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IT’S ALL ABOUT THE U.S DOLLAR, RAND CONVERGES TO OUR TARGET LEVELS

e The U.S Dollar has made a dramatic comeback, strengthening to a four-month high. This was marked by the first
two-week period of outflows from emerging markets since 2016. As a result, the performance high beta carry-
trade currencies (like the rand and other emerging market currencies) have come under pressure, explaining the
sudden weakness in the rand.

e  There are a number for factors behind the recent buoyancy in the US Dollar: 1) rising inflation expectations and
supporting the prospect of higher interest rates from the Federal Reserve; 2) recoupling of interest rates between
U.S and development peers; and 3) financial market participants take profit on stretched carry-trade positions
amid concerns around slowing global growth and escalating trade tensions.

e  Asaresult of the stronger U.S Dollar, tighter global financial conditions have eroded into the gains of the rand and
as a result, the rand is now above our 2Q18 forecast of 12.40 at R12.65, which we only envisaged to materialize in
between 2Q18 and 3Q18. This is further evidence supporting our view that the rand is very sensitive to changes in
the global environment via the carry-trade mechanism (see page two for more).

e  The U.S Dollar is a barometer of the changing global liquidity environment. A stronger U.S Dollar is a reflection of
tighter global financial conditions which we believe does not bode well for risk assets like the rand, whereas a
weaker U.S Dollar is a reflection of easier global financial conditions and bodes well for risk assets like the rand.

e With no clear bullish local events on the horizon, we believe that the rand will continue to trade in-line with the
international environment which will be dictated by the U.S Dollar. Should the U.S Dollar continue on its path
stronger, we leave the likelihood open that the rand will move closer to our R12.80 target, which we only
expected to materialize in the second half of 2018.

e  Short-term, we recommend keeping an eye on support at R12.43 and resistance at R12.68 (see our latest
Technical Strategy note:_“The US Dollar breaks out” of 3 April 2018 for a more detailed technical view on the

currency).

Figure 1: ZAR catches up to the deteriorating international environment
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https://www.nedbank.co.za/content/dam/nedbank-crp/reports/Strategy/NeelsAndMehul/2018/StrategyNote_180502.pdf

“ONLY WHEN THE TIDE GOES OUT DO YOU DISCOVER WHO’S BEEN SWIMMING NAKED
— WARREN BUFFET”

We believe that since 2016 there has been a tide of global liquidity that has eased global financial conditions and has had a
meaningful impact on the performance of emerging market currencies and the rand. The risk of the tide of global liquidity
retreating should not bode well for the carry-trade which many emerging market have benefited largely from — hence the
Warren Buffet quote.

This ‘tide of global liquidity’ was a result of large-scale monetary accommodation from the global central banks and an
improvement in global growth which has been a tailwind for financial markets. As a result of this ‘tide of global liquidity’,
global financial conditions have been accommodative supporting record portfolio inflows into the emerging markets,
including South Africa (see Chart 1). Emerging markets and South Africa have attracted record portfolio inflows totalling
$2.3tn and $42bn since 2010, despite weakening economic fundamentals and a rise in political uncertainty.

Since the beginning of 2018, we have maintained a less-bullish stance on the rand compared to market consensus because
we believe that the ‘tide of liquidity’ is retreating for two main reasons: 1) retreats as global central banks tighten their very
accommodative monetary policy; and 2) as global growth loses momentum amid escalating trade tensions.

Global headwinds overshadow local tailwinds for the rand, even with improved external
vulnerability measures

Our less-bullish stance on the rand (compared to consensus) continues to be not so much about the local economy. In fact,
South Africa’s growth outlook has improved and its external vulnerability via its twin deficits (current account and
government budget) is set to be smaller than a year ago. We expect South Africa’s current account deficit to come in at
2.4% of GDP in 2018, below the average deficit of 3.5% of GDP seen since the financial crisis, and well below the 6% deficit
seen in 2013. This implies that the local currency is less vulnerable to global flows relative to other emerging market
currencies now then. For example, in 2013 when the Fed first signalled its intention to embark on a tightening path. With
that being said, South Africa has also received the largest amount of portfolio inflow as a percentage of GDP over the past
six years at 45% of GDP vs emerging market peers of 23%, thus we do rule out the probability that the rand can come under
severe/burdensome pressure should the carry-trade unwind.

We believe that tighter global financial conditions are underway, as reflected in the strengthening U.S Dollar and will
remain a headwind for the performance of FX carry-trade returns like the rand (Chart 2).

We expect the rand to trade closer to R12.50-R13.00 against the dollar over the coming months.

Chart 1: Strong relationship between Global Financial Conditions Chart 2: Strong relationship between Global Financial
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FX VOL STILL LOW AS LOCAL EVENT RISK SETTLES

The forecast from the option market for the USDZAR has shifted away from Bloomberg consensus in recent weeks:

e On athree-month view, the option market suggests a one standard deviation trading range for the USDZAR of
between 11.80 and 13.80 (see Chart 3).

e  On asix-month view, the probability is skewed towards weakness, as one would expect, with the implied
probability distribution suggesting a one standard deviation range of between 11.45 and 14.80 (see Chart 4).

Chart 3: 3m implied probability distribution vs forecast

Chart 4: 6m implied probability distribution vs forecast
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Chart 5: USDZAR implied volatility

Chart 6:

ATM USDZAR implied volatility cone
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Chart 7: Rand currency forecast table vs consensus and forwards (period end)

Current Spot Q118 Q218 Q318 Q418 2019

USDZAR

Nedbank 12.55 11.85 12.40 12.80 13.00 13.20
Current Fwd 12.55 11.83 12.63 12.78 12.93 13.50
Consensus 12.55 12.15 12.12 12.23 12.20 12.50
EURZAR

Nedbank 15.00 14.40 14.88 15.23 15.15 15.64
Current Fwd 15.00 14.58 15.16 15.44 15.75 17.01
Consensus 15.00 14.82 14.79 15.17 15.37 16.25
GBPZAR

Nedbank 16.99 16.47 17.36 17.92 18.46 19.14
Current Fwd 16.99 16.58 17.15 17.42 17.71 18.85
Consensus 16.99 16.89 16.97 17.24 17.32 17.32
AUDZAR

Nedbank 9.44 9.24 9.67 10.50 10.66 10.96
Current Fwd 9.44 9.08 9.50 9.62 9.74 10.23
Consensus 9.44 9.48 9.33 9.42 9.64 10.00

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
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Chart 14: Correlation matrix — markets vs FX Chart 15: Correlation matrix — commodities vs currencies
VIX SPX US US SA TOP4 EMFX DMFX MXN AUD CAD ZAR Gold Plat Pall lronor Coppe T-Coal Brent BRL AUD CAD ZAR EMFX
VIX 8% S6h 4% 1% - 3% 2% 6% -18% Ak 25% Gold 3% T 1% V6 W% -50% S54% -3% -39%-
SPX -81% &0 3% -19% A% 4 K 4% 4% 3% 3% Plat 8% 3% 1% 2% B% -S0% 5% 3% -36%  60%
s 5% 45% B 6% 0% % 1% 1% % % Pall 35%  58% B 9% 1% B/% % 3% Wb -B% 3%
Us 4% 3% o % B e G e B 1% Ironor 7% -3% -8 U 6o -16% 6h -1% 4% -14% S
SA 3% 1% 2% 2% % 3 T 8% 1% Bh 3% Coppe -I15% 1% 9% 1% 9% 0% 1% 5% 7% -4 -1%
TOPH 3% 4% 8% % -3% e -Wh 1% B% 2% -13% T-Codl 2% 2% 1% 6% 1% 6 2% e % -171% 1%
EMFX  -31% 4% 10% 2% -37% 3% 3% 1% 0% -57% -68% Brent =~ 28% 3% 3% -16% 0% 6% A% 306 3% -36% 45%
DMEX %6 % 1% 1% -T% -14% -35% % ™% 3% 0% BRL  -50% -50% -32% 6% 1% -1% -42% 5% 3% 4% -68%
MAN 6% 4% -15% 6% 3% -18% -13% 6% STh. 62 4% AUD | 54 S5% 3% 1% 5% 1% 30% -52% -61% -49%-
AUD  -18% 4% 1% T 1% % 0% -Th 5T -b1%  -4%% CAD 3% 3% -4% 4% T 4b 3% 3% -61% 4% -5Th
CAD 2% 3% % 6 B% 2% ST b 6% -61% 4% IR 3% 3% 3% W% 4% -17% 3% 40% 4% 46% -68%
R | %% %% 9% 16 B% -13% 6% Oh 8% 4% 4% M FX- 0% 3% e 1% 13% 4% -68%- 5T -68%
Source: Bloomberg , YTD Source: Bloomberg, YTD
Nedbank CIB | Page 5 of 6
NEDBANK

CiB



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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