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The Rand debate rages on 
 

In its September Monetary Policy Statement the South 
African Reserve Bank Monetary Policy Committee 
indicated that in the year to date foreign investors 
purchased R100nbn (net) domestic bonds and equities, 
of which three-quarters were bonds. In 2009, total net 
foreign purchases of local bonds amounted to just 
R15.5bn.  

During the latter half of the 1990s inflows into the 
domestic bond market from abroad tended to be 
relatively short-term in nature and contributed 
significantly to currency volatility.  
 
However, currently, a different dynamic appears to be at 
play. Expectations of sustained low growth and 
investment returns are becoming increasingly 
entrenched in the developed world and monetary 
policymakers are likely to maintain a very low structure 
of interest rates in these economies for an extended 
period. As a consequence, investors are increasingly 
seeking yield elsewhere, notably in the emerging 
markets universe including South Africa. Indeed, the 
SARB notes more than US$32 billion has flowed into 
emerging market bond funds in the year to date, far 
above the previous highest inflow in a calendar year. 

Further, the Bank argues inflows from foreign pension 
(and other) funds are not necessarily speculative, but 
could reflect a “fundamental shift” as investors seek to 
secure relatively higher long-term returns. If so, the 
Rand, which has appreciated by around 5 per cent and 
15 per cent against the US$ and Euro respectively over 
the past year, may remain robust for a while longer, 
especially if global economic recovery is sustained and 
export commodity prices remain elevated. 

While it lasts, currency strength should constrain price 
increases and allow the Reserve Bank to maintain a low 
structure of interest rates, which is supportive of the 
unfolding upswing in final demand led by household 
consumption expenditure. Indeed, the sustained 
strength of the Rand in the year to date holds some 
downside risk to the current Reuters consensus CPI 
forecast of 4.2 per cent for the final quarter of 2010. 

The Reserve Bank’s strategy, focused on ad hoc 
purchases of foreign exchange is unlikely to exert much 
influence on the level of the currency. As the Bank 
continues to buy foreign currency it creates the 
impression that the country’s balance sheet is 
strengthening, which in turn is likely to attract additional 
capital inflows! It is only when the currency reaches

extreme overvaluation that Reserve Bank intervention 
may be effective and weaken the Rand. 

There have also been calls for the introduction of a 
Tobin tax on capital inflows. However, experience 
elsewhere on the likely success of this tax is 
ambiguous, while its implementation would also not 
make much sense during periods of capital withdrawal, 
which must inevitably occur from time to time. 

Establishment of a sovereign wealth fund is an idea that 
perhaps deserves further exploration. 

Ultimately, though, it would probably benefit us to shift 
towards full liberalization of exchange controls. After all, 
South Africans, who own a considerable amount of 
Rand assets, do not participate freely in the foreign 
exchange market. Surely, this must be key source of 
currency volatility.  

It is argued removal of the remaining controls would not 
make much difference. If that is the case why do they 
still exist? 

On balance, the Rand appears overvalued by some 15 
per cent according to my estimates. Persistently higher 
inflation in South Africa relative to our trading partners 
must surely eventually lead to a weaker Rand. 

But, this may not happen anytime soon and we can 
expect the debate around how best to reduce currency 
volatility to intensify in the months ahead. 
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