Monday 14 February 2022

Rand note: the rand continues to benefit from the beginning of the years
seasonality, with high bond yields and improving fiscal metrics still proving some
attraction on SA

•

South Africa continues to see investor appetite, particularly on the domestic side for
government debt, while the rand is performing well compared to other emerging market
currencies, all against the US dollar.

•

Currently the domestic currency is 4.5% stronger since the start of the year. On a year
on year (y/y) basis it is -3.6% weaker, but sits in the midst of the emerging market

basket of currencies, all generally weakened by the US monetary policy normalisation
process.
•

A year ago the rand was around R14.40/USD, but then weakened through March as
the domestic currency experienced some usual seasonal patterns of weakness into the
second quarter, although in the second quarter itself the domestic currency bucked this
trend.

•

By June the rand had reached R13.40/USD, driven by the combined favourable global
market sentiment and SA's strong trade performance, as SA’s markedly positive terms
of trade (or the ratio of exports to imports) was lifted by strong commodity export prices.

•

The rand also benefitted from strong global growth expectations, which underpinned
market sentiment, and so an investor risk-on environment, as global monetary and
fiscal policies remained highly supportive for economic growth.

•

However, the third wave of COVID-19 infections, and political tensions as key figures
attempted to escape prosecution for corruption, pushed the rand back above
R14.00/USD by end June last year, as investor appetite into EM portfolio investments
differentiated.

•

The rand then weakened on the radical destruction of economic activity and
infrastructure in a number of areas in SA in July’s riots, reaching R15.00/USD briefly in
July, and then was subsequently afflicted by market concerns over possible FOMC
hawkishness.

•

That is, the remainder of 2021 and early 2022 saw the rand impacted by concerns over
US QE tapering and interest rate hikes, with the global macro-economic environment
for 2022 set to be the least supported by policy measures since the pandemic began.

•

The rand weakened beyond R16.00/USD by end 2021, pulling back in January on
traditional increased risk appetite, but also on increased certainty on US monetary
policy. The domestic currency is likely to remain volatile, unlikely to see substantial
strength this year.
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•

That does not mean commodity prices will collapse this year, far from it under the
expected case. Instead, the rand has gained support from commodity prices, which
should persist over H1.22, and into H2.22 although some moderation at times may
occur as volatility persist.

•

This has counterbalanced quite a bit of the negative drag from the rapid US monetary
policy normalisation process under way, with the rand continuing to attempt to near the
R15.00/USD mark but not very assertively, while the Budget next week is not expected
to upset it.

•

IRESS data shows foreigners bought R4.7bn worth of SA’s portfolio assets this year
(bonds R2.0bn, equities R2.7bn) all net of sales, and this positive sentiment is also
buoying the rand, with rand bond yields still offering high breakeven (inflation
adjusted) rates.

•

Currently, SA’s 10-year breakeven inflation rate (market measure of expected inflation)
is at 5.95%, still well above the US’s market measure of expected average inflation of
2.47% which jumped up from 2.4% earlier in the month as January’s US inflation print
of 7.5% y/y shocked.

•

With the breakeven rates for both SA and the US in excess respectively of SA’s 3-6%
target range with a midpoint of 4.5%, and the US implicit inflation target of 2%, markets
are still stressed about future inflation outcomes, and in SA show less anchoring to the
inflation target.

•

SA’s breakeven inflation rate in early February 2021 was 4.8% in comparison. While
the current high breakeven rate appears out of line, SA’s high inflation rate at 5.9% is
causing some concern, and translating immediately through into markets.

•

The JSE data on settled non-resident trades in South African bonds reported by
Bloomberg, with data for cumulated periods adjusted for backdated spot trades (but
includes cancelled trades), gives different results to the IRESS reported data from the
JSE for daily trades.

•

Nevertheless, the Bloomberg data also shows net foreign inflows into South Africa’s
bond market since the start of year, as foreigners increased bond holdings on a net
basis (purchases net of sales), attracted by SA’s high yields, while fiscal metrics
improve.

•

South Africa’s high yields are somewhat out of kilter with its improving, and projected
improvements in its fiscal metrics since last year, with the yield on the ten year
government bond still elevated above 9.00%, attractive to investors, but also with risks
involved.

