
1 
 

Assignment 2 

Phumeza Phillip 

Student number   : 61975419 

Subject code  : BAN 2601 

Unique number  : 727977 

Due date   : 13 September 2018 

  



2 
 

Table of contents  

1. Introduction          3 

2. The South African Reserve Bank        3 

3. Primary objective of the Bank       4 

4. The functions of the South African Reserve Bank    5 

5. The monetary policy                  5 

5.1 The monetary policy framework in South Africa              5 

5.2 The monetary policy objectives       7 

a) Maintain a stable exchange rate      7 

b) Achieve acceptable levels of economic growth    8 

c) Equitable distribution of income      8 

d) Maintain price stability       9 

e) Achieve and maintain a positive balance of payment position          10 

6. Conclusion                  11 

7. Bibliography                     12 

  

  



3 
 

1. Introduction  

The task of macroeconomic policy is the promotion of economic growth and 

development, the creation of more jobs and the employment of more people, the 

improvement of the living conditions of all the people of the country and the 

elimination of unjustifiable discrepancies between average incomes of various 

groups of participants in economic activity.  Monetary policy, being a part of 

macroeconomic policy has but an intermediate role to play in the implementation 

of overall macroeconomic policy. It is expected of monetary policy to create and 

maintain a stable financial environment within which overall economic activity can 

be expanded. 

This essay will discuss five monetary policy objectives namely; maintaining a stable 

exchange rate, achieving acceptable levels of economic growth, equitable 

distribution of income, maintain price stability and achieving and maintaining a 

positive balance of payment position. Before discussing the objectives, the South 

African Reserve Bank will be discussed briefly taking into account its primary 

objective and a short summary of its functions. 

 

2. The South African Reserve Bank  

In 1985, a department for bank supervision was created in the Reserve Bank to 

monitor the foreign activities of South African banking institutions. With this step, 

South Africa confirmed its support of the Basle Concordat of June 1983, in 

supervisory activities to include the international activities of banking institutions to 

facilitate closer co-operation between the supervising authorities. 

Among the many functions of the Central Bank are the establishment of certain 

capital and liquidity requirements and continuous monitoring of institutions’ 

adherence to legal requirements and other guidelines. 

The other major reason for the operations of the Reserve Bank in the monetary 

Market is to implement the Bank’s interest rate policy as determined by the 

Monetary Policy Committee(MPC), with the aim of achieving the Bank’s inflation 

target. 
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In this monetary operations, the bank endeavours to promote financial stability by 

managing the liquidity needs of the banking system as a whole. It also contributes 

to the development and efficiency of the domestic financial markets in particular 

the interbank market. 

 

3. Primary objective of the Bank 

The primary or strategic objective of the Reserve Bank is therefore to achieve 

and maintain stable financial conditions in the country. This objective is spelled 

out in both the Constitution of the Republic and in the South African Reserve 

Bank Act. In these acts it is recognised that only by protecting the currency can 

balanced and sustainable economic growth be achieved. 

The question may be asked what is meant by the term financial stability? In a broad 

sense financial stability can be defined to include price stability as well as stable 

conditions in the financial sector as a whole. Price stability is achieved when 

changes in the general price level do not materially affect the economic decision-

making process. Although relative price movements will still have an important 

factor in the decisions taken by producers, consumers and the authorities under 

stable price conditions.  

The stability of key institutions and markets in the financial system is achieved 

when there is a high degree of confidence that the financial infrastructure of the 

economy is able to meet the requirements of market participants. However, it is 

important to realise that financial stability does not exclude the failure of individual 

banks or financial institutions. A financial institution can go bankrupt in stable 

financial conditions. It is only where systematic risks arise, i.e. where the financial 

sector as a whole maybe influenced by an incident, that the situation can be 

described as financially unstable. 

The two elements of financial stability, i.e. price stability and stability of the financial 

sector, are closely related. Failure to maintain one of these elements provides a 

very uncertain operating environment for the other, with causality running in both 

directions. For example, high inflation can lead to tighter monetary policy, higher 

interest rates, and ncrease in the non-performing loans of banks and a fall in asset 
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and collateral values, which can cause bank and other failures in the financial 

sector. Conversely, disruptions in the financial system will the transmission 

mechanism of monetary policy less effective and can materially affect changes in 

the general price level.     

 

4. The functions of the South African Reserve Bank 

The Reserve Bank is the main monetary authority in South Africa and its current 

functions can be grouped into the following four major areas of responsibility: 

• Formulation and implementation of monetary policy 

• Service to the government 

• Provision of economic and statistical services 

• Maintaining financial stability 

 

5. Monetary policy 

Monetary policy may be defined as the measures taken by the authorities to 

influence the quantity of money or the rate of interest with a view to achieving stable 

prices, full employment and economic growth. Monetary policy in South Africa is 

formulated and implemented by the South African Reserve Bank. Decisions on the 

appropriate monetary policy stance are taken by the MPC of the SARB. The MPC 

consists of the governor, the deputy governors and a few senior officials of the 

Bank. Regular Monetary Policy Forums are also held to provide a platform for the 

discussion of monetary policy issues with a broad range of stakeholders. 

 

5.1 The monetary policy framework in South Africa 

In section 14.5 it was clearly stated that the primary objective of the SARB is to 

protect the value of the rand in the interest of balanced and sustainable economic 

growth. The South African Reserve Bank Act of 1989 also states that “in order to 

achieve these objectives the Bank shall influence the total monetary demand in the 

economy through exercise of control over the money supply and over the 

availability of credit”. 
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Over the years, various policy regimes have been applied in an attempt to achieve 

the monetary stability required for balanced and sustainable economic growth. The 

policy regimes shifted from direct intervention in the 1960s and 1970s to a more 

market-orientated policy approach where the authorities, through their own buying 

and selling conditions on financial markets, created incentives for financial 

institutions to react in the desired manner. 

From 1986 onwards, explicit monetary growth targets for M3 were announced 

annually. These pre-announced targets were pursued indirectly by changes in the 

Bank’s official discount rate. If the Reserve Bank wanted to reduce the demand for 

credit it increased the Bank rate, and vice versa. Short-term interest rates 

effectively became the main instrument or operational variable of monetary policy. 

The monetary targets or guidelines were, however, invariably missed and were 

generally ineffective. This was ascribed, inter alia, to financial liberalisation and 

other structural changes in the economy. 

In March 1998 an informal inflation target of 1 to 5 per cent was set for the first time 

and a new system of monetary accommodation with daily tenders for cash reserves 

through repurchase transactions came into effect. Through daily tenders, banks 

were given the opportunity to tender for central Bank funds through repurchase 

transactions. 

The next phase in the evolution of South Africa’s monetary policy framework was 

introduced on 23 February 2000 when the Minister of Finance announced a formal 

inflation target between 3 and 6 per cent to be achieved by 2002. The main features 

of the South African monetary policy framework at the time of writing can be 

summarised as follows: 

• The ultimate objective is balanced and sustainable economic growth. 

• The intermediate objective is a pre-announced inflation target. 

• The operational variable is short-term interest rates, which are governed by 

changes in the repo-rate. 

• The monetary control system is a classical cash reserve system. 
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5.2 Monetary policy objectives 

Under it’s monetary policy objectives, Central Banks aim to achieve the following: 

 

a) Maintain a stable exchange rate 

Foreign trade involves payment in foreign currencies such as the euro, pound 

sterling, United States dollar and Japanese yen. South African importers have to 

pay in these currencies for the goods they buy and therefore obliged to exchange 

South African rand for the currencies. If the foreign exchange market is left to its 

own devices, exchange rates tend to fluctuate quite considerably, since the 

demand for and supply of foreign exchange are not synchronised on a da-to-day 

basis. Because of the potential volatility of exchange rates, and because the 

authorities often wish to use the exchange rates to pursue particular policy 

objectives, exchange rates are often managed or manipulated to some extent by 

central banks. This is called managed floating. 

While it is relatively easy for a central bank to purchase foreign exchange in an 

attempt to avoid an appreciation (because such an appreciation might, for 

example, stimulate imports and hurt exports), it is much more difficult to try to avoid 

a depreciation. A central bank can only intervene to stabilise a depreciating 

currency if it has sufficient foreign exchange reserves to do so. 

 

Exchange rate policy 

Exchange rates are among the most important prices in the economy. Movements 

in exchange rates can have a significant impact on economic growth, employment, 

inflation and the balance of payments as well as the wellbeing of individuals. Most 

of the larger countries, including South Africa, have floating currencies. With a 

floating currency, the are basically only three policy options: 

• Do nothing, that is, allow market forces including the actions of currency 

speculators, to determine exchange rates. 

• Intervene in the foreign exchange market by buying or selling foreign 

exchange, that is practise managed floating. 
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• Use interest rates to influence exchange rates. For example, if the SARB 

wishes to avoid a depreciation of the rand against the major currencies, it 

can raise interest rates relative to the rest of the world. This will encourage 

an inflow of foreign capital and will also raise the cost of speculators who 

want to speculate against the rand. 

 

b) Achieve acceptable levels of economic growth 

 The first step in measuring economic growth is to determine a country’s total 

production of goods and services in a specific period. In other words, the 

production of all the different goods and services must be combined into one 

measure of total production or output. This complicated task is performed in South 

Africa by the national accounting sections of Statistics South Africa (Stats SA) and 

South African Reserve Bank. The officials who are responsible this task may be 

regarded as the accountants or bookkeepers of the economy as a whole.  The 

central concept in the national accounts is the gross domestic product (GDP). The 

gross domestic product is the total value of all final goods and services produced 

within the boundaries of a country in a particular period (usually one year). GDP is 

one the most important barometers of the performance of the economy. 

The three methods of calculating gross domestic product are: 

• The production method (value added) 

• The expenditure method (final goods and services) 

• The income method (incomes of the factors of production) 

 

c) Equitable distribution of income 

 To obtain an accurate picture of the distribution of income we must have reliable 

information about the income of each individual or house hold in the economy 

during a particular period. This information is difficult to obtain. Nevertheless, 

researchers use data from population censuses, tax returns and other sources to 

estimate distribution of income. Estimates of the distribution of income are 
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therefore only undertaken sporadically because the whole process is difficult and 

time consuming. 

The three measures that are often used to measure the quality or inequality of the 

distribution on income once basic information is obtained are: 

 

Lorenz curve 

The Lorenz curve is named after the American statistician Max O Lorenz who 

developed it in 1905. The Lorenz curve is a simple graphic device which illustrates 

the degree of inequality in the distribution of income. To construct the Lorenz curve, 

the different individuals or households in the economy first have to be ranked from 

the poorest to the richest. This is done on cumulative percentage basis. 

 

Gini coefficient 

Another measure of inequality is the Gini coefficient, named after the Italian 

demographer, Corrodo Gini, who invented it in 1912. The Gini coefficient can vary 

between 0 and 1. The Gini coefficient is sometimes also multiplied by 100 to obtain 

Gini index, which varies between 0 and 100. If incomes are distributed perfectly 

equally, the Gini coefficient is zero. 

 

Quantile ratio 

A third possible way of expressing the equality or inequality of the distribution of 

income is to use a quantile ratio. A quantile ratio is the ratio between the 

percentage of income received by the highest per cent of the population and the 

percentage of income received by the lowest per cent of the population.  

 

d) Maintain price stability 

 Economists are interested in what is happening to the prices of goods and 

services. They want to know what is happening to inflation. They also need 

information about price movements to be able to distinguish between nominal and 
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real values. Since World War II most prices in South Africa have increased from 

year to year. The prices of all goods increased considerably but the prices of 

different goods increased at different rates. When the prices of goods and services 

increase, the purchasing power decreases.  

Economists want to know what is happening to purchasing power of the 

consumer’s rand. To estimate the changes is in purchasing power, they have to 

know what is happening to prices in general. Instead of investigating what is 

happening to individual prices, one of the general or composite price indices 

compiled by Stats SA is used. The best known of these is the consumer price index. 

 

The consumer price index (CPI) 

The consumer price index is an index of the prices of a representative basket of 

consumer goods and services. The CPI represents the cost of the shopping basket 

of goods and services of a typical South African household. 

 

e) Achieve and maintain a positive balance of payment position 

The South African balance of payment of payments summarises the transactions 

between South African household, firms and government and foreign households, 

firms and governments during a particular period. The balance of payment consists 

primarily of two major accounts, the current account and the financial account. 

 

Current account  

 The current account records exports, imports and net gold exports, together they 

constitute what is often referred to as the trade balance. The next important set of 

items is service receipts and payments for services. Money spent by tourists on 

food and accommodation while travelling in foreign countries and money spent by 

foreign tourists in South Africa falls in this category. Another set of items is income 

receipts and income payments. Income receipts refer to income earned by South 

Africans residents in the rest of the world, while income payments refer to income 

earned by non-residents in South Africa. The last item in the current account is 
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current transfers. This entity includes social security contributions and benefits, 

taxes imposed by government, and private transfers of income such as gifts, 

immigrant and charitable donations. 

 

Financial account 

The financial account records international transactions in assets and liabilities. It 

has three main components: direct investment, portfolio investment and other 

investments. Direct investment includes all transactions where the purpose of the 

investor is to gain control of or have a meaningful say in management of the 

enterprise in which investment is made. Portfolio investment, on the other hand 

refers purchases of assets such as shares or bonds where the investor is 

interested only in the expected financial return of the investment. Other investment 

is a residual category which includes all financial transactions not included under 

direct and portfolio investments. 

 

6. Conclusion  

The most important financial institution in any monetary economy is the central 

bank. South Africa’s central Bank is the South African Reserve Bank, which was 

established in 1920 and started doing business in 1921. This essay discussed the 

central bank’s primary objective, functions of the central bank, monetary policy 

framework and the monetary policy objectives. 
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