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Figure 1: SA Consumer Inflation: history and forecasts
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e The SARB has cut the repo rate by 25bp to 6.50% in an almost equally divided 4 —3 vote. This was in line
with economists’ expectations.

¢ Risks to the inflation outlook have moderated since the January MPC while according to SARB “ the
increase in the value-added tax (VAT) rate to 15% places temporary upside pressure on inflation, this is
mitigated by the stronger exchange rate which has contributed to the changing inflation risk profile”.

e The rand has appreciated by around 3.5% on a nominal trade weighted basis, since the last MPC meeting
as domestic market sentiment has been favourably influenced by recent events, including Cyril
Ramaphosa’s election as president of the country, a more fiscal friendly March budget and the avoidance
of a sovereign downgrade by Moody’s rating agency accompanied by a change in outlook from negative to
stable.

e Also assisting the rand has been the substantial increase in international commodity prices, coupled with
the continued strengthening in global economic activity.

e Year-on-year inflation rate, as measured by the consumer price index (CPI), logged 4.0% in February, down
from 4.4% previously, primarily supported by lower food and fuel price inflation.

o The MPC noted that “Although the bottom on the inflation cycle has likely been reached, the trajectory of
headline inflation is forecast to remain within the target range, with core inflation expected to remain below
5% for most of the forecast period”.

e The main changes to the SARB’s inflation rate forecast are the VAT increase and the exchange rate.
According to the SARB “(the) VAT increase is expected to add about 0.6% percentage points to the
headline inflation trajectory for the four quarters from the second quarter of 2018, with marginal second-
round effects persisting into subsequent quarters. The improved exchange rate has softened the impact of
the indirect tax adjustments on the inflation forecast”.

e However, the rand, along with the broader emerging currency complex is also vulnerable to a faster than
expected pace of monetary policy normalization by the Fed that could trigger a reversal in capital flows to
emerging markets, and a higher CPI inflation trajectory.

e Outputs from the committee’s Quarterly Projection Model have changed. While previously “two or three
increases of 25bp each by the end of 2019 were indicated, one increase of 25 basis points is now implied”,
with two further lifts projected for 2020.

Figure 2: SARB CPI inflation forecasts (% y/y)
2017 2018 2019 2020
SARB 28t March 2018 53 4.9 5.2 51

SARB 18th January 2018 53 49 54
SARB 23 November 2017 53 5.2 55
SARB 21st September 2017 5.3 5.0 5.3
SARB 20t July 2017 5.3 4.9 52

Source: SA Reserve Bank
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Figure 3: South African local and foreign currency long-term sovereign credit ratings
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Figure 4: Foreign sector assumptions

Percentage changes Actual Forecast

(unless otherwise indicated) 2015 2016 2017 2018 2019 2020

1.Real GDP growth in South Africa’s 3.5% 3.0% 3.5% 3.6% 3.5% 3.5%
major trading partner countries (3.3%) (3.5%) (3.5%)

2.Output gap in South Africa’s -0.8% -0.7% -0.2% 0.3% 0.5% 0.5%
major trading partner countries (-1.1) (-1.0%) (-0.5%) (-0.1%) (0.2%)

3.International commodity prices in  -22.9% 3.9% 17.5% 6.0% -2.0% 2.5%
US$ (excluding oil) (2.0%) (0.5%)

4.Brent crude (US$/Barrel) $52.5 $43.6 $54.2 $63.0 $62.0 $62.0

($62.0)  ($62.0)

5.World food prices (US$) -18.7% -1.5% 8.1% 2.8% 3.4% 3.3%
(8.5%) (3.0%)  (3.4%)

6.International consumer prices 0.2% 0.4% 1.5% 1.6% 2.3% 2.2%
(1.4%) (1.4%) (2.0%)

7.International policy interest rate 0.1% 0.1% 0.2% 0.4% 0.9% 1.9%
(0.3%) (0.4%) (0.7%)
Source: SA Reserve Bank
Figures in blue represents the previous MPC assumption
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Foreign Sector Assumptions

1.

Trading partner GDP growth: is broadly determined via the Global Projection Model “GPM” which is adjusted to aggregate the
GDP growth rates of South Africa’s major trading partners on a trade weighted basis. Individual projections are done for the four
largest trading partners (euro area, China, United States and Japan), while the remaining trading partners are grouped into three
regions: Emerging Asia (excluding China), Latin America and the Rest of Countries bloc. The assumption takes account of country
specific “consensus” forecasts as well as regional growth prospects.

Output gap: as with GDP growth the output gap is determined via the GPM and is similarly adjusted. The output gap is driven by
a combination of country-specific domestic factors, external factors, and financial-real linkages (beyond interest rate and exchange
rate effects). Domestic factors include expectations of future demand and medium-term interest rates. External factors include
exchange rate impacts on demand, direct spillovers through trade with trading partner countries, and foreign demand.
International consumer prices: are also broadly determined via the GPM, the index is an aggregate of the consumer price
indices of the G3 countries (euro area, United States and Japan) weighted by their relative trade weights. Consumer prices are
determined for each region discussed above by accounting for expected future price inflation, demand pressures, and pass-
through from changes in the relevant exchange rate. Other institutional forecasts for international consumer prices are also
considered.

Commodity price index: is a weighted aggregate price index of the major South African export commodities based on 2010
prices. The composite index represents the total of the individual commodity prices multiplied by their smoothed export weights.
Commodity price prospects generally remain commensurate with global liquidity as well as commodity demand/supply pressures
as reflected by the pace of growth in the trading partner countries.

Brent crude oil price: is expressed in US Dollars per barrel. The assumption incorporates the analysis of factors of supply,
demand (using global growth expectations) and inventories of oil (of all grades), as well as the expectations of the US Energy
Information Administration (EIA), OPEC and Reuters.

World food prices: is the composite food price index of the Food and Agriculture Organization of the United Nations (FAO) in
US dollars. It is weighted via average export shares, and represents the monthly change in the international prices of a basket of
five food commodity price indices (cereals, vegetable oil, dairy, meat and sugar). World food price prospects incorporate selected
global institution forecasts for food prices as well as imbalances from the anticipated trend in international food supplies relative
to expected food demand pressures.

International policy interest rate: is again broadly determined via the GPM. Interest rates are an aggregate of the policy rates
of the G3 countries (euro area, United States and Japan). They are individually determined by a “Taylor-type” monetary policy
rule. The communications of the relevant central banks and other institutional forecasts are also considered.

Figure 5: Domestic sector assumptions

Percentage changes Actual Forecast

(unless otherwise indicated) 2015 2016 2017 2018 2018 2019

1. Electricity price 9.4% 9.3% 4.7% 4.8% 7.3% 8.0%
(4.1%) (7.0%)

2. Fuel taxes and levies 13.3% 9.0% 8.3% 7.6% 7.2% 6.2%
(5.8%) (6.7%)

3. Potential growth 1.4% 1.1% 1.3% 1.3% 1.3% 1.4%
(1.3%) (0.8%) (1.1%) (1.3%) (1.3%)

4. Inflation target midpoint 4.5% 4.5% 4.5% 4.5% 4.5% 4.5%
(4.5%) (4.5%)

5. Neutral real interest rate 1.6% 1.6% 1.8% 2.0% 2.1% 2.3%

(2.0%) (2.2%)
Source: SA Reserve Bank
Figures below the assumption in parentheses represents the previous MPC assumption

Lara Hodes * Investec Bank Limited « Tel (2711) 286 7257 » email: lara.hodes@investec.co.za *
http://www.investec.co.za/research-and-insights/economy/economic-research-v1.html ¢




& )

*“Investec

=
\ S
MPC update: The SARB cuts interest rates by 25bp as risks to inflation \ I\/

i

outlook seen to be reduced as SA avoids a Moody's rating downgrade

28t March 2018

Domestic Sector Assumptions

1.

Fuel taxes and levies: are the total domestic taxes and costs included in the price of fuel paid at the pump. They include the
Road Accident Fund (RAF), the fuel levy, retail and wholesale margins, slate levy, and other minor levies. The two major taxes,
which are set by the Minister of Finance in the annual budget, are the RAF and fuel levy. Income generated by the RAF levy is
utilised to compensate third party victims of motor vehicle accidents while the fuel levy is used to provide funding for road
infrastructure.

Electricity price: is an administered price measured at the municipal level with a weight of 3.75 per cent in the headline CPI
basket. Electricity price adjustments generally take place in the months of July and August of each year, and the assumed pace
of increase over the forecast period reflects the multi-year price determination (MYPD) agreement between ESKOM and NERSA
with a slight adjustment for measurement at the municipal level.

Potential growth: the pace of potential growth is derived from the SARB’s semi-structural potential output model. The
measurement accounts for the impact of the financial cycle on real economic activity and introduces economic structure via the
relationship between potential output and capacity utilisation in the manufacturing sector (South African Reserve Bank, Working
Paper Series, WP/14/08).

Inflation target midpoint: is the middle of the official target range of 3 to 6 percent.

Neutral real interest rate: The neutral real interest rate is the rate at which inflation is stable at the inflation target midpoint and
output is operating at its potential. It is a key variable to determine the appropriate stance of monetary policy. The neutral real
interest rate is a function of the model consistent real interest rate.
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Disclaimer

The information and materials presented in this report are provided to you for information purposes only and are not to
be considered as an offer or solicitation of an offer to sell, buy or subscribe to any financial instruments. This report is
intended for use by professional and business investors only. This report may not be reproduced in whole or in part or
otherwise, without the consent of Investec.

The information and opinions expressed in this report have been compiled from sources believed to be reliable, but
neither Investec, nor any of its directors, officers, or employees accepts liability for any loss arising from the use hereof
or makes any representation as to its accuracy and completeness.

Investec, and any company or individual connected to it including its directors and employees may to the extent
permitted by law, have a position or interest in any investment or service recommended in this report. Investec may, to
the extent permitted by law, act upon or use the information or opinions presented herein, or research or analysis on
which they are based before the material is published.

Past performance should not be taken as an indication or guarantee of future performance, and no representation or
warranty, express or implied is made regarding future performance. Information, opinions and estimates contained in
this report reflect a judgement at its original date of publication by Investec and are subject to change.

Investec is not agreeing to nor required to update research commentary and data. Therefore, information may not
reflect events occurring after the date of publication. The value of any securities or financial instruments mentioned in
this report can fall as well as rise. Foreign currency denominated securities and financial instruments are subject to
fluctuations in exchange rates that may have a positive or adverse effect on the value, price or income of such securities
or financial instruments. Certain transactions, including those involving futures and options, can give rise to substantial
risk and are not suitable for all investors.

Investec may have issued other reports that are inconsistent with, and reach different conclusions from, the information
presented in this report. Those reports reflect the different assumptions, views and analytical methods of the analysts
who prepared them.

This report is disseminated in South Africa by Investec Bank Limited, a firm regulated by the South African Reserve
Bank.

To our readers in South Africa this does not constitute and is not intended to constitute financial product advice for the
purposes of the Financial Advisory and Intermediary Services Act.

This report is disseminated in Switzerland by Investec Bank (Switzerland) AG.

To our readers in Australia this does not constitute and is not intended to constitute financial product advice for the
purposes of the Corporations Act.

To our readers in the United Kingdom: This report has been issued and approved by Investec Bank (UK) Limited, a
firm regulated by the Financial Conduct Authority and is not for distribution in the United Kingdom to private customers
as defined by the rules of the Financial Conduct Authority.

To our readers in the Republic of Ireland, this report is issued in the Republic of Ireland by Investec Bank (UK) Limited
(Irish Branch), a firm regulated by the Central Bank of Ireland

This report is not intended for use or distribution in the United States or for use by any citizen or resident of the United
States.
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