Santa SARB delivers festive cheer
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As the year draws to a close, many of us are reflecting on our achievements in 2025 and
looking forward to a well-deserved break. Central bankers are people too — and no
doubt looking forward to some rest and a chance to unwind. However, while everyone
has been busy, not everyone will end the year feeling satisfied.

This is particularly true of the US Federal Reserve, the most important of all central
banks. It kept policy rates on hold for most of this year but made cuts in September and
October. Over the course of 2025, it has faced four distinct challenges.

A challenging year

Firstly, it has been difficult to interpret the conflicting signals on where the US economy
is headed, particularly the two components of the Fed’s mandate: unemployment and
the inflation rate. Secondly, being starved of data to do its job due to the US government
shutdown was challenging. Thirdly, facing the prospect of internal dissent and political
interference as the race to succeed Chair Jerome Powell heats up. Finally, navigating all
of this in a market environment where there has been considerable froth in some
pockets and emerging cracks in others.

Of the four, at least the shutdown-induced data drought is coming to an end. However,
given that fieldwork was disrupted in October and November, official statistics will
probably only be trustworthy by December. On politics and succession, there isn’t much
to add, except to say that a round of speeches by top Fed officials over the past two
weeks suggest the upcoming December FOMC meeting could see three dissenting votes,
the most in recent years. Minutes from the October FOMC meeting released last week
referred to “strongly differing views” over the path of rates in the near term.

In terms of the first problem, the waters are muddy. Inflation is above target, but some
of the underlying gauges are easing, such as rental inflation. Tariff-induced inflation is
likely to become less pressing given the most recent round of trade deals and
exemptions for food items. Still, it is not a given that there won’t be spillovers from
tariffs to other items, in other words, companies may use tariffs as an excuse to raise
unrelated prices. The Fed has rarely cut interest rates with inflation so far away from its
target, but it did exactly that at the September and October meetings of the Federal
Open Markets Committee. Its preferred inflation measure, the core personal
consumption deflator, was at 2.9% year-on-year, well above the 2% target.

On the labour market, there have been high-profile layoff announcements, but not
enough to show up in the weekly unemployment insurance claims data yet. These
numbers were unaffected by the shutdown since it is collected by the states, not federal
agencies. Other labour market indicators tell a mixed story of some weakening but no
major red flags. Delayed employment data released last week showed that 119,000 jobs
were added in September, more than expected, but previous months were revised down.
The unemployment rate ticked up a bit to 4.4%, low by historic standards, but the
highest since 2021. It is the modest upward trend in unemployment that the Fed would
want to stop, though with underlying economic growth still resilient, it is not clear that
unemployment will continue rising.

Chart 1: US unemployment rate
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Then there is the challenge of market dynamics. Equities have wobbled over the past
two weeks, mainly because of concerns over excessive Al-related capital expenditures.
The Fed won't be worried about lower equity prices. Rather, this year’s strong run in
equities probably argues against any urgent need for rate cuts. In fact, that might only
further inflate what some are already calling a bubble (though to be clear, the bubble - if
there is one - is in capex, not in equity valuations).

Looser and tighter

Then there are other measures, such as the cost and availability of capital, captured in
measures like “financial conditions” indices. Remember that the Fed’s policy interest rate
is the rate at which banks borrow from one another overnight. There are many other
factors that influence whether households and corporates find it easy and/or cheap to
fund themselves. The yield on corporate bonds, for instance, has traded close to
equivalent government Treasuries. In financial jargon, it means spreads are very tight
and these companies are not struggling to access capital. These are all signs of loose
financial conditions (a line below zero in chart 2), a situation that suggests there is no
urgent need to cut rates.

Chart 2: Chicago Fed Financial Conditions Index
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However, there is a problem with a long period of loose financial conditions. It tends to
encourage reckless behaviour. It is not a central banks’ role to police every single loan or
bail out every investment decision that turns sour, but it should act when there are
systemic risks. In other words, where losses in one area spill over into others.

One place where this might happen is in the world of “private credit.” These are loans
made by investment funds, stepping into areas where banks have been scaling back for
regulatory reasons or where companies have been unable to raise money on public
markets. As is often the case, the first generation of these products offered investors
something unique and innovative, while helping borrowers in need of capital. Howeuver,
as the asset class has grown rapidly, more money is inevitably chasing fewer deals. The
risks here are both opacity and poor credit quality. Already a few have suffered losses,
what JPMorgan’s CEO Jamie Dimon called “credit cockroaches”, as in there is seldom only
one. Again, this is not reason for the Fed to act now, but it is reason to be vigilant.

Where the Fed is likely to step in soon is in money markets, where banks lend to one
another. Here we've seen interbank lending rates (notably SOFR) jump at times in recent
weeks, a sign of insufficient liquidity. Essentially, the government has been issuing more
short-term Treasury bills to fund its massive deficit, which in turn drains liquidity from
these markets. But the Fed has also been shrinking its balance sheet, allowing the bonds
it purchased during successive rounds of quantitative easting to mature. This has the
effect of reducing bank reserves, the money used by commercial banks to settle
payments with each other and to meet their obligations to the central bank. Bank
reserves are considered the most liquid form of cash (though entirely within the banking
system.) Tightness in interbank markets can spill over to other markets, notably the
Treasury market. The Fed has therefore announced an end to quantitative tightening and
may soon need to expand its balance sheet again, buying bonds to inject liquidity (when
it buys a bond from commercial banks, it pays for it with reserves).

Good times

In contrast to the Fed, the South African Reserve Bank had a very good year while its
decisions have been more straightforward. A major positive is that inflation remains low,
coming in at 3.6% year-on-year, a touch lower than expected. In fact, October’s inflation
rate sits in the bottom 10% of all monthly inflation readings since 1970. Though inflation
has ticked up in recent months, it should start drifting lower again with few obvious risks
currently visible. Inflation expectations as surveyed by the Bureau for Economic
Research also declined this year, with the five-year-ahead expected inflation rate hitting
its lowest level since the start of the survey. The rand has appreciated against the dollar
and stabilised against the euro. Another promising development is that the Bank
purchased a 50% stake in BankServ Africa, now called PaylInc, kicking off what are
expected to be significant changes in the national payments landscape. Finally, and most
importantly, National Treasury followed the Bank’s suggestion in formally lowering the
inflation target to 3%. This not only gives the Bank political cover to target a lower
inflation rate but also helps to simplify the communication around this goal (the earlier
formulation of aiming for the bottom end of a 3% to 6% target was potentially
confusing).

Chart 3: South African inflation and interest rates
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This was the backdrop to last week’s Monetary Policy Committee (MPC) meeting. The
members unanimously decided to lower the repo rate by 25 basis points to 6.75%. The
rate cut is an early Christmas present that will further support households and
businesses in South Africa, for instance by reducing monthly mortgage payments. It
might not be the last cut.

The Reserve Bank expects inflation to peak at 3.8% in the second quarter of next year
before falling towards 3%, with an average rate of 3.5% in 2026 and 3.1% in 2027. If
inflation behaves as expected, interest rates should continue falling. Its quarterly
projection model (QPM) is a forecast of where the repo rate should be given all the other
economic assumptions made by the Reserve Bank. The QPM points to rates declining to
6% by 2027. The Bank always reiterates that the QPM is merely a guide, and that
decisions are taken on a meeting-by-meeting basis, but it does indicate what a
reasonable path for interest rates looks like.

Chart 4: Inflation, growth and interest rate forecasts
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The MPC will proceed gradually given the uncertain environment. Though it doesn’t
always follow the Fed, it keeps a close eye on it. In fact, last week’s decision was proof
that the MPC does not always have to wait for the Fed. This is partly due to domestic
circumstances, but also because global financial conditions have mostly been supportive,
notably a stable rand-dollar exchange rate (last week’s wobbles notwithstanding).
Ultimately, global markets determine how freely emerging market central banks can act.
If the Fed turns hawkish at its upcoming meetings, not only pausing the cuts but also
changing the outlook, it could lead to a stronger dollar and general market anxiety. That
will close off space for the Reserve Bank and other central banks to ease. If, however,
the Fed continues to gradually ease, the Reserve Bank will have more confidence to do
the same. Therefore, if the dollar remains the dominant global currency, we need to keep
close track of American politics and policy, whether liking it or not.

Nonetheless, the past few weeks have been good for South Africa. Fiscal policy is on the
right path, as indicated by S&P Global’s credit ratings upgrade and removal from the
FATF grey list is a sign of improved local governance. Lower interest rates will continue
to support the rebound in consumer spending. What is needed now is for the fixed
investment cycle to also turn, which it should, given the reforms that are being
implemented. All these things contribute to lowering the country risk premium, the
additional compensation any foreigner demands to buy local assets. And given low
domestic savings rates, we need these capital inflows. A sustained lower country risk
premium will give the MPC even more reason to cut rates, since it is currently embedded
in its models through a high “neutral real interest rate”. There is still a lot that can go
wrong, but the biggest risks seem to be external, rather than domestic for once. If these
risks don’t materialise, South Africa can continue to turn the vicious cycles of the past 15
years into virtuous ones.



