.M.F. Financlol Statistics

The importance of this phenomenon stems from the allegation

that o systematic velotionship exists between changes in world
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reserves and the rote of worldwide inflation with changes in world
money supply sexving as the crucial link.25

One argument in favour of floating rates was that this growth
in official internctional reserves could be modified markedly, but
olthough the growth rote has slowed down, the problem allegedly
remuins. This growth would probably have slowed down in any cose
since, if the Bretton Woods system had survived, it could only huve
done so if this problem had been tackled.  This would probubly have
involved u massive gold revalugtion and the absorption by the U.S.
of the surplus dollar holdings held by foreign central banks, ox
alternatively, soms {usm of internationol funding of these doliars
together with strict rules concerning future reserve asset settlemént.
Also, the dollar fleoot in 1973 created a potentiol boost to world
liquidity since it facilitoted the liberolisction of U.S. capital
export restrictions such os the abolition of the interest
equalisotion tax.

On the other hand, wnrestricted growth in official currency
reserves may be viewed os not partly ottributuble to central bank
intervention in the markets, but to the lock of on usset settlement
system. However, estoblishing the lottar is more difficult under
floating rotes, because of ihe problem of agreeing upon rates at
which foreign currencies accumulated by centrol banks should be
cohverted into primary assets. Moreover, in regard to gold
revaluotion proposals, opponents can ask whot discipline on reserve
growth would be present if the U.5. could write up the value of its
gold reserves whenever growth of official dollur ligbilities
threatened convertibility of deollars into gold.

A contrary view osserts thot the recent growth in officicl
foreign reserves is not o cause for concern.28 In the three years
to March 1976 world reserves increased by SDR54 billion or ghout
thirty-six per cent. Almost seventy-five per cent of this accrued
to OPEC countries. Since the reserves of most OPEC countries are

qualitetively different from those held by other countries, it is
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argued that they should be viewed as long term investments rother
than short term liguid assets.

This is based on the belief that the distribution ofrsserves
is more important than the obsclute amount. In o situotion like
the present the quantity of international reserves is therefore
viewed os not excessive, while it could be if the distribution was
different. Nevertheless, omitting such reserves from caleulations
of world resexrves, overlooks the possibility that such "long term®
investments, through changed payments circumstances, can become
short term assets. Already, o number of OPEC countries, e.g. Irag,
Nigeria and Iran, have launched ambitious industrialization progrommes
On -present evidence only three members - Abu Dhabi, Kuwait and Saudi
Arebia - seem likely to continue enjoying sizeable poyments suxpluses.
Moreover, there have been claims thaot the resarves of Soudi Archbia,
and possibly other OPEC countries’- reserves, are being seriously
undexrstated.

These observations emphosize the problems of valuing objectively
weficiol reserves under contemporary conditions.  This has been
exacerbated by the difficulties in valuing gold reserves in the
presence of o fluctucting p:ice. It may be argued, along similar
lines, thot since officiol gold holdings are largely long term
investments, they should be omitted from the voluation of international
reserves. Unfortunately, this is too simplistic; olready, several
gountries have mobilised their gold reserves either by morginal free
market sales or by c;llqteralising part of their stocks
9.2 Viewpoint of the Republic on Floating Rotes

Much comment on floating rates has been in the context of the
major currencies which float in fully fledged foreign exchange markets
When this vegime is looked at from the viewpoint of developing
countries, the picture is differant, the attitude of the local

wmonetary authorities being summed up as follows:w
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South Africa's experience with different types of exchange

rate arrangements during recent years hos strengthened our

belief that, whereas floating exchange rates may under

certein circumstonces be desirable for major industrial

countries with develop: | foreign exchange markets, it has

sexricus disadvantoges for most other countries and for the

international monetary system as o whole,30

By linking to the dollax the effuctive exchange rote of the
rond has fluctuated markedly, on occasion inoppropriately considering
internal sconomic conditions.  Given ‘the policy of periedically
adjusting the peg with the dollaxr, speculation has been invited both
in favour of and against the rand. The lotter has, on occasion
complicoted the tosk of selling gold by putting pressure on the
foreign reserves, und thus the need to sell more of it.  Simultoneously,
adverse leads and lags have increased the size of desirable reserve
required to support a given volume of imports im contrast to the
claim that more flexible exchange rotes reduce the size of reserves
vequired, other things remoining equol. This has induced o tightening
of exchange control regulations. Morsover, it has been found that
floating rgtes can discourcge importers from utilizing overseas

: 31

trade finance.
9.2.1 Flogting Rates and Inflotion

The country has consistently opposed a more flexible exchange
rate regime becouse of its alleged inflationary bizs.  However,

recent experience has furnished no conclusive evidence on this issve.

JIABLE 20 - PERCENTAGE INCREASES IN CONSUMER PRICES IN SELECTED COUNTRIES

Aanual Average 12 Months to

1961-71 1972 3973 1974  December 1975
Canada 2,9 4,8 7,6 10,9 2,5
Japan 5,9 4,8 11,7 24,4 7,6
France 4,3 5,9 7,3 13,7 9,5
West Germany 3,0 5,8 6,% 7,0 5,4
Italy 4,2 5,7 10,8 19,1 11,2
UK 4,6 7,1 9,2 160 24,9
U.S.A. 3,1 3,3 6,2 11,0 7,0
Tetal 0.E.C.D, 3,7 4,7 7,7 13,2 2,8

Source:- R. Solamen, The Internationul Monetuxy System, 1945.76,
Horper and Row, p.269.
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What has eventuated is a 'viclous circle' thesis which claims
that unmanaged exchange rotes have provided an independent source
of inflationary pressures in countries such as the U.K. and Italy
where they ave already above averecge levels compored with other
major countries. Thus, the exchange rate declines in onticipation
of further inflation caysing import prices to rise, ond so
expectations regarding inflationary trends are self-fulfilling.

Conversely, the defendexrs of flooting rotes argue that if and
when the morket bacomes confident that inflotion in o country will
be brought under better control, confidence in the currency will
improve. In tha absence of effective anti-inflotion policies
intervention in xhe foreign exchonge market by monetory authorities
can only hold a rate for a limited time. Alse, it can be counter
productive beccuse it may lead merely to the postponement of
effactive monetary and fiscal policies, and incregse the ultimat~
ecost of restoring menetory stability. This argument wos put
forward in connaction with the funding of U.K. official sterling
bolunces ot the end of 1976,

The feared breakdown of monetary discipline under floating
rotes hos not been visibly borne out, There has been evidence
that monetary authorities become concerned when exchange rates fall
becouse of their inflotionury implications, this acting us a foxm
of discipline. However, oll countries now suffer from inflation.
The expansion of money supplies mokes inflation possible without
sausing exchange rotes to depreciate, ond 'politicians in each
country can blame inflation on the world economy where it is
nobody's responsibility'.32

9.3  Oppesition to Return to Fixed Rates

It is generally agreed that the Bretton Woods system served
the world well, even though it was only txuly operational from the
Late 1950s when the major European currencies became convertible. 3
The I.M.F. articles procleimed the conviction that intexnational

aconomic conduci must be governed by an explicit code, incorporating

—~
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the moxim that adherence of membexs to the rules was advantagecus
on bulance, even if it appeared disagreeable ot times to an individual
govarnment.34 Arising out of this mutval co-operaiion, the system
was claimed to be capuble of modifications in the fact of pressures
which built up in the 1960s, and which resulted, for instance, in
the introduction of SDRs.35

In racent years some ¢mbitious proposals have been made, which
have xemained no more than proposals.  As pointed out by Einzig, it
is easy to foult reform suggestions, but much more difficult to make
a countur~proposal for thorough~going reform which would be
economically satisfactory, politically acceptable and technically
feosible.36 There has been a simple olternative to more ombitious
zeform plans which would involve the reinstotement of the Bretton
Woods system in o modified form. This has been the policy
recommendation of South Africa.

9.3.1 Use of Exchange Rate os Policy Instrument

To some extent opposition to restoration of fixed rates may
reflect modexn social trends where discipline has tended to he
undermined.  Thus, portly arising from this is the reluctance of
governments to discard the exchange rate as an instrument of economic
policy in contrast to attitudes under Bretton Woods when it wes much
more regorded as o target, Governments now regard the exchange
rate as a tool similar to interest rates, etc.37 Enthusiosm fox
flouting rates is partly built upon the belief thot countries should
be able to adopt monctary dnd fiscal policies for the purpose of
fulfilling domestic economic objectives, with limited consireint
exerted by external institutional features. Also, the exchange
rate may be the most efficient instrument available to deal with
the balance of payments, given the prioxity of policy makers on high
levels of employment, and the power of trade unions intent on at
least maintuining their relotive wage positions.as

As previously indicated, the efficacy of balance of payments

adjustment under flouting rates con be exaggerated, as well as the




197

freedom from externul constraints. Also, it zemains to be seen
whether thess policies are conducive to long term price stubility
and stoble growth.

9.8.2 Exchange Rate System ond Economic Disorders

The Bretton Woods system was based upon exchunge rates being
waintained over long periods, Nowedays, it is questioned whethar
rates of economic change, the diversity and reversibility of capitel
flows, differing economic growth rotes of countries, and the
unpredictability of economic changes are not so great thot such
exchange rate stability is an illusary tavget.

1t has been widely assumed that no return to fixed rates
covld be contemplated under the conditions prevailing in the wake
of the oil crisis. Yet the latter disturbonce was one where no
exchange rate mechanism could exadicate the current payments
imbalances.  Since real consumption ond investment expenditures of
the OPEC countries it aggregate could not rise sufficiently, even
with opprecigtion of their currencies, the surpluses on current
account needed to be bridged by capital transfers.

Where exchunge rate adjusiments could have been helpful,
following the oil price hikes, related to the moin industrinl
countries whose competitive positions ware offected to varying
extents, and who did not henefit equully from lung term investment
by oil exporting countries.4 In view of the difficulty of knowing
the extent of adjustment required by individual countries, a period
of exchance rute flexibility hod its utbructions. On the other
hand, substantial devaluations may have been preferable to an
adjustment process drown out over time which meant only limited
payments adjustment supplemented by foreign borrowing and mildly
deflationary policies. The incentive to deflate under fixed rotes
way have heen greater in order to moke devalued exchange rates
appear vidble, and minimize speculutive copitol flows.  However, if
more deflutionaxy policies had worsensd the global recession in

167475 the donger of trade controls spreading would have arisen.
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The lutter danger could have arisen for other reassons tos.
It hos been axgued that what enabled the world to weathss the
initial results of the ¢il erisis was not floating rates, but the
Eurocurrency mcrkats.41 During 1974 dlone OPEC amassed liquid
assets of F60 000m. of which more than one third was placed in the
Eurocurrency mirkets, ond then recycled to deficit countrivs. If
recycling through the I.M.F. hed proved less easy omd more protracted,
without the Eurocurrency markets, deficit countries would have been
driven to drestic import curbs, which would have fostered o despening
of recessionary conditions

Meanwhile, preservation of the status fuo is justified on
grounds that internotionus traders have become accustomed to floating,
ond eny return to fixed rotes would be haxmful, creating new
uncertainties for international trade. In view of what has baen
said regarding foreign exchange dealings since the advent of floating
rotes this is not easy to justify. It may reflect o rationalisation
tor inertia which develops under any type of monetary arrangements
ensuring that only crises tend to initiote mujor changes
9.3.3 Counterveiling Influences

This analysis highlights the poor prospects for o return to «
par value system in the foresecable future. Yet not oll factors

suggest thut this will persist. There has been a historical pattern

for an eventual return to fixed rates such us after the Nopoleonic
War, “he First World War and the Great Depression.®® The possibility
at turther ecenomic integrotion with Communist countries, and the
entry of them into the I.M.F. would alter the outlook.  Communist
countries favour controlied exchange rates. The tenduncy for the
U.S. econowy to have o lorger proportion of gross domestic product
originating in the external sector, may modify the enthusiasm of

that country for floating rates, If the dollar floats upwards and
becomes murkedly overvelued, Amezican suppor. for floating will, it
is cloimed, diminish rgpidly. 4 Moreover, gr.sier global economic

stability could prompt internationel efforts to restors fixed rates. 40
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Even existing arrongements have been clleged us not constituting a
bosic deporture from the por value system. Managed flouting is
being practised, end if it operates on the basis of internotional
consensus as to what should be the loose structure of exchange
rotes, coun be aligned to o regime of por values. Several developing
countries are dissotisfied vith the system of floating.” Finolly,
pressures have emanated from within the E.E.C. for o return to o pax
value system by those who favour greater monetary and economic
integration, 8
9.4 Problems with Reinstotement of Par Volue System

The U.S. has the power within the I.M.F. to veto ony return to

o por value system. The Reserve Bank regords the current system as
akin to an ‘inconvertible della: stondard' with no foreseeable
prospect of @ return to o Bretton Woods type system which, in principle,
it favnurs.49 Apart from this, v-..ious technical and economic
prablems would arise if such u return was contemploted. :
9.4.1 Need for Prompt Adjustmsnt of Rates

The authorities believe that under any reinstoted system
countries must be prepored to change their exchange rates more
readily, bui still with changes only permissible in cases of
fundamental disequilibrium. It adheres to ine view that the undue
rigidity of Bretton Woods was not due to the system itself, but was
the consequence of inapprapriate application of it, The UK. and
the U.5.A., for instance unduly delayed moking exchange rate changes,

the .atter obsessed by the desire to maintain an unchanged official

gold price.’®  In contrast, others have alleged that the inadequate
exchange rote mechanism was portly o result of the Fund which failed
to teke any initiative on exchange rate structures, and helped
solidify the feeling that these matters were the preropative of
governrents., .

Whether it is realistic to anticipate that governments will

accept limitations on their sovereignty in this field is doubiful,
In any cose, the Bank believes that if a return to a por value system

wos made countries would be more prepored than in the past to moke
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rate chonges in view of past EXPeri“Fues.sz Such o belief hos,
however, been described os misploced:-

The delays in the past were undue only in hindsight;
they were the result of supposed prudence and caution
when governments were thinking that the tim» for
adjustment of the parity had not come. Goverrments
resisting revaluation or devaluation were hopeful that
balonce could be restored at unchanged exchange rotes
- i.e. that the dissquilibrium was not fundomentol. 53

: The criteria vhich reflect a "fundomental disequilibrium’ under
the Bretton Woods sy tem were never spelt out, partly reflecting the
difficulties in establishing them. Also, national authorities may
well be subject to bureaucratic delays in moking adjustments.

Nevertheless, the obove stotement disregards whether adjustment in

the 1960s was not partly due to attempis to shore up the system

without altering the dollar gold price. Since that proved illusery

i it may be that under a restored par valve system, resistance wovld

B be less, especiallv if par valves were not expressed in terms of gold.

i Insisting that changes be eliowed only in circumstonces of

fondamental disequilibrium is importont in order to prevent the

: system being transformed from one extreme to the other. Under
Bretton Woods the mointenance of porities come to be looked upon as
a mojor chjective by leacding Western countries, In one respect this
was to be recommended, singe cesistance to dealing with payments
problems by internal economic instruments would have meont that the
system would have disintegroted much earlier. As Einzig noted:

Frow the viewpoint of meiniaining the Bretion Woods system,
it is equally imporiunt to uvoid getting into o mentality
that changes in parities don‘t motter, and to aveid getting
into a mentality that such changes must be prevented ot all
costs regardless of the extent of any prevailing
fundamental disequilibrivm. 54

Even assuming thot a Thalfwoy! position con be achieved it is
still questionable whether stable but adjustable exchange rates can
be attoined. Under a par value system the degree of exchange rate

stability can be viewed as depending upom the time span. A smoll
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number of large changes which occur periodically does not necessarily
provide greater stebility than o sexies of smaller, but more frequent
exchange raote udiustments.ss

Where the degree of harmonization of economic policies of
countries is close, parity changes should be limited in both size
and fraguency. Under present global conditions, with high and
divergent inflation rates, stability under a par value system would E
be non~existent. It would therefore hardly be sustainable.
Flexibility in changing rates under any restored fixed rate system

could glso be enhanced since the U.S. resorted to devaluations in the

early 1970s. It has been argued that this has reduced the credibility
of fixed rates, and only slight disequilibrium will induce massive
speculation and further zate changes. With the passage of time

and changed circumstances this danger could recede. The dollar for
instance was devalued in 1934 but ofter 1945 was regorded as 'hetter
than gold'. However, the scope for, and profits from, speculation

is now much greater.

Currency stability might be influenced in another way i changes
in rates were made more readily than in the Bretton Woods era, since
this could imply that parity adjustments would be undertaken at an
earlier stage of disequilibrium. This muy make it more difficuit
to estoblish the correct size of exchange rat~ changes, and open up
the possibility thot events will develop dif »c»-tly from what wos
expected. This could require o subsequent reversal of the exchange
rate.

This need not necessarily eventuate since making more prompt
exchange rote changes does not automa.ically imply more Frequent
ones. This possibility would be enhanced if deflution, as o
mechanism for payments adjusiment, was not emphatically excluded
such as occurred under Bretion Woods. In any case, this danger of
premature currency adjustments could be minimized if they were guided
by the concept of fundamental disequilibrium, although this might

preclude prompt changes.
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9.4.2 Responsibility for Rate Changes

Another problem concerns assigning responsibility for exchange
raote changes vwhen deemed necessory, and in porticulor where resexve
cyrrencies ere involved.  Under Bretton Woods, lack of clarity on
+his led to orgument cbout whexe responsibility lay, and encouraged
political moralizing and ecrimony. This problem emerged in 1971 over
the question of realigament of currencies between the U.S.A. and
Evrope and Japan.  This episode demonstrated that no clear cut basis
wos availeble for ossigning responsibility for initiating exchange
rate adjustment among the various countries concerned.

On this issue the stondpoint of South Africe is to put the

emphasis upon deficit countries given an environment of inflation

ond sconomic growth. Under current economic conditions the ‘scarce
currency' concept may be irrelevant in view of internmtionel financial
co~operation provided through the I.M.F., mutuel currency orrangements,
SDRs, ete. The ability of deficit countries to avoid deflation has
increased, aided by the success of Thizd World countries in exacting
enlorged credit Facilities.59
On the other hand, there has been widespread support for o
more symmetrical edjustment process partly on the grounds thet this
reduces payments imbalances, The dangeris that this would encourage
deficit countries to oveid adjusting adequately themselves. Howsver,
it hos been orgued that, psychologically, deficit countries need
reassurance that their adjustment efforts will be reinforced rother
than thwarted by surplus count:ies.6Q
Initioting exchuhge rute changes has another aspect. It is
arygved that a Bretton Woods system is now redundant because of the
changed stotus of the U.S.A. whose political and economic strength
has declined. As o result it is no longer preparzd to accommodate
the payments wishes of the rest of the world, and allow exchange
rote initictives to be made solely by others. On this basis
reform must toke into uccount the implicotions of o positive

exchange rote policy by the U.5.A. in contrest to the Bretton Woods
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system in which the Americans could not unilaterally change their
own exchange rote.
This conclusion is of uncertain velidity. There wes nothing
inconsistent with the I.M.F. Articles for the U.5. to pursve an
active exchange rate policy provided it was prepared to change the
price of gold, The willingness to do this was absent portly because
of vrcerteinty obout its rumifications for the mometury system, and
partly because of the perceived threot of gold to the supremacy of
the dollar in internaticnul monetary offairs. Possible damoge to
the reserve currency role of the dellar could be o mujor chstacle
+o willingness to devaluve the dollar in any resiored por velue system.
However, the need for devaluation could be minimized, if not eliminated,
by appropricte U.S, monetary and fiscql policies, and co-ordination
of these with those of other leuding countries. The suppori for
gold by the Republic hos not meant that it is antogonistic towurds
the dollor:i-
S$outh Africa believes thot the dollar can ond should play
o key role in international finance as o transaction and
intervention currency ond as o reserve asset, not only in
the immediate future but probably for many years to come,
there is us yet nothing to taoke its place. But to do
its job properly the dollox must be strong and recdily
acceptoble,  This implies, I believe, thot the U.S,
economy and bolance of payments must be sound and that
some form of convertaibility for the dollar should be
restored, 62

Thus, the Republic wishes to ses o strong gold base in the
monetary system alongside o houlthy dollor believing that the U.S.

sconomy is a key factor in promoting world economic stability ond
Under such conditions prospects for o raturn

Conversely, the U.S.A.

stoble exchange rates.
to fixed parities become more feusible.
wvonts o healthy dollar but a weok gold base in the monetary system.
The South African authorities doubt whether this is o compotible

arrangenent.
There has, moreover, been illogicality on ‘the so-~colled U.5.

handicap on exchange rate wotters. On the one hand it hos been
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argued that devalugtion would he followed by virtually evexy other
country thus nullifying the exercise‘63 On the other there has been
support for the idea that other countries should revalue oguinst the
dollar. But if any dollar devaluction against gold would be self-
defeating what grounds are there for supposing that other countries
would reveolue unilaterally against the dollar? In undertoking the
lotter o country is revalving olso against oll other countries who
do rot follow suit, unlike with ¢ dollar devaluation providing others
do not follow the dollar down.

It is not cleor whether the U.S. wishes to pursve an eotive
exchange rate policy. Since the advent of floating rates, the U.S.
has maintained @ lorgely pussive intervention policy.  Apolagists
point out thut sizeoble intervention in exchange markets, even if
desired, is complicated by the long-standing use of the dollar by
othexr countries for intervention purposes, and precluded by lack of
currency reserves held by the U.S.  The latter, however, could
acquire such holdings by selling gold to foreign centrol bonks.

This asymmetry in the position of the dollar has heen aggravated
under floating rates. Under a par value system, other countries
would have te convince the international community that they should
follow changes in the value of the dallar, while under monaged
floating they could simply intervefie to prevent the effective value
of the dellar from chunging‘64

Assuming that the U.S, tokes an active interest in its exchange
rute, any restored pur value system might invalve other difficulties.
Countries, it is wvsserted, wish to engineer undervalued exchange
rates, and thus par values were agreed upon, and muintained for so
long under Bretton Woods becduse of Americen indifference to its
exchange rate, and its overvaluation. The question, however, arises
as to what extent, if any, the overvaluation of the dollar resulted
from Europsan demands for an increase in their foreign resexves by
means of dollar aceruals, given the impossibility of adding to their
gold reserves due to its low price in the 1960s.  Aiming for an

undervalued rate, moreover, brings problems, und the need eventually
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to adjust by inflatlonary policies or by reveluation.
9.4.3 De-Stobilizing Copital Flows

One of the most difficult problems in opernting o Bretton Woods
type system concexns the vast shifts of capital which can be encouraged
whenever suspiclon of o currency chonge arises. Hence, sooner or )
later. capitol flows con cuuse the system to be undermined, and finally
breck down under the weight of ever increasing de-stabilizing
speculution.65 Moreover, in efforts to minimize speculotive copital
flows, countries frequently igsued firm pronouncements on the fixity
of exchange rutes.66 This mode it more difficult to undextoke
exchange rate adjustment if this was eventually deemed desirable.

Problems could be intensified under a modified Bretton Waods
system since if, more frequent but still sizeable, changes in exchunge
rates matericlised, this could further undermine stobility, If a
currency is changed more readily the concept of *stability illusion’
will be shattered, and destobilizing speculntioh will become larger
rather than smcller,67 As previously noted more prompt adjustments
do not neceisarily mean more frequent ones, but even if this is the
case and exchahge rote stebility was not impaired the problem remains.

Speculative flows of copital have become much moxe pressing
with the convortibility of the major curxencies for current account
purposes, the growth of intemnational trade, and increased information
ohout overseas countries associcted with the growth of communications.
Likewise, multinotional corporotions have emerged with facilities to
smitch funds from one opercting orew to another, alongside the growth
of the Eurocurrency markets. The laotter, it is olleged, was
encouraged by the fixity of exchange rates which invite speculotive
attacks, ond therefore encourage the supply of speculative funds
provided through this mv:u-ke*l:.é8 Since the breokdown of the lotter
system there has been no apparent foll off in capital movements.
Instead, it is claimed that current account transactiuns in exchemge
markets are declining in relutive imporionce. 9

What would be needed is ¢ mechanism thot would prevent massive

shecylation, and/or incregse the risks attaching o such copital flows.
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The dollar overheng provides o mejor obstacle in the vay of a retwin
4o ¢ pur value system, even though the real burden of the overhang
has been redyced by dollar devaluation and inflation.7o Follawing
the oil crisis e dollor glut hos built up among oil exporting
countries whose interest in monetary stability may not match that of
the Evropean countries. The oil crisis, also, has resulted in a new
build up of sterling reserves by OPEC countries, while the Euracvrrency
markets have received gnother boost from petrodollar deposits.

It would be desirable that any retuzn to fixed rates should be
cecompanied by o plon to immobilise this "fool leose® hot moncy held
by central banks and even private individuals.’’ Reaching ogresment,
however, would present major difficulties. Dellar balances ore
growing larger by the day; os this continues the more difficult it
is likely to be to consolidate them. Moreover, which dollars should
be affected? Should consolidation involve funding only the
obligations of U,S. bonks and the U.S. money market, or should all
doller holdings including Eurodollars be affected? If the latter
vas contemploted, it would hove o severe effect upon the Eurocurrency
system, and commercial banks operating ins this morket would oppose
consolidation of centrel bonk Eurcdollar holdings. In oddition, the
Americans appear to be opposed to the restoration of o resexve asset
settlement system.

Even if agreement was reached on the desirability of funding
portiolly official dollar balances, the problem of the funding methed
would remain. A widely discussed approach has heen the setting up
¢f an I.M.F. Substitution Account into which dollars could tx swopped
for SDR issues.72 A minority school hus favoured a substanticl gold
revaluation, ond the restoration of dollar convertibility into dold.73
This recommendation has been consistently supported by the Repub.ic,

If the magnitude of international volotile cepital, such as
the dellar overhang, could be reduced, it may prove possible ic
contain speculation sufficiently to make a Bretton Woods type system
vicble. Most probably, however, this would be insufficient, and o
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tightening of capital controls may well be necessary.74 The original
I.M.F. orticles embodied the principle thot capital flows were to be
suppressed rathexr than finonced, and the Bretton Woods system
collapsed principully because of the massive copital outflows from

the U,5.A.  On the other hand, the effectiveness of such controls

is dubious. It has been claimed that to be effective they would have
to cover virtually all foreign exchaonge tronsuctions, ond would
therefore be unacceptable to all.’>

9.4.4 Contro) Over Eurocurrency Markets

Side by side with any tightening of capital controls the question
of introducing conirols over the Eurocurrency morkets, which by the
ond of 1977 totalled around $500 hillion, would have ta be considered.
The velocity of mavemenis in foreign exchange have increcsed markedly,
because of these markets and maintaining fixed rates was made much
more difficult.’®

» Supporting controls has been the cloim that these markets are
copuble of cresting to on olmost unlimited extent deposits {lorgely
dollars), and thus means of payments which augments world liguidity
and intensifies currency unrest.77 Others have rebutted the charge
of a large potenticl multiple credii creation in the Furoourrency
markets. 8 Some commentotors hove concentrated attention on the
scope for money creation in these markets brought obout by central
banks depositing currency reserves in them. If stopped, the scope
for deposit expansion weuld be very limited.79 Unfortunately central
banks in less developed countries are opposes to this. They wish to
invest their currency reserves at the highest possible interest rate
given their large net internctional debt position, and cre keen to
see the perpetuation of free access to the Eurocurrency murkets.

If controls over the markets were introduced they would presumably
include rules governing the recourse of central banks to them, the
impasition of reserve requirements on currency halances held by all
surobanks, ond the effective practice of international open market

opexgtions, Clearly, the colluboration of all countries, including
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the U,5. would be necessory, but there must be dounts vhether it
would be forthcoming.

Even if copital flow problems con be managed more effectively
it would remain crucial that the necessary degree of harmonizotion
of ecanomic policies amony cowntries was preseni. Presently,

countries are pursving lorgely independent ecomomic policies indicated

by wide differentiols in inflation rotes. Many doubt the feasibility
of returning to fixed parities because they bslieve this problem would
remuin.80 Even the closely knit countries of the Europeon Common
Market have been ungble to wchieve the required degree of
cooxdination of their policies. 1
9.4.5 Control Over Interngtionol Liguidity

A key aspect of the Bretton Woods system concerned the role of
reserve currencies, end in porticulor the dollar. The gold
convextibility provisions were designed to provide discipline over
U.S. policies, but there wos no legul obligation on other countries
to exercise the convertibility privilege. In practice, this
‘convertibility on demond provision meant that the U.S. eould
persuade holders of its currency not to request conversion. 1t thus
imposed 1ittle odjustment pressure on the reserve centre, and
encouraged vast cccumulations of officiel dollars. This suggests

the need for o "'mondotory' resexrve usset settlement system under any

revised Bretton Woods arrungements. However, the willingness of the
U.5. to agree to this is dovbtful. If it did agree it may enly be
on condition that countries commit themselves to prompt and frequent
exchange rate changes so that it wus never seriously embarrassed by
settlement demands. In wddition, the stability of such o system
would be questionable owing to possible copital flows

Any restorotion of o fixed bui adjustable rate system could
be based on the SDR as numeraire ond principel growth element in
world liquidity, but the record of the SDR places doubt over its
capucity in this rele.  Alternatively, the system could be based

on a gold/exchange standord, which South Africa favours, but this
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would require the setting of a new official yold price at a level
high enough tn ensure that nevly mined gold eni.rs the monctary
system, The poor chances of this happening have been confirmed
by the I.M.F. omendments to its Articles, which preclude countries
frem linking their currencies to gold, and pegging the gold price.
Yet, for years retention of o fixed gold price as well os fixed
exchange rotes were rogurded us non-negotioble, but both have
disappeared in recent years
9.4.6 Temporary Flooting

Another problem concerns the execution of exchange rate
adjustments.  One procedure is Lo announse o new fixed rote based,
inter gliga, on calculations of purchasing power parity differentiuls
o method which suffers from the imperfeciions ~f purchasing power
pority caleuiations. Also, this procedure can encourage an
excessive devaluation in the hope of making sure the new rete will
be sustainable., Correspondingly, a country in payments surplus
will be reluctant to revalue too much for feor of turning its surplus
into deficit. There is o dunger thot the lotter will reveglue too
little and deficit countries devalue too mych under the cdjustohle
peq system.

To overcome these problems couniries could float their

currencies for o temporuzy pexied lung emough to estoblish the
probuble long run equilibrium level, and then re-peg it at o new
rate.  The local euthorities are not opposed to such temporary
flocting.az Its valve, however, can be reduced if, during the
float, significont intervention in exchunge murkets is undertoken,
which monetary authorities may feel is imperative to avoid excessive
rota volatility. Also, the float moy need to be prolonged so as to
be free of distortion from purely seasenal or cyclicol influences
Moreover, once temporary flouting is given officicl recognition
confidence in the Fixity of rotes muy well be impaired, and

destubilizing caplial movements encnuraged¢83

S
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CHAPTER TEN — THE RAND CURRENCY LINK

In conducting exchange rate management the South African
authorities have traditionally linked the rand to either sterling
or the dollar, but in xecent years this currency pegging decision
has been compliceted by o number of factors.

Firstly, there has been the large and growing importance of
foreign transactions together with inexperience in coping with the
volotile exchange rate pesition in the world, circumstances which
have been reflected in numerous policy modificotions

Secondly, it upplying policy the authorities have needed {o
toke account of the interests of other members of the Rand Monetery
Area, nomely Botswano, Swazilend and Lesotho. In the case of
Kenya, Tanzania and Uganda, which belonged to a common customs area,
the choice of pegging wos complicated by differences of opinion s
to what key currency they should peg to.3

Lastly, the pegging policy options for the rond entail hoth
advantuges and disadvantages, and circumstances can alter the
desirability of o specific currency link. The purpese of this
chapter is to eloborote upon these ospects

Under present institutionel foreign exchange arrangements

in the Republic there ere two main aliterngtives to the policy of
linking the rand to the dollar. These comprise relinking to
sterling or pegging to the Specicl Drawing Right (SDR) or an
alternctive currency basket.

If the country linked its currency to the SDR its exchange
rote would be expressed in terms of the SDR, i.e. the lotter would
be worth o certain omount in terms o1 the rund.5 Hence the rand/
dollor rate could change daily in line with altergtions in the SDR/
dollar valuve, and appreciatien or depreciation of .he U.S. unit in
foreign exchange markets would cause the value of the SDR in terms
of the dollar to full ox rise respectively. Dollar depreciatiaﬁ,

by causing the dollar price nf the SDR to rise, would cause the
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rond to opprecicte ogoinst the U,S. currency, ond vice versa if the
lotter oppreciated inthe murkets. Alternatively, if o fixed rand/
dollar rate for longer periods was desired, limited fluctuetions
around the SDR peg valus could be permitted.

On the other hend, the rand could be assigned a specific veluve
agoinst o trede-weighted bosket of currencies of significance in
axternal transactions, and its valve against the intervention currency
adjusted doily to the varjations of the buskei currencies in exchonge
morkets so as to muintein the average value of the zqnd.7 If
necessury, on occosion, the latter covld be revalued or devalved

against the basket,

10.1, Linking *o the SDR or an Indspendent Currency Bosket

In certuin quarters adoption of this exchunge rate weshanism
by the Republic has been favourably regarded, but the view taken here
is thot on balance no matesiol wdvuntoses appeer to justify such o
move.
10.1.1 Foreign Transgctsons Composition and Currency Link

Tt hos been suggested that linking te the SDR or another
currency basket might be particularly suitable for o country whose
foreigh transactions wre not conducted mainly in one currency, on
the grounds thot the odditional uncertuinties regording debt
repayments, servicing licbilities und foreign trade receipts and
peayments shouvld be minimized.8
. In order to assess the validity of this argument in the case
of the Republic it is necessary to consider the pattern of foreign
+tronsoctions, and the influence upon them of the existing curzency
pegging policy. Table 21 shows the average percentage over the
period 1971-75 of South African imperts from and exports to the

countries listed.
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TABLE 21 -~ FOREIGN TRADE STRUCTURE (1971-75)

Country Imports Exports
United Kingdom 18,4 25,8
United States 15,3 8,1
West Gexmony 15,4 7,8
Japan 9,9 12,1
France 3,5 2,6
Italy 3,4 2,9

Sources: S.A. Reserve Bank, Quarterly Bulletin (various isswes)

und Commerce and Industry Jouznals, Government Printer,

Pretoria

The diversified noture of foreign trade is shown in the table,

byt it omits the important doller contribution provided by gold.
Using the criterion of currency denominotion of fareign transactions,
in 1973 the Reserve Bank incorporaied nine currencies in its trade
weighted index for the rand, the dollor and sterling, having combined

weights of roughly fifty-four per cent of the total assigned.9 The

importance of the dellor to & ‘ea has increassd in recent
years primurily because of t nee of denominuting trade
in the cuzvency te swhich the xai.. wegged, and the availability at

o cost of one per cent per anmum of forward dollar cover From the
Reverve Bank.  Meanyhile, the xole of sterling will decline following
the British decision in November 1976 to stop U.K. bank lending of
sterling to foreigners te finance third country trade. 0 This will
lead to greater reliarce on dollar trude finance, thus funther
encouraging dollur denomination in the Republic's foreign trade.
Overall, howaver, the pottemn of foreign trade trunsactions is not
unsuitable for Iinking the vand o a currency basket

Regarding capital account transactions, autonomous private
short~term cepitol Flows incorporcte substantiol trade credit

focilities whexe dollar finance predominates, while in the case of
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private and public long~term foreign borrowing, Evroturrency und
Evrobond finunce constitute o majox Blemant.ll Here, although

currency denomingtion ‘tends to be restricted, variations between

the public and private sectors prevail. In the lotter case asarly
all long-term credits roised in the Eurocurrency market are dolliaz
denominated.  For instonce, where publicized medium and long~term
international bank loans roised by the private sector are concerned,
anly doller denomincted issuves were resorted to in 1974 ($lﬁlm),
1975 ($141m), and 1976 (F30n), whereas the public sector {including
the public corporations), allhough mostly using dollax finanee, raised
the equivalent of F54m. ond 29w in Gexman morks in 1974 and 1976
respectively.

The question arises to what extent pagging policy hos
influenced the denominction of private and public sector debt. The
dominance of the Eurodollar segment of the Eurocurreney morket
: provides strong encourogement for the privete sector to tap dollor
% fund:.’3 This foctor of wccessibility suggests thaot if the rand
was linked to o non~dollor unit, incentives to ruise loons in ‘the
currency concerned would be blunted. At present the existing rand/

dollar peg mey stimulote the use of Eurodollar finance, since the

risk is less than if funds are caised in another curxrency, when
enother and possibly volatile link may be present. Effecting
Forvard cover on this second leg could eliminate the cost advantoge
of employing non-dollar finance, since interest rote differentials
between tws curxencies are normally reflected in the corresponding
forvard rotes,

The smaller relimice of the public sector upon dollor finance
way partly reflect unsophisticoted foveign fund roising operations
1 in which the major cxilexion hus been interest rate differentiuls.
: Alsa, the public torporations ax. given forward cover by the
Reserve Bank at one per cent per annum on non-dollar loons, which
mokes hard currency finance at relatively low interest rotes

attractive. Utilizing foreign copitul in o week currency and
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covering only the rand/doller link locally may still be advantageous
for such carporations because of the forword discount ogoinst the
dollar on such a unit, but this could be precluded by the difficulty
in obtoining forward cover in excess of one yea:.M

It is argued that an 5DR or other currency baosket Link would
be unsotisfactory for a country which has large foreign borrowings
norrowly denominated, becouse of the greater uncerteinty in regord
to debt repaoyments ond servicing lisbilities. This would not apply,
however, to public corporctions in the Republic.  The heavy relionce
of ithe private sector on doller funds shouvld not be g significant
drawback, since a basket peg would not necessitaie a change in the
use of the dollar as the intervention currency, ond because its
resort to such finance principally stems from the institutional
nature of international capitel morkets. Consequently, for these
reasons, linking to @ currency basket would be unlikely to promote
finoneiol diversification in reising overssas loans. 5

Likewise, tying to a currency basket should not diminish the
incentive of importers and exporters to denominate in dollers. If
the latter remuined relatively stable in foveign exchange markets
the velue of the rand in terms of the dollar, quoted by the Reserve
Bank, would not change much ond the situation would not be materially
different from o pegged dollaxr rate.
10.1.2 Currency Basket Ped and Inflation

From o monetarist viewpoint any moderation of the rate of
inflotion arising from pegging in this manner would probably be
regorded as inconseguential.  Pegging involves some loss of control
over the domestic money supply and thereby over domestic inflution,
the extent depending an the flexibility of the link. I stebility
of the effective exchange rate of o country is desired, wonetory
policy must be geared to motch the average inflation rate of its
trading portners. If the target is price stability, exchunge rate
appreciation will be necessary in today's inflationory world, and

ronetary policies will have to be tightened accordingly.
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On the other hand, given the stability of on eppropricte
surrency basket, onchoring to it could reduge both the fluctuations
of the rond vis-awvis other currencies and, therefors, the imported
inflationary forces at times of dollar depreciation in exchange
markets.  This has, on occasion, been a prime factor inducing
countries to abandon pegging to the dollar or sterling, und instead
to link to a currency busket.l6 Remaining tied to o weak unit con
be o druvback for a country with en open economy, keen to resist
inflationary pressures, but unwilling to revalue aguinst the
intervention unit periodically.

If there were no reluctance to revalue, however, the case for
staying linked to the weak currency would be stronger, particulerly
if that currency were aifected by relatively high inflation, but not
depreciating in exchange markets. In the latter circumstonce o
link te u currency busket would, in the absence of xevoluation
against 3t, entail imported inflation. There could, in any case,
be little desire to revalue, if the monetaxy instability were
perceived os temporary.

Moreover, linking to eny currency bundle can be an ineffective
bulwark against inflation for other reasons. If the countzies whose
currencies comprise it ore experiencing inflatiun, the import prices
of the Republic would be affected. When the doller wos strengthening
markedly in exchonge markets and if the authorities wanted the
currency to appreciate as part of an anti-inflationary programme,
this objective wivld he hindered, especially if the peg did not allow
for margins.  Meanwhile, o specific link to the SDR unit would not
stabilize the trade weighted volue of the rand, since the unit's

currancies, and their respective weights, bear limited resemblance
to the irade pattern of the country.l7
10.1.3 Cuxrency Basket Peg and Speculotion .

On the negative side, of more importance are the problems
which would be likely te arise &t %times when the doller was unstable,

since frequent adjustments of the rand/dollax rote would oceur.
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Although the business community should adapt to this, there is o
donger that speculction would be encouraged. This arises from the
automatic change in the dolluor rate of the rand on o doily basis in
line with chonges in the value of the dollar against the basket
even though such pegging is designed to reduce the exchange rate
risk foced by traders, ond is made more pertinent by normal
dependence upon copitel inflows to finance current cccount deficits.

Before concluding that speculation would be worse, three
factors should be noted.  Firstly, on occasiors when gradual changes
are expected in the rond/dollar rote, leads and lags will be only
moderate,  Secordly, margins around the busket peg could be used
te reduce the frequency of changes in the rate for the rond, although
strictly specking, this means obondoning the tie %o the basket.
Thirdly, it maoy be possible to switch fo o more stable intervention
currency during the period when frequent changes in the rand/dollar
rate are expected.

Whether these would be positive influences is difficult to say.
If not, this kind of exchange rate policy would alter required foreign
reserve holdings. It hus heen suggested thot the need for foreign
reserves might he veduced by an SDR peg if it resulted in approximote
stability of a cauntry's effective exchange rate.18 In the cose of
the Republic, given the institutional foreign exchange arrangements
ond foreign ourrency invoicing of external tronsactions, the opposite
conalusion could be justified, imposing o cost in foregone opportunities
of using the investment in foreign reserves instead for economic
development, Already there is evidence that associated with the

_move to floating exchange rates in recent years, South Africa’s

external reserve needs have increased rather than diminished.l9

10.2  Adventages and Disedvanteges of Alterngtive furrency
Basket Links

The case for adopting such an exchange rate mechanism is
further elucidated by analysing the merits of the alternative

currency baskiet links which are avaoilable.
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Some of the problems of an SDR peg could be mitigated by
linking the rand to a weighted currency bosket of significunce in
the fureign transactions of the country.zo It would centribute
towards greater stability of the extarnal value of the rand, and
thus check more effectively irported inflation which may emunute
from depreciation of the U.S. unit in exchange maorkets. It
would also permit tailoxing the busket to reflect changing import
and export patterns in the foreign trade of the country‘21 Such
flexibility may possibly be directed towards stimulating greater
diversity of foreign”tradel potterns, Op the other haond, this moy
mae it more diFficult to decide which currency to peg to if a
direct link with a notional unit was later restored.

Also, administering an SDR association would appear to be
sasier, the value of the latier being published daily by the I.M.F.
This problem could be resolved by employing a simplified hasket,
comprising a small number of currencies. An extren. version would
be one including only the doller end sterling, but this would be
unsuitoble if both units depreciate or oppreciate while remuining
unchenged against each other, since control over the average
extesnal volue of the rond would be lost.

10.2.1 Control over Economic Policy

Linking to an independent currency basket, if it mointained
a stoble weighted exchange rote, would mean relinquishing the rate
as on instrument of eccmomic policy and o return to exchange rute
management as pursved in the Bretton Woods era.  In the latter
period, of course, the externul value of the rand could still alter
owing to exchange rote adjustments by other nountries.zz It is
orgued thot a country pursuing this policy could benefit from the
discipline imposed by an effective fixed rate, as well as enjoy

greater trode ond copital Flows.23

However this pelicy ~ ox lack
of policy ~ woyld not necessorily be desirable in the case of South
Africa given the large size, ond volotility, of the external sector,
and the floating gold price.”?  Several countries pegging in this
monner hove devalued or revalued aguinst their currency buskets from

25

time to tims.
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In the interests of broodening an interbank morket, channeliing ot
least the less sizeable loans through it would be desirable.
12.1.3 Exchange Control Reloxations

Modificotions in exchange conircls necessary, in particular,
te set up a forword rond market con b: gleaned by reference to the
mejce foreign exchonge morkets. In a developed forward morket
rates ore thearetically gquoted on an interest rgte differential basis;
in particuler, major wesfern cuzrencles are quoted on the basis of
differences in eurocurrency interest rates.

Fres markets for the lotter currencies require that both
residents and non-residents hove sccess to a deposit market in the
relevant currencies. For exompls, if o bonk sells ¢ customer Flm,
three months forward against sterling, the position of the bonk will
be short Flm. and long inm sterling to the amount to be received in
return for the dollars, assuming the criginal position of the bank
was squcre. To balance its position, the Bank could buy spot
doliars agoinst borrowed sterling. Becovse dollars normally earn
less in interest than sterling in interest, the bank would be
compensated for the loss in interest wesulting from holding dollers
rather than pounds for the three months, by hoving to provide less
dollars to his customer vhen the forword contract watures.

If banks could not undertake these swup tronsactions by
borrowing and investing in dollars and sterling they would be forced
to find counterp.its in the exchange markets in order to avoid open
positions, This in turn would mean that forward rotes for the two
currencies covld diverge from their respective interest rote
differentials. In the cbsence of euromarket facilities this would
oceur, since British banks cannot lend sterling to ncn—residents.lﬁ
Similar regulations exist for most currencies including the xund
where, in addiiion, there is no market in eurorand.’d As s result,
in order to promots g competitive forward rand market, It would be

desirable to fgcilitute swap transactions. This would entail

making exchange control relaxotions which enable fareign banks to

borrow rand.
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This could create problems when the rand is weak, siiwe
foreign banks would toke out short positions in the currency by
borrowing from local souvrces. Two faoctors & ,gest thot this
problem would be monageable. Firstly, local banks would not have
unlimited funds, porticulerly if bonk credit demond is strong, und
interest rates ¢» foreign borrowi.g could rise markedly in such
circumstances. Secondly, the authorities could change reserve
requirements on such lending to foreign institutions by lowal
banks.  Thus, when downward pressures on the rand emerged th:
amount which local bunks had to deposit free of interest at the
Reserve Bank, to compenscte for loans granted to foreign banks,
could be raised. This would induce a zise in the cost of such
loans, and so discourage speculation.

12.1.4 Position of Domestic Banks

Relesing restrictions on position-taking by local foreign
exchange dealers would be desirable so thot they could occumulate
stocks of foreign curraneiss. This would oid the role of the
banks as o stabilizing inflyence, w:. rs arbitrageurs. Too strict

rules on open positions could exucerbate exchange rate fluuinetions

by forcing benks to tind counterports in the market, whicl .riv-e
significant movements in rates os well as greater intervention by
the Reserve Bank. Simultaneously, scope for arbitrage operations
by locel banks would help broaden the murkat.17 Any restrictions
which in effect confine this facility to overseus banks would be
inequitable, as well as possibly encourage exploitation of loopholes
such os opening up bank branches overséum

On the other hand, the absence of, or only negligible, limits
on open positions could encourage currency speculation by hanks.
There are, hawever, factors which suggest that such cctivity by
lacal banks would be very restrained. Firstly, the banks would be
keen to avoid publicity in regard to open positions kept.  Secondly,
the substanticl distance between the Republic and Furopeon centres

means that in the % of a communications breckdown, local banks
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loss contact of currency trends. This would, particulerly, discourage
bonks from holding large open positions in non-dollar currencies,
becouse of the difficuliies in squaring off such positions in o locul
interbonk moxket.  Thirdly, during periods of currency disorder banks
could be required to supply additional detuils on their foreign
exchonge positions in eddition to, say, monthly returns
32.2 Size of Markets

The previous section analyzed the main ipstitutional changes
required to set up an interbenk market, with porticulor reference 4o
forward exchange. In this section the extent to which an efficient
market could develop is considered from the viewpoint of trading
volumes te be expected. The development and maintenance of o good
exchange market presupposes a high ond balanced turnover, the chsence
of stringent exchange contrsl regulations or fears of such uweasures,
end o high degree of confidence in the banks of the centres concerned.’
The size of a rond market, therefore, would partly depend on how
large the Republic looms in world trade, an indicotion of vhich is
provided in Table 25. N

Compared with the currencies of the leading western countries,
the supply and demand for fareign exchonge locglly is small in the
cese of visible ond invisible tyode. If the trade of the Republic,
howevex, is compared with developing countries the position is far
more favourable as the table shows. The importance of this is
mognified when it is noted thet countries such as Israel, Mexico,
and Malaysia oparote developed interbank markets in foreign exchange.
The inclusion of the rand from July 1974 until April 1978 as one of
the sixiteen currencies compri;ing the basket backing of +ie SDR is
further evidence of the stutus of South Afxica in world frade. In
short, even if one excludes capitel transactions, foreign trude
yolymes should not preclude-the establishment of o ger-ine loeql

moxket in foreign f provided that majox items such gs gold

zeceipts are channelled through it. The breadrh of the market,

moreover, would improve us foreign trade and investment transcctions
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grew. 20 In addition, if the rand was Floated and import controls
relaxed or dismuntled, the size of the market could increase.

At the some time, the exchange control position would be
importont in determining morket volumes, ond therefore the degree of
official intervention required to mointain stoble trading conditions.
The integration of the securities rand market inte normel foreign
exchange dealings would provide a significont addition to market
volumes, but is not essential, porticulorly if the downward pressure
on the rand it could induce was not wanted by the authorities.21
Small countries such as Axgentine have adopted multiple currency
practices while interbonk morkets have existed. The ‘ulue of trade

transactions is of critical importance. Britain has employed two-

tier h morket orrangements for decades as well as comprehensive
exchange controls, and yet ths market For sterling is still the
second most important after the dollar

12.2.1 Role of Foreign Banks
Some argue that an impediment would be the unwillingness of

foreign bunks to play an uctjve part in o rand exchange market. A
reluctance to hold and decl in rands would presumably exist because
of the political factor in Sowthern Africa. However, assuming the
local political situvation does not deteriorate markedly this could
be unfounded, since overseas banks are probably comparatively well
informed chout the local political situstion.  Although rand
balances would only be of interest to banks with regulor South African
business, such investments would be short term, and foreign exchange
transactions which involve the rand should he profitohle business.
12.2.2 Extent of Forward Deglings

History provides encourogement ubout the likelihood that
adequate forvard markets can develop if given o chance.22  In
atsessing the viability of a rand forward exchange market o number

of factors would restrict its size. In general, conditions for

forward rand dealings would be move difficult then for spot transactions

Only o handful of broad forward markets exist, and they are thinner
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than spot morkets. ALl spot tronsactions are for the seme dote
while forword deals are for a variety, sc thot turnover for o specific
date is smoller. For forward contracts beyond six months couditions
would be particulerly thin, ond reals between bunks and customers
prebably subject to negotiation. Moreover, the sbility of banks

to hondle large tronsactions would be limited becouse of difficulties

3 in finding o counterpart in the forward market, or undertaking swap
“ronsoctions due to the restricted money and capitol market focilities
3 in the Republic.2

A further complication would be provided by gold receipts,
vhich were worth about R2,8b. in 1977. These are sold on o spot
basis, and thus the need for forword cover would be absent. Without
syfficient interest rate arbitrage operations this would lead to one-

sided covering, causing the rand forward rate to be out of line with

interest rote ‘ifferentinls, ond pessibly falling to u substontial
discount. In these circumstonces, commercicl trudexs would be
vnoble to find cover at reamsonable premiums or discounts. With an
unlimited volume of funds available for arbitruge operntions, and an
unlimited willingness to use such funds, no one-sided pressure could
produce more than o temporary discrepancy in the rand/dollar forward
rate. Local banks, however, would probobly be reluctant to employ

more thon a small proportion of their funds in this way, especially

when domestic credit demand was strong.>t Moreover, even if exchange
controls did not preclude non-residents borrowing in the Republic
L limited funds would be available for arbitrage, and such borrowings
would not be profitable unless compuratively laxge discrepancies
existed between the forword rand rate and interest parities.2

A one-sided market could be strengthensd by two other factors.
If the rond wos persistently weak exporters would be discovroged from.
covering,  Secondly, if a large degree of political unease prevailed
in regard to South Africae, arbitroge operctions by foreign banks

could be inhibited.
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12.3  Intervention Role of the Reserve Bunk

The anolysis of the previovs section indicotes thot in order
to contribute towards a sound forword market the outhorities would ‘
have to buy ond sell forward exchange in dollars ot market rotes for
different dates in dealings with outhorized banks. )
12.3.1 Benefits of Intervention

Official forward intervention has o number of adventages over
spot intervention, More selective incentives for movements of
short term capital can be provided, and the impact on forward rates
cait be greater becouse of thinness of the markets. Deals need not . .
be disclosed in published statements issved by the centzal bonk, thus
preserving on element of secrecy obout official forward operstions

There con be occasions, however, when secrecy may not be desirable,

since encouragement may be given to the inuppr-pricte vse of the

instrumeht.27 Fuilure to publish forward cr.mitments may also

stimulate misguided rumours.

12.3.2 Problems in Intervening
Forvard dealings “v the Reserve Bank would reise a number of
problems.  As with spot in.ervention the authorities would be

initially operating without ony trading experi-nce. They would have

to acquire dealing experdence while being awore of the implicetions
which action taken muy hove on the balance of paynants and the
internal economy.

Intervention policies, meanwhile, could offect porticipation

in the market by private parties. The moin ingredients of an

efficient forword morket ore commezrcicl deals, interest arbitruge,

and speculation. IT the cuthorities reloxed exchange controls

significontly, and curtoiled intervention, wider rate fluctuantions
covld occur, particularly if the rand flouted, possibly encouraying
4§peculutors and orbitrageurs to enter the market. Large scale

officiol intervention in o rand forward morket, however, would seem
inevitable., If this reduced arbitrage opportunities of banks,

because of reduced rate fluctugtions, and constroined theix foreign
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exchange eovn: »gs, it may fempt them to take grecter risks in open
positions in order o profit from specslotion.  Alternatively, and
more likely, it could discourcge bonf¢ frus expondin, their foreign
exchange business due to a greater reluctance to take risks.
12.3.3 Implicotions for Gold Policy
Intervention, both spot and forward, could have implications
for gold policy. The country, traditionally, hus held u large
proportion of its foreign reser;es in gold. Yet ample foreign
exchange reserves facilitate intervention, and could have o psychological
impact on the mar' ot.  This problem, however, could ease if the process
of gold remonetisation continues which enables gold to be mobilized
more easily. 8 In addition, the authorities could, if necessary,
raise foreign credits.29
If the rand was flooted this would ameliorate p.oblems in
intervening if the need for foreigh reserves was reduced compored
with present arrangements. This is uncertain since lIntervention
problems could be compliceted under a rand float by the influence
of gold price movements ~n short term cepital inflows. If o falling
gold price induced odverse speculative pressures on the rand,
intervention by the cuthorilties could become more difficult in the
face of falling reserves, which in turn might encourage further
speculation ageinst the rund,  The importance of this factor would
pactly depend upon the degree of instability of the gold price.
Even in the securities rand market the correlation between price
movements of the metal, and the discount rate prevoiling is not
always close. 0 Volatile changes in the securities rand rate could
also inflvence conditions in the interbank market, wnd possibly
induce official intervention in the former maxket occasionally to
stabilize the rate.

12.3.4 Nature of Intervention

Forward dealings by the authoritios could include bath swaps
(i.e. buying spot and selling forward and vice versa), and outright
operations, but the latter would predomiﬂute.al In the face of any

one-sided pressure on the rand, and where large transactions ore
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concerned, it would he inexpedient for the cuthorities to engage

in large swop operctions becavse of difficulties in deuling in
large xand transactions. The problems in carrying out swaps

could be exucerbated if the spot rand-dollur rate was fixed within
margins.32 On the other hand, swop cperotions have advantages
since the Reserve Bank would avoid the risk of losses through a
change in the spot rate, while maintaining its net foreign reserves
after allowing for forward comuitments

The noture of intervention could be both pessive and active.

Passive intervention would usuelly aim at maintaining the forward
rote gt o given level ot which the authorities would be prepored to
buy and sell forward dollers. They need not initiate dealings, but
stand ready to decl ot specific rates if approached by the banks,
catering for large transactions which the interbank morket could not
handle.33 Apart from certain [oreign trade items large louns raised
by the public and private sectors would require such o facility.
Certoin non-~dollar currency loans raised by public corporations
could be unsuitable for cover in eithexr the overseas or local markets.
For other loans, olthough cover could he obtuined on the dollar~third
currency leg this would probably not apply in the rand-doller market.
Apart from the question of the ability of the market to
handle lorge transactions, there arises the problem of the extent
to which longer term forward facilities would become availoble.
Foreign exchange markets do tend to be short term orientoted. This
is because medium and long term currency trends are not amenable to
statisticul prohebility coleulations, and insteud belong to the
category of pure uncertainty, which allegedly will mean that long
term facilities will be 1imited.34 Possible difficulties in
obtaining commercial import cover in excess of twelve months, in
particuler, suggests that passive i~ vvention in this area would
be desirable.
If greater bank competition exlsted, however, with an intexbank
market this could encouruge the offering of fagilities in this drea

35

pravided the necessoxy exchonge control rodifications were made.
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Banks could toke out swop transactions for, say, twelve months ot
a time, and on moturity renew the forward contracts hoping that
this ¢-»1d be done gt rates within the margins allowed for when
originaily quoting terms to custamers.36 Meanwhile, if exchonge
controls were relaxed, banks would be able to find counterparts in
the morket, on occasions, for requirements in excess of one year.
They would at times even be ahle to maxyy long term forward
requirements of imporiers and exporters within their own bonks.

Any remaining facilities provided by the authorities should
be at market rates.  Similor facilities would be non-existent in
the interbank market if the Reserve Bank continved levying nominul
charges for impert cover focilities in excess of twelve months.3
This practice could induct local importers to toke advantoge of
favourable official rotes, and lengthen credit terms for imports,
if the forward rand discount in the morket for less than tuelve
wonths was more than the official charge.  This would reduce
volume in the interbank market, and increacse the burden faced by
the Bank. It would be inequitable, also, if traders which require
longer term impirt cover could obtain it ot favourcble rates vis-g-vis
importers reguiring short term cover.

Active intervention would involve the autho-ities reking the
initietive in the interests generally of m ilization.
Dealing skills would be reguired concerning intervention timing, ond
deciding whether to deal in small or large amounts, while disguising
any operdtions would encounter serious difficuliles, particularly in
the forward market, Concealment would be eusier if foreign exchange
brokers were presen  but the local market would be too small to
support them.aa C  he other hond, if the authorities dealt )
throvgh a lorge bank, the size of transaction would probobly engble
ather dealers to detect offisial presence. Moreover, swiiching
banks would have limited scope since there oy~ only twenty-two
avthorized declers, end o handful of large bo .- The authorities

might divert intervention to overseas centre:, tut this would

o~
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odve.sely affect local maxl

Tesusnt, and may still be cetected
locolly if the overseas bank, octing on behalf of the authorities
entered the Sovth African market.

12.4  Exchange Rute Arrangements and the Forward Morket

Recent advocutes of a genuine interhank market have stressed
the scope for letting the rand float. Yet os fur as facilitating
the development cf a forward morket is concexred, it is uncertain
whether such an exchange rate xegime would be preferable. Under
stable conditions with pegged rotes, traders con be disinterested
in toking out cover wntil o score ocours, when the market may hecome
ohe-sided. By contrast, with a floating rate use of the forward
market could become more widespread and routine, leaving less scope
for @ one-way maorket to exist. If copital is mobile, interest
arhitrage could facilitate forward rotes remaining neor to theizr
interest rate parities, aided by speculators who recognize the
transitory noture of discrepancies. In addition, with a floating
rand, banks may be quick to cover positions ii the market, instead
of woiting in the expectgtion of offsetting commitments, os could
happen if rates wexe relatively stable.

On the other hand, several fuctors suggest the benefits of
floating the xand in this respect could be exapgerated. Local
policy has incorporated the furnishing of forward caver at low cost
to encourage traders to take out cover regularly. This prectice
could persist undex a pegged rond~dollar rate, which had permitted
margins of fluctuation. If the rond became o weak currency, o one-
sided morket would tend to develop under a floating regime.
Moreover, adapting to an interbank market might be helped by official
pegoing within limits in view of the long-standing proctice of
pegging the rand to o major eurrency. IF greater flexibility was
the vltimate objective, intervention margins could be gradually
widened, and intervention operations scaled down progressively,
both in the spot ond forwerd murkets.

Some opponents of flouting rotes have streused that although

the demand for forward cover would increase, the supply of such

o~
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facilities could contract. This stems from the desire of hanks
to he coutious, and thue reduce limits for their totel open positions
in foreign currencies and even covered commitments, as well as for
the names of individunt banks,™®  In o rand interbank market
tendencies towords restricted facilities due to caution regarding :
tne cred’t standing of customers could be mitigated by banks osking
for deposits from clients when arranging forward contracts., As
regards ihu phenamenon of limits for nomes which are accepted by banks
practices vary widely. Only smoll local banks might fuce this
constraint, and the negotive impact on the volume of focilities in
the market could be small. Banks whose names have reached limits
may, ‘to some extent, cover positions by operating in spot exchange
through swop transuctions.
12.5  Benefits of o Forward Murket

An argument in support of any private exchange market, in
spot md forward transections, is the potential gain to ba derived
by customers of bonks in the provicion «f foreigr exchange services

which orises out of the more competitive enviromment prevailing.

A substantiel increase in foreign h business would be
hondled by tl.» banks, and the spread on rand-dollar spot transactions
would shrink from the current one-half per cent fixed figure, provided
the market was reasonably bolanced. A spread of less than 125 per
cent between spot buying ond selling rotes is not unusuol even for
secondaxy currencies in overseas foreign exchange markets. On the
other hand, local bonks may try to compensate for the narrowing of
spreads by charging divectly for foreign exchange services, which
are ot present exempisd. For instance, leviss may be imposed for
the processing of exchange control applications. At the some time
competition may diminish in respect of entry of new banks ints foreign
excharge.  Under the current system with its protected margins small
bunks gon entexr without incurring major difficulties, and moke profits
With o proper interbark market the squeeze on margins plu;‘thz nead

for skilled dealing staff muy discourage entry.
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Greater bonk competition could create two problems. Firstly,
if local traders search for gquotetions to o greater extent this
could be counter-productive in the case of non-doller currencies.

A troder who simvltanesusly asks several locel banks for third
currency quotes may find the rate driven up in a thin market, since
overseas correspondent banks often can guess correctly that the
South African banks are buyers.41

Secondly, the effectiveness of certain exchange controls may
be diminished. At present, banks quote fixed duily rates for
specified currencias fu. amounts up to an equivelent of R2 000, %2
With an interbank market customers could seek several quotations as
vell as transact business with more then one bank, whereas under
current regulotions o customer is supposed to conduct a specific
foreign exchange requirement through one bank only.  If banks
disregarded this rule in their quest for business money could be
transferred abroad illegally.

Dismantling the relevant exchange conirols would overcome
this problem, but in any cese its importance can be questioned,
Banks ore unlikely io contravene exchange regulations since they
wovld risk the loss of their licernce ip deol in foreign exchange,
while even if the rand was floated hanks may still quote fixed
daily rates for small transactions. The practice of customers
bargaining with several banks, meanwhile, moy be constroined if
they opprecicte the services of these institutions in providing
Fforeign exchunge.43

Apart from this genercl advantage a number of benefits on
the forward exchange side couid be derived from development of an
interbank market.

12.5.1 Market Determined Rates .

Under present arrangements there is no attempt to relate
the charges for risk avoidance to the risks involved in providing
rand-dollar forward cover.44 With o forword market any rand

discount against the dollar faced by importers would he a benefit
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to exporters, which could marginally ossist the balance of payments
on current account.  Such help, however, would partly depend upon
the extent to which exports ond imports ove normolly covered, with
the change in arrangements certain to offect the policies of traders
concerning forward cover.

12.5,2 Flexibility of Exchange Rate Policy
To the extent that the authorities could disengage from

forward exchange business flexibility in conducting exchange rate
policy would improve in two ways. Firstly, the opiion of allowing
the rand to float, albeit on @ mancged basis, would emerge
Secondly, recent officicl losses on forward exchange account, and
further losses which devaluatioch could entail, are strong
disincentives to such e policy irrespective of its other merits.45
A number of difficulties at present inhibit the raising of cover
charges, such as the danger of stimulating speculation, and therefeore
an interbank morket, which provides cover facilities at reasonable
cost, hos its otiractions.

As previously indicated, the hiserve Bank would still have
to intervene, ond probubly extensively, in the forward worket.
Everi so, this should not unduly offect its flexibility in operating
exchange rate policy even if the rand did not flogt. This is
because, unlike ot the current time, it wovld be providing
facilities ot market reloted xates.

12,5.3 Effects on Copital Flows
Any rond forword market would broaden the scope of facilities

availoble since, for instonce, rand-dollar cover for invisible irade
transactions is currently absent. Similaxly, « forward macket
could stimulote capital inflows by presenting the private sector
with the opportunity, which up to now has been denied, of taking
out rand-dellar cover on short term foreign loans,

On the other hond, by encovraging inflows the potential for
-withdrowols is increased, even thoygh forward facilities con obviate

the désirability of disinvesting.4/ If the rand traded ot a higher
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forward discount to the dellaxr than the current one par cent cover

chorge, t ~1d redyce the attrections of financing foreign
trode thye sas trade credits. In particuvlar, if the
forward v discount fell markedly belew the rate indicated by

interest rote differentiols, the negative effects on capital
inflows could be significant, complicated by outflows due to
interest rote arbitrage.

Any deterioration in the capital account position would be
« negative influence, since normclly the gross domestic savinrge
of the country do not cover gross domestic investment.49 Deterring
the raising of trode finance frum foreign bonking sources could be
porticvlarly disadvantageous under presert circumstances in which
long term foreign copital is difficult o obtain,>"

This problem would be influenced by the nature of the
exchange rate regime in operation. It would be less importent if
‘the rand was flooted. This is becouse ony reductions in copital
inflows could be compensated for by depreciution of the zand-doller
exchange rate, although this could have unwelcome implications for
prices. If the rate was pegged oppropricte changes in short term
domestic interest rotes could be wade, but this could conflict
with domestic economic policy objectives.  Alternatively, the
authorities could intervens in the spot and forward markets to try
and establish wmore svitoble spot-forwerd differentials.  This,
however, would be a difficult operation. It would involve an
exchange rote risk, becouse the authorities would be trying to
narzow the forward rand discount below its market level. In
addition, the scule of intervention required may be unacceptable,
ond raising the forwnrd rate by intervention over o prxotructed
period may not be feasible. 1 If knowledge of large official
forward commitments spread, fears moy arise thot thay could not be
all met leading to speculation against the rand

12.6  Problems with_a Forward Market

Although certoin problems in operating a rand forward market
were discussed in the previous section, there ore two issues which

deserve further elaboration.
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12,6.1 Impuct of Speculation

It is generaily agreed that forwerd morkets, by substantially
reducing the costs of holding positions, encourage speculation.
Even if such activity normally arises only when o couniry pursues
inappropriate economic policies, the vulnerability of the Republic
would be enhanced by the political factor. Given the prospective
imbalance in o rand forward market, in the absence of official
support, speculators could fulfil a useful role in helping to fill
the gap reflected in excess supplies of the rand., At times of
adverse pressure on the currency, however, interest arkitrage
operations could be overwhelmed by speculoters wsing the forward
market to take positions. In these circumstances forward rond
rates couvld diverge widely from interest parities, and the market
could become an expensive facility for covering by commerciel
traders. In addition, pressures on the forwerd rote could emonate
from hedging octivities by non-residents, on indication of which is
provided by the size of external liabilities outlined in the
following table,
TABLE 26 - FOREIGN | TABIIITIES OF SOUTH AFRICA (Rm) 31.12.76

Central Government and Banking Sector 4 243
Long Term 2 008
Short Term 2 235

Private Sector 15 686
Long Term 26
Short Term £ 660

Total 19 929

Source: Reserve Bank Quorterly Bulletin, Morch 1978
pp.5-64 and 65,

If the forward discount widened and outward interest
arbitrage operations were restricted or prohibited in order to
limit capitael outflows, the forward and spot markets would be
separated, and even bigger discounts on the rand could develop.53

Such o rand discount, moreover, for from encouraging cheap forward

e g om
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rand buying, may induce more selling if confidence in the romd
deteriorated further.

These difficulties presented by speculation und hedging
can be exaggerafed in the local context, Speculgtive activities
would lorgely be confined to domesiic and foreign banks, both of
whom would face limits in this respect os previously exploined,
plus leads and lags operations by traders. Where hedging is
concerned, the retention of the securities rond market would
prevent non-residents from using the forword market o hedge
against their portfolio investments in the Republic.54 More
important, hedging would be rendered very difficult if the exchonge
control regulotions continued to stipulote that benks provide
forward cover to clients only if documentary evidence is produced
showing thet it is required to meet fixed commitments or accruals
either of o trade or financial nature.

Nevertheless, in circumstanc 3 where adverse pressures on
the currency do occur, the question arises whether offiecial
intervention, through forward sales of dollars, would be justified.
By reducing any discount on the rand it may prevent confidence
from being eroded further, and increuse the attractions of financing
imports abroad. Intervention in suppoxt of the currency in the
forward market may alsc help to stobilize the spot rate if speculators
alter their spot market positions cm the basis of what is happening
to the forward rate. The success of such operations could
depend portly upon the degree of pressure which prevails. If the
auvthorities cmerged as o powerful buyer of forward rand backed by
substantial resources, the morket may expect the intervention to
be effective and act accordingly. On the other hand, if the
foreign reserves were low, its dealings would have to be ..
limited, which may fuil to inspire confidence. Moderating any
sand discount, moreover, may encourage forward selling by reducing

the cost of speculation and forward covering by importers.
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12.6.2 Exchange Contrcl Policy

The danger of sudden massive capital outflows is the rationgle
behind much of exchonge control policy in the Republic, but it is
impassible to gouge accurotely, since it is so dependent upon
unpredictoble political developments. Relaxing exchange controls,
which affect non-residents, may encourage cepital outflows on fears
that having seen controls in foxce for so long, investors would
shift funds out on a.cicipations of eventwal re-iniroduction. On
the other hand, non-residents who wish to disinvest, becnuse of
perceived political risks, could do so ond if the currency was
floated it would probably fall initiully. Once these disinvestments
hove occurred, however, any future political disturbances may exert
only moderate pressure on the exchange rate.56 Moreover, any
fall in the rand could encourage capitul inflows rs well as discourage
outflows, Depending on circumstances, it is possible that
relaxations would be interpreted as a sign of strength, and lead
to a net inflow of funds. For instonce, if exchange centrol
regulations were reloxed as part of a progremme for developing en
interbank narket ot a time when the gold price wus rising significantly,
capital inflows could increase markedly us foreign investors
reappraise prospects for the economy.

Most important of all, in the context of this chapter, ‘the
necessity for relaxations in exchange controls does not eppegx to

provide sufficient grounds for not developing an interbank market
in Sgot ond forward exchange, Difficulties would arise, but

creating such o morket would not necessitate dismuntling the bulk

of existing controls. In relation to exchange control policy two

extremes exist, Tight reguletinns could be retained which would

lead to @ narvower market, and require significant officiel

intervention, or a broader market could be promoied, probobly .

requiring less intervention, by introducing more extensive reloxations
To conclude, the purpose of this chapter has been to show

thot the development of an intarbank murket in the Republic is
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feasible, provided that certoin institutional chonges vere mede.

The guestion, in pazticelox, of ing u forward

market has been considered, and on balance the advantages to be

derived suggest that it would be a desirable evolution.
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At the end of March 1978 the Government owed the Reserve Bank
RL 132m. in respect of losses on foreign exchange holdings,
gold transactions, and forward exchange centrocts. Warning
hos been given of potential further losses on forward
contracts, which could be substantial ot the then current
exchange rates, and will olso be o charge on the Government.
See comments by Senator Herwoed, Minister of Finance, House
of Assembly Debates, Honsard No. 10, April 1978, pp.4270-71.

One imperfect measure of the breadth of a foreign exchange
market is the ratio of commerciol bank holdings of foreign
currency ussets to central bank holdings of currency assets.
At the end of 1976 this rotio was ,19 compared with ,16 and
,14 gt the end of 1975 and 74 respectively, an inverse
correlation existing beiween this ratio and the fotal reserves
held by the Reserve Bank,

The caleuleted rotios for recent years, however, excggerate
the importance ofithe holdings of the banking sector, since
the gold reserves of the Reserve Bank have been valued at
the old officicl price of R29,75 per ounce. The stobility
in the foreign currency holdings of locol authorized deglers
is possibly o better indicator of the restricted nature of
foreign exchonge dealings undertaken by them, and their
relionce upon the Reserve Bank for exchange fecilities.

It is more profitable to use the interbunk morket. Public
selling ond buying rotes for dollors set by the Reserve Bank
are §1,1471 and $L,152%%0 the rond respectively. By contrast,

.selling ond buying rates quoted by the Reserve Bank in

dealings with quthorized dealers are $1,1486 and $1,1515 to
the rond,  In the interbank movker the spot rate is fixed
by gentlemen's agreement among the banks ot 1,15 for both
buying ond celling. In these circumsteonces, it is more
lucrative for banks te de.l in the interbank market, when
possible, ‘rather than with the Reserve Bank und even more
profitable to marry itronsactions within their own banks.

There is, also, an interbank market between local banks and
overseas banks. Here fixed rotes are laid down by the
Reserve Bank such that the rate for o local bank to buy dollars
from u foreign bank is $1,1522, while for selling dollars to

o foreign bank it is $1,1478. This is a very limited market .
primarily becouse of the small omount of inveicing of foreign
transoactions in rands.  Exporters are reluctant to denominate
in ronds partly because if expoxt finance in dollars is
vitilized they incux an exchange risk. The latter connot be
covered because it is not permissible for a local exporter

to buy dollars with rond on forward gccount
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Extensions of contructs by traders ore o regular occurrence
due, for instance, to delayed shipment of goods ordered,
extended suppliers' credits, and extended import trade Finance.
Dealing with the Reserve Bank when an extension is required,
is preferable since it is o guaranteed source, whereas

finding o counterport in the interbanx market can be very
difficult.

Robert Z. Aliber, editor,
Eoxeion Exchonge, Prueger, New York, 1969, p.187.

Price competition under the present troding arrangements is
not ent! 1y absent. For instance, ulthough foreign exchonge
daalers v. . mmercial banks charge a one-eighth per cent
commission © 1 on transfers of rand balances from o resident
South Afric.. sccount o a non-resident uccount, dealers of
merchant boaks o not impose such a charge.

Overseas banks provide focilities between the dollor and othex
trading currencies, und therefore with an interbank market
spot and forward requirements for rand-non-dollar transactions
could comtinuve to be provided in this indirect way.

It would he technically feasible for spot and forward markets
to be set up with the Reserve Bank continuing to use them to
dispose of the dollars acecruing from its sales of newly mined
gold. This arrongement, however, would be subject to mojor
weaknesses.  The authorities would face a conflict between
maximising the gold sales receipts for the Chamber of Mines
on the ona hand, and intervening for purposes of stabilizing
the markets and for broad econamic reasons on the other.
Moreover, with gold contributing around one third of total
export receipts the presence of such a large official seller
could easily restrain the role that authorized dealers are
prepared to play in the market.

For example, ot the end of 1974 the free market price was
nearly R150 per ounce compared with the official price of
R29,55 per ounce, At that time the Reserve 8Sank purchased
gold from the mines ot the official price, and if it was

sold on the morket at a higher price the premium wos paid out
accordingly.

This procedure started in April 1978.

R.M. Gidlow, 'Down the Mine', Euromoney, bLondon, December
1975, pp.97-8.
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At that juncture the Group of Ten central banks, excluding
France, decided neither to buy nor sell gold on the market,
and therefore allowed the free market price to fluctuate.
Simultoneously, they retained the fixed officicl price in
dealings between themselves.

There are indications that the demond for Krugerrunds is
incre.sing. In 1976 ond 1977 3m. and 3,3m. coins
respectively weve sold, while in the first four months of
1978 alone sales exceeded 2m.  See Chamber of Mines Report
Jo:i nesburg, April 1978, p.8.

For an exposition of how privote arbitroge con ensure thot
forward rates between two currencies exactly mirror
differences in interest rates prevailing for the iwo

currencies, see Internotional Currency Review, Landon
Vol.9, No.5, 1977, pp.48-9.

There is one exception to this position. A British bank
can still provide trade finance to a non-resident if the
tronsgetion invelves imports te or exports from Britein.

For o market in eurorand to develop South Africa would have
to export capital, but noxmally it is a capitel importer,
It would aisc be desirable that certain exports be
denominated in.xand to encaurage foreigners to hold the
currency. At the same time, such o morket could be
hindered by peliticel inhibitions on holding rand by
Fforeigners.

Arbitroge transactions refer in particular to interest
arbitroge. I banks were permitted to engoge in the latter,
then once the premivm or discount on the rond in the forwerd
market departed from the interest rate differential
profitable arbitrage could be undertaken, For instanece, if
the three months interest rate in South Africa was six per
cent per annum ond four per cent in the eurodollar market,
the rand should sell at o forward discount equivalent to two
per cent per annum. Thus, if forward rand sold ot o higher
digcount it would be profitable for local banks to sell
rends spot and buy dollars for investment in the eurodoliar
morket, ond sell foxword for rands. In this way they could
eaxn more than six per cent without ihcurring an exchange
risk. This process should raise the forward rond back to

a two per cent discount rate per annum
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Limits imposed cauld be of two kinds. Firstly, limits could
apply to the total open pasitions of authorized dealers in

oll currencies, both sput and forward together,  This could
preclude banks from taking up excessive positions against the
rand.  Secondly, limits on the total omount of exchange in
all currencies that may be held by bunks against farward
soles. This could ensure o degree of concentration of
foreign reserves with the Resarve Bunk, and preclude excessive
amounts being orbitraged out of xand for sho:t texm

investment abroad.

P. Einzig, A Dynomigc Theory of Forward Exchange, Masmillan,

London, 1961, p.30.

Any generalized economic senctions imposed on this country
would modify this prospect.

The size of the s+ rtities rond morket is unknown with a great
iness handled in London.  One firm of
securities rand decl-ss in Johannesburg informed the writer
that they alone can kandle aos much as R2m. a day on occasion.

One implication of on interbonk market could be the desirability
of not extending the scope of transactions corried ouvt through
the securities rand market, since this would reduce volume in

the former morket.

Leland B. Yeager, Internationel Monetary Relations: Theory

History ond Policy, Horper and Row, New York, 1976, p.270.

For'instqncs, suppose a customer wished tu sell forward six
months R20m. against dollors. If the bunk could not find a
counterpart ir the interbank merket it would be unlikely to

be cble to undertoke a swap transaction, since borrowing

R20m. ond selling spot against dollars would be difficult. Even
the weekly Tréasuxy bill issue con 6ften be only around R60m,

In theory, the speed with which discrepuncies are elimineted,
and the amount of arbitruge funds that will flow would depend
vpon the elosticities of demand and supply for both rand and
dollurs. The more inelastic are supplies of spot rand and
forward dollars, and the more inelustic the uggregate demand
schedules for spot rand and forward dollars, the less
arbitrage funds will be required to eliminate discreponcies
between Forward rend rates and interest rote differentials.

In normal conditions interest arbitrage is undertaken only

by banks possessing liquid funds. The latter are better

able to take advantage of preveiling discrepancies than those
which have to pay interest on borrowed funds for arbitrage
operations, However, when a persistent sizeable discrepancy
exists between the forward rote and interest parities, it can
be profiteble to employ borrowed funds provided the discrepancy
covers borrowing costs




26.

27.

28.

31.

32.

33.

34.

35.

305

Francis A Lees and Maxime Eng, Interngtionel Finenciol Mazkets
Prasger Publishers, New York, 1975, pp.480-1.

Eric B, Chalmers, (Editor}, Forwurd Exchange Intervention,
Hutchinson Educotional, London, 1971, pp.6l-65.

In March 1976 the Reserve Bank arranged o gold swap enabling
it to raise between R450m. and RBQOm. in foreignm exchange

by using Rl42m. of gold originally valued ot R29,55 per ounce.
A subsequent gold swap in April 1977, using gold worth R88m.
probobly raised between R300m. ana R350m. in foreign exchange.

Foreign loans of the Reserve Bank were zero at the end of
1973, but reached R689m. at the end of 1976.

During May 1978 the securities rand rate fell from around
seventy-three cents to the rond ot the beginning to around
71,5 cents by the end of the month. During the same period
the gold price rose from roughly $170 an ounce to $i84.

Outright operations mean that the central bank incurs o net
long or short forward position in a particular currency.

Suppose the Resexve Bank bought R50m. three months forward
for dollors. IF it waes to undertoke a swop transection it
would borrow R50m. and then sell for dollars whirh it would
invest for three months, afier which it would olfil its
comnitment. In buying the dollars, however, downword
pressures would be exerted on the spet rand rate, which zould
force the authorities to intervene to support it. This
would entuil o loss of foreign reserves, and may conflict
with monetary policy objectives, because the money supply in
South Africa would fall, other things remaining equal.

This role by the authorities could reduce the impoxtance of
swap transoctions undertaken by deolers.  These ore often
resorted to in overseas murkets when there axe hectic trading
conditions, and bunks cunnot quickly cover oll their
commitments in the interbank markets. IF the latter
conditions existed locally, and the Reserve Bank wos acting
os o passive intervener, recourse to it by declers would
probably eventuate.

Fred Hirsch and David Highom, 'Floating Rates - Expectations

and Experience', Thxee Banks Review, June 1974, No.102,
pp.11-12,

Curxertly, an exporter can only enter inte o forward contract
for o muximum period of six months, and en importex for o
maxinum period of twelve months. For longer periods official
pexmission is required.
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42,

43.

For example, if ¢ customer wanted to buy dollars three years
forward, o bank could guote a forward rate to the customer,
and toke out swap transactions by borrewing rand and
investing in dellars. These swaps would be renewed at the
end of the first ond second years. With this orrangement
the bank would face the risk that changes in interest rates
would rendexr the deal unprofitable. For instance, suppose
the bank offered dollar cover for three years ot u premium
of three per cent, vhich reflected three per cent lower
interest rotes on one yeur dollor deposits compared with
rand deposits. If, at the end of the sscond ysor when the
swap was renewed, the interest rate differential in favour
of the rond was five per cent, the bank would incur o loss
on the forward contract.

In order to obviate this risk the bank would have a numbex
of possible options. It could include a clause in the
forward contract, which stipulated that any edditional cost
incurred in renewing swaps would be passed on to the
~ustomer.  Alternatively, it could offer one year forward
contracts, which are renewcble on flexible terms. Ox, it
may undertake o swap transaction for the full three years,
and therefore quote & forward rate to the customer, which
reflects interest rote differentiuls on three year deposits
as betwean rands and dollars.

At the present time the officigl charge is one per cent per
annum for import cover in excess of twelve months.

In certain foreign markets where brokers opevute they often
specialize in specific currenciss. In the local setting
this would be impossible, since only a rand-dellar interbank
market is likely to emerge.

Leland B. Yeager, opscit., p.266.

P. Einzig, The Case Against Floating Exchanges, Macmillam,
London, 1970, pp.123-37-

This arises from the substontial proportion of exports of
the Republic which are denominated in dollars. This figure
must be well in excess of fifty per cent,

E.J. Lizamore, 'Foreign Exchange', Stondard Bank Review,
March 1974, p.7.

P. Einzig, A Textbook on Foreign Exchonge, Macmillan,
London, 1969, p.45.
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Charges for dollar-third leg tronsactions ore market related,
but it is o dollar~foreign currency and not a rand-foreign
currency morket.

Given these losses revaluation of the rond could be resisted
if the authorities had o long forward position in dollars.

If loars in excess of one yeur were to enjoy such facilities
official intexvention would ogain seem necessary.

If an investor anticipates thot the foreign exchange value

of his investment in the Republic is licble to decline,
foxward' selling of the rand could be undertoken provided this
wus not contrary to exchange control regulations. When the
contract motured the investor could buy the necessary
currency in the spot market to fulfil the contract, and make
a profit if the rand hod deprecivted. Thiz is known os
hedging.

As explained in footnote 20 such outflows of funds vie
“interest arbitroge should have the benefit of reducing the
Forward rond discount.

In 1977 gross domestic savings exceeded gross domestic
investment for the first time since 1968.

According to infoemation received From locol bunking souzces
foreign amcceptance credits were in excess of Rl 0OOm. at the
end of 1977,

At the end of Moy 1978 the foreign reserves of the Reserve
Bork totalled R1,76b. with currency holdinus only roughly
R350m.

For o contrary view see Charles P. Kindleberger, International

Economics, Richard D. Irwin, Illinois, 1973, p.292.

Kindleberger argues that the development of a forward

exchonge market produces no fundamental change in the
character of international capital movements., He maintains
that while o forword market simplifies hedging.and speculation,
it does not induce many people to hedge or speculate who

would not alreedy do so with the cid of loan funds in the
countries concerned, duspite the greater euse and the reduced .
wvost of such operactions. On the busis of this contention

all thaot o forward market is supposed to do is shift pert of
the buying or selling pressure temporurily from the spot to
forward exchanges, while the total of both is supposed to be
substantially unchanged.
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Even in the cbsence of exchange control changes the elosticity
of supply of interest urbitroge funds should be relatively low
due to ‘the absence of & morket in evrorand, and the limited
local money and copitel morket facilities. On the other
hand, if the elasticity was high, forwoxd rates should not
depart much from interest rate differentials, changes in
speculative activity in the forward market being quickly
transmitted to the spet market through orbitrage. In other
words, if speculators sold forword heavily and widened the
discount, arbitrageurs would sell rand spot and buy forwerd,
thus reducing the forward rand discount.

ALl purchases and sules of portfolio investments in the
Republic by non-residents ore channelled through the
securities rand market. .

Richard E. Coves and Ronald W. Jones, World Trade and
Payments, Little Brown, Boston, 1977, pp.347-8.

The case of Israel is interesting in this context. At the
end, of October 1977 the Israeli pound was floated, and within
a few days the currency depreciated by roughly forty per cent
against the Amcrican dollar.  Thereafter, until the end of
February 1778 the rute fluctusted in the vange of fifteen to
sixteen pounds to the doller. By the beginning of June 1978
the rote stood ot around seventeen pounds.
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CHAPTER THIRTEEN - TMPLICATIONS OF FLOATING THE RAND

The purpose of this chapter is to analyze the implicotions
of floating the zond, ossuming the necessory institutional changes
in foreign exchange practices are effected, which permit o fully
developed market to moterialise in spot and Forward exchange.

The strength of the case for flexible exchange rotes differs
botween cruntries for two busic remsons. Firsily, the typical form
end souvrce of disturbances to balance of payments positians diffexs
significantly from country to country, ond flooting rotes do not
help equally to restore internal ond external eguilibrium in all
cases.  Secondly, the odequocy ond flexibility of internal policy
instruments, and the restrictions on their use imposed by various
factors, can vary among countries influencing the atiractions of
alternative exchange rote policies.

13.1 Floating Rond gnd Payments Adjustment

As a mechanism for facilitating bolance of payments adjustment
a floating rand could furnish severpl benefits.
13.1.1 Simplicity end Efficiency

Of all the variobles wvailahle for bolonce of poyments
adjustment, the exchange rate is the easiest to alter because of
the existence of the market mechanism. To allow the rate to
appreciote or deprecicte in terms of another currency is much easier
than to change the domestic level of prices and incomes relutive
to othexr countries, and preferable to instituting exchange and
trade controls.’ Apart from exchongs controls, measures like the
import surcharge wnid restrictions on petrol sales curxently operating
in the Republic may constitute evidence of an overvalued exchange rute.
Floating the rond may eliminate the current costs of resource
misallocation by allowing such controls to be scrapped.

These srguments, however, ure subject to gualificetions.
Firstly, short run price elusticities of demond for imports and

exports of the Republic could be too low, producing a spiral of
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depreciation or oppreciution in the absence of official interventinn.z
This question wos discussed in previous chapters.  Alterncatively,
althowgh elasticities moy be high enough, the responsiveness of

trade to exchange rote changes may be less in the case of South
Africa conpured with major industrial countrieg, because of the
lesser importonce of monufacturing exports, which corstitute only
around iwenty per cent of merchaondise exports. As o result, greoter
movements in the rend could be necessary to adjust to external shocks.
Even this is uncertain, however, it being alleged that the reaction
of trade to currency chunges will be delayed the most if the country
speciolizes in the export of finished goods rather thanm primory
products.

Secondly, greater exchange rate flexibility adopted by the
Republic in recent years has not reduced the size of deficits and
surpluses on the current acccount of the balance of payments as
measured by the rotio of current account payments imbolances to
gross domestic product at market prices. In the period 196571
the ratic was 3.2, whereas in the 1972-76 period it was 4,02. Nor
has the era of flexibility oltered the long-standing feciure for
the current account position to be closely correlated with the
public sector deficit bafore borrowing.?

Thirdly, resort to a floating rond zate will not produce
effective poyments odjustment if it leeds to a vicious circle of
exchange rate depreciation, hecause of the uawillingness to adopt
policies thot promote price stability. South Africa traditionally
has favoured fixed rates, because of the focal point it can pravide
for pursving policiss «onducive to their muintenance. On the other
hand, floating the rund could carry its own kind of discipline, A
depraciating rate quickly increases inflation, and its unpopulority
moy induce responsible economic policies. This could be strengthen;d
if foreign investors, feoring imprudent policies with o floating rate
brought about o fall in net capital inflows.® In comtrast, with a
fixed rote, édjustment may be positponed by borrowing and drawing down

reserves.
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Fourthly, domestic price and income adjusiments may not be
so difficult politically to undertoke in the Republic as in many
western countries. The economy is relgtively small, and it may
be oble to obtain a better social cansensus on important issues
such os the need io restroin wage demands, trade union militancy
not being such on importoni problem.

13,1.2 Elimingtion of Structural Deficiengies

For many yeors official policy hos cimed at diversifying
foreign trade relationships of the country so thot relisnce upon
Western Europe for exports is reduced, ond the trude risk spreoi.é
In zecent years the most rapid growth in import- hes been in the non-
industrialized world, ond porticulorly the oil exporting countries;
which hos been increasing its relative importance in world trade.
In this area South Africa has been moking inadequate progress.7
As @ means of encouruging export diversification o floating rand
may be desirable, since the current fixed, albeit adjustable, rand/
dollar link, together with the cheop fixed forwurd dollar cover
availehle, may have contributed to the strengthening of trade
relationships with the dollar bloc.s

Moreover, if relionce on import controls, us o short term
balance of payments measure, could be reduced, a floating rand
could eliminate a long standing structural deficiency on the
external front. This concerns the import stockpiling which can
materialise at times of falling foreign reserves on anticipatien
of @ tightening of contrals, and se accentuating the external
difficuitiss os happened, for instance, in 1971 ond 1976, IF
reliance was mode upon the exchange rate on o continuous basis to
decl with payments imbalances the incentive o stockpile could be
blunteds  This is not guaronteed, however, beceuse any sharp foll
in the rand, ot times of poyments deficits alongside buoyant
domestic econamic conditions, would probobly be resisted by
intexrvention.  Importers may still suspect, therefore, that the

traditional import contrel technigues will be resorted to.
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13.2  Exchonge Rate Regime ond Tronsmission of Externgl
Economic Trends

Where externol economic irends affecting South Africn wre
concerned, these con be categorized into twoe mein oreas, hamely
changes largely rxeflected in terms of trade movements, ond those N
lorgely reflecting cyelical output movements in the rest of the
world.

13.2.1 Fluctuations in the Terms of Trode

A country muy hove o strong case for employing o flowting
exchonge rote when olterations to its external accounts eriginate
externclly through, say, changing demand for certain of its exports.
Thus, with an initicl export expansion due tao rising commodity
prices abraod, the internal adjustment and expansion of the national
income and price level necessary to restore equilibrium under Fixed
exchange rates only follow the improvement in the foreign reserves.
Under these circumstances, the long term change in the output of
the export industries may well be less than the initial change before
adjustment forces toke hold throughout the economy.

By controst, o fluctuating exchange rate tends to pramote
adjustment without an expenditure lag, cushioning the impact on the
output of exports through exchange rate appreciction or deprecigtion,
and furnishing on immediate incentive for output adjustments elsewhere
in the economy. Hence, the lmpact of export exponsion is net
initially felt in export indusiries olone. Thus, since reallotation
of resources is costly, and transitional changes for a specific
industry, which overshoots the mourk, mey cause long term misallocution
of fixed capital, odjustment to external price shifts through flexible
rates may be beneficiul.9

In the case of South Africa exports are heavily concentruted
in the field of minerols and agricultural products, which censtitute:
around eighty per cent of merchondise exports and whose prices con
be volatile. In oddition, gold constitutes arvound thiriy per cent

of total export receipts, and in recent yeers improvements in the
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terms of trade have been associuted with a rising gold price as
shown in thy following fable:-
JABLE 27 - TERMS OF TRADE AND GOLD PRICE

Export Import Texms of Average
Priges Prices Trade Gold Price (R)

1970 100 100 100

1971 97 104 93 29,2

1972 105 119 88 45,1

1973 127 130 98 67,0

1974 157 184 102 101,1

1978 175 192 9L 118,0

1976 207 236 88 108,5

Sources: Adapted from IMF Finonciul Statistics and Reserve
Bonhk Quorterly Bulletins, various issues.

Thus, « floating rand ond a rising gold price could lead
periodically to on appreciction of the currensy, cushioning the
impoct on the gold mining industry, and providing for immediute
edjustments elsewhore in the sconomy. Conversely, on occasions
sueh as in September 1975, when the price of gold fell sharply from
around F160 to F130 an ounce, this could induce a foll in the value
of the rand, alleviating problems faced by the industry, as well as
helping to stubilize the economy.

On the other h&nd, several factors militete ageinst floating
the rand to mitigate the internal repercussions of changes in the
texrms of irade associated with significant movements in the prige
of gold. The potential influence of the latter upon a floating
rand con be exaggerated.  From around the middle of 1973 to the
and of 1974, when the gold price advanced strongly ond the temms of
trade moved in favour of South Africa, the current account was in
deficit and the gold ond Foreign exchange xeserves of the Bunk
Fell.lo Thus, during this period o flomting rand would have

depreciated in the absence of significant intervention in the foreign
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exchonge morket by the cuthorities. Also, at times such os in
1975, © devaluation of the rand can compensute for a shorp foll
in the price of gold under present exchange rate arrangements
Ap oppreciotion of the rand in the face of o significant
price rise of the metal, and, in particuler, o depreciction in the
vase of o price fall, moveover, may reduce discipline over cost
increases in the gold mining indestry.
13.2.2 Influence of World Business Cycle

Changes in the belance of paywents and economic conditions
in the Republic are alse considercbly influenced by cyclical
movements in world trade, with o tendency for the business cycle
of the Republic to lag behind that of westexn countries.ll In
these circumstances, it is likewise orgued that a country can
generally insulete itself from such income Fluctuations abroad
more effectively through floating its cuz‘rency.‘2 Ruling out
induced changes in copital movements, a flexible exchonge rate
averts changes in the trade balance, and blacks transmission of
the business cycle by that route,la

In the context of the Republiec, however, this argument in
favour of o flooiing rond is subject to two qualifications.
Firstly, it hos been argued thot fluctuations in the terms of trade
of countries will be greater under a system of exchange rate
flexibility.l4 Fluctuations in the balance of payments of «
country can be eliminated under flexible rates, but only ot the
expense of allowing grecter movements in the terms of trade, brought
about through currency appreciation ox depreciation,  This will
lecd to greoter fluctuations in the inteynal price level. On
the other hond, currency movements are constrained in practice by
official intervention in foreign exchangs markets

Secondly, recent events pose the question whether resort
to flogting rates has not oltered the business cycle relotionship
of the local economy with the outside world. Historieally, the
South African business cycls hos been closely synchronized with the
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United States economic eycle with o lag of around nine to twelve
months at o mcximum.l7 Thus, for‘instqnce, the United Stotes
enjoyed o cyclical recovery starting in the second quarter of 1967,
and the local economy followed ot the beginning of 1968, while an
Amezican upswing in the first quarter of 1972 vas followed by the
South Afirican eycle in October 1972, By contrast, although the
United States economy revived in the second quarter of 1975, the
local economy remained in « downtumn duxing 1977.

In one respe;t greater synchronization could have been
expected.  Whereas in 1970 exports und imparts of goods and
sexvices, as o percentage of gross domestic product, were 22,5 per
cait and 29,5 per cent respectively, by 1976 the respective figures
reached 29,6 per cent and 35,9 per cent. Also, the proportion of
merchandice exports going te the Uniied States rose from 8,4 per
cent in 1970 to 11,0 per cent in 1975.

Other fastors, however, suggest a lower degree of synchronization.
Firstly, the more flexible lucal exchenge rate orrangements may
tempt the authorities to delay implementing restrictive policies in
boom phases, which could lengthen the corrective phase required
before a new upswing could develop.  Secondly, an economiz upswing
might be delayed or cccelergted becavse of the link of the rand to
the floating dollar, If the latier appreciates, when the laocal
economy is slack, this would impair the competitive position of the
economy, and conversely improve it wath a dollar depreciotion. Fox
instance, between October 1975 and December 1976 the trade weighted
value of the rand rose by roughly six per cent in the midst of a
prolonged economic slowdown.l Thirdly, during 1974 when the
western world experienced a r:cession, the South African real gross
domestic product grew by 7,2 per cent, helped by a doubling of the
gold price to nearly ¥200 an ounce by December 1974. Ihgugpssibili%x
that the gold price will wove in an enti-cyclical monnexr means that
the_economy may continue to move in o non-traditional direction.l9

If so, insulating the economy through floating the rand becomes




less important, alibough there is no guarentee thot this influence
of the metal will be substantiol. 0
13.2.3 Foctozrs Reducing Insulation Under Flooting

Even in theory fleating rates may not prevent the transmission
of economic influences from one paort of the world to another. A
business eycle upswing obroad it is argued can produce an oppreciation
of the currency of @ country in foreign exchange markets associoted
with an improvement in its terms of iraode. Composition of
expenditures will be changed os chegper imporis are substituted for
domestic products, und in oddition fotal domestic expenditures will
change.  Assuming given domestic prices, a decline in import prices
increases the real income corresponding to any given meney income.
As import prices fall, therefore, the amount spent on goods and
services will fall if savings ure a function of real income. In
other words, o boom abroad ollegedly causes a contraction in the
economy as domestic aggregote demond folls. L

The validity of this savings hypothesis has been ariticized,
in the cose of the Republic the personal savings ratic being volatile,
fluctuating markedly as wgriculturael incomes chunge.22 Also, the
unchanged foreign trode bolonce assumption of the theory is
unrealistic, since freely floating rates do not materialise.

The proposition that under floating rates distutbances could
be contained within each country is, also, questionable because of
the possible influence of copitul flows. It has been argued thot
the smaller impuct of external disturbances under floating rates
reflects the assumption that investors expect the exchange rate
tomorrow to be the same os it is ’f:v:kday-z3 Capital flews, however,
covld be o function of the expected change in the exchdnge rate
rather than that of any interest rate differential, ond thus, if
investors expect the exchange rate to remain unchanged in the longef
term, elasticity of copital flows should be faizly high, ond
stobilize the exchonge rate. Hence, if the American evonomy

weokens markedly, initiclly this could cause the exchange rate of

e e e et ey
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other courtries to decline, but expectations of long run stebility
in exchange rotes will induce capital inflows into such countries,
causing them to appreciate quickly. In these circumstances, the
transmission through the trode account would be roughly the same
under floating as wnder pegged rates.

13.3  Fdctors Militating Ageinst a Pand

For the Republic several factors militate against such on

exchonge rate policy, apart froa the question of instiiviional
modificotions required in foreign exchange orrongements.

13.3.1 Transmission of Inflation

For a country heavily dependent upon interhational trade
like Sou .. ~frics, a floating currency could be otiractive if the
rate of inflation in the ovtside world is higher than its own.

By adopting a floating rond imported inflation could be reduced os
a result of an appreciation of the currency vis-a-vis foreign
currencies. Such an inflotien differential, however, hus not
existed recently as is shown in the following table:~

TABLE 28 - PERCENTAGE CHANGE IN CONSUMER PRICES

Industrial United United South

Countries States Kingdom Africa
1972 4,5 3,3 7,1 7,0
1973 7,5 6,2 9,2 10,0
1974 12,6 11,0 15,9 11,6
1975 10,7 9,2 24,2 13,5
1978 7,7 5,7 16,8 i1

Sources:~ IMF Financial Stotistics and South African Reserve
Bank Quarterly Bulletins, various issves
A flooting rand could enable the country to xemsin competitive
in internctional markets through exchange rate depreciation to
counteract any relatively high local inflation. On the other hand,
floating roies, for from reducing poyments disequilibrium, may
perpetuote imbulunnas.24 Moreover, price differentials are probubly

not so crucial in influencing th. current uccount position of the
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Republic, given the emphusis on primary commodity exports, as in a
predominantly menufacturing orientoted exporting country. In
addition, with a floating xote o major determinani could be capital
flows. ’
Simultaneously, adeption of ¢ floating rand could cenfliet
with official policy to curb inflotion. In recent years imported
inflation hos provided a strong impetus to local price trends as
shows in Table 29.
TABLE 29 -~ PERCENTAGE PRICE CHANGES IN SOUTH AFRICA

Consumer Price Wholesale Prices Imported Wholesole
Prices
1972 7,0 6,9 12,1
1973 10,0 13,7 11,6
1974 11,6 16,6 22,6
1975 13,5 15,5 22,4
1976 11,1 14,4 17,3

Source: Reserve Bank Quarterly Bulletings.

This imported inflation has been partly the result uf the rand
devaluations of 1971 and 1975.%5  Apart from its direct impuct, this
devaluation policy allegedly has promoted pexvasive cost-push
pressures in the domestic econonmy. 6 Given th1 necessity of
relaxing certain exchonge controls and, particularly if introduced
at o time of payments difficulties, a floating rand would probably

depreciate. This could worsen inflation, since o rand float cnuld

be i wpreted as officicl willingn to see a d d float
ereating the danger of o substantial Fqll.Z7 Tight monetary
policies and active intervention in the foreign exchange market
could be necessary to confine the inflationary implications.
13.3.2 Openngss of Economy :

Mot only is the local economy highly open, but in addition
official policy troditionally has been adjusted to reinforce the
stimylaotory effects of payments surpluses during slowdown phases of

the business cycle, ond contractionary effects of payments deficits
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during expansionary phases of the cycle. The resulting speed of
ndjustment of the economy %o externdl svrpluses ond deficits
suggests one advantoge of o fixed rand exchange rate, ond the
corresponding grecter ottractions of floating for mo.e closed
economies, instead of relying on income adjustments to rectify
external imbalances.  Small exchange rate chenges can, kcllegedly,
etficiently control the balance of trade of a couniry provided its
foreign trade sector 1s small relative to gross domestic product.
Cenversely, a floating cote is likely to be an inefficient device
when dependence on foreign trade is high.

The volidity of this crgument, however, is crucially
dependent upon the willingress of o countxy largely to subjugate
monetary policy to external needs.  The willingness of South Africa
to do this moy be modified if the problems on long term cepital
account continue, As a resuli of this, protection of the short
term capital account has become imperative, meaning that no
independent monetary policy can be pursued.zo Floating the rand
howevex, is not the only woy of reasserting monetary independence,
since, olternatively, the lattezr could be restored by extending the
securities rand m;rket to include ull capitael account transactions.
Unfortunately, this would meke more difficult the crection of @
fully developed spot and forward interbank market in rand/dollar
‘transactions.

13.3.3 Yolotility of Exchonge Rate

Given the open economy plus the potentisl impact of cepital
flows, the rand exchonge rote could be subject to sizeable
fluctuutions.so Apart from having possibly inhibiting effects
upon trade and capital flows, inflationary pressures could arise
out of the 'ratchet effect', which tends to raise the price level
more rapidly dver timo than would be the case under pegged rates.
Every time the rote depreciates the resulting rise in the cost of
living will prompt increases in domestic wages, ond thus prices.

Con- ersely, because wuges and prices ore inflexible downwards, no
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symmetricel foll in the price level will materialise when the
exchange rote opprecigates.

Empirival evidence of the existsnce of 'ratchet effects' is
faxr from convincing.31 With o developed interbank market, moxeover,
forward exchange facilities would be available for truders and
investors, which currently do not exist.az Thus, it is difficult
to see why trode ond investment flows should be hormed under such
a system.

Simultoneously, however, the average level of frictionol
unemployment could be higher. Under o flooting rote, if it
produced significontly greater monthly, seasonal or onnual
fluctvations in the exchange rate than under g fixed rate, the result
will be over frequent morket oitempts to reallocate resources ameng
the export, impori competing and domestic sectors leading to on
increase in the average rate of frictional unemployment.%°  With
a floating rand foreign trade based on transitory price/cost
relationships not reflecting comparative odvontage may eventuate.
Given the size of the bulonce of payments sector, and the high level
of unemploymeni prevamiling in the Republic, this could be troublesome.
On the other hond, the employment situation might improve if the
rond deprecigted, since this would raise the cost of imported
capital avods, inducing pessible substitution of labour for capital.

13.3.4 Domestic Disturbonces

Maintaining a fixed rond exchange rate ol+1t be beneficial
where certain types of domestic disturbances influense the balance
of payments, South Africe, o large exporter of primary products,
is chorocterized by large rondom vari-tions in exportoble surpluses
of agriculturcl crops due to climatic facters. Under a fleoting
regime the rand might appreciate in geod crop years {and vice versa
in poor years), lowering import prices or at least the rote of :
increase, and imperting oviput fluectuations in the import competing
and export industries, which could be tempororily disruptive. By

maintaining e fixed exchange rate, and possibly toking fiscal and
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monetary action to offset income voriations, the country may cope
better with fluctuations in export earnings, ond avoid disruptive
output redistributions in the balance of payments sscior.35

As regards o flooting rand this would be unimportant. In
1976 agriculture constituted only 7,5 per cent of gr;ss domestic
product, its contribution being in secular decline. The principal
export crop is maize, which is subject to erratic production, and
therefore in export surpluses. In 1975 ond 1976 maize exports were
roughly Fowr per cent and 2,7 per cent of total exports respectively.

13.3.5 Business Cycle and Balance of Payments

A special relationship exists between the local business
cycle and the balance of payments position. During the later
stages of the business cycle downswing and the initial stoges of a
cyclical upswing, o payments surplus develops, while during the
later stages of the vpswing ond the initin) downswing in the business
cycle, o deficit tends to materialise. 6 Given these circumstances

o _floating rand could heve g destablizing effect on_the economy.

Conditions could deteriorate during the downswing as the rote
appreciates in the face of a developing payments surplus, while
during the business cycle expansion overheating could be magnified
as the rand depreciates in line with an externol deficit.37 Hence,
the traditional fixed exchange rate policy of the Republic has
ogsisted the economy with am income leakege through the balance of
payments al the top of the business cycle, ond an income injection
ot the bottom.

Given the potentiul destubilizing influerce of a floating
rand, this might be counteracted hy appropriate mohetary policies.SB
Thus, during the downswing, when the exchange rate apprecictes because ’
of @ balance of poyments surplus, expansionary monetary policies
should be pursued. This will not only have useful domestic effects,
but will, through inducihg o capital outflow due to falling interest
rates, weoken the exchange rate. Conversely, duxing the upswing

contractionary monetaory policies should be pursued, which will dampen
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the economy, o result supplemented by copital inflows, which 'will tend
to restroin downward pressures on the exchange rate, and possibly
induce an appreciction.
13.4 Intervention Policy with Floating Rand

Despite this, it is likely that if the rend was sllowed to
float, the authorities would prefer to adopt an active sxchange rate
policy, rather thon rely heavily upon monetary policy to influence
the exchange rete and economic conditions. For a number of reusons
it is likely thot o yond floot would develop into o highly menoged
operation with considercble de-emphasis upon rote flexibility
normally associated with floating.
13.4.1 Foreign Reserves Stockpile

For one thing an active intervention policy could allow the
authorities to meintain or build up the foreign reserves in cose a
return to a fixed but adjustoble exchange rate is decided upon.a9
Such a policy, moreover, could enoble the gold reserves to be
mobilised more extensively, dovetailing with the official preference
for an imporitant monetary role for the metal in the international
monetary system. Meonwhile, active intervention would provide
rationale for reverting to o fixed rote, if this was favoured
13.4.2 Interest of Exporters

Given the imporitance of the export sector, the temptation
would be strong to influence the environment, in which this sector
operates, by exchange rate manipuletion. This could be strengthened
by pressvre group influences from nxporters wha may dislike large
swings in the exchange rate. The mining industry traditionally
has been unenthusiastic obout fleating rates, and yet, in the short
term, ony rand float would benefit the industiy if the rate fell.
On the other hand, velatility of the rond rate could discourage
leng term mining investment by moking production planning more
d. fficult.  Although in the longer term differences in rates between
a fixed and floating rate system should nat be of major importance,

the increased uncentainty created by flooting rotes may induce
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gregter coution thun if the rote was fixed. For similar reasens
manufacturing exporters may press for intervention with a floaking
rand.

13.4.3 Problems in Relying on Monetary Policy

Given the importunce of capital flows to the balance of
payments of the Republic, end in particulor the sensitivity of
short term foreign capital to interest rote differenticls, chonges
in monetury policy could have a marked impact upon the exchonge rvate.
This would be aided by the fact that interest xate changes in the
Republic would not induce other countries to icke similar action.

Using this instiument, however, would be difficult. It
would be impossible to know exactly how the exchange rate would
respond to given monetary policy actions, and in particvler how
the foreign exchange market would react. Monetary policy would
have to be used carefully and flexibly, some claiming that the
danger of its inappropricte employment constitutes o persuasive
argument ogainst flexible rates.4o This is relevunt in the local

context, since institutional constrmints exist which moke more

difficult the execution of monetary policy, such as thin trading

conditions in the secondary capital murket.4l Also, capital flows
would be influenced by the extent to which on efficient forword
exchonge market developed, ond exchange controls were relaxed,
Meonwhile, under a freely flogting rand the inflationary impact
of any exchange rote depreciation during the expansionary economic
phose con be modified by contractionary monetary policies, but the
latter ave slow working.
13.4.4 Influence of Capitdl Flows

Foreign capital inflows into the Republic can be affected
not only by interest rate changes, but also by political ond
specvlative factors. If the rand faced such udver;e pressures
it would depreciate, but the new exchange rate could involve
undervaluation on trading grounds, and promote inflation. In

other words, the rate could settle in o ronge inconsistent with
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longex term balance of payments edjustment, and adjustment costs
incurred as the disequilibrium on current wccount is elimingted.
Such events could eesily have materialised in 1960-61 and 1975-77,
if the rand had been flooting, sizeable current account surpluses
cempensating for capital ostflows. Under these circumstonces, the
effectiveness of monetory policy, by means of higher interest rates,
in stemming copitol outflows would probably have been very limited.
Thus, the fear that o large difference might develop between tha
short run market clearing rate and the longer run egquilibrium xute
provides another reason for suggesting that o flouting rond would
be highly maneged.  This could he encouraged further by official
profits from intervention if the rand subsequently recovers from

g bout of selling.

On the other hand, the extent of self-fulfilling speculation
under floating can be exaggerated. Resaurces available are not
unlimited, and speculations who misjudge the market will tend to
drop out, leaving sctive those normelly capable of correct
foracasting.42 Moreover, under current exchonge rate arrangements
large scale capital outflows have necessitated running current
account surpluses in the past year or so, albeit probobly on a
smaller scale thun with o Floating rand, 3 Simultaneously,
recant methods of ollevioting forxeign copital shortogss have been
expensive, such as inflows obtained via the securities rand market.’*

13.4.5 Effects on Foreidn Reserve Needs

Economizing on foreign reserves is clnimed to be possible
with o floating currency berouse of more limited intervention.
Howevexr, given the policy described as likely to be followed by the
Republic under floating, foreign reserve needs of the Reserve Bank
way not fall.  The outcome could be complicated by two factors
Firstly, the extent of iniervention could be influenced by the
extent to which exchange controls wexe relaxed. By enhancing
the breadth of the foreign exchange market it could redvee

intervention requirements, but insofar as it coniributed to downward
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pressure on the currency it could incresse intervention undertoken.
Secondly, gold price movements could influence capitel inflows.

For instance, if o folling gold price induced edverse speculative
pressures on the rond, intervention could he made more difficult

in the face of fdlling foreign ressrves, which in turn might 2ncourage
further specvlotion ageinst the rond,

Even if official foreign reserve nesds did fall foreign reserve
requirements of the banking sector at large may not, since a floaking
rond would Teguire foreign exchonge deulers holding l.rger Toreign
currency p;sitions to help stabilize the foreign exchange markst,
ond undericke arbitrage tronsuctions. Moreover, any Resexve Bank
sovings on this froni could be counter-balanced by higher costs, or
greater difficulties, in raising foreign capital, if the level of
the net foreign r-serves offects the international credit stetus of
the country.45
13.5 Flogting Rand ond Exchange Controls

As already indicated, floating the rand would require setting
up an interbank market in foreign exchange, which in turn would

necessitate relaxing exchange conirols. The Latter requirements

do not furnish grounds for not developing an interbank market, and
floating the rand, since the bulk of existing exchange comtrols

would not have to be dismantled. Concerning exchange contral

policy two extremes would exist; retaining fairly stringent
regulations leoding to a narrower morket requiring significant
official intervention, or promoting a broader market, passibly
requiring less intervention, by making more extensive reloxutions
as far os non-residents are concerned.

The danger of sudden massive capitol ovtflows is the rationale
behind much of exchange control policy in the Republic, but it is
impossible to gouge accurutely being so dependent on unpredictable
political developments. Reloxing exchange controls affecting
non-residents may encovrage copital outflows on fears that having

seen controls in force for so long, investors would shift capitel
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out in onticipotion of eventunl re~introduction. On the other
hend, non-residants wishing to disinvest, because of perceived
political risks, could do so causing the xond to foll initially.
Once these disinvestments have occurred, hewever, any future
political disturbonces may exert only moderate pressure on the
exchange rate.46 Moreover, any fall in the rand could encouroge
capital inflows as well as discourage outflows. Depending on
circumstances, it is poss‘ible that relaxations would be interpreted
o5 o sign of strength, and lead to a net inflow of funds, For
instonee, if the rand flowted downwards ot the same time as the
dollar price of gold was rising, the profitaobility of gold mining
could increase dramgtically, This could encourage cepital inflows
generally as foreign investors reappruise prospects fur the economy.

Exchange controls, moreover, infringe on economic freedom,
are partially ineffective, and currently costly to administer. As
regerds this latter problem o floating rand could reduce the burden,
Not only could significeni controls be serapped, but the responsibility
for administering the remaining exchunge controls might be shifted
more onto the local banks.
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would couse the floating cuzrxency to drop, and exer’ an
economic stimulus in the contractionary husiness phase. In
the peviod of exponsion and external surplus, the exchange
rate would rise, thus dampening the economy.

For an analysis uf the compatibility of sxchange rate systems
ond types of economy, see J.L. Siein, 'The Optimum Foreign
Exchange Market', American Economic Review, Vol.55, 1963.

With o floating exchonge rate, if expansionary fiscal policies
entail higher interest rutes, this will attroct foreign
capitol inte the country causing the exchange rote to upprecxute.
This would harm the foreign trade sector. so negating the
initial beost given to the economy by expansionary fiscal
policies. Hence, under floating rotzs a de-emphasis on such
policy as a muero-economic instrumeni is notmally recommended.
See J. Marcus Fleming, Essays in Interngtional Economics
George Allen and Unwin, London, 1971, pp.237-48.  Also

E. Sohmen, Flexible Exchange Rates, Theory and Contrgversy,
Chicago Fress, 1961, pp.83-90 and pp.123-4.
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The ottroctions cf floating the rond could diminish markedly
if there is any move back towards fixed butadjustable rates.
During the first few months of 1978 there was evidence of
waning enthusiasm for flaating rotes as the persistent wedkness
of the American dollar threatemed to induce countries to
tignten exchunge controls and erect irode barriers.

E. Sohmen, op.tit., p.326.

In recent years there have been improvements in trading
coaditions, vhich have facilitated Reserve Bank open murket
operations. See A.P. Faure, 'The South African Money Marketi®
Finance and Trode Review, Vol.XII, No.4, December 1977,
pp+303-8,

Milton Friedmon, *The Case for Flexible Rotes' in Essays in
Pasitive Economics, Chicage Press, 1953, pp.157.203.

A current account surplus of wround R750m. materialised in
1977 ccunterhalanced by a net outflow of short term copital
not related to the foreign reserves of R1 086m.

By buy. = government ond semi-government stocks with securities
rand ot a sizeable discount to the official exchange rate,
holding them for ¥ive years, and then repatriating the proceeds
through normul banking channels, mon-residents have been
receiving redemption yields as high as tweniy-five per cent

per annum.  Exchunge control modifications in the Morch 1978
pudget ended this fecility.

Andrew D. Crockett and Saleh M, Nsouli, op.git., p.140.

The case of Isruel is interesting in this context. At the
end of Octobar 1977 the Israeli pound vas flooted, the imitial
regction within a few doys being roughly a forty per cent
depreciotion of the rate. Thereafter until the end of
February 1978 the ‘wte has fluctuated in the range of fifteen
o sixteen pounds to the dollar.

This could arise becouse o major reason for refusing to give
banks more discretion under current arrangements is the
official fear that banks may deliberately misinterpret the
rules to try and gain more business from clients. If the
controls were less pervosive the opportunities to do this
would be reduced.
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