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PART"

D. THE FOREIGN EXCHANGE AND RAND MARKETS GLOBALLY

LOCALLY

Global Financial Markets

48. The daily turnover of global foreign exchange transactions in all currencies

increased from about USD600 billion in 1998 to about USD1.4 trillion

(1 400 billion) in 1998 and then decreased to about USD1.2 trillion in

2001. The primary reason for the decline was the consolidation of players

in the foreign exchange market. Unlike globally, in South Africa there was

no overall concentration of foreign exchange dealers.6

49.

The transaction categories that are concluded globally are spot, forward,

swap and option transactions.7 The swap category is the most frequently

used in all currencies global/yo The global counterparties who trade in

currencies are reporting dealers, banks, securities deafers, most

insurance companies, pension funds, asset managers, multinational

companies, importers, exporters and retail customers.8 The dealers

account for most of the volume of global currency trading.9

50. In the opinion of Dr O'Neill, the global foreign exchange market has been

very peculiar since the commencement of the European Monetary Union

("EMU"). Many historical norms appear to have changed:-

50.1 the US Dollar has strengthened against three major currencies,

7

8

9

Evidence of Mr Robert McCauley, the Deputy Chief Representative, the Representative
Office for Asia and the Pacific, Hong Kong, of the Bank for International Settlements
(hBIS"): Record 9 -11.
See Definitions in Annexure 1

McCauley Record 14
McCauley Record 15
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from mid-1999 until late 2000 the Japanese Yen strengthened

against the Dollar at a time when there was effectivety no -growth

in the Japanese economy;

the Euro has been weak.1o

The Rand market

51 Unlike trading in major currencies, trading in the Rand grew over the

period 1998 to 2001, especially in Rand terms. Forex trading in South

Africa increased from 0.3% of global trading in all currencies in 1992 to

1995, to 0.5% in 1998 and to 0.6% in 2001. The daily turnover in South

Africa grew from USD2 billion in 1992 to USD8 billion in April 2001. 11

52. The global daily trading in the Rand, for which the off-shore trading

component was specifically measured for the first time in April 2001, was

USD11.3 billion, about 75% of which were swap transactions 12. Reporting

dealers do more than half the trading, other financial institutions such as

insurers and pension funds do over a third and other companies such as

mining companies, multinationals and local importers, do about a sixth.13

53. The Rand is an internationalised currency with the bulk of offshore trading

taking place in London and to a lesser extent in New York. In April 2001

USD3.3 billion was traded between two offshore parties (offshore-

offshore); USD3.5 billion was traded onshore-onshore and USD4.5 billion

10

11

12

13

See Annexure 6
McCauley Record 17
McCauley Record 20
McCauley Record 20
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was traded onshore-offshore, i.e. between institutions in South Africa and
those outside South Africa or offshore. 14

54, During 2001 one authorised dealer, Standard Bank of South Africa Ltd

("SBSA"), through its international banking division, Standard Corporate

and Merchant Bank ("SCMB"), alone, in its forex dealing room, -transacted

'approximately 5 000 transactions per day, with an approximate value of

USD2 billion in about 40 currencies. Rand-based transactions with a

potential influence on the spot exchange rate accounted for about 15% of

those transactions.15

It is important to note that, for the USD3.3 billion traded offshore-offshore:55.

there is no record of those transactions in South Africa;

the Commission has no power offshore to investigate those

transactions; and

the offshore-offshore trading could have affected the value of the

Rand.16

55.3

56. The Commission asked the Reserve Bank to request the Bank of England

to supply it with information on off-shoreloff-shore transactions.

Information was sought on the local gross average daily turnover

(purchases and sales) in US Dollars of spot, outright forwards and swaps

in the foreign exchange market in the Rand. The Bank of England was

also requested to state, in its opinion, what specific transactions, actions,

events, factors or omissions played a part in the rapid depreciation of the

Rand in 2001. The Bank of England was unable to furnish the information

requested, save for the profile of the Rand trading month by month

14 McCauley Record 21
Evidence of WJ Potgieter. §tandard Bank Bundle 18
McCauley Record 23-2416
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2001

South African Foreign Exchange Market

57.

58

The foreign exchange market is the single bi9gest market, in terms of'turnover, 

of the South African financial markets. Given the ,openness of

the South African economy, this market is an extremely important one.

The foreign exchange market is essentially an over-the-counter ("OTC")

market. The primary aim of the foreign exchange market is to facilitate

international trade and international money and capital movements by

providing a market where different currencies can be exchanged for one

another.

59,In the South African foreign exchange market there are mainly two types

of participants: banks authorised by the Reserve Bank to deal in foreign

exchange, known as Authorised Dealers, and brokers. It is the activities of

the Authorised Dealers that are particularly relevant.

60.Authorised dealers are authorised to act as principals in the foreign

exchange market which means that they can act in their own names and

may also run positions in foreign currency. Probably the most important

reason for allowing them to run positions and to trade in their own name is

to provide liquidity in the market. Liquidity is an important factor

underpinning the smooth functioning of the market.

61Market makers in the foreign exchange market attempt to make profits by

buying foreign currency at a lower price and selling it at a higher price.

The difference, or the spread, is the bank's trading profit. The Authorised

Dealers protect themselves during times of excessive volatility in the

foreign exchange market. Since high volatility is normally associated with
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uncertain and sharp price movements, Authorised Dealers will tend to

increase the gap or spread between the buying and selling rates.

62. The banks are reluctant to trade during such times by virtue of the fact that

the exchange rate could very quickly turn against them, possibly resulting

in losses. Authorised Dealers, however, are limited to the extent to which.
they may run open positions and are currently limited to 10% of net

qualifying capital and reserve funds.

63. During the past decade turnover in the Rand market in foreign exchange

in South Africa has increased significantly. Increases were particularly

noticeable in 1995/6 and in 1998. Both those periods were characterised

by crises in emerging markets. The 1998 emerging market crisis was very

negative for South Africa from an economic point of view but nevertheless

resulted in increased turnover in the foreign exchange market. Since

turnover provides a measure of market activity, and also provides a rough

proxy for market liquidity, the conclusion is that liquidity in the Rand

market in South Africa increased significantly over time by virtue of .the

increase in turnover.

64. Liquidity in the foreign exchange market has declined. Not only did the

turnover decline to lower levels in the last quarter of 2001 compared to the

trend of the last few years, but anecdotal and statistical evidence indicate

that the market has become less tight in the sense of widening bid-ask

spreads, less resilient, and has lost some of its depth with some

transactions being difficult to execute because of the occasional

reluctance by market participants to make prices.17

Information is derived from the memorandum prepared by the Reserve Bank Bundle SARB(7)
91-108
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operates

65. A number of developments in recent years contributed to a more market-

orientated exchange rate system and increased volatility in the Rand

exchange rate:-

65.1 Globalisation and the integration of world financial markets had a.

major impact on the process of exchange rate determination. The

South African exchange rate became more exposed and

subjected to international developments. In the period about 1995-

1999, international investors grouped about thirty emerging

market countries together and developments in one or more of

those countries affected others. For example, the 1998 crisis was

initiated by a financial crisis in the foreign exchange market of

Thailand, which spread to other East-Asian countries and

eventually to countries as far apart as Russia, Brazil and South

Africa. In 2001, however, international, investors began

differentiating between different countries within the group of

emerging market economies.

Dramatic increases occurred in private sector international capital

flows. Volumes in the foreign exchange markets of the world

assumed astronomical dimensions and the ability of central banks

to influence market conditions through intervention diminished.

The gradual abolition of exchange controls in South Africa

introduced an element of greater volatility in the local foreign

exchange market.18

18
Evidence of Dr CL Stals, former Governor of the Reserve Bank, Expert Bundle 171-2
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The impact of globalisation and the liberalisation of exchange controls

66. The overall thrust of the Government's economic policy since 1994 has

been the pursuit of growth, job creation and redistribution, supported by

reintegration with the global economy. While there are risks associated

with it, globalisation offers the potential for sustained and broad-based

.improvement in living standards. Globalisation is characterised by rising

trade and capital flows between countries. The Government has chosen a

policy of gradualliberalisation of exchange controls based on a set of key-

policy and structural requirements:-

the appropriate macro-economic fundamentals must be put in

place;

a sound and well regulated financial system must be in place

a flexible exchange rate has been chosen to act as a shock

absorber against global developments.19

Increased capital flows have the potential:67.

to help fuel faster growth and narrow the gap in living standards;

to raise investment by supplementing domestic earnings;

to deepen domestic capital markets and raise growth with a more

efficient allocation of resources among competing .projects. But

increased capital mobility and integration of financial markets have

also led to increased volatility, particularly in portfolio flows. For

example, private portfolio flows to emerging economies almost

Evidence of Mr TA Manuel, Minister of Finance, National Treasurv Bundle 83-85
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halved as a result of the Asian crisis, falling from about

USD135 billion in 1997 to about USD70 billion in 1998.20

68. A gradual approach to the liberalisation of exchange controls has to a

large extent enabled the Government to manage the volume of capital

outflows and allowed it to adapt the pace and strategy of liberalisation in

response to changing circumstance. The pace of liberatisatron 'has taken

into account factors such as expected capital inflows, the net open forward

position (NOFP), foreign reserve levels and a desired path for the real

exchange rate.

69. The process of exchange control liberalisation, however, is complex due

to the size of the capital flows, the number of players in the market and the

number of financial instruments available. Capital inflows to South Africa

have proven to be volatile. Imbalances in the foreign exchange market are

more often than not a consequence of the drying up of capital inflows due

to mainly external factors rather than changes in capital outflows due to

the effectiveness or ineffectiveness of domestic policies.21

70. Following on the liberalisation of exchange control, the capital outflows

over the period 22 February to 31 December 2001 were as follows:

R 7 billion

R13.5 billion

R 3.88 billion22

Private individuals in terms of their investment

allowances transferred

Corporates by way of foreign direct investment

transferred about

Institutional investors acquired foreign portfolio

investments of

20

21

22

Evidence of Ms M Ramos, Director-General, National Treasury, National Treasu!y Bundle

~
Ramos National Treasury Bundle 34-36
Evidence of Mr TT Mboweni, Governor of the Reserve Bank, Bundle SARB (7) 34-35
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71. In the opinion of Mr Mboweni, the Governor of the SARB, it is virtually

impossible to estimate the exact extent to which exchange control

liberalisation has contributed to Rand weakness but there can be no

doubt, as the figures above show, that it could at times have been an

important structural factor.23

72 .The re-entry of South Africa into the globalised financial markets" and the

opening-up to international competition led to a sharp increase in the

participation by non-residents in the domestic financial markets. Non-

residents are now responsible for about % of the turnover of the JSE

Securities Exchange SA and about Ye of the volumes on the South African

Bond Exchange. This has caused share and bond prices, as well as the

exchange rate of the Rand, to be increasingly influenced by developments

in the rest of the world, particularly in emerging markets.24

73. Transactions by non-residents contributed materially to substantial

increases in financial sector activity in the period 1995 to 2001:

annual turnover on the South African bond exchange increased

from R2.0 trillion to R 12.4 trillion;

the total value of shares traded on the stock exchange rose from

R63 billion to R606 billion;

in the Rand foreign exchange market volumes increased from a

net average daily turnover of USD2.7 billion to USD7.3 billion.

74. Transactions of non-residents resulted in greater volatility in capital flows

74.1 Non-resident net purchases of shares on the JSE Securities

23

24
Mboweni Bundle SARB m 35
Mboweni Bundle SARB m 35: Ramos National Treasury Bundle 40
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Exchange SA (measured in billions of Rand) were:

~~
5.3 26.2

~
40.6

gQgQ

17.4
2QQ1
29.8

74.2 Net purchases by non-residents on the South African bond

exchange were even more volatile. Net purchases increased from

R3.4 billion in 1996 to R14.8 billion in 1997. Non-residents then

sold bonds to the value of R9.8 billion in 1998 and bought back

R14.3 billion in 1999 on a net basis. In 2001 non-residents again

became net sellers of bonds in the amount of R20.2 billion in 2000

and R25.9 billion in 2001. The sharp fluctuations in portfolio

investments of non-residents contributed materially to greater

volatility in the external value of the Rand.25

International Capital Flows

75. Joseph Yam, chief executive of the Hong Kong Monetary' Authority ,in

1999, stated that international capital flows are essential to effective

financial intermediation and playa vital role in economic development.

But he noted that as the Asian financial crisis had demonstrated, the

increasing volume, velocity and volatility of capital flows have the potential

to distort, disrupt or even destabilise domestic financial markets26.

Speaking after the currency crisis in Hong Kong in 1998 he urged that

countries need to grasp the opportunities produced by globalisation but

must also manage the risks that they bring with them in ways that

strengthen, rather than undermine economic fundamentals. ,Commenting

on the Asian financial crisis in 1998 he had the following to say:

25
26

Mboweni Bundle SARB m 3§
Speech delivered by Joseph Yam, Chief Executive of the Hong Kong Monetary Authority,at the
Credit Suisse First Boston Asian Investment Conference on 26 March 1999
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"the Asian financial crisis is a cumulative result of many complex

causes coming together at roughly the same time. But if we were

to find a single factor that has brought the crisis to a head and

magnified its damaging effects, we should be looking not to 'cronie

capitalism' or 'Asian values: but to a more specific and more

universal phenomenon; the swift flow of large amounts of heavily

leveraged capital into and out of the region through 'anintemational

financial system that is globalised, liberalised, technologically

advanced, but from an international point of view, largely

unmanaged and unregulated"27.

76. There are common features between Asian countries as emerging

markets and South African markets which, like the Asian countries, are

small and open and fluctuation in the currency and the sort of risks

associated with globalisation are therefore a feature of the South African

foreign exchange market.

77. Dr Abedian has argued that financial markets including 'capita'! and foreign

exchange markets display two key characteristics: they. are impedect and

incomplete28. The outcome of imperfect and incomplete markets are as

follows:

financial markets are neither efficient nor socially optima/;

markets are structurally prone to short-lived as well as prolonged

"bubbles" in which prices and quantities could deviate from private

and socIally optimal levels;

information plays a vital role in such markets. Such financial

27

28
Joseph Yam,supra
Aberdian Witness Bundle p 260
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markets are largely vulnerable to information manipulation,

rumours and speculations29.

78. The foreign exchange markets are both incomplete and imperfect and are

commonly subject to overshooting and undershooting which in small open

economies entail a high degree of volatility wjth resultant financial and

social costs. The bulk of these costs refer to structural damages .to-the

economy and shorter macro economic imbalances in the form of higher

interest rates, inflation rates, and welfare losses.

79. As the integration of global markets increase and in the absence of an

international regulatory and prudential framework, the frequency of

financial market crises will occur30, To illustrate this point Abedian has

shown how a financial crisis has affected the currency in various cases31,

The reason for each of these crises differ but Abedian argues that specific

factors and financial market operations interact to give rise to a particular

crises and he broadly identified the following factors as possible root

causes of these events:

Macro economic policy imbalances;

"Herding", spawned for no other reason than trend;

self -fulfilling crisis (stemming from internal policy) despite no

worsening in trend fundamental;

contagion via trade links;

banking confidence / crises;

29

30

31

Abedian, Witness Bundle p 261
Abedian, Witness Bundle 262
See Annexure 7
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79.6 large agents advancing the dates of crises.

8O. Referring to the Tai crisis of July 1997 which started locally but then

engulfed the whole Asian region in 1998, Yam likened the crisis to a

stampede and said that it took very little account of the economic

fundamentals behind the market. He ar.gJ.Jed that there were ongoing

problems in many Asian economies but there was fiG .microeconomic

reason why there should have been such a sudden and wholesale

withdrawal of funds and quoted the US Deputy Treasury Secretary,

Lawrence Summers, who had said and, I quote;

"If a financial crisis has elements of a self-fulfilling prophecy, like

bank grants. Everyone expects failure or everyone expects

everyone else to expect failure, leading to a rush to be a first one

out in that causing failure.32"

81 This appears to be what happened to the foreign exchange market in

South Africa in 2001.

E. PERFORMANCE OF THE RAND 2001

The History of the Rand

82. Dr Jammine argues that a historical review of the Rand should be seen in

four distinct phases33. The first phase incorporates the Rand movement

until 10 March 1995 and covers the period during which there was a dual

exchange rate system in place. The financial Rand acted as a shock

absorber for the commercial Rand. It is therefore not accurate to compare

the movement of the currency prior to 1995 with that which prevailed after

such date

32

33
Lawrence Summers, quoted in Yam's address
See Annexure 8
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83. The second phase is from March 1995 to the end of 1999 which is

characterised by two sell-offs in the currency in the first half of 1996 and in

the middle of 1999. On both occasions the Rand recovered and stabilised

for a period of over a year in 1997 and 1999 respectively.

84. The third phase covers 21 months from the beginning of January.2000 .to

11 September 2001.

85. During this period the Rand on an almost consistent basis declined

against the US Dollar.

86 It is significant that in the second half of this 20 month period the Rand

depreciated against other currency's besides the Dollar as well, but the

currencies movements against these other currencies were not as

consistently downward as against the Dollar specifically.

87. The fourth phase covers the period 11 September to 20 December 2001

which was characterised by an increase in the depreciation of the Rand.

Highlights of the Performance of the Rand before 2001 were:.

88. Most of the Rand's history incorporated a dual exchange rate system. The

financial Rand acted as a shock absorber for the commercial Rand and

traded at a significant discount of between 15% and 55% to the

commercial Rand over the thirty years that this mechanism was in place.

89. On different occasions during the 1970's the commercia! Rand was fixed

to the US dollar or to the British pound and fluctuated in line with the value

of these currencies. In September 1975, specifically, Government

devalued the Rand against the Pound by 18%.
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90. In the late 1970's the commercial Rand was allowed to float freely against

all currencies and in 1980 hit its highest level ever of USD1.35 to the

Rand.

91. During the debt standstill crisis in the 1980's both the commercial and

financial Rand plummeted, with the Rand losin9 over '30% of its real trade

weighted value in a matter of months. The only comparable decline of

such magnitude in the real effective exchange rate of the Rand was

witnessed in November and December 2001.

92. For a period of 11 months after the abolition of the dual exchange rate

system on 10 March 1995 the unified Rand was stable at around R 3.60 to

the US Dollar.

93 The year 1996 marked a "sell-off' of the Rand with the Rand losing 20% of

its value, reaching R 4.50 against the US dollar by June 1996.

94. Around September/October 1997, the world witnessed the start of the so-

called Asian crisis. The contagion arising from this crisis hit all emerging

markets in May 1998 and the Rand was materially affected, as with

currencies of many other developing countries.

95. Having declined by over 20% in real terms in 1998, the Rand regained

some of its composure through 1999, trading in a broad band between

R 5.50 and R 6.40 to the US Dollar during that year.

96. The long slide in the Rand began with the Rand trading at R 6.12 at the

turn of the new mi/lennium.34

34
Jammine Exper1 bundle 297 -300.303.304.307- 312
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The Rand Foreign Exchange Market in 2001

97. Most of the experts testifying to the Commission as well as some of the

Commission's assistants took into account only the last three months of

2001 as that is the period during which the depreciation of the exchange

rate of the Rand accelerated.

98 During the year 2001, the Rand recorded the following exchange rates

against the US dollar during the year:

moving from around R 7.6035 to the US dollar at the beginning of

the year, the Rand depreciated to over R 8.00 for the first time

ever during the second quarter;36

the pace of depreciation increased with the Rand at R 8.52 to the

US dollar on 11 September, R 9.03 at the end of September and

R 9.44 at the end of October;

by the end of November 2001

R10.27 to the US Dollar;37

the Rand had fallen to

the rapid depreciation reached its crescendo with the Rand hitting

a newall-time low of R 13.84 to the US dollar on 21 December

2001.38,

98.5 for the period 1 January to 31 August 2001 the Rand depreciated

by 10.7% or an average of 1.3% per month, while from 1

September to 31 December 2001, the Rand weakened by 42% -

an average of 10.5% per month.
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99, Below are three graphs showing the movement of the Rand during the

year 2001. The first graph below shows the full 12 months.

100 It can be seen on the graph above that the Rand seems to be relatively

flat from January to end of August. The rapid depreciation appears to

start in September. From September to December, the Rand depreciated

42%, which is "super" extraordinary. What is not clear in the graph above

is that, the Rand lost 10% since the beginning of the year, as shown in the

graph below:

101 If we focus on the months May and April, the picture becomes clearer.

The graph below shows that the Rand lost 8% (effective 59% annualized)

over the two months.
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102 What occurred in the last four months of the year was therefore not simply

a rapid depreciation (this having commenced in the first six months) but

something much more extraordinary given the rate of depreciation.

103
Dr Jammine indicated that in November and December technically the

Rand had entered a so-called blow-off phase which means that the

currency was in unchartered territory and would keep running upwards in

an ever dramatic fashion against the US Dollar until the movement blew

itself out which occurred on 20 December. The extent of the depreciation

was not simply rapid but abnormal. Gouws also indicates that compared to

other currencies towards the end of 2001 South Africa become somewhat

of a special case39.

The Rand against the Dollar compared to other currencies

104
The weakness of the Rand against the US dollar during 2001 compared to

other comparable countries is illustrated in Annexures 9 and 10, indicating

GOuws_~xDert Bundle 11439
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that South Africa had become, towards the end of 2001, somewhat of a

special case4O,

105. The graphs in annexures 9 and 10 graphs below show the Rand's

performance relative to the exchange rates of similarly rated countries and

against those of other emerging-market economies. The thick red line

indicating the South African Rand:

If one measures the Rand against four other emerging market currencies:

the Brazilian real, the Korean won, the Polish zloty and the Mexican peso,

one finds that from 1999 until late 2001 there was not much difference in

the value of the Rand and those currencies, save that the Brazilian real

was weaker41.

In 2001 the Rand held its own against the Korean won, the Polish zloty

and the Mexican peso until September/October 2001 but then plunged in

value. In December 2001 the Rand became even weaker than the

Brazilian real.42

108 Similarly, until about September/October 2001, the Rand performed as

well as other commodity currencies, such as the Australian Dollar, the

Canadian dollar, the New Zealand Dollar, the Norwegian Krone and the

Swedish Krone. O'Neill commented:

'f.. .that it was October of last year something seemed to

happen...which caused the Rand to actually under-perform against
those commodity majors.. .relative to the [US] dollar. .143
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109 The performance of the Rand is usually illustrated against .theUS dollar.

Although the Rand/Euro exchange rate was not worse in early September

2000 than it had been when the Euro was introduced, between September

2000 and November 2000, the Rand suddenly began declining against all

currencies, especially the Euro. This was at a time when the Euro began

strengthening against the US Dollar.44 This is illustrated in the graph

below45:

Goldman Sachs adopts a methodology to estimate the fair value of an

exchange rate. Fair value is defined as the inflation adjusted exchange

rate (often called purchasing power parity (PPP)) which is then adjusted

for relative productivity. Conceptually, a country with stronger productivity

should see its real currency appreciate relative to other currencies and a

country with weak productivity should see its currency depreciate. Until

44

45
Jammine ExDert bundle 316
Chart 20 ExDert bundle 369
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late 2001, according to the fair value model, the Euro was more

undervalued than the Rand46,

111 It may be that as Europe is a major trading partner of South Africa, the

Euro's persistent weakness relative to fair value has contributed to the

Rand's weakness. 47

The role of speculations in the depreciation of the exchange rate of the

Rand

112 Experts giving evidence before the Commission disagreed about the

reasons for the collapse of the Rand. O'Neill testified that in his opinion

one should not spend too much time blaming one specific currency for its

decline against the US dollar. In the past three years many currencies

weakened against the US dollar, some of which have had weak growth,

some had very strong growth, some had current account surpluses, some

had current account deficits, and so on. Generally speaking, until late

2001 there was nothing particularly interesting from an international

perspective about the Rand's weakness. Given that other important

currencies also weakened against the US dollar, there was not much that

-
46 Slide 8, O'Neill Bundle 9

Evidence of O'Neill, Record 1470-1
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South Africa could do about it because it had nothing to do with South

Africa.48

113.

Based on the evidence placed before the Commission, speculation can be

defined as entering into a transaction based on a view of the future value

of a currency. This is a wide definition and would in effect mean that most

foreign currency transactions would have a speculative element in them.

It seems that speculative activity can fall into 2 categories: that which can

be done legally as in Authorised Dealer's proprietary trading provided they

stay within limits set by the SARB and speculation that is illegal or

unethical. An example of illegal speculation is trading in the Rand without

a firm and underlying transactiGn. Such speculation is sometimes referred

to as pure speculation.

Speculation can also include the operation of leads and lags but more

often than when authorities refer to speculation against the Rand, they

mostly refer to speculators with an open foreign exchange position, and

more particular a short position in Rand.49

117. While South African experts agreed on what they perceive to be the macro

economic reasons for the weakness in the Rand, they disagreed with what

has been referred to as the blow-out period from September to December

2001.

48

49
Evidence of O'Neill, Record 1466-1469. See also Annexure 12
LuOs, Expert Witness Bundle, p 214
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18,While some argue that the weakness of the currency in the latter part of

2001 was as a result of an extraordinary confluence of factors and forces

which started to exert an influence from early September onwards. They

blame much on negative sentiment towards the currency and the 14

October statement by the Reserve Bank. Even where they admit that

some market participants may have taken advantage of prevailing

circumstances they believe that "the sharp decline" in the currency was

the result of economic, political, policy and confidence factors and forces

that had built up over a number of months. These factors impacted on the

currency via thousands of decisions by market participants.5o

119.

"when the weakness exceeds all fundamental explanations

resulting to some extent, in a situation of relative panic as shown by

the extreme movement in the later part of 2001". 51

12O.Jammine has argued that the fall of the Rand from October onwards

relative to other emerging market currencies seemed ;nexpf;cable".52 This

was especially so since the economic situation in South Africa seemed a

lot better than that of other emerging markets. For example, he

mentioned that South Africa's budget deficit was declining as a

percentage of GDP to below 2%, whilst that of several other emerging

markets, especially in Latin America, were large. 53

121At the time Argentina's government was struggling to get its public service

to agree to a wage cut as a means of reigning in its public sector deficit

that was getting out of control and pushing the country's public debt to

50
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Gouws Record, p 161
Glynos, Expert Witness Bundle, p 423
Jammine, Expert Bundle, p 324
Jammine, Expert Bundle, p 326. See also Annexure 13
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unacceptably dangerous levels. In contrast the reduction in South Africa's

public debt is a consequence of successive years of declining budget

deficits which were starting to yield benefits in terms of the reduction in

interest government was obliged to pay on its borrowing.54

Dr Jammine argued that most of the factors which would explain why in

the midst of a positive economic situation some depreciation of the

currency would occur, had been around for many months if not years prior

to the collapse of the currency. He suggested that it would be difficult to

attribute the collapse in the Rand late last year even to a combination of

these factors. What the combination of these factors did do is to render

the Rand an excellent vehicle for speculation against emerging market

currencies.

It is such speculation, he argues, which is the only explanation for the

depreciation of the Rand in the latter part of 2001. Like all the other

experts he was of the view that there was a perception that the Rand is a

one way bet. What contributed even more to this sense was the fact that

the Reserve Bank Governor, frequently made it clear that the Reserve

Bank would not intervene on the foreign exchange market to support the

Rand.55

124. Abedian stated that as the foreign exchange market was deepening there

were signs of speculative transactions as compared to trade based

activities in the foreign exchange market. He indicated that this was

largely healthy as it provided additional liquidity in the market and helped

to smooth out the leads and lags in hard currency volumes. By the fourth

quarter of 2001, the volume of speculative hard currency deals amounted

to as much as USD 300 million.56 He noted however that these were soft

estimates and inherently difficult to quantify.

54 Jammine, Expert Bundle, p 326. See also Annexure 14
55 Jammine, Expert Bundle, p 335 -337
56 Abedian Witness Bundle, p 271
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125. It appears that it is not only non-resident banks' participation that was

reduced but also local Authorised Dealer activity. According to data

available from the SARB and cited by Glynos, volumes traded by local

banks reached a peak in October 2001 but then dropped off considerably

in November and more so in December. 57

126, .According to Glynos the extent of the decline of trading volumes by non-

residents in the forward and spot market in December confirms that there

was speculation in those markets.58

127. The sharp drop off in local bank trading coupled with lack of speculation

from non-resident participants coincided with the Rand exchange rate

depreciating at its fastest. 59

128 The Rand is the second most highly traded emerging market currency.

According to a study conducted by the Bank for International Settlements

(BIS) covering the month of April 2001, trading in the Rand accounted for

0,5% of all foreign currency trades in the world. This made it the twelfth

most traded currency in the world for that month and the second most

traded currency amongst emerging market currencies, after the Singapore

dollar. In contrast with the 0,5% of total global currency trade in April 2001

the Rand had accounted for only 0,1 % of total global currency trade in

1995 and 0,3% in 1998. This meant that the currency's liquidity had

increased dramatically over the preceding six years. 60

57

58

59

Glynos Witness Bundle, p 433 See Annexure 22
Glynos Witness Bundle, p 433
See Annexure 22

60 Jammine, Expert Bundle, p 341
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The Dollar/Rand foreign exchange market is dominated by financial

institutions in London and Johannesburg. London based financial

institutions are the largest traders in volatility products ego Options.51

This increase in liquidity was totally out of proportion to the increase in

foreign trade with the country which suggests that the currency had been

increasingly associated with financial rather than trade flows. The

probability that trades in the Rand had become speculative in nature was

therefore quite high and on the rising trend.52

131 Trading in the Rand increased further in the third quarter of 2001 and it

would seem as if trading in the Rand increased three fold in the six

months following April 2001.63 If it is correct, then Jammine argues that it

suggest that by September I October 2001 the Rand may have been

accounting for 1,5% of international trading currencies, moving into the

eighth position in trading ranks of all currencies in the world, just behind

the Australian Dollar. Given that the South African economy and its

foreign trade account for less than 0.5% of the world's GDP and

international trade respectively it is surprising.

132 Abedian argued that the macro economic factors and the reduction of the

NOFP concurred to weaken the currency, but argued that the overall

position of the institutional investors in the country did not favour the

currency. By the end of the third quarter of 2001, it was abundantly clear

that foreign investments of nearly all the fund managers in South Africa

would not have a positive return in hard currency terms.64 Depending on

the timing of the foreign investment, such investments could have earned

De Villiers, Record, p 363 and Expert Bundle, p 248

Jammine, Witness Bundle page 341
See Annexure 16
See Annexure 17
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negative returns of between 20 to 40% during the preceding year or even

the preceding two years.

Against a back drop of poor performances of equities, the saving grace of

such investments lay in the dramatic depreciation of the currency. While

institutional fund managers do not have any direct and operational

mechanisms to influence the value of the currency, pessimism against the

currency was helpful for their portfolio results in Rand terms.55

It is not only institutional investors with investments abroad but also a

number of other market players that found short term gains in the

depreciation of the currency. They included exporters in general and

commodity exporters whose prices are quoted in US terms, South African

corporations and individuals with accumulated foreign investments.

With the exception of importers of non-essential goods nearly all market

players had positioned themselves for a fall in the value of the currency.

He argued that "parallel with market sentiments is the material interest of

key market players with regard to the currency depreciation".66 Taking this

into account he stated that no one had much interest in takin9 a position In

favour of the Rand.

136. It seems experts who pointed a finger at speculators whom they blamed

for the rapid depreciation of the exchange rate of the Rand in 2001 were

referring to illegal or unethical speculation.

FINDING

137. The Commission is of the view in light of evidence placed before it;'that

speculative activity both legal and illegal and both by non-residents and

residents, contributed to the rapid depreciation of the Rand especially in
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Abedian, Expert Bundle, p 274
Abedian Witness Bundle, p 275
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the second half of 2001. On account of the lack of investigation of certain

crucial areas of speculative activities such as proprietary trading of

Authorised Dealers and CFC accounts, the Commission is not able to

establish the exact percentage of such speculative activity.

140. The circumstances in 1985 were different in that the South African

economy suffered a severe down turn in early 1985 when the authorities

tried to grapple with escalating inflationary pressure caused ,by "capital

outflows and a falling currency by raising interest rates to 25%. The

Reserve Bank sharply increased borrowings from abroad which made the

country vulnerable to a debt crisis. Chase Manhattan Bank demanded

that South Africa repay short term credits and the South African

government was unabfe to oblige. Many other banks began demanding

repayment and a debt moratorium was declared by government.68

Jammine argues that the debt standstill crisis in 1985 with South Africa's

creditors fearing that their loans to the country may not be repaid, 'no such
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68
See Annexure 18
Jammine, Witness Bundle, p 302 and 303
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fundamental crisis existed in late 2001 to justify a similar crash in the

currency.59

141 The volatility of the Rand, in 2001 and the panic that set in the market

created what McCauley referred to as "a disorderly market'. In a normal

market the success of bids and offers are related in that they fall within a

certain range. One notion of a disorderly market fS a pattern where the bid

offer spread begin to move in big jumps. Whereas nOrrTlally 'the "bid .offer

would be a tiny fraction of a percent, when the market gets disorderly,

dealers are scared of taking on the risk of taking a clients orders and they

secure that risk by widening their bid asks spread, essentially charging

more for the service of providing liquidity to the market. 70

142. Disorderly market "can be this combination of gapping in the bid asks

spread, providing of the bid asks spread and finally a sense that the

market is only going one way", 71

The Effects of Currency Crisis in 2001

143. Depreciation in a country's currency can be beneficial The

competitiveness of domestic produces in international markets as

measured by the inflation-adjusted effective exchange rate of the Rand

improved significantly from December 2000 to September 2001. The

monthly average inflation adjusted effective exchange rate of the Rand

declined by 11,9% over this period.72

144. Another benefit of the depreciation of the Rand is the increase in the

country's total international reserve. While the value of South. Africa's

gross gold and other foreign exchange reserves declined in Dollar terms
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from USD 13,3 billion at the end of September 2001 to USD 12,4 billion at

the end of December 2001, the country's total international reserves in

Rand terms rose from R118,9 billion to R150,7 billion over the same

period. The result was an improvement in the import cover (i.e. the value

of gross gold and other foreign exchange reserves relative to the value of

imported goods and serves). 73

145. Mboweni in his statement to the Commission referred 'to une"'of,the main

benefits being competitiveness of exports. The effective exchange rate of

the Rand improved significantly from December 2000 to September to

2001. The monthly average inflation adjusted effective exchange rate of

the Rand declined by 11.9% over this period.

146. Jammine has argued that it is difficult to draw conclusions regarding the

impact of the depreciation of the exchange rate of the Rand in the course

of the last six months.74 The most obvious outcome has been a steep

increase in the inflation rate. The most dramatic rise has been in the

producer price inflation rate which has risen from 7.8% in September 2001

to 14.8 % in April 2002. At the consumer level the increase'rntnflation has

been much more modest so far, rising from the low point of 4% in October

2001 to 8.4% in May 2002.

147. The CPI inflation rate, excluding the impact of changes in interest rate, i.e.

CPIX inflation around which the government has set its inflation targets,

has increased from 5.9% in October 2001 to 9.2% in May 2002. It is still

too early to assess the full impact on inflation because there may be a lag

between the rate of increase in prices at the producer wholesale level and

the passing on of such cost increased to consumers as reflected in the

CPI and CPIX inflation rate. A general expectation exists that the CPIX
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inflation rate will increase more before starting to decline from the 4th

quarter of 2002 onwards.

148.

149.

150. Fuel prices increased by 19% over the past nine months and this can be

directly linked to the depreciation of the exchange rate of the Rand against

the dollar rather than a general rise in oil prices.

75

76
Jammine, Briefing note
Jammine, Briefing note
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The effects of inflation have a bigger impact on poor people on account of

food and fuel forming a far bigger share of total personal consumption as

compared to their middle class counter parts.

153. Jammine has indicated that despite a sharp increase in inflation and

interest rate, the real economy performed much better than expected after

the collapse of the Rand. Economic growth in GDP for 2002 now looks

as if it may come to 2.7% compared with early expectations of 2% or less.

Retail sales in the 1st quarter increased by 5.9% year on year in volume

terms. Furthermore in the first 4 months in 2002 manufacturing production

has increased by 6.8% compared with the same 4 months of 2001. It is

not clear whether this resilience in the domestic economic activity will

continue or whether the impact of higher prices and interest rates will

emerge in the second part of 2002.

154. What is not clear is to what extent the volatility of the exchange rate of

Rand has created the impression among foreign investors that the Rand is

an unstable currency which could depreciate massively at a moment's

notice again in the future. There have been significant inflows of portfolio

investment into the South African bond market in recent months. Jammine

argues that this would seem to belie the perception of undue risk being

associated with investment in South African.

155. Drummond indicates that in casual discussions with potential foreign

investors there is evidence of a perception of an unstable financial

environment based on what happened to the currency especially in the

second half of 2001.


