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In	our	meetings	with	our	clients	in	July	we	often	heard	the	same	sentiment	on	how	difficult	business	proved	to	be	during	the
month.		The	recently	settled	NUMSA	strike	had	a	large	impact	across	many	industries	with	the	strikers	proving	to	be	quite
hostile	 resulting	 in	 large	scale	destruction	of	property	and	 intimidation	of	non-union	workers.	 	 It	did	appear	 that	 the	small
businesses	were	 the	worst	affected.	 	This	has	been	an	extended	strike	season	 for	South	Africa	and	 the	 lengthy	strikes
within	the	platinum	industry	and	by	the	metalworkers	union	will	definitely	have	a	long	term	negative	impact	on	the	economy.	
The	 granting	 of	 wage	 increases	 well	 ahead	 of	 current	 inflation	 levels	 is	 in	 itself	 going	 to	 increase	 inflation	 as	 the
manufacturing	 cost	 of	 goods	 increases.	 	 It	 does	 seem	 that	 each	 union	 is	 taking	 their	 turn	 to	 go	 on	 strike	 as	 the	 textile
workers	strike	enters	its	second	week	…

The	JSE	All	Share	continues	to	hit	new	highs	as	it	follows	world	markets.		The	US	Federal	Reserve	will	be	completing	their
quantitative	 easing	 programme	 in	 October	 2014	 but	 whilst	 they	 are	 still	 buying	 back	 government	 debt	 it	 appears	 that
investors	are	happy	to	take	more	risk	buying	more	risky	assets	and	increasing	the	valuation	in	the	markets.		Locally	the	All
Share	continues	to	trade	at	valuations	that	are	above	the	long	term	PE	average	and	we	would	continue	to	caution	against
raised	expectations.		The	markets	should	not	deliver	returns	at	the	same	levels	as	was	achieved	over	the	last	few	years.

The	big	news	in	the	economy	during	July	was	the	announcement	by	the	Monetary	Policy	Committee	(MPC)	of	a	rate	hike	of
25	basis	points.		This	rate	hike	was	done	in	order	to	counter	their	concerns	over	rising	inflation.		Gill	Marcus,	the	Reserve
Bank	Governor,	did	also	highlight	the	labour	unrest	as	a	major	concern	when	she	delivered	the	results	of	the	MPC	meeting.

The	interest	rate	hike	did	cause	the	Rand	to	strengthen	against	all	major	currencies	however	some	of	this	has	been	given
back	due	to	global	unrest.		Similar	to	previous	periods	of	unrest	investors	tend	to	flee	back	to	the	“safe	haven”	of	developed
markets,	impacting	on	all	emerging	market	currencies.

CPI	was	unchanged	from	the	prior	month	at	6.6%	although	the	indication	is	that	this	will	increase	in	the	next	few	months	as
the	impacts	of	the	labour	unrest	filter	down	to	the	consumer.

With	the	interest	rate	hike	Magwitch	are	now	able	to	provide	clients	with	an	investment	return	of	5.94%	on	overnight	call.
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FINANCIAL	PRODUCT	IN	FOCUS
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WHY	INTEREST	RATES	ARE	ADJUSTED	IN	RESPONSE	TO	INFLATION

On	the	17th	of	July	2014	Gill	Marcus,	 the	Reserve	Bank	Governor,	announced	a	25	basis	point	 increase	 in	the	Reserve
Bank’s	 repurchase	 rate.	 	 They	 indicated	 that	 the	 reason	 for	 this	 rate	 hike	was	 due	 to	 rising	 inflation	 pressures.	 	 In	 this
month’s	financial	product	in	focus	we	look	at	why	interest	rates	have	an	inverse	relationship	with	inflation.

Inflation

In	South	Africa	we	measure	inflation	through	the	Consumer	Price	Index	(CPI).		CPI	measures	monthly	changes	in	prices	for
a	 range	 of	 consumer	 products.	 	 The	 price	 of	 goods	 and	 services	 consumed	 by	South	Africans	 is	 used	 to	 calculate	 an
inflation	rate	for	the	whole	economy.		As	not	all	South	Africans	consume	the	same	goods	or	services,	nor	consume	them	in
the	same	proportions,	CPI	per	person	may	differ.		CPI	is	therefore	not	a	measure	of	each	individual	consumer’s	inflation	but
is	rather	based	on	the	estimated	total	expenditure	of	all	South	African	households.

CPI	 is	 often	 described	 as	 being	 a	measure	 of	 a	 basket	 of	 goods.	 	 There	 are	 currently	 416	 products	within	 the	 national
basket	of	goods	 that	has	been	used	 to	 record	and	compare	 the	price	movements.	 	Statistics	South	Africa	 (Stats	SA)	 is
responsible	for	the	collection	and	the	collation	of	this	data.		Stats	SA	has	a	national	team	of	fieldworkers	who	visit	sampled
retail	stores	to	record	actual	prices	each	month.		They	also	have	a	team	based	at	their	head	office	that	collects	the	prices	of
services.		The	pricing	data	is	then	collated	into	a	table	with	each	measured	item	having	a	predetermined	weighting	within	the
CPI	calculation.	

The	 weighting	 of	 each	 individual	 product	 is	 determined	 by	 a	 national	 survey	 in	 which	 households	 are	 asked	 detailed
questions	about	what	 they	spend	 their	money	on.	 	The	 results	of	 this	 survey	provide	a	picture	of	 the	expenditure	of	 an
“average”	South	African	household.		This	is	then	used	to	compile	the	weights	for	each	of	the	goods	or	services.		Updating	of
these	weights	 from	 time	 to	 time	 is	 necessary	 because	 of	 changes	 in	 economic	 conditions	 and	 spending	 patterns.	 	 The
largest	 categories	within	 the	 inflation	 calculation	 are	 “Food	 and	 non-alcoholic	 beverages”,	 “Transport”	 and	 “Housing	 and
utilities”,	 which	 constitute	 around	 60%	 of	 the	 value	 of	 the	 basket	 of	 goods.	 	 As	 one	 can	 see	 in	 the	 following	 chart	 the
weightings	applied	to	the	categories	do	change	as	a	result	of	the	surveys.		The	reduction	in	the	contribution	of	food	to	the
total	basket	is	a	good	reflection	of	the	growing	individual	wealth	within	the	“average”	South	African	household	as	they	have
more	disposable	income.
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The	 different	 weighting	 of	 items	 in	 the	 basket	 determining	 inflation	 is	 affected	 by	 different	 pricing	 pressures	 and	 thus
individual	 items	may	have	vastly	different	monthly	increases.		If	we	measure	the	annual	 inflation	rates	of	the	three	largest
categories	it	becomes	very	plain	to	see.
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One	can	see	 that	 some	of	 the	categories	prove	 to	be	more	volatile	 than	others.	 	The	 “Housing	and	utilities”	 category	 is
relatively	stable	as	the	prices	within	this	category	often	move	in	direct	correlation	with	the	quoted	CPI	figures	(the	providers
of	services	and	products	within	this	category	tend	to	use	previously	disclosed	CPI	as	the	basis	for	their	increases).		“Food
and	non-alcoholic	beverages”	have	a	 far	higher	 volatility	as	prices	are	affected	by	climatic	 conditions	 that	 impact	on	 the
output	of	the	farmers.		Finally	“Transport”	is	influenced	by	the	oil	price	as	quoted	in	Rand.		This	has	been	the	largest	driver
of	 inflation	 for	many	 households	 over	 the	 last	 year	 due	 to	 Rand	weakness	 against	 the	 currencies	 of	 our	major	 trading
partners.

With	inflation	in	mind	we	will	look	at	how	changing	interest	rates	could	impact	on	inflation.

Control	of	money	supply

One	of	the	first	principles	that	one	learns	in	microeconomics	is	the	concept	of	“supply	and	demand”.		It	concludes	that	in	a
competitive	market,	the	unit	prices	for	any	particular	goods	will	vary	until	they	settle	at	a	point	where	the	quantity	demanded
by	consumers	(at	current	price)	will	equal	 the	quantity	supplied	by	producers	(at	current	price),	 resulting	 in	an	economic
equilibrium	for	price	and	quantity.

The	four	basic	laws	of	supply	and	demand	are:
1.	If	demand	increases	and	supply	remains	unchanged,	a	shortage	occurs,	leading	to	a	higher	equilibrium	price.
2.	If	demand	decreases	supply	remains	unchanged,	a	surplus	occurs,	leading	to	a	lower	equilibrium	price.
3.	If	demand	remains	unchanged	and	supply	increases,	a	surplus	occurs,	leading	to	a	lower	equilibrium	price.
4.	If	demand	remains	unchanged	and	supply	decreases,	a	shortage	occurs,	leading	to	a	higher	equilibrium	price.

This	is	often	demonstrated	in	a	supply	and	demand	curve	with	the	price	of	goods/services	on	the	y	axis	and	the	quantity	on
the	x	axis.

An	 increase	 in	 interest	 rates	 impacts	 the	spending	power	of	 the	 individual	consumer	as	 firstly	 they	are	needing	 to	spend
more	 money	 to	 settle	 debt	 and	 secondly	 they	 are	 less	 inclined	 to	 incur	 new	 debt	 because	 of	 the	 increased	 cost	 of
borrowing.

With	lower	spending	power	and	thus	lower	demand	for	goods	and	services	prices	should	drop	as	the	suppliers	are	forced	to
be	more	price	competitive	to	conclude	a	sale.

Foreign	exchange

South	Africa	has	a	negative	balance	of	trade	as	we	remain	net	importers	of	goods.		Because	of	the	large	outflow	of	Rand	to
pay	for	these	goods	we	often	see	periods	of	weakness	in	the	local	currency.		The	currency	weakness	then	filters	through	to
the	price	of	many	goods.	 	The	most	 common	cited	example	would	be	 the	price	of	 fuel	which	 is	 always	at	 the	mercy	of
exchange	rate	movements.	

In	order	to	balance	the	currency	flows	we	would	require	an	increase	in	foreign	inflows.		The	rising	of	interest	rates	achieves
this	as	cash	investments	within	South	Africa	become	more	attractive	to	the	foreign	investor.		The	risk	of	the	investment	is
unchanged	but	 they	will	experience	an	 increase	 in	 the	return	 that	 they	receive	 from	their	 investments.	 	This	 is	especially
attractive	in	the	current	market	where	the	developed	markets	have	negligible	or	zero	interest	rates.

Outlook

The	25	basis	point	 increase	was	done	as	a	direct	consequence	of	 the	Reserve	Bank’s	 forecast	of	 rising	 inflation.	 	 If	 the
inflation	starts	to	fall	back	to	within	the	inflation	targeting	band	of	3	–	6%	then	we	would	expect	that	the	Reserve	Bank	would
be	 satisfied	with	 the	 impact	 of	 the	 rate	 hike.	 	 If	 however,	 inflation	 continues	 to	 slowly	 increase	we	 could	 expect	 to	 see
another	small	interest	rate	hike	before	the	end	of	the	year.
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Magwitch	Securities	is	a	Financial	Services	Broker	offering	the	following	products
as	a	comprehensive	financial	solution	to	both	individuals	and	businesses:
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• Employee	Benefits • Retirement	Planning • Money	Market

• Medical	Aid • Investment	Planning • Investments

• Risk	Benefits • Estate	Planning • Treasury	Management

• Short	Term	Insurance • Foreign	Exchange
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Magwitch	Securities	Proprietary	Limited	is	an	authorised	financial	services	provider,
registered	with	the	Financial	Services	Board	-	FSP	number	26829
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Disclaimer:	 Although	 every	 effort	 has	 been	 made	 to	 ensure	 the	 accuracy	 of	 the	 content	 of	 this	 newsletter,	 Magwitch
Securities	 (Pty)	 Ltd	 accepts	 no	 liability	 in	 respect	 of	 any	 errors	 or	 omissions	 contained	 herein.	 The	 contents	 of	 this
newsletter	cannot	be	construed	as	 financial	advice	and	does	not	confer	any	 rights	whatsoever,	enforceable	against	any
party	and	does	not	replace	any	legal	contract	or	policy	which	may	be	subject	to	terms	and	conditions.

��


