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By Paul Marais

Why there may be two further
iInterest rate cuts

The lack ot intlationary pressure combined with calls to boost the economy could spur more decreases.

he South African Reserve Bank (SARB) is under both political and
social pressure to also target economic growth, which is sometimes
accompanied by a demand for “tull employment”. Arguably, the
economically devastating effects of the Covid-19 pandemic cannot
be offset by further reductions in the repo rate, which goes some way to
explaining why pressure for changes in, or enhancements to, the SARB's
mandate receded toward the end of 2020. Similarly, calls for the SARB to
lose its independence have also receded in the last tfew months.
he current year-on-year change in Consumer Price Index (CPI), as
published by Statistics SA in the first week of December

for the November month-end, is 3.2%, within the SARB’s  Interestingly, the difference
between the three outlooks
has never been as wide
as it is now; indicating an
almost complete absence
of inflationary pressure in
the short term, which must
accelerate meaningfully to
get the average inflation
rate over the long term back
up to

target range but close to the bottom. Barring a handful of
breaches of both the upper and lower limit of the inflation-
targeting range, the 12-month rate of change in CPI has
been contained to within the range since at least 2010,
the most recent breach being in June last year when
inflation was at 2.22%.

The average rate of inflation over the last five
vears is 4.8%, almost exactly the mid-point of the
range and therefore in line with the central bank’s
stated prefterence. Whether the official rate of
inflation accurately approximates what consumers
experience is an important debate, compounded by the
underresourcing of Stats SA, which led to a delay in the
reporting of CPI in the tirst halt of 2020.

Food and non-alcoholic beverages constitute one of the three largest
components of the CPI basket with a weight of 17%. The others include
housing and utilities (25%) and transport (14%). Neither housing nor
transport are inflationary at present. Transport is in fact deflationary at
-1.4% but it is also one of the most volatile inflation components
and could easily return to the inflation-targeting range
relatively quickly. January’s large increase in retail petrol
prices will have an impact.

The area that is of interest from an inflationary
perspective is food, which has been running at
about 3% year-on-year for years. However, in the
most recent data set food was up 5.8%; very close
to the upper limit of the SARB’s target range. The
inflation target, however, does not apply to the
individual CPl components.

The difference between the yield on a
SA government-issued nominal bond and the
equivalent duration inflation-linked bond provides
a useful market indicator for expected inflation over the
term to maturity of the pairs of bonds. Unfortunately, SA does
not run constant maturity nominal and inflation-linked bonds, so this
type of analysis is only ever an approximation. Nevertheless, the three
pairs of bonds we track indicate that over the short term inflation
is expected to average just over 3%, over the medium term around
5.5% and over the longer term a little over 6%. These figures are all
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comfortably within or near the SARB’s inflation-targeting range.

Interestingly, the difference between the three outlooks has never been
as wide as it is now; indicating an almost complete absence of inflationary
pressure in the short term, which must accelerate meaningfully to get the
average inflation rate over the long term back up to 6%.

Given the lack of current inflationary pressure (other than food prices
for which we only have a single data point) and the market’s entirely
benign inflation outlook, there is little to no pressure on the central bank
to lower the repo rate further than it already has within the strict confines
of its mandate. Interest rates are already at all-time lows. Even
real interest rates (arrived at by subtracting the current rate of
inflation from the repurchase rate) are close to all-time lows.
Widening the frame of reference to include economic growth
and unemployment clearly creates the impetus to cut rates
that is not there from an inflation perspective.

It is possible to compare three-month forward-rate
agreements (FRA's) with three-month negotiable certificate
of deposit (NCD) rates to derive the market’s expectations
for interest rate changes. Using this methodology, the market
anticipates a repo rate cut of 0.25 percentage points most
likely at the SARB's January Monetary Policy Committee
meeting; with a greater than 50% probability of a further 0.25
percentage point cut thereatter.

There are two global trends worth mentioning in
conclusion. The first is the US Federal Reserve’s recently
expressed tolerance for higher inflation over the medium term so that
inflation averages 2% over the review period. In our view this is irrelevant
to the SARB as the inflation target is a range and the bank could easily
allow inflation to drift towards 6% so that the average is around 4.5%

without having to officially say anything to this effect.
The second trend is that many central banks, particularly in
developed markets, have explicitly targeted negative real
interest rates as a component of their Covid-19 response
efforts. Despite the obvious fact that those central
banks are developed market central banks and ours
is an emerging market, with a 0.25 percentage point
cut in interest rates and just a 0.25 to 0.5 percentage
point increase in CPI, SA interest rates are likely to be
negative in real terms anyway.

The outlook for interest rates has changed
meaningfully in the last month, from largely unchanged
to now including a reasonable probability of two
0.25 percentage point cuts. The first of which may soon

occur. The inflation outlook, however, remains entirely benign.
Given that the SARB’s mandate is to target inflation, we surmise that
interest rate changes would then be almost entirely about protecting
the economy as much as possible from further devastating impacts of
lockdown restrictions that are not already being experienced. B
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