The Rand Five Years Hence – 11 June 2001
[image: image8.wmf]
[image: image9.wmf]
The Rand Five Years Hence – 11 June 2001


[image: image1.wmf]
Comment

South Africa

11 June 2001

Jos Gerson
(27) 21 423 1440

Nazmeera Moola
(27) 21 423 1440

The Rand Five Years Hence

Will the rand fare as poorly as it did in the past five years?

Merrill Lynch & Co.
Global Securities Research & Economics Group
Economics Department

RC#40316206

Economics

Highlights:

· Over the past five years the rand has depreciated in trade-weighted terms by about 10-12% per annum – real depreciation of roughly 5-6%. It is entirely understandable that analysts attempt to predict the future by extrapolating the past. However, it may be inappropriate.

· We attribute the poor performance of the rand since 1996 to three factors: (1) falling industrial commodity prices; (2) the relaxation of exchange control (especially the abolition of the financial rand); and (3) the need to eliminate the SA Reserve Bank’s forward book (possibly the least relevant factor).

· These factors are unlikely to continue dragging down the rand as they have done for the past five years. The forward book will probably be eliminated by the end of next year. The Big Leap in exchange control liberalisation is over and secular prospects for commodity prices are somewhat brighter. 

· The rand’s depreciation in the next five years is likely to be closer to SA’s inflation differential with its trading partners. Thus, in real terms the rand may be more stable, lukewarm investor sentiment notwithstanding. Chart 1 shows how strong the rand was in the 1970s. It shows that the rand has greatly outperformed the Australian dollar in real terms since 1974.

Chart 1: Real Effective Rand outperforms Real Effective Australian Dollar (Jan 2001 = 100 for both)
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Source: Datastream & Merrill Lynch

What Has Changed?

Prospects have improved for three key factors, which (we believe) account for the poor performance of the rand over the past five years. Industrial commodity prices are still low in historical terms and may improve in the next few years. The Great Leap Forward in respect of exchange control liberalisation is behind us. And by the end of 2002 the SARB’s forward book is likely to have been eliminated. Accordingly, the rand is likely to erode less in the next five years than it did in the past five years.

Commodity Prices and Paradoxes


Chart 1 is remarkable. One is stunned by Aussie dollar underperformance in the past 30 years, that country’s rapid growth, substantial immigration and political tranquillity notwithstanding. South Africa has enjoyed none of those advantages. Yet, the rand outperformed the Aussie dollar in real terms. The reasons are not obvious to us. 

Even more surprising (initially) is the Aussie dollar’s depreciating trend in the 1970s in spite of the rising trend (according to Chart 2) of industrial commodity prices.

Chart 2: The Economist All-Industry Commodity Price Index (Nominal US dollars)
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Source: Datastream

The rand’s peak in 1980 is easily explained by the massive rise in the gold price but it does not explain why the Aussie dollar peaked in 1974. It becomes explicable, however, when one looks at the prices of commodities in real terms. Nominally, the 1980 peak in their prices was about 20% higher than in 1974. Yet, US inflation in 1980 alone exceeded 13%. Furthermore, the US dollar was weak relative to the DM in the late 1970s. Accordingly, we decided to average the commodity price index (50/50) between the two currencies. The results are presented in Chart 3. Note how unrelenting the decline has been in real terms.

Chart 3: The Economist (Real) All-Industry Commodity Price Index (weighted 50/50 in USD and DEM)
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Source: Merrill Lynch & Datastream

Not only has the Australian currency performed poorly in real terms; the MSCI Australian Share Price Index has underperformed the South African Share Index in any common currency. (Chart 4 shows the progress of each index in US dollars, converted to 100 in 1972. We also checked whether the percentage changes in the Datastream SA Index and the JSE Overall Index were similar. We found them to be almost identical.)

Chart 4: MSCI Australia versus South African Datastream Market Index (1972 = 100 in USD for both Indexes)
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Source: Datastream

But these observations are historical. They say nothing about the future. The question for both the rand and Aussie dollar is where the prices of industrial commodities are headed. They have been falling in real terms since 1918, having trended sideways from 1850 to 1914. However, their decline has not been ‘monotonic’. They tend to rebound every second or third decade. Considering that commodity prices are still near their lowest levels in several decades, we might be on the verge of a rebound. Merrill’s Chief Quantitative Strategist Rich Bernstein argues that the tech boom starved the energy sector of capital expenditure, thereby intensifying bottlenecks in the US economy. 

That may be true of energy. It is less true of industrial commodities in general where spare capacity is still available. None the less, the shutdown of aluminium production capacity provides an interesting example of how the energy crisis can spill over. Aluminium producers in the North West of the USA have found it profitable to shut capacity (which will take at least two years to restore) in order to re-sell electricity to utility companies in the region. Thus, when global demand recovers (as it eventually must), diminished US (and global) capacity in the aluminium sector will push up prices.

Exchange Control Liberalisation

Exchange control liberalisation has taken its toll on both the rand and the dollar value of South African equities. The biggest step forward in exchange control liberalisation was the abolition in February 1995of the financial rand (dual exchange rate) system, which historically had involved the ‘hi-jacking’ of non-resident portfolio funds inside South Africa. Its abolition freed up these funds, which were then able to enter and exit freely. The watershed year was 1996, which saw the rand depreciate by over 20% – a lagged response to the finrand’s abolition. By contrast, the Aussie dollar had one of its best years in 1996. Indeed, the outperformance of both the rand and SA equities (relative to their Australian counterparts) ends in 1996. One can see this in both Chart 1 (on real exchange rates) and Chart 4 (depicting the dollar value of Australian and South African equities). 

In addition to the abolition of exchange control on non-residents, the gradual liberalisation of controls on South African financial institutions, corporations and individuals also took its toll. However, individuals have been unable or unwilling to take out much money. Financial institutions are already up against their ceilings (15-20% of funds under management). Moreover, the pace of liberalisation has slowed. Institutions would like to have about 30% outside of the country but there is no indication that government is prepared to permit that level. There were no further concessions in this year’s budget for institutions or individuals. The government’s greater caution may be merely tactical – an anxiety to see the SA Reserve Bank’s forward book eliminated without sparking rate increases – or longer-term and strategic.

In either event we believe that the big adjustments have already been effected and that liberalisation from here will be much slower. Both considerations should serve to make the rand stronger than it would otherwise have been. 

The Forward Book

For the past fifteen years the uncovered forward foreign currency liabilities (the so-called ‘forward book’) of the Reserve Bank have fluctuated between almost USD30bn and USD11.7bn. Net of net reserves, forward exposure (known as the NOFP or Net Open Forward Position) has fluctuated between USD25bn and USD7bn. It is now back to its minimum historical level (of the past 15 years).

Chart 5: NOFP and Net Reserves 
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Source: SA Reserve Bank 

So, what has changed? The modus operandi has changed. The forward book and NOFP have always diminished in periods of cyclical rand strength. (For example, in 1999 – the last year of rand strength – the NOFP declined by USD9.5bn.) Likewise, in periods of rand weakness they rose. Last year for the first time they declined despite rand weakness, albeit by only USD3-3.5bn. Now that a period of cyclical strength may be about to commence, we believe that the forward book will be negligible by the end of 2002 and the NOFP positive. Our argument turns entirely on our reading of the global cycle. It ignores the foreign exchange receipts from the De Beers deal and FDI stemming from the privatisation of state-owned assets. These events merely serve to reinforce our forecast. The USD9.5bn reduction in the NOFP in 1999 was made possible by rising commodity prices and a stronger rand. The Old Mutual IPO, the only sizeable forex deal of that year, helped but brought in less than USD1bn. 

Policy Orientation

Some analysts have suggested that the SA Reserve Bank is no longer concerned with propping up the rand and that the currency may therefore be weaker going forward.

We would counter that suggestion with two observations. First, the shift in Reserve Bank policy has been marginal rather than radical. Although it is more concerned than before to smooth the business cycle and, other things being equal, is prepared to let the rand find its own level, the introduction of an inflation target gives it no option but to take external factors into account. Severe weakness in the rand threatens the Bank’s ability to meet its target. 

Second, it is not clear that the Bank has ever been able to influence the exchange rate in a meaningful way. Between 1996 and 1998 the rand experienced one of the weakest phases in its history despite Dr Stals’s concern to stabilise it. Given the strength internationally of portfolio flows as a determinant of exchange rates in recent years, the power of central banks to move currencies, even in the short run, has been clipped. 

Politics and Investor Sentiment

Most observers assume that the rand’s recent weakness has been driven by regional factors: Zimbabwe, local politics and the lack of FDI. Whereas the rand’s secular progress may well have been hindered (and may continue to be hindered) by the lack of FDI and the brain drain – although the assertion has not been statistically verified – its cyclical fortunes have been impervious to such issues. The rand’s recent weakness had almost nothing to do with local factors and everything to do with anticipations of slower world growth and softer commodity prices. How else would one explain the closeness of the fit (in Chart 6) between the Aussie dollar and the rand? 

Chart 6: The Aussie Dollar and the Rand (Jan 2000 = 100) both Relative to the US Dollar



Source: Datastream & Merrill Lynch

Where in Chart 6 does one see the effect of the crisis in Zimbabwe? In fact, it is there if one looks for it but it is minuscule. The rand’s underperformance against the Aussie dollar in April/May 2000 can be attributed in part to the Zimbabwean Crisis but it explains less than 5% of the currency’s value. 

Even the long-term impact of politics is obscured in the data. Where is it, one asks, in the rand’s outperformance of the Aussie dollar in Chart 1? Perhaps, it is there but is obscured by Australia’s rapacious appetite for foreign debt. Whatever the case, the impact of politics on the rand’s progress is not readily observable in the data.
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A Bullish 12-Month Outlook 

In addition to ‘toying’ with a better secular outlook for the rand – taking full cognisance of the fact that predicting the long-term is extremely hazardous – we remain bullish on its 12-month prospects. Indeed, despite its recent losses against the US dollar, the trade-weighted rand has already begun to appreciate m/m and to depreciate by less y/y (Chart 7). As always our argument turns on the prospective global industrial cycle (i.e. G7 Leading Indicator).

Chart 7: G7 Leading Indicator vs Trade-Weighted Rand (y/y)
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Source: Datastream & Merrill Lynch

Forecasts

Table 1 sets out our short- and long-term forecasts: +6 and +12 months ahead and end of 2006. 

Table 1: Rand Forecasts


End-2001
Mid-2002
. . . . . . .
End-2006

Trade-Weighted Rand (y/y% appreciation)
2.59%
3.87%

-4.0% p.a.

Cross Rate Assumptions





USD/EUR
0.88
0.92

1

USD/GBP
1.42
1.4

1.5

JPY/USD
135
125

120

Rand Forecasts





ZAR/USD
7.8
7.5

9.4

ZAR/EUR
6.86
6.9

9.4

ZAR/GBP
11.08
10.5

14.1

Source: Merrill Lynch
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