
59

within strict limits. In these circumstances the SARB provided forward

cover to residents in respect of their offshore exposure.

208. The forward cover mechanism was used to encourage long term

borrowing offshore as well as access to short term offshore finance. It

was thus used to enable corporate South Africa to access international

credit lines. These credit lines were to a 'arge extent related to trade.

209 As a result of this, during the 1980's and the 1990's, the SARB was an

active participant in the foreign exchange market firstly and initially by

virtue of the responsibility to assist with the development of a foreign

exchange market in South Africa but later to assist in achieving a relatively

stable exchange rate. The SARB has on various occasions over the years

intervened in defence of the Rand. As the SARB did not have adequate

foreign reserves, the obligations to deliver forex into the market were

converted into forward obligations. Such interventions took place in 1996

and also in 1998.

210 The forward book of the SARB reflects all unsettled future foreign

exchange commitments of the SARB. Since the ror:warc .book ,was -used

among others to provide cover to residents in respect of the offshore

loans, this resulted in an oversold or negative balance on the forward

book. This oversold balance implies that the SARB's commitment to

deliver foreign currency at future dates, is greater than its future

commitments to buy or receive foreign currency.

211 The second reason for using the forward book is that it is also used as a

way to underwrite intervention. The bank for example, sold US dollars into

the spot foreign exchange market in order to support the exchange rate of

the Rand and then swapped the US dollars back onto its forward book by

buying US dollars spot and simultaneously selling them forward. Profit
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and losses in respect of providing forward cover are for the account of the

Government.

Huge losses were incurred by the Government due to the existence of the

NOFP. The NOFP is the difference between the forward book and the net

results of the SARB which is for the Government's account.

It is on account of the exposure of Government in this regard and' the

consequent losses as well as inflation targeting that the SARB did not

intervene in support of the Rand in 2001.

Both the National Treasury and the Bank have expressed a determination

to reduce the NOFP as it has been perceived negatively by market

participants and commentators, including the International Monetary Fund,

the rating agencies and the investment banking community.

Given the losses on the forward book and negative perceptions from

market participants and commentators on the one hand and the potential

impact on the currency of reducing the forward book Dn the other, the

Bank had a difficult choice to make. In the long ter'ffi -interest -of .the

country, it was decided to place emphasis on reducing the NOFP. The

Bank has had to buy foreign exchange as prudently as possible to close

out the NOFP.

The Bank has stated that it has been conscious of the risk of doing this

and has tried to manage this risk by buying US dollars selectively. When

market conditions deemed it not to be conducive, the pace of the

reduction of the NOFP was slowed down or the process of reduction was

even suspended. This is shown by the wide fluctuation in the NOFP since

1994. 77

77 See Annexure 19
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Impact of the NOFP on the Exchange Rate

Expert witnesses / economists from the various Authorised Dealers who

gave evidence before the Commission as well as the Authorised Dealers

themselves (check if Authorised Dealers are also mentioned in NOFP)

submitted that the NOFP contributed to the depreciation of the Rand

during 2001.

218. The SARB admitted that during the course of 2001, the Bank purchased

foreign exchange proceeds which emanated from a number of large

transactions. Their total purchases during the period covered by the

Terms of Reference amounted to approximately USD 4.4 billion and were

generated by Government's foreign bond issues and two large corporate

transactions.

These purchases contributed to the decline in the NOFP to USD 4.8 billion

at the end of 2001.

If the proceeds of these large transactions had been allowed to flow

through the market the Rand could have appreciated signifi-cantly.

The SARB has argued that any negative impact on the exchange rate of

the Rand is offset by the positive perceptions in the market in that a major

negative influence on the currency is being actively addressed.

The specific reductions for 2001 are in the first quarter, USD 9.4 billion,

second quarter, USD 5.3 billion, third quarter, USD 4.7 billion and fourth

quarter, USD 4.8 billion. As at 12 March 2002, the NOFP stood at USD

2.9 billion.
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THE 14 OCTOBER STATEMENT BY THE GOVERNOR OF THE SARB

Consideration of the impact of the statement issued by the Governor of

the Reserve Bank on 14 October 2001 falls outside the Terms of

Reference of this Commission. However, in view of the fact that it had

been repeatedly mentioned by expert witnesses and Authorised Dealers

as a factor that they believed contributed to the depreciation of the Rand,

the Commission is of the view that it is necessary to deal with it in some

detail.

In the course of 2001 and on account of the volatility of the exchange rate

of the Rand, the SARB was informed by players in the foreign exchange

market that speculative transactions, particularly by non-residents were

adding to volatility and Rand weakness. It was informed that investors

and other emerging markets with less liquid financial markets were using

the South African market as a hedge for the weakness in other

countries.78

The SARB either had a choice of abolishing the remaining exchange

controls or to apply the existing rules and regulations equitably to all.

The Bank became increasingly concerned that excessive volatility in the

foreign exchange market during the 3rd quarter of 2001, exacerbated by

the tragic events of 11 September 2001, negatively influenced inflation,

business decisions and the economy as a whole and therefore issued a

statement on 14 October 2001.79

Part of the statement read:227.

78
79

See Annexure 20
Mboweni, Record, p 661
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"The ReselVe Bank stands ready to take appropriate firm steps

against trading activities inconsistent with existing rules and

regulations. The enforcement of existing rules selVe to ensure that

only legitimate transactions take place in the foreign exchange

market. This does not restrict, for example, the ability of a non-

resident investor to either hedge or repatriate.1he sale proceeds of

an investment in South Africa. It does, however, exclude the

financing of short Rand positions in the domestic markets, which is

consistent with the requirement that domestic borrowing by

non-resident investors is subject to certain restrictions. This

communication should not be construed as an attempt to restrict

the activities of banks in the South African market, provided they

adhere to the existing rules and regulations. Normal commercial
and financial transactions remain unaffected. ..80

The statement mentioned the NOFP as follows228

"The net open foreign currency position (NOFP) declined from

USD 23,2 billion at the end of September 1998 to USD 4,8 billion.

Given the negative perceptions resulting from 'the NOFP, the

Reserve Bank reduced its position by purchasing foreign currency

in a domestic foreign exchange market, which may have

contributed to the depreciation of the Rand over this period."s1

229.

The statement further advised that Government would not intervene in the

foreign exchange market.

"In future, the Reserve Bank will not intelVene by purchasing

foreign exchange from the market for purposes of reducing the

NOFP. The NOFP will be expunged from cash-flows derived from

80

81
Statement is contained in Annexure 20
Mboweni, Record, p 340 and 341
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the proceeds of government's offshore borrowing and
privatization. 82 The bank believed that applying the existing rules

and regulations to exclude speculative trading from our foreign

exchange markets will reduce volatility in the Rand's exchange rate

and would be to the benefit of non-resident investors in South

Africa."

230. Before the SARB issued the statement, it invited the chief executives of

domestic and foreign banks which have a presence in South Africa to a

meeting on Sunday 13 October 2001. The chief executive of each

institution was accompanied by the head of treasury in that institution.83

The purpose was to inform chief executives of the SARB's intention to

issue the statement and the statement.

Only two banks, both foreign, raised concerns. The first was Citi Bank

which raised a concern that the SARB action could result in the

development of the offshore market, over which the Reserve Bank would

have no jurisdiction.

The second bank that raised a concern was Deutsche Bank which argued

that the SARB was focusing on the wrong target to enforce existing rules

and that the target may be somewhere else.84

Following the statement issued by the Governor on 14 October 2001, the

Exchange Control Department issued an Exchange Control Circular D 342

to the Authorised Dealers on 16 October 2001.85

82

83

84

85

Witness Bundle, SARB, Vol 7, P 341
Mboweni, Record. p 662
Mboweni, Record, p 662 and 663
The Circular is contained in Annexure 21
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235. The Circular requested Authorised Dealers to ensure that their overseas

counterparties are fully conversant with the Exchange Control Rules

applicable.

The Circular read as follows:236.

"To ensure that the provisions of the various Sections of the

Exchange Control Rulings are applied uniformly by all Authorised

Dealers, in particular when dealing with non-residents in the

forward and other derivative foreign exchange markets, we deem

it necessary to reiterate certain fundamental principles in this

regard."

"It is incumbent upon Authorised Dealers to ensure that their

overseas counterparties are fully conversant with the rules

applicable to dealing in the domestic forward and other derivative

foreign exchange market.

It follows, therefore, that when dealing with a non-resident

counterparty, other than a correspondent Bank, supporting

documentary evidence must be obtained confirming that such non-

resident counterparty has a legitimate South African exposure

resulting from an accrual, investment or asset denominated in

Rand. Where the required supporting documentary evidence is not

available at the time of entering into a transaction, such

documentation must be presented within 14 days for endorsement.

In the case of correspondent Bank, a written confirmation every two

weeks to the effect that all transactions have been executed within

the ambit of the aforementioned rules, signed by the compliance

officer, is acceptable. Copies of the endorsed sl:lpporting

documentation as well as the written confirmations must be

retained for inspection purposes.
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Trading operations may continue to be undertaken by non-

residents in the domestic markets in respect of their assets,

liabilities or future firm and ascertained commitments and/or

accrual.,.S6

The purpose of the Circular was to bring to the attention of the Authorised

Dealers the Governor's statement and to explain its contents. The Circular

is a restatement of the Rules and Regulations.

The Reserve Bank Market Working Committee under the chairpersonship

of the advisor to the Governor, Mr Lambertus van Zyl, held various

subsequent meetings with the working committee established by the

Authorised Dealers and finalised the wording of the compliance letter

requested from the correspondent Banks.

With regard to the Exchange Control Rules and Regulations, it had also

been decided to bring pertinent matters to the attention of non-resident

counterparties. A notice for the attention of relationship managers,

compliance officers and dealers was then issued 'through ACI to all
Authorised Dealers for distribution to their foreign correspondent' Banks. 87

It was stated in a notice that the measures taken by the SARB on 14

October are not retrogressive in nature and represent an application of

existing rules and regulations.88

This notice read in part:

The South African Reserve Bank has decided 10 ensure that

existing exchange rules and regulations should be applied. After

consultation with the Reserve Bank, the South African Authorised

86

87

88

Witness Bundle SARB, p 6, 215
Bruce-brand, Record, p 568 -the notice is extracted at Witness Bundle SARB Vat 6, p 224

Bruce-brand, Record, p 568
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Dealers decided to inform their correspondents abroad of the

requirements to deal in the South African foreign exchange market.

We are of the opinion that the measures being applied are not

retrogressive in nature and represent an application of existing

rules and regulations. The authorities have no intention of

generally denying non-residents access to the foreign exchange

market, but believe that in the interest of fairness, existing rules

should not only be applied to resident and non-resident investors in

South Africa as is currently the case, but also to non-residents who

have only a trading interest in the South Africa foreign exchange

market. It should also be clear that the rules and regulations apply

very specifically to the financing of short Rand positions in the

foreign exchange and domestic financial markets."s9

It appears that notwithstanding the explicit emphasis in the notice that the

South African authorities remain committed to the orderly and gradual

process of relaxation of exchange control and that the statement was in

effect a restatement of existing exchange controls, it was misinterpreted

by market participants. The SARB Governor stated ;n his evidence to the

Commission that in some instances this misinterpretation was deriberate:9o

Misinterpretation relates to the fact that instead of regarding it as a stricter

enforcement of existing exchange controls, it was interpreted as a

tightening of such controls.

Though there was no tightening of exchange control or rules, there was a

new requirement that Authorised Dealers procure from correspondent

non-resident banks a written statement, a letter of compliance letter from

the compliance officer of the banks, that a firm and ascertainable

commitment or accrual existed prior to entering into any foreign exchange

Bruce-Brand, Witness Bundle SARB, Vol 7, pg 344

Mboweni, Record 664

89

90
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transaction. The Authorised Dealer previously had this obligation but the

written certificate was not required.

Witnesses to the Commission argued that the statement reduced liquidity

in the market. Foreign banks could have decided as a precautionary

measure to avoid finding themselves in contravention of exchange control

rules, and reduced their level of activity in South Africa's foreign exchange

market.

However in his evidence the Governor of the SARB stated that:

"the causality could have been the other way, i.e. sharp

movements in the Rand's value could have created uncertainty

leading to the widening in the bid- offer spreads and a reduction in

liquidity".

247. In terms of the figures reported to the SARB, the net daily turnover in the

Rand foreign exchange market had declined from an average level of

USD 7.4 billion in October 2001 to USD 5.5 billion in November 2001 but

increased again to a level of USD 6.1 billion during the week of 15th

December 2001.

248. The most significant decline was in the stock market where the average

daily net turnover declined from an average level of USD 5.8 billion in the

first ten months of 2001 to an average USD 4.3 billion for the last two

months. The turnover of non-residents -the most significant participants

in this market -declined from USD 3.6 billion to USD 2.3 billion

respectively. 91

While it is accepted that turnover alone is not a perfect measure of

liquidity, it does represent a reasonable proxy. When assessed together

Bruce-Brand, Record91
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