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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.




JABLE OF CONTENTS

1.1

1.1.1
1.1,3
1.1.4

1.1.5
1.1.6
1.1.7

SECTION A

CHAPTER 3, . EXCHANGE RATE PCLICY ISSUES UNDER BRETTON WOODS
Nature of Adjustment Mechanism . .
Problems of More Frequent Adjustments v
Symmetrical Adjustment Mechanism .. .o
Exchange Rote Adjustment and International
Liquidity .. . . N oe
Scarce Currency Clavse .. o .
Dollar Link to Gold . . .
International Nature of Exchonge Rates .

CHAPTER

1.2

1.2.1
1.2.2
1.2.3

1.2.4
1.3

L.3.1
1.3.2
1.3.3

1.3.4

1.4
1.4.1
i.4.2

Exchonge Rote Flexibility ond Inflotion ..
Influence of Reserve Losses . .
Discipline of Floating Rotes . ..

Possible Tronsmission of Inflation Under
Floating Rotes . .o .. .o

Inflationary Bies of Bretion Woods System

Exchange Rate System ~ Implications For

Foreign Trade ond Investment . ..
Extent of Rate Stobility .. . .
Influence on Investment .. . .

Influence on Foreign Trade of Exchange Rate
System . . . . .e

Influence of Flogting System.on Sovth Africen
Foreign Trade . . . .

Exchange Rote Flexibility and Role of Gold
Influence of Floating Rates on Gold Price ..

Exchange Rate System and Reserve Requirements

2 - TRADITIONAL EXCHANGE RATE POLICY IN SOUTH AFRICA

2.1

2..1
2.1.2
2.1.3

Factors Encouraging Passive Palicy .
Noture of Foreign Exchonge Market .. o
Import Control Policy ve . .

Compotibility with Internotionolly Accepted
Behaviour ae . . .

(&

&6 b e

10
11
1l
12
13
13

16
17

18
18
19

2L

23
25
26
28

36
386
37

39




(vi)

TABLE OF CONTENTS (contd.)

poge
2,2 The Influence on Policy of Elosticities of
Pemand and Supply .. . v . 40
2.2.1 Factors Affscting Demond Elosticities . 41
2.2.2 Influence of Supply Elosticities .. P 41
2.3 Internal Policy Instruments - Influece on Policy 43
2.3.1 Influence of External Developments . 43
2.3.2 Policy Targets und Instruments . .. 47
2.3.3 Absence of Conflict Situation P . 50
; SECTION B
' CHAPTER 3 - REVIEW OF EXCHANGE RATE PCLICY (AUGUST 1971 -
TECEMBER 1973)
3.1 Temporury Link with Dollar . P 84
3.1.1 Factors Influencing Move .. . v 56
3.2 Prohlem of Realignment of Exchange Ruter .. 57
3.3 Rand Devaluation in Degember 1971 .. .. 80
3.8.1 Motivetion . . . . 60
3.3.2 Criticisms . . o ae 61
3.4 Developments Following Devaluation . &3
H 3.4.1 Improvement in Current Account - . 63
3.5 link with Sterling Mointeined Temporarily .. 64
3,5.1 Motivetion . N . . 66
r 8.6 South Africo Links with the Dollar . 68
3.6.1 Motivation . .. e . 68
3.6.2 Criticisms . . . . 70
3.7 South Africa Revalues . . . 70
3.8 Repercussions of Dollar Float . . 71
3.8.1 Reaction of the Republis .. . . 71
3.9 Revaluation of the Rand in June 1973 . 73
3.9.1 Methad of Revaluing . . . 74
3,10  The 0il Crisis ond Repercussions on Rand .. 74
3.10.1 Role of Monetary und Exchange Rate Policy .. 75
%
in “ / -




(vii}
TABLE OF CONTENTS (contd.)
poge
CHAPTER 4 ~ REVIEW OF MANAGED FLOATING OF THE RAND .
4.1 Motivation for Introduction . . 8l
4.2 Principles of Operation of Managed Float .. 83
4.2.1 Rate Chonges Effected - ‘e . 83
4.3 Appraisal of Policy o . . 85
4.4 Factors Complicating Operation of Pelicy .. 90
4.4.1 Forxword Exchonge Policy .. . e 90
4.4.2 Problem of Leads end Lags .. . . 9L
4,5 Reasons for Abandoning Policy . . 92
4.6 Lessons to be Learned . . . 93
4.6.1 More Frequent Adjustments .. .. . 24
4,6.2 Linking to o Cuxrency Basket . . 96
4.6.3 Rand Flout Simulation . . . 96
CHAPTER 5_— EXCHANGE RATE POLICY, .WUNE 1975 - SEPTEMBER L_:E
5.1 Devolua: ‘on of Rand in June 1975 .. . 10
5,1.1 Motivetion .. ‘e . ve 100
5.2 September 1975 Devaluation . . 101
8,2,1 Motivation . - . . 101
5.2.2 An Alternative Strategy? .. .. . 3
5.2.3 Import Controls N . . . 106
5.2.4 Monetory Policy .. .. . . 107
5.2.5 Implications of Devaluation . . 109
CHAPTER 6 -~ EXCHANGE RATE POLICY AND INTERNAL ECONOMIC STABILITY
6.1 Influence of Budgetary Position on Policy .. 113
6.2 Exchange Rote Cycle of the Rond .. . 115
6.2,1 Factors Encouraging Policy . . 117
6.3  Influence of Policy on Grawth .. . 18
6.3.1 Reversibility of Policy .. . . 119
6.3.2 Export Orientation . . .. 119

6,3.3 Statisticul Evidence . o e 120

-~




{wiil}

TABLE OF CONTENTS (contd.)

Page
6.3.4 Importance of the Price Factor . ‘e 124
6.3.5 Price Elasticities . . . 126
6.4 Implications of the Policy of Revoluation .. 129
6.4.1 Flow of Funds Analysis ¢-d Exchange Rate Policy 130
6.4,2 Bonk Credit ond Foreign Reserves Position 133
6.5 Exchange Rote Policy and Inflation . 134
6.5,1 1Inf.uence of Devaluation on Prices . 137
6.5.2 Revaluation and Inflation .. ve oo 139
6.5.3 Constraining Fuctors . . . 140
6.5.4 Pricing Policies of Suppliers e . 141
LAAPTER 7 - CAFITAL ACCOUNT AND EXCHANGE RATE POLICY . 148
7.1 Influence of Leads and Lags on Exchange Rate
Policy . . . . . 148
7.1.1 Vulnercbility to Leuds and Lags .. . 150
7.1.2 Disruptive Potentigl ol leads and Lags . 151
7.1.3 Response of Bank .. . . . 152
7.1.4 Limitations of Strategy .. . . 158
7.1.5 Resort to I.M.F. .. . s . 154
7.1.6 Implications of Differences in lLeods and Lags
Environment .. . I . 156
7.2 Implications of Need to Protect Short Tewm
Capitael Account .. .. . . 156
7.2.1 Influencer of Interest Rates . . 157
7.2.2 Limitotions of Policy . .. . 158
7.3 Possible Alternctive Policies P . 158
7.3.1 Flouting of Rand ., . .- . 158
7.3.2 Devaluation of Rod . . . 159
7.3.3 Modifications in Vorward Cover Charge . 160
7.3.4 Tox Changes . . . .. 160




{ix)
TABLE OF CONTENTS (contd.)
Poge
SECTION C
CHAPTER 8 -~ INTERNATIONAL MONRTARY REFORM AND EXCHANGE
RATE FLEXIBILITY ~ SOUTH AFRICAN VIEWPQINT .. 167
8,1 Bockground to the Problam .. .. .. 167
8.,1,1 I.M,F, Special Report (1970} . - 169
8.2 Reclignment of Exchange Rutes (Decembex 1971) 169
8.,2.1 Centrol Rates . . . . 70
8.2,2 Widening of Currency Margins . . 171
8.3 Symmetrical Exchange Rete System .. . 173 3
8.3.1 SDR Intervention System .. . . 173
8.3.2 Viewpoint of the Republic .. .. . 175
8.3.3 Multi-Cur.ency Intervention System . 175
8.3.4 Viewpoint of the Re,ublic .- ‘e 178
8.4 Delibergtions of the Committee of Twenty .. 179

8.4.1 Objective Indicators - South African Viewpoint 180

CHAPTER 9 ~ PROSPECTS FOR A RETURN TO FIXED BUT ADJUSTABLE

EXCHANGE RATES 186
2.1 Record of Floating Rates .. P .. 186
9.1.1 Competitive Devaluations .. .. . 187
9.1.2 Effects on Foreign Trade .. .. .. 188
9.1.3 Balance of Payments Adjustment and International
Liquidity .. . . - . 190
9.2 Viewpoint of the Republic on Flogting Retes 193
9.2.1 Floating Retes and Inflation . . 194
9.3 Opposition to Return io Fixed Rates . 195
9.3.1 Use of Exchange Rate as Poliecy Instrument .. 196
9.8.2 Exchange Rate System and Economic Disorders 197
9.3.3 Countervoiling Influenc»s .. . . 198
9.4 Problems with Reinsto. -wat of Par Value System 199
9.4.1 Need for Frompt Adjustment of Rates . 199
9.4.2 Responsibility for Retas ihanges .. . 202




{x)
TABLE OF CONTENTS {contd.)
Page
9.4.3 De~stabilizing Capital Flows . . 208
7.4.4 Control Over Eurocurrency Markets .. . 207
9.4.5 Control Over International Liquidity .o 208
9.4.6 Temporary Flaating . . ve 209
SECTION D {
CHAPTER 10 - THE RAND CURRENCY LINK . . . 215 i
10.1  Linking to the SDR or an Independent Currency ¥
Basket . . . . . 216
10.1.1 Foreign Transoctions Composition and Currency
Link . . . . ‘e 216
10.1.2 Currency Basket Peg and Inflation .. . 219
10.1.3 Currency Basket Peg and Speculation . 220
10,2 Advantages and Discdvantages of Alternative i
Currency Basket Links . .o . 221 ¥
10.2.1 Control Over Economic Policy e . 222 ;
10.2.2 Basket Disclosuvre .. " . . 223 |
10.2.3 " .change Rate Uncextainty .. . - 224 ]
10.3  The Rend-Sterling Link . . . 225
10.3.1 Stexling Link und Transmission of Inflation 226
10.3.2 Sterling Link and Diversificat® Foreign
Trade . P . .. 228
10.3.3 Influence on Foreign Portfolio Investment .. 228
10.83.4 Other Implications of Sterling Link .. 229 !
10.4  The Rand Link to the Dollar . . 231 1
10.4.1 Effect of Dollar Link on Inflation . 232
10.4.2 Imp . ations of Relative Dollar Stebility .. 233
10.5 Lin g the Rand to a Strong Currency . 235
CHAPTER 11 - FORWARD EXCHANGE POLICY IN SOUTH AFRICA . 246
11.1  Case for Provision of Reserve Bamk Forward
Cover Focilities .. . . . 246
1l.1.1 Disodvantuges in Providing F. :w.rd Facilities 248




TABLE OF CONTENTS (contd,)

9.4.3 De-stobilizing Capital Flows . .

9.4.4 Control Over Euxocurvency Markets .. .

9.4.5 Control Over Internationol Liquidity .

9.4.6 Temporary Floating . e .

SECTION D

CHAPTER 10 - THE RAND CURRENCY LINK o . .
10.1 Linking to the SDR or an Independent Currency

Basket .o o . “~ i

CHAPTER

10,1.1 Foreign Tronsactions Composition and Currency

Link N . .. . .
10.1.2 Currency Basket Peg and Inflatioen .. .
10.1.3 Currency Busket Peg and Speculation .
10.2  Advantages and Disadvantages of Alternative

Curxrency Basket Links . B .
10.2,1 Control Over Economic Policy . .
10.2.2 Basket Disclosure .. . . .
10.2.3 Exchange Rate Uncertainty .. . .
10.3  The Rand-Sterling Link .. .. .

10.3.1 Sterling Link and Transmission of Inflation

10.3.2 Sterling Link und Diversification of Foreign
Trada . . o . .-

10.3.3 Influence on Foreign Portfolio Investment ..

10.3.4 Other Implications of Sterling Link .
10.4  The Rond Link to the Dollor . .
10.4,1 Effect of Dollur Link on Inflation .
10.4.2 Implicotions of Relobive Dollar Stability ..
10,5 Linking the Rand to a Strang Currency .

L1 - FORWARD EXCHANGE POLICY IN SOUTH AFRICA .

1l.1 Case for Provision of Reserve Bank Forword
Cover Facilities .. . . .

11.1.1 Disadvantoages in Providing Forward Facilities

215
26

216
219

221
222
223
224
225
226

228
228
229
231
232
233
235

246

246
248




{xi)
TABLE OF CONTENTS (contd,)
Fase
11.2  Current Forward Exchonge Arrongements ‘e 49
11.2.1 Existing Facilities . . . 250
11,3 Diffisulties in ModiTying Facilities . 251 !
11,3.1 Flexible Forward Cover Rate . . 251 !
11.%.2 Forward Exchange Rationing v . 254
11.3.3 Gold Sales Procedure . . . 255
11.8.4 Implicotions of Forward Exchange Losses .. 256
11.4  Recent Policy Changes .. - .. 258
11.4.1 Increase in Forward Cover Charges .. . 258
11.4.2 Reversal of Policy Decisions . . 261
11.4.3 Extension of Cover Period for Imports . 282
11.4,4 Question of Foxward Cover for Exporters .. 263
11.4.5 The Bank's Broad Objectives o .. 263
11.5  Current Policy Issves . . . 265
11.5.1 Extension of Forward Cover by the Bank to Mors
Than One Currency .. . . 266
11.5,2 Provision of Foxward Cover on Private Sector f
Borrowings Overseos . . - 269 %
11.5,3 Cover for Public Corporctions . . 270
11.5.4 Cost of Cover for Public Corporaticns . 271
CHAPTER 12 - THE CASE FOR A FORWARD EXCHANGE MARKET IN
SOUTH_AFRICA . . . . 278
12,1 Instituiionel Changes Required for an Interbank
Market . . . .. . 278
12.1.1 Gold Sales . . . . 280
12.1.2 Foreign Loans of Public Corporations . 281
12.1.3 Exchonge Contrel Reluxutions . . 282
12.1.4 Position of Domestic Bonks . . 283
12,2 Size of Markets .. . . . 284
12.2.1 Role of Foreign Banks . . . 286
12.2.2 Extent of Fozward Declings . . 286




{xii)

TABLE OF CONTENTS (contd.)

Page.
12,3 Intervention Role of the Reserve Bank . 288
12.3.1 Benefits of Intervention .. v . 288
12.3.2 Pxoblems in Intervening .. . AN 288
12.3.3 Implications for Gold Policy P . 289
12.3.4 Nature of Intervention . . . 289
12.4  Influence of Exchange Rate Arrangements on

Forward Market . . . . 292
12.5 Benefits .. a Forward Moxket . . 293
12.5.1 Market Determined Rates .. . o 294
12.5,2 Flexibility of Exchange Rate Policy . 295
12.5.8 Effects on Capital Flows .. . . 295
12.6 Problems With a Forword Murket . . 296
12.6.1 Impact of Spsculation . . . 297
12.6.2 Exchange Contral Palicy .. . . 299

CHAPTER 13 - IMPLICATIONS OF FLOATING THE RAND ., . 309
13.1 Floating Rand and Payments Adiustment . 309
13.1.1 Simplicity ond Efficiency .. . . 309
13.1.2 Elimination of Structurol Deficiencies as 311
13.2  Exchange Rate Regime and Transmission of

External Econonic Trends .. . . 312
13.2.1 Fluctuations in the Terms of Trade . .2
13.2.2 Influence of World Business Cycle . 4
13.2.3 Factors Reducing Itisulution Under Flooting 3i6
18.3 Factors Militating Aguinst @ Rund Floot .. 317
13.3.1 Transmission of Inflation .. . . 317
13.3.2 Openness of Economy . P . 318
13.3.3 Volatility of Exchange Rate . . 319
13.3. 4 Domestic Disturbances . ’ o 320
18.3.5 Business Cycle and Balance of Payments . 321




TABLE OF CONTENTS (contd,)

13.4 Intervention Policy with Floating Rand
13.4.) Foreign Reserves Stockpile .. .
13.4.2 Interest of Exporters . .
13.4.3 Problems in Relying on Monetary Policy
13.4.4 Influence of Capital Flows .. .
13.4.5 Effects on Foreign Reserve Needs ..
13.5 Flooting Raond ond Exchange Controls

{xiii)




(xiv}

LIST OF TABLES

Page

Table 1 - F? wng of Gross Domestic Investment . 19
Toble 2 . Rand Changes Against the Dollar {June 1974 -

April 1975) .. . . . .
Table 3 - Distinction Between Official Gross and Net

Foreign Reserves . .. a . 89
Table 4 - Bank Credit Extended to Government . . 106
Tabie & - Net Gold Output and Government Receipts from

Gold Mining .. . . . . 114
Toble 6 - Trends it Manufactured Exports {1969 - 75) . 121
Toble 7 - Trends in South African ond World Exports . 122
Table 8 ~ Annual Percentage Growth Rate in Mexchondise

Exports and Imports .. . . . 122
Table 9 - Fyll Ewployment Bulance of Payments Position .. 123
Table 10 - South African Export Prices in Dollars Relating

to Export Prices of Industricl Countries - 123

Table 11 ~ Index of South African Domestic Wholescle Prices
Compared with Wholescle Prices for Impozted Goods 124

Table 12

'

Percentage Changes in Inflotion Rates and
Currency Changes Vis—d-vis the Rand (1970 - 74) 125

Tible 13 -~ Structure of Mexchandise Imports (1971 - 75) .. 126
Table 14 - Flow of Funds - South African Economy (196l - 75) 132
Table 15 ~ Pexcentage Changes in Export Prices of South

Africa's Moin Troding Purtners . . 138
Table 16 ~ Quurterly Movements in Short Term Capital v 149
Table 17 - Ervors and Unrecorded Transgctions P . 149
Teble 18 - Indicotor of Leads and Lags Vulnerability . 151

Table 19 - Official Internationecl Reserves (1970 - 76} .. 191

Table 20 - Percentoge Increases in Consumer Prices in
Selected Countries . .. . . 194

Table 21 - Foreign Trade Structure (1971 - 75) .. ae 217
Table 22 - Net Inflow of Foreign Portfolio Investment .. 229

Table 23 - Average Annual Percentage Consumer Price Rises
(1972 - 76) .. .- .. . e 232




LIST OF TABLES (contd.}

Table 24 - Seuth African Exports and Imports - .
Table 25 - Imports and Exports of Goods and Sexvices in 1976
Table 26 - Foreign Liabilities of South Africa 31.12.76 ..

Teble 27 ~ Terms of Trade and Gold Price .. . .
Table 28 « Percentage Chonge in Consumer Prices .. .
Table 29 - Percentage Price Changes in South Africa ..

(xv)

285
297
J13
317
318




Figure
Figure
Figure

Figure

Figure
Figure
Figure
Figure
Figure
Figure
Figure

Figure

Figure

Figu—e

10

11

12
13

14

1

i

LIST OF FIGURES

Relationship Between Business Cycle and
Balance of Poyments .. . . .

Relationship Between the Money Supply and
Foreign Reserves .. . .. .
Percentage of Merchandise Imports Covered

by Gold and Foreign Exchange Reserves .
Weighted Avercge Value of the Rand and

Percentage Change in Imported Wholesole
Price Index .. . . . o

{xvi}

42
44

49

65

Relationship Between 3 Month N.C.D. Rates,Eurodollar

Rates and Foreign Reserves of the Reserve Bank

Effective Value of Rand and Foreigh Reserves
of Reserve Bank .. .- . .

Excess Liquid Assets of Commerciel Banks and
Net Official Resexves . . .

Foreign Resexves of Reservs Bank and Trade
Weighted Valve of Rand ve .. ve

Change in Inventories and Forsign Reserves of
Reserve Bank .. . .e . .

Relotionship Bastweer Bank Credit Expansion
and Net Foreign Resexrves . .o .

Relationship Between Benk Credit Expansion
and Merchandise Imports . .

Terms of Trade and Manthly Gold Price (1968-74)

Foreign Reserves Position cnd foreign Loans of
Reserve Bonk .. . .. . .

Size ond Structure of Foreign Debt of Government

86

108

116

128

135

136
142

161
162




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
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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




14

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




23

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
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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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imports of 1,13.

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




61

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




7

69

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




92

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.

[
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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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Ms = D+ R
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Ms = Md
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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
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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




227

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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country. Thizdly, o biloteral trade index could be
constructed, vhich is the arithmetic average of the export
weignted index, and the imported weighted index, weighted

by the share of exports and imports, respectively, in the
total foreign trode figures.

R.R. Troeller, 'Currency Baskets and How to Find Stability

in Motion, Journal of Imstitute of Developing Countries
Vol.XIV, No.3, September 1976, p.219.

Although the parity of the rand remained unchanged between the
pre~November 1967 sterling devaluatian and the heginning of 1971
the weighted average volue of the rand in terms of all othex
currencies rose by about five per cent, See South African
Reserve Bank Annyel Repurt, 1973, p.19.




23,

24,

25,

26,

7.

28.

29.

30.

3L,

32,

240

Andrew D. Crackett and Saleh M. Nsouli, "Exchange Rate

Polices for Developing Countries’, Journgl of Development
Studies, Vol.13, No.2, Jonvary 1977, p,133.

In the 1966-76 period the Republic suffered from instability
in export growth, the awnual average growth rate in money

terms being 11,9 per cent with o standard deviation of 16,4,
the corresponding figures for world exports being 17,4 per cent
and 13,2, These figures are based on information provided

in I.M.F. Financiol Statistics, May 1977, pp.56-57,

The Israeli pound was devaled in this manner in March, May
and July 1977, while in May 1977 the valve of ths Sri Lanka
rupee was aopreciated by roughly twenty per cent against its
basket. In November 1976 the Australian government abandonad
the policy whereby its currency was pegged in a fixed
relationship to the average of o trude weighted basket of
currcneies.  See Michasl Glesson-White, 'A Basket of Three
Civil Sexvanis®, Eurgmoney, February 1977, p.122,

Andrew D. Crockett aend Saleh M. Nsouli, op.cit., p.132.
The New Zealand central Bank has been subject to this charge

while linking to a non-disclosed busket. See Interngtional
Currency Review, Vol.9, No.2, i977, p.19.

Andzea S. Gerakis, "Pegging to the SDRY, Finance and
Development, I.M.F., Waskington, Vol.13, March 1976, p.35.

Ibid., Seve also Andrew D. Crockett and Saleh M, Nsouli
op-cit., p.132.

As xegards Africa, Asia (excluding Japan) and South America,
oround eighteen per cent of the merchandise exports of the
Republic went to these areas in 1976, and around ten per
cent of merchondise imports came from them.  See SAFTQ,
Fourteenth Annual Report, 1976-77, Penrose Press, pp.9-10.

Taking end of the month dollax/sterling quotations the rate
varied between $2,26 and $2.46 to the pound. For most of
‘the period the rate was locked in an even naxrower range of
#2,30 to $2.40 to the pound.

Although traditionally merchandise imports from Britain have
been higher than those from the United States, in 1976
merchandise imports from North America (including Canada)
were greater. However, the British economy is far more
‘open', and its investment stake in South Africq more
substantial thon that of America.  See SAFTO, Fourteenth

Annugl Report, 1976-77, op.cit., p.10.
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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






































































































































































































































































































































































































































































