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Abstract

Interest in economic and monetary integration among groups of countries has been
rising over the last three decades, with growing international interest emanating from
the successful setup and launch of the EMU and the euro as the common currency of
the EMU. Full monetary integration, the key focus of this study, entails setting up a
regional central bank that is responsible for the formulation and implementation of
monetary and exchange rate policies, having a single currency, as well as having
formal regional surveillance of domestic economic (fiscal and structural) policies of the
member countries. The Southern African Customs Union (SACU) incorporates an
incomplete and asymmetric monetary union, the Common Monetary Area (CMA) and
its journey towards the formation of a complete monetary union would involve
preparatory stages of harmonising and linking macroeconomic and financial policies,
institutions, and rules and regulations of the potential member countries. Therefore,
this study explores whether or not there is an economic, monetary and fiscal policy
case for the SACU region to become a fully-fledged monetary union by investigating
the nature and degree of policy spillover effects and policy coordination across the

region.

Through four articles, the study employed various econometric techniques, which
include principal component analysis, Johansen cointegration techniques, Vector
Error Correction modelling (VECM), Granger causality testing, Structural Vector
Autoregressive (SVAR) modelling, the Diebold-Yilmaz (DY) spillover index, the Set-
theoretic approach (STA), and policy reaction functions to address the objectives. The
main contribution of the study is the conclusion about the structure of monetary and
fiscal policy management to establish whether or not there is an economic, fiscal and
monetary policy case for SACU countries to move towards full monetary integration,

as embodied in a monetary union.

The major finding of the study is that, while monetary policy spillovers and the spillover
effects seen through testing the South African dominance hypothesis make a case for
monetary integration and a monetary union, the lack of coordination between fiscal
and monetary policy means that fiscal and monetary policy coordination first needs to

improve before a move can be made to monetary integration and union.



This is particularly important if we see the threat that the lack of such coordination in

the euro area made towards the existence of the euro area.

Keywords: SACU countries, monetary policy spillovers, fiscal policy spillovers,
monetary and fiscal policy coordination, financial development spillovers, VECM, set-
theoretic approach, policy reaction functions
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INTRODUCTION
1. BACKGROUND AND MOTIVATION

A notable feature of the last three decades is heightened economic and monetary
integration among groups of countries, mostly in the same region. Following the
successful setup and launch of the European Monetary Union (EMU) and the euro as
the common currency of the EMU, there has been growing international interest in
economic and monetary integration, with countries around the world setting up several
arrangements towards achieving a full monetary union in the region. Several African
regional integration arrangements, such as SADC (Patroba and Nene, 2013),
ECOWAS (Fwangkwal, 2014), and the CFA franc zone (McCarthy, 2012) aim to
become full monetary unions, with complete monetary integration in their regions.
Some of the SADC member countries (South Africa, Botswana, Lesotho, Namibia and
Swaziland?, the latter four known as the BLNS countries) constitute the Southern

African Customs Union (SACU), which is the focus of this study.

Monetary integration involves the harmonisation of policies among different countries,
as well as the formation of a monetary union among countries (Fwangkwal, 2014). A
monetary union is a piece in the puzzle of achieving regional integration in Africa and
is an example of full monetary integration. According to Jefferis (2007), full monetary
integration is one of the highest forms of integration. Essential features of full monetary
integration or establishing a full monetary union include having a single currency in the
region or a permanently fixed exchange rate of currencies that are fully convertible to
one another, as well as assigning monetary policy instruments to a regional monetary
authority with no countries determining their own monetary policies (Masson and
Pattilo, 2002; McCarthy, 2012). These features imply that full monetary integration
involves eliminating all exchange controls in the region and assigning monetary and
exchange rate policies to a regional central bank. The anticipated process leading to
a full monetary union comprises various stages, including macroeconomic and fiscal
convergence, monetary integration and monetary union at regional level, with a single

currency and central bank.

! While writing this thesis Swaziland changed her name to Eswatini, but for consistency in this thesis Swaziland
has been used.
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The question this thesis seeks to address is whether or not an economic, monetary
and fiscal policy case exists for the SACU region to become a fully-fledged monetary

union.

1.1.The SACU members

The SACU region is characterised by a highly integrated monetary system (Aziakpono,
2008). Though formally established in 1974, SACU is the longest-standing customs
union in Africa, being informally in existence since 1910.2 The primary goal of the
SACU is to promote economic development through the regional coordination of trade.
Some of the objectives of the SACU (Article 2 of the 2002 SACU Agreement) are to:

- facilitate the development of common policies and strategies among member
countries,

- promote the integration of member countries into the global economy through
enhanced trade and investment,

- promote conditions of fair competition in the Common Customs Area, and

- create effective, transparent and democratic institutions that will ensure

equitable trade benefits to member countries.

After the establishment of the South African Reserve Bank in 1921, the South African
pound (which became the South African rand in 19613), became the only medium of
exchange and legal tender in all the five SACU countries (Wang, Masha, Shirono and
Harris, 2007). In 1974, the SACU countries formally established a currency union by
signing the Rand Monetary Area (RMA) agreement. Nonetheless, to retain the
capacity to formulate and execute its own monetary and exchange rate policies to
stabilise its economy, Botswana exited from the RMA in 1975 (Wang et al., 2007).
Though remaining in the RMA, the other three, smaller SACU economies (Lesotho,
Namibia and Swaziland) also eventually established their individual central banks, with
Swaziland establishing its central bank in 1974, Lesotho in 1980, and Namibia in 1993.

2 An early version of the SACU dates back to 1889 where it entailed a convention between the British colony of
the Cape of Good Hope and the Orange Free State Republic. However, in 1910 a new Agreement was signed
which included South Africa, Botswana, Lesotho, Namibia and Swaziland. Namibia was a de facto member since
it had been administered by South Africa following World War |, before it became a full member at a later stage.
3 The rand was introduced on 14 February 1961, three months prior to South Africa becoming a republic.
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In April 1986, the Common Monetary Area (CMA) of Lesotho, Swaziland and South
Africa was established from the revised RMA, and Namibia joined in 1992. The CMA
agreement allows Lesotho, Namibia and Swaziland (LNS countries) to issue their
national currencies, the Lesotho Loti, the Namibian dollar, and the Swaziland
Lilangeni, respectively, but these are pegged to the South African rand on a one-to-
one exchange rate. The terms of the CMA agreement implied that the LNS countries
became responsible for their own monetary policies and assumed control of their own
financial institutions, albeit to a limited extent. One of the most salient features of the
CMA is that South Africa is the single large dominant country, which accounts for over
ninety percent of the CMA’s gross domestic product (GDP), trade and population.
Seleteng (2013) refers to this CMA arrangement as an asymmetric monetary union
considering that South Africa has substantial dominance in terms of monetary policy
formulation in the region. However, the CMA is not a full monetary union because
there is no single central bank responsible for monetary and exchange rate policy
formulation in the region and no shared pool of external reserves. There is also neither
an official surveillance of domestic fiscal and structural policies in the region to ensure
that these remain consistent, nor a set mechanism for fiscal transfers to mitigate the
impact of asymmetric shocks on member states (Masson and Pattilo, 2002; Asonuma,
Debrun and Masson, 2012; Seleteng, 2013).

As much as South Africa is dominating the BLNS countries, a full monetary union
would formalise most of what is already happening giving all SACU member countries
an opportunity to experience the benefits of a full monetary union. Therefore, a
formalisation is necessary as it would provide a formal regional central bank which
‘looks out’ for all member countries’ needs, an official regional surveillance of domestic
fiscal and structural policies for all member countries, as well as a prescribed fiscal

transfers mechanism to moderate the impact of asymmetric shocks on member states.

1.2. A full monetary union

The above features, if addressed, could enhance the macroeconomic stability of all
the member countries (Seleteng, 2013). In particular, establishing full monetary
integration in the SACU region could possibly improve the credibility of monetary policy
for the BLNS countries by ensuring that the centralised monetary policy stance takes

into consideration economic developments and shocks in all countries.
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Given the extent of the dominance of the South African economy, the regional
monetary policy is expected to have a limited sensitivity to the business cycle
movements in one of the smaller member countries. Furthermore, according to
Masson and Pattilo (2003), a full monetary union involves setting up a regional central
bank that could enforce discipline and consistency among member countries as well
as provide formal regional surveillance of domestic policies. With full monetary
integration, monetary conditions are set by an independent common central bank in

line with the average macroeconomic environment in that particular region.

A common monetary policy may lead to symmetric or asymmetric effects, which
depend on country-specific characteristics such as business cycle conditions and
economic structures. Therefore, it is necessary to establish whether or not the group
of countries in a region are affected in a similar way by the common monetary policy.
According to Van Aarle, Engwerda, Plasmans and Weeren (2001), full monetary
integration would be ideal in a situation where the common monetary policy affects
economic conditions (such as GDP, prices etc) in the respective group of countries
involved in a similar manner. If conditions are effected similarly, one would expect
close convergence in the behaviour of variables such as GDP and prices across

countries.

However, there are costs associated with adopting full monetary integration, which
include loss of exchange rate adjustment flexibility, loss of national sovereignty, loss
of seignorage and weakened accountability of policymakers to the national citizenry.
Also, member countries lose monetary policy autonomy and have a limited ability to
deal with asymmetric shocks. Despite these challenges, Sturm and Siegfried (2005)
argue that there is room for achieving full monetary integration, even if member
countries are prone to asymmetric shocks. Full monetary integration would be feasible
if member countries coordinated their macroeconomic policies. Moreover,
coordination of policies helps economies to absorb internal and external shocks,
thereby minimising the impact on economic growth and unemployment, leading to

higher welfare for all economies.

The discussion above raises the question of whether or not there is room for full
monetary integration in the SACU region, which would be an upgrade of the current
CMA to a SACU monetary union.
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This study answers this question by drawing on the experience of the European
Monetary Union (EMU), which shows that achieving macroeconomic convergence at
national level is essential for full monetary integration in the form of a stable monetary
union and an independent central bank (Masson and Pattilo, 2002). Also, a necessary
outcome of macroeconomic convergence is macroeconomic stability, where
macroeconomic convergence in the European region is mostly measured and
monitored by the following indicators: the rate of inflation in each member country, the
ratio of the budget deficit to GDP, the ratio of public and publicly guaranteed debt to
GDP, and the balance and structure of the current account (Banda, Onwioduokit and
Simwaka, 2012).

According to EU (2020), the macroeconomic convergence criteria used in the
European Union were initially set in the Maastricht Treaty in 1992, laying the
foundation for the creation of a single currency and the common European Central
Bank (ECB) and, by extension, the formation of the European Monetary Union (EMU).*
The EMU focuses on the coordination of economic and fiscal policies, a common
monetary policy, and a common currency, called the euro. The convergence criteria
highlighted the economic conditions necessary to ensure that potential EMU member
states were ready to become part of a fully-fledged monetary union. The Maastricht
criteria were later enshrined and complemented by the Stability and Growth Pact
(SGP), concluded in 1997, and fully implemented by 1999 (EU 2020).° The SGP
ensures that European Union countries practice sustainable public finances and
coordinate their fiscal policies. Therefore, targets for inflation rates, public deficit- and
debt-to-GDP ratios, exchange rates and, and long-term interest rates are the

macroeconomic convergence criteria enshrined in the Maastricht Treaty and the SGP.

The main objective of the criteria is to ensure that there is a convergence of the
potential EMU member countries’ economic policies and that there is no
macroeconomic instability as new countries join the monetary union. To comply with

the macroeconomic criteria, a set of economic policies is usually adopted.

4 The Maastricht Treaty was signed in 1992 but it officially came into force on 1 November 1993 when the
European Union was officially established (its predecessor was named the European Economic Community).
5 The SGB’s preventive rules were implemented in 1998, and its corrective rules in 1999.
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“These policies must be coordinated within the group of member countries and need
to move in the same direction, but do not necessarily have to be identical” (Banda et
al.,, 2012:15). Ways of attaining macroeconomic convergence include member
countries coordinating their actions or having a dominant country in the region that
steers the policy direction for smaller member countries to follow. As this thesis will

show, the latter is a condition applicable to the SACU region.

1.3.Fiscal and monetary spillover effects

According to Zhang (2012), forming a full monetary union is associated with significant
policy harmonisation, increased monetary and fiscal policy interdependence within the
region and the effect that one country’s policies can have on other member countries.
These spillover effects could substantially limit member countries’ ability to implement
independent economic policies and, therefore, enhance the argument for
macroeconomic convergence. To achieve macroeconomic convergence for full
monetary integration, it is necessary to consider the macroeconomic performance and
stability of the countries in question as well as their mutual interdependence,
particularly in terms of macroeconomic policies. Moreover, how policy in one country
spills over to other member countries is one of the aspects to be considered for
macroeconomic convergence and whether member countries have symmetric or
asymmetric responses to common external shocks (this speaks to macroeconomic
stability). Therefore, this study approaches the convergence assessment from the
view of establishing the extent of monetary and fiscal policy spillovers and coordination
among the SACU countries. Full monetary integration will be ideal if the BLNS
countries’ economies have similar reactions to the South African monetary and fiscal

policy and financial development spillovers.

Furthermore, for a fully-fledged monetary union to be possible, the economies in the
region should have coordinated and convergent policies. One of the prerequisites
necessary for attaining full monetary integration is that the macroeconomic policies of
the prospective monetary union members should be stable, coordinated, prone to
similar shocks, and exhibit similar responses to these shocks. According to Banda et
al. (2012), true integration takes place when member countries in the region deal with

shocks in a coordinated manner.
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Therefore, an essential element in assessing the state of integration is analysing the
extent of macroeconomic policy coordination in and among the potential union
member countries. A sign that policy coordination in the regional economic community
(REC) is achieving the desired macroeconomic targets is the degree of
macroeconomic convergence. Convergence would provide the necessary foundation
for moving the REC through the various phases of integration towards a fully-fledged

monetary union (Banda et al., 2012: 34).

With increased monetary integration, member countries have high economic
interdependence because of a common currency and monetary policy. There is also
a higher likelihood of economic policies and developments in one country spilling over
into other member countries. In other words, member countries are faced with a
possible increase in the transmission of economic shocks within the region, and, in
some instances, this shock transmission can differ from one country to another. Full
monetary integration therefore implies the need to coordinate macroeconomic
policies. Because full monetary integration potentially creates challenges for member
countries in dealing with country-specific shocks, it needs to be supported by

appropriate economic policy such as fiscal policy (Kirakul, 2012). For example,

...the European Economic and Monetary Union demonstrates that a centralized
monetary policy may be compatible with a decentralized fiscal
policy framework, where national governments remain solely responsible for
economic policies but are required to engage in policy coordination and must
respect a set of common rules for the conduct of their fiscal policies (Puetter,
2019)

The Common Monetary Arrangement (CMA) is the longest-standing monetary union
and is the closest arrangement to full monetary integration in Africa. The CMA, as part
of the Southern African Customs Union (SACU) region, is highly integrated and has
the potential for significant policy spillovers among the member countries. This raises
the question of the magnitude of monetary and fiscal policy spillovers as well as how
much monetary and fiscal policy coordination exists among the SACU countries, given

the extent of interdependence in the region.
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Monetary and fiscal policy coordination contributes to macroeconomic convergence of
member countries, and this is a crucial criterion for determining whether or not the
SACU countries can attain macroeconomic convergence for full monetary integration.
Several studies have looked at the level of coordination of policies and
macroeconomic convergence to assess the feasibility of full monetary integration
within the African region (e.g. Patroba and Nene, 2013; Maleke, 2008; Masson and
Pattillo, 2002; Bawumia, 2002; Fwangkwal, 2014). These studies are based on the
rationale that coordination of monetary policies enables the member countries to
converge, which is one of the key prerequisites for the feasibility of full monetary
integration. Patroba and Nene (2013) investigate the readiness of SACU to be a full
monetary union by examining the level of macroeconomic convergence within the

region.

Based on the Southern African Development Community (SADC) convergence
criteria, which looks at levels of inflation, fiscal deficits, national debt, and reserve
requirements, Patroba and Nene (2013) find that there is convergence in monetary
and fiscal policies among the SACU countries. They conclude that establishing a
monetary union would be beneficial for the SACU countries. Similarly, in investigating
the degree of macroeconomic convergence in the SACU region, Maleke (2008) and
Kabundi and Loots (2007) find evidence of macroeconomic and monetary policy
convergence. These findings of high convergence among SACU countries provide

support for the feasibility of setting up a full monetary union.

In examining the feasibility of full monetary integration in West Africa, Bawumia (2002)
argues that the West African Monetary Zone (WAMZ) is not feasible because the
performance of the countries does not meet the ECOWAS convergence criteria.®
Similarly, Fwangkwal (2014) focuses on the extent of monetary integration in the
ECOWAS and finds that the West African countries have not met the ECOWAS

convergence criteria.

® The macroeconomic convergence criteria contains primary and secondary criteria. The primary criteria
includes: at most 4 percent of budget deficit to GDP ratio; at most 5 percent of the inflation rate; Central Bank
Financing of Budget Deficit of less or equal 10 percent of previous year’s Tax Revenue and Gross External
Reserves of at least 6 months of imports cover. Moreover, the secondary criteria includes: prohibition of new
arrears and liquidation of all outstanding ones; At least 20 percent of tax receipts to GDP ratio; at most 35
percent of salary mass to total tax receipts ratio; at least 20 percent public investments financed from internal
resources to tax receipts ratio; positive real interest rates; and stable real exchange rate (Fwangkal, 2014).
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Therefore, as much as these countries are integrated, their level of monetary
integration still falls short of the desired level of macroeconomic convergence for a full

monetary union with a regional central bank.

Furthermore, the issue of spillovers across countries points towards the need for these
economies to coordinate their policies to better deal with domestic and foreign
economic shocks. In establishing full monetary integration in the SACU region, one of
the major convergence challenges that member countries should consider is the
spillover effects of policy shocks in this region. Considering the close monetary
relations among SACU countries and the dominance of South Africa, South Africa de
facto decides monetary policy in the region. If South Africa is indeed dominant, the
effects of South African monetary policy may spill over to the other SACU countries
through the monetary policy instruments (e.g. interest rates) and the policy target
variables (inflation and, to a lesser extent, output). With limited scope for an
independent monetary policy, the BLNS countries are likely to depend on their fiscal
policies to influence their respective economies. However, here too, South Africa
possibly dominates, with the effects of its fiscal policy spilling over into the BLNS

countries.

Therefore, the magnitude of the spillover effects from South Africa to the BLNS
countries would point towards the need and ease with which SACU member countries
can attain full monetary integration as well as raise the question of whether or not the
SACU countries should coordinate their monetary and fiscal policies. In particular,
given South Africa’s regional dominance, this study focuses on policy-induced
spillovers that are a direct effect of South Africa policy measures on other SACU
countries. Through exploring monetary and fiscal policy transmission channels, one
can identify the path through which these policy effects move from one country to
another. Because monetary and fiscal policies have an impact on critical
macroeconomic policy objectives, there is a need for policy coordination. According to
Oboh (2017:48), “effective coordination between fiscal and monetary policy authorities
helps immensely in fast-tracking the achievement of stated policy objectives more

efficiently”.
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The EMU mandate supports the notion of policy coordination as it involves the
coordination of economic policymaking between member countries, coordination of
fiscal policies, a common monetary policy run by an independent central bank and a
single currency, the euro. Moreover, the conduct of fiscal policy authorities is as
important as the monetary authority in conducting appropriate monetary policy rules.
In particular, an unsustainable fiscal policy can affect monetary policy rules that involve
inflation targeting by causing deviations from policy targets in the member countries
(Cevik, Dibooglu and Kutan, 2014).

1.4.Financial Development, fiscal and monetary policy

While monetary and fiscal policies can improve macroeconomic performance directly,
they can also influence the relationship between financial development and economic
growth, while financial development influences the effectiveness of monetary and
fiscal policies. According to Hye and Islam (2013), establishing a stable
macroeconomic (fiscal and monetary policies) and political environment is necessary
for financial development strategies to be a success. Shallow financial systems limit
fiscal and monetary policy choices as well as hamper macroeconomic policy
transmission and, by extension, the success of macroeconomic convergence for full

monetary integration.

Apart from monetary policy being transmitted through the interest rate channel, it can
operate through the credit channel (which itself can operate regionally). The credit
channel requires credit extension market depth, and one way to measure that depth
is the ratio of credit extended relative to GDP. Fundamentally, monetary policy is a
financial process targeting certain macroeconomic variables, with the financial system
linking central bank policies and the real economy through the monetary transmission
mechanism (Ma and Lin, 2016). Therefore, a well-developed financial system has the
potential and capacity to improve monetary policy transmission and to accelerate a
country’s economic growth, also on regional level (Pradhan, Arvin, Norman and
Bahmani, 2019; Jedidia, Boujelb and Hela, 2014).

Because governments are some of the largest borrowers in financial markets and
influence economic growth, fiscal policy is one of the policies that have the potential

to influence the development of financial systems.
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Thus, fiscal policy needs to be incorporated in the exploration of the relationship
between financial development and economic growth (Rafindadi and Yusof, 2013;
Benyah, 2010). Also, an underdeveloped financial system constrains fiscal policy and
limits its use as a countercyclical policy instrument, particularly in recession and crisis
periods (Caballero and Krishnamurthy, 2004). The discussion above indicates that the
effectiveness and efficiency of macroeconomic policy operations might affect the
growth prospects and development of financial markets, while the extent of financial
development can also affect the effectiveness of monetary and fiscal policy operations.
Considering the effect of the relationship between financial development and
economic growth, this thesis therefore investigates both monetary and fiscal policy
spillovers among the SACU countries and their effect on the relationship between
financial development and economic growth.

Examining the direction of the relationship between financial development and
economic growth furnishes the policymakers with relevant information on whether to
focus on policies that enhance financial development to boost economic growth or
policies that boost economic growth to have a well-developed financial system, or
policies that strike a balance between the two possibilities. The implication is that the
opposing views on this relationship pose a challenge to many countries “whether to
promote financial development as a productive input or whether they should
concentrate on economic activities that will promote financial sector development”
(Ginevicius et al, 2019:3311). Therefore, this study also seeks to establish the nature
of the relationship between financial development and economic growth in SACU
countries, while controlling for South African financial development (which subsumes
the monetary dimension), as well as domestic and South African fiscal policies.
Financial development and economic growth lays the foundation for the effective
operation of fiscal and monetary policy and spillover effects of such policies among

member countries.

With pronounced cross-border market linkages among the SACU countries, there is a
high likelihood for financial development shocks to be transmitted from an
economically and financially developed country like South Africa to the other SACU

countries.
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Although cross-border financial development spillovers occupy an important place in
the international finance literature, these have not been explored for the SACU
countries in a context that incorporates domestic and foreign fiscal policy effects.
Financial development spillovers are defined as the direct effect of one country’s
financial system development on another country’s financial system development or
economic growth (Bara and Le Roux, 2017). Part of the focus of this thesis is exploring
how the interdependencies in financial linkages among countries complement
spillover effects of financial development from South Africa to the BLNS countries’

financial development or economic growth.

The BLNS countries are highly integrated with South Africa and thus, each country in
the region needs to know its capacity (strengths and weaknesses) to deal with South
Africa’s dominance and shocks for better arrangements and negotiations with South
Africa and the other countries in the region. The degree of spillover effects and policy
coordination in the SACU would point towards the need and ease with which SACU

member countries can attain full monetary integration.

2. OBJECTIVES OF THE STUDY

Based on the discussion above, the monetary and fiscal policy spillovers from South
Africa to other SACU countries could, in principle, be particularly strong, thereby
pointing towards a need for policy coordination. Because the macroeconomic
convergence criteria for the establishment of a fully-fledged monetary union focuses
mainly on monetary and fiscal policy variables, this thesis will only focus on fiscal and
monetary policy spillover effects from South Africa to the BLNS countries as well as
their extent of coordination. This will involve looking at whether or not monetary and
fiscal policy variables in the BLNS countries react the same way to changes in their
South African counterparts. The rationale behind the focus on monetary and fiscal
policy spillovers and coordination is that it would help ascertain whether or not there
are grounds for serious consideration of the SACU attaining full monetary integration,
and becoming a fully-fledged monetary union. Therefore, the main objective of the
study is to ascertain the nature and extent of monetary and fiscal policy spillover
effects and coordination in the SACU region. This, in turn, assists in answering the
main question posed in this thesis: is there a sufficient economic, fiscal and monetary

policy case for the SACU region to become a fully-fledged monetary union?
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If South African monetary policy dominates that of the other SACU countries, while the
latter mainly just mimic South African monetary policy, then a case might exist to move
towards full monetary integration, with a regional central bank. The case is
strengthened if South African macroeconomic variables such as inflation, economic
growth and interest rates also spill over onto their SACU counterparts. That still leaves
fiscal policy and its interaction with monetary policy, both within and between SACU
countries. Given the sovereignty of the various SACU countries, fiscal policy is unlikely
to be centralised into a single fiscal authority. However, should the South African fiscal
policy affect the other SACU countries to a large extent, and should monetary policy
be centralised in a common central bank, the SACU members will need to coordinate
their fiscal policies. Fiscal policy conduct also has implications for the relationship
between financial development, which is another avenue of monetary policy, and
economic growth. Thus, SACU countries need to consider how domestic and South
African fiscal policies spill over into the relationship between financial development

and economic growth.

To address these questions and assist in realising the main objective set out above,

the thesis will focus on four objectives, each addressed in a separate article as follows:

ARTICLE | — The South African Dominance Hypothesis (SADH): Evidence in the
SACU region

The main objective is to establish whether or not the South Africa dominance
hypothesis holds in the SACU region. This objective is achieved by addressing the

following secondary objectives:

To analyse the extent of financial integration among SACU countries.

To investigate if there are any significant economic linkages among SACU
countries.

To establish if there is evidence in favour of the South African dominance
hypothesis, i.e. to check if the spillover between SACU countries is predominantly

one-directional.
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ARTICLE Il — Monetary policy spillovers in the SACU region

The main objective of this article is to explore the extent and effects of South African
monetary policy spillovers on the BLNS countries, and it is addressed through the

following secondary objectives:

Use a Phillips curve relationship to establish whether or not South African inflation
spills over to the inflation of other SACU countries.

Use a Taylor-type monetary reaction function to assess how the monetary
authorities in the BLNS countries react to South African policy interest rates.

To establish whether or not there is interest rate pass-through from South Africa
to the other SACU countries.

ARTICLE Ill — Monetary and fiscal policy coordination in the SACU reqgion

Considering the nature and degree of interdependence in the SACU region, the main
objective of this article is to determine the extent of coordination between fiscal and

monetary policy, from a regional perspective. The secondary objectives are:

To investigate the degree of spillover effects between South African fiscal policy
and the fiscal policies of the BLNS countries.

To establish whether or not the BLNS country monetary policies react to their
respective fiscal policies and South African fiscal policy.

To establish whether or not BLNS country fiscal policies respond to South African

monetary policy.

ARTICLE |V — Linkages between financial development, economic growth and fiscal

policy in the SACU area

The main objective is to explore the role of domestic and South African fiscal policy
and South African financial development in the relationship between financial
development and economic growth in the SACU countries. The main objective is

addressed through the following secondary objectives:

To establish the existence, nature of the relationship, and direction of causality
between financial development (FD) and economic growth (EG) in the SACU

countries, i.e. {FDsacu «& EGsacu}.
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ii.  To investigate the effect of fiscal policy in the finance-growth nexus in the SACU
countries, i.e. Fiscal policy (SACU) — {FDsacu < EGsacu}.

iii. To establish whether or not there are South African fiscal policy spillover effects
on the relationship between financial development and economic growth of the
other SACU countries, i.e. Fiscal policy (SA) — {FDsLns <> EGaLns}.

iv.  To establish whether or not there are South African financial development spillover
effects in the relationship between financial development and economic growth of
the other SACU countries taking into account the BLNS country’s fiscal policy, i.e.
FDsa — {FDsLns < EGBsLns}.

3. WHY THE SACU?

The SACU countries have been chosen because there is potential dominance of South
Africa in the region and the countries provide the opportunity to assess the spillovers
of monetary and fiscal policy effects. Close real and financial interlinkages are
potentially a valuable source of spillovers in the SACU region. South Africa, as the
largest SACU economy, accounting for over 90 percent of SACU’s GDP and trade, is
a prime candidate for being the source of spillovers to other SACU countries
(Asonuma et al., 2012). South Africa also has strong financial and trade links to the
other SACU countries, which could be channels of shocks from South Africa to the
other SACU countries (BLNS). In the SACU region, South Africa is a relatively more
critical market destination for the BLNS countries than vice versa. The BLNS exports
to South Africa are a significant portion of their GDP, meaning that any effects on
South African exports are likely to be transmitted to the other SACU countries through
their dependence on South African exports. This is an indication of the dominance of

South Africa in the region.

Furthermore, four of the SACU countries, South Africa, Lesotho, Namibia and
Swaziland, constitute the Common Monetary Area (CMA), the oldest existing
monetary union in the world. In the CMA, Lesotho, Namibia and Swaziland (LNS
countries) pegged their national currencies (Lesotho Loti, Namibian dollar, and the
Swaziland Lilangeni) on par with the South African rand, which circulates freely in the
LNS countries alongside the LNS currencies. As much as Botswana is not part of the
CMA, the Botswana pula exchange rate is based on a currency basket in which the
rand carries a weight of 60-70%.
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Therefore, South Africa has some dominance over the BLNS countries since these
countries maintain a peg to the South African rand. Subramanian and Kessler (2013)
confirm that the economic dominance of a country is signified when its currency
becomes a reference point for other countries’ currencies where they implicitly or

explicitly track it.

In addition to the currency dominance of the South African rand among SACU
countries, South Africa de facto decides monetary policy in the region (Aziakpono,
2008). LNS countries have limited, if any, control in using monetary policy as a
stabilisation tool in their economies because they follow the decisions of the South
African Reserve Bank’s Monetary Policy Committee (MPC). Therefore, if South Africa
is indeed dominant, the effects of South African monetary policy may spill over to the
other SACU countries through the monetary policy instruments (interest rate) and the

policy target variable, inflation and, to a lesser extent, output.

Regarding the financial sector, the financial systems of BLNS countries are highly
integrated with that of South Africa. South African banks dominate the banking sector
of the SACU countries, in most cases holding controlling interests in the major banks
in the BLNS countries. According to Aziakpono (2008:8), “the high degree of South
African ownership coupled with membership of the CMA ensures that the banking
sectors in the LNS countries follow South African trends in product innovation and
pricing.” Also, the central banks of Lesotho, Namibia, and Swaziland set their total
reserves equal to the amount of currency in circulation, funds flow freely within the
CMA, and the LNS countries have access to South African money and capital markets
(Wang et al., 2007).

Because of a limited scope for an independent monetary policy and national sovereign
fiscal policies, the LNS countries are likely to depend on their fiscal policies to influence
their respective economies. On the fiscal policy side, the SACU countries share
customs revenue, which is “distributed according to a formula that depends on the
amount of intraregional trade of each country” (Canales-Kriljenko, Gwenhamo and
Thomas, 2013:14). The customs revenue to be distributed depends on South African
imports from the world, and these imports are partly determined by South African
monetary, fiscal and financial policies as well as political and social events that may
disrupt economic conditions (Canales-Kriljenko et al., 2013).
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BLNS countries have small tax bases, which could contribute to fiscal revenue
uncertainty in the region. Thus, there is a need for proper management of fiscal
volatility as fiscal mismanagement by the individual SACU countries could result in
excessive fiscal stress such as large deficits and high public debt and, in principle,
could give rise to sharp fluctuations in real activity. Such consequences are usually
detrimental to an economy and undermine the credibility of low inflation commitment.
Because of highly integrated SACU countries, high deficit spending by one SACU
country could be costly for the other SACU countries. It is therefore essential to

establish how fiscal policies spill over within the SACU region.

Therefore, given that the BLNS countries are primarily dependent on the South African
economy, follow South African monetary policy, and have access to South African
financial markets, the expectation is that the policy developments in South Africa will
spill over to the BLNS countries. Reverse spillover, in principle, is possible, but,
probably of limited impact because of the size of the South African economy relative
to the BLNS countries.

4. CONTRIBUTION OF THE STUDY

This study presents original research on the nature of policy interdependence in the
SACU region. It will provide estimates of the direction and magnitude of policy spillover
from South Africa to the other SACU countries. As much as there is literature on the
policy spillovers, information on the sign, size, and timing of spillover in the SACU area
is still far from complete. Existing literature mostly covers spillovers in a full monetary
union setup, while the contribution of this study is that its spillover analysis focuses on
a group of SACU countries that are not in a full monetary union. This study also
extends research by Aziakpono (2008) by establishing the role of fiscal policy in the
relationship between financial development and economic growth in the SACU
countries. The financial development and fiscal policy spillovers from South Africa to
the BLNS countries are also examined in the thesis. Furthermore, this study seeks to
contribute to the understanding of the nature of fiscal and monetary policy interactions
(i.e. cross-policy spillovers) in the SACU region. To the author’s knowledge, no studies

for the SACU countries have focused on this type of analysis up to date.
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All the above aspects speak to the main contribution of this study, which is the
conclusion about the structure of monetary and fiscal policy management. The study
seeks to ascertain whether or not SACU should and could become a fully-fledged
monetary union given the degree of policy spillover effects and coordination among
the member countries. Therefore, this study would provide valuable insight into the
issues of the interaction between monetary and fiscal policies and spillovers and the
role of fiscal policy and financial development spillovers in the relationship between
financial development and economic growth across the SACU region. Moreover, this
study demonstrates how financial development is related to economic growth and

provides policy recommendations for SACU economies.

5. CONCLUSION

According to McCarthy (2012), full monetary integration is one of the highest forms of
integration, and it involves assigning the responsibility of formulating and implementing
monetary and exchange rate policies to a regional central bank, having a single
currency as well as having formal regional surveillance of domestic economic (fiscal
and structural) policies of the member countries. The focus of this study is on
establishing whether or not there is room for the SACU countries to create a full
monetary union by investigating the nature and degree of policy spillover effects and
coordination across the region. The SACU is the longest-standing customs union in
Africa, with South Africa largely dominating the other four countries (Botswana,
Lesotho, Namibia, and Swaziland — BLNS countries) economically.

Four of the SACU countries are part of the Common Monetary Area (CMA), an
asymmetric and informal monetary union. The CMA has no regional central bank, no
shared pool of external reserves, no official regional surveillance of domestic fiscal
and structural policies, and no prescribed mechanism for fiscal transfers to moderate
the impact of asymmetric shocks on member states (Masson and Pattilo, 2002;
Asonuma et al., 2012; Seleteng, 2013). Because the SACU is not a fully-fledged
monetary union, the question arises, whether or not there is room for full monetary
integration in the SACU region, which is an upgrade of the current CMA to a SACU

monetary union.
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To answer this question, this study takes from the experience of the European
Monetary Union (EMU), which shows that achieving macroeconomic convergence at
national level is essential for full monetary integration (Masson and Pattilo, 2002). The
macroeconomic convergence criteria used in the European Union highlights the
economic conditions necessary to ensure that potential EMU member states are ready
to become part of a fully-fledged monetary union. The macroeconomic convergence
concept for a full monetary integration arrangement implies that member countries
should meet some macroeconomic targets considered as benchmarks for sustained
macroeconomic stability, with the main ones relating to inflation, monetary and fiscal
conditions, and the external sector position. To comply with the macroeconomic
targets, a set of economic policies is usually adopted. However, macroeconomic
convergence and policy coordination are necessary, but not sufficient, conditions for
full monetary union. There is also the institutional and political dimensions, which are
not discussed in this thesis. This means that the focus of this thesis is limited to the
discussion of the economic, fiscal and monetary policy preconditions for complete

monetary integration.

Thus, to conclude, due to the increased economic interdependence within the region
and the effect that one country’s policies can have on other member countries, full
monetary integration requires significant policy coordination and expansive
convergence of fiscal and monetary policies. This thesis establishes the degree of
such coordination to conclude whether or not SACU countries are ready for monetary

integration.
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