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South Africa: Spotlight on the MPC 

Finely balanced; we think on hold 

 We expect the SARB to keep the repo rate unchanged at 6.75% at its meeting on 

28 March. However, it is a finely balanced call and we cannot rule out a cut.  

 Political and policy risk has diminished since the election of Cyril Ramaphosa as 

the leader of the ANC and subsequent election as the head of state. This has 

caused the rand to strengthen dramatically. 

 Near-term fiscal and credit rating risks have also abated, but we still see 

execution risks around the February Budget, in particular the current public 

sector wage negotiations. 

 The slowdown in inflation has likely bottomed in February. Near-term risks seem 

balanced but medium-term risks are skewed to the upside, in our view. 

 Economic growth and consumer data have generally surprised to the upside, 

especially with a much stronger-than-expected Q4 17 GDP print. However, more 

recent high-frequency data have been very volatile.  

We think the SARB will keep the repo rate on hold at next week’s MPC meeting. The 

MPC is due to announce its interest rate decision on 28 March at 15:00 local time. After 

voting 5:1 to stay on hold in January, we again expect the MPC to keep the repo rate 

unchanged at 6.75%. However, our view is in the minority of analysts polled by Reuters 

last week, where only five (including us) of the 22 polled expected rates to remain on 

hold while 15 forecasted a 25bp cut and the remaining two called for a 50bp cut. The 

FRA market is currently pricing in two 25bp cuts over the next 9-12 months.  

However, we think the market is becoming too bullish on the recent decline in 

current inflation prints without properly considering that CPI inflation has now 

likely bottomed and the SARB is forward looking.  Additionally, the much stronger-

than-expected Q4 17 GDP print (which came in at 3.1% q/q saar against a 1.8% q/q 

saar consensus forecast), combined with updated historical data that revised away a 

previous apparent recession from Q4 16 to Q1 17, should serve to significantly 

narrow the output gap, which is a key input in the SARB’s Quarterly Projection 

Model (QPM). The exchange rate currently is of course a lot stronger, but it is only 

one of four “gaps” in the QPM. We note that at the previous MPC the QPM produced 

a rising trajectory for CPI inflation from Q1 18 that left it materially above the mid-

point of the SARB’s target range by end-2019, despite three endogenous 25bp hikes.  
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It would be a big shift within the QPM for the MPC to now forecast CPI tracking around the 

mid-point of the target range without any rate hikes. However, as the MPC officials have 

stressed, the QPM is just a guide, and merely one of the inputs to its policy decisions. Risks 

are also an important consideration for the MPC’s deliberations. In 2017, the SARB’s 

monetary policy had to juggle the right balance between upside risks to the inflation 

outlook, the need to support a weak cyclical recovery and hard-to-quantify significant fiscal 

and political risks, which in turn generated credit rating downgrade risks. At its last meeting, 

the MPC assessed risks to the inflation outlook to be to the upside, citing credit ratings as the 

main risk. 

However, the nature of the MPC’s dilemma has shifted somewhat since its last meeting in 

January. Political and policy risk has diminished significantly since President Ramaphosa 

secured a narrow victory at the ANC’s electoral conference in December and made faster-

than-expected political changes. Fiscal and ratings risks also appear to have abated 

somewhat, but as we have argued previously, the February Budget still faces several 

execution risks, the most important of which is probably the current wage talks. An inability 

to rein in wage settlements not only poses risks to fiscal deficit targets, but also has 

implications for unit labour costs and inflation dynamics, especially given that public sector 

wage settlements tend to set the tone for settlements across the rest of the economy. 

Potential bailout demands from state-owned companies remain another important fiscal 

risk that the MPC will be cognizant of. But, in general, idiosyncratic risks seem to have 

diminished, especially since we now no longer expect Moody’s to downgrade South Africa 

when it releases its decision later tonight. If Moody’s surprises with a downgrade, then we 

think that a cut would be firmly off the table.  

The current CPI print likely represents a low; the question for investors and the MPC is 

how fast it will rise over the next couple of years. Headline CPI inflation fell markedly to 

4.0% y/y in February, down from 4.4% in January. While this was lower than the consensus 

forecast of 4.2%, it was in line with our forecast. Lower fuel prices and favourable base 

effects on food prices were the key factors behind the slowdown in February. Core CPI 

inflation was unchanged at 4.1% y/y. CPI is now clearly below the 4.5% midpoint of the 

SARB’s 3-6% target range, and the structure of the QPM is such that the inflation gap is 

“relative” to the midpoint of the target range, ie, 4.5%. Notably, however, the favourable 

base effects on food prices have now run their course. As these fade, food price inflation is 

likely to rise gradually. While upside price pressures on food have been limited in recent 

months, crop futures prices have picked up materially in recent weeks, and crude prices 

have picked up again recently. Core CPI inflation is also likely to rise over the coming 

months as economic activity picks up, in our view. Overall, we expect headline CPI inflation 

to rise gradually, reaching 5.0% y/y by mid-year and averaging 5.5% in the final quarter of 

2018, accounting for the effects of the tax increases due to be effective from 1 April. We 

forecast that headline CPI inflation will average 5.7% in H2 19. The MPC has been vocal 

about its preference for an anchor of close to 4.5% and said explicitly in its January 

statement that its own forecast of 5.5% for Q4 19 “remain[ed] above the midpoint of the 

target range” Moreover, over this horizon, risks are likely skewed to the upside, not least 

because of the exchange rate, unit labour costs and electricity tariffs.  

The key question in our mind regarding this upcoming MPC is how the SARB will treat 

the 2.7% strengthening of the rand since the last MPC in the QPM. While the stronger 

rand may serve to lower the CPI trajectory, especially given that the SARB still uses a high 

20% pass-through coefficient in its modelling, the 2018 Budget heralded VAT, fuel levy and 

excise tax increases, which will work in the other direction. Of course, the MPC claims it 

mostly looks through the first-round impacts of both, and is only concerned with second-

order effects. As for the VAT increase specifically, we estimate that it will add about 0.4pp to 

headline CPI inflation in 2018 and 0.2pp in 2019, assuming complete pass-through by 

Some idiosyncratic political 

and policy risks seem to have 

abated, but fiscal risks remain 

CPI disinflation has now likely 

bottomed 

2018 Budget tax increases, 

especially VAT, will partly offset 

the beneficial effect on headline 

CPI of the stronger rand  
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retailers, which is likely over the longer run, in our view. The SARB is, of course, likely to 

treat this as a transitory shock and will likely stress that its policy focus will remain targeted 

on potential second-round effects.  

A stronger apparent growth performance recently markedly reduces the need for interest 

rate cuts to shore up the cyclical recovery. On the growth side, the Q4 national accounts data 

not only showed that GDP growth was better than expected in Q4 at 3.1% q/q saar, but also 

that the strength of the cyclical recovery in recent quarters was stronger than initially thought. 

In particular, household consumption expenditure growth of 2.2% in 2017 was the strongest 

since 2012. The early 2018 Q1 data have been mixed. Mining started on a positive note with 

seasonally adjust output growth of 1.0% m/m in January. Meanwhile, manufacturing output 

stuttered in January with seasonally adjusted output declining by 1.6% m/m. On the demand 

side, retail sales were weaker than expected in January, with seasonally adjusted sales 

contracting by 1.6% m/m. However, we note that data around this time tend to be highly 

volatile. The Absa and Markit PMIs bounced above 50 for the first time in nearly a year 

suggesting that production-side activity may have picked up. Moreover, private sector 

confidence is improving. The BER Business Confidence Index recorded an exceptionally strong 

quarter-to-quarter improvement in Q1 17, consistent with an early-state cyclical recovery. 

Given all the foregoing considerations, we see the underlying tension for the interest decision 

on 28 March as balancing out the pursuit of the MPC’s long-term goal of anchoring inflation 

expectations closer to the mid-point of the target range and providing some support to an 

improving cycle. As we have argued before, it is likely that there is a divergence of views 

within the committee about how quickly to achieve its medium-term disinflation objective as 

reflected by high number of split votes recently. This, combined with the adoption of the 

QPM which the market appears to not yet fully understand, makes it difficult to call MPC 

decisions. The committee will have one more member at the upcoming MPC, Fundi 

Tshazibana, taking the size of the committee to seven. We acknowledge that it is a finely 

balanced call. However, we think that the slightly more favourable growth outlook allows the 

MPC some scope to allow improving confidence to do more of the “heavy lifting” on growth, 

while inflation expectations adjust lower towards 4.5%, especially given the risk of elevated 

wage settlements, which could raise the second-round effects of the one-off inflation shocks. 

Therefore, we retain a “no change” call, but we will be particularly interested to see the vote 

split and the text of the SARB MPC’s statement. 

Growth outlook now looks 

much stronger and output gap 

likely to be much reduced 

The MPC is divided in its views, 

which makes decisions hard to 

call, but growth uptick has 

reduced need to cut; we think 

the MPC will choose to remain 

on hold, but we acknowledge it 

is a finely balanced call, 

clouded by a fair bit of 

uncertainty 
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