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proportion consists of social and civil pensions, provincial subsidies and
other statutory commirtments, which cannot be changed except by ,::n:n::m_.
legislation; here again a reduction would obviously be difficult for any
government to propose. Other current payments arc unavoidable in terms of
contractual commirments, while still other current expenditure, such as that
on defence, may be regarded as irreducible for policy reasons.’
Mr Browne thought that public investment projects offered
more scope for flexibility. Nevertheless he pointed out that

large projects, once under way, are frequently difficult to stop. There
are usually substantial contractual commitments, and even apart from these
there are obvious objections to leaving such projecrs half-completed. A
further difficulty arises from the nature of public investment; a very large
proportion is in respect of essential infra-structure services, which cannot be
postponed for long without serious effects on the private sector’.

He argued further that

‘Structural factors also inhibit the effectiveness of this element of fiscal
policy. As far as the central Government is concerned, the Estimates of
Expenditure are drawn up in the second half of the calendar year and come
into effect in the second quarter of the following vear; decisions regarding
expenditure are therefore taken from six to eighteen months before the
expenditure 1s actually incurred, and although such decisions can be changed
this is not always easy to accomplish. . ."."?

During Mr Browne's period of office real government spend-
ing proceeded on a steadily growing path. After 1976 central
government spending as a proportion of total spending actually
declined from about 27% in 1975 to 23% in 1980. This was
despite the very severe recession of 1976-79. Government spend-
ing declined largely because the balance of payments was under
duress and the authorities wished to prove their independence of
foreign borrowing. Such a response was in fact anything but
Keynesian. Balance of payments considerations have clearly
influenced fiscal policy in South Africa. They have had a very
important bearing on the conduct of monetary policy, as is
discussed in the following two chapters.

CHAPTER 5

SOUTH AFRICAN MONETARY POLICY

Before monetary policy issues in South Africa are considered,
some theoretical issues in monetary economics need to be exa-
mined. These are the time-honoured issues of why ‘money’,
what ‘money’ and how ‘money’ affects the real economy. .

WHY MONEY'"?

This question was in part answered in the previous chapter. In
short, the money supply is regarded as an important variable
because changes in the supply or demand for money influence
domestic expenditure, the price level and so real output. The
Hm_@:ommr% between the supply of money and the level of prices
is one of the best-established facts of mnmmouﬁn life. The relation-
ship between prices and money supply in South Africa between
1967 and 1980 is illustrated in Figure 1 below. It should be noted
that relationship between the stock of money and the level of
prices is a very close one, while there is no statistically significant
connection between contemporaneous changes in the supply of
money and changes in prices. The explanation for this will be
provided here and in the following chapter.

THE EFFECTS OF MONEY

The precise manner in which the supply of money influences
prices, interest rates and exchange rates, or 1s atfected by them,
depends upon the monetary standard in operation. There are, for
practical purposes, two alternatives. The standard followed by
South Africa for almost all of its monetary history 1s what may
be called the international standard.' Under the international
standard a central bank sets out to manage or tix exchange rates.
As will be explained below, under this standard the money
supply becomes dependent upon the balance of payments. The
alternative standard is for the monetary authorities to manage the
money ,_:Eg_, completely independently of balance of payments
considerations. If so, market-determined exch: INge rates connect

the domestic with the world economy.

imnlications of alternative m
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Figure 1(a); Level of maney supply against level of local prices
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Figure T(c): Changes in money supply against changes in local grices
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Figure 1{d)- Changes in import prices against changes in local prices
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For the purpose of understanding how changes in the supply
of or demand for money affect the real economy, it is helpful to
think of the economy in more broadly general equilibrium
terms than was done in the previous chapter. It should be
understood that the economic system is a system of Very many
interdependent markets for goods and services including labour
services, financial securities and money of different kinds.
‘Goods’ and money are demanded and supplied by govern-
ments, households, firms and financial institutions. both
domestic and foreign. A change in the money market, in the
supply or demand for money, will affect supply and demand in
all the other markets of the system. Other things held equal
(including all prices, wages and interest rates), when the supply
of money increases, or when the demand to hold money
decreases, economic agents will simply be holding too much
money and too little of everything else. They will therefore
seek to restore their preferred stock of money. Households will
demand more goods, including those produced in other coun-
tries. They will demand more financial securities and they may
even supply less labour. Firms with more money than they
prefer to hold will spend more. They may hire more labour or
increase inventories or invest in additional plant. They may also
borrow less and import more. Banks with more cash than they
prefer to hold would be inclined to lend more, and so on. As a
result, prices and outpur, wages and employment, savings,
investment and interest rates, exports, imports and capital Aows
and exchange rates may all be affected. The precise nature of
these monetary effects will depend upon the particular monetary
standard in operation. Depending on the standard, as will be
explained. either prices of goods or the quantity of goods will
be the more affected. Supply and demand everywhere in the
system will be more or less affected by changes in demand and
by the effects of the resulting changes in prices, interest rates
and wages.

We consider the monetary transmission mechanism further in
this and subsequent chapters. The main purpose of this chapter 1s
to consider the factors determining the money supply in South
Africa and how the money supply process and interest rates are
influenced by monetary policy.

WHAT MONEY”
Under the international standard, cthe aunthorities do not

Attempt to control the supply of money. However, should they
seek to control the manev sunnle the aieskian weaitld then arise
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of what particular money, narrowly or widely defined, should be
controlled, 1.e. ‘M/’, *M," or ‘M;" etc? Many of the financial assets
available to economic agents may be close substitutes for each
other. They may be converted into central bank money quickly
and at a predictable value. They are, in other words, highly liguid
or money-like assets. Precisely differentiating one group of liquid
assets from another on theoretical grounds may be extremely
difficult. The distinction often made is that something is money
if it is both a medium of exchange and a store of value.
However, even this distinction cannot always be sustained.
Large-denomination notes in the US are clearly held as a store of
value and yet cannot be easily cashed in a supermarket or on a
bus.? In South Africa, regarding bank deposits as money because
they are a medium of exchange, while regarding building society
or Post Office savings accounts as something other than
money, would be a very arbitrary distinction to make. For
low-income earners, savings accounts rather than current
accounts (demand deposits) are the closest substitutes for Reserve
Bank notes.

A logically consistent definition of money is a will o’ the wisp
and indeed rather unimportant for monetary policy. What is
important are the eftects of ‘money’. What is vital for a monetary
authority attempting to control the supply of money is an
empirically reliable link between that *money’ they seck to
control and the economic Emmigmnm of interest, e.g. prices and
output. The relationship between any ‘money’ and these vari-
ables may in fact change if the direction of policy should change.
For example, if the monetary authority should no longer wish to
manage interest or exchange rates, and instead sought to control
the supply of money, the history of the relationship berween
‘money’ and prices or output might not be of much help in
guiding future policy, especially where credit or exchange con-
trols reinforced such management. The central bank attempting
such a change in policy will have no option but to learn by
doing.

An empirically reliable link between money and prices and real
output implies that the demand to hold money is stable. The
stability or predictability of the demand for money (or its
reciprocal, the velocity of circulation of money) does not require
that the demand for money remain a constant. Whar is meant by
stability is that the demand for money bears a well-behaved
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functional relationship to the variables, interest rares, prices and
inflationary expecrations, that influence the demand for money.

A BRIEF HISTORY OF MONETARY POLICY IN SOUTH AFRICA

The South African Reserve Bank was established in 1921, Its
primary objective was to maintain a fixed rate of exchange of
South African pounds into pounds sterling and into gold. In this,
the Bank was following the tradition established for central
banks by the Bank of England in the last half of the nineteenth
century. The First World War and its aftermath, especially the
German reparations issue, much disturbed the international mon-
etary system. Britain made an attempt to restore the pre-1914
monetary arrangements when sterling was returned to gold
convertibility in 1925 at the pre-1914 parity. The experiment
failed when Britain left the gold standard in 1931, amidst the
great depression of 1930-33. However, after the Second World
War a fixed exchange rate system between the major industri-
alized countries was re-established. Known as the Bretton Woods
system, fixed exchange rates between the major industrialized
countries were very largely maintained between 1950 and 1970.
This 20-year period, certainly not coincidentally, saw huge
increases in the volume of world trade and rapid economic
growth for the industrialized world.*

Between 1925 and 1967, with the exception of 1932, the South
African Reserve Bank fixed the rate at which South African
pounds or rands could be exchanged for pounds sterling. In
1932, South Africa remained on the gold standard after Britain
had abandoned it in September 1931. In 1967, when Britain
devalued sterling, South Africa did not follow suit.

We shall examine in some detail below the manner in which
fixing exchange rates makes the money supply dependent upormn
the balance of payments. The effects of changes in the supply of
money on expenditure are as described in Chapter 4. The effects
of changes in expenditure on prices, wages and interest rates are
different when exchange rates are fixed or flexible. We will say a

" Miltori Friedman emphasized that the Quantity Theory is a theory of the demand for
money: see M Friedman, "The Modern Quantity Theory of Money: A Restatement’, i
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)

little here about the money transmission mechanism for a ‘small’

country,

Extra demands for goods consequent upon an increase in the
supply of money can be accommodated by additional imports or
fewer exports. Imports and exports are sold to and bought from
world markets of which a national economy may constitute only
a small part. As indicated in Chapter 1, the South African
cconomy is, in this sense, small and exceptionally open to world
trade. The world market prices of all but one or two internation-
ally traded goods will be unaffected by additional demands or
supplies from South Africa. This is also true of the price of gold
where stocks held are large, relative to South African output, and
where turnover 1n the stock of gold or claims to it far exceeds the
annual value of South African output. This means that while
flows of goods onto and off the South African market will
respond to domestic expenditure, South African prices are taken
in the long run from world markets.

The domestic rate of inflation should therefore closely approxi-
mate the rate of inflation in the currencies to which the domestic
currency is tied. A comparison between the low rates of inflation
in South Africa, the US and the UK between 1952 and 1967 is
provided in Figure 2 below.

Inflation 1852-1887
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Figure 3: Effective Apprecialion (+) or Depreciation (—) of the Rand
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Figure 4: The effective exchange rate of South Africa and relative inflation, 1970-1980
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The discipline of fixed exchange rates helped maintain low
rates of inflation in South Africa, because the rate of inflation in
Britain and the US remained low. Such a monetary policy
strategy, for South Africa, became increasingly unsatisfactory
with the breakdown of the international fixed exchange rate
system after 1970.

It broke down because the United States in the middle and late
1960s began to increase the rate at which dollars were being
supplied both domestically and, via balance of payments deficits,
to the rest of the world. By 1971 the US could no longer
guarantee the convertibility of foreign central bank-owned dol-
lars into gold at the price of $35 an ounce. The dollar-gold link
was abandoned and flexible exchange rates between major cur-
rencies were somewhat reluctantly permitted. In such circum-
stances, a fixed exchange rate link wich sterling or the dollar
became a very uncertain star by which to navigate South African
monetary policy. Furthermore, the fixed dollar price of gold
which had been a source of stability for the South African
economy, became highly variable, based as it was upon expecta-
tions about highly variable US monetary policy.®

:H. the early 1970s the rand was fixed to the dollar, then to
sterling, then to the dollar again, then connected to a basket of
currencies, and pegged again to the dollar in June 1975. After a
large devaluation of 18% against the dollar in September 1975,
ol S oo e Lo s sy

the price of gold o 1l
central banks then. in

ted 1y the late
6 briefly pushed
835 an ounce. The major

: the price at 835
ld, South Atfrica
v 835,

Kantor, "The
Banker 671 (Fel 19704 31—




90 SOUTH AFRICAN ECONOMIC ISSUES

the rand stayed pegged to the dollar until January 1979. The
history of exchange rate policy and the effective rand exchange
rate between 1967 and 1979 is illustrated in Figure 3.

The rate of inflation in South Africa increased with the rate of
inflation in the US and Britain. The rate of inflation in South
Africa in fact exceeded the rate of inflation in the US, as can be
inferred from the devaluations against the dollar.

Official unease with the practice of monetary policy led, in
1977, to the establishment of a government commission of
inquiry into monetary policy issues under the chairmanship of
Dr G P C de Kock, then Deputy Governor of the Reserve Bank.¢

In its interim report on exchange rate policy, the De Kock
Commission recommended a managed float of the rand, which
was implemented in January 1979. This managed float did not
break the dependence of the money supply on the balance of
payments. An improved balance of payments reinforced by
substantial increases in the price of gold brought some apprecia-
tion of the rand, but also a rapid acceleration of money supply
growth in 1979 and 1980, as is illustrated in Figure 5.

Figure 5: Money supply % growth month on month
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The final report of the De Kock Commission, expected in
1982, may recommend a free Hoat for the rand. If so. only then
will South Africa be in a position to operate an independent
monetary policy. The issue of the appropriate monetary standard

o Sad ; . .

SOUTH AFRICAN MONETARY POLICY 9]

is the most important monetary policy question for South Africa,
and is discussed fully in the following chapter.

INTEREST RATES AN INTEREST RATE POLICY

The role to be played by interest rates and the interest rate
policy also depends crucially on the monetary standard in opera-
tion. Given fixed exchange rates, the effects of money in an open

economy may be summarized as follows. The balance of
payments affects the supply of money which affects the volumes
of imports and exports which reverses the direction of the
balance of payments and so the money supply growth. Given
fixed exchange rates, the supply of money is functionally Telated
to the foreign exchange reserves held by the Central Bank. These
reserves fluctuate with the balance of payments. If a central bank
were concerned with a decline in its foreign exchange reserves,
following a deficit on the balance of payments, it might raise the
interest rates at which it would be prepared to lend to banks,
i.e. it would raise the rediscount or bank rate, It might also force
banks to borrow at this rate by selling government securities
from its own portfolio. An increase in interest rates would
discourage local borrowing and encourage foreign borrowing by
domestic industrial enterprises. It would also encourage foreign
and local banks to lend domestically rather than elsewhere. Thus
an increase in interest rates would cause capital on balance to
flow towards the country with balance of payments difficulties
and tend to increase the foreign exchange reserves of the central
bank. Such interest rate developments, while helping to protect
the foreign exchange reserves of a central bank, do not usually
prevent a reduction in money supply growth.

Interest rate changes engineered or reinforced by the central
bank came to be regarded as the primary instrument of monetary
policy. They were thought to be effective in protecting the
foreign exchange reserves that enabled the central bank to main-
tain convertibility of the domestic currency at a fixed rate of
exchange. The more important role plaved by balance of
Payments’ accommodating money supply developments were
unobserved and went largely unappreciated bv contemporary
students of the gold standard.

Changes in short-term interest rates affected net flows of funds
between financial centres with well-developed money markets
because the increase or decrease in short-term interest rates were
expected to be temporary. They were expected to be temporary
because it was regarded as cerrain that fixed exchange rates
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inflation in the deficit country would not exceed the rate of
‘nflation elsewhere. Long-term Interest rates were thus not
affected by a change in short-term interest rates.’

THE MONEY MARKET AND MONETARY POLICY DEVELOPMENTS IN
SOUTH AFRICA

A market for short-term borrowing and lending was only
developed in South Africa after 1949, With strong official
encouragement, a money market of the London variety was
created. London-style discount houses, the first of which was the
National Finance Corporation, a subsidiary of the Reserve Bank
itself, took deposits from the banks and held mainly Treasury
Bills. which were issued by tender. The discount houses in turn
had free access to the lender of last resort facilities of the Reserve
Bank."

Before this, the South African banks, of whom the more
important had their head offices in London, had kept their liquid
assets in the London money market. When the South African
balance of payments was favourable, they would accumulate
liquid assets in London and when unfavourable, run them down.
Thus the supply of bank credit in South Africa would, for any
given structurc of interest rates, respond passively to the
demands for such credit by South African borrowers and the
supply of cash reserves provided by the balance of payments.
Often the upswings or downswings of economic activity would
be led in the form of more exports or more foreign investment,
which would simultaneously improve the balance of payments
and increase the rate of growth of the money supply.

The largely-automatic balance of payments mechanism had
worked perfectly well to maintain fixed exchange rates and price
stability. The lommercial banks in South Africa were quite
willing to take a lead on interest rates from the Reserve Bank.
However. the Reserve Bank was concerned at not being able to
influence the supply of cash to the system and more particularly
the supply of bank credit. lt wanted to do what it thought the

short-term and long-term nterest
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Bank of England was able to do so successfully, and the South
African money market was developed for this purpose. The
Reserve Bank officials, in common with most other observers,
did not appreciate that the substance of the balance of payments
adjustment process was accommodating money supply changes.”

With the establishment of a market for short-term borrowing
and lending in South Africa, interest rates In South Africa
became much more vulnerable to developments in the London
money market. Paradoxically, it was the unwillingness of the
quthorities to accept more frequent changes in South African
interest rates after the establishment of the money markert that led
to the extension of exchange controls to movements of funds
within what was then the sterling area. Until then, exchange
control operated only to limit the demand for dollars. While
these exchange controls diverted some of the channels that linked
South African and world financial markets, they did not by any
means break the dependence of South African money supply or
interest rate developments on the balance of payments."
THE BANK ACT OF 1963

The inability of the authorities to determine interest rates or
the money supply independently of the balance of payments was
clearly not well understood in official or unofficial circles inter-
ested in monetary €Conomics. In 1965, new South African Bank
and Building Society Acts were introduced following the recom-
mendations of a Technical Committee Report.”™ The new Acts
were intended to give the authorities greater control over the
activities of financial intermediaries generally. The Technical
Committee had been influenced by the British Radcliffe Com-
mittee Report published in 1959.%
. The Raddliffe Committee was of the view that in a sophis-
ticated financial market, the velocity of money was infinitely
high, or that. in other words, the demand for money to hold was
highly interest rate elastc. If so, as the Radcliffe Committee
argued, a to:nwln:mw:nmnn& increase in interest rates designed to
reduce demands for and supplies of credit, would effectively
reduce demands by money holders for bank deposits, while at
the same time increasing demands for the liabilities of mear’
banks. These ‘near’ banks would also bank with the clearing
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banks who would therefore experience no decline in cash
reserves and would not have to reduce lending. The near banks,
however, would increase their lending. As a result, supplies of
credit and spending would increase and prices or output would
rise. Accordingly, the velocity of circulation of money (which is
nominal income divided by the money supply) would have risen
as prices or output increased and the money supply remained
unchanged.

The Radcliffe Committee did not recognize the monetary
approach to the balance of payments which applied to fixed-
exchange-rate Britain in the 1950s and '60s as much as it did to
South Africa. The velocity of circulation of money was clearly
not infinite in Britain, otherwise Britain would not have been
able to maintain fixed exchange rates. The Radcliffe Committee
was described by Harry G Johnson as representing the high tde
of Keynesianism. Their view of the economy was essentially a
closed-economy view where money didn’t matter burt interest
rates did and the task of monetary policy was to manipulate
Interest rates to encourage or discourage expenditure. [t was the
effects of interest rate changes and not the causes of interest rate
changes that were the focus of their attention.®

The Technical Committee was influenced by the Radcliffe
Report. It nevertheless regarded the supply of money as impor-
tant for monetary policy.™ To gain control over the supply of
money, the Technical Committee thought that additional policy
instruments should be made available to the Reserve Bank to
prevent financial institutions in addition to banks from doing
what it regarded as so dangerous, and that was creating money or
‘near money’. Accordingly, the 1965 Bank Act extended reserve
requirements to all so-defined ‘deposir receiving’ institutions,
Building socicties were prevented from competing with banks
for corporate deposits. Banks were made subject to variable
‘liquid asset” to deposit ratios of which the cash ratio became a
fixed proportion. Liquid assets for the purposes of meeting
reserve requirements were specified by the authorities. They

" “The Radchife Commirree’s emphasis on “the Hquidity of the econo v’ as the key

n
variable for monetary an and policy represented the high rde of Kevnesian
disbelief tn the pracrical relevance and retical importance of money as formulaced
traditional monetary theory, and as met a harsh eritical recepuon from the
spokesmen of resurgent monetarism

Harry G Johnsan, ‘Recent D lopmenes in Monetary Theor
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included Treasury Bills and deposits with the NFC and discount
houses. In effect, liquid assets were largely public-sector debt and
became increasingly so after the Bank Act was amended in 1972
to turther inhibit private-sector debt qualifying as liquid assets, '
We consider some of the effects of this captive market for
government debt below. It should also be mentioned that the
Bank Act strengthened the restrictions on entry into South
African banking and on the business of banking and financial
ntermediation generally.

The monetary policy issues that arise concern the justification
for interventions in the money and financial markers so readily
undertaken by the South African authorities in the 1950s, '60s
and "70s.

In order to discuss these monetary policy issues, it is necessary
to develop a model of the money supply process.

THE MONEY SUPPLY PROCESS
The model below consists of a set of equations that summarize

the forces determining the demand and supply of base or

?mwn@lo?nwmm money (that is, the notes and deposits issued by
the Reserve Bank (MB)), the supply of bank moneyv (that is, the
deposits issued by commercial banks (D)) and the demand for

and supply of bank credit (BC). The model will demonstrate

how the demand and supply of bank money and bank credit are

determined simultaneously and interdependently. As will be
explained, the precise direction of cause and cffect in the money
supply process depends upon the monetary standard in opera-
tion.

Let us begin with a definition of the money supply. The
money supply (M) consists of bank deposits (D) and notes (N)
issued by the Reserve Bank

M=N4+D (Equation 1)
It will be shown that bank deposits are some multiple of the
supply of base money (MB) issued by the Reserve Bank. Let us
therefore consider a simplified balance sheet of the Reserve Bank
in order to explain the supply and demand, or what may be
described as the sonrces and uses. of high-powered money. '

See u_?..,:ﬁq: of

.,.PT_.:., = i
—/_._P




96 SOUTIH AFRICAN ECONOMIC ISSUES

RESERVE BANK

Liahilities Assets
BNOEES foinse r o s sy N Foreign Assets and Gold ... ... FA
Commercial Bank Deposits ... CR Government Securities. . . . , | or S
Government Deposits ... ... GD rivare-sector Securities ... .., B

(Bank Borrowing)

The notes and commercial bank deposits of the Reserve Bank
constitute the high-powered money of the system (MB), so
called because they support a larger supply of bank deposits.
Notes are largely demanded as money by houscholds and Res-
erve Bank deposits are held as cash reserves by the banks to settle
inter-bank debts and to meet their customers’ demands to hold
Reserve Bank notes rather than bank deposits.

The proximate sources of changes in the MB are indicated on
the asset side of the balance sheet identity. Changes in the tforeign
assets holdings of the Reserve Bank reflect surpluses or deficits in
the balance of payments. If the balance of payments is in surplus
or deficit, the commercial banks will acquire or run down
deposits with the Reserve Bank and the Reserve Bank will
acquire more foreign assets or hold more gold. The Reserve
Bank exchanges Reserve Bank deposits for all the gold produced
in South Africa. It then sells in exchange for US dollars as much

mo_m.mmH_m:.wnmmmum.%8Emm:rcmm:gmwnﬁw..wowmmﬂ&w_m.mwnﬁmmw.mmé
South African importers and others.

Other proximate sources of changes in MB are open market
operations by the Reserve Bank. The Reserve Bank. for the
precise purpose of affecting the cash reserves of the commercial
banks, may, on its own account, buy or sell securities. An
increase or decrease in GS will cause a similar increase or decrease
in CR. As is also indicated, banks may borrow reserves from the
Reserve Bank. The other major source of high-powered money
Is government finance. An increase or decrease in the govern-
ment deposits with the Reserve Bank cause commercial bank
deposits to decline or increase. Government deposits will increase
or decrease according to the difference between government
spending (G). taxation (T) and net issues of government securi-
ties, i.c. the difference between issues and repayment of debr to
all lenders other than the central bank (GB). Thus

AGD =T - G + AGB 4+ AGS

where A indicates the increase or decrease in government depo-

S1ts and omvermmenr Aal

(Equation 2)

SOUTH AFRICAN MONETARY POLICY 97

We emphasize ‘proximate’ causes of changes because the
different sources of such reserves for the banking system are not
independent of each other, as will be explained. o

The Reserve Bank balance sheet identity may be summarized
as follows \ .

MB=N+CR=FA+GS+ B—-GD (Equation 3)
where N + CR are the uses and FA + GS + B — GD the
sources of changes in base money. This may be further simplified
as follows

GS = GD = NDA
where NDA represents net domestic assets of the Reserve Bank
and FA the foreign assets.

The relationship between the banks’ demand for reserves and
the supply of money is an important one for the money supply
prices. For any given supply of high-powered money, the greater
the demand for reserves, the less banks will lend and the smaller
the supply of deposits. We demonstrate this below.

A banking system’s demand for cash reserves is dependent
upon the probability of cash withdrawals at any moment in time
and the cost of turning some other asset into cash at short notice.
In other words, the demand for cash depends on the return from
holding liquid assets, as defined above. Usually a bank’s demand
for cash reserves is constrained by a reserve requirement imposed
by the authorities. Reserve requirements are usually specified as a
minimum proportion of cash to bank deposits. These fractional
reserve requirements may be varied at the discretion of the
authorities.

Banks, in order to preserve some portfolio Hexibility so as to
be able to take advantage of unexpected lending opportunities
and also in anticipation of changes in required reserves, usually
prefer to keep a margin of reserves over and above the actual
reserve requirement. They have what may be described as a
demand for ‘frec reserves’. These demands are influenced by the
return on liquid assets and the cost of borrowing reserves which
will w_:w closely related to the return on liquid assets.

us

CR = CRR + CRe
where bank reserves are broken down into required reserves CRR
and excess reserves CR= _Also

CR® = kD)

where k is the ¢ . . .
1ere k 15 the required reserve ratio and D bank deposits. Free
H..P,».P;H-n..n..m. ﬁmﬁw mav _JZ. _T-_.w.... e PRI Mo e L

(Equation 4)

(Equartion 5)

(Equation 6)
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and borrowed reserves. As indicated, the demand for free
reserves will decline with the rate of return on longer-term or
riskier bank lending (y) and increase with the rate of return on
liquid assets (ypa).
Thus the demand for free reserves
CRF=CRe = B ='CR" (¥ +¥ia)
where the signs above the variables indicate the direction of the
interest rate effects.
Returning to our definition of the money supply in Equation 1:
M=N+D
let us further assume that Reserve Bank notes constitute a fixed
proportion of the money supply and deposits the remaining and
larger proportion:
N = nM
and D=(1—-n M
Substituting Equation 6 for D in Equation 9 we get
CRR=Kk(l —-n M (Equation 10)
Then from Equations 3, 5, 7, 8 and 10, we get
nM + k(l —n) M + CR"! (y ¥.sa) = FA + NDA
(Equation 11)

(Equation 7)

(Equation 8)
(Equation 9)

and solving for M, the money supply, gives
M = ————[FA + NDA — CR® (v ya)]
Thus the money supply is shown to be a multiple of the

(Equation 12)

reserve ratio, k, the currency ratio, n, the supply of high-
powered money and the demand for free reserves. The money
multiplier will rise as the reserve requirement or the currency
ratio falls. The money supply will increase as the supply of base
money increases or as the demand for free reserves declines.

We discussed the alternative sources of base money. We indi-
cated that they could not be regarded as independent. We shall
now describe the interdependence of alternative sources of cash
reserves, FA and NDA. Let us therefore consider another finan-
cial market identity:

BC.=D-CR+ B
where BC, represents the supply of bank credir.

The demand for bank credit, BC,, may be disaggregated mto
private-sector, BC,. and government-sector demand, BC..

BC, = BC, + BC, = BC, (Equation 14)

By definition. should the cash reserves of the banking system
) denends

(Equation 13)

i the sipnlv of monev
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the absence o

such demands, the banks might use the extra cash to repay loans
from the Central Bank, in which case a decline in B and NDA
could completely offset an increase in FA.

The commercial banks might, in the absence of increased
demands for credit, buy securities in the market. Such extra
demands would tend to force up the prices of securities and
lower interest rates. Such a change in the ownership of securities
would not reduce the amount of high-powered money in the
system. However, if the lower interest rates stimulated the
demand for bank credit, then the banks could lend more and the
money supply would expand. The opposite effects would follow
if the cash reserves of the banks declined, interest rates rose and
demand for bank credit declined.

The demand for bank credit by the private sector may be
thought to depend upon interest rates and also real economic
activity. Demands for credit would also be in proportion to the
price level. The demand for bank credit function could be
described as follows

BC, = BC, (7. {)P

S

(Equation 15)
where y represents real economic activity and P the price level.
The demand for credit is assumed, as indicated, to decrease with
increases in interest rates and increase with increases in real
eConomic activity (y).
Government demands for bank credit could be regarded as
unaffected by interest rates. Therefore, if government wished to
borrow more from the banks, interest rates could rise sufficiently
to crowd out private credit. ,

CASH OR LIQUID ASSET RATIOS

Monetary developments in South Africa since 1965 amply
demonstrate that replacing cash ratios with liquid-asset ratios and
extending reserve requirements was not sufficient for purposes of
controlling the supply of money. The Bank Act of 1965 was
based upon a fundamental misconception about the dangers of
banks ‘creating” money. In the first place it is not the supply of
money but changes in the supply of money that is relevant for
monctary policy. Furthermore, while bank .Lovom:m are a multi-
Ew.ﬁ banks’ cash reserves. banks do not ‘create’ deposits in any
HWQWHM:#: w..w..ﬂ_m ﬁ._,d..r.._:o:_.r../. ‘multiplicrs’ may imply. Banks .u.m.:_:._ﬁ_
e :F_ﬁﬂof_ r..tciﬁﬁu and the process of supplying deposits s
Tuzw.:..um :Q.SJ:.m. .J_,_:r offices and m_E.r..J. and computers, Ctc. A
s 8. ..:r..p 15 not, n fact, a _._nc:qc to print money. The
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costs of accepting them. In banking as in other industries,
tec ::O_Or‘n may change, reducing the costs ot accepting mrﬁCmim
and incomes, and tastes may change, increasing the demand for
deposits. The money H::_n%:: s for these reasons have increased
with economic &ZJMD?_: nt. However, such growing financial
sophistication does not in itself imply any a,:.uﬁ to economic
stability.

Replacing cash ratios with liquid asset ratios is neither neces-
sary nor sufficient for purposes of controlling or limiting the
supply of money. Even cash ratio controls are neither necessary
nor sufficient for the purpose. What is both necessary and
sufficient 1s that the banks’ demands for cash reserves be ?m%nﬁ:
able and that the supply of reserves be restrained either directly
by the authorities or indirectly via the balance of payments.
Clearly the authorities could if they so wished compensate for
changes in the demand for deposits rather than central bank notes
by adjusting the supply of cash reserves accordingly. As was
indicated in the model of the money supply process developed
above, specitying required reserves will reduce the demand for
tree reserves, but not eliminate such demands. Similarly. when
required reserves are specified as ‘liquid’ assets, banks will keep a
margin of free liquid assets, rather than free cash reserves, to
preserve a degree of portfolio flexibility. The cost of holding
excess liquid assets is the interest sacrificed on other higher-
vielding assets.

Let us consider the money supply process when liquid asset
reserves replace cashreservesand banks keep no excess cashreserves.
%nEE:,Sm to Equation 12 where
M = ; [FA + NDA — CR" (v +v1a)] (Equation 16)V
If banks keep no excess cash reserves then Equation 16 reduces
simply to

M = ..Dl.r.+| |[FA + NDA + B] (Equation 17)
or

e |
7\_. - kil =) +n Z.Ww

THE SUPPLY OF MONEY AND THE DEMAND FOR, AND SUPPLY OF,
CREDIT
The influence of the balance of payments on the money basce
will be ignored in order to concentrate attention on the influence
of government financial arrangements and interest rate policies

se oand the

s ol the relano v berween the money
h .p, rici, se¢ A i T:j... uz, .): ﬂrp::.:‘ Qesln Analysis of
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on the Net Domestic Asset component of the money base. From
Equation 4, it should be recalled that

NDA = GS - GD
The increase or decrease in government deposits with the
Reserve Bank over any period 1s by definition equal to the
difference between government spending and taxation and addi-
tional government borrowing from all sources. Thus from Equa-
tion 2

AGD =T -G+ AGB + AGS (Equation 2)
where GB is all other government borrowing. GB may be
usefully broken down into government borrowing from banks,
BC,, and others, OB.

Thus AGB = ABC, + AOB (Equation 18)
substituting Equation 18 into Equation 2 gives:

AGD =T -G + AGS + ABC, + AQB
. (Equation 19)

With the aid of these equations it is possible to trace the effects
of a change in the demand for and supply of government
securities on the supply of cash reserves and ﬁrn supply of
money. The effect of changes in the composition of demand for
government securities will also be considered.

It should be clear that if the demand for government securities
from either the banks BC, or the other borrowers OB should
fall, then government deposits GD will decline, and NDA and
MB and the supply of money will increase. The supply of NDA,
MB and money will decline if demands for government securi-
ties increase. It should be recognized that the banks’ demand for
government securities is equiv alent to a supply of bank credir.

Commercial bank lending to the government consists of the
compulsory liquid asset holdings and ‘free’ ro_&bmm of govern-
ment securities in excess of «n@::m& reserves. Thus, 1f other
lending to government remains unchanged, a n&:nso: in free
bank ?:E:m will mean a reduction in GD and an increase in
NDA. The banks may, for example, wish to increase their
private lending and reduce their government lending. They
would, however. do so and reduce their free reserves only if the
rate of return on such government lending seemed relatively
unateractive. If so. the demand for bank C.L: from the private
sector. the supply of cash and the supply of money could all
w:r.—r.nfn. Ir....//._.r..m.ﬂd.. MH ._.: MLerest rafes were J.:._:: :.WPO_._.w_f ....T..T-_.
mined by domestic financial markets then an increase in demands

tor bank credit by eitl the covernment or the private secror
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would cause interest rates to rise generally without necessarily
causing a switch of portfolios towards private debt and away
from government securities. The increase in interest rates on
liquid assets would also restrain any propensity for banks to
reduce their ‘free’ liquid assets.

If the authorities sought to manage interest rates on govern-
ment securities and interest rates lagged behind what would be a
true market rate, then the excess demand for credit from the
private sector could only be satisfied by reducing the supply of
bank credit to the gove ernment. If this h ﬁuwm:ma the demand for
tfree liquid assets Tm the banks would decline, as would the
demand for government securities by other lenders, and NDA
would increase.

Similarly, if the government wished to borrow more but was
reluctant to pay higher interest rates, it would have to rely on the
Central Bank to support government borrowing with a conse-
quent increase in NDA. &anzm:ﬂn_w if private demands for
credit declined and government interest rates remained too high,
then funds would flow towards the Treasury and NDA and %r
supply of cash would decrease.

The balance of payments will exert its influence on the money
supply whether or not the banks are compelled to hold liquid
assets. Quite simply, cash is a liquid asset, and if the supply of
cash and the demands for credit are increasing simultaneously,
then the supply of cash, credit and money will all increase.
Usually with an increase in cash reserves and a favourable
balance of payments, there will be some automatic offser through
flows of funds to the Treasury and a decline in NDA. In South
Africa, the Treasury has the Emrﬁ to borrow unlimited amounts
for stabilization purposes (that is, to borrow but not to spend) in
order to reduce the supply of cash. Again. if such a policy were
used to consistently and completely offset the increase in the
supply of money following a more favourable balance of
payments, such a policy would be inconsistent with a particular
fixed exchange rate.

o
o
b

THE OFFICIAL CASE FOR INTEREST RATE MANAGEMENT

We shall now consider briefly the official case for interest rate
management and the causes and conse equences of the direct
controls applied to lending and borrowing in South Africa.

The views of the ﬁ?::}n: Commission may be taken as
representative of the official case for interest-rate managenent.

The Commission considered that the aggregate demand for
A, & = " s 0 4 = LS 1 P ey e v Py
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to changes in interest rates and that, therefore, interest rates
could not ?Gmclc ration the supply of funds.

The Commission argued that demands for credit, especially
demands for r:.m-w:nmgmm finance are much less interest-rate
sensitive than other financial demands and therefore competi-
tively-determined interest and deposit rates would result in a
large transfer of savings from financing investment to financing
consumer credit. _H:E:E:r consumer credit was assumed ::ET
citly to be a less socially-desirable application of available savings
than some of the other alternative uses for them. '

There is a very fundamental objection to the Franzsen Commis-
sion views on mterest rate flexibilicy. While it may well be true
that certain credit demands in South Africa are indeed relatively
insensitive to interest rates over the range of real interest rate
fluctuations to which credit markets have become accustomed, it
does not follow that supplies of such credit will respond elastically
to interest rate differentials and demands for bank credit. Hire-
purchase lending and, even more important, bank overdrafts are
forms ot credit where the risk of default can be high. In these
sectors of the credit market, information abourt the credit worthi-
ness of the ultimate borrower is often costly to obtain. As a result
of these information costs. borrowers dependent on bank over-
drafts may find it difficult to transfer their borrowing custom
from one bank to another. Similarly, credit customers of one
retailer may find it difficult to establish the same line of credit at
another. Neither banks nor retailers, given credit risks, find it
profitable to auction off available supplies of credit to the highest
bidder. The rationing mechanism is in large part that of the
Judgment of the bank or credit manager as to the creditworthiness
of customers rather than the interest rate promised.

The significance of such considerations at the micro decision
level &5:_@ not be taken to imply that interest rate a:.».r?:rnu
would not influence the total supplies of bank credit available fo
alternative uses. As suggested, higher interest rates do not

necessarily compensate for greater risks. It may be cxpected
therefore that relative 2ly rpqr 2r government interest rates, given
risks, would attract to the government an increased ,.,:__,E/ of
funds. There scems little in financial history to suggest that
lending o government is ::.FF:;_, unateractive
Lrﬁc:% cle ,:7 on relative iterest rates.

Such lending
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Finding support for the role that could be played by interest
rates in South Africa is complicated by the fact that interest rates
until recently have not pertormed the rationing role it has been
suggested they should perform. It may therefore be concluded
that given the interest rate policies applied in South Africa there
exists a margin of unsatisfied demands for and supplies of certain
kinds of bank credit. We should however be careful not to
attribute such perpetual disequilibrium conditions to any prop-
erties of interest rates themselves. The explanation for disequili-
brium should be attributed rather to the interest control mecha-
nisms than to any mherent instability of credit markets.

The commercial bank overdraft system is also influenced by
the relative inflexibility of bank overdraft rates and some deposit
rates. Banks provide their customers with overdraft facilities in
excess of the normal rate of use ot such facilities. The rate at
which overdrafts are utlized therefore tends to increase auto-
matically with increases in the demand for bank overdrafts. The
banks finance their extra overdraft lending by switching out of
government securities or by extra borrowing directly and
indirectly through the discount houses from the Reserve Bank or
by competing more actively for wholesale deposits. Such deve-
lopments and potential developments are considered to compli-
cate monetary policy. It should be understood that the banks can
adopt such a relaxed approach to overdraft demands because it is
obviously wnomszm. on balance, for them to do so. It is EOW_T
able precisely because the extra cash can be obtained and the
extra private credit made available at relatively low cost. If such
extra cash were not so inexpensively acquired, the banks would
have to adapt their overdraft system, The banks in different
circamstances would then be inclined to supervise the rate of
utilization of overdrafts and their deposits much more closely
than they appear to do.

THE CAPTIVE MARKET FOR GOVERNMENT SECURITIES

The South African authorities supplemented their control over
interest rates by commanding that a large and increasing propor-
tion of funds :E:E#a by private-sector financial intermediaries
be committed to government securities. The controls took the
form of prescribed investments, liquid asser ratios and credit
ceilings.

The satstaction of the compulsory requirements make up the
aptly described ‘captive” market for government and other

NAubrlic cordor cériantior m Grabh #bcrm The rambide weaveed 37
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the central government. Reliance on the captive market provides
the authorities with an alternative to either paying more competi-
tive interest rates or to creating more money for the purposes of
funding government expenditure.

The nc:ﬂ.c? are also argued to make the future of financial
institutions more secure than they would otherwise be and by so
doing protect the saver. Some provisos to this point of view
should be noted. The first is that in the search for higher overall
returns, financial institutions may accept greater risks for the
‘free’ portion of their portfolios. Secondly, alternative methods
for protecting the savers or approved borrowers may be devised
without some of the undesirable side effects of the captive
market. For example, compulsory or voluntary deposit insurance
schemes may be instituted to protect particular small savers who,
it might be argued, are insufficiently security conscious.

The captive market has implications for both the efficiency and
nozﬁnzzem evolution of the financial system and the distribution
of income. There seems no a priori reason for believing that the
normal conditions for the efficient and compertitive utilization of
resources do not apply to the financial industry.

Financial regulation inhibits competition in financial markets.
It also has implications for the distribution of income. The
captive market serves generally to hold down the rate of interest
on the government debt. The taxpayer clearly benefits from this,
while the savers—the widows, pensioners and orphans—seeking
relatively riskless vehicles for saving, are prejudiced.

A policy instrument which has been applied periodically in
South Africa is the bank credit ceiling. The impact of this
measure is the same as that of the other ‘captive’ market provi-
sions. If the banks are prohibited from additional lending to the
private sector, their additional deposits, and so cash, must per-
force be used for holding extra government securities. The
Treasury is guaranteed a further demand for its debt issues. The
usefulness of this measure and of the other controls on the
demand for credit may be undermined by the evolution of the
so-called grey market in credit. When the ‘credit ceiling is opera-
tive, banks are unlikely to offer depositors attractive terms for
their deposits. Nevertheless, the unsatisfied overdraft demands
will tend to push up the cost of credit and so lenders will be
encouraged to make direct contact with the borrowers.

Given rapid growth in the supply of deposits the credit ceiling
and other controls may be bypassed. The result may be less

e LR [ e B g R T e i BT i o ) :_,;..:_.In&.ﬂv\uﬁ
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CONCLUSION ON MONETARY POLICY REFORMS

The monetary policy reforms of the mid-1960s were at best
irrelevant. They were irrelevant firstly because they were based
on a %::35 concern about the creation of money. Secondly,
they were irrelevant for the more important reason that they
_m:o:& the automatically stabilizing balance of payments effects
on money supply developments.

The practice of monetary policy in the 1960s and '70s had
nevertheless a perverse effect on the evolution of the financial
structure. Controls tended to inhibit entry into financial markets
and competitive innovations in it,

INDICATORS OF MONETARY POLICY

In South Africa and elsewhere, a number of alternative indica-
tors of the impact of monetary policy have been proposed. For
example, monetary policy is described as easy or tight, or

inflationary or not inflationary by observation of the ratio of

money supply to gross domestic product. Increases or decreases
In interest rates or in required liquid asset reserves or a reduction
in excess reserves of the banking system may be referred to as
indicating the direction of change of monetary policy. The rate
of change of the money base or the money supply may be other
possible indicators of monetary policy.

Often a monetary policy described as tight because the
money—output ratio is falling or because interest rates are rising
or because liquid asset reserve requirements have been increased,

may be associated with a rapid or increasing rate of growth of

the money supply and/or the money base. It is necessary to
reconcile conflicting evidence of this kind.

The source of confusion about monetary policy is the failure to
draw the distinction between the supply of. and demand for.
credic and the supply of, and demand for, money. Higher

interest rates and reductons in excess reserves reveal the state of

the credit market. It is possible to have tight credit markets with
both a very rapid and a very slow rate of growth of the money
supply. This occurs when the rate of m:u?% in demand for
credit exceeds the rate of growth of .,:E.;,. of credit. The growth
in the supply of bank or other credit may be very rapid if
accommodated by an increase in the money base. The increase in
demand may be even more rapid, however, if the effect of the
increase in the money base and money supply has been to

mcrease prices. Higher prices require more funds ro fimance @

viven level of real exnenditnre
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..+ hot %@?C,:ri High nominal rates may mean low or declining

real rates of interest, if account is taken of the increase in prices.

An increase in nominal interest rates or a decrease in excess
reserves of the banking system or an increase in the difference
between the treasury bill rate and the NCD rate will all indicate
tight credit markets in South Africa. However, observation of
credit market conditions does not permit the isolation of monet-
ary policy cause and effect. Tight credit markets may be the
effect of high rates of inflation caused by rapid money m:@m?
growth. Tight credit may also be the effect of a decrease in the

mch? of money. Similarly, the ratio of money supply to gross
domestic product may remain relatively constant despite a rapid
or a slow rate of growth in the money supply. Money supply
may be doubling or trebling annually and the ratio may fall.

Similarly, prices may decrease at a slower rate than the money
supply, in which case money supply could be described as easy
and not contributing to deflation. Again, it should be noted that
money supply and prices and therefore the value of gross domes-
tic product are not independent and therefore the ratio cannot
reveal cause and effect.

A failure to appreciate the important distinction between
preferred and excess liquid or other asset reserves may also
mislead observers and more particularly the monetary authori-
ties. As was discussed above, banks have a demand for excess
reserves. Part of the demand may be in anticipation of a call
for excess reserves. The supply of reserves and increases in the
reserve requirements may increase equally rapidly. If so,
increases in required reserves could hardly be raken as evidence
of restrictive monetary policy: restrictive monetary policy
would need to keep bank reserves from increasing. In other
caircumstances, 1f banks do hold their preferred margin of
excess reserves, a call for extra required reserves may be
highly restrictive. In response to the call, the banks may
reduce their lending to the private sector in order to rebuild a
preferred margin of excess reserves. It is also possible that an
increased or reduced supply of S.ri: and 1increased or lower
levels of spending may occur independently of changes in the
supply of money. A change in the demand for money and
so in the velocity of circulation of money could have this
eftecr.
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CONCLUSION

The interdependence of the supply of money and demands for
bank credit in South Africa were explained at length above. The
dependence of the supply of money on the demand for credit and
the balance of payments is clearly consistent with sharp fluc-
tuations in the supply of money. Such fuctuations have
undoubtedly increased economic instability.

An alternative monetary policy for South Africa could be the
establishment of money supply targets or a money supply rule.
A money base target or rule might have much to recommend it.
The money base is the monetary quantity controlled directly by
the monetary authority. The money supply is erected on this
foundation. Therefore the money base itself provides the most
direct form of intervention by the authorities.

Satisfying 2 money supply target has not, to the ume of
writing, been the objective of monetary policy in South Africa. If
the monetary authorities did seek. to control the supply of
money, then the issue of what particular money to control would
become a live one. As indicated above, such an issue could only
be resolved on empirical and not theoretical grounds. As was
also indicated, a balance of payments independent monetary
policy has as its corollary flexible exchange rates. We consider
these issues again in the next chapter.

CHAPTER 6

THE BALANCE OF PAYMENTS AND THE
EXCHANGE RATE QUESTION

This chapter will develop a general analysis of the balance of
payments and then apply the analysis to South African policy
issues. A few simple equations are developed to help organize
thoughts on the relationship between aggregate income, expendi-
ture and the balance of payments.

A GENERAL ANALYSIS

The first equation indicates the quality of aggregate supply of
goods and services and aggregate demand for them.

Y+M=C+I+X (Equation 1)

Aggregare supply (Y) consists of goods and services produced by
the economy, the gross domestic product, augmented by
imported goods and services (M). Aggregate demand is disaggre-
gated into consumption expenditure by households and govern-
ment (C), investment expenditure by firms, government and
households (I) and export demand (X). The sum of C + [ may
be described as the absorption of resources for domestic uses or
as domestic expenditure, 1.e.:

C4+1=E (Equation 2)

The difference between exports and imports (X — M) constitutes
the balance of goods and services contributed to the rest of the
world from the domestic economy or withdrawn from the world
economy (B), 1.e.:

X-M=B (Equation 3)
Combining Equations 1, 2 and 3 gives
¥ —-E=5B (Equation 4)

Equation 4 states that the difference between domestic output
and absorption determines the net flow of goods and services 10
or from the economy and the rest of the world, When the
national economy generally spends less than it produces (that is,
when the economy makes real savings), it will be contributing
goods and services to the rest of the world and B d&:& __ﬂr
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