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Rand note: ticks weaker on recent US economic resilience, ongoing
recession watch
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Emerging Markets Implied Volatilities - values 18 September 2022
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S&P Global Flash US PMI Composite Output Index
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Markets continue to worry that the US will fall into recession in H2.23, as its interest
rate hike cycle overshoots. With at least a two to three quarter lag between interest
rate changes and the impact on the economy, further hikes entrench these concerns.

With mixed US economic data, there is (lowish) volatility, with the domestic currency
reaching at R18.20/USD today, on some US dollar strength on better than expected
S&P PMI data on Friday, from a recent low of R17.42/USD on Friday.

The US PMI data in particular showed upwards price pressures at the production
level which increased some expectations of US interest rate hikes, and so aided the
US dollar, although by midday the rand had pulled back to R18.11/USD.



Friday’s US PMI report highlighted that “(s)tronger demand conditions support
sharper growth in April, but also bring renewed inflation momentum”, as US business
activity was seen to have quickened in April across the services and manufacturing
sectors.

“Output rose at the sharpest pace for almost a year, as stronger demand conditions,
improving supply and a steeper uptick in new orders supported the expansion. ...
The increase in output was the third in as many months.”

“The faster rise in activity was broad-based, with service sector firms registering the
sharper rate of growth ... linked this to greater customer confidence and ... (s)ome
... improvement in their ability to hire staff had boosted output.”

“April data indicated a pick-up in rates of input cost and output charge inflation.
Operating expenses rose at a marked and historically elevated pace that was the
steepest for three months, seen as contributing to core inflation”.

In the US, core CPI inflation (CPI excluding food and energy) rose to 5.6% y/y in the
latest print, up from 5.5% y/y, obdurately high, and the PMI data raised some
concerns it would further support Fed hawkishness. The core PCE deflator is due
this week.

Financial markets are factoring in almost a 100% change of a 25bp hike in the US
next week, while expectations of a recession are a lot lower, at 44% according to
NABE (National Association of Business Economics). Uncertainty is elevated.

Please scroll down to the second section below
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Economist's commodity indices
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Volatile non-resident portfolio net purchases (+) sales (-) vs USD/ZAR (monthly averages)
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That is, the rand’s weakness over the past year has been driven by increased
uncertainty and the downgrades of the global economic outlook, as uncertainty
elevated, although another sharp depreciation in the rand is not the base case.

With global risks, and particularly a meaningful chance of US recession factored in
(although likely not fully), the rand remains at risk of further weakness, but is not
expected to lose another R4/USD over the next twelve months.

The NABE recession outlook is down from 54% in January, while Forbes’ recession
tracker shows “more and more of our data points are drifting into neutral territory
rather than remaining positive.”

“This could mean the U.S. is drifting closer toward a recession as well, ... however,
. not every data point we rank above would be weighted equally in deciding
whether the U.S. is in recession.”

“If GDP can continue growing—which experts seem to believe is unlikely—while
inflation moderates, we may be able to avoid a recession and come in for what the
Fed has referred to as a soft landing.”

“Even the U.S. unemployment rate, which figures heavily into when a recession
might be called, is starting to weaken. The U.S. may not be in a recession yet, but
things aren’t looking good.”

Sentiment, amongst other factors, has a part to play in whether the US achieves the
NBR defined recession (National Bureau of Economic Research), of roughly a
contraction in the business cycle (after the peak), with a number of areas of focus.



“Monthly US data on payroll employment, civilian employment, industrial production
and the unemployment rate are used to define a recession-dating algorithm that
nearly perfectly reproduces the NBER official peak and trough dates.”

Activity in the US business cycle is expected to slow in H2.23, but whether it will be
enough for a NBER defined recession is not clear, giving hope for a ‘soft-landing’,
although much will also depend on global financial market risk perceptions for the
rand.

Economic Scenanos: note updated probabilities
Q123 Q223 Q323 Q423 Q124 Q224 Q324 Q424

Extreme USD/Rand (average) 1776 1660 1590 1550 1500 1460 1450 1440
Upcase Repo rate (end rate) 175 6.75 650 625 6.00 600 55 55
1% SA economic growth very quickly nses 1o 3-5%, then 5-7% Good govemance, growth-creating reforms

(structural constraints eradicated), strong property rights, no nationalisation or expropriation without
compensation. High business confidence and ficed investment growth, substantial FDI, fiscal consolidation
drives dedt to low ratios of 2000s. Very subdued domestic inflation on extreme rand strength, very
favourable weather conditions. Strong global growth, risk-on, commodity boom. Rapid upgrades of credit
ratings 1o investment grade. Very short grey ksting. Quick transition to renevable energy from fossi fuels,

Up case Q123 Q223 Q323 Q423 Q124 Q224 Q324 Q424
1% USD/Rand (average) 1776 1720 1740 1700 1690 1710 1690 1660
Repo rate (end rate) 7.75 7.00 7.00 7.00 6.50 650 650 600

Economic growth averages 3.3% over five-year period, but ifts towards 5.0% yly by period end, rising
confidence and investment levels, structural constraints eroded, global growth strong, global financial
markets risk-on. No nationalisation or expropriaion without compensation. Low domestic inflation on
favourable weather and global conditions, rand strength, lower state-controlied price inflabion on increased
privatisation. Credit raling upgrades on fiscal consolidation, markedly lower borrowings. Substantial
transition to renewable energy away from fossi fuel usage, comprehensive measures 10 allieviate cimate
change impact on economy. Grey listed for less than eighteen months.

Q123 Q223 Q323 Q423 Q124 Q224 Q324 Q424

Base USD/Rand (average) 1776 1795 1775 1755 1720 1740 1760 1730
case Repo rate (end rate) 175 175 175 750 7.00 700 700 650
48% Economic growth modest (1.9% average over 5 years) but iifts towards 3.0% y/y by end period on reforms,

global financial market risk sentiment is neutral 10 positive. South Africa follows fiscal consoldation (debl
1o GDP stabilisation) leading 10 positive outiooks, then likely credit rating upgrades. The rand stabilises,
then strengthens somewhat. Inflation is impacted by the course of weather patterns via food price inflation
A transition to renewable energy and slow move away from fossil fuel usage occurs and measures o
conflict eases and does not exacerbate. Littie expropriation without compensation, Temporary grey listing.

Q123 Q223 Q323 Q423 Q124 Q224 Q324 Q424

Lite USD/Rand (average) 1776 1890 1930 1900 1870 1900 1910 1890
(domestic) Repo rate (end rate) 775 8.00 850 9.00 9.00 900 900 900
Down Weak GDP growth (0.9% average over 5-years), swing toward lefl leaning polcies, Business confidence

case depressed, substantial electnicty and water shedding, very weak rall capacity, civil and political unrest,

40% tie investment growth, recession, Increased state borrowings, risk of credit rating downgrades rises, then
occurs later in period. Some expropriation of private sector property without compensation with a negative
impact on the economy. High inflation on unfavorable weather conditions, marked rand weakness. Little
transition to renewable energy or measures 1o alieviate climate change. Lengthy greylisting

Q123 Q223 Q323 Q423 Q124 Q224 Q324 Q424

Severe  USD/Rand (average) 1776 1930 1970 2000 2020 2050 2080 2120
down Repo rate (end rate) 7.75 900 1000 1050 1050 1100 1100 1150
case memtmon global financial crisis - insufficient monetary and other support domestically
10% and inlemationally. ANC/EFF coalition in 2024, Widespread, severe services ioad shedding, severe civil

and poltical unrest Government borrows from increasingly wider sources, SA raled single B from all three
key agencies, eventually CCC grade, increased risk of defaull, sinks deeper into a dedl tap Failure to
transition to renewable energy and 10 sufficient measures 1o alleviate the impact of cimate change on the
economy. Very high inflation on very adverse weather conditions, severe rand weakness. Expropriation
olpthnhpropeﬂywmwmammnmm impacl Blackisted.
mmmmmmm
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Up Case: Exchange Rate forecasts
2023
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Note: averages, Source: Investec, lress
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Q424 125 Q225 Q325 Q425
2120 2080 2090 21.00 2080
27T 2TAT  2TAT 2730 2704
2502 2445 2445 2457 2434
566 B41 632 624 B25
2338 2297 2297 2308 2286
1548 1583 1609 1659 1643
1.3 130 130 130 130
118 17 17 17 a7
120 123 125 128 130
Mobe: averages, Source: Investec, Iness
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Q424 Q125 Q225 Q325 Q425
1660 1630 1630 1640 1620
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1959 1907 1907 1919 1885
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Extreme Uip Case: Exchange Rate forecasts
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Note: averages, Source: Investec, Iress



