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Abstract

The current international monetary system is very different from that of a few
decades ago. Many of the old restrictions that had been placed on currency and
capital movements between countries have fallen away in favour of a much more
liberal international payment and investment system. The global financial arena
is now characterized by greater currency instability, volatility and heightened
financial risks. Exchange Rate risk is one of the complex topics in the economic
world. Since there are so many factors in the financial market that influence a
country’s currency value, it becomes very risky for importers, exporters and

portfolio investors to be involved in the international trade and financial markets.

The purpose of this study is to gain an understanding on how the major
economic indicators have an impact on the decision-making of the importers, the .
exporters and investors, to further influence the volatility of the Rand; and to
provide various hedging and arbitraging strategies to reduce foreign exchange
rate risks.

The layout of the study is based on six chapters. Chapter 1 focuses on the
background and scope of the study, mainly explaining the reasons, objectives
and methodology of this study. An historical overview takes place in chapter 2,
where a number of different exchange rate systems will be discussed. Chapter 3
reviews different exchange rate theories in order to support the empirical study in
the next chapter. Chapter 4 focuses on an investigation and comparative study
on how foreign investments and trade with developed countries have an impact
on currency values and visa-versa. A number of management strategies for
reducing exchange rate risks are introduced in chapter 5. Chapter 6 is the

summary and conclusion of the research.
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Chapter 1

Introduction and Problem Statement
1.1 Introduction

Economic prosperity gained importance when countries with different
currencies engaged in business transactions. An economy could no longer be
assessed on its own, but had to be measured in terms of the other economies
with which it traded. The relationship between the economies of different
countries affected the price of one currency in terms of the other currency. The
exchange rate is not only a measure to facilitate business transactions, but it
is also an indicator of the confidence in a country’s political and economic
policy. The factors that indicate the strength of an economy in terms of
another economy and therefore exchange rate movements, is researched in
this study. As all major macro economic events affect the exchange rate,
exchange rate management can become an important base for other
economic policy measures. It is one of the most important economic
foundations for the consideration of economic policies.

For a business the price at which goods trade is very important for obvious
reasons. A problem with transactions in other currencies is that the price can
change without any direct action by one of the parties, but simply because the
exchange rate changed. Only knowing what affects exchange rate
movements is not sufficient. An understanding of the risk associated with
foreign currency transactions and how to manage the risk is important for
practical business applications.

Risk can be seen that, as a result of uncertainty, a negative outcome will
result. Bessis (2006:19) states that exchange rate risk is the losses incurred
when there are changes in the value of the currency or exchange rates. In
other words, exchange rate risk refers to the possible different financial
outcomes between the initial and ultimate transactions as a result of an
exchange rate alteration. When the exchange rate moves, the price or value
of goods and financial assets are affected. Because of the pervasive influence
of exchange rates on an econorny, it is usually unwise to allow the value of the
domestic currency to fluctuate in a completely unfettered manner. On the
other hand, an extremely restrictive central bank policy as far as exchange
rates are concerned could stifle export performance and, ultimately, growth.

According to Lindert and Pugel (1996:532), exchange rate systems have
changed remarkably over time: before the First World War, fixed exchange
rates took the form of an international gold standard, where all countries tied
their currencies to gold allowing unrestricted import and export of gold. After
the Second World War, the world sought the advantages of the fixed
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exchange rate system, and turned to the Bretton Woods System where the
US Dollar was pegged to gold and the US was prepared to buy and sell
unlimited amounts of gold at the official rate. In 1970s, the Bretton Woods
system was terminated, and most of the major currencies were allowed to
float to a certain degree.

Regarding the choice of exchange rate policies, Edwards (2001:3) indicates
that, many countries have suffered a severe currency and financial crises
since the late 1990s, with an overwhelming toll on their economies. Since then,
Exchange rate policies have changed overtime because of the financial crises.
The exchange rate regimes for different countries emphasise the existence of
both fixed and floating exchange rate regimes. A country’s general economic
environment determines whether it will choose to have a fixed exchange
regime, a floating exchange regime or even a managed exchanged regime.

Since the 1990s, there were a number of economic crisis that happened all
over the world. Examples are given by TRISA (2007:141), such as the
Mexican crisis in 1994, the Asian Crisis from 1997 to 1998, the Russian and
Brazilian crises in 1999 and the Argentine currency crisis between 2001 and
2002. Every economic crisis brought many changes to the exchange rate
systems and policies world wide. In May 1997, the speculative attack on the
Czech crown turned out to be an eye opener for policy makers on the
importance of early warning signals. These signals indicate that the existed
economic policies are not consistent with the existing exchange rate regime.

Apart from an economic crisis, there never seems to be stability and certainty
in the global economy. Prasad (2007:2) refers to some of the prevailing issues:
currently, China’s soaring foreign exchange reserves have created internal
and external pressures on the balance of the economy, and introduced risks
to the financial system. The American economy, on the other hand, has a
huge trade deficit, and is now facing a sub-prime mortgage crisis and
economic growth slowing down. While rising concerns about the global
environment and associated energy shortages indicate that countries will have
to invest in ever more energy-efficient and environmentally-friendly industrial
processes in the future. This negative economic scenario could hamper
certain countries’ current account even more.

Under these circumstances, the issues relating to exchange rate management
became an important concern for economic reform in South Africa due to the
rapidly changing global environment. Exchange rates are one of the difficult
topics in the economic world, since it is impacted by so many factors in an
economy. Exchange rates are not only influenced by the economy of one
country, but by the economies of many countries. Due to all the uncertainties,
the risks involved are not always known and therefore difficult to manage.
Aron et al. (1997:16) states that different regimes on floating exchange
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systems were implemented, which significantly increased fluctuations in the
exchange rate. The level of the real exchange rate to the equilibrium real
exchange rate, together with its stability has an influenced on exports, imports
and investment.

1.2 Problem Statement

The international monetary system presently in use is very different from that
of a few decades ago. ITRISA (2007:139) states that many old restrictions
placed on currency and capital movements among countries have fallen away
in favour of a much more liberal international payment and investment system.
In this regard, improvements in technology, have greatly speeded up and
simplified the process of transferring funds internationally. Despite these
advantages, the global financial arena is now also characterised by greater
currency instability, volatility and heightened financial risk. This requires
importers, exporters and investors to have a clear knowledge and
understanding of exchange rate risk.

According to Bessis (2006:19), foreign exchange risk is the risk caused by
losses due to value changes in a country’s currency. It impacts the earnings
on a company’s revenue or the value of the company’s assets and liabilities
denominated in a foreign currency. In other words, exchange rate risk or
currency risk is the risk involved in the operations of a business in other
currencies. The value of an investment will be affected by changes in
exchange rates. For instance, if a country’s currency must be converted into a
different currency to make an investment, changes in the value of the
currency relative to the domestic monetary unit will affect the total gain or loss
on the investment.

Manuel, (2008:6), is of the opinion that due to the continuing international
move towards globalization, the value of the South African Rand becomes
more dependent on the trade of raw materials and portfolio investment flowing
from the rest of the world. It is therefore important to have a better
understanding of the factors that influence a country’s currency, and to
foresee the potential fluctuations in a currency’s value. Thus, the exchange
rate risk involved in international transactions should be studied. Hedging
strategies and analytical models may be used to predict and hedge the
exchange rate risk, and may be an efficient tool for corporations in the
evaluation and planning of the proposed projects.

Eichengreen (2006:1) mentions that, at present, the value of the Rand is more
vulnerable, since most of the exchange rate controls have been abolished and
the South African Rand free floats against the major currencies of the world.
The problem is that there could be more exchange rate risks to which trade or
investment parties are exposed to and may endure for a long period. This is
because there is often a considerable time lapse between signing a contract
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and the conclusion of a transaction. In order to manage exchange rate risk
regarding future trade and investment, it is necessary for companies to have a
number of exchange rate risk management strategies in place to hedge and
reduce the exchange rate risks.

In summary, it can be stated that the Rand exchange rates against the major
currencies around the world is subject to a high level of risk when companies
and individuals consider whether or not to trade and invest in South Africa.
The reasons for the high risk will be considered in Chapter 5.

1.3 Objectives

One primary objective and four secondary objectives have been identified for
this research study.

1.3.1 Primary Objective

The primary objective of this study is to analyze and gain an understanding of
the economic factors flows that have a major impact on the volatility of
exchange rates. Major economic indicators are taken into consideration when
exporters, importers and investors make trade and investment decisions.
Therefore, economic indicators have an impact on exchange rate movements.

This primary objective will be achieved through the analysis of the factors and
reasons for exchange rate movements from the 1990’s up to the present, in
Chapter four. A number of exchange rate risk management strategies and
analysis models to hedge and reduce these exchange rate risks will be given
in Chapter five. These include: cross — currency coupon swap, exchange —
traded currency hedging instruments; uncovered based Parity (UIP) and
purchasing power parity (PPP). This is done through the research process
with the supportive literature study in Chapter two on the development of
exchange rate regimes and exchange rate theories discussed in Chapter
three.

1.3.2 Secondary Objectives

The following four secondary objectives will support the attainment of the
primary objectives.

® To obtain a brief understanding of the development of the international
monetary regimes, and to gain insight into the South African exchange
rate system in particular.



® To identify the exchange rate theories and macro-economic approaches
which have an impact on exchange rate fluctuations.

® To understand how such factors as money supply, inflation, interest rates
and South African GDP growth level will impact the investment and trade
activities between South Africa and the developed countries.

® To analyze the definitions, types and accounting measures of exchange
rate risks. In order to have an understanding on how companies can use
the hedging and arbitrage strategies in the international trade and
investment activities to reduce foreign exchange rate risks.

1.4 Demarcation of the Study

The study will focus on South Africa’s exchange rate regimes, the major
economic indicators in South Africa, the trade and investment performance
with developed countries which have an influence on the movements of the
Rand currency value against the major currencies in different periods since
the 1990s. Therefore, it will not include other emerging market countries’
exchange rate policy ortrade performances.

The theoretical study will only focus on the exchange rate regimes and the
factors which have a huge impact on the South African exchange rate or Rand
volatilities.

1.5 Research Methodology

The methodology of the study may be categorised as: a literature survey and
an empirical investigation.

1.5.1 Literature Study

A study has been undertaken of the relevant research sources. These sources
have been studied, evaluated and compared.

A literature study has also been compiled on the relevant subject of study, to
provide a better insight into the research problem and the necessary
background in order to provide guidance on the empirical part of the study.
The sources are the research reports that were completed by international
and national institutions, such as the World Bank, the International Monetary
Fund (IMF), the South African Reserve Bank (SARB) and the South Africa
Revenue Service (SARS).



Secondary data sources are from many other agencies and institutions that
publish official statistics in the original or an altered form, designed to facilitate
investigation, interpretation and analysis. The Journal of International Money
and Finance and research articles obtained from other academic databases
were also utilised.

1.5.2 Empirical Investigation

Based on the overview of exchange rate regimes in Chapter two and the
study of theories and models in Chapter three, some important information,
figures and supporting data, such as export and import figures, capital inflows
and outflows, and the nominal and effective exchange rate of the Rand over a
number of years are gathered for an investigation of Rand volatility in Chapter
four. Practical models and strategies for exchange rate risk management are
introduced in Chapter five.

Chapter four investigates the factors that triggered exchange rate fluctuations
during the various periods in South Africa. The study also covers the
exchange rate policy background during the investigation periods, as well as
other economic indicators having a large impact on South Africa’ currency
value. These include a country’s terms of trade, inflation, interest rate, money
supply and economic growth rate. How companies manage exchange rate
risk will be studied in Chapter five.

1.6 Layout of the study

The main part of the study will be divided into six chapters, which are
summarised below:

The first chapter will focus on the background and scope of the study. It will
highlight the problern statement, research objectives and demarcation of the
field study. The research methodology and the outline of each chapter will
also be explained briefly.

Chapter two comprises the literature study. It includes the historical
introduction of a number of different exchange rate systems, such as, the
Gold Standard, the Bretton Woods System, European Monetary System (EMS)
and the current international monetary system. The four phases of South
African monetary systems and exchange policies are also studied. In the
discussion on South Africa’s current exchange rate system, questions are
raised on topics such as whether inflation targeting framework is suitable for
South Africa’s present economic circumstances; and with the Rand volatility,
would the managed floating exchange rate system work better to promote
trade and investment?



In Chapter three a review is made of the exchange rate theories, including the
definitions of the exchange rate and the price of a currency; the theories of
exchange rate determination, such as the Purchasing Power Parity (PPP),
Balance of Payment and asset approach to exchange rate determination;
followed by the equilibrium exchange rate theories, including the Fundamental
Equilibrium Exchange Rate (FEER) theory, the Desired Equilibrium Exchange
Rate (DEER) and Natural Real Exchange Rate (NATREX); by the end of the
chapter, the Mundell-Fleming Model is studied to emphasize the role of
government monetary and fiscal policies on impacting exchange rate.

Chapter four will focus on the empirical investigations and a comparative
study on how the foreign investment and trade with developed countries have
an impact on the country’s currency value. The country’s economic indicators,
such as current account deficit, inflation and interest rate changes, are
referred to in the South Africa’'s exchange rate content. The factors which
have an impact on the exchange rate volatilities will be analysed through the
study of trade, investment and nominal and effective exchange rate changes
over a number of years.

Exchange rate risk is one of many financial risks involved in international trade
and investment. The definition and the measurement of the exchange rate
risks will be discussed. A number of management strategies and analytical
models such as natural hedges, futures and forwards, options, swaps,
uncovered based approaches, purchasing power parity and Balassa-
Samuelson approach will be introduced in Chapter five to hedge and reduce
the exchange rate risk of South Africa when trading with developed countries.

Chapter six provides the summary of the research. In this chapter, a general
summary will be made of the fluctuation of the exchange rate movements.
Some recommendations will be introduced on how South African exporters,
importers and investors can rnanage the potential currency risk involved in the
trade between South Africa and the developed countries. |



Chapter 2

An Overview of different Monetary and Exchange Rate Systems
2.1 Introduction

There is a close relationship between the international monetary systern and
the exchange rate systems of the major countries in the world. According to
Chacholiades (1990:482), it is the common knowledge that the particular
exchange rate system sets broad parameters for economic policy-making and
behaviour. However, the international monetary system embraces more than
the prevailing exchange rate systems. Indeed, there is even uniformity in this
regard. With most countries today subscribing to a flexible exchange rate
policy, the international monetary system has come to denote the total
environment which facilitates the flow of trade-related payments and capital
flow, the interaction of currencies, and the exchange of ideas and financial
assistance at national and international level.

According to ITRISA (2007:128), it is particularly distinctive about the
international monetary system that it lends its weight to a far greater number
of international transactions than those covering simply payments for goods
and services. The inflows and outflows of foreign exchange transactions from
countries’ trading activities are modest compared with those arising from
international capital transactions. In addition, a growing number of
sophisticated financial instruments and innovations in technology have been
responsible for the speed with which capital transactions are currehtly
performed and the virtual disappearance of restrictions in the financial world.

International monetary systems are classified according to the degree of
flexibility to the foreign exchange rates. It includes the fixed exchange rate
system, floating exchange rate system (free floating exchange rate system
and managed floating exchange rate system), and the alternative exchange
rate system. The above mentioned exchange rate systems will be discussed
in section 2.2.4. The ability of currencies to float against each other is various
and determined by their economic and trade capacities and respective
government or intergovernmental arrangements. Therefore, the exchange
rates of the major currencies between each other are used as the common
measurement of the currency values. '

International trade and finance is involved with the complexities of
international money transactions. The currency value or exchange rate is
determined within the milieu of an international monetary system. The risk-
reducing effects of international trade and investment would be greater if it is
not for the volatile exchange rates associated with the current floating



exchange rate regime. Lam (2003: 349) warns that, the floating exchange
rates introduce an additional element of risk in international trade and
investment.

In order to gain a further understanding on the exchange rate risks, the
different exchange rate regimes will first explained in this chapter.

It is the purpose of this chapter to fully explain the South African environment
in which the monetary and exchange rate systems operate. In order to do so,
an historic overview on the development of the exchange rate system is given.
The discussion begins with an overview of previous exchange rate regimes
starting with the Gold Standard and its termination in the 1930s. The Bretton
Woods system, initiated in 1944, which established the basic framework for
the post-Second World War era, the European monetary system and the
current international monetary systems as well as alternative exchange rate
regimes that will also be discussed. The South African exchange rate system
will also be introduced and compared to other systems. The four phases of
exchange rate systems and the exchange control policy will be analysed.

2.2 Exchange Rate Systems

An exchange rate system plays a very important part in the economic
activities of a country. Isard (1997:24) states that a country’s exchange rate
system is one of the important factors for the functioning of other economic
policy measures, and especially has an impact on international trade policies.

Different exchange rate systems have been developed in an attempt to attain
economic stability. A particular system does not always provide the best
solutions at all times. As economic conditions change, a system that was
considered to be a good system could all of sudden reveal flaws. Exchange
rate systems have changed remarkably over time. From the fixed exchange
rate system, implemented in the1870s, moving to the Bretton Woods system
which was terminated in 1970s. After, 1973, most of the major currencies were
allowed to “float” to a certain degree. In the following discussion, each of the
exchange systems will be explained briefly.

2.2.1 The Gold Standard

The history of the Gold Standard may be traced back to the nineteenth century.
According to Salvatore (1998), the period of the Gold Standard was between
the years 1880 to 1914. Chacholiades (1990) is however of the opinion that
the gold standard was between 1870 and 1914. Nevertheless, the period
from 1870 to 1914 is regarded as the most affluent period of the Gold
Standard and is also referred to as the ‘classical gold standard’, where
virtually no capital movements were made during this period.



Lindert and Pugel (1996:532) state that gold became a standard measure of
wealth throughout the world and at about 1870. After the California gold rush
in the nineteenth century, almost all the major economic powers of the day
adopted the gold standard. The gold standard is an exchange rate system
based on the value of gold. Under the gold standard, countries defined the
value of their currencies in terms of gold. For instance, in 1914, the US Dollar
was worth 0.05 standard ounces of gold, while the British pound was worth
0.25 standard ounces of gold. The pound was worth 4.86 times as much as
the Dollar in terms of gold, making one pound worth US$ 4.86. The gold
standard therefore made provision, in principle, for a system of fixed
exchange rates, since the exchange rates were fixed by gold value. In most
countries, paper money was also freely convertible into gold at a fixed rate.

The Gold Standard which is no longer believed to be an acceptable exchange
rate system, nevertheless had advantages. According to Hill (1999:296), the
advantage of the gold standard was to bring about the equilibrium in countries’
balance of payments by influencing price levels. For instance, if a country had
a current account deficit, the value of imports exceeded that of exports, the
individuals wishing to make further payments to foreign parties would have to
convert their domestic currency into gold and ship the gold. The loss of gold
would reduce the domestic money supply, which would have a concretionary
effect. This effect could for instance be on the subsequent tightening of credit
conditions, and the rising of interest rates would discourage spending, and the
overall price level would drop. Lower domestic prices would, in turn, lead to
more cost-efficient production and a reduction in imports because of the
availability of cheaper, domestic alternatives. Over time, the current account
deficit would be reduced.

Another advantage of the gold standard, pointed out by Chacholiades
(1990:489), is that by stabilizing the exchange rates, the gold standard also
reduced price uncertainty and risk, and was seen to positively influence
international trade performance at the time. The gold standard worked well for
the 50 years before the First World War. During this relatively trouble-free
period, the adjustment mechanism appeared to work well. However,
subsequent research has shown that the gold standard was effective only
because it was not put to any significant test. No major trading nation
experienced any serious balance of payments deficits and thus there was no
need to bring about dramatic changes to domestic price levels.

In summary, the Gold standard used gold reserves and gold price as the
medium whereby the country’s balance of payments is managed. It was
relatively sufficient during the period from 1870 to 1914. The advantages of
the gold standard included the reducing of the exchange risks; and to adjust
the overall the money supply in an economy through the tightening of the
credit conditions and rising interest rate. It automatically stabilized the
exchange rates among major countries in the world and had the positive
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influences on the international trade and investment. However, it only
functioned well up to the beginning of the First World War.

According to Salvatore (1999:680), with the outbreak of the First World War in
1914, the gold standard was abandoned. The reasons being: the shipping of
gold had become a risky operation under the war conditions; and the larger
trading nations had to use a sizeable proportion of their gold reserves to
finance the War effort. In an attempt to conserve gold during the war period,
currencies were no longer allowed to be freely conserved into gold and central
banks took control of gold reserves. Although after the War, countries put the
effort to return to the gold standard, such as, to restore the countries’ currency
convertibility into gold. The system could not function efficiently after the war.
The main problem was that, there was widespread disagreement among the
countries on where currency values should be set in relation to each other.

2.2.2 The Bretton Woods System

As discussed above, the gold standard could not function well after the war. A
new exchange rate system, to facilitate international trade and investment had
to be found.

As reported by Island (1997:45), plans for a new international monetary
system began to take shape during the Second World War. It was in hope of
avoiding the international economic disorder after the First World War. The
conference was held in Bretton Woods, New Hampshire in US by the United
States, the United Kingdom, and 42 other countries. South Africa was also
invited as one of the representative countries. The new international economic
order — the Bretton Woods agreement was formally launched with the
declaration of fixed exchange rate parties by 32 countries in December 1946.

According to Island (1997:45), the Bretton Woods agreement reflected a
middle ground between the philosophies of laissez faire and interventionism.
The negotiations sought to establish a political alliance between those parts of
the political establishments that lobbied strongly for free trade and those that
sought arrangements to foster full employment and economic stabilisation.
One of the objectives was to reach an agreement that countries with
depressed economies would not resort, as they had in the 1930s, to ‘beggar-
my-neighbour’ devices such as import restrictions or competitive devaluations.
The outcome was to manage a multilateral system that left individual countries
with considerable policy autonomy but subjected their exchange rate practices
and international trade and payments restrictions to international agreement.

Two new international organizations, as reported by ITRISA (2007:135), are
the International Monetary Fund (IMF) and the International Bank for
Reconstruction and Development (the World Bank, IBRD) were created at the
Bretton Woods conference. The IMF was designed to promote international
monetary cooperation, to keep exchange rate systems in order, and to provide



short-term financial assistance to meet temporary balance of payments needs.
The World Bank was established to finance reconstruction and development.

The question can be asked if the Gold Standard was totally abandoned, or did
the Bretton Wood System develop from the Gold Standard.

Chacholiades (1990:495) stated that gold was still assigned an important
monetary role in the Bretton Woods System, although it was more indirectly.
Gold was again given a fixed price but was expressed in US Dollars only.
Other currencies fixed their values in terms of Dollars. For instance, one
ounce of gold was valued at 35 US Dollars; one Dollar, in turn, was valued at
360 Japanese yen, and so on. In practice, this meant that the US Dollar was
the only currency which was directly convertible into gold; other currencies
were convertible into Dollars at a fixed rate.

According to Salvatore (1998:682), the reason for this arrangement was that
the United States became the main financial area in the world since its
production facilities had not been devastated by the war. It was therefore
considered logical to peg the US dollar with gold by virtue of the economic
power of the United States. The US Dollar became the status of the key
reserve currency and a major substitute for gold. The Bretton Woods System
was also known as the gold exchange standard because gold was the
ultimate reserve, other currencies could directly or indirectly be exchanged for
gold.

From the above discussion, it can be seen that the Bretton Woods System is
to some extent the Gold Standard System, wearing a US Dollar coat. Since
the Bretton Woods exchange system was in operation, most countries’ official
international reserve started to take the form of US Dollars. The Bretton
Woods System functioned well for about the first 20 years, but when it faced a
series of crises, the systern’s weakness began to expose. According to
Eichengreen (1993), by the end of the 1950s, US liabilities to foreign
monetary authorities had reached 10 billion Dollars and US gold sales to
foreign countries amounted to 5.7 billion Dollars net during the period. The
use of gold as the ultimate reserve also became problematical in the 1960s
and 1970s. The main reason was that gold production was not keeping pace
with the growth in international trade. By the year of 1972, the gold only
contributed 30% of the international monetary reserve, compared with the
gold contribution of 66% in 1959.

Van der Merwe (2003:1) explains that, in this period, with the rise in inflation
and the worsening of the United States’ foreign trade position, speculation
attack rose in the foreign exchange market and caused the devaluation of the
US Dollar. The US Dollar devaluation was also impacted by the United States
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deficit trade figures in since 1945. In August 1971, President Nixon of the US
suspended the convertibility of the US Dollar into gold and announced the
country’s intention to devalue the US Dollar.

With the US Dollar under speculative attack, the Bretton Woods system could
not function well. The Bretton Woods system breakdown involved some
interconnected processes: the rising inflation and the trade deficit of the
United States; and the increasing production capacity of the global economy.
These resulted in reducing the impact of the US economy within the Bretton
Woods order (Lindert & Pugel, 1996:532). The international monetary system
moved towards a new regime, based on the free movement of capital in order
to maintain international transactions.

2.2.3 The European Monetary System (EMS)

The European community is relatively small in geographic terms. A lack of
monetary stability in one country can have an adverse effect on the rest of the
continent. When the Bretton Woods system failed, a need for a new system to
stabilize the economy arose.

According to MacDonald (1999), European countries continued their efforts to
coordinate their monetary policies and to prevent intra-European exchange
rate fluctuations, after the breakdown of the Bretton Woods system. In March
1979, the European Community decided to put the EMS into operation.
Members that participated in EMS included Germany, France, ltaly, Belgium,
Netherlands, Luxembourg, Denmark and Ireland. They decided to fix their
mutual exchange rates within certain bands and let their currencies fluctuate
against the US Dollar.

The main purpose of the EMS was to encourage monetary stability in Europe.
According to Salvatore (1995:695), the EMS acted as a transitional step
towards establishing the European Central Bank (ECB) and a common
currency in 1994. By 1998, the ECB was established and was responsible for
setting up a single monetary policy as well as interest rates for the adopting
nation. At the beginning of 1999, 11 European countries: including Austria,
Belgium, Finland, France, Germany, ltaly, Ireland, Luxembourg, Netherlands,
Portugal and Spain, adopted a single currency, the Euro. Derived from a
basket of varying amounts of the currencies of the European Union (EU)
nations, the European Currency Unit (ECU) was an accounting unit used to
determine exchange rates among national currencies.

ITRISA (2007:195) explained that the European Union (EU) which covered by

the thiteen EMU members is known as the Euro Zone. The other three pre-
enlargement EU member countries, the United Kingdom, Sweden and
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Denmark continue to remain outside the EMU because they are not certain
how well the EU will work in the medium and long term. The EMU was an
improvement to the previous two systems, but also did not provide the perfect
solution.

The EMU was an improvement to the previous two systems, but also did not
provide a perfect solution. According to Lindert & Pugel (1996:536), the main
benefits of the EMU to its member countries are: eliminating the cost
associated with exchanging one currency for another within EU members, the
product prices should be more competitive, since the economic policies now
being determined by an independent central bank greater price stability
should be achieved. However, there are also potential drawbacks: with the
advent of the EMU, national authorities of different countries may no longer
resort to using econornic measures, as interest and exchange rates are
determined by the ECB, so EMU’s economic policy does not cater to the
specific needs of individual countries.

Lindert and Pugel (1996:536) state that the consolidated GDP of the 13 EMU
members is roughly equal to that of the United States, but the EMU's current
share of international trade is marginally bigger. The US Dollar is still the
leading currency in the world, although it has weakened quite markedly in
recent years and the Euro has overtaken some of its value. For example,
since there is a huge amount of trade between South Africa and Germany,
and the United Kingdom, the South African Rand value is not only under the
influence of the US Dollar, but also follows the trend of the Euro.

In conclusion, the purpose of the European Monetary System was to establish
a greater measure of monetary stability and balance of payments equilibrium
in the European Community. The system also has an impact on other aspects
of policy makings among EU members. The Euro also acted as a conversion
of Dollar balances. Currently, with the US financial crisis and the economy
slowing down, the US Dollar is experiencing depreciation pressure again other
major currencies. On the other hand, the Euro become a more stable and
popular currency in world trade.

2.2.4 The Current International Monetary System

The present international monetary system is very different from that of a few
decades ago. ITRISA (2007:109) points out that, many old restrictions that
used to be placed on currency and capital movements between countries
have fallen away. Countries around the world are free to choose the exchange
rate systems which are more suitable for their trade and investment situations.
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It is difficult to choose a suitable exchange system. According to Pentecost
(1993:4), when exchange rates move, the price and hence the volume and
value of goods and financial assets are affected. Because of the pervasive
influence of exchange rates on an economy, it is usually unwise to allow the
value of the domestic currency to fluctuate in a completely unfettered manner.
On the other hand, with an extremely restrictive central bank policy as far as
exchange rates are concerned, it could stifle export performance and,
ultimately, growth. Moderate intervention by the central bank with a view to
ensuring relative exchange rate stability is widely considered to be the most
sensible policy, for instance, by allowing freedom of movement in the value of
the currency but only within certain parameters.

Island (1997:187) mentions that, most of the conceptual literature relating to
the choice of exchange rate arrangements is cast in terms of a dichotomy
between fixed and flexible exchange rates. In practice, however, systems of
rigidly fixed or perfectly flexible rates are hardly ever observed. In the official
classification by the IMF, exchange rate arrangements are divided into three
broad categories: pegged or fixed arrangements, flexible arrangements and
an in-between category of arrangements with limited flexibility. National
choices reveal a lack of consensus in the world today.

The different types of exchange rate systems are discussed in the next
section. In most cases, the choice of the exchange rate system reflects a
country’s economic development and financial stability level. The political
system may also play a role. For instance, developed countries tend to have
rmore liberated systern than developing countries.

2.2.4.1 Floating Exchange Rate System

With a floating exchange rate system, the value of a currency is not fixed to
the value of a commodity or the price of another currency. A floating
exchange rate system is a truly free market system.

According to Dornbusch (2004:515), a floating exchange rate system is the
system, where the price of the currency or exchange rate, is determined by
market forces. In other words, a completely flexible or purely or freely floating
exchange rate is the price of the currency determined exclusively by the
underlying balance of supply and demand for the currencies involved, with no
outside intervention. Copeland (1990:14) states that under such a system, the
monetary authorities of the country do not play a key role to influence the
currency price or the currency volume. Rather, the quantities traded and the
exchange rates between the domestic currency and other currencies are
determined mostly by forces of demand and supply.
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With the formalisation of the flexible exchange rate system, IMF members met
in Jamaica and agreed on the rules for the international monetary system that
are presently in place. Hill (1999:301) reports that, the Jamaica meeting was
to revise the IMF Articles of Agreement so that they reflect the new reality of
floating exchange rates. The main elements agreed on, included abandoning
gold as a reserve asset, the acceptance of floating exchange rates, and the
increase of the total annual IMF quotas to US$41 billion — the amount that
member countries contributed to the IMF.

With the Jamaican conference an attitude of flexibility seemed to be present.
Chacholiades (1990:455) mentions that, a key feature of the Jamaican
conference was to agree that countries were free to choose the type of
exchange rate system that best suited their own needs. Pegged and floating
exchange rates were given equal status and countries were no longer obliged
to maintain specific par values for their currencies. Countries were however,
urged to practice domestic economic policies that would encourage economic
and financial stability

Salvatore (1995:655) stated that the floating exchange rate systems may be
divided into two groups: free floating exchange rate system and managed
floating systems. Each is subsequently discussed below.

® Free-floating exchange rate system

Under the free-floating exchange rate system, central banks do not intervene
in the foreign exchange market. According to Salvatore (1995:655), central
banks will, rather allow supply and demand forces to determine the currency
price, and the values of foreign exchange rates are freely determined in the
market.

The advantage of this system is that free market principles are allowed to
determine the exchange rate. It is explained by Salvatore (1995:655) as
follows: the perceived advantage of this system is that, any surplus or deficit
in the balance of payments is automatically corrected, it saves the
“administrative costs associated with intervention. For example, a country
experiences a decline in export sales during a particular period which is
reflected as a current account deficit. The decline in exports is accompanied
by reduced demand for, and thus a weakening in the country’s currency. The
weaker currency, however, makes exports cheaper and this fuels export
performance once again. The weaker currency also makes imports more
expensive. The improved export performance counteracts the weaker import
performance and the currency achieves a break even. As the balance of
payments essentially becomes self-adjusting, countries do not need to keep
large stocks off foreign reserves in order to defend their domestic currency.
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The free floating exchange rate system also has disadvantages which makes
it a riskier system. Exchange rates become unpredictable and continuously
fluctuate. Salvatore (1995:655) warns that, as exchange rates fluctuate on a
daily basis, a potential foreign investor cannot predict the future value of the
asset with any certainty, and the intended profits could easily turn into losses.
As the exchange rate is allowed to surge or fall to any level, there could be
dire consequences for the economy. If an exchange rate depreciates, imports
become increasingly expensive and inflation soars to damage the economy.

With a free floating exchange rate system, it is not only worldwide economic
performance that influences the exchange rates fluctuation, but also the
actions of speculators.

Currently, South Africa has a free floating exchange rate system. The South
African Reserve Bank does not use foreign exchange reserves or monetary
policy tools to directly intervene in the foreign exchange market. The Rand is
free floating against all the major currencies. Taking the above mentioned
disadvantages into account, it is recommended that, as a developing country,
in order to protect export industries, the South African government should act
as an important player in the foreign exchange market in order to protect the
growing economy.

® Managed floating exchange system

With a managed floating exchange rate system, the government or central
bank sometimes enters the foreign exchange market as a participant in an
attempt to manipulate currency value in different levels. Currently, this system
is applied by most developed countries and almost all the developing
countries in the world.

Colander and Gamber (2002:48) emphasize that under the managed floating
exchange rate system; the government sometimes buys and sells its currency
to influence the exchange rate but otherwise lets the market determine its
value. For countries with a managed floating exchange rate system, the
monetary authorities are able to smooth out short-term fluctuations while the
underlying adjustment process takes effect. This system allows interference
by the monetary authorities when they notice that current exchange rate
movements will affect other economic measures, such as employment,
inflation, and international competitiveness.

The managed floating exchange rate system can provide some order in an
otherwise chaotic market. It lends itself to the possibility of making corrections
within a relative short period. According to Dornbusch et al. (2004:505), this
exchange rate system is also a guide to the underlying strengths or
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weaknesses of an economy and a tool to correct temporary imbalances in an
economy. The meaning of the managed floating exchange system may differ
in different countries and different time periods. The effectiveness of the
managed floating exchange system depends on the government’s ability to
manage foreign currency reserves; its ability to distinguish between reversible
short-term influences and more fundamental factors; and the extent to which
the government is prepared to use monetary policy to influence the exchange
rate rather than to pursue domestic policies, such as the control of inflation
and interest rates.

Edward (1999) explains that, the free floating and fixed exchange rate
regimes are only two of the possible exchange regimes that a country can
choose. It highly depends on the country’s economic circumstances, which
may be suitable for different systems. in practice, neither the floating nor fixed
exchange rate system in its pure form is in evidence today. Today’s
international monetary system makes provision for a number of different
exchange rate arrangements. The industrialised countries as well as some of
large developing countries operate under a managed floating exchange rate
system rather than the free floating exchange rate system.

In summary, the managed floating exchange rate system allows governments
to keep the country’s macro-economic stable and correct temporary
imbalances in the market. It is the most popular exchange rate system
applied by the developed or industrialized countries in the world. It is
commonly understood that countries would normally first focus on domestic
economic stability and then following with a suitable exchange rate system to
assist further economic growth.

2.2.4.2 Alternative Exchange Rate Regimes

If the free floating exchange rate system and the fixed exchange rate system
are taken as the two extremes, many other systems having some of the
attributes of the two systems may be adopted to suit specific needs.

According to Edwards (1999), there are many layers between floating
exchange rate systems and fixed exchange rate systems. Since neither free
floating nor fixed exchange rate systems could eliminate all the problems
raised by the modern-day globalising of financial markets. Countries around
the world tend to choose the most suitable exchange rate system to their
economic growth and development.

There are a number of alternative exchange rates systems, including floating

within a band; sliding band; crawling band; crawling peg; adjustable peg;
currency board; and full Polarization (moving between exiremes); ranked
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according to the degree of flexibility that they import into the economy and the
relative stability they afford to the nominal exchange rate. For more reading on
these different exchange rate regimes refer to Salvatore (1995), Edwards and
Frankel (1999). In this section, some examples for the countries using the
alternative exchange rate system will be studied.

Eichengreen (2006:1) reports that, a number of Caribbean islands peg their
currencies to the US Dollar, while Cameroon and Comoros peg their
currencies to the Euro. Most Asian countries’ currency used to peg to
American Dollar, which, in turn, floats against other currencies. With a view to
achieving even greater exchange rate stability, a number of developing
countries, such as China, proposed to peg their currencies to the Special
Drawing Right (SDR) basket which is a basket of major currencies established
by the IMF. The SDR basket is generally seen to be more stable than a single
foreign currency because should the basket currencies depreciate or
appreciate against one another, the SDR value itself will reflect the average of
such currency movement.

The reason for the developing countries to choose an alternative exchange
rate system is that, the key (major) currencies that are widely traded on the
international trade market, have demonstrated relatively stable values over
time, and it has become widely accepted as a means for international
settlernent. In many cases, the decision to link a currency to the US Dollar,
Euro or other major currencies are based on the fact that the country
concerned relies heavily with the United States or Europe for trade and
investment.

According to ITRISA (2007:115), the main benefits of the alternative exchange
rate system tend to be in the area of price stabilisation. With the domestic
currency being pegged to the major currencies, the volatility in exchange rates
is minimized. Exporting and importing therefore carry less financial risk.
Inflation is often also brought under control because with a relatively stable
exchange rate, the prices of importers remain stable and pressure on
domestic prices is not too severe. However, the country concerned needs to
be able to defend its currency against other key currencies. The monetary
authorities cannot allow depreciation of the currency in order fo stimulate
exports. If the currency were seriously overvalued, the country would have to
consider devaluation.

It has been indicated that the alternative exchange rate regimes are more
suitable for the developing countries or emerging market countries. The
reasons are: firstly a stable currency will atiract more foreign investment, such
as FDI for economic growth; secondly, protecting the growing manufacturing
industries and financial markets with less volatile exchange rates and give all
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the sectors time to be more competitive in an economy; thirdly, the
requirement of a relatively high foreign exchange reserve will make the
country less vulnerable to giobal financial crises from the rest of the world and
thereby protect its own currency.

With a clear understanding of the differences among the free floating
exchange rate system, the managed floating exchange rate system and
alternative exchange rate regimes, the South African situation can be
examined. In the next section, the monetary and exchange rate regime
development in South Africa will be discussed in detail. Van der Merwe (2003)
divided South African’s monetary policies and exchange rate regimes into four
different phases.

2.3 Monetary and Exchange Rate Systems in South Africa

In this section, the four phases of South African exchange rate systems will be
discussed.

South Africa, as the world’s major raw material producer, has a long history of
exchange rate systems. Apart from being part of the global exchange rate
system, it also had its own unique systems.

Aron et al. (1997:2) states that after being part of both the Gold Standard and
the Bretton Woods era, South Africa experienced major shocks during the
period 1970 to 1995. These shocks included significant gold price changes
and political crises that led to capital outflows and intensified trade sanctions.
These shocks complicated the exchange rate management and blurred the
objectives of macroeconomic policies which were aimed at different objectives
at different times, for example, monetary and exchange rate policies, the
focus was switched between the BOP and anti-inflation stance in South Africa

Aron et al. (1997:5), also mentions that, in the same period, South Africa had
current account deficits, which was successfully financed by capital inflows. It
was followed by periods of current account surplus, caused by capital outflows.
These changes largely reflected political developments, which had an
important impact on the country’s trade and investment flows and its
adjustment process. Capital account deficits were experienced in the
aftermath of the Sharpeville slaughter, the Soweto riots of 1976, and the long
lasting period of political unrest beginning in the second half of 1984. Sirce
the determination of the Bretton Woods system, the South African Reserve
Bank (SARB) has operated different monetary and exchange rate policy
regimes from 1970 to 2000. It is very important to have a common
understanding about the reasons and impacts of the monetary and exchange
policies in different phases.
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According to van der Merwe (2003), South Africa has experienced four distinct
phases of exchange rates and monetary arrangements in this period. It also
included a considerable degree of financial and external liberalization, which
included both trade reforms and capital control liberalization. In the following
discussion, the four phases will be studied in detalil.

2.3.1 The First Phase

The first phase according to Jonsson (2001:244) was about direct monetary
controls and the desire to maintain the stability in the exchange rate of the
Rand. In this period, South Africa’s exchange rate policy mirrored volatile
developments on the international front. Between 1970 and 1979, the Rand
was pegged to either the U.S Dollar or the Pound Sterling. Frequent
adjustments were made to the level of the peg in the form of discrete step
changes. The exchange controls severely restricted the capital flows of
residents, and the control measures were also applied relevant to both
transactions by residents and to the repatriation of foreign investments. The
first phase, however, was unsuccessful in terms of price stability, BOP
equilibrium, and economic growth.

Van der Merve (2003) mentioned that, in this period, the SARB was forced to
adjust the country’s exchange regime by devaluing the Rand and pegged it to
the US Dollar. This was because the relatively undeveloped domestic market,
in foreign exchange did not permit a floating exchange rate, and most of the
foreign transactions were denominated in US Dollars. In June 1972, the Rand
linked to the Pound Sterling because the value of the Pound Sterling fell
against stronger currencies. South Africa saw an opportunity to maintain a
recovery in the BOP, but unfortunately it did not last long because only four
months later the Rand was pegged once again to the US Dollar as the
continued downfall of Sterling was irreconcilable with domestic economic
objectives.

Aron ef al., (1997:2) describes the situation in June 1974 as the adoption of
an ‘independent managed floating’ policy to reveal the changes in South
Africa’s underlying BOP and domestic economic environment. According to
Van der Merwe (2003:3), the frequent but small adjustments were made to the
middle market rate of exchange with the US Dollar between June 1974 and
June 1975. Following speculative pressures on the Rand, the SARB pegged
the rate to the US Dollar once again in June 1975. Authorities announced that
the Rand-US Dollar rate would be kept constant for longer periods and the
adjustments were only allowed when it was considered to be crucial in terms
of basic changes in either the domestic or international situation.
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The over all management of the exchange rate had an adverse effect on the
economy. It is noted by Jonsson (2001:244) that, the restrictive exchange
control measures were applied to this exchange rate regime. It was relevant to
both transactions by residents and the repatriation of foreign investment. In
this case, the exchange controls severely restricted the capital flows of the
residents, while non-residents had to follow the procedures from sales of
South African assets in blocked Rand accounts, which could only be freely
transferred overseas after five years. The other direct monetary controls were
applied in addition to exchange control in order to maintain the parity of the
Rand as well as low interest rates for mortgage bonds and agricultural loans.
These controls included ceilings on bank credit to the private sector, deposit
rate controls, import deposits and hire-purchase controls.

The comment made by van der Merwe (2003:6) indicates that, the first phase
was unsuccessful in terms of the most economic measurements of indicators,
such as, price stability, BOP equilibrium, economic and employment growth. It
however initiated an investigation into the monetary system and led to
success findings by The Commission of Inquiry into the Monetary System in
South Africa; know as the De Kock Commission.

According to van der Merwe (2003:6), the De Kock Commission findings
indicate the deficiencies in the monetary system including:

® The monetary system could not control the rates of increase of monetary
aggregates sufficiently.

® The disintermediation and re-intermediation practices were being applied
and it caused market variation in the velocity of movement of money.

® |Interest rates were not allowed to adjust to appropriate higher levels in
order to attain more moderated and stable growth in both bank credit
extension and money application.

® Both spot and forward rates of the Rand were kept from adjusting to levels
that would have contributed to the suitable level of monetary demand.

® Speculated capital outflows increased when the Rand moved with the US
Dollar for long periods at a time. Domestic economic conditions were
excluded because the Rand-US Dollar peg was changed occasionally.

The first phase was noted by active central bank intervention. As indicated

above, it placed a restriction on the working of free market forces with
negative economic consequences.
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2.3.2 The Second Phase

During the second phase, an attempt was make to allow market forces to play
a more active role in the currency value. The second phase hoped to
overcome the deficiencies of the first phase.

Van der Merwe’s (2003:6) comments as follow: on the second phase, it was
after the implementation of the De Kock Commission, that a recommendation
was made for a transition to a more market-oriented measures and money
supply targets in the 1980s. A managed floating, but dual exchange rate
system, namely the Commercial Rand and Financial Rand, was in place
between 1979 and 1983. A relaxation and simplification of the exchange
control was instigated. However, in 1985, when operation problems appeared,
the authorities were forced to re-establish strict exchange control measures
and to put a hold on repayments of foreign debt due to sanctions against the
country.

The second phase was in place between 1979 and 1983. According to
Jonsson (2001:244), it applied mainly to the exchange control over non-
residents. Financial transactions by non-residents were valued at a
discounted exchange rate, the ‘Financial Rand mechanism’, and the
Commercial Rand exchange rate was used to measure the current account
transactions. In February 1983, exchange control over non-residents was
abolished and the Financial Rand disappeared, leaving South Africa with a
unitary exchange rate system that lasted only for a short period. This was
accompanied by the downscaling of liquid asset requirements, and
dismantling of interest rate controls.

When South Africa declared a moratorium in the mid-1980s, a debt standstill
was introduced in 1985. This decision caused a number of international banks
refusing to roll over short-term loans to South Africa. The ensuring financial
sanctions resulted in a debt standstill. Since no new loans were being granted
and in the mean time, the previous debt needed to be repaid in terms of the
debt rescheduling agreements, the 1985 crisis became more severe than
previous crises. At the time of the debt crisis, the situation was exacerbated by
the fact that approximately 72 percent of South Africa’s debt, standing at 42
percent of GDP, was short-term in nature. This led to the reintroduction of the
Financial Rand, which once again led to a dual exchange system where
capital controls were effectively tightened. This system was operational for the
rest of the 1980s (Aron et al., 1997:5).

According to the content which is emphasised by Aron ef al (1997:2), the

Financial Rand system was based on exchange control rules and gave the
Reserve Bank power to interfere in the market by changing the existed
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exchange control rules. Although the SARB could directly interfere in the
market by selling or purchasing Financial Rand, and manipulate the Financial
Rand market, most transactions actually took place without interference from
the SARB. The exchange rate of the Financial Rand was determined under
reasonably free conditions and highly volatile.

The above discussion indicated that the second phase could accordingly not
function well. Van der Merwe (2003:10) states that it was due to the flexibility
in the exchange rate, together with the flexibility produced in the determination
of interest rates. Dornbusch ef al (2004:201) correctly point out that according
to the exchange rate theory, neither interest rates nor exchange rates may be
determined independently from the money supply or from each other In
addition. By the end of 1980s, South African authorities saw an opportunity to
introduce formal monetary targets.

2.3.3 The Third Phase

The third phase is known for the targeting of economic factors, mainly inflation
targeting. As will be explained later in this study, inflation is one of the major
factors affecting exchange rates. It therefore follows that inflation targeting
makes sense in exchange rate management. It is especially important if it is
taken into account that South Africa was accepted back into the international
community during this period.

According to Aron et al. (1997:5), monetary targeting was implemented in a
period of decline in the gold and other commodities prices. During this period,
the economic growth rate dropped to the lowest level, with the decreasing of
the foreign reserves. Therefore, the BOP situation experienced severe
damage, and budget demands increased. The proportion of shortage between
borrowing and lending widened, and unemployment rose. All this left monetary
and other policy measures to focus on demand management in the short term.
In the mean time, droughts in the country, together with social unrest and
labour strikes, made the overall outlook worsen. The international constraints
on economic development through trade boycotts, the disinvestment
campaign, and withdrawal of foreign loans from South Africa forced political
changes.

The third phase coincided with political reform in South Africa. It is described
by Jonsson (2001:244) as follow: in the 1990s, the third phase was applied,
and it focused mainly on informal inflation targeting with a managed floating
exchange rate regime. This policy was made due to the successful completion
of social-political restructuring. South Africa was released from international
sanctions because of the empowerment of the Government of National Unity
in April 1994, and was reintroduced into the world financial system. After the
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general elections in 1994, the new government intensified liberations, and
gradually relaxing the exchange controls, and implied an informal inflation
targeting and managed floating exchange rate system.

In the third phase, economic development became more comparable to South
Africa’s trading partners. According to Aron et al. (1997:3), the SARB'’s
monetary policy focused on creating a healthy financial and economic
environment in the long-term perspective. Since the monetary policy
emphasised mainly on reducing inflation, the framework was described as an
informal inflation-targeting framework. Although the SARB set the inflation
target, the SARB did not specify the time period. The aim was to gradually
bring the domestic inflation rate into line with the average inflation rate of the
major trading partners and stimulated trade. It would avoid periodic disrupting
adjustments in the Rand’s exchange rate.

As discussed above, the informal inflation target focused more on inflation, but
did not increase the transparency and accountability of the monetary policy.
According to Van der Merwe (2003:16), it was different from the formal
inflation targeting, where the growth of the money supply played a critical rule
on monetary policy decisions. Because the changes of the domestic and
international environment, it soon appeared unwise to place too much reliance
on money supply to guide the monetary policy. Due to the different operation
methods of domestic and foreign banks and the easy financial access of
dornestic banks, it became difficult to control the money supply. Money supply
targets were soon referred to as money supply guidelines, but because most
guidelines were missed, it became obvious that control was not possible

The problern with the money supply control led to large increases in the
money supply that occurred during the period of liberalising and reintegrating
process of South Africa into international financial markets. During this period
of income velocity, the inflation rate started to decline. Van der Merwe
(2003:16) cornments that, it was interesting to note that the rise in money
supply did not have an impact on inflation. This contrast reaction led to an
unstable relationship between money supply and inflation and limited the
impact of the money targets in the economy.

Furthermore, the SARB intervened in both the spot and forward foreign
exchange markets. It was mainly based on its own initiative and the purpose
was to influence the supply and demand conditions in the domestic market
and to srnooth short-term fluctuations in the exchange rate. Van der Merwe
(2003:16) indicates that, for this reason, the SARB had to reconsider about its
monetary policy and switched to a more practical monetary policy framework
by the end of the 1990s.
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Although the SARB put a lot of effort to change the monetary policy, the
informal inflation targeting and the managed floating exchange rate policies
did not materially affect the exchange rate level. The exchange rate of the
Rand was still determined mainly by market forces. According to Aron et al.
(1997), with all the above active interventions, the market still experienced
large fluctuations on the weighted average value of the Rand. The emerging
market crisis, such as the Asian currency crisis in 1997, the Brazilian crisis in
1999, and the up coming currency crises arnong emerging market countries
had negative effects on the value of the Rand.

2.3.4 The Fourth Phase

Since the third phase with its informal inflation targeting did not provide the
desired results, the SARB implemented a formal inflation targeting and a
floating exchange rate regime in February 2000.

The fourth phase is summarized by Van der Merwe (2003:18) as follow:

® An anchor/ultimate objective was provided for monetary policy decision-
making.

® Better coordination was promoted between monetary and other policy
measures.

® The formal inflation targeting framework was enabling to enhance the
monetary policy transparency.

® Monetary policy was more focused and the clear rules and procedures of
the system strengthen the accountability and governance of the central
bank.

According to Van der Merwe (2003), the new monetary policy system was a
result of the large fall in inflation during the 1990s. In 1998, the consumer
price index (CPI) fell to 7 percent, and by 2002, the inflation target CPIX was
set at an average rate of 3 to 6 percent. The reason why South Africa took on
formal inflation targeting combined with a free floating exchange rate system
was because the central bank could not specify a target for the Rand
exchange rates to the major currencies in developed countries. The SARB
decided to allow the market demand and supply forces to balance the value of
the currency against the major currencies, such as US Dollar, British Pound.
The SARB managed cautiously on the country’s Balance of Payments to
stabilise the Rand value, but did not participate in buying and selling foreign
exchange reserves in the market to keep the exchange rate of the Rand at a
specified level.
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Although the formal inflation targeting with a floating exchange rate system
has been generally accepted by now, there are still concerns regarding the
effectiveness of the system in the South African environment. According to
Van der Merwe (2003:37), the question arose as if it is wise to gradually
reduce and liberalise exchange rate controls in the South African situation.
The floating exchange rate regime is a major concern with its effect on the
Rand volatility. Serious doubts also exist on the effectiveness of the inflation
targeting in an emerging market economy such as South Africa. Inflation
targeting is sometimes considered to be less appropriate for an emerging
market.

South Africa took on formal inflation targeting combined with a flexible
exchange rate and it seems to function well at this stage of the South African
economy. However, as a developing country which highly relies on commodity
exports and imports for most of the value added products, currency stability is
required. The central bank should use economic policies to influence the
movement range of the Rand against major currencies. In essence, the Rand
had been impacted by the movement of both an emerging market economy
and an industrialised economy, while also being the target of speculators.

2.3.4.1 Inflation Targeting

With inflation targeting, a particular inflation goal is set within a specific
measure of inflation. According to Mohr (2005:114), under the inflation
targeting policy, a specified definition such as Consumer Price Index (CPl), or
as in the South African case, CPIX - the adoption of CPI excluding interest
rates on mortgage bond for the metropolitan and other urban areas was
chosen as the measurement. This index is used as the basis for inflation
targeting and has become the most keenly watched economic indicator in
South African economy. The advantage is that the inflation targeting extended
to open and developing economy. However, there is still doubt.

According to Van der Merwe (2003:29), it seems less appropriate to apply it in
emerging-market economies, since the inflation targeting policy has been
adopted by most of the developed countries. The debate about the inflation
targeting is based on the following arguments:

® Emerging market economies, like South Africa are, in general, relatively
open and more sensitive to such elements as external shocks, which

complicate the implementation of inflation targeting.

® Emerging markets are normally dependent on international capital flows,
which have a marked impact on these economics.
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® Emerging markets have a less-developed financial infrastructure

® Central banks in these economies do not have the self-sufficiency to apply
an inflation targeting framework in a credible manner.

Despite these characteristics, the South African government and the Reserve
Bank successfully introduced and applied the inflation targeting framework
through sophisticated information and communication systems. It is set by
both the government and the central bank as the coordinate policy measures.

Inflati