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Can the Rand strengthen further?

Few would have believed that five years after the midnight cabinet shuffle that we now know as
NeneGate, the Rand would be trading at a stronger level. Back then, and many times in-between,
it has seemed that all is lost. South Africa was doomed, and the decline could be measured by
the steady fall in the currency. Yet here we are. Is this a flash in the pan, or something more

substantial?

The Rand depreciated to almost
R17/$ after Finance Minister Nene
was fired in December 2015, and
then to over R19/$ at the height of
the lockdown last year. As usual,
South Africans were scrambling
to take their money offshore,
regardless of the exchange rate. But
such impulsive behaviour seldom
proves to be the correct long-term
decision. Twelve months after we
entered lockdown, the Rand is
trading at R14.5/$ - very much in line with the average
rate that has prevailed since the start of 2016. Is this an
aberration? It hardly seems possible. The question is: where
to from here?

We have often made the point that investors ignore the
fundamentals of the currency at their peril. It is easy to sit
in SA and sink into a mire of depression after reading the
local newspapers. It appears that there is nothing but bad
news. Sentiment can influence the currency from day to
day, but the longer-term trend will always be determined by
the bigger, structural forces at play. This is where the trends
are more encouraging.

There are three key factors supporting our currency.

1. The trade account. This is simply a measure of our
exports and imports. A trade surplus implies that we
export more than we import, and vice versa. Study
the chart below. For years we have run a trade deficit,
meaning that we were importing more than we were
exporting. The implication was that we were always
on the back foot — having to buy more dollars to pay
for imports than what we received in payment for
our exports. That continual demand for dollars (and
supply of rands) always exerted downward pressure
on the exchange rate. However, in the past few years

SPEED READ
B The day-to-day level of the currency is influ-
enced by a myriad of factors, including senti-
ment.
But we have always argued that investors

ignore the fundamentals at their peril. One can-
not base decisions on sentiment alone.
Contrary to local opinion, the medium-term tra-
jectory depends on events in the US, not here.

that trend has changed. For the past four years we have
recorded a trade surplus, and 2021 has started in the
same vein. Now our exports far exceed our imports.
The downward pressure on the currency has been
alleviated, and indeed reversed.
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For years we recorded a trade deficit, but that trend has
changed. We have now recorded a trade surplus for 4 years
running, and 2021 has started in the same vein.

2. The current account. The current account incorporates
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the trade account but includes payments for services as
well, as well as other foreign currency flows, such as
foreign investment into local investments and foreign
direct investment. Once again, the chart below tells a
story. The last time we had a surplus on our current
account was in 2002. Ever since, we have recorded
persistent, and often growing, deficits. Simply put,
more money was leaving SA than coming in, again
putting constant downward pressure on the exchange
rate. Last year, that negative trend was reversed. For
3 out of the 4 quarters, we recorded a surplus, due to
declining interest and dividend payments to foreign
investors.
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We have seldom ever recorded a current account surplus, but
we did so in three of the four quarters last year.

3. Our terms of trade. The question is whether the
above can last and in this regard, our terms of trade
are instructive. Terms of trade refer to the price of our
exports relative to the price of our imports. When the
prices of our exports are strong, the terms of trade
improve, and vise versa. At present, commodity prices
are soaring thanks to strong global growth. This is
especially so for iron ore, coal, platinum, palladium, and
gold — our key mineral exports. But agricultural prices
are strong as well. At the same time, key import prices
have risen (notably oil), but not by the same extent.
Hence the improvement in our terms of trade. As the
chart below shows, there is a close correlation between
the terms of trade and the real effective exchange rate
(the exchange rate adjusted for inflation differentials.)
This chart suggests that all else being equal, the Rand
has room to strengthen further.

4. This might sound too good to be true. What’s the catch?
Whilst the underlying fundamentals for the currency
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Improving terms of trade imply a stronger real effective
exchange rate. The Rand has room to strengthen further given
the trends in underlying commodlity prices.

have improved, which implies a stronger exchange rate
over the longer term, the medium-term outlook (next
6-12 months) all hinges on one factor — the trend in US
government bond yields. At the peak of covid-related
volatility last year, bond yields collapsed to a record
low of 0.5%. At the time of writing, that same yield
is now 1.75% on fears that strong GDP growth will
result in rising inflation. The problem is that higher
US interest rates spread like tentacles throughout the
world. They suck money out of the periphery and
back to the US. Why take risk in South African bonds
when you can earn a decent income in the safety of
US Treasuries? Yields in the US have risen from 1%
to 1.7%% over the past 8 weeks, a period that has seen
a corresponding outflow from SA bonds by foreigners
of R43 billion. A similar trend occurred in 2013 — a
period now referred to as the “taper tantrum” when US
yields started to normalize after the GFC and emerging
market currencies experienced significant pressure.
We don’t expect a similar reaction this time for all the
reasons mentioned above. Structurally, our currency is
now on a far firmer footing.

Provided that US yields stabilize, then we would
expect a resumption of investment back into SA, for the
fundamentals to reassert themselves, and for the Rand to
appreciate accordingly. However, if US yields continue to
rise, the Rand will weaken. That is why the world’s eyes
are so firmly fixed on US inflation data. We may be in
for a few interesting months, but remember not to make
impulsive decisions. The Rand is not as doomed as it may
often appear.
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Topic: Exiting the Recession: what
lies ahead?

Natal Midlands

Date: Wed 21st April

We are excited to announce the resumption of our seminar
program in April. Our first seminar will remind investors of
what we have endured over the past 12 months, and what

Venue: Fernhill Hotel
Midmar / Tweedie Road

lies ahead for the rest of 2021. Howick
Morning Time: 10am for 10.30am
Please save the date below. Please note that due to Evening Time:  5.30pm for 6pm

Covid protocols, numbers are strictly limited to 100 per
session, and only drinks (no food) will be served. Booking

is therefore essential. Johannesburg
Date: 06 May 2021
. Venue: Rosebank Union Church, Cnr
n — William Nichol and St Andrews
° H dH ) YouTub Road, Hurlingham
Afvard HOoUse s On TOUTUDE Time: 7am for 7.30am
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For more information on the range of products and services =
offered by Harvard House Investment Management and its B
associated companies (including Harvard House, Chartered
Accountants), or for any financial advice, please contact the
Company at: @
W

The information contained in this newsletter comes from sources believed to be reliable, but Harvard House Investment Management (Pty)
Ltd, Harvard House Financial Services Trust, Harvard House Insurance Brokers and Harvard House, Chartered Accountants (collectively known
as the Harvard House Group), do not warrant its completeness or accuracy. Opinions, estimates and assumptions constitute our judgment as
of the date hereof and are subject to change without notice. Past performance is not indicative of future results. This material is not intended
as an offer or solicitation for the purchase or sale of any financial instrument. Any investor who wishes to invest with the Company should
seek additional advice from an authorized representative of the firm. The Company accepts no liability whatsoever for any loss or damages
whatsoever and howsoever incurred, or suffered, resulting, or arising, from the use of this newsletter. The contents of this newsletter does not
constitute advice as contemplated in the Financial Advisory and Intermediary Services Act (FAIS) of 2002.

The Harvard House unit trusts are registered under the Boutique Collective Investments. Custodian: Standard Executors & Trustees: Tel (021)
007-1500. Collective Investments are generally medium to long term investments. The value of participating interests may go down as well as
up and past performance is not necessarily a guide to the future. Collective Investments are traded at ruling prices and can engage in script
lending. Forward pricing is used. Commission and incentives may be paid and if so, are included in the overall cost. This fund may be closed
to new investors. Collective Investment prices are calculated on a Net Asset Value basis and auditor’s fees, bank charges, trustee and RSC
levies are levied against the portfolio. The portfolio manager may borrow up to 10% of portfolio NAV to bridge insufficient liquidity. Boutique
Collective Investments (RF) Pty Ltd (“BCI”) retains full legal responsibility for the third party named portfolio. Boutique Collective Investments
is a member of ASISA and is an authorised Financial Services Provider. Should you have any further queries or complaints regarding the suite
of units trusts offered by The Harvard House Group please contact: Boutique Collective Investments Call Centre, Tel: (021) 007-1500, Email:
clientservices@bcis.co.za. For your information, the FAIS ombudsman provides an independent and objective advisory service. Should you not
be satisfied with the outcome of a complaint handled by Boutique Collective Investments, please write to, The Ombudsman, PO Box 74571,
Lynnwoodridge, 0040. Telephone (012) 470 9080/99. Fax (012) 348 3447. Email: info@faisombud.co.za

Performance figures quoted for the portfolio is from Morningstar, as at the date of this document for a lump sum investment, using NAV-NAV
with income reinvested and do not take any upfront manager’s charge into account. Income distributions are declared on the ex-dividend date.
Actual investment performance will differ based on the initial fees charge applicable, the actual investment date, the date of reinvestment
and dividend withholding tax. Performance fees do not apply to any funds managed by Harvard House. The manager does not provide any
guarantee either with respect to the capital or return of the portfolio. A schedule of fees, charges, and maximum commissions are available
on request from the manager.
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