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ABSTRACT

Since independence in July 2011, South Sudan adl@fexed exchange rate regime. This
system has been faced with growth of black marketdollars; rent seeking behaviour,

corruption and poor controls on channels of distritg dollars with licenses given to well-

connected political elites and business brokers.

Foreign currency management in developing countisean instrumental tool used by

governments to direct economic growth and macroaman stability. In this research, the

research evaluated channels for distribution ofagsil controls, oversight and legislations on
management of foreign currency; determined the ecaafsblack market's premium; and

identified gaps and proposed recommendations tliatemhance management of foreign

currency management in South Sudan.

The research reviewed processes, controls, ovérs@as and legislations on foreign

currency management in South Sudan; analysed clsaand data on supply of foreign

currency to the market; and conducted focus intarsiwith stakeholders and experts.

The study found that the government of South Sigéae amount of US$ 250,000 and US$
500,000 per month to bureaus and commercial baagfgectively each at predetermined rate.
There was no mechanism put in place by the Bartkooth Sudan to determine the amount
of dollars demanded by the market; there was nosaig over reporting and compliance of
financial institutions with various laws and regidas; licensing of commercial banks and
bureaus was not properly controlled with bureacsnsed only for well-connected persons;
the Bank of South Sudan did not have sufficientf stéth technical capacity to manage

foreign currency.

Though the fixed exchange rate adopted by the gavent of South Sudan was appropriate
base on South Sudan economic situation, the mareagepnocess has been abused with
corruption and rent seeking behaviour. An analgsidata significantly showed that 77.4%
of black market premium is caused by the amoumtodifirs supplied to the black market and
inflation rate. It was noted that weak controlsmanagement of dollars supplied to bureaus
and banks, enforcement of laws could have congthtd growth of black market.

This research recommended that the Bank of SoutlarBareates a mechanism to determine
the amount of dollars demanded by the market idstefr supplying dollars without
determining the market demand which is a prime eadfidlack market's premium; increase

controls on licensing, enhance oversight abilitytbe banks and bureaus over management



of currency allocated; strengthen financial systamds enforcement of laws and regulations;
auction dollars to bureaus and banks to reducgdbebetween the official and black market
rates to reduce incentives for the black markee gbvernment should also increase the
capacity of the Bank of South Sudan employees imottumber and technical competency to
increase their capacity to discharge the mandatteeoBank.
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CHAPTER ONE

BACKGROUND
1.1  Introduction
Since the collapse of the Bretton Woods systenBir81countries made efforts to establish
exchange rate system that would enable them achmaeroeconomic stability and
international competitiveness. Countries adoptdteeifixed or floating exchange regimes to
achieve these objectives. Based on their economézeist, some countries implemented a
mix of float and fix regimes.
The choice of exchange rate regime is determinethéyntegration of the financial system
to the global economy and extent of envisaged dbiemesonomic policies. The regime that
is adopted by each country reflects its disturbangesure, economic structure, risks and its
economic objectives as exchange rate policy hast grfBuence on economic performance.
Some economists argued that inappropriate exchatgeolicies that were implemented in
1970s were the cause of financial crisis that wa@&eenced by Asian countries in 1980s and
1990s. The World Bank (1984) stressed that oveedhlexchange rate was the causes of
deterioration of balance of payment and agricultarenany developing countries in 1980 —
1990s.
According to Dornbusch (1981) a fixed exchange vateks like any price support scheme
implemented by governments to protect local farnzerd jobs. Whatever regime a country
adopts, this regime must suit the local economicuonstances and institutional set up. The
exchange rate regime influences the economic growdde competitiveness with the
neighbours, and in fact, a protective tool.
A consensus has been built among economists amnd pobkers that domestic imbalances
can be corrected with exchange rate adjustmenth&umore, liberalization of economies has

freed huge capitals that influenced the global eaon This has reinforced the importance of



exchange rate policy as a vital monetary toolslnhow easy to transfer foreign currency
between countries with improved technology and aliahtion of the banking sector.

The key role played by exchange rate regime hapefisal exchange rate policy into the
heart of economies’ monetary policy. The dilemmaaiions is to determine the regime that
suits their economic needs. While the wind of l#eation has blown most nations to adopt
floating regime, China seems to make considerafaldet gains against the major world
economies due to the undervalued Yuan. This hatextesome economic discomforts in geo-
economics.

In South Sudan, a debate has been ignited by htterral Monetary Fund by proposing a
float exchange rate. The government of South Sddaours a fix regime. This debate is
crucial for South Sudan and its trading partnewmitts Sudan entirely depends on imported
goods and services. Fixing the exchange rate we#pkthe foreign currency at affordable
price from a theoretical sense. Whether this casus¢éained without distributive injustices is
a different thing altogether.

The situation in South Sudan presents the knowenuila on choosing the regime. It is
crucial to note that whatever regime is chosenhieygovernment of South Sudan, there will
be winners and losers economically. The growth lafckb market and lack of proper

mechanism to deal with it undermines governmentigiment to continue with the fixed

exchange regime.



1.2  Statement of the problem

In 1990s, countries that had pegged their currersiiéfered great financial crisis as the crisis
were easily spread in the global financial systemeugh financial links. The crisis that
engulfed Asia in 1980-90s was a manifestation #maéxchange rate management possesses
a lethal threat to the economies if it is not propmanaged.

It is known that fix exchange regime is prone tstainability challenges while floating
exchange regime is highly volatile. Therefore, aggime chosen by the monetary authority
should be based on its economic preferences.

On 9"January 2005, A Comprehensive Peace Agreement (GRAEnded over two decade
of protracted war in Sudan was signed in Kenyas Hgreement provided for an autonomous
government in South Sudan with partial control obreomic policies in South Sudan till
9"July 2011 when citizens of South Sudan overwheligingted for an independent state in
a referendum as provided by the Comprehensive Regreement.

During the interim period, key financial and econordecisions were made in Khartoum.
After independence, these decisions were transféor¢he government of South Sudan. The
government’s ability to perform its foreign currgnmanagement and monetary policies is
impeded by lack of strong institutions, poor pagiand legislations, lack of qualified
persons and possible rent seeking behaviour ingioreurrency management that has led to
mushrooming of black market in foreign currencylea

Since 2005, public access to foreign currency higesis has been a great challenge in doing
business in South Sudan. Black market has flowligiaeallel to official government’s rate.
The government distributes foreign currencies tokbaand foreign currency dealers for
distribution to needy corporations and individudleese channels for distribution of foreign
currency by the government have been compromisedcdsyuption, and nepotism in

licensing of foreign currency dealers.



South Sudan economic circumstances are unique,itwitiuge inflows of petrodollars, huge
import bills and weak regulatory and managemenaciypwhich characterises South Sudan
economy. It is therefore not possible to presctibe same economic treatment to other
countries to South Sudan. A detail study of exckamade regime to adopt is therefore crucial.
South Sudan economy is undiversified with oil as ¢mly source of foreign currency. The
export is done through pipeline infrastructure iarth Sudan a neighbour to South Sudan
which has given constant-squabbles ranging frondldrodemarcation, nationality, and cost
for the use of pipeline, Abyei and other disputesha. This complicates the predictability of
inflows of dollars for short term. This means, atbat an exchange rate regime that will
hedge against this unpredictability is crucial.

As part of its capacity enhancement on foreigmenay management, the government of
South Sudan has put in place foreign exchange ljuede(September 2011); Bank of South
Sudan Act 2011; Banking Provisional order No0.22d aforeign exchange business
provisional order No. 23 as measures to enhancedtdatory environment. There is need to
review the appropriateness of these laws taking @ensideration the economic and human
capacities of the Bank of Republic of South Sudan.

Key to South Sudan economic development and congdiawith liberalised economic
management is pegged on its management of exchatgeolicy. The type of regime it
adopts and the manner in which it utilises its cépawill have crucial role in catalysing its
development.

When the government fixes exchange rate, pricanpdrts and inflation will be manageable
from the theoretical perspective. However, the atgeo fix exchange rate will possibly
increase nepotism, corruption and rent — seekinigemsing of foreign currency dealers; and

increase geo- economic discomfort as the case bat®hina and United States illustrates.



This study aims to evaluate the mechanism usedh®\Bank of South Sudan to determine
market demand of foreign currency, process andsay®r over channels of distribution,
capacity of Bank of South Sudan and proposed apjptepactions to enhance foreign

currency management in South Sudan.

1.3  Justification and Importance of the Study

Exchange rate regimes today are dictated by higél lef financial globalisation that had
happened in the last forty years. South Sudaruiigue economic case. It emerged as a new
nation 50 years after independence of most Africanntries. It is endowed with natural
resources, and started from low level in termsnetiiutional and regulatory framework on
monetary and exchange rate management in 2005.

Establishing a credible exchange rate regime thhtewhance its economic stability and
sustainable economic growth is crucial. This rededherefore aims to evaluate economic
circumstances of South Sudan’s exchange rate regime

Due to her unique economic characteristics and| l@feinstitutional and regulatory
framework, there is need to evaluate the laws agdlations in place to gauge lessons learnt
during commencement and advancement of foreigrenoyr management in South Sudan;
check if laws enacted conform to the demand of is&uidan economic realities. It is critical
that the analysis of institutions and laws is dona timely manner to provide lessons that
will be used to improve the overall foreign curnemeanagement in South Sudan.

In South Sudan, the growth of the black marketféoeign currency is a challenge that the
government has grumbled with for long. This reseamderpins the causes, effects and ways
to control the growth black of market in South Suda

This research is the first of its kind in South &udo evaluate government’s policies and

regulations on foreign currency management. It ioles/a new perspective on exchange rate



management in developing countries and sets refagenda on foreign currency
management for the government of South Sudan; gesvan insight on lessons in foreign
currency management and highlight weakness and roppiies on foreign currency
management as part of integral monetary policyitiect and dictate economic development
and growth in South Sudan.

The pioneering contribution of this research isléwelop a model will explain the cause of

black market premium for foreign currency in So8tidan.

1.4  Objectives of the study

i. Review institutions, policies, procedures on fomeigurrency management and
identify gaps on foreign currency management intis@udan.

ii.  Evaluate distribution channels for foreign curretgythe Bank of South Sudan
and determine the appropriateness of these chamm&dstigate the cause, impact
of black markets in South Sudan; and propose suisitio challenges identified.

iii. Develop an econometric model that can be used edigir the black market
premium for foreign currency in South Sudan. Thedel@an be used to explain

the cause of black market in South Sudan.

1.5 Hypothesis of the Research
l. Poor laws, regulations and lack of oversight froanB of South Sudan are the
key causes of black market in South Sudan;
Il. The premium gains in the black market on dollacsitebuted to high demand for
dollars; and hence encouraged corruption and repoin the licensing of

foreign dealers and distribution of dollars;



II. Lack of proper mechanism to determine amount cfifpr currency demanded by

the market contributed to black market premium.

1.6  Limitation of the study
This research is affected by the following chalkesig
e South Sudan was involved in a protracted war thated for over 20 years, this
destroyed institutions and capacity to collect,lgs®& and keep data. There is no
accurate data on most of the variables that | studi
e This research was a very expensive exercise insteomtime, computer and
accessories, internet, books and printing of jogtna

e There was a tendency to withhold information byeyowment officials.



CHAPTER TWO

ANALYTICAL LITERATURE REVIEW
2.1  Introduction
According to Akramet.l (2011) countries change rtrerategies regarding exchange rate
management and adopt those regimes that are miriberiest. A key determinant in adopting
an exchange rate policy is the expected gainsviiabe accrued to a nation from the new
exchange rate regime.
Nothing illustrates the role of exchange rate inrexmmic development than the competing
views, and accusations between China and UnitetesStaf America. China fixed its
exchange rate against the United States Dollarthisdlead to cheap export for china to
United States.
As a result of this, manufacturers have relocateahina where production has become
cheaper compared to the United States. This iltetrthat whether a nation adopts, a fixed
or floating exchange rate regime, there are gaidd@sses. While a floating exchange rate is
therefore beneficial for the global economy, thasimot be said conclusively from a national
perspective.
As can be seen from figure 1 and 2 obtained frotarhational Monetary Fund, the growth
rate of Gross Domestic Product in China by 2014 ;uhemployment rate in China during the
same period was less than 5% while unemploymeatmahe United State was about 10%.
There was no significant difference in inflatioies during the same period. This seems to
confirm that due to the undervalued Yuan, manufacturelocated to China which led to
reduction of unemployment rate and high growth rafe Gross Domestic Product
(GDP).During the period of financial crisis, (2068 2010) while there were varied

performance in GDP and employment rate betweeredr8tates and China, inflation rate in



both countries moved in the same direction. Thiglcde explained by the fact that there
was reduced consumption during the crisis.

Figure 1: China’s key economic indicators
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Figure 2: Key Indicators for United States
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Exchange rate had become an important economiddoatanipulation of economic system.

That is why immediately after separation of the t®adans, South Sudan and Sudan
introduced new currencies exclusively controlledtir respective central Banks. This was
to minimize manipulation of exchange rate which migad to macroeconomic disturbances.
As China’s and United States’ performances illusirthe exchange rate policy is not a zero
sum game; there are winners and losers dependitigeoexchange rate policy adopted by a

nation’s trading partner, economic endowments aapacity to execute its policies in

10



accordance with its strategies. The current pdiaopted by Republic of South Sudan were
adopted from Sudan. According Mohamed B. ELGALId &njaa H. MUSTAFAL (2012),
Sudan overvalued its pound which has had an im@amreagricultural products and raising
of parallel market the same problems experiencefiduth Sudan

To prevent the flow of old pounds into South Sudhujng the period of introduction of new
currency in July 2011, the Bank of South Sudarnvadib the old Sudan pound to depreciate
against the dollar to prevent speculators from irtipg Sudan pounds to South Sudan. From
the discussions with employees of the Bank, it vegmrted that due to poor control during
exchange of old pound collected, Bank’s employeesised out the same pounds collected

and exchanges them again for new pound that wag logroduced.

2.2  Debates on World Exchange Rate Management

Today more than before, countries are faced witbrranus tough decisions on their
exchange rate regimes. Policy makers must makeehdetween whether to float or fix
their exchange rates. With increased focus onditetion, supported by 1990s experiences
of countries in Asian countries, floating regimess tbecome the most favourable choice for
most developed and developing countries.

As demonstrated above, floating rates might be doothe global economy and sometimes
to the domestic economy. However, a lesson fronm&hias proved that a country can fix its
rate overtime, used the exchange rate policy asohtb enhance its economic growth.
According to Kram (2004), between 2001 — 2008, émittated lost 2.4 million jobs to
China.

China gains from fixed regime because the undeat@ of its currency against the dollar
acts as the subsidy that makes its exports to Wi8tate cheap and imports to it expensive.

This is the trick and the benefit derived in Chimadevaluing its currency. United States

11



complained to the World Trade Organization aboet ltehaviour of China. Can the World
Trade Organization and International Monetary Fémde China to devalue its currency?
World Trade Organization and IMF will do little &hina is neither a member nor a signatory
to the two institutions.

According to Cline and Williamson (2010), China exgs are cheaper by 40% of the United
State prices. This means that if China and UnitatkeS were to compete fairly in the market,
China must appreciate it Yuan by about 40%. If apgtion is done slowly, China will
continue to have advantage in the world trade otlegr economies.

The debate on China and United States debaclesriselamental economic questions on
whether IMF and WTO have the capacity to disciplemnomies and nations to a fair
economic play. It also raises issues of economility as it is clear now that market forces
can be directed as demonstrated by China.

In the recent past, China has focused its attergiomvorld natural resources. It pays little
attention to domestic issues of its trading pagneas long as it gets its way to natural
resources base. For the period 2005 - 2008, Chlinanaulated 1.9 trillion USD which is
equal to 20% of USD public debts, Christopher (2009

All these strategies in my view are to ensure @taha dictates world trade and | foresee the
possibility of retaliation from big economies likke United States. This is likely to cause
disturbances to the world economy. The view poihtChina is that if it liberalised its
exchange rate, this will curtail its ability to ¢be pace for its balance of payment and good
employment performance.

Fixed exchange rate according to Kram (2011) h€lpisa to increase foreign reserves, and
Gross Domestic Product.

In a globalised economy, China has to decide veretih allow floating exchange rate to

prevail and hence affects its employment and feagénking sector according to Roubini

12



(2007) or holds onto its guns and faces the worttage lead by United States. This
critically puts the role of international monetagstems in critical focus.

In developing countries and in Africa in particuldhe exchange rate policy has always
followed the international practices, and mosthfluenced by the demand of the
development partners as viewed by Cheserem (200@)970/80s most countries in Africa
fixed their exchange rates. However during 1996g, World Bank through Structural
Adjustment Programs, encouraged developing countoidiberalise their exchange rates and
financial markets. However, there are costs andsg@i each end of exchange rate spectrum;
whether fixed or float and there was need to arafgonomic situation for each country case
by case by economic conditionality of each nation.

The floating exchange rate is beneficial to thébglaeconomy but if a country can sustain its
fixed regime, supported by non-rent seeking instins, a country gains more individually
depending on its economic circumstances. Secordiket forces can be dictated as
demonstrated by China and therefore even floatxahange rate is never ‘surely float'.
Thirdly the current world financial systems needatlnress the bickering between China and
United States on sharing losses and gains fromagxgghrate regimes. There is an eminent
danger from counter retaliatory acts which mighgaidown the global financial systems,
which might be the next war in the World and folyttChina’s interest in accumulation of
foreign currency, mainly the United State dollamsd natural resources in Africa are part of

its wider scheme to dictate the world trade.

13



2.3  Determinants of Exchange Rate Regimes

It has not been resolved conclusively by economigtsther economies should float or fix
their exchange rates. What is not in doubt is #ut that whichever regime a country adopts
there are gains, and losses to either trading @ator other economic agents within a
country. There are two areas of research that hagea identified by economists as the main
determinants of exchange regimes. These are pbl@mmnomy and economic factors.

The political economy theory states that the reguahepted by a country is determined by the
political leaders of the country and developmemtrgas. This means that the decision on the
regime to adopt is not grounded in economic presrigg on political whims.

On the other hand, economic factors theory saysth@aregime adopted by a country is
purely based on the economic viability. As an exdearate regime is key determinant on
economic growth, the study uses economic varighélg the basis to evaluate an exchange
rate regime appropriate for South Sudan. The thblew represents the income for South
Sudan for the year 2005 — 2011. The table showsRépublic of South Sudan’s main source

of revenue is oil.

14



Figure 3: Main Sources of Income for Government of South Swh (Million in South

Sudan Pound)

Sources of Revenue for Government of South Sudan
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Source: Republic of South Sudan budget, 2012, Juba, Southu&an

Deciding between a fixed and float regimes is ekyriaffair. The choice of a regime is

determined by level of economic liberalisation ofegnal trade and capital, structure of

production, stage of financial development andgragon, inflationary history and nature

and sources of shocks that a country might expegiétabli, et.al (2008).

As we have already alluded to, no exchange reginoeiges automatic solutions to all

economic challenges. Float regimes are appropriate developed and industrialised

countries with high sophisticated financial systetiversified production and trade. Float

rates enable countries to absorb shocks and alftexibility to monetary authorities to

pursue an independent monetary policy.
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Fixed Exchange rate regime on the other hand, doagprto Robert Flood and K. Rose
(1997), led to stability of macroeconomic variabl&xperiences of the last forty years
provided clear risk indicators. Float rate is sabj® high exchange rate volatility; on the
hand, fixed regimes are subject to contagion, dpgon attacks and loss of investment
opportunities as huge deposit of reserves aresgie g0 defend the fixed exchange rate.

The difficulty faced by fixed exchange regimes imdto, Russia, and Brazil in the 1990s
has reinforced the trend to liberalise economiest & the above analysis showed, no
exchange regime provides a complete economic immtmia nation, each country and the
world at large must work in a collaborative manteeensure that benefits or cost of exchange
systems are shared, and to the extent possibleceaciiry must pursue its economic interest
without compromising the world economic co-exisenc

2.4  Choosing Appropriate Exchange Rate Regime for SoutBudan

Republic of South Sudan’s main source of revenge®ili which contributes 95% of
government revenues before the oil was shutdowdaimuary 2012 due to disagreement
between Khartoum and Juba on transit fees.

In our analysis of determinants of exchange raggnres, we noted that type of production
plays a significant role in determination of an leege regime. South Sudan as an oll
producing country can sustain a fixed exchangenmregiThis means if it adopts a fixed
exchange regime, it will have low risk in termsrofning out of reserves as oil contributes to
its foreign currency flows. However, the risk wbke associated with lack of a reliable
infrastructure to export its oil through Khartouanflow path that has been affected by lack of
agreement on transit fees and other unfinishedtiagm issues.

The level of financial development and integrati®wvery low in South Sudan. This requires
that it adopts a fixed exchange regime. The fearsffixed exchange regime are currency

attack and contagion as happened in Mexico in 1B@4sian and Brazil in 1998, Argentina

16



and Turkey 2000. This cannot happen in South Sutiam to low level of financial
integration.

South Sudan relies on imports for most of its camstion. The country has not yet
diversified its production. The level of pricesthre country is determined by what happens
outside the country and partly by oil revenues. ®hly main export is oil and teak, though
export of teak is done by individual political ebtto Uganda and Congo. This means to
enhance the life of its masses, South Sudan mppbsis importation by fixing the exchange
rate as this will ease costs on all goods and @es\umported.

As noted by Nablieet. Al (2008) in his research Narth African countries, oil sector
depends less on imported materials and is lesticetasdemand so appreciation has little
impact on oil exporting countries. In oil producioguntries, the manufacturing sector which
is more elastic will suffer in case of fixed excharrate regime. But for now South Sudan has
no meaningful manufacturing sector. In my view,darng importation will lead to cheap
cost of setting up of industries that will proddoethe local consumption.

2.5 Managing Exchange Rate Policy

As Maurice Obstfeld and Kenneth Rogoff (1995) askieat if fixed exchange rates are
problematic then what is the alternative. | am dhee alternative might not be exclusively
floating rate as it has its problems. The altexsats to implement policies, create strong
financial and credible institutions that are welpervised; supported by efficient legal and
judicial systems; encourage financial intermedgtaedisclose all material information.
According to Micheal Cheserem (2008) the main potd for managing foreign currency are
poor legislations, lack of enforcement of laws,raption, and lack of technical capacity by
employees of Central Banks in Africa. He precisebted that lack of independence by
Central Banks to pursue macroeconomic stability trdomes to problems faced by

economies in developing countries.
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Though we agreed that fixed exchange rate is thet aygpropriate regime for South Sudan
under its current economic condition, the distiitmutchannels for foreign currency has to be
managed in a transparent manner and continuousseff@de to identify problems that affect
macroeconomic stability in a country.

In case of a fixed regime where insufficient foreicurrency is supplied to the market, this
might lead to growth of a black market and consatjyecausing distributive injustice and
contributing to inequalities in wealth distributioh is crucial that underlying challenges in
the distribution of foreign currency are well urgtend and workable solutions are proposed.
This research provides some recommendations toovepmanagement of foreign currency

in South Sudan.

2.6  Review of Exchange Rate Models

Monetary models of exchange rate are often calletttsiral models since they are derived
from a system of equations representing equilibricglationships in monetary markets.
These models are used to determine the exchangdeateen currencies. Overtime, these
models have been outperformed by random walk models

These models emerged as the dominant exchangenamels since the breakdown of the
Bretton Woods agreement in the early 1970s. Theedeta focus on the ‘relationship
between exchange rate and macroeconomic fundameat@bles,” and examine the
‘explanatory power of economic fundamentals in éasting exchange rate.” The most
popular structural models are:

Meese and Rogoff (1983a) examined three representabdels:

> The flexible-price (Frenkel-Bilson) model;

> The sticky-price (Dornbusch-Frankel) model
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> The sticky-price (Hooper-Morton) model (which alskes into account the current
account)

1. The Flexible-price (Frenkel-Bilson) Model (Model 1)

Based on Purchasing Power Parity (PPP)

Monetary equilibria in domestic and foreign econesni
m=p+6,-& ... 2.6.1

m=p +8Y,-6r1 .....262

The derived domestic and foreign price levels:
pp=m =By, +& . 2.6.3

pp=m -8y +6r .....264

The model is based on the assumption of continB®:

LN ¢ M. 2.6,5
Thus,
g =c+a(m-—m )+B(Y, =Y, )+O =1 )+U i, 2.6.6

In empirical studies, researchers often imposedréstrictions as follows:
B=L,0 =6 2.6.7
And estimated the following model:
e =c+a(m-m)+pB(y, -y, )+60r -r)+u 6.8

2. The Sticky-price (Dornbusch-Frankel) Model (Model 3

Allows for deviations from PPP by adding long-raflation differential

g =c+ta(m-m)+B(y, -y, ) +6(r, —r)+p(m-m )+u, 2.6.9
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3. The Sticky-price (Hooper-Morton) Model (Model 3)
Allows for long-run changes in Real Exchange Ratetbding cumulative trade balances of

domestic and foreign economies
a(m-m))+B(y, -y, )+6(r,—1r))+@(T -7 )+ yTB + Y TB +U, ........... 2.7.0
Where$: Exchange rate,pt: Price Ievel;m: Money supply;yt: Output;

- Interest raterg: Inflation; TBy: Cumulative trade balancesand (*): Foreign vadabl
However, none of these models that fit the dataweated to analyse. We therefore
developed a simple regression model as explaineldapter 3 to test explanatory variables of

black market’s premium.
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CHAPTERTHREE

METHODOLOGY
3.1 Introduction
In this section, the study outlined the researchr@gches that were used to collect data,
present and analyse the data. In this researchise@ both secondary and primary data. The
study reviewed the data and foreign currency fir@rmsystem for the period January 2011 —
November 2012, a period in which South Sudan hasaged its exchange rate policy.

Tables, graphs and regression analysis were uggeégent a trend or a relationship.

3.2 Research Methods

3.2.1 Institutional and Regulatory Review

Institutional and regulatory environment aroundefgn currency management in South
Sudan were reviewed. In this regard, laws and egguis were used as basis of reviews;
findings from the reviews were discussed with etgp@nd independent commentators to
obtain the appropriateness of the institutionsl@&e to manage foreign currency.

The study also analyse the oversight role of thekBa South Sudan over foreign currency
bureaus and banks; reviewed the technical capaafidoreign currency department of the
Bank of Republic of South Sudan; evaluated thenBo®y of bureaus and distribution

channels of foreign currency in South Sudan.

On sample basis, records maintained by banks aeigfocurrency bureaus were verified,

tools and equipment maintained by bureaus weredai@d; weakness identified, and

recommendation were made.
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3.2.2 Focused Interviews of Resource Persons

Focused interviews were conducted with expert&esialders and traders of dollars in black
market. The aim of these focused discussions wasltdate issues identified in course of
analysis of regulatory and institutional framework.

Economic rationale for the exchange rate regimeedbby South Sudan were evaluated,
impact of this exchange rate regime on South Ssdaecvnomic growth, distributive justices
and its incentives to black market growth in Sdaitllan were also studied.

The study adopted a one — on — one discussionexjibrts, and stakeholders while fitting all
issues required for validation into discussions.véd@ment partners, individuals with

expertise in finance, and economics were targetédcus discussions.

3.2.3 Reviews of Secondary Reports and Legislation

In the course of this research, reports were rexieand their findings were in corporate into
this research. The study evaluated the appropeatenf laws taking into consideration the
economic situation in South Sudan; and verified lem@ntation and compliance with the

laws enacted.

3.2.4 Model Building

An econometric model was developed to predict fhekomarket premium as determine by

the amount of dollars to supply to the market arfidiion rate in a month. In this model, it is

expected that in a month when few dollars are segpio the market, the black market

premium will increase in-line with law of demanddasupply and Cobweb theory.

It is noted that there are many variables likergderate, economic growth rate, and exports

imports and inflation rate which affects black nmet& premium. However, due to lack of
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data, the study has restricted the model to testripact of amount of dollars supply to the
market and inflation rate on black market premium.

Thus,

Amount of foreign currency supply to the marketiparticular month is represented by

M.

+ The official rate for the dollar bEX
* The black market rate for the dollar lEb
+ Black Market's premiunB, = E - B, «---ooeeeenennns 3.24.1

» Inflation rate be Inf
The variable above is used to build a model toiptddack market's premium.

When the government supg{y] _dollars, it is expected a model as:

R=a-B M.+BINf+ fiiiiiiiiin, 3.2.4.2

Interpretation of the coefficients
ais the black market premium that does not dependmaunt of dollars supplied by the
government in a particular month.

B, is the rate at which black market premium changemforeign currency supply change

by one unit of foreign currency supply. This had&negative because as foreign currency
supply increase, this will lead to reduction inici#il rate and hence the premium.

B2is rate at which one unit change in inflation ratiects black market premium by one unit.
It is positive because one unit change inflatide teads to increase of black market premium
by one unit to maintain the same level of profittbg economic agents. Here, it is assumed
that economic agents have a predetermined blackenaremium to be maintained.

uis the error term.
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Testing the Model

Data on monthly foreign currency supplied by BahlRepublic South Sudan for the period
January 2011 — November 2012 to the market wasinglstaand regressed black market
premium on foreign currency and inflation rate.

After the data was obtained, legislations x antitutsonal arrangements reviewed, findings,

conclusions and recommendations are presentechptexhfour and five respectively.
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CHAPTER FOUR

PRESENTATION OF FINDINGS
4.1 Governance and Regulatory Framework
Bank of Republic of South Sudan (BSS) was estadidty Bank of South Sudan Act, 2011.
The bank is managed by Board of Directors as thkdst policy and decision making body.
The board is made up of 9 members: Governor; twtiks; and 6 non-executive members
who are not employees of the Bank.
The governor and deputy governors are appointethéypresident for five, four and three
years respectively, in order to stagger expirytairt contract terms. Non-executive board
members are proposed by the governor and appdigtéte President.
The governor is the chair of the board. From owiene of the board membership, all
members are economists, from whom the audit coraeniitas appointed. The board did not
have an accountant, auditor or finance expert. s affected the ability of the board to
discharge its audit function and controls relatedices function according to a board
member interviewed.
In selecting the board members, technical quatifica and expertise were not taken into
consideration a part from ‘tribal arithmetic’ acdorg to one board member we interviewed.
In addition, the board is chaired by the governtwowproposed other board members, this
weaken the oversight role played by the board.altldit committee of the board did not have
any qualified accountant and this inhibits the blodo discharge its audit mandate
competently.
The Bank has 3 departmentSeg figured: namely; Operation, Research and statistics,
finance and administration. Foreign currency is ag@a by operation department. From
review of operation department, the department tias units: Banking Supervision, and

Non-Banking Supervision. Each unit has no more thaegree holders in related fields. The
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department lack capacity to supervise banks aneamst The employees were few and lack
the required technical capacity to supervise thekfand banking institutions involved in
foreign currency business.

Figure 4: Structure of Bank of South Sudan

Governor and deputy
governors (2)

Department of Department of Department of finance
Operation Research and Statistics and administration

Source: Information from the Bank of Republic of South Sudan, graph was done by the

author.

4.2 Licensing of Bureaus and Banks

The banks and bureaus are the main dealers allow&hnking Provisional Order Number
22 and Foreign Exchange Business Provisional Oxidenber 23 respectively to trade in
foreign currency. Foreign Business Provisional ©fdamber 23 stipulates that no person
other than a bank licensed under the Banking Adi22éhall engage in foreign exchange
business. However, the order is silence on techgigifications, and capital requirement as
guide to license the bureaus and this has openadbwifor corruptions, and nepotism.

From the data obtained from the Bank, foreign awyewas supplied to individuals,

government’s agencies, and Non-Governmental Orgtiaiss who are not legally allowed to

buy foreign currency from the official window oféhCentral Bank. This opportunity has
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been abused and misused by well-connected indilgdudhin the Bank to make money
from the black market due to difference betweerbthek market and official rates.

Figure 5 presented the foreign currency suppliecatius stakeholders by Bank of Republic
of South Sudan.

Figure 5: Foreign allocations

Foreign Currency Allocation
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Source: Bank of South Sudan, Department of Statistics, Mahly Foreign Currency
Allocation (November 2012).The graph was done by the author.
As seen from the above graph, the amount of foreignency allocated to bureaus exceed

amount allocated to banks. It was also noted thatetis huge allocation to individuals,
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others and to government. Individuals and Non-Gavent Organizations were supposed to
access foreign currency from banks and bureauallowting them to access foreign currency

with official rate, create incentive for corrupti@nd abuse as foreign currency bought at
official rate can be taken to the black market.

From discussions with Bank’s employees, licensiogBureaus is done in a very ad hoc

manner; no conditions are strictly followed, licessre issued to political elites and business

brokers.

4.3 Foreign Currency Management in South Sudan

Government of South Sudan has adopted a fixed egehaate immediately after
independence when foreign currency was auction&damés and bureaus for period of July —
September 2011.

However, the above approach was overruled by cbwhaninisters and foreign currency
allocation of US$ 500, 000 and US$ 250, 000 iggito the banks and bureaus respectively
at the rate of 2.96 South Sudan Pounds to be sdletpublic at the rate of 3.16 South Sudan
Pound. Most commentators and employees of the Bagrked that auction of dollars
conducted in July — September 2011 was better wagduce the gap between the black
market and official rate market. It is believe thattioning of dollars was stopped at the end
of September 2011 after powerful brokers influentexicouncil of ministers to revert to old
way of distributing foreign currency at fixed ratebanks and bureaus and this was meant to
make profit from the black market.

As at the end of November 2012, there were 68 Imsreamd 18 banks. The growth of the
banks and bureaus is driven by the desire to tiadereign currency mostly in the black

market. The initial capital for a bureau licenseswaS$ 600,000 and US$ 1000,000 for
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banks. This huge initial investment indicates afsterce of incentives in this business.

Figure 6 indicates 18 banks and 68 bureaus liceased end of November 2012.

Figure 6: Total number of banks and bureaus as at end of Newmber 2012

W Banks

W Bureaus

Source: Bank of Republic of South Sudan, Research and Statics
Department,(November 2012)The chart was done by the author

The allocation of foreign currency to the banks andeaus is not based on any criteria but
uniform allocations which create injustices to bmakd bureaus that served many customers.
From our discussion with staff of the Bank and ldoarembers, the total allocation to the
market is not based on any scientific rationale dutad hoc basis of available amount for
foreign currency.

This means that there is always a chance to ungbgysor over supply foreign currency to
the market this creates incentives for black mapkemium. Figure 7 show total amount of
foreign currency (Million) supplied to the Markeirfthe period January 2011 and November

2012.
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Figure 7: Total foreign currency allocation for January 2011- November 2012
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Source: Bank of South Sudan, Research and Statistics Degarent, (November 2012).
The graph was done by the author

From discussions with the employees of the Bankexmanation was given for any amount
of foreign currency supplied in any month. The dyppas based on availability of dollars

and random decision of the Bank’s management.
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It was noted that after closure of oil in Janua®dy 2, there was increased supply of dollars to
the market maybe to insist confident in the malketthere was some consistence in amount
of dollars supplied after February 2012.

Immediately after independent of South Sudan, thekBof South Sudan auctioned dollars
between July —September 2011, this led to reduaifogap between the black market rate
and official rate. However, this approach was aved by the council of ministers and the
Bank went back to distribution of dollars at prexstetined rate.

The stability between October — November 2011, mamttributed to crisis that occurred in
Eurozone, dollar become stronger and as South Sedaived huge petrodollars income, its
exchange rate become stable.

For the period October 2011 —March 2012, the blaekket price was stable. Striking was
the fact that even the oil shut pronouncement mudey 2012, the market did not respond to
oil shutdown. Portfolio or stocks effects predicat in such cases; there should be a sharp
loss of value for South Sudanese pound. Why ditiisthappen?

If a portfolio effect plays a weaker role, we exjgelccurrent account to respond decisively by
depreciation of pound immediately after January22@ae to oil shutdown. Importers were
expected to bring forward purchases while supplierse expected to withhold their supplies
to the market; all these should lead to depreciatigpounds.

A possible explanation is ignorance from the pe@glenost people who buy and sell dollars
are illiterate so they did not understood the igadions of oil shut down. Secondly, the
market participants didn’t hold any assets denotathan South Sudanese Pound. In this
case; a change in expectation didn’t have any nedfect. Thirdly, the government increased
supply of foreign currency in January 2012that mted an assurance that the government is

capable of defending the local currency.

31



Around May 2012, the World Bank published a memdivat criticised the Bank of South
Sudan response to oil shut down crisis. The WoddkBpredicted that in above three months
unless an alternative source of foreign curreneyiing is sourced, South Sudan economy
will crush. During the period May — August 2012,uBo Sudanese pound depreciated
sharply; the Bank maintained official rate at 2f#unds per a dollar while the black market
rate depreciated above to 5 pounds per a dollais @epreciation was due to panic by
economics agents as results of concerns raisedhéyWorld Bank and G6 on their
assessment of government respond to oil shut doisis.c

In September 2012, the government of South Sudpredian agreement with government of
Sudan for resumption of oil production. This newgow of hope strengthened the value of
the pound. The appreciation of pound could be dusupply of dollars by agents who had
hoarded dollars and wanted to ripe before dollas lealue. Over this period, there was no
significant change in amount of dollars suppliedhte market and hence variation in dollar

cost was due to speculation.
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Figure 8 Black market and official rates
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Source: Bank of South Sudan, Research and Statistics Depgarent, (November 2012).
The graph was done by the author
Figure8, demonstrated that despite the constaataa?.95 SSP per dollar used to supply

dollars to the banks and bureaus, the premiumerliick market increased rapidly.
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Figure 9: Black Market's Premium
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Source: The author computed the premium and preparé the graph for the premium

4.4 Testing the Model

The main purpose of the study was to determineeffext of exchange rate premium on
foreign currency supply and inflation rate. Regi@ssanalysis combined selected
independent variables with the exchange rate pmanhieing dependent variable and foreign
currency supply and inflation rate as predictogsreésenting the independent factors. This
was to determine any significance for the assuretdionships based on the magnitude and
direction of the relationship.

R represents the values of multiple correlatiorffcments between the predictors used in the

model and exchange rate premium. TReeRresented the measure of variability in exchange
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rate premium that is accounted for by the predscfmdependent variables). From the model,
(R? = .774) shows that all the predictors account f@r4% variation in exchange rate
premium as summarized in table 4.1. Therefore, greglictors used in the model have
captured the variation in the exchange rate premium

Table 4.1:Model Summary on exchange rate premium

Model |R R Adjuste| Std. Change Statistics Durbin-
Squargd R|Error of|R = dfl |df2 |Sig. F|Watson
Square|the Squarg Chang Chang
Estimatg Chang| e e
e
1 .863 [.744 |.719 36210 (.744 129.0942 |20 .000 |1.334

a. Predictors: (Constant), Supply, Inflation

b. Dependent Variable: Premium

Source: The table is derived from regression of model 3.2. 2 on data Table 4.4 and 4.5
on Appendix

The adjusted Ryave the idea of how well the model generalizesidedlly, its value would
be the same or very close t8. B our case the value of adjustetli®.719, showing that if
the data was derived from the population rathem tha sample it account for approximately
71.9% of exchange rate premium in black market.

The change statistics were used to test whethechihage in Ris significant using the F
ratio. Model caused &Ro change from zero to .744 and this change dgéeeto an F ratio of
29.10, which is significant at a probability of 3ewel of significant. The analysis of variance
was used to test whether the model could signifigdit in predicting the outcome than
using the mean as shown in Table 4.2. The F- raefiwesents the ratio of improvement in

prediction that results from fitting the model, atve to the inaccuracy that exists in the
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model. The F- ratio was 29.10 which are likely s&ppen by chance and was significant (P<
.05). The model significantly improved the ability predict the exchange rate premium.
Thus the model was significant leading to rejectdthe null hypotheses.

Table 4.2: ANOVA on Exchange Rate Premium

Model Sum of| df Mean Squar |F Sig.
Squares
Regression |7.629 2 3.815 29.094 [.000
1 Residual 2.622 20 131
Total 10.252 22

a. Dependent Variable: Prerm

b. Predictors: (Constant), Supply, Inflation

Source: The table is derived from regression of model 3.2. 2 on data Table 4.4 and 4.5
on Appendix

Coefficients of Academic Achievement

Table 4.3 shows the estimates fpfvalues and gives an individual contribution of leac
predictor to the model. Thgvalue tells us about the relationship betweerettehange rate
premiums with each predictor.

The positivep values indicate the positive relationship betwele@ predictors and the
outcome whereas a negative coefficient representgative relationship. Thg value for
inflation rate was positive and foreign currencyp@y was negative. The negative and
positive b values indicate the direction of relaship between predictors and outcome.
From the results (Table 4.3) the model was thenipd as:

Exchange Rate Premium = 0.574 + 019Inf-3.9§] .
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The t test was used as a measure to identify wh#theoredictors were making a significant

contribution to the model. When the t-test assediawith b-values is significant then the

predictor is making a significant contribution tbet model. The smaller the value of

significance (the larger the value of t) meaningager is the contributor of that predictor. For

this model the inflation (t= 7.58, P <.05) and emcy supply (t =-1.6, P >.05).

Table 4.3: Coefficients of Exchange rate premium

Model |Unstandardij Standardize| T Sig. |95.0% Correlations Collinearity
ed d Confidence Statistics
Coefficients | Coefficients Interval for B
B Std. |Bete Lowe | Upper| Zerc |Part |Par |Tolerant|VIF

Error r Boun |- al e
Boun |d orde
d r

(Constan
.574 |.153 3.762 |.001 |.256 |.892

t)

1.0

Inflation |.019 |.003 |(.860 7.577 |.000 |.014 |.024 |.845|.861|.857(.993

07
- - - - 1.0

Supply .000 |-.172 -1.519 |.144 |.000 |.000 .993

3.535 .099.322(.172 07

a. Dependent Variable: Premi

Source: The table is derived from regression of model 3.2. 2 on data Table 4.4 and 4.5

on Appendix

The coefficients for each of the variables indisatee amount of change one could expect in

exchange rate premium given a one-unit changearvéihue of that variable, given that all

other variables in the model are held constant. ddmstant is .574, and this is the predicted
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value when all the independent variables equal .zdilee unstandardized regression
coefficient for inflation is .019, meaning that farone unit increase in inflation, we would
expect a .019 unit increase in exchange rate pramié -3.54 unit increase in the exchange
rate premium was identified for every one unit @ase in supply of currency, assuming that
all other variables in the model are held constant.

To test whether there was collinearity; tests weagied out using tolerance and Variance
Inflation Factor (VIF) statistics. For this mod#lF values are all below 10 and tolerance
statistics are all well above 0.2 and we can calelinat there is no Collinearity within our
data (Bowerman & O’Connell, 1990).

Figure 10: Histogram of premium

Histogram
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on Appendix
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Figure 11 sketch of premium
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Figure 12: Scatter plot of premium for actual and dserved data
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4.5 Causes of the Black Market in South Sudan
For managed or fixed exchange rate to work propén government must be able to supply
all foreign currency demanded by the market afittexl rate. As we have seen in our test of
the model, foreign currency is main the determinainthe black market premium. In this
section, we analysed key issues and incentivegréovth of the black market.
» Lack of mechanism to determine the amount of foreig currency demanded by the
market
The Bank of South Sudan does not have any sciemiichanism to determine the amount of
foreign currency demanded by the market. In absehogechanism to determine the amount
of foreign currency demanded by the market, thektzmm supply fewer dollars which does
not meet the demand of the market.
When foreign currency supply to the market is reduand the import is not tightened, this
leads to depreciation of local currency unlessafisadjustment is made. Elsewhere, the
parallel rate is likely to depreciate significandgd driving the inflation upward. In the case
of South Sudan, both inflation and depreciatioogtl currency happened after closure of
oil flow in South Sudan which was the main sourteibrevenue.
We therefore conclude that lack of clear mechangsetermine amount of foreign currency
demanded by the market create an incentive for iy@ivblack market, mostly when under
supply is made to the market. In South Sudan, aftsure of oil, the black market premium
has grown; people with nothing to do with foreigmrency queue in bureaus and banks to
get dollars at 2.95 SSP and sell at black markesyamployees of commercial bank with
pretence to send dollars to meet their needs ih Aasa, obtained dollars at official rate at
commercial banks, sent this amount to East Afrimaumtries only to be send back as dollars

for sell in black market and other sale dollarsdampanies at higher rate than official rate.
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» Corruption and rent seeking behaviour

Many exchange windows that involves non marketcalion mechanism create rents. In
South Sudan, there are no clear laws on licensidgoaersight on banks and bureaus. The
growth of the bureaus and banks in South Sudamiverdby desire to make money from
black market than the conventional banking services

According to Christoper Adam and Lee Crawfurd (M212), the non-market rules
determine which transactions are conducted at ffiab rate and which market participants
are entitled to trade at the official rate. In fattwas noted that individuals were allocated
huge amount of dollars. How special are theseeris2 If not corruption and rent seeking
agents! In South Sudan, these individuals, bur@aasto some extent some banks are one
and the same thing.

It is difficult to estimate amount of money lossaigh this corrupt practice. But from our
discussions with employees of the Bank who estich#étiat the 68 bureaus are estimated to
sell only 25% at the official rate and the 18 conuia banks sell only 50% at the official
rate, the remaining is taken to the black market.

The public lost about US$ 27.7million per monttctonmercial banks and bureaus. A bureau
made about US$ 301, 875 per a month while a comatdrank made about US$ 402,500
per a month from black market sale of dolla®e¢ computation below The point is that
incentive for corruption exists; and collusion beém those selling dollars at official rates

and those allocating public resources is high.

Computation of lost to commercial banks and bureaus

* Loss by public to bureaus for November 2012= 75/128D,000(4.3 — 2.96)*68 = US$

20.5 million per a month.
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* Loss by public to commercial banks for November 2G4 50/100* 500,000(4.3 —
2.96)*18 = US$ 7.2 million per a month.

It was noted that incentives for public procuremeficers and importers to over invoice to

get more foreign currency allocation to finance enanports or sell to black market at a

premium. This showed that dual market generates.ré&o reduce the effect of rent seeking,

access to official rate should be reduced and enthat if rent exists, they accrue to the

public budget instead of to individuals and redtieeoligopolistic nature of the market.

. Lack monitoring capacity at Bank of South Sudan

The Bank of Republic South Sudan has never revidwadforeign currency allocated to the

bureaus and banks are distributed to the Publite Bank has developed a Forex exchange

guidelines September 2011 that stipulates docunterite maintained by bureaus and banks.

However, the Bank of South Sudan has never auditadviewed reports submitted by the

banks and bureaus.

There is no clear policy on qualification of bureananagers and this inhibits the ability of

owners to report to the Bank. In absence of conmpedareau owners, lack of monitoring

mechanism for the banks and bureaus there areihégimtives to take dollars obtained at

official rate to the black market. After all, buteawners and those who sell dollars at official

rate are one and the same.

= Political interferences

As noted by Cheserem (2008), in absence of legaidwork that shields Central Bank from
political influences to pursue macroeconomics go@lentral Bank cannot deliver their
mandate due to interference. In case of South Sudakugust 2011, the Bank of South

Sudan started to auctions dollars to bureau ankisban
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This led to depreciation of local currency but alsduced the black market premium. During
the period of July 2011 — September 2011, premimbliack market has reduced.

Despite the gain made by auctions of foreign cuyethis approach was condemned by the
council of ministers and an approach of distribgitiareign currency at pre-determined rate
recommended. The employees of the Bank noted tiaioa of dollars managed to reduce
the black market premium but was outlawed by pdweeau cartels who are in government.
It is clear that the black market cartel is builbund people with close relationship with
political elites and it is critical that efforts a&to break the cartelism are resist by the cartel
networks. Critical to the breaking this cartelhisough reliable legislation, independent Bank
of South Sudan and capable employees at the barkstoe compliance with regulations.

= Non enforcement of laws

The Bank of South Sudan Act, Forex business guidsliSeptember 2011 and Bank
Provisional Act 2012 provided some key requirememd documents to be maintained by
banks and bureaus. However, from our review, noitoong mechanism has been put in
place by Bank of South Sudan to monitor how banks lureaus used foreign currency

allocated to them and compliance with statutoryinesment.

4.6 Review of exchange regime in South Sudan

Though a fixed exchange rate is broadly effectiva macroeconomic sense, this regime has
been plagued by serious problems of corruption @md seeking. It is not achieving the
objective of stability as inflation rate followsalblack market exchange rate.

The government and policy makers face very diffisitbation and there is no simple option.
In many respects, the fixed exchange regime fitgf58udan economic situation.

But this system can only work properly if the ditie it needs is respected. If not, black

market will increase as those who access dollanffiatal rate take them to the black market.
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South Sudan share of import is large and for gavent to maintain stable prices, it must
fixed prices of the World Prices, second both fixaed float exchange regimes require that
authorities display high degree of fiscal discipliand both are vulnerable, in their way, to
loss of fiscal control. As recent events in Euradjhestrate, no regime solves the fiscal
problems (Adam & Lee, 2012).

Key question for South Sudan is thus: which regimbest suited for a country with weak
institutions, and limited technical capacity andslesulnerable to loss of fiscal discipline.
More often, the rules for running a fixed exchangmime are straightforward than
conducting an independent monetary policy. A fixedime is stable than to assess whether
money supply targets are being hit — and is le&snteon technically economic analysis that

Bank of Republic of South Sudan does not have.
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CHAPTER FIVE

CONCLUSIONS AND RECOMMENDATIONS
5.1 Introduction
In this chapter, the conclusions and recommendatfoom our findings are presented in

section 5.2, and section 5.3respectively.

5.2 Conclusions

Board composition

In appointing the body, the president did not take consideration the technical benefits
each board member brings to the board. All boarchbezs are economists. This weakens the
capacity of the board’s audit committee and othmecilised expertise like financial and
legal experts. There was technical capacity tdyaraforeign exchange policy issues, no
balance sheet is prepared, and there is no indepentithe board.

Low capacity of the Bank’s employees

The Bank of South Sudan was thinly staffed; stdifisnot have technical capacity to monitor
banks, and bureaus and formulate policies thatselite issues the Bank faces.

Licensing of Banks and bureaus

The licensing process is very weak. Only well cartee persons mostly get license for the
bureaus and more often, banks and bureaus do moplgowith requirements. Foreign
currency was allocated to individuals which isghé according to Bank of South Sudan Act

2012.
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Lack of scientific mechanism to determine market deand for foreign currency

The Bank did not have any tool to determine the @mhof dollars demanded by the market.
This means that the Bank could under supply whe&hhe key cause of black market's
premium.

Corruption and rent seeking

There is high degree of corruption and rent seekirligensing of bureaus and banks; and in
distribution of foreign currency through the offitivindow.

Auction of dollars narrow the gap between officialand black market rate

When dollars are auctioned to the bureaus and bdh&sofficial market depreciated and
black market’s premium reduces.

Political interferences and non-enforcement of lawscontribute to growth of black
market

Political interferences and lack of capacity tooeoé laws and legislations contributed to the
growth of black market in South Sudan.

Amount of dollars supplied to the market is the dedrminant of black's market
premium

The model predicts that amount of dollars suppitethe market is the key determinant of the
black market.

Managed regime than fixed regime for South Sudan

It was noted that with abuse of official window the employees of the Bank, there is need
to create a competitive process to access doltatlseaofficial rate. Auction of dollars or

managed rate will be better for South Sudan.
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5.3 Recommendations

Board composition

There is need to create a competitive recruitmentgss, identify expertise needed for the
board and hence the independence of the boardtirerBank executive. This will improve
the capacity of the board to discharge its ovetgigle over the Bank’s management.

Low capacity of the Bank’s employees

The government should allocate more resourcesadtnk to recruitment capacity staffs
who will monitor the reporting of the banks and dauis; ensure compliance with laws; and
create systems that are reliable for the prospefitiie financial sector.

Licensing of Banks and bureaus

Strengthen licensing of Bank and Bureaus, creatvarsight over licensing and ensure that
continuous monitoring of the banks and bureausamged out and those that do not meet the
lay down conditions are closed down as when nepgssa

Lack of scientific mechanism to determine market dmand for foreign currency

The Bank need create a systematic scientific metfodetermining the actual amount of
dollars that is demanded by the market this wilegong way in closing the gap between the
official and black market.

Corruption and rent seeking

There is need to create controls around allocaifdioreign currency, licensing, and routine
monitoring. This will reduce the high degree ofroption and rent seeking that is currently
being practised.

Auction of dollars

There is need to initiate reforms that encouragepsdition at the access of foreign currency,

the government can auction the dollars or adopaaaged exchange rate regime.
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Enhance independence of the Bank

The government should increase operation and pdigpnomy of the Bank to pursue
macroeconomic policies that are subject to reviguwhle parliament instead of executive.
Enforcement of laws

The Bank should dedicate competent staffs thatevilure all laws are followed by banks
and bureaus. There is also need to enhance theigapd internal audit and audit’s
committee of the Bank.

Conduct continuous policy analysis on foreign currecy dynamic

The Bank should conduct research on dynamism @idgorcurrency management and take

into consideration emerging issues into its pofaynulation and intervention.
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APPENDIX

Table 4.4: Foreign currency monthly allocation

Month GOVT Banks Individuals | Bureaus Others Total
Jan-11 1,827,450 2,095,000 6,429,595 | 25,585,300 | 421,160 36,358,505
Feb-11 3,112,720 2,400,000 11,057,780 | 48,721,732 | 978,405 66,270,637
Mar-11 2,147,865 3,020,000 7,843,400 | 21,954,333 | 228,434 35,194,032
Apr-11 | 4,064,300 | 2,400,000 8,447,000 |50,320,455 | 313,870 | 65,545,625
May-11 | 700,600 1,000,000 7,963,400 |5,073,650 | 123,000 | 14,860,650
Jun-11 - - - - - .

Jul-11 2,218,450 | 720,000 2,329,550 |67,503,195 | 423,720 | 73,194,915
Aug-11 | 997,450 1,500,000 6,355,800 | 631,393 15,050 9,499,693
Sep-11 | 5,048,428 | 4,705,800 21,348,070 | 419,530 62,580 31,584,408
Oct-11 6,065,761 12,250,000 28,250,000 | 34,579 86,002 46,686,342
Nov-11 3,645,390 9,100,000 16,650,000 - 3R,3 | 29,767,776
Dec-11 | 9,088,498 28,515,665 54,740,254 | - 412,236 92,756,653
Jan-12 16,469,667 | 49,800,000 - 101,250,000 - 167,519,667
Feb-12 6,088,774 8,115,510 - 28,923,594 | 2,115,963 | 45,243,840
Mar-12 8,489,992 4,420,000 15,391,747 | 368,500 28,670,240
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Apr-12 17,290,178 | 2,963,200 13,462,349 | 368,500 | 34,084,227
May-12 | 14,614,683 | 12,295,000 118,156 15,621,567 | 300,230 | 42,949,635
Jun-12 11,609,119 | 10,455,380 157,049 14,136,453 | 268,647 | 36,626,647
Jul-12 5,660,562 9,730,712 23,732 9,692,315 | 8,191,761 | 33,299,082
Aug-12 | 7,498,725 16,510,560 17,212,721 | 204,661 | 41,426,667
Sep-12 | 8,537,516 26,830,460 19,245,574 | 80,180 54,693,730
Oct-12 9,414,466 23,839,190 18,030,540 | 184,509 | 51,468,705
Nov-12 6,202,412 28,184,800 15,716,947  184,55650,288,715
Total 150,793,004 | 260,851,277 | 171,713,786 488,927,974 15,704,350 1,087,990,39(
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Table 4.5: Exchange Rate

Month Official rate Black market rate Black market premium
Jan-11 2.5067 2.52 0.0133
Feb-11 2.6069 2.62 0.0131
Mar-11 2.782¢ 3.32 0.537:
Apr-11 2.700( 3.2¢ 0.5¢
May-11 2.69 3.33 0.64
Jun-11 2.6900 3.33 0.64
Juk11 2.650( 3.4¢ 0.84
Aug-11 3.290( 3.77 0.4¢
Sep-11 2.9900 3.95 0.96
Oct-11 2.9500 4.02 1.07
Nov-11 2.950( 3.37 0.42
Dec-11 2.950( 3.6€ 0.71
Jan-12 2.9500 3.58 0.63
Feb-12 2.9500 3.65 0.7
Mar-12 2.950( 3.91 0.9¢
Apr-12 2.950( 4.4: 1.4¢
May-12 2.9500 4.94 1.99
Jun-12 2.9500 5.14 2.19
Juk12 2.950( 5.3¢ 2.3¢
Aug-12 2.950( 4.9¢ 1.9¢
Sep-12 2.9500 4.4 145
Oct-12 2.9500 4.36 141
Nov-12 2.950( 4.3 1.3t
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Table 4.6: Government of South Sudan’s Revenue

DOO

Year | 2005 2006 2007 2008 2009 2010 2011
ol 1,869,075,124 2,732,921,413 2,964,530,210 ®%™,370| 4,121,464,187 5,630,253,974 4,782,100,
Non-Oil | 646,954 3,178,001 13,274,969 | 118,652,071  11,833,744126,586,605 | 107,000,000
Figure 13: Inflation trend
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Source: Bank of Republic of South Sudan, November023
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