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Tactical view:

We will use EURUSD
1.13 as an important
level to gauge
whether the rand can
retrace some of its
gains close to R14.00
or whether downside
risks are building for
the rand to weaken
above R14.40.

Strategic view:

We believe tighter
global financial
conditions are
negative for the carry
trade, leaving
downside risks to the
rand intact.
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RAND: SARB WARNS OF $-LIQUIDITY SHORTAGES

The rand retraced gains and has struggled to strengthen below the R14.00 mark. Other risk assets have also given
back gains, despite market expectations that President Trump’s unfavourable economic policies will likely be in
gridlock after the Democrats claimed the House of Representatives in the US midterm elections. In our view, recent
gains in risk assets are being overshadowed by (1) the US Federal Reserve reaffirming tighter monetary conditions
(rate hikes and balance sheet normalisation in 2019), which is likely to stay as the outlook for the US economy
remains positive, and (2) offshore financial conditions beginning to tighten, as reflected in the widening LIBOR-OIS
and cross-currency basis spreads.

Locally, the SARB published its bi-annual Financial Stability Review report, in which the report aims to identify risks

to financial stability with a view of also mitigating any vulnerabilities through macro-prudential policies and
monetary policy. Four risks were identified in the report: (1) weaker global growth and risks of escalating trade
wars, (2) tighter financial conditions and S$-liquidity shortages, (3) weak domestic growth, and (4) cybersecurity
risks. Of particular interest to us, “US dollar-liquidity shortages” were identified as having a ‘medium’ likelihood
with a ‘high’ impact on the SARB’s “risk assessment matrix” for the next 12 months. We believe that these risks,
and most notably S-liquidity shortages, will feed into the SARB’s response function to some degree going forward.
If the S-liquidity shortage becomes a ‘high’ likelihood, interest rate hikes may be more likely to restrict/contain

foreign capital, severe bouts of currency volatility and upward pressure on inflation.

View: We believe global $-liquidity shortages (both structural and seasonal) remain a key risk to the outlook for
the rand because of the US Fed’s tighter monetary policy and as demand for US dollars intensifies in the offshore
US dollar banking system. As the year-end approaches, there are seasonal funding requirements (de-risking) for
large European and Japanese banks stipulated by accounting regulations, which are likely to lead to a greater
demand for US dollars than typically. As a result: greater demand for US dollars and rising offshore funding US
dollar costs, accompanied by FX volatility, will likely not bode too well for the carry trade. The rand is one of the
most liquid EM currencies, with daily forex turnover as a percentage of GDP at a staggering 18%, while SA’s trade
is only less than 1% of global trade volumes. Therefore, we expect the rand to be volatile with a weakening bias
towards the R14.50 area in the short term.

The structural $-liquidity shortage and the impact on financial markets remains core to our view. For more details
on our assessment of global $-liquidity and its impact on SA, please refer to the following publications: Global $-
Liquidity monthly dashboard assessment and Rand: All about the L world- Liquidity, 19 June 2018.

From a technical perspective, we recommend keeping an eye on the USDZAR resistance level of R14.40 and the
USDZAR support level of R14.00 (please see our latest technical strategy report It is crucial for the risk-on phase
that the EURUSD remain above 1.13 of 9 November 2018).

Chart 1: Spot vs our financial fair value model on the
rand based on financial market variables

Chart 2: Global $-liquidity remains a key external risk
to the rand via the carry trade
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FX VOL CURVES — STABILISING

Implied volatility in the options market has stabilised, but relative to the previous two years, it remains elevated (see Chart 5). The

volatility curve has moved closer to its three-year average amid the improvement in emerging-market and local investor sentiment.

That said, the options market’s forecast for the USDZAR remains more bearish than Bloomberg consensus expectations:

e On athree-month view, the options market suggests a one standard deviation trading range for the USDZAR of R13.02-15.93
(see Chart 3)
e Onasix-month view, the probability is skewed towards weakness, as one would expect, with the implied probability distribution
suggesting a one standard deviation range of R12.55-16.72 (see Chart 4).
Chart 3: 3m implied probability distribution vs forecast Chart 4: 6m implied probability distribution vs forecast
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Chart 7: Rand currency forecast table vs consensus and forwards (period-end)

Current Q218 Actual Q3 Actual Q4 18F 2019F
| USDZAR 14.28 13.72 14.14
Nedbank CIB Markets 13.60 13.80 14.50 14.00
Forward market 13.91 14.13 14.36 15.03
Consensus 12.33 13.99 14.50 13.75
| EURZAR 16.21 16.03 16.41
Nedbank CIB Markets 15.78 16.08 16.89 16.59
Forward market 16.13 16.40 16.38 17.75
Consensus 14.80 16.09 16.68 17.05
|GBPZAR 18.59 18.18 18.43
Nedbank CIB Markets 17.95 18.77 20.59 20.30
Forward market 18.25 18.42 18.75 19.99
Consensus 16.77 18.19 18.85 18.85
|[AUDZAR 10.27 10.16 10.21
Nedbank CIB Markets 10.06 10.21 10.73 10.50
Forward market 10.17 10.36 10.41 10.97
Consensus 9.37 10.21 10.44 10.31
Source: Bloomberg, Nedbank CIB
Chart 8: USDZAR forecasts, consensus and forwards Chart 9: EURZAR forecasts, consensus and forwards
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Chart 12: EM currencies overvalued vs undervalued (z-scores);

rand in fair value territory according to PPP metrics
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Chart 13: EM currency performance vs USD
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THB 4955 0544 -3934 -29679 -0.920 -10.919 211598  -6.424  -9.624 -2.794 -3.875 -2970 -13.134  0.783
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CAD 1.800 3.385 -0.739 -28.023  1.878 -8.187  3.032 -8.629 -3.528 -6.881  0.082 -0.940 -10.236  3.850
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Chart 14: Correlation matrix — markets vs FX Chart 15: Correlation matrix — commodities vs currencies
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Disclaimer

This report is personal to the recipient and any unauthorised use, redistribution, retransmission or reprinting of this report (whether by digital,
mechanical or other means) is strictly prohibited.

The information furnished in this publication, which information may include opinions, estimates, indicative rates, terms, price quotations and
projections, reflects the judgment of the author(s) and the prevailing market conditions as at the date of this report, which judgment and conditions
are subject to change without notice, modification or amendment. This publication does not necessarily reflect the opinion of Nedbank Limited
(“Nedbank”) or its ultimate holding companies or any direct or indirect subsidiary undertakings of such holding companies (its “Affiliates”).
Information presented in this publication was obtained or derived from public sources that Nedbank believes are reliable but no representation or
warranty, express or implied, is made as to its accuracy or completeness. Neither Nedbank nor its Affiliates (or their respective directors, employees,
representatives and agents) accepts any responsibility or liability (whether in delict, contract or otherwise) for loss arising from the use of or reliance
placed upon the material presented in this publication, except that this exclusion of liability does not apply to the extent that liability arises under
specific statutes or regulations applicable to Nedbank or its Affiliates.

This publication has been forwarded to you solely for information purposes only. The information contained in this publication is confidential and is
not intended to be, nor should it be construed as, "advice" as contemplated in the South African Financial Advisory and Intermediary Services Act,
2002 (as amended) or otherwise, or a direct or indirect invitation or inducement to any person to engage in investment activity relating to any
securities or any derivative instrument or any other rights pertaining thereto of any company mentioned herein.

Any prices or levels contained herein are preliminary and indicative only and do not represent bids or offers. These indications are provided solely for
your information and consideration. The information contained in this publication may include results of analyses from a quantitative model which
represent potential future events that may or may not be realized, and is not a complete analysis of every material fact representing any product.

You should seek independent advice (including tax, accounting, legal, regulatory and financial advice) in relation to the information contained herein.
This publication is intended for use by professional investors only. It may not be considered as advice, a recommendation or an offer to enter into or
conclude any transactions. The information contained in this publication is confidential and is not intended to be, nor should it be construed as, a
direct or indirect invitation or inducement to any person to engage in investment activity relating to any securities or any derivative instrument or
any other rights pertaining thereto (“financial instruments”). Any additional information relative to any financial instruments and/or financial products
reviewed in this publication is available upon request.

This publication has been issued in the United Kingdom only to persons of a kind described in Article 19 (5), 38, 47 and 49 of the Financial Services
and Markets Act 2000 (Financial Promotion) Order 2005 (all such persons being referred to as “relevant persons”). Any investment or investment
activity to which this document relates is only available to relevant persons and will be engaged in only with relevant persons.

Directors, officers and/or employees of Nedbank or its Affiliates may at any time, to the extent permitted by law, own or have a position in the
financial instruments of any company or related company referred to herein, and may add to or dispose of any such position or act as a principal in
any transaction in such financial instruments. Nedbank and/or its Affiliates may make a market in these instruments for its customers and for its own
account. Accordingly, Nedbank and/or its Affiliates may have a position in any such instrument at any time. Directors, employees or officers of
Nedbank and/or its Affiliates may also be directors of companies mentioned in this publication. Nedbank and/or its Affiliates may from time to time
provide or solicit investment banking, underwriting or other financial services to, for or from any company referred to herein. Nedbank and/or its
Affiliates may to the extent permitted by law, act upon or use information or opinions presented herein, or research or analysis on which they are
based prior to the material being published.

The distribution of this document in certain jurisdictions may be prohibited or restricted by rules, regulations and/or laws of such jurisdictions and
persons into whose possessions this presentation comes should inform themselves about, and observe, any such restrictions. Any failure to comply
with such prohibitions or restrictions may constitute a violation of the laws of such other jurisdictions.

Internet communications are not guaranteed to be secure or virus-free. Nedbank and its Affiliates do not accept responsibility for any loss arising
from unauthorised access to, or interference with any internet communications by any third party.

All trademarks, service marks and logos used in this publication are trademarks or service marks or registered trademarks or service marks of Nedbank
or its Affiliates
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