Rand note: Risk aversion rises on concerns about extreme rate hikes
Fears that interest rates will be hiked aggressively both globally and domestically
in response to rising inflation are resulting in concerns about the outlook for
economic growth and could lead to increased market volatility.

•

The rand has weakened to R15.76/USD today. It is highly volatile on the deterioration
in market sentiment as excessive interest rate hike cycles are being priced in, causing
concerns about economic growth outlooks, and raising risk aversion levels.

•

The rand today mostly traded around R15.50/USD, at the expected average level for
Q1.22 overall, but we expect to see ongoing volatility this quarter. Market expectations
about interest rates are likely to eventually become more rational, but sensitivities
remain elevated.

•

Foreigners are now sellers of SA markets year-to-date, dumping -R3.6 billion of SA
equities (net of purchases), and -R5.5 billion worth of SA bonds (also on a net basis)
in the last week alone. Foreign outflows from South African portfolio assets this year
so far total -R3.0 billion.

•

Investors have been re-positioning for a higher global interest rate/lower economic
growth environment. The fed funds futures (which indicate how the market expects
Federal Reserve policy to change) currently price in a 1.25% overall hike in the fed
funds target rate this year. This equates to a 25bp hike at virtually each monetary policy
meeting (five out of seven).

•

Such a severe rate hike trajectory is seen as likely to be destructive for economic
growth. Meanwhile, inflationary pressures in the US are expected to ease from Q2.22,
meaning that markets could see further volatility as investors adjust their expectations
once again.

•

The rand continues to be influenced by global markets, ignoring good news on the
domestic front. For example, revenues are 34.4% higher year-on-year (y/y) for the first
three quarters of the year 2021/2022 compared to the same period of 2020/2021. That
said, the increase comes off a very low base given 2020/2021 was the period most
affected by lockdown.

•

These main budget revenue figures show that 76.8% of planned revenue of R1.5 trillion
has been collected so far, while only 71.8% of allocated expenditure has occurred. A
significantly smaller deficit, of closer to 5.0% of GDP (versus -6.6%), is likely if this
trend continues.

•

A quicker moderation in the fiscal deficit than the forecast provided in the November
2021 Medium Term Budget Policy Statement (MTBPS) would be positive for the rand.
The higher revenue figures tie in with the improved transactions seen over December
from BankservAfrica (see last COVID-19 note, email address below).

•

Data continues to show strengthening evidence that the SA economy is recovering
from the effects of the pandemic, albeit not in full yet. Markets are worried about the
impact of substantially higher global and domestic interest rates.
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•

The rand is being heavily influenced by global financial market sentiment, which is
proving risk-off as US market rate hike bets keep escalating. A slowdown in growth in
the US would have a marked effect on global growth and investments.

•

Markets are also concerned about the detail of the Q4.21 US GDP growth figure. While
it seems strong at 6.9% qqsaa (seasonally adjusted, annualised), a substantial portion
was inventory stockpiling for the festive period, with retail sales disappointing in
December.

•

US stores entered January with a stock overhang as a consequence. At the same time,
fiscal support has weakened materially in the US after the extreme stimulus of last
year. Indeed, easing demand pressure should help supply chains and moderate some
inflationary pressure.

•

However, oil prices that are now at seven-year highs are a real threat to the inflation
outlook if they persist. High inflation, combined with higher interest rates in the US, will
eat into US economic growth substantially and make five hikes in the US this year
unlikely.

•

It’s expected that oil will continue to experience price pressure in the near term as
OPEC+ battles to make supply target increases. Tension in eastern Europe between
the Ukraine and Russia is adding to price elevation and could push oil prices even
higher.

•

Q1.22, and indeed 2022 itself, is set for high volatility, but not the extreme volatility of
the magnitude markets experienced over 2020. The rand is likely to weaken further
this week and into next, and markets fear the publication of even higher inflation figures
next month.

•

The near 40-year high of 7.0% y/y print for US Consumer Price Index (CPI) inflation in
December (compared to 7.1% y/y seen in June 1982) is unlikely to have been the peak,
and markets are factoring in a 7.3% outcome next.

•

The rand is in the upper quadrant of emerging market currencies, still stronger on the
start of this year but at risk of weakness until markets rebalance to a more sensible
outlook for US interest rates, particularly given very high oil prices.

•

While risk-off dominates currently, market sentiment is not extremely sour. The rand
will likely have periods of strength, but also of marked weakness this year. There is a
risk of more substantial weakness if SA politics deteriorate significantly.

