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South Africa Quarterly Perspectives

Growth falters with elections looming
We are lowering our GDP growth forecasts to 0.5% for 2018 and to 1.4% for 2019, down 
0.7pp and 0.6pp from the last Quarterly Perspectives. Incoming high frequency data suggest 
the H1 recession will be short-lived but any rebound looks set to be weak, given ongoing 
constraints on the consumer and persistently low business confidence. The government’s 
stimulus plan is welcome, but is unlikely to significantly move the needle on growth near term.

Headline CPI inflation is likely to rise in the coming quarters to peak at 5.5% in Q2 19. The 
knock-on effects of higher sales taxes, rising crude prices and a weaker rand have so far been 
muted, but we expect these to add some upward pressure on core inflation. Food price inflation 
could also rise, especially if early signs of an El Niño event results in a harsh drought. A further 
upside risk to the inflation outlook is the uncertainty around electricity tariffs for next year. 

The mid-year budget update on 24 October will reveal big fiscal challenges, given the 
backdrop of depleted fiscal space, persistently weak growth and growing pressure for more 
government spending to bail out state-owned companies, kick-start growth and alleviate socio-
economic pressures. Positively, tax collections are holding up well thus far for FY18/19, running 
just slightly ahead of Treasury’s full-year growth target. However, we believe stabilising debt over 
the medium term will be difficult unless the government can tackle the bloated public sector 
wage bill, but a move in this direction is unlikely ahead of elections.

Near-term moves on credit ratings seem unlikely. As the only agency with an investment grade 
credit rating for South Africa, Moody’s upcoming review will receive attention. While two key 
metrics (growth and fiscal sustainability) have deteriorated, recent comments from Moody’s 
suggest the agency will wait until after the 2019 Budget before any further ratings changes.

The SARB is likely to keep the repo rate on hold until Q3 2019, in our view. While inflation 
pressures have risen, there is little evidence of second-round effects while growth is weak. 
However, the narrow vote split at the September MPC meeting has raised the risk that any further 
bout of ZAR depreciation or crystallisation of potential upside risks to inflation could tip the MPC 
balance in favour of an earlier interest rate hike. 

We forecast the ZAR to end the year at 14.25 to the USD and weaken gradually into 2019. We 
believe that persistent bond and equity outflows coupled with weak domestic fundamentals and 
deteriorating terms-of-trade will weigh on the ZAR. 

General elections are likely in April or May 2019. With President Ramaphosa’s personal 
popularity apparently much higher than that of the ANC, his opponents within the party seem to 
have fallen in line behind his call for unity. However, the factional divide within the ANC has not 
disappeared, given that many individuals in the party are threatened by his push for a cleaner 
government. The battle between the factions could manifest in the choice of names and rankings 
for the party’s parliamentary lists. Currently, the ANC seems unlikely to lose its majority.
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The South Africa Quarterly Perspectives series of reports outlines our latest macroeconomic forecasts 
for the country and discusses the major macroeconomic themes for the quarters ahead. The 
forecasts presented in this report are largely based on the output of our proprietary demand-side 
macroeconomic model with supply-side constraints derived from a production function. It is run off 
a comprehensive macro data set up to Q2 18, as published by Statistics South Africa and the South 
African Reserve Bank’s latest Quarterly Bulletin, updated for other relevant data published more 
recently.

Near-term growth prospects look muted

South Africa entered its first recession (since the global financial crisis) in Q2 18 as GDP contracted 
0.7% q/q saar, following a revised 2.6% q/q (initial estimate: -2.2%) decline in Q1, significantly 
worse than our and consensus forecasts of a slight pickup. From a supply-side perspective, the 
contraction in overall output was driven primarily by another sizeable decline in agricultural gross 
value added of 29.2% q/q saar, which subtracted 0.8pp from the overall quarterly GDP growth rate 
(Figure 1). We view the fall in agricultural output as mostly base effects from the normalisation of 
output after a bumper harvest in 2017, but also to some extent the lingering effect of the 2016 El 
Niño drought on Western Cape’s agricultural contribution. The Agricultural Business Chamber 
noted that Q2 18 was a particularly bad quarter for field crops and horticulture products. Although 
agriculture is only a small part directly of GDP (just 2.4% of total even in the bumper year of 2017), 
its volatility tends to drive a lot of the volatility in the headline GDP growth number. 

Without the big drag from agriculture, GDP would have grown in Q2 18, albeit by a scant 0.1% q/q 
saar. Mining stands out as having posted a sharp recovery of 4.9% q/q saar in Q2 18, after a dismal 
Q1, but we note that the rebound was narrowly based on PGMs production (up 64% q/q saar) after 
a smelter shutdown in Q1 18. Manufacturing production stabilised in Q2 18, with a negligible 0.3% 
q/q saar contraction. Notably, however, some of South Africa’s key services sectors, which have 
previously manifested fairly steady though unspectacular growth trajectories, also contracted in 
Q2 18. In particular, the 4.9% q/q saar contraction in the transport and communications sector 
trimmed 0.4pp from the quarterly growth rate while the 1.9% q/q saar contraction in the trade and 
accommodation sector shaved 0.3pp from the quarterly growth rate.

Figure 1: Agriculture pushed economy into recession

%q/q saar Q2 17 Q3 17 Q4 17 Q1 18 Q2 18

Agriculture 36.9 41.7 39.0 -33.6 -29.2

Mining and quarrying 7.8 6.2 -4.4 -10.3 4.9

Primary sector 13.9 13.8 5.2 -17.0 -4.6

Manufacturing 2.9 3.7 4.3 -6.7 -0.3

Electricity and water 8.1 -6.1 3.3 0.2 2.1

Construction -0.7 -1.2 -1.4 -1.9 2.3

Secondary sector 2.8 1.5 3.1 -5.0 0.5

Trade & accomm. 0.9 -0.1 4.8 -3.1 -1.9

Transport comm’s 2.6 0.8 2.8 0.9 -4.9

FIRE* 3.1 1.9 2.5 1.1 1.9

Personal services 1.7 1.2 1.0 1.2 0.8

General government -1.9 1.1 1.4 1.9 -0.5

Tertiary sector 1.2 1.1 2.7 0.3 -0.6

GDP at market prices 2.9 2.3 3.1 -2.6 -0.7
GDP excl. agriculture 1.8 1.4 1.9 -1.5 0.1

*Finance, insurance and real estate.  Source: StatsSA, Absa Research

Figure 2: Household spending on goods plunged in Q2, but services rose
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The weakness in the trade sector no doubt reflects the weakness of the consumer in Q2 18. From 
a demand-side perspective, the 1.3% q/q saar contraction in overall household consumption 
spending, the first quarterly contraction since early 2016, is striking (Figure 2). The Q2 18 decline 
in household consumption expenditure was particularly manifested in spending on durables and 
semi-durables, which may have reflected some pre-emptive buying in March, before the 
announced VAT increase took effect. Notably, car sales data for Q3 18 hint that consumers’ 

South Africa entered a technical recession in Q2 
18, in large measure because of another big 
quarterly contraction in agricultural output

But the other production sectors were not 
particularly strong, with the big growth print in 
mining reflecting a recovery from a Q1 18 
platinum smelter shut down

The consumer proved exceptionally weak in Q2 due 
to several concomitant headwinds 
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durables spending might recover somewhat from Q2 (Figure 6). Nonetheless, as we argued in 
South Africa: Consumer at an inflection point, 1 October, the weakness of consumer spending is 
likely to persist due to three main headwinds:

 the chronic weakness of the labour market, which is manifesting in both weak job creation 
and in – a relatively new phenomenon – slowing nominal wage gains (Figure 5); 

 0.7% of GDP worth of tax increases in the 2018 Budget, including a 1pp increase in the VAT; 
and

 the huge petrol price increase this year, up 24.1% from its March low, which suggests that 
households will spend an additional ZAR14bn, about 0.3% of GDP, on petrol this year. 

Consumers reported high confidence levels in Q2 18 and yet they seem remarkably reluctant to 
borrow, with bank credit to households up just 4.8% y/y in August. The National Credit Regulator 
(NCR) reported a surge in consumer credit applications in Q2 18, but interestingly the rejection 
rates on these credit applications also rose, which might reflect increased lender discretion as 
potential borrowers become more distressed. Despite the fall in the repo rate in the current cycle, 
borrowing costs as a spread to the repo rate seem to have risen (Figure 3). So far, however, there 
is little sign of any major balance sheet trauma for consumers, with only a slight pickup in arrears 
of longer than three months as a share of the gross debtors’ book according to the Q2 18 NCR data 
(Figure 4). 

Figure 3: Spread to repo for new loans has widened
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Figure 4: Consumer loan arrears rose only marginally in Q2 18
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Figure 5: QES suggests average wage growth is slowing  
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Figure 6: Car sales data point to a pickup in durables spending in Q3 18 
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Consumer borrowing remains weak, but arrears 
rose only a little in Q2 18
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The other components of domestic demand were also weak. In particular, a big inventory 
drawdown (worth about 0.5% of GDP in real seasonally adjusted terms) featured prominently in 
the demand-side weakness, dragging down the overall GDP print by 2.9pp. On the fixed 
investment front, a small increase in private sector fixed investment of 3.1% q/q saar, following a 
3.9% q/q saar contraction in the previous quarter, was more than offset by shrinking capex by the 
government and state owned companies. Overall fixed investment spending was down just 0.5% 
q/q saar in Q2 18, still not great but certainly a better outcome than the 3.4% q/q saar shrinkage 
of Q1 18 (Figure 7). Fortunately, in the face of weak domestic demand, the trade sector came to 
the rescue, with exports rising 13.7% q/q saar against a much smaller 3.1% q/q saar increase for 
imports, such that net exports contributed 2.8pp to quarterly GDP, offsetting the weakness from 
inventory drawdown (Figure 8). 

Figure 7: Contraction in public capex in Q2 offset by private sector growth
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Figure 8: Net exports contributed positively to growth in Q2 18
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Analysis of the historical data is all well and good, but what will growth look like going forward? 
While we expect South Africa to emerge from recession in Q3, the growth momentum does not 
appear to be strong. Few hard activity prints are yet available for Q3 18, but what is available 
presents a mixed picture. Mining production in July was quite weak, down 3.7% sa on the monthly 
Q2 average, but manufacturing production surprised strongly on the upside, printing 2.2% sa 
higher than the monthly average in Q2. Real retail sales in July also did well, printing 1.0% higher 
than the Q2 average after seasonal adjustment. Other indicators, such as the PMIs for August 
September and the SARB’s business cycle indicators, point to weak growth momentum, with a 
near-record low for Absa’s manufacturing sector PMI in particular (Figure 9). Although, 
interestingly, the SARB’s coincident business cycle indicator has picked up a little recently (Figure 
10). All in all, however, the monthly hard activity data from StatsSA and the other survey-based 
data like the PMIs have been quite volatile recently, and it is hard to discern signals or trends amid 
the noise.  

Figure 9: Both PMIs took a sharp turn for the worse in Q3 18
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Figure 10: SARB leading indicator still signals weak growth momentum
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We believe weak positive GDP growth will resume 
from Q3 18 but the available data for Q3 are mixed

Expenditure side GDP data reveal weakness in final 
domestic demand and a big inventory drawdown 
was materially offset by a big improvement in net 
exports
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In general, it is hard to see a strong recovery in GDP growth given ongoing constraints on the 
consumer and persistently weak business confidence. Additionally, although the global economy 
is growing strongly (which usually benefits small open commodity-producing economies), South 
Africa is being caught in the cross-fire of trade tariff wars, and the specific commodity price mix (of 
high oil prices, but low PGM, gold, and iron ore prices) is not beneficial to the country. As regards 
business confidence, the recent Q3 18 survey of South African businesses by the Bureau for 
Economic Research (BER) showed a continued lack of confidence, with 6 out of 10 South African 
businesses expressing unhappiness with current operating conditions (Figure 11). In the 
manufacturing sector, this dissatisfaction ratio rose to 79%, and the Ramaphoria related optimism 
in Q1 18 about future operating conditions has now evaporated (Figure 12). In particular, 
manufacturers cite ‘the political climate’ and the weakness of demand as particular constraints 
on their businesses (Figure 13).

Figure 11: Business confidence remains below the neutral level of 50
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Figure 12: Manufacturers’ sentiment about the future has slumped
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Figure 13: Manufactures report falling domestic and export sales volumes
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Figure 14: Agricultural sector turned pessimistic in Q3 18
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Similarly, the AgBiz/IDC Agribusiness Confidence Index dropped to 48 points in Q3 from 54 in Q2 
(Figure 14), with a particular slump in the subcomponent covering capital investment. Ongoing 
uncertainty about South Africa’s land reform programme, including the government’s formal 
decision to pursue, in select cases, expropriation without compensation has likely contributed to 
weaker sentiment. However rising input costs (diesel and fertilizers especially) probably are also 
a factor. Additionally, climatologists have warned that there is a roughly 50% chance of an El Niño 
phenomenon in late 2018 and into 2019, which could auger drought and challenges for summer 
rainfall dependent crops like maize. Confidence in the mining sector should have been lifted by 
the recent depreciation in the exchange rate and the revisions to Mining Charter 3 (gazetted just 
last week) that go a long way towards meeting the industry’s concerns, in our view, as well as 
Mineral Resources Minister Gwede Mantashe’s decision to pull the controversial pending Mineral 

It is hard to see how growth can pick up 
substantially without a big rise in business 
confidence that translates into stronger fixed 
investment spending 

The agricultural sector is likely negatively affected 
by rising input costs, the uncertainty about land 
reforms, and the risk of an El Niño, but the mining 
sector should be encouraged by the recent 
government moves to end regulatory uncertainty
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and Petroleum Resources Development Act amendments bill from the parliament. Earlier this 
year, the Minerals Council of South Africa surveyed South Africa’s mining companies and found 
that they would lift their capex by 85% above the baseline if they had regulatory certainty and a 
functional Mining Charter 3. In 2017, fixed investment spending in the mining industry amounted 
to ZAR104bn, about 9.2% of South Africa’s total capex, or over 2% of GDP. Therefore, the 85% 
increase promised by mining houses would be a material boost to aggregate demand (and 
ultimately output) if they follow through. A strike-free settlement with moderate wage 
settlements in the ongoing gold sector wage negotiations would also be helpful.  

For the other parts of the economy, some of the measures announced as part of President 
Ramaphosa’s stimulus plan, such as the moves to auction more broadband spectrum and the 
liberalisation of the visa regime for tourists and business people might lift business confidence, 
investment and growth momentum somewhat. However, continued policy uncertainty in key 
areas, such as land reforms, fiscal constraints, a challenged consumer, and an unhelpful global 
environment will likely prevent a strong take-off. The reforms that would really kick-start South 
Africa onto a substantially higher growth trajectory, including liberalisation of certain pernicious 
features of our labour relations framework and a major reorientation of public sector spending 
away from civil servant salaries, do not seem politically possible right now, given factional battles 
within the governing ANC and general elections in Q2 next year. 

Thus, South Africa’s growth outlook for 2018 and into 2019 appears relatively muted. We see only 
tentative growth for consumer spending of 1.5% in 2018 and 1.7% in 2019, with probably more 
downside than upside risks. And we believe private businesses, while they might be encouraged 
by President Ramaphosa’s reform drive, are likely to be somewhat cautious ahead of the 2019 
elections, given how key these are for Ramaphosa’s ability to effect real change. And there is 
simply no more room on the government’s balance sheet for it to lift its contribution to aggregate 
demand. Instead, the imperative of fiscal consolidation will be a drag on growth. Overall, we 
forecast GDP growth of about 1.5% q/q saar in the second half of 2018, such that GDP growth for 
the year as a whole comes in at a mere 0.5%, down from a forecast of 1.2% in our last Quarterly 
Perspectives published in July. On the view that the consumer remains constrained and business 
confidence tentative, we forecast GDP growth of 1.4% in 2019. South Africa’s growth trajectory 
thereafter will depend on the policy choices made by the government, with different electoral 
outcomes probably spelling different policy settings. We write more on South Africa’s political 
choices below.  

Inflation: muted second-round effects despite big shocks 

Since reaching a seven-year low of 3.8% y/y in March following a sharp disinflation cycle that 
lasted more than a year, headline CPI has started to rise again, reaching 4.9% in August. This 
recent rising trend is due mainly to higher crude oil prices, a weaker exchange rate and a myriad 
of sales tax adjustments, including the 1pp VAT hike, which took effect at the start of April. The 
effect of these shocks has been most evident in fuel prices (which are adjusted automatically each 
month according to a formula that is closely linked to the rand price of crude oil). With a weight of 
4.6% in the CPI basket, the direct contribution of fuel prices to headline CPI inflation rose from just 
0.1pp in March to 1.1pp in August (see Figure 15). However, other than in fuel prices, the 
inflationary impact of the oil, exchange rate and tax shocks has been surprisingly muted in other 
parts of the CPI basket. This was especially clear in the August CPI data, where headline CPI 
inflation surprised to the downside with a print of 4.9% y/y, compared with 5.1% in July and 
market expectations of an unchanged reading. Core CPI inflation in particular, where second-
round effects would be expected to manifest, fell 0.1pp to 4.2% y/y in August against market 
expectations of an unchanged print. Core CPI inflation has averaged just 4.2% in the first eight 
months of this year, compared with 4.5% in H2 17 and 5.0% in H1 17. Since the start of 2017, the 
monthly core CPI inflation has only surprised to the upside five times and only two of these were 
in 2018. In contrast, core CPI has surprised to the downside twelve times since the start of 2017 
(see Figure 17). 

President Ramaphosa’s stimulus package is 
positive – as far as it goes. However, lifting South 
Africa’s growth rates substantially will require 
various politically difficult reforms that are 
probably possible only if President Ramaphosa 
secures a big victory for the ANC in the general 
elections due in May 2019

We forecast the economy will recover modestly in 
the second half of 2018 to deliver 0.5% growth for 
2018 as a whole. We forecast 1.4% for 2019.

Headline CPI inflation has risen in recent months 
due to the effect of tax hikes, higher Brent crude oil 
prices and a weaker rand 
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Figure 15: Fuel prices have pushed headline CPI inflation higher…
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Figure 16: …as Brent crude prices and the USDZAR climbed
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Figure 17: More downside than upside surprises on core CPI inflation…
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Figure 18: ...as goods and services show little sign of second-round effects

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
-1

1

3

5

7

9

Core services Core goods

% y/y

Source: StatsSA, Absa Research

Fuel prices will continue to have an important bearing for the inflation path over the foreseeable 
future. The retail price of petrol was lifted by an additional 100cents/litre at the start of October, 
taking the petrol price rise since March to nearly 25%. The increase in diesel prices over this period 
is even higher at 29.4%. While the weakening of the ZAR has added significant upside pressure on 
fuel prices, so has the steady increase in Brent crude oil prices. At the time of writing, Brent crude 
oil prices had breached USD85/bbl for the first time since 2014, which is nearly 25% higher than 
levels recorded at the start of the year. The future path of crude oil prices is inherently uncertain, 
as is the geopolitical environment that underlies supply conditions. However, general market 
expectations are that oil prices are unlikely to rise much further from current levels, especially 
since heady crude oil prices are likely to entice a lot of shale gas production. Therefore, in line with 
consensus, we expect Brent crude oil prices to settle around an average of USD75/bbl in the final 
quarter of this year and ease gradually over the course of 2019 to average USD71/bbl in Q4 19. A 
decline in crude oil prices combined with a steady USDZAR should ensure petrol price inflation 
falls into 2019, especially as base effects kick in.

As regards electricity tariffs, which account for 3.8% of the CPI basket, there is considerable 
uncertainty about their path over the next few years. As has been widely reported, Eskom has 
prepared a tariff application (currently sitting with the National Treasury) that seeks average 
annual tariff hikes of 15% per year over the next three years. This is in addition to the ZAR32.7bn 
worth of upward tariff adjustments that the National Energy Regulator of South Africa (NERSA) has 
allowed Eskom under the Regulatory Clearing Account (RCA) mechanism. NERSA announced in 
early October that Eskom’s ZAR31.1bn of standard adjustments as part of the RCA mechanism 
must be phased in over four years. A four-year phase-in would work out to an annual tariff increase 
of over 4% for FY20, which would be in addition to the standard tariff increase that NERSA still 
needs to decide upon as part of the Multi Year Price Determination process. Additionally, in May 

We have assumed an electricity tariff increase of 
8% for the next year but there is considerable 
upside risk on this 

Fuel prices have risen nearly 25% since March but 
Brent crude oil prices are expected to stabilise
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Eskom applied to the High Court to have the FY18/19 standard tariff award of 5.23% revised in a 
legal case that could take up to a year to resolve. Amidst all of these big unknowns, we are doubtful 
that NERSA will allow Eskom tariff increases anywhere near what Eskom is reported to have asked 
for. The outcomes of previous tariff applications would seem to support this. We have thus 
assumed as a baseline, an 8% electricity tariff increase in July next year and 7% for 2020, but we 
see risks heavily stacked to the upside on this.  

The outlook for food and non-alcoholic beverage prices is also key for the CPI inflation outlook, 
given their weight of 17.2% in the CPI basket. Food price inflation, which tends to be a key driver 
of the overall trend of headline CPI inflation, has been generally softer than we had expected thus 
far this year. After averaging 7.0% in 2017 and ending that year at 4.8% y/y, food price inflation 
eased further in 2018 to hit a low of 3.5% in March. The effect of the VAT increase in April, when 
food price inflation jumped 0.4pp to 3.9% y/y, appears to have been short-lived as food price 
inflation eased by 0.5pp in May to 3.4% and has stabilised there since. While the aggregate picture 
is broadly contained, there is some divergence in the underlying details that could carry some 
clues about the future trajectory of food price inflation. Positively, the post-drought slowdown in 
meat price inflation (meat is the single largest component of food prices) has continued but the 
pace of slowdown has tapered off in recent months (Figure 19). Livestock slaughtering appears to 
be abating, which suggests limited further downward pressure on meat price inflation. In bread 
and cereals, where outright deflation has now been recorded for a little more than a year, the rate 
of deflation has eased (Figure 20). From an average of -5.0% y/y in Q1 18, the rate of deflation has 
eased to just -2.2% y/y in August. Deflationary pressures are also wearing off in components such 
as ‘fruit’ and ‘oils and fats’. From an average of -2.5% y/y in Q1, ‘oils and fats’ deflation had eased 
to just -0.6% y/y in August. Elsewhere, it is worth noting that non-alcoholic beverages inflation has 
jumped notably from April when the sugar tax was introduced, from 2.5% y/y in March to 5.3% y/y 
in April and 8.1% y/y in August. Meanwhile, vegetable price inflation touched 8.9% y/y in August 
from having averaged 1.5% y/y and 4.0% y/y in Q1 and Q2, respectively.

Clearly, although aggregate food price inflation appears contained, the underlying data show that 
momentum has clearly turned upwards and the key question is how rapidly the food price 
inflation could turn from here. Crop futures prices have been picking up gradually this year for a 
variety of reasons. Wheat futures are up 19.3% since the start of the year mostly due to the 
depreciation in the exchange rate since South Africa is a net importer of wheat. However, maize 
futures also ticking up. White maize futures have risen 18.2% since the start of the year and 12.0% 
in Q3 alone. While the Crop Estimates Committee has generally pointed to another season of solid 
maize harvests for 2017/18, there are growing concerns about prospects for 2018/19 amid 
indications that another El Niño episode could occur. The South African Weather Service has 
cautioned that while there is still some uncertainty about El Niño, a strong episode would have a 
particularly adverse effect on rainfall patterns in the three months to January. We forecast a 
gradual increase in food price inflation to an average of 4.0% y/y in Q4 18 and further to an average 
of 4.7% in 2019 as a whole. However, we see food prices as another area with clear upside risks 
over the coming quarters. 

Figure 19: Food price inflation has been contained as meat prices fell…
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Figure 20: …but the cycle has already turned across other food products
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Food price inflation has been stable thus far this 
year but there are signs that the cycle is turning 
upwards

Warnings of a high risk of another El Nino episode 
point to upside risks to the food price inflation 
outlook into 2019
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The factors that we discuss above are supply-side shocks or exogenous disturbances. The full 
extent to which these drive inflation is determined not only by their immediate first-round impact 
but also by their second-round or knock-on effects. In general, these second-round effects are 
greatly affected by the strength of demand that governs the ability of firms to pass on these 
exogenous input cost shocks to the customer. Recently, demand-pull pressures have been very 
weak. Final domestic demand contracted 0.8% q/q saar in Q2 18 and, in the last MPC forecast 
round, the SARB increased its estimate of the negative output gap for 2018 from 0.9% of GDP to 
1.3% of GDP. Furthermore, it doubled its forecast of the size of the negative output gap next year 
to 0.8% of GDP. General demand weakness has greatly muted the second-round inflationary 
effects. Within the broadly stable core inflation, our calculations show that core goods inflation 
especially subdued at just 2.4% y/y in August, compared with 2.7% y/y in Q2. Core services 
inflation has remained somewhat stickier at 4.9% y/y in August, by our calculations, compared 
with 5.1% y/y in Q2. Looked at differently, we find that administered price inflation, which is 16.2% 
of the CPI basket, accounts for much of the recent increase in headline CPI inflation, having 
reached 12.1% y/y in August (Figure 21). On the contrary, price inflation for the balance of the CPI 
basket (i.e., goods and services whose prices are determined by supply and demand in 
competitive markets) was running at just 3.7% y/y in August. Also of note is the fact that rental 
prices (which account for a large part of the CPI, 16.8% for actual rentals and owners’ equivalent 
rent combined) have been under downward pressure in recent surveys (Figure 22). Given the 
weakness of the economy, it will be interesting to see what the next quarterly survey of rental 
prices in the September CPI release shows.

Figure 21: Big divergence between administered and non-administered 
prices
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Figure 22: Rental inflation has slowed notably in recent quarters
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Nonetheless, despite the apparent absence of any demand-pull inflationary pressures, we believe 
the magnitude of the exogenous shocks will have some upward effect core CPI inflation. On its 
own, the exchange rate has depreciated by around 11% on a trade-weighted basis since the end 
of Q1. We see risks that the speed and magnitude of this depreciation could begin to unlock non-
linear threshold pass-through effects, despite the large negative output gap. Moreover, with our 
expectation that food price inflation is likely to rise, this could also indirectly have modest second-
round effects on other prices, especially via wage demands. Meanwhile, unit labour costs are also 
likely to remain a source of upward pressure inflation, although there is some evidence of 
moderating wage inflation. Therefore, we expect core CPI inflation to gradually rise over the 
coming quarters, averaging 4.4% in Q1 19 and 4.9% y/y in the final quarter of 2019. Where does 
this leave our forecast for headline CPI inflation? Base effects on fuel prices will begin to 
significantly reduce the contribution of fuel prices to headline CPI inflation from Q4. This effect is 
likely to be particularly pronounced in the second half of 2019. However, higher food price 
inflation will partially offset this effect. With core CPI inflation also likely to rise gradually, we 
therefore forecast headline CPI inflation increase. We see the balance of risks to our baseline as 
skewed to the upside. 

Despite the weaker rand, higher oil prices and tax 
hikes, second-round effects have been muted

We expect headline CPI inflation to rise gradually 
but remain within the SARB’s target range
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External accounts: CA deficit is set to widen but there are some positives

As emerging markets have come under pressure in recent months amidst continued tightening of 
US monetary policy, growing noise and action around global trade policies and other country-
specific worries in markets such as Turkey and Argentina, South Africa, with its relatively open 
capital account and twin current account and fiscal deficits, has not been spared. Amidst this 
challenging environment for emerging markets generally, external vulnerabilities as a source of 
macroeconomic risk are likely to be a key focus for investors. In this regard, South Africa’s latest 
balance of payments data were somewhat encouraging. The seasonally adjusted current account 
deficit narrowed markedly to 3.3% of GDP in Q2 18 from 4.6% of GDP in Q1 18. We had argued that 
the Q1 current account deficit print would likely prove an outlier after a train derailment to the 
harbour at Saldanha had disrupted iron ore exports, a petroleum refinery temporarily shut down 
and disruptions to PGM output in Q1. 

Thus, unsurprisingly, the narrowing in the current account deficit in Q2 was mainly due to an 
improved merchandise trade balance, which swung from a seasonally adjusted and annualised 
deficit of ZAR15.2bn (-0.3% of GDP) in Q1 to a surplus of ZAR41.9bn (+0.8% of GDP) in Q2. However, 
the trade balance also benefitted from an improvement in South Africa’s terms of trade, which 
strengthened 1.4% in Q2 following a decline of 3.9% in Q1 and from a strong increase in 
agricultural exports. Overall, the rand value merchandise exports increased sharply by 25.0% q/q 
saar in Q2, rebounding from 33.2% q/q saar slump in Q1. According to the detailed merchandise 
trade data, PGMs and iron ore exports alone increased ZAR42.2bn in Q2 (see Figure 23). Meanwhile, 
the rand value of merchandise imports increased by a paltry 0.7% q/q saar in Q2 after contracting 
1.3% q/q saar in Q1 as weak domestic demand weighed on non-oil imports. We note that although 
the detailed trade data from the SARS show that the non-seasonally adjusted average monthly 
rand value of crude oil imports has increased 60.3% in the first eight months of this year from last 
year’s monthly average, the effect of this has been partly offset by the weakness in the non-oil 
merchandise imports on the back of weak domestic demand. The balance on invisible accounts 
was broadly steady, improving just marginally to 4.2% as a percentage of GDP in Q2 18, compared 
with 4.3% in Q1. Notably, the SARB noted that gross interest payments to foreigners declined for 
the first time in seven quarters, perhaps reflecting sizeable disinvestment from our local bond 
markets, which helped to contain the net income payments deficit. 

Figure 23: Merchandise trade balance swung back into surplus in Q2 18…
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Figure 24: …partly supported by a slight improvement in terms of trade 
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The monthly merchandise trade data into Q3 have been mixed but remain broadly encouraging. 
After printing a deficit of ZAR5.3bn in July, the monthly customs data from SARS delivered a much 
better-than-expected surplus of ZAR8.8bn in August. The August surplus was the scissoring 
outcome of a 9.4% m/m increase in merchandise exports and a 3.6% m/m decline in merchandise 
imports. The strong growth in exports in the month was primarily supported by ‘vehicles and 
transport equipment’ and ‘mineral products’, which soared 32% and 10%, respectively, compared 
to July. Meanwhile, and somewhat surprisingly, the decline in imports was mainly driven by lower 
foreign purchases of mineral products (largely Brent crude oil), which fell sharply by 37% from 

South Africa’s current account deficit narrowed to 
3.3% of GDP in Q2 18

The improvement in the current account balance 
was supported by a strong rebound in merchandise 
exports and muted growth in merchandise imports

The monthly merchandise trade data suggest 
that the trade balance is likely to print another 
surplus in Q3 18
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July. While the monthly trade data are notoriously volatile and seasonal, it is hard to see how this 
big decline in crude oil imports can be sustained given the relatively price-inelastic nature of 
consumption of petroleum products and the continued increase in prices. We, therefore, expect 
some reversal in September. But even with our forecast of a smaller surplus of just ZAR1.8bn for 
September, the Q3 data would seem to point to another sizeable merchandise trade surplus in Q3, 
after seasonal adjustment. We, therefore, expect the current account deficit to remain around 
3.2% of GDP in Q3. 

Figure 25: PGMs and iron ore exports recovered sharply in Q2 following the Q1 slump
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One of the uncertainties regarding the outlook for South Africa’s merchandise export growth and 
growth more broadly is the ongoing threat of further escalation in global trade tensions that have 
already seen the implementation of restrictive trade measures in the US and in China. One of these 
measures was the US’s decision to impose import tariffs on steel and aluminium of 10% and 25%, 
respectively, for which South Africa’s efforts to secure an exemption failed. Surprisingly, however, 
South Africa’s exports of aluminium as well as iron and steel have remained fairly strong. In dollar 
terms, the value of iron, steel and aluminium products to the US increased to USD122.8mn in July, 
up from USD93.7mn in June and an average of USD91.8mn in the first five months of 2018. 

Beyond Q3, current account dynamics will be driven fundamentally by the strength of foreign 
demand and the export commodity prices on the one side and by the strength of domestic 
demand and Brent crude oil prices on the other. South Africa’s key export commodity prices have 
been mixed into Q3 but broadly weaker in aggregate. After falling markedly in Q2, iron ore prices 
have picked up some strength in recent months, rising 6.1% since the start of Q3. However, gold 
prices were about 4.8% weaker in Q3 while platinum prices have fallen 4.2% over the same period. 
At the same time, coal prices have also fallen 5.2% over this same period. Against concerns that 
global growth momentum may have peaked, consensus forecasts for South Africa’s key export 
commodity exports indicate generally flat prices over the foreseeable future. The path for Brent 
crude oil prices will also be key for the current account. As discussed in the inflation section, 
consensus suggests some stickiness in Brent crude oil prices over the foreseeable future but with 
a broad downward bias, presumably on the widely held view that high crude oil prices will entice 
shale gas producers to rush to the pumps. Meanwhile, we see limited scope for a strong 
improvement in domestic demand in the coming quarters. However, this picture could change if 
confidence lifts materially after next year’s elections and if President Ramaphosa’s South Africa 
Infrastructure Fund meaningfully lifts construction investment, which is likely to be import 
intensive. We, therefore, expect the current account balance to average 3.6% of GDP this year, but 
forecast a widening to 3.9% of GDP in 2019. 

We expect the current account deficit to widen out if 
higher investment spending boosts imports 

Further escalation in global trade tensions would 
not be good news for South Africa



ABSA | South Africa Quarterly Perspectives

04 October 2018  12

Figure 26: Big improvement in SA international investment position in Q2
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Figure 27: Net portfolio flows
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The financing side of the balance of payments is of course also important, given the significant 
foreign participation in South Africa’s domestic capital markets. Given recent emerging market 
volatility, portfolio inflows eased markedly in Q2. The SARB’s data show that net portfolio inflows 
were just ZAR7.8bn in Q2 18, down considerably from ZAR73.8bn in Q1 18. Meanwhile, for the first 
time since 2016, foreign direct investment turned positive with net inflows of ZAR28.3bn in Q2. 
However, the SARB indicated that the increased FDI flow into South Africa was quite narrowly 
based, relying on two transactions – chiefly big loans extended by a foreign company to its 
domestic subsidiaries and by another foreign company acquiring a large stake in a domestic 
construction company. Meanwhile, other foreign inflows, which are generally more volatile, 
recorded net inflows of ZAR27.8bn in Q2 following outflows of ZAR18.6bn in Q1. Positively, South 
Africa’s positive net international investment position (IIP) improved strongly in Q2. As at 30 June, 
South Africa’s positive net IIP stood at ZAR737bn, a big improvement from ZAR247bn at the end of 
March. This development is positive for the country in an environment of increasing uncertainty. 

Upcoming Medium Term Budget Policy Statement to reveal big fiscal challenges

Finance Minister Nene is due to present the Medium Term Budget Policy Statement (MTBPS) on 
24 October from a position of zero fiscal space, against a backdrop of exceptionally weak 
economic growth and intense pressures for more government spending to bail out loss-making 
state-owned companies, kick-start growth, and alleviate socio-political pressures. Several years 
of sharply weaker-than-expected growth and institutional chaos at the South Africa Revenue 
Service (SARS) caused a huge slump in tax receipts, such that by the time of the 2018 Budget in 
February, the government was looking at an eye-watering main budget deficit of 4.6% of GDP in 
FY18/19. In an effort to close the gap, the then Finance Minister Malusi Gigaba reluctantly 
implemented ZAR36bn (0.7% of GDP) worth of tax hikes, including a 1pp hike in VAT to 15% 
(ZAR23bn), against an assumption that real GDP would grow 1.5% in 2018/19. However, we now 
forecast real GDP growth in FY18/19 of just 0.4%.

Fortunately, despite weaker than budgeted growth, South Africa’s tax collections are so far 
holding up quite well. Gross tax collections in the first five months of the fiscal year (to August) are 
up 11.2% y/y, compared with a budgeted growth rate of 10.4% y/y (Figure 28). VAT, general fuel 
levy and customs duties are all running ahead of their targets, while personal income tax (PIT) 
collections are growing more or less as expected at 9.8% y/y. The one laggard is corporate income 
tax (CIT) collections, which were up just 2.8% y/y in April-August, against a budgeted growth rate 
of 6.0%. This might reflect challenges that SARS faces in rebuilding its enforcement capacity after 
the now suspended SARS head, Tom Moyane, disbanded the Large Business Unit. Or, more 
worryingly, it might reflect the ongoing effects of weaker-than-expected growth over the past few 
years with companies carrying forward large losses to reduce tax liabilities, which could prove 
harder to overcome. If the pace of CIT collections does not pick up, it would deliver a shortfall 
relative to the 2018 Budget target of ZAR8bn. Meanwhile, main expenditures look well contained 
so far, up just 6.8% y/y, against a budgeted growth rate of 7.1% y/y. However, problems at state 
owned companies and with the National Student Financial Aid Scheme could lead to pressure for 
as yet unbudgeted spending.

Weaker-than-expected growth sorely complicates 
Finance Minister Nene’s challenge in the 
upcoming MTBPS

Tax collections are running slightly ahead of the 
target so far this fiscal year, despite sharply 
weaker-than-expected GDP growth

Net portfolio capital flows have been negative since 
May 
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Even so, despite the seemingly good collection buoyancy to date, the fiscal challenge is immense, 
because South Africa’s budget deficit is still far too wide to stabilise the government’s debt 
burden. The 2018 Budget is aiming for a main budget deficit of 3.8% of GDP, which equates to a 
primary budget deficit (i.e., excluding interest payments) of 0.2% of GDP (Figure 29). Yet, with the 
real interest rate on government debt so much higher than the real growth rate of the economy, a 
sizeable primary budget surplus to the order of 1.5% of GDP is needed to avoid slippery debt 
dynamics. As the government stuck grimly to its countercyclical fiscal policy in the decade since 
the global financial crisis, each iteration of the fiscal plan has seen the debt trajectory revised 
upward and debt stabilisation pushed out into the future. Interest costs are the fastest growing 
item of government expenditure in South Africa (Figure 30). 

We see little ability for the government to deliver on fiscal stabilisation, unless it is willing to tackle 
the thorny issue of excessive government spending on public sector salaries. Public sector wage 
costs have mounted steadily, such that the government now spending nearly 14% of GDP on 
employee compensation at the three tiers of government (Figure 31). Earlier this year, the 
government struck a three year public sector wage deal, which was above what was pencilled into 
the budget, in a fashion that was no crisis for the current fiscal year, but still entails an extra 
ZAR30bn of spending over the three year medium term expenditure framework (Figure 32). Having 
said that, it is possible that the government could have a bit of leeway on the employee cost side 
if inflation comes in lower than expected, given that public sector wage uplift in the second and 
third years of the pay deal is CPI-linked. President Ramaphosa has spoken of the need to 
restructure and rationalise the state, but at the same time has said there will be no ‘mass layoffs’. 
We do not expect any clarity on this key issue until after the elections next year, but it will 
nonetheless be interesting to see what Finance Minister Nene pencils into the MTBPS for the 
employee compensation line.

Figure 28: Gross tax collections are running ahead of target
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Figure 29: Main budget deficit is too wide with a negative primary balance
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Figure 30: Debt trajectory revised up with every fiscal iteration
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Figure 31: Surging employee costs due to both headcount and wage deals
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Budget deficit still remains far too big to stabilise 
debt-to-GDP

A bloated public sector pay bill is the major fiscal 
problem, but it is politically challenging to tackle
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Figure 32: Public sector wage deal will lead to higher-than-budgeted employee compensation costs
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One other key area to watch in the MTBPS, in our view, are the plans for bailing out state-owned 
enterprises, most significantly South African Airways, which is asking for an additional ZAR21bn 
over the next three years, but also SABC and Denel. Additionally, Finance Minister Nene is expected 
to provide more detail on the promise in the government’s recent stimulus plan to reallocate 
ZAR50bn of expenditure towards growth boosting spending. Little detail was provided at the time, 
but Nene did say at the side-lines of a conference in New York that half of the money would be 
reprioritised away from underperforming government programmes and the rest from “internal 
development finance institutions”, presumably chiefly the Industrial Development Corporation, 
the Land Bank and the Southern African Development Bank. He may also provide some further 
detail on how the ZAR400bn South Africa Infrastructure Fund will operate. Completely separately, 
he may also provide an official government response to the Woolard panel’s recommendation to 
marginally expand the list of goods that are zero-rated for VAT purposes (at a cost of ZAR4bn) as a 
poverty alleviation measure. 

Credit ratings remain a focus but near-term moves unlikely

Moody’s is the last credit rating agency to still assign an investment grade rating to South Africa’s 
local currency bonds, with its Baa3 Stable Outlook rating for both foreign and local currency long-
term debt (Figure 33). Given hefty foreign ownership of South Africa’s local government bond 
market, much of it passively managed, there is considerable interest in whether or not Moody’s 
will downgrade South Africa to sub-investment grade status at its scheduled rating review 
statement on 12 October. We believe that some of the key fundamentals in any sovereign 
creditworthiness assessment – growth and fiscal sustainability – have arguably deteriorated since 
Moody’s first assigned the Baa3 rating in June 2017 and even possibly since it last confirmed the 
current rating (and moved the outlook from Negative to Stable) on 23 March, after putting the 
country on review for a downgrade in the wake of the market-roiling 2017 MTBPS. At the time, just 
after the government took the politically challenging but economically necessary step of hiking 
the VAT rate in the 2018 Budget, Moody’s identified three main drivers for leaving the rating 
unchanged at Baa3: a halt and partial early reversal of the deterioration of South Africa’s 
institutional strengths, a pick-up in GDP growth prospects, and a credible fiscal plan represented 
by the 2018 Budget. 

Finance Minister Nene is expected to present plans 
for bailing out various loss-making state-owned 
enterprises, but it remains entirely unclear where 
the money will come from without busting the self-
imposed expenditure ceilings

There is a lot of market interest in Moody’s 
scheduled rating review on 12 October, given that 
its Baa3 rating is South Africa’s last investment 
grade local currency rating
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In contrast to Moody’s, we are not confident that the government has a credible fiscal plan at this 
stage for stabilising debt to GDP, and we do not see much prospect of a strong acceleration in 
growth in the near to medium term. However, we do believe President Ramaphosa and his team 
have laid out a set of economic initiatives in the stimulus plan, which are a first step towards lifting 
growth, and they are making headway at rolling back state capture. Negatively, however, the 
international environment looks a lot more inimical for EMs in general and especially those that 
are oil importers. Thus, we are inclined to see South Africa’s credit ratings as biased to a downward 
trajectory over the long run, and thus see some merit in the argument that the outlook on South 
Africa’s rating should be Negative rather than Stable. However, Moody’s lead analyst for South 
Africa has recently and rather remarkably commented that the chances of South Africa’s rating 
being raised or lowered over the next eight months was ‘very low’, and on another occasion 
recently, she stated that South Africa’s land reform programme was ‘not credit-relevant’. Even 
though we may take issue with this assessment, nonetheless, Moody’s comments strongly suggest 
that the rating agency would like to see not just the MTBPS, but also the 2019 Budget and the 
outcome of the general elections due in Q2 next year before taking a view on any further rating 
changes. 

With both S&P and Fitch having already downgraded South Africa to sub-investment grade status, 
their upcoming rating reviews due in end-November/early December do not have the same 
import, especially since we believe both agencies will leave their ratings unchanged. Fitch 
currently rates South Africa’s foreign and local currency debt at BB+ with a Stable outlook, while 
S&P rates the foreign and local currency debt at BB and BB+, respectively, both with a Stable 
outlook.  

Figure 33: Moody’s rating is South Africa’s last investment grade long-term local currency debt rating
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Monetary policy: we expect rates to remain on hold until Q3 2019

Following the SARB’s MPC unanimously voted to keep the repo rate unchanged at its May and July 
meetings, the committee kept rates on hold again at 6.50% in September. However, we were 
surprised with the narrowness of the vote, with three of the seven MPC members voting to hike 
the repo rate by 25bp. Interestingly, despite the depreciation of the rand since the last MPC, which 
the SARB estimated to be 7.1% on a trade-weighted basis, its inflation forecasts were pretty much 
unchanged. The headline CPI forecast average for 2018 was left unchanged at 4.8%, and up a mere 
tenth of a point at 5.7% for 2019 and unchanged at 5.4% for 2020. Admittedly, the projected peak 
quarterly CPI of 5.9% for Q2 18 is now two tenths of a point higher than the previous MPC forecast 
round, but it is still below 6%, i.e., within the target. Similarly, despite the exchange rate 
depreciation since the last MPC, core CPI for 2018 is now forecast two tenths of a point lower at 
4.4%, but a tenth of a point higher at 5.6% for 2019 and two tenths of a point higher at 5.5% for 
2020. Notably, however, the MPC’s forecasts for core CPI in the near term are already almost 
certainly too high. Indeed, as Figure 34 shows, the SARB’s own repeated downward revisions to its 
core CPI inflation forecasts since the start of the year is another sign that second-round effects of 
exchange rate shocks and various other shocks are muted.

We believe Fitch and S&P will leave their sub-
investment grade credit ratings unchanged when 
they report towards the end of November or early 
December

We believe that South Africa’s credit ratings are 
probably on a downward trajectory over the long 
run, and thus see some merit in a Negative 
outlook. However, Moody’s lead analyst for South 
Africa has said recently that the ratings are 
unlikely to change in either direction over the next 
eight months, even though the growth outlook 
appears much grimmer than what Moody’s 
thought when it last confirmed the Baa3 rating in 
March

The SARB’s MPC kept rates unchanged in 
September but three of the seven members of the 
committee supported a rate hike
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Figure 34: The SARB has made repeated mark downs on its core CPI inflation forecasts 
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Given that the SARB MPC statement aims to be a synthesis of the views of the different members, 
rather than an explicit detailing of individual members’ different views, it is hard to understand 
the precise and specific thinking that lay behind these ‘dissidents’ decision to vote for a 25bp hike. 
The exchange rate depreciation would seem to be the most obvious driver here, even though the 
MPC has said on multiple occasions that it does not react to the exchange rate per se, nor even to 
the first-round impact of any supply shocks or exchange rate movements. Instead, the MPC has 
said that its reaction function is to stay vigilant and counter any potential second-round effects. 
With that in mind, and with headline CPI not projected by the SARB to breach its target, one can 
question why some members felt a hike is warranted at this stage, when there is no evidence of 
much second-round inflation momentum. However, the MPC makes decisions not on its forecasts 
alone, but also on the basis of a more qualitative assessment of the balance of risks around its 
forecasts. In this regard, the MPC’s view in the September statement that not only it ‘assesses the 
risks to the inflation outlook to be on the upside’ but that it also ‘remains concerned about the 
growing risks to the inflation outlook’ is relevant, as is its opinion that these risks are ‘mainly’ the 
following – exchange rate, high international oil prices and the possibility of higher electricity 
tariffs. 

Figure 35: FRA curve pricing in four hikes in the next nine months

1-
m

2-
m

3-
m

4-
m

5-
m

6-
m

7-
m

8-
m

9-
m

12
-m

15
-m

-10
0

10
20
30
40
50
60
70
80

bp

Source: Thomson Reuters, Absa Research

Figure 36: SARB’s QPM is projecting five rate hikes by end-2020
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Predicting what the MPC will do henceforth is extremely challenging. Most commentators and the 
FRA market believe that a rate hike is coming by end-March, if not before. We believe there is a 
strong merit in our argument that the SARB should sit tight on rates, but have to acknowledge the 
reality that at this juncture at least three MPC members view the matter differently. The fact that 
one of the MPC members, Brian Kahn, has since retired probably tips the balance on the 
committee in a somewhat more hawkish direction. To the extent that it is possible to glean an 
individual MPC members’ orientation from their general comments over years of interactions, 

Although the SARB’s latest CPI forecasts showed no 
upside breach, the MPC said that the balance of 
risks to the profile was tilted to the upside 

We expect the MPC to keep rates on hold until Q3 
2019 but the risks of an earlier hike are now higher 
than we had previously assessed



ABSA | South Africa Quarterly Perspectives

04 October 2018  17

Brian Kahn has probably been one of the more consistent doves on the MPC. Moreover, with only 
six MPC members, a divided 3:3 vote would leave the decision in the hands of Governor Kganyago, 
who is probably on the hawkish side of the spectrum. But a divided MPC is fundamentally one that 
is hard to predict, leaving the repo rate trajectory even more data- and rand-dependent (and 
therefore uncertain) than normal. Given our view that the ZAR should stabilise around these 
levels, and that core could undershoot the SARB’s last round of forecasts, and that headline CPI 
will not breach its target, we have decided to retain our base case forecast that it will leave the 
repo rate unchanged until Q3 19. But clearly the risks of an earlier move are much higher than we 
had previously assessed. And, if there were a renewed bout of rand weakness, or a material 
acceleration of core CPI as higher petrol prices spark a round of price increases from fuel-intensive 
producers of goods and services (such as food retailing or public transport), then the MPC balance 
could tip in favour of a hike. It is clearly a fine call. 

An extended ZAR recovery will be difficult to achieve

Persistent bond and equity capital outflows, coupled with SA’s sluggish economic recovery and a 
renewed deterioration in the country’s term-of-trade, lead us to believe that an extended ZAR 
recovery will be difficult to achieve on fundamental grounds. More specifically, our Structural 
Model, which incorporates SA’s GDP and CPI differentials, suggests that the ZAR’s current fair 
value stands at 14.70/USD, while our Peer Model, which takes into account the ZAR’s vulnerability 
to the recent unwind of carry trades and softer metal prices, implies that the ZAR is fairly valued 
at 14.00/USD. Therefore, even though we believe that ZAR’s recent weakness to ZAR15.50/USD 
was overdone, we also believe that the ZAR would become overvalued if it had to strengthen 
below the ZAR14.00/USD handle. Consequently, we still expect the ZAR to end the year at 
14.25/USD. Upside risks to our ZAR forecast include heightened global trade war tensions, 
increased US policy rate hike fears or adverse local political headlines in the run up to next year’s 
elections. Conversely, the ZAR could recover to a greater extent than we expect if the global risk 
appetite improves further, metal prices outperform oil prices or local asset managers are obliged 
to sell more of their offshore investments to avoid being in break of their respective prudential 
limits.

Figure 37: Comparative ZAR outlook
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Figure 38: USDZAR is once again moving in lockstep with the other crosses
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Politics: making headway on state capture but elections loom

Some nine months after being narrowly elected president of the ANC (with his election as state 
president following seven weeks later), President Ramaphosa is making some progress in efforts 
to expose state capture and rehabilitate the state. Yet there is still a way to go, with exposure in 
the Nugent and Zondo inquiries so far not translating into full accountability in terms of criminal 
prosecutions. And there seems to be considerable factional resistance within the ANC to 
Ramaphosa’s new broom, since many officials will lose access to state resources and possibly face 
criminal prosecution. We believe that Ramaphosa’s pending choice of a new head for the National 
Prosecuting Authority is likely to be key in the ongoing battle to roll back state capture. In response 

President Ramaphosa and his team of reformers 
are making headway in rolling back state capture 
but are hobbled by factional opposition within the 
ANC

We think the ZAR is roughly fairly valued around 
current levels
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to some evidence that his opponents within the party, including Jacob Zuma, were manoeuvring 
against him, Ramaphosa seems to have taken encouragement from polls showing that his 
personal popularity remains high, buoyed by his stand for clean and effective government, and 
has thrown down the gauntlet to his opponents, ordering them to unify behind him as the ANC 
looks ahead to difficult times in Q2 19. One of the key battlegrounds for the factions behind a 
facade of ANC unity will be the selection and ranking of individuals for ANC party lists for national 
parliament and provincial legislatures.

A date has not been fixed yet, but President Ramaphosa recently said that general elections would 
be held before the end of May 2019. South Africa suffers from a dearth of reliable opinion polling, 
but an IPSOS poll conducted between late April and early June put the ANC under President 
Ramaphosa at 60% support, and the opposition Democratic Alliance (DA) down at a scant 13% - 
but with a big chunk of undecided or undeclared voters, with the radical Economic Freedom 
Fighters (EFF) still languishing in single digits at 7%. A more recent poll by the Institute of Race 
Relations puts the ANC’s support at 52% versus 23% for the DA and 13% for the EFF, but we believe 
it should be taken with a pinch of salt since the sample size was relatively small, it was conducted 
by telephone, which would seem likely to exclude more of older, poorer and more rural voters, 
who tend to be ANC supporters. Regardless, eight months is a long time in politics, especially when 
the Zondo inquiry into state capture is throwing up fresh revelations almost daily. President 
Ramaphosa needs to make some tangible progress on the land reforms issue to keep his critics 
within the party at bay, and also to deter angry and economically disenfranchised ANC supporters 
from transferring their support to the EFF. Nonetheless, at this stage it seems rather unlikely that 
the ANC will lose its majority at the national level. 

Nonetheless, we believe the exact outcome still matters a lot. In the 2014 elections, the ANC won 
62% of the popular vote, but in the 2016 local government elections its share slumped to just 
under 54% of the total vote, as ANC voters, disenchanted by Jacob Zuma’s leadership, stayed 
home. We believe Ramaphosa needs to deliver a materially increased share of the vote for the ANC 
to silence his opponents within the party and also to demonstrate a sufficient political mandate 
to pursue various painful but necessary economic reforms. Thus, in some ways, South Africa is 
again hostage to a political event, the outcome of which is exceptionally hard to predict, but which 
could set the country on quite divergent paths. As we have argued elsewhere, the so-called 
stimulus plan recently presented by the President is good – as far as it goes – but it is not a classic 
fiscal stimulus in the sense of being a boost to aggregate demand. We note that many of the most 
important reforms to kick-start South Africa to a higher level of growth, job creation, and long-
term socio-economic stability are exceptionally challenging politically: redistributing land, 
downsizing the civil service, overhauling state-owned enterprises (and in some cases unbundling 
and partially privatising them), liberalising South Africa’s labour relations framework, improving 
educational and skills delivery, and cutting crime. The list is long, and will require a committed 
and skilled leadership with a strong mandate from the electorate, who may not be willing to 
accept the painful fact that it will take time for painful reforms to deliver real progress in terms of 
stronger growth and job creation, and reduced poverty and inequality. 

General elections are most likely to be held in May 
next year, and with so many things in a flux right 
now it is hard to predict the outcome, but the 
popularity of Cyril Ramaphosa compared with his 
predecessor Jacob Zuma and the Democratic 
Alliance’s current travails suggest the ANC is quite 
unlikely to lose its majority 

President Ramaphosa needs to deliver a high share 
of the vote for the ANC to keep his critics within the 
party at bay and have the mandate to pursue 
necessary reforms
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Figure 39: Our baseline macroeconomic forecast: weaker than the last Quarterly Perspectives

 2017 2018 2019

 Q3 Q4 Q1 Q2 Q3F Q4F Q1F Q2F Q3F Q4F 2017 2018F 2019F 2020F 2021F 2022F

Output  (% q/q saar)

Real GDP 2.3 3.1 -2.6 -0.7 1.5 1.4 1.1 1.6 1.8 2.7 1.3 0.5 1.4 2.1 2.1 2.1

Real GDP (%y/y) 1.3 1.9 1.4 0.5 0.3 -0.1 0.8 1.4 1.5 1.8 1.3 0.5 1.4 2.1 2.1 2.1

Household consumption 2.4 3.6 1.0 -1.3 1.9 1.6 1.6 2.1 2.0 2.3 2.2 1.5 1.7 2.2 2.0 2.1

    Durable  goods 15.2 13.1 -0.9 -11.2 5.1 2.9 1.1 2.1 2.3 2.1 6.0 3.1 1.5 2.3 3.0 3.4

    Semi-durable goods 4.8 16.7 -12.1 -5.1 2.6 2.0 1.0 1.7 1.8 1.9 3.1 0.3 1.3 2.2 2.1 2.2

    Non-durable goods -1.2 2.6 0.5 -2.4 1.7 1.9 2.0 2.7 2.2 3.0 1.1 0.6 1.9 2.1 2.1 2.2

    Services 2.4 -0.3 5.0 2.8 1.2 1.1 1.6 1.8 1.8 1.9 2.3 2.2 1.6 2.1 1.7 1.6

Government consumption 1.3 1.6 1.4 0.7 0.5 0.5 0.5 0.5 0.5 0.5 0.6 1.1 0.5 0.5 0.5 0.5

Investment -2.7 7.4 -3.4 -0.5 1.1 2.1 2.7 2.7 3.1 3.3 0.4 0.3 2.3 3.0 3.2 3.3

Exports -0.6 12.3 -17.4 13.7 4.2 2.3 1.6 1.8 2.6 2.9 -0.1 0.9 3.0 3.0 2.1 2.6

Imports -11.4 21.6 -6.9 3.1 1.3 1.6 1.2 3.1 3.4 3.7 1.6 1.9 2.2 3.4 3.8 3.0

External and government accounts (% of GDP)             

Current account -2.1 -2.9 -4.6 -3.3 -3.1 -3.5 -3.6 -3.7 -4.1 -4.0 -2.4 -3.6 -3.9 -4.1 -4.2 -4.3

Consolidated fiscal balance* n/a n/a n/a n/a n/a n/a n/a n/a n/a n/a -3.5 -4.3 -3.8 -3.8 -3.7 -3.5

Consolidated primary balance* n/a n/a n/a n/a n/a n/a n/a n/a n/a n/a -0.2 -0.8 -0.2 -0.2 -0.1 0.2

Government debt* n/a n/a n/a n/a n/a n/a n/a n/a n/a n/a 50.6 52.7 54.6 55.9 57.3 57.0

Prices (% y/y)                 

CPI inflation 4.8 4.7 4.1 4.5 5.0 5.0 5.2 5.4 5.3 5.1 5.3 4.6 5.2 5.2 5.3 5.3

Core CPI inflation 4.6 4.4 4.1 4.4 4.2 4.3 4.4 4.6 4.7 4.9 4.7 4.3 4.5 4.9 5.3 5.3

PPI inflation 4.3 5.1 4.3 5.0 6.1 6.0 5.9 5.9 5.5 5.6 5.5 5.4 5.7 5.7 5.6 5.6

Interest rates (% eop)                 

Repurchase rate 6.75 6.75 6.75 6.50 6.50 6.50 6.50 6.50 6.75 6.75 6.75 6.50 6.75 7.00 7.00 7.00

Prime rate 10.25 10.25 10.25 10.00 10.00 10.00 10.00 10.00 10.25 10.25 10.25 10.00 10.25 10.50 10.50 10.50

* Fiscal year ending 31 March. Source: Thomson Reuters, SARB, Statistics South Africa, National Treasury, Absa Research
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Figure 40: Our assumptions differ from the SARB’s in some key respects

Variable Absa assumption SARB assumption (May MPC) General comments and risks to our assumptions
Key Global Economic Assumptions:
Global growth G7 growth of 2.3% and 2.0% in 2018 

and 2019 respectively. China growth 
of 6.6% and 6.3% in 2018 and 2019 
respectively.

Growth of SA's main trading 
partners is projected to be 3.6% 
in 2018 and 3.5% in 2019.

Absa’s and SARB's global growth assumptions for model inputs 
are not strictly comparable. The global economy continues to 
show moderate but synchronised growth. The threat of 
protectionist trade policies continues to be a downside risk.

Brent crude Using Bloomberg consensus 
forecasts as a base we forecast Brent 
at $72/bbl in both 2018 and 2019

Brent averages $72/bbl and 
$70/bbl in 2018 and 2019, 
respectively. 

Brent crude oil prices have risen sharply in recent months above 
$70/bbl on supply concerns. We have assumed some moderation 
in the coming months in line with consensus but the risk is that 
prices remain stickier-than-expected.

Non-oil 
commodity 
prices

We use Bloomberg consensus 
forecasts for 2018-19 as a base: Gold 
in $/oz at 1275 and 1286; Platinum in 
$/oz at 911 and 996; Coal at $/mt 96 
and 75; Iron ore in $/mt at 69 and 69.

SARB does not reveal any specific 
commodity price assumptions. 
Instead it assumes international 
commodity prices rise by 10.5% in 
2018 and -1.0% in 2019.

Absa and SARB commodity price assumptions are not strictly 
comparable. The Bloomberg consensus, which guides our 
baseline, is for broadly flat iron ore and coal prices over the next 
18 months. The strength of global growth, and Chinese growth in 
particular, remains key for industrial commodities.

Key Domestic Economy Assumptions:
Food prices We expect food prices to gradually 

pick up throughout the forecast 
period, averaging 3.8% in 2018 and 
4.9% in 2019

The SARB did not explicitly state 
the food price inflation but note 
that lower food prices continue to 
put some downward pressure on 
headline inflation.

Crop prices have picked gradually over the course of 2019 partly 
due to exchange rate weakness (in the case of wheat), but also 
due to rising concerns about another El Nino episode that could 
adversely affect rainfall in late 2018 and early 2019.   

Fuel taxes and 
levies

We assume a 10c/l rise in distribution 
margins each December and 25 c/l 
increase fuel excise duties each April. 
This equates to increases of 4.8% and 
4.1% in 2018 and 2019.

Taxes and levies on fuel are 
expected to rise by 8.6% and 7.4% 
in 2018 and 2019, respectively.  

The 2018/19 Budget did not implement a previously mooted idea 
of applying VAT on fuel sales. The sharp increase in fuel prices this 
year and growing political backlash against fuel prices make VAT 
on fuel sales and any further aggressive hikes on fuel levies 
unlikely. 

Electricity 
prices

We assume a 7% municipal tariff 
increase in July 2018 and 8% in July 
2019. This equates to averages of 
5.3% in 2018 and 7.7% in 2019.  

Average electricity increases of 
5.1% in 2018 and 7.6% in 2019, 
respectively. These numbers 
imply that SARB has assumed 8% 
increase in 2019.

There is still considerable uncertainty about the size of the overall 
tariff increase that will kick in on 1 April and 1 July for direct and 
indirect customers, respectively. This follows NERSA’s ruling that 
Eskom’s ZAR31.1bn of standard tariff adjustments must be 
phased in over four years, effective April 2019.

Growth in 
government 
consumption

We forecast real government 
consumption (G) growth of 1.1% and 
0.5% in 2018 and 2019 respectively.

The SARB no longer publishes its 
assumption for G.

A somewhat higher-than-budgeted public sector wage deal and 
the funding requirements of state-owned SOCs are key risks to 
fiscal consolidation.

Potential 
growth

0.5%, 1.4% and 1.4% in 2018-2020 
respectively.

1.0%, 1.3% and 1.4% in 2018-2020 
respectively.

Assumptions about potential growth are tricky since it cannot be 
directly observed, but is instead estimated by using statistical 
techniques on recent GDP trends. 

Neutral real 
interest rate

Absa’s model makes no explicit 
assumption about the neutral real 
interest rate but we estimate it to be 
around 1.5%.

From 2018 to 2020 respectively 
1.9%, 2.1%, 2.2%.

Globally there is much debate about what the neutral level of real 
rates is because it cannot be directly observed. However, 
structural economic shifts in the wake of the global financial crisis 
have probably lowered the neutral rate everywhere.

Exchange rate In Absa’s macro model, our exchange 
rate forecast serves as an exogenous 
input. Our baseline forecast assumes 
a NEER depreciation of 1.4% and 
9.7% in 2018 and 2019 respectively. 
This equates to REER appreciation of 
1.2% and a depreciation of 6.8% in 
2019

The SARB’s QPM model 
endogenously determines the 
exchange rate path, forecasting a 
NEER depreciation of 3.2% and 
4.9% in 2018 and 2019, 
respectively. This equates to a 
REER depreciation of 0.6% and 
1.2% in 2018 and 2019, 
respectively. 

The exchange rate assumption is one of the most important 
variables in any forecast, regardless of whether it is set as an 
exogenous assumption or endogenously determined, as with the 
SARB’s new QPM. Exchange rate outcomes which are materially 
different from the path embedded into the forecast will have a 
range of knock on effects on nearly all the other macroeconomic 
variables. The volatility of the rand and uncertainty about its path 
over the forecast horizon generates uncertainty about all the 
model’s output.  

FX pass 
through to CPI

Our current long-term coefficient is 
between 10% and 20%, and the 
short-term pass through is very small 
at 5%.

20% - SARB also notes that the 
short-term pass-through 
coefficient is closer to 10%.

The size of FX pass-through to inflation hard to pin down since it 
is likely to change over time and be both asymmetric and not 
linear. It can only be teased out of the data with extremely 
sophisticated econometric techniques.

Interest rates We expect policy rates to remain on 
hold in 2018. We expect the SARB to 
hike rates by 25bp in 2019Q3 and 
again in 2020Q1.

As with the exchange rate the 
SARB’s QPM endogenously 
determines an interest rate path, 
which implies five 25bp rate hikes 
before end 2020.

The FRA market is pricing in about 50bp of policy tightening in the 
next 9 months. However, we see the bar for a hike as very high. 
The SARB is likely to look through the first-round impact of 
external shocks on inflation while it would need to see further 
material slowdown in growth and significant strengthening in the 
rand before considering a cut. 

Source: SARB, Absa Research
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