The global forces that drive SA’s
Financial markets from day to day -
an analysis with the implications
drawn for monetary policy

Presentation to Economic Society of South Africa

Biennial Conference, Sept' @009

Brian Kantor,

Professor Emeritus, University of Cape Town,
Investment Strategist, Investec Private Client 8aes.

and
Chris Holdsworth

Analyst, Investec Securities



Abstract

This study demonstrates with the aid of single ggoa
regression analysis the role global capital markatsy in
determining the behaviour of the Johannesburg Skxckange
(JSE ALSI) the Rand/ US dollar exchange rate (Z#f)long
term interest rates in South Africa on a daily Isagpresented
by the All Bond Index (ALBI) or long term governtigond
yields represented by the R157. It will be shovat simce 2005
the state of global equity markets, representatiénstudy by
the MSCI Emerging Market Index (EM) has had a yawerful
influence on the JSE. The EM Index is shown to hadea less
powerful yet statistically significant influence tire ZAR while
it is also demonstrated and that conditions in gllotapital
markets, and the ZAR have had some weak but &ialist
significant influence on the direction of long teimerest rates
in South Africa. It will be demonstrated that mments in
policy influenced short term interest rates, haad kery little
predictable influence on share prices, the ZARooglterm
bond yields. The causes as well as the consequehtes
ineffectiveness of policy determined interest r&besnonetary
policy are further analyse.



Introduction

This study demonstrates the role global capitaketarplay in
determining the behaviour of the Johannesburg Sfxckange
(JSE ALSI) the Rand US dollar exchange rate (ZAR) wng
term interest rates in South Africa on a daily baspresented
by the All Bond Index (ALBI) or long term governmntdrond
yields represented by the R157. It will be showat #ince 2005
the state of global equity markets, representedarstudy by
the MSCI Emerging Market Index (EM) has had a very
powerful influence on the JSE.

The EM Index is shown to have had a less powedtl y
statistically significant influence on the ZAR wail is also
demonstrated and that conditions in global capitalkets, and
the ZAR have had some weak but statistically sigarft
influence on the direction of long term interesesin South
Africa. It will be demonstrated that movementpaoticy
influenced short term interest rates, represenyataily
changes in expected short term interest ratesesepted by
daily movements in the implicit JIBAR 3 month fomgdaate
(Jib3f3) have had very little predictable influermeshare
prices, the ZAR or long term bond yields.

The MSCI EM Index may be regarded as a proxy foddeons
in global capital markets that affect South Afrid&E listed
shares are included in the EM Index with a curregight of
about 7%. The more abundant the capital availailerherging
market capital raisers, that is to say the lessai®rsion
prevailing, the higher would be the level of the EMex — and
vice versa.

Changes in the forward JIBAR rate are used as imxyfor
short term interest rates on the presumption thatimterest
rates expected, rather than current actual inteaé=s$ that drive
the value of shares, bonds and currencies andhiegfore



changes in expected short term rates rather theamgels in
actual rates- that may well have been anticipatea/e
significance for the financial marke's.

Exchange rates inflation and the implications farmatary
policy

The implications of this finding for monetary poliare surely
serious ones. It would strongly suggest that palietermined
adjustments to short term interest rates, whenpawgd, will
not influence the exchange rate in any consistenyt W so
adjustments to short term interest rates cannotdprded as a
reliable anti-inflationary tool, given the influemexchange rates
have on measured inflation rates in SA. The feai leffect of
the exchange rate on import export and domestiepis

clearly a very important influence on the measuetéd of
inflation

The case for interest rate changethagprinciple instrument of
monetary policy is furthermore not enhanced byaidence
that short term interest rates have not had angist@amtly
iImportant influence on the direction of long temerest rates in
South Africa nor on the direction of share priced therefore
on these components of household wealth. Howeweaould
seem to be the case that movements in actualtenorinterest
rates can have a significant influence on aggregeteand in
South Africa and perhaps also on house prices witho
necessarily reducing inflation rates. These retatiips between
interest rates and aggregate demand are not tested

Estimation procedures
This study utilises daily data to model and esteribe

behaviour of the JSE ALSI the rand/USD exchange aad the
RSA All Bond Index bond index or long dated RSA 8agelds

1
The forward rates are calculatedji8F3= ((1.+jibar6/200)/(1.+jibar3/400)-1.)*400



(between January2005 and August 312009. The models
using daily data are supplemented with similar ni@dalising
month end data from the mid nineteen nineties kp ¢@nfirm
the strength of the hypotheses tested and todestriictural
changes in the economy.

The models are single equation models of daily ontimly
percentage movements in the ALSI, the ZAR and thBlAor
as an alternative to the ALBI of daily changesond term
interest rates represented by the long dated RSATIe
estimation method applied is single equation Iegaares
regression analysfs.

The data — represented in figures

The dependent and independent variables of the Isnade
pictured below in level and daily percentage chdoga. It
may be seen that daily changes in all the deperadeht
independent variables are highly random and theggr
exchange and interest rates they have drifted tigtirer and
lower since 2005. It is also shown below how mudren
generally volatile share and bond prices and isteates
became during the financial crisis that reachedptsgee in
September 2008 with the collapse of the large imvest bank
Lehman Bros. We have measured the volatility ofvidagables
in the form of a 30 day moving average of theim8txd
Deviations and present this information in graphiocem. We
demonstrate how similar has been the behaviouolatility on
the different markets. That risks appear so sinmldhe
different markets is further evidence of the gladagtion of
capital markets. We show that the increased vinjatlld not
materially influence the estimates of the coeffitseof the
models

2 The data was downloaded from I-net Bridge data bakis data base is the source for all the
estimations and the figures presented



Figl. The JSE All Share Index Daily Levels and % canges
2005 — Aug 2009
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Fig2. The ZAR Daily levels and % changes 2005 — AWi09
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Fig3. The SA All Bond Total Return Index Daily levds and
daily % changes data 2005-Aug 2009
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We compare in figure 4 below the performance ofrtdmal to
both the USD and the AUD to indicate that the rade
holding its own against the weaker US dollar in @07 lost
significant ground against what may be considetbdro
commodity and emerging market currencies.



Fig4. The rand Vs the USD and the AUD Daily data @n 1st
2009=100)
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The independent variables

The explanatory variables considered for inclusiotne models
comprise (surprising) daily or monthly movement$arward
short term interest rates (JIB3f3) and daily or thon
percentage changes in the MSCI Emerging marketsyaqdex
(EM) or in the S&P 500 Index to represent sharegsin New
York, As shown below the correlation between dailgves in
the EM and S&P 500 is very high and other than mappthis
correlations with the S&P 500 we did not apply 8&P 500 in
the models. Also considered and applied in theougrmodels
were percentage movements in global commodity piiice
USD, represented by the commodity price index ef th
Commodity Research Bureau (CRB) and percentage sriave
Australian/USD exchange rate (AUD) or (AUS$). The
additional explanatory variable applied in the msdeere
changes in US long dated 10 year treasury Bonds.



Fig.5 Emerging equity markets (MSCI EM) and the S&P
500; Daily levels and daily % movement 2005-2009
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Fig.6 Expected short term interest rates (Jibar 3 manth
implicit forward rate) Daily levels and daily changes
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Fig7. Commodity Prices and US TB yields. Levels anDaily
or daily % changes
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Fig8. The Australian/USD exchange rate Daily Leveland %
changes. 2005-2009
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Representing volatility in graphic form

Fig 9. Volatility of Share and commodity markets. 30 day
moving average of the Standard Deviation (SD) of dlg %
movements
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Fig 10. Exchange rate volatilities; 30 day moving\erage of
the Standard Deviation (SD) of daily % movements
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We show below the measures of implied option prigatility
on the S&P represented by the Vix Index and ord8ie
represented by the SAVI

Figll. Implied volatility — The Vix (on the S&P) ard Savi on
the JSE Daily data 2005-2009

100

| — vix — sav|

Volatility and share prices

The increase in the volatility of share prices glibp including
on the JSE, that provide indicators of the riskhanmarkets
appears to have had a very negative impact on ghiaes. The
negative correlation between daily percentage movédse
Index of Implied Volatility on the S&P 500, the Vand daily
moves in the S&P 500 itself has been a high neg#t¥.76)
and between daily moves on the JSE and the SA¥lranst
equally negative (-0.73) since May 2005. (See Talelow)

Statistics for the SAVI, the implied options pricaatility
indicator of the JSE, are only available since theis surely
volatility that drives the share market up and dolwis a much
more difficult task to explain and predict voldtili Volatility in

13



share markets may be regarded as abnormally higiheb2007
when the global glut of capital was holding dowterest rates
and encouraging risk tolerance. The financial sr@s we well
know reversed all this and produced much higheresegof risk
aversion and volatility as the likelihood of def@uhnd
bankruptcies increased so dramatically, especdiér the
failure of Lehman Bros.

Table 1. Correlation statistics of daily % change
volatility indicators with the Share Markets (May 2005-
August 2009)

DLOGSP DLOGALS DLOGVIX DLOGSAV

DLOGSP 1.00 0.38 -0.76 -0.28
DLOGALSI 0.38 1.00 -0.32 -0.73
DLOGVIX -0.76 -0.32 1.00 0.28
DLOGSAVI -0.28 -0.73 0.28 1.00

Correlation Statistics and their interpretation

In the tables 2 and 3 below we present correlattatistics for
the daily percentage movements in the dependent and
independent variables of our models. The correlattatistics
that we regard as of particular interest are hggttéd in red.
The correlation statistics provided a foundationtfe model
building exercises to be fully reported upon below.

It should be appreciated that these correlatiop$yap prices,
interest and exchange rates at market closingdiffezent
markets however do not share the same closing tifes
relevant information and the price movements thgpond to
the “news” can occur after one or the other maiketosed and

14



are then only reflected when the closed market ®p@ragain.
Were the data collected at the point in time wHhetha markets
were simultaneously open the correlations measucedd
undoubtedly be higher ones

Table 2. Correlation of daily movements. The deperaht
variables Shares, Bonds and the ZAR with short term
interest rates

DLOGALSI DLOGALBI DLOGZAR D(JIB3F3)
DLOGALSI 1.00 0.19 -0.33 -0.07
DLOGALBI 0.19 1.00 -0.34 -0.16
DLOGZAR -0.33 -0.34 1.00 0.06
D(JIB3F3) -0.07 -0.16 0.06 1.00
DLOGSP 0.35 0.09 -0.50 -0.08
DLOGEM 0.73 0.27 -0.51 -0.14
DLOGCRB 0.39 0.11 -0.36 -0.04
DLOGAUD -0.49 -0.21 0.35 0.11
D(USGB10) 0.20 0.00 -0.18 -0.06

Table 3. Correlation of daily movements of the indpendent
variables.

DLOGSP DLOGEM DLOGCRB DLOGAUD D(USGB10)

DLOGALSI 0.35 0.73 0.39 -0.49 0.20
DLOGALBI 0.09 0.27 0.11 -0.21 0.00
DLOGZAR -0.50 -0.51 -0.36 0.35 -0.18
D(JIB3F3) -0.08 -0.14 -0.04 0.11 -0.06
DLOGSP 1.00 0.46 0.30 -0.12 0.32
DLOGEM 0.46 1.00 0.44 -0.64 0.25
DLOGCRB 0.30 0.44 1.00 -0.31 0.22
DLOGAUD -0.12 -0.64 -0.31 1.00 -0.07
D(USGB10) 0.32 0.25 0.22 -0.07 1.00

15



To be noticed are the high correlation betweerydaives in
the JSE ALSI measured in rands and the EM measud&D
(0.73) The correlation of the JSE with the CRB atssasured
in USD is lower but significantly positive (0.39ally
movements in the JSE and the ZAR have been nebpative
correlated (-0.33) indicating that rand strengtheathan rand
weakness has been generally helpful to the JSE.

Also to be noted is the very low almost zero catieh of daily
moves in the JSE with changes in forward short tetarest
rates (- 0.07) The correlation of movements ingihare and all
bond indexes is a low but correctly signed (0.119¢ €orrelation
between movements in the EM Index and the ALBI inde
(0.27) should also be recognised as a furtherenfte of global
capital markets on long term interest rates in ISAwer or
higher interest rates would not appear to have geasrally
either helpful or harmful to the JSE over this pdri

The high correlation between the AUD and the JS&sdmt
have any obvious theoretical explanation and thistrbe
attributed to the high correlation between the AWith the EM
Index (-0.64) shown in the following table. Cleatie global
economic forces that drive the EM higher or lowteersgthen or
weaken the AUD/USD.

It should be noticed that the returns on the AL All Bond
Index (the higher the index the lower are interatds) have
been negatively correlated with the moves in tAREZ0.34).
That is a weaker rand is associated with highey tenm rates-
presumably because a weaker rand is associatenit
inflation to come.

Of further interest is that bond market returnsehagen only
weekly correlated with movements in short rateslep The

16



correlation, not reported in the tables, betweeag ldated R157
yields and these short rates is a very similarg)0.The
movements in the ALBI Index and R157 yields areyvaghly
negatively correlated as would have been predidtkd.
correlation of daily returns in the ALBI and dadipanges in the
R157 (not reported in the tables above) has b&=&8) over the
period.

The high correlations over (0.50) between movemientise
ZAR and the global equity markets should be noteshauld
the positive correlation between moves in the ZAR the CRB
and AUD. He rand has behaved as an emerging eapaitket
and commodity currency. The weak, near zero cdroela
between the ZAR and short term interest rates shioeiworthy
of particular notice (.06). The final column of Im@rrelations
between short term interest rates and the equitd land
currency markets indicates how little short terterast rate
moves seem to matter for the share, bond and ayrrearkets.

The Regression Results and their interpretation

The regression equations reported in the tablesibieldicate
that we are able to find very good estimates fdyaaoves in
the JSE relying on the strength of the EM effece Mdck up the
models of daily movements in the JSE with modelsohthly
movements that go back further. These monthly nsockahfirm
the growing influence of emerging equity marketdlosm JSE
since 2003.

17



Table 4 Regression Output

Equation 1 2 3
Variable DLOGALSI DLOGALSI DLOGALSI
Begin (m/d/y) 11/03/2005 6/30/2008 1/03/2005
End (m/d/y) 8/31/2009 6/30/2009 8/31/2009
Frequency Daily Daily Daily
Observations 1216 262 1216
C 0.00 0.00 0.00
p-value 0.28 0.92 0.32
EM 0.72 0.64 0.68
p-value 0.00 0.00 0.00
ZAR 0.18 0.01 0.09
p-value 0.00 0.92 0.00
CRB 0.09 0.11 0.12
p-value 0.00 0.03 0.00
D@IB3F3) 0.01
p-value 0.09
Risk

p-value

D(R157) 0.00
p-value 0.49
D(USGB10)

p-value

DLOG(AUD)

p-value

R-squared 0.54 0.63 0.54
Adj R-squared 0.53 0.63 0.54

Variance Equation

C 0.00
RESID(-1)"2 0.09
GARCH(-1) 0.90
ALSI

Chow Breakpoint Test: 2003:01

F-statistic 2.99  Probability
Log likelihood ratio 12.12/  Probability

4

DLOGALSI
1/03/2005
8/31/2009
Daily

1216

0.02
0.02

0.00
0.32

0.68
0.00

0.09
0.00

0.12
0.00

0.01
0.09

0.00
0.45

0.00
0.50

0.54
0.54

5

DLOGALSI
1995.01
2009.08

176

0.00
0.11

0.72
0.00

0.34
0.00

0.10
0.18

0.66
0.66
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Equation 6 7 8
Variable ZAR

Begin (m/d/y) 1/03/2005 1/03/2005 1/03/2005
End (m/d/y) 8/31/2009 8/31/2009 8/31/2009
Frequency Daily

Observations 1216 1216 1216
C 0.00 0.00 0.00
p-value 0.28 0.26 0.23
EM -0.35 -0.28 -0.34
p-value 0.00 0.00 0.00
ZAR

p-value

CRB -0.10 -0.16 -0.14
p-value 0.00 0.00 0.00
D@JIB3F3) -0.01

p-value 0.14

Risk 0.03

p-value 0.00

D(R157) 0.05

p-value 0.00

D(USGB10) -0.01

p-value 0.02

DLOG(AUD) 0.02 0.04
p-value 0.64 0.25
R-squared 0.32 0.34 0.32
Adj R-squared 0.32 0.33 0.32
Variance Equation

C 0.00

RESID(-1)"2 0.12

GARCH(-1) 0.85

ZAR

Chow Breakpoint Test: 2003:01

F-statistic 5.70  Probability
Log likelihood ratio 22.39  Probability

9
ZAR
6/30/2008
6/30/2009
Daily
262
0.00
0.44
-0.22
0.00
-0.25
0.00
0.03
0.00
0.33
0.33
0.00
0.00

1995.01
2009.08
Monthly

176

0.01
0.05

-0.18
0.00

-0.21
0.01

0.02
0.00

0.29
0.28

11

2003.01
2009.08
Monthly

80

0.00
0.29

-0.41
0.00

0.02
0.07

0.08
0.66

0.44
0.41
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Equation 12 13 14 15

Variable ALBI D(R157) D(R157) D(R157)
Begin (m/d/y) 1/03/2005 | 1/03/2005 1995.02 1995.02
End (m/d/y) 8/31/2009 8/31/2009 2009.08 2002.12
Frequency Daily Daily Monthly Monthly
Observations 1216 1216 175 95
C 0.00 0.00 -0.03 -0.10
p-value 0.00 0.94 0.36 0.03
EM 0.03 -0.54 -1.29 -1.49
p-value 0.00 0.00 0.01 0.03
ZAR -0.08 1.61 2.52 5.48
p-value 0.00 0.00 0.00 0.00
CRB
p-value

ncd3f3 NCD
D@IB3F3) -0.01 0.12 0.45 0.50
p-value 0.00 0.00 0.00 0.00
Risk
p-value
D(R157)
p-value
D(USGB10) -0.01 0.11 0.39 0.41
p-value 0.00 0.00 0.00 0.04
DLOG(AUD)
p-value
R-squared 0.15 0.16 0.52 0.66
Adj R-squared 0.15 0.16 0.51 0.65
R 157

Chow Breakpoint Test: 2003:01

F-statistic 6.03| Probability 0.00
Log likelihood ratio 29.37  Probability 0.00

Commentary on regression equations 1- 15

1) The dominance of the Emerging Market effect on the
ALSI is confirmed by the regression equations Iide
EM coefficients take values close to 0.70 in adl th
specifications tested. The influence of the CRB is
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statistically significant in all the models of tA&SI but

is of lesser influence with coefficients that taledues of
the lesser order of 0.10. In equations 1-4 the'mstaf
the ALSI are measured in rands while the returrthef
emerging market index are measured in USD. If the
currency had no effect beyond its translation, woald
expect the rand beta to have a value of 1. Thedow
coefficient (even after adjusting for multicollines
through orthogonalisation) implies that that thed&as
had an independent influence on the share market. F
any rand weakness the market has on average iedreas
by less than the rand has weakened. This implags th
rand weakness leads to a lower rand value foreof th
ALSI and similarly a stronger rand leads to a higlaed
value for the ALSI. The graphs of the variableseaded
an increase in volatility towards the end of thequkeand
after the credit crisis had reached its most ssriou
condition in September 2008. The equations wetedes
for such volatility clustering in the form of a GARI
process. An examination of the squared residuatsate
a GARCH(1,1) process in the error terms. Including
terms for the GARCH process had a minimal influence
on the value of the coefficients.

2) An out of sample test of the ALSI model 1 for trexipd
July ' to August 31 2009 estimated over the 1 year
period from June 2008 to June 2009 reveals thatiy
all of the recent volatility in the ALSI can be damed
by the returns in the ALSI, the ZAR and commodity
prices. The out of sample exercise is demonstiated
figure 12. The daily average absolute differendavben
the realised changes in the ALSI, dlog (ALSI) ainel t
changes predicted by the model outside of the sampl
period was a minimal 0.34 percent.

3) Including a term for the change in expected shaigs to
equation (1) only marginally increases thedRthis
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equation implying that either the information host
term expectations has already been accounted for
(through the rand) or that short term rates are not
important for the market as a whole. In equatidie®w
we show the weak relationship between short ratds a
the rand, implying that short rates have little laratory
power for the share market as a whole.

4) Adding the yield to maturity of 10 year US govermmne
bonds to the ALSI models above provides a negkgibl
increase in the Rjustifying its absence from model 1.

5) Given the problems with daily data (misaligned &igs
prices amongst others) we examined the influendbeof
variables above on a monthly basis over the exténde
period 1995- 2009. It should be noticed that the EM
coefficient is very similar to that of the daily ohe with
a value of 0.72. The rand coefficient is howevecimu
higher than in the daily model. The model was tkfbe
a structural break in the coefficients in Januzig3.
The Chow test indicates a significant break in the
structure. The test result very strongly rejecesrhbll
hypothesis of parameter stability. The break shbeld
attributed to a changing relationship of the JSthwhe
rand rather than with the Emerging equity Markéike
rand coefficient in the monthly model is very diffat to
that of the daily model while the EM coefficientams
its value.

6) Modelling the innovations in the ZAR. The shortner
innovations in the rand can be reasoned to benbye
emerging markets, commodity prices and interessrat
All of these terms are significant. It is interasgfito note
that the R of this relationship is much lower than that of
the ALSI, implying greater noise (or the impact of
missing variables).
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7) It is important to confirm that the changes in shmates
do not appear to have a consistent impact on the
currency. The implication is that the link betweba
currency and interest rates happens at the longtne
yield curve, rather than the short. The low coeffit is
not the result of mutlicollinearity; the correlatibetween
changes in short and long end of the yield curfairty
low.

8) The currency model can be reduced without adverse
effects on the explanatory power The incremental
explanation of interest rates once emerging markets
commodity prices and the Australian Dollar haverbee
accounted for is minimal.

9) An out of sample test reveals that the recent mo¥ése
currency can be nearly fully explained by the clesnig
EMs, commodity prices and the difference in nominal
rates between the US and SA. (See figure 13 ) The
absolute average error was 0.7 percent per day. The
simple correlation statistics between the actudl an
predicted values out of sample was 0.56 over thisg

10) Given the problems with daily data (misaligned
closing prices amongst others) we examined the
influence of the variables above on a monthly basey
the extended period 1995- 20009. It should be notibat
the EM coefficient takes a value of (-0.18) complaie
the more negative values of the daily models. Thie E
coefficient retains its statistical significancetive
monthly model.

11) Alonger time period is not necessarily advantageo
given the possibility of a structural change in the
economy. The changing character of the rand linked
the increased demand for and supply of foreigntahpi
after 2003 (see figure 14 below) led us to tedtefe was
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a breakpoint in the coefficients of equation Shat t
beginning of 2003 using a Chow breakpoint test. fEisé
result very strongly rejects the null hypothesis of
parameter stability. Re-estimation of the modetain
2003 using daily data highlights the greater infice of
emerging markets on the rand. In the case of thaimho
model of the ZAR we substituted surprising chariges
the NCD rates for the JIBAR rates. The two series a
very highly correlated.

12) The variations of the ALBI are more difficult to
explain than both the rand and the ALSI. While the
emerging equity markets, the rand, short term ratels
US rates clearly are important drivers the very Rivis
suggestive of other drivers of bond yields — inahgd
expected inflation.

13) Modelling the variation in long rates as aside from
the ALBI results in a similarly low R

14) It appears that the low’Rn 12 can be partly
attributable to the frequency of the data. Sampding
monthly frequency (and increasing the sample pgriod
results in a much improvedR

15) The bond market however was also affected by the

structural break mentioned in 10. A Chow test r&avaa
significant break in Jan 2003.
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Fig 12. Daily move in ALSI (d log ALSI) Out of sampe
forecast 1st July 2009- 31st August 20009.
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Further concluding comment on the regression result
Our models of the JSE ALSI may be regarded as very

satisfactory with explanations of daily moves witle EM again
providing the major impetus for the rand. Our medsl
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monthly movements in the ZAR indicate that the Effuence
has also become stronger providing for much bétgefor the
models in recent years. The goodness of fit obtimed market
model is poor though the influence of short tertenest rate
surprises on long term rates, while of small impasct
statistically significant. The influence of US boyidlds on
RSA yields is also small but also of statisticghsiicance.

The global flows of capital that move the EM equitgiex
higher or lower also move the SA bond market higirdower.
However the coefficients of these models of the RSAd
market while statistically significant do not prdeiany thing
like a full explanation of movements in long termbeirest rates
in SA. Clearly other forces — especially inflatzon
expectations are at work in the bond market.

Conclusion; Identifying structural change in SAdadrawing
the implications for monetary policy

Figure 14. The Current account deficit and capitainflows
1990-2008
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It must be asked why the global capital marketehzcome
much more important for the JSE and the ZAR inmégears.
The answer must lie in the structural change thatiged in
South Africa after 2003 as growth in household comstion
spending picked up strongly to drive the growtlesatigher.
This faster sustained growth was made possibldtkgcting
foreign capital on a scale not earlier availabl&onith Africa- at
least not since the early eighties as we showgimré 14 below.

The ability to attract capital to finance growthSA needs to be
fully taken account of when setting interest rdked influence
the level of demand in the economy even though toeyot
have an obvious influence on inflation. The feedkdaop from
faster growth to more foreign capital provided reetdbe well
understood and nurtured by the monetary authoritiedfers
the rare opportunity to achieve faster growth We$s rather
than more inflation.

Higher short term interest rates in SA may attcagtital
through the attractions of a higher carry. Theyegpgust as
likely to frighten capital away if higher interasites are
assumed to threaten the growth prospects of theoawp. If so
higher policy determined interest rates are asyliteebring a
weaker rand and more inflation than the oppositghér
interest rates are however very likely to slow daywowth. The
instrument of short term interest used to manafiation in SA
appears to have been particularly blunt and patiyti
dangerous to the health of the economy as theyaappédave
been lately.
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