N Investec

SA Economics

Rand Note

Monday 27 January 2020

Rand falters on some global risk-off sentiment, as markets remain wary of SA risks - with such increased volatility over
other EM currencies some small indication of the environment SA would face with a Moody’s downgrade to sub-
investment grade
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= The rand has weakened to R14.57/USD, R16.06/EUR and R19.07/GBP today, after closing on Friday at
R14.39/USD, R16.04/EUR and R18.81/GBP. While global market players have shown some risk aversion on worries
about the spread of the coronavirus, SA’s increasing risk of a Moody’s downgrade is proving a dead weight for the
domestic currency.

. EM currencies are weaker in general, but the rand has been most negatively affected as concerns over SA’s
debt projections raise fears of a Moody’s downgrade, volatility has increased for the rand. Markets are also factoring
in a greater chance of a downgrade as South Africa’s CDS has climbed to 178, from 159 at the start of the year.



= We increased the likelihood of a Moody’s downgrade to almost 50/50 — essentially a 50.6 chance of no
downgrade (see “Bond note: demand for SA bonds sees yields drop into the end of 2019 as low inflation results in
attractive real returns, SA bonds could see some further strength in 2020 if SA avoids a Moody’s credit rating
downgrade, 8" January 2020).

. That is, the chance of a Moody’s downgrade is 49.4%, excluding the two up, and the severe (international),
scenarios (see “Rand Note: volatility persists ahead of material risks for SA in 2020, with the proposed changes to
the constitution on EWC, Moody’s country review ... . Global events will also continue to materially impact the rand”,
13" January 2020).

= The increase in the price of default ‘insurance’ (CDS) has occurred for SA as markets fear the planned rise
in government borrowings and so reduced creditworthiness. SA’s debt projections are due to be updated on 26th
February 2020 in the Budget, with no certainty that the necessary expenditure cuts will be projected (to allow reduced
borrowings).

. A Moody’s downgrade is believed to be significantly priced in. A kneejerk reaction is anticipated on the event,
at worst taking bond yields higher by over 100bp (with attendant currency weakness). Thereafter, yield seeking
behaviour may eventually see SA’s rates (bonds, forex etc) subside somewhat, but volatility would likely increase
substantially.

. The global economic environment is expected to improve materially this year, (see “Gold & Commodities
Note: The improving global trade outlook, on the diminution of conflict ...”, 23 January 2020) which should lead to
some risk-on, assisting SA’s bond yields, currency and money markets rates to recover after a Moody’s downgrade
(should it occur).



Economic Scenarios: note downside currency updates
Q1.20 Q220 Q3.20 Q420 Q1.21 Q221 Q321 Q421

Extreme USD/Rand (average) 11.50 10.30 9.50 8.60 7.90 7.60 7.40 7.10
Up case Repo rate (end rate) 6.00 6.00 5.75 575 5.50 5.50 5.25 525
1% Fast, sustainable economic growth of 5-79% y/y. Change in political will with growth creating economic

reforms that structurally lift private sector investor confidence and fixed investment. Global growth boom
(including commodities), Trump protectionism removed, SA export and domestic growth boom lifts
employment and incomes, poverty eventually eliminated. Property rights strengthened, individuals obtain
title deeds in EWC without disruption to economy. Fiscal consolidation, credit rating upgrades 1o A grade.

Up case Q1.20 Q220 Q320 Q420 Q1.21 Q221 Q3.21 Q4.1
7% USD/Rand (average) 13.00 1150 10.00 9.95 9.90 9.70 9.65 945
Repo rate (end rate) 6.25 6.25 6.25 6.00 6.00 6.00 6.00 6.00

Persistent growth of 3-5%, higher probability of extreme up case. Beller govemance, growth-creating
reforms (structural constraints overcome), greater socio-economic stability, strengthening in property
rights, individuals obtain title deeds in EWC without disruption to economy and can leverage and obtain
credit. High business confidence and fixed investment growth, substantial FDI inflows, fiscal consolidation.
Strong global growth and commodity cycle, ‘trade war' subsides. Stabilisation of credit ratings, with
ultimately credit rating upgrades.

Q1.20 Q220 Q3.20 Q420 Q121 Q221 Q.21 Q421

Base USD/Rand (average) 14.30 1460 1480 1445 1390 1405 1455 14.15
case Repo rate (end rate) 6.50 6.25 6.25 6.25 6.25 6.25 6.25 6.25
39% Annual growth approaches 2 0% y/y by 2021 Rising confidence and investment levels over the five-year

forecast period. SA retains one investment grade (Moody’s) rating on its local currency long-term sovereign
debt in 2019 and 2020 on a negative oullook. Avoids severe global risk-off environment, neutral to global
risk-on. Modestly strengthening global demand 1o trend growth. Limited impact of EWC (expropriation
without compensation) to abandoned, unused, labour tenets and government land (individuals are new
owners and receive title deeds) does not have a negative effect on economy.

Q1.20 Q220 Q3.20 Q420 Q1.21 Q221 Q321 Q421

Lite USD/Rand (average) 15.50 1650 1680 1610 1580 1590 1570 15.30
(domestic) Repo rate (end rate) 6.75 7.25 7.25 7.25 7.25 7.25 7.25 7.25

Down SA is rated sub-investment grade by Moody’s but substantial repair avoids further marked downgrades
case Business confidence depressed. rand weakness, significant load shedding and weak investment growth
38% until substantial repair effected. V shaped, gredilraling:-dovwnaade related recession. However, a neutral

to risk-on global financial market environment (the intemational environment is that of the base case)
lessens the impact of the rating downgrade. Potentially combined with a modest expropriation of some
private commercial sector property without compensation, with modest negative impact on economy.

Q120 Q220 Q3.20 Q420 Q121 Q221 Q321 Q4.21

Severe  USD/Rand (average) 16.00 17.50 1850 19.80 1950 1890 1850 18.00
down Repo rate (end rate) 7.00 7.75 8.50 925 10.00 1000 950 9.00

case Continued global sharp economic slowdown resulting in a global recession, on a marked escalation of the
15% US-China trade war — may include a global financial crisis. May also include severe escalation of US

Middle East military conflict. A significantly more severe recession occurs in SA than in the lite down
case, marked rand weakness, may eventually include widespread services load shedding and strike
action. Potentially combined with expropriation of private sector property (litle deeds not transferred to
individuals) without compensation — severe negative impact on economy. SA rated sub-investment grade
from all three key agencies, with further rating downgrades occurring.

Note: Event risk begins Q1.20. Source: Investec, Iress historical data

The risk is that a global event/s occur/s which scupper/s current market optimism. A severe worsening of the spread
of the coronavirus is one such risk for market sentiment, as would be an about turn in the improvement in global
trade relations that have occurred with the phase one deal - we encapsulate this in the severe down case risk, of
15%.

The lite down case includes SA losing its Moody’s credit rating, but also includes substantial repair thereafter to
avoid further marked credit rating downgrades. Should such repair to government finances not occur, and the
trajectory of deteriorating government finances not halt, SA would see its ratings drop lower from the speculative
grade category.



Such a deterioration to a highly speculative credit rating (single B categories, down from the double BB or speculative
grade categories), would result in a substantially volatile, and likely deteriorated, investor sentiment towards South
Africa, with SA likely falling into the severe down case - even without the driver/s of any negative international events.

While the severe down case currently has a low probability of occurring, its probability would rise if SA continues to
lack the political will to dramatically curb the burgeoning in government expenditure that has pushed up government
debt, and so weakened government finances, bringing SA to the brink of a sub-investment grade Moody’s rating.

The risk is not just that SA will receive a Moody’s credit rating downgrade this year, but that SA will continue to
receive downgrades from the three key rating agencies, falling from highly speculative to the substantial risks
category of C grade, and onwards to the ‘default imminent with little chance of recovery” credit rating category (IMF
bailout territory).

In the past decade, business confidence has remained depressed and the rand has weakened materially. SOEs
have also been weakened, contributing to load shedding and weak investment growth. Besides the Moody’s
downgrade, SA also faces the risk of expropriation of private sector property without compensation, which could
weaken growth further.

While the global economy, and so global financial market risk sentiment, could well outperform expectations this
year, diluting some of the impact on SA financial indicators from a Moody’s downgrade, SA is not expected to see
substantial rand strength before February’s Budget, and indeed not until substantial repair has occurred in
government finances.



Expected case: Exchange
Rates forecasts
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Lite Down case: Exchange
Rates forecasts (domestic
event)

USD/ZAR

GBP/ZAR
EUR/ZAR
ZARIPY
ZARCHF
ZARAUD
GBP/USD
EUR/USD
USDIJPY

2020

Q1
14.30

18.78
15.87
745
1443
9.72
1.31

107

2020

Q1
15.50

20.36
17.21
6.87
15.64
10.54
1.31

107

2020

14.60
19.07
16.50
7.26
14.86
978
1.31

106

2020

16.50
21.55
18.65
6.42
16.80
11.06
1.31
113
106

2020

Q3
14.80

19.26
16.95
713
15.06
9.99
1.30
1.15
106

2020

Q3
16.80

21.86
19.24
6.28
17.10
11.34
1.30
1.15
106

2020

14.45
19.21
16.62
7.23
1471
9.83
133
1.15
105

2020

16.10
21.40
18.52
6.49
16.38
10.95
133
1.15
105

2021

Q1
13.90

18.77
16.40
7.63
1433
9.73
1.35
1.18
106

2021

Q1
15.80

21.33
18.64
6.71
16.29
11.06
1.35

106

2021

14.05
19.25
16.86
7.54
14.64
10.26
1.37
1.20
106

2021

15.90
21.78
19.08
6.67
16.56
11.61
1.37
1.20
106

2021

Q3
14.55

20.29
17.90
729
15.16
10.91
1.39
123
106

2021

Q4
14.15

19.73
17.69
7.49
1474
11.04
1.39
1.25
106

2022

Q1
13.75

19.17
17.19
.M
14.47
10.73
1.39
125
106

2022

Q2
14.40

20.08
18.00
743
15.16
11.23
1239
1.25
107

2022

Q3
14.70

20.50
18.38
7.28
15.47
1147
1.39
125
107

2022

14.00
19.52
17.50
7.64
1474
10.92
1.39
125
107

Note: averages, Source: IRESS, Investec

2021

Q3
15.70

21.89
19.31
6.75
16.35
11.78
1.39
123
106

2021

Q4
15.30

2134
19.13
6.93
15.94
11.93
1.39
1.25
106

2022 2022 2022

Q1
15.00

20.92
18.75
7.07
15.79
11.70
1.39
125
106

Q2
15.10

21.06
18.88
7.09
15.89
11.78
1.39
125
107

Q3
15.05

2099
18.81
7.1
15.84
11.74
1.39
1.25
107

2022

Q4
14.80

2064
18.50
723
15.58
1154
1.39
1.25
107

Note: averages, Source: IRESS, Investec



Up case: Exchange Rates 2020 2020 2020 2020 2021 2021 2021 2021 2022 2022 2022 2022

Bt Q1 Q2 Q3 Q@ @ @2 Q3 Q4 Q1 Q2 Q3 @
USD/ZAR 1300 1150 1000 995 990 970 965 945 930 915 900 920
GBPI/ZAR 17.08 1502 1301 1323 1337 1329 1346 1318 1297 1276 1255 1283
EUR/ZAR 1443 1300 1145 1144 1168 1164 1187 1181 1163 1144 1125 1150
ZARIPY 819 922 1055 1050 1071 1093 1098 1122 1140 1169 1189 1163
ZARCHF 1342 1171 1048 1013 1021 1010 1005 984 979 963 947 968
ZARAUD 884 771 675 677 693 708 724 737 725 744 702 718
GBP/USD 131 131 130 133 135 137 139 139 139 139 139 139
EUR/USD 111 113 1145 145 1148 120 123 125 125 125 125 125
USDIPY 107 106 106 105 106 106 106 106 106 107 107 107

Note: averages, Source: IRESS, Investec

i T oo 2020 2020 2020 2020 2021 2021 2021 2021 2022 2022 2022 2022

ExchangeRatesforecasts g1 @2 @3 @4 a @ Q@ Q4 a @ a Q4
USDIZAR 1150 1030 950 860 790 780 740 710 695 675 695 7.5
GBRIZAR 1511 1346 1236 1143 1067 1041 1032 990 969 941 969 997
EURIZAR 1277 1164 1088 989 932 912 910 888 869 844 869 894
ZARIIPY 926 1029 1111 1215 1342 1395 1432 1493 1525 1585 1540 1497
ZARCHF 1160 1049 967 875 814 78 771 T4 732 711 732 753
ZARAUD 782 690 641 585 553 555 555 554 542 527 542 558
GBPIUSD 131 131 130 133 135 137 139 139 133 139 133 139
EURIUSD 111 143 115 115 118 120 123 125 125 125 125 125
USDLPY 107 106 106 105 106 106 106 106 106 107 107 107

Note: averages, Source: IRESS, Investec

Severe Down case: 2020 2020 2020 2020 2021 2021 2021 2021 202 2022 202 2022

el g1 @2 @ a4 @ @ G Q¢ a @ a3 Q4
USD/ZAR 16.00 1750 1850 1980 1950 1890 1850 18.00 1750 1700 1660 1625
GBP/ZAR 2102 2286 2407 2632 2633 2589 2580 2510 2440 2371 2315 2266
EUR/ZAR 17.76 1978 2118 2277 2301 2268 2276 2250 2188 2125 2075 2031
ZAR/IJPY 6.66 6.06 570 528 544 561 573 589 606 629 645 658
ZARCHF 1615 1782 1883 2015 2010 1969 1927 1875 1842 1789 1747 1711
ZARAUD 1088 1173 1249 1346 1365 1380 1388 1404 1365 1326 1295 1268
GBP/USD 131 131 130 133 135 137 139 139 139 139 139 139
EURIUSD 11 113 115 115 148 120 123 125 125 125 125 125
USDIPY 107 106 106 105 106 106 106 106 106 107 107 107

Note: averages, Source: IRESS, Investec






