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Introduction

The next meeting of the South
Monetary Policy Committee is scheduled for the 8" and 9™ of
September, so there is a fair chance that by the time you

have read this Report much of what we speculate upon will '
have either been confirmed or , ,
our speculation will be confi

our follies should they be refuted.

We dand 90% of the investment community dexpect interest ~
rates to be lowered by at least 50 basis points by Gill Marcus : b
and her team at next weekds M ’ ]
from the view wedve hel d ainl ]

flat throughout 2010. Does this undo existing portfolio 0 H
positioning or proposals wedv 79 L
individual basis? No. An additional 50 basis point cut in

September will come toward the end of a cycle that has seen ~
rates fall by a cumulative 550 basis points in the two years S
leadingupt o next weekd&6s Meeting

We continue to believe that interest rates are at or near the
bottom of the cycle. If rates were to be cut now then we

would anticipate an earlier start to the next round of interest
rate increases and, even so, Vv
before the middle of 2011. Finally, we fully anticipate that

the peak in the next interest rate cycle will be lower than

that of the last interest rate cycle din other words we
anticipate structurally lower interest rates.

The Case for an Interest Rate Cut dPart |

In a wholly sterile, completely objective environment the
level of interest rates as set by the central bank would only
be considered within an inflation-targeting framework, for
this is the mandate the Reserve Bank has been given. They
are tasked with containing inflation das measured by annual
changes in the Consumer Price Index dto within a band of 3 to
6%. They do not have a dual mandate like that given to the
Federal Reserve, which also targets a specified inflation
environment but balances that by tasking the Ben Bernanke

' and Company to achieve this at levels consistent with full
H H . employment .

The latest reading of inflation (July 2010) came in at 3.7%.
This, when combined with a benign inflation outlook &driven
mostly by a disinflationary world, allows for a comfortable
case to be made for further interest rate relief.
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The Case for an Interest Rate Cut dPart Il

In classic economic theory lowering interest rates would fuel
increases in inflation as individuals and businesses would be
given the means, through increased borrowing, to consume
further; in effect to increase demand for a static level of
supply, which in turn increases the aggregate level of prices.
However, this presupposes tha
propensity for debt, and through debt increased consumption,
rises as interest rates fall. Fair enough in ordinary
circumstances but economic circumstances at present are
anything but ordinary.

We submit that lowering interest rates by 50 basis points &
given the inflation environment (this is an important element,
see Part | above) dis unlikely to have any meaningful
accelerating effect on inflation as banks are busy shoring up
their balance sheets and consumers, in aggregate, are not
increasing debt. We say in aggregate because the additional
debt that is being accumulated by certain individuals is more
than offset by the effect of unemployment on other
individuals.

The effect of banks shoring up their balance sheets can
clearly be seen in the M3, money supply, data and reduced
propensity for debt by individuals can clearly be seen in the
Private Sector Credit Extension data; both of which are
charted alongside.

A counterargument against interest rate decreases using the
annual change in Producer Price Inflation at 7.7% lacks merit
as there is far less an impact of PPI on CPI since Statistics
South Africac hanged PPI ds calcul atii
fully expect further moderation in PPl over the coming
months (the annual change in PPI fell from 9.4% to 7.7%

bet ween June and Julyds readi
However, interest rates are not set in a sterile, objective
vacuum. They are set in the real world; a world made
increasingly volatile over the past few weeks as the public
sector strikes drag on.
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Clearl y: ltds Not all About |

I'tds about economic growth. |
even about the rand.

South Africa is in the unfortunate position of having one of
the worl dds highest unempl oym
" people is without work; unofficially that fraction is closer to 4
in 10. Lowering interest rates by 50 basis points in an
environment of stagnant credit growth is unlikely to result in
immediate economic growth (see Part | above) but it is a step
in the right direction. A direction which, it must be noted,
the Reserve Bank hasndt been
given such a mandate we may find interest rates lowered by
significantly more than 50 basis points, perhaps by as much as
an additional 1%. In effect sacrificing inflation targeting for
economic growth. Doing so wea
- economic proposition dcredit ratings fall, funding costs go up
Wreveoria e - but does go some way to addressing unemployment and,
through the mechanism of fuller employment, crime and a
whole host of other social ills (a full discussion of which is
beyond the scope of this Report). How much of this thinking is
in the minds of the Members of the Monetary Policy
4/ ' Committee is impossible to tell, though we suspect that a fair
A

amount is already present in their collective consciousness.

‘ V ; Lowering interest rates in an attempt to weaken the rand and
\ thereby appease certain elements of society is a futile
j \, : exercise. Interest rates locally are 26 times those in the US
JEe W and 13 times those in the UK. They would have to be lowered
A W { \J}W.mj’v\ : to ridiculously low levels in order to scare off foreign portfolio
J“f \\F*vﬁw\r-‘\\ , ) . inflows. A stronger rand is a function of being an open
f V economy, the disadvantages of which must be accepted if we
) are to continue to enjoy the advantages. As an aside (though
N PRl R BN HERD B RE FRARIER an important one): it is of critical importance to convert the
" " foreign portfolio inflows currently making the rand strong into
foreign direct investments which increase the productive
capacity of our economy.

An interest rate cut of 50 basis points is consistent with the
Bankd6s inflation targeting fr
appearance of targeting a faster growing economy and a
weaker rand, an appearance without much substance
however. Inflation would have to moderate further and would
then have to remain at around 3% continuously to justify
further interest rate decreases based on inflation targeting
alone. However, we cannot rule out further interest rate
decreases if inflation targeting is complemented with other,
currently unspecified, objectives. The market is likely to pore
over the next Statement of Monetary Policy for clues as to the
nature of these unspecified o

Index Value Last Month Year-to-Date 12 Months Ago

SA Repo Rate 6.50% 0.00% -0.50% -0.50%
JSE ALSI 27,253.87 -3.88% -1.49% 9.32%
ALBI 338.63 2.99% 13.25% 14.56%
R157 7.23% 7.58% 8.39% 8.18%
USDZAR 7.37 1.12% -0.40% -5.14%
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