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maybe because the tertiary education system is not much advanced as compared to c'ountries like
‘South Africa. | . 4

It is also interesting also to note that the stability of money demand functions was at the centre of
monetarist claims that monetary targeting should be the backbone of a non-inflationary policy
stance (Drake and Chrystal, 1994). As a result, the approach of targeting monetary aggregates
was adopted by various central banks all over the world. ‘According to some evidence of what
happened in the past concerning monetary targeting, one can say that the outcomes may be
unsatisfactory, perhaps by reason of the dynamic interactions between monetary aggregates and

other real economic variables, principally the general increase in the price level. Globally there

have béen major breakthroughs regardin s, transformations in the structure
of the banking sector and mounting int :conomies and deregulations in the
financial systems. These developments, : , gave rise to significant changes in
the payment systems, growing availabili tes yielding various rates of return,

and accordingly have created anomalies in trvand relations.

In the middle of growing cymti);nwgmmmggsf@g; theg @ been significant changes
in the number of central banks which sjelifkeardidg iCrEtar ddgregate targeting in support of

inflation targeting and among others is South Africa. Even though monetary aggregates are no
longer targeted in an inflation-targeting framework, they are however used as signals of
inflationary strains in conjunction with an assortment of supplementary variables. Regardless of
the fact that money is no longer the crucial end of monetary policy, its function as a probable ‘
inflation gauge entails a peréeption of what compels its actions and how it manipulates other

variables in the financial system.

Taking all these into account, one more factor which triggered this study is also the nature of
monetary policy formulation in Swaziland, which is closely linked with South Africa’s monetary
policies since the kingdom of Swaziland falls in the CMA where the rand currency is adopted.
Furthermore, we want to contribute to the economic literature in the developing countries since
Swaziland is on the developing -nations and this research paper helps us to understand the link

between the demand for money and monetary policy formulation.
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- Moral suasion, as an instrument of monetary policy is also used by the CBS since the bank itself

does not have much influence on monetary policy due to the arrangement of the. CMA.

2.2.5 Swaziland’s financial sector

Commencing on the Central Bank of Swaziland, it was established as the monetary authority in
April 1974, empowering the bank to monitor, regulate and develop Swaziland’s financial
_infrastructure. The Authority took on the function of a central bank in 1978 when the name was

changed under the Monetary Authority { Amendmenty Act nf 1979 and additional powers were

granted through amendment to the Acts : egislative amendments to the Order
of 1974 provide the legal framework t k to adapt to the changing global
environment and to incorporate new financial supervision. The core
responsibilities of the CBS include iss urrency, advising the government;

managing the country’s official reserves, and" "l the foreign exchange markets (involves

both spot trading and dealih&/ nll\efm@gp @Irlie@)p[prl—ﬂa@ commercial banks may
manage limited sums of forex, revertligye thef antrtl Boak éiteeessary.

The financial sector consists of the Central Bank of Swaziland (CBS), four commercial banks,
one building society, two unit trusts, two development finance institutions, 56 SCCOs, a stock
exchange, over 200 pension funds (private and public), six life and insurance companies, and
over 100 micro finance institutions (MFIs). In terms of GDP, as of end-2006, total assets of the
- financial sector—consisting of banks, SCCOs, pension funds -and life and insurance
companies—is estimated at 105 per cent of GDP as compared with 160 per cent of GDP for
Namibia at end-2004 and 118 per cent of GDP for Botswana at end-2006.4 In US Dollar terms,
the estimated size of Swaziland’s financial sector at end-2006 stood at about US$3 billion as
compared with $US 10.7 billion for Namibia at end-2004 and US$12 billion for Botswana at
end-2006. /

The banking system is largely foreign owned. Three banks, the Standard Bank, the First National .
Bank and the Nedbank are subsidiaries of South African banks. The largest bank is the Standard

Bank while the government-owned Swazibank is the third largest commercial bank. - All
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From the figures published by the central bank of Swaziland, the researcher plotted CPI figures
on a graph to clear give a trend in the inflation rates of Swaziland. Figure 2.5 illustrates the

movements in the CPI figures in the period 1993-2008.

Flgure 2.5 Swaziland’s inflation in the period 1993-2008
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Source: Computed from Data series provided by CBS, various issues.

Figure 2.2 above shows substantive increases and decreases in inflation. From 1994-1996,
inflation fell sharply from the levels of about 14% to 6.5% followed by a moderate rate in the
band of 6% to 8% in the period 1996 to 2001. Furthermore, the CPI rose sharply in the period
2001 to 2002 to reach a level of about 11.7%. In the subsequent two years, CPI fell heavily from
a high of 11.7 to about 3.4% and this did not end there as tables turned when inflation started to
rise again sharply until it reached high levels of about 12.6% which we witnessed being
accelerated by the rising global oil prices and food prices recently. Another potential cause of
inflation that could be looked at in the Swaziland context is a rise in imported raw material prices
and other goods and services costs caused by external shocks (leading to increased foreign prices
of ilnports) or domestic currency depreciation. In the case of rising importv prices and exchange

rate depreciation, the major justification for including these variables is that they determine the
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r is the rate of interest (Sriram, 1999b:10).
The above “squaré—root formula” states that optimal demand for real money balances is directly
proportional to transaction costs (a®) and real income (y). M*, the demand for real money
balances, is however inversely proportional to the interest rate (r). The individual -agent
minimizes the sum of brokerage costs and interest forgone. The importance of this appro_ac.h is
that it introduces the optimization behaviour of individuals in demand for money, the trade-off
between money and alternative interest earning assets. The basic analysis of this approach is that
there is an opportunity cost of holding mbney, that is, the forgone interest that can be earned on

other assets. There is also a benefit to holding money, the avoidance of transaction costs.

The weaknesses of this approach are t - assumed that money is used for
transactions (payments), it failed to prov icroeconomic foundation as to why
people use money and (2) the assumptio payments are known with-certainty
might not be true in the real world. The: us to the precautionary demand for

money approach, which introduces some "1 the analysis of demand for money
Sriram, 1999b: 11-12). Baumel (4952) and Tobj 956) independently developed similar
Elemand for money models, wEZh c(}fig&rg{ﬁge/d thafggl;g g%gcl?:lénces held for transactions
purposes are sensitive to the level of interest rates. They considered a hypothetical individual
who receives a payment once a period and spends it over the course of this period in developing
their models. In their models, money which earns zero interest is held only because it can be
used to carry out transactions. The conclusion of the Baumol-Tobin analysis is as follows: as
interest rates increase, the amount of cash held for transaction purposes will decline, which in
turn means that velocity will increase as interest rates. The transactions component of the

demand for money is negatively related to the level of interest rates.

3.2.3.2 Precautionary demand for money approach

The precautionary demand for money framework postulates that people are uncertain about the
payments they might want, or have to make, hence there is demand for money balances for these
unknown expenditures (Sriram, 1999b: 12). People do hold money for this precautionary motive.
The more money the person holds, the less likely that the person incurs the costs of illiquidity.

There is, however a trade-off between money and interest. That is, the more money the person
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The monetary aggregate used, however, varies from study to study and is selected based on the
objectives of the study and other variables included in the estimation. The next sub-section
therefore looks at scale and opportunity costs variables used in various studies of demand for

money. -

3.3.2.2 Scale and opportunity cost variables
The choice of scale and opportunity cost variables used in the study of demand for money is

generally similar, with some slight differences depending on the chosen monetary aggregation.
The scale variable is a measure of transaction relating to the economic activity and this includes

using the level of current or permanent income (T anmac and Mehra, 1976: 464).

The use of Gross Domestic Product (C onal Product (GNP) as a variable
representing wealth or income is comm Adam (1991) used income, gross
financial wealth, changes in price level/ii rates13 as variables in the study of

demand for money in the United Kingdom f™SW®Z1986. However, most empirical studies
use the level of income to repr@ﬁﬂvgplyﬂ;.yﬁa@;s PForte IHastfev measurement problems
compared to other representations suah_p@ wentth. {Jexaa, 3998: 21). The other problem with
the use of wealth as a scale variable is that it is difficult to construct a long time series data for

most countries.

Although GNP is the most prominently used representation, GDP has also been commonly used
as a substitute and this does not show any significant difference in the results obtained (Laidler,
1993: 99). In order to capture the total transactions in an economy dependent on imports some
studies used an expenditure based indicator like gross domestic expenditure (GDE) to represent
income, that is, a scale variable. Most studies use GNP as the relevant scale variable because of
readily available data and as it also satisfies both income and wealth representations, directly and
indirectly. The scale variable can, however, be left out in situations where the speed of
adjustment of monetary aggregates used is too rapid or when high frequency data is used for

which there is no data for the scale variable chosen (Sriram, 1999a: 22-23).

The specification of the opportunity cost variables is however the most important determinant of

getting very meaningful results in the estimation of the demand for money function (Ericsson,
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